
918 I CHAPTER 13 CONFIGURING AND TROUBLESHOOTING NETWORK PRINT SERVICES 

WARNING Make sure you apply SP2 to any Web print server-or any Web server,for that matter. The ISAPI exten
sion used to allow print jobs to travel over HTTP has a bug that could allow an intruder to get complete control oj the server. 

Getting the Printer to the Clients 
The method you use to connect a client workstation to a networked printer depends on the operat
ing system the client is using. DOS clients must connect from the command line and need locally 
installed drivers, 16-bit Windows clients can connect from the graphical interface and need their own 

drivers, and 32-bit Windows clients connect from Network Neighborhood or My Network Places 
and don't even need locally installed printer drivers. 

NOTE As you may recall, 16-bit Windows is not an operating system) it~ a graphical operating environment jor DOS. 
All DOS workstations must have locally installed printer drivers. You may need to install the driver more than once or install 
it to application directories to make sure the applications see the printer. You)ll also need to manually update drivers shouiJ 
new versions become available (unlikely as that is). 

CONNECTING FROM DOS 

To set up LPTl from DOS, type net use lptl: \ \server\printername at the command prompt, 
where server is the name of the Win2K print server and printername is the name of the printer. If you 
want to reconnect to this printer every time you log in to the network, add the /persistent:yes 
switch to the end of the command. Just typing /persi stent won't do anything, but if you leave off 
the switch altogether, the connection will default to the persistency settings previously defined. 

np Not sure if the name if the print server or the printer? Type net vi ew at the command prompt to see a list oj all 
servers. Type net view \ \servername to see a list if all resources shared from that server. 

For example, suppose you're setting up network printer support for a DOS workstation that does 
not have a locally connected printer. Some older DOS applications don't give you a chance to select 
an output port-it's their way or the highway. Therefore, you'd like to automatically redirect any out
put sent to LPTl to be intercepted by the network-accessible printer HP5 attached to the WinlK 
server BIGSERVER. You want to remake this connection every time you log in to the network so 
that you don't have to worry about printer support. 

The command to fulfill this set of conditions would look like this: 

net use lptl: \\bigserver\hp5 /persistent:yes 

CONNECTING FROM WINDOWS 3.x OR WINDOWS FOR WORKGROUPS 

To connect to a shared printer from network-enabled Windows or from Windows for Workgroups, 
select the Printers icon in the Control PaneL You should see a dialog box that shows the printer con
nections you already have, like the one in Figure 13.15. 

What you do from here depends on whether you're just reconnecting to a previously establ~shed 
network connection, creating a new network connection to a printer you can support, or startmg at 
the beginning by installing local support for the printer. 
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To connect to any of these previously connected printers, you'd just click the Connect button to 
open the dialog box shown in Figure 13.16. Click OK, and you're done. 
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If you're connecting to a new printer, then instead of clicking Connect, choose the Network button to 
open the dialog box shown in Figure 13.17. Find the print server and printer you want and click OK. 
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918 I CHAPTER 13 CONFIGURING AND TROUBLESHOOTING NETWORK PRINT SERVICES 

WARNING Make sure you apply SP2 to any Web print server-or any Web serverJor that matter. The IS API exten
sion used to allow print Jobs to travel over HTTP has a bug that (ould allow an intruder to get complete (ontrol oj the server. 

Getting the Printer to the Clients 
The method you use to connect a client workstation to a networked printer depends on the operat
ing system the client is using. DOS clients must connect from the command line and need locally 
installed drivers, 16-bit Windows clients can connect from the graphical interface and need their own 
drivers, and 32-bit Windows clients connect from Network Neighborhood or My Network Places 

and don't even need locally installed printer drivers. 

NOTE As you may recall) 16-bit Tt'indows is not an operating system) it~ a graphical operating environmentjor DOS. 
All DOS workstations must have locally installed printer drivers. You may need to install the driver more thall once or install 
it to application directories to make sure the applications see the printer. You)1l also need to manually update drivers should 

new versions become available (unlikely as that is). 

CONNECTING FROM DOS 

To set up LPTl from DOS, type net use lptl: \ \server\printername at the corrunand prompt, 
where server is the name of the Win2K print server and printername is the name of the printer. If you 
want to reconnect to this printer every time you log in to the network, add the /pers;stent:yes 
switch to the end of the command. Just typing /persistent won't do anything, but if you leave off 
the switch altogether, the connection will default to the persistency settings previously defined. 

TIp Not sure if the name if the print server or the printer? Type net view at the command prompt to see a list oj all 
servers. Type net view \ \servername to see a list if all resources shared from that server. 

For example, suppose you're setting up network printer support for a DOS workstation that does 
not have a locally connected printer. Some older DOS applications don't give you a chance to select 
an output port-it's their way or the highway. Therefore, you'd like to automatically redirect any out
put sent to LPTl to be intercepted by the network-accessible printer HP5 attached to the WinlK 
server BIGSERVER. You want to remake this connection every time you log in to the network so 
that you don't have to worry about printer support. 

The command to fulfill this set of conditions would look like this: 

net use lptl: \\bigserver\hp5 /persistent:yes 

CONNECTING FROM WINDOWS 3.x OR WINDOWS FOR WORKGROUPS 

To connect to a shared printer from network-enabled Windows or from Windows for Workgroups, 
select the Printers icon in the Control Panel. You should see a dialog box that shows the printer con
nections you already have, like the one in Figure 13.15. 

What you do from here depends on whether you're just reconnecting to a previously establ~shed 
network connection, creating a new network connection to a printer you can support, or startmg at 
the beginning by installing local support for the printer. 
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To connect to any of these previously connected printers, you'd just click the Connect button to 
open the dialog box shown in Figure 13.16. Click OK, and you're done. 
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If you're connecting to a new printer, then instead of clicking Connect, choose the Network button to 
open the dialog box shown in Figure 13.17. Find the print server and printer you want and click OK. 
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918 I CHAPTER 13 CONFIGURING AND TROUBLESHOOTING NETWORK PRINT SERVICES 

WARNING Make sure you apply SP2 to any Web print server-or any Web server,jor that matter. The I5API exten

sion used to allow print jobs to travel over HTTP has a bug that could allow an intruder to get complete control oj the server. 

Getting the Printer to the Clients 
The method you use to connect a client workstation to a networked printer depends on the operat
ing system the client is using. DOS clients must connect from the command line and need locally 
installed drivers, 16-bit Windows clients can connect from the graphical interface and need their own 
drivers, and 32-bit Windows clients connect from Network Neighborhood or My Network Places 
and don't even need locally installed printer drivers. 

NOTE As you may recall, 16-bit "WIndows is not an operating system, it's a graphical operating environment jor DOS. 
All DOS workstations must have locally installed printer drivers. You may need to install the driver more than once or install 
it to application directories to make sure the applications see the printer. You'll also need to manually update drivers should 

new versions become available (unlikely as that is). 

CONNECTING FROM DOS 

To set up LPT 1 from DOS, type net use , ptl: \ \server\pri ntername at the command prompt, 
where server is the name of the Win2K print server and printername is the name of the printer. If you 
want to reconnect to this printer every time you log in to the network, add the /persistent:yes 
switch to the end of the command. Just typing /persistent won't do anything, but if you leave off 
the switch altogether, the connection will default to the persistency settings previously defined. 

np Not sure 0/ the name 0/ the print server or the printer? Type net vi ew at the command prompt to see a list oj all 
servers. Type net vi ew \ \servername to see a list 0/ all resources shared jrom that server. 

For example, suppose you're setting up network printer support for a DOS workstation that does 
not have a locally connected printer. Some older DOS applications don't give you a chance to select 
an output port-it's their way or the highway. Therefore, you'd like to automatically redirect any out
put sent to LPT1 to be intercepted by the network-accessible printer HP5 attached to the Win2K 
server BIGSERVER. You want to remake this connection every time you log in to the networkso 
that you don't have to worry about printer support. 

The command to fulfill this set of conditions would look like this: 

net use lptl: \\bigserver\hp5 /pers;stent:yes 

CONNECTING FROM WINDOWS 3.x OR WINDOWS FOR WORKGROUPS 

To connect to a shared printer from network-enabled Windows or from Windows for Workgroups, 
select the Printers icon in the Control Panel. You should see a dialog box that shows the printer (on-
nections you already have, like the one in Figure 13.15. . 

What you do from here depends on whether you're just reconnecting to a previously estabI~shed 
network connection, creating a new network connection to a printer you can support, or starttng at 
the beginning by installing local support for the printer. 



FIGURE 13.15 

A list of installed 

printers for Windows 

for Workgroups 

PrInters I Default P,inle, 
HP L.oe,Jel 4/4104 on LPJ1: 

Inotalled frinte .. : 
HP D"okJel 500 on LPT I: 
HP Lao.,Jel 4/4M on FILE: . 
\IIINFAX on COM2: 

I S§.t As Default p.inle, I 
I:8J yoe P,inl Manager 

Connecting to an Available Printer 

f.!. 

f-;-

SETTING UP A PRINTER CONNECTION I 919 

I I Cancel I 
1 

konnecl ... I 
1 

ietup ... I 
1 

Remove I 
1 

Add» I 
I H.elp I 

To connect to any of these previously connected printers, you'd just click the Connect button to 
open the dialog box shown in Figure 13.16. Click OK, and you're done. 
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If you're connecting to a new printer, then instead of clicking Connect, choose the Network button to 
open the dialog box shown in Figure 13.17. Find the print server and printer you want and click OK. 
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918 I CHAPTER 13 CONFIGURING AND TROUBLESHOOTING NETWORK PRINT SERVICES 

WARNING Make sure you app~ SP2 to any mb print server-or mry mb server,jor that matter. The IS API exten
sion used to allow print jobs to travel over HTTP has a bug that could allow all intruder to get complete control oj the server. 

Getting the Printer to the Clients 
The method you use to connect a client workstation to a networked printer depends on the operat
ing system the client is using. DOS clients must connect from the command line and need locally 
installed drivers, 16-bit Windows clients can connect from the graphical interface and need their own 
drivers, and 32-bit Windows clients connect from Network Neighborhood or My Network Places 
and don't even need locally installed printer drivers. 

NOTE As you may recallJ 16-bit VVlndows is not an operating systemJ it~ a graphical operating environmentjor DOS. 
All DOS workstations must have locally installed printer drivers. You may need to install the driver more than once or install 
it to application directories to make sure the applications see the printer. YouJll also need to manually update drivers should 
new versions become available (unlikely as that is). 

CONNECTING FROM DOS 

To set up LPTl from DOS, type net use lptl: \ \server\printername at the command prompt, 
where server is the name of the Win2K print server and printername is the name of the printer. If you 
want to reconnect to this printer every time you log in to the network, add the /persistent:yes 
switch to the end of the command. Just typing /persistent won't do anything, but if you leave off 
the switch altogether, the connection will default to the persistency settings previously defined. 

TiP Not sure if the name if the print server or the printer? Type net view at the command prompt to see a list oj all 
servers. Type net view \ \servername to see a list if all resources shared jrom that server. 

For example, suppose you're setting up network printer support for a DOS workstation that does 
not have a locally connected printer. Some older DOS applications don't give you a chance to select 
an output port-it's their way or the highway. Therefore, you'd like to automatically redirect allY out
put sent to LPTl to be intercepted by the network-accessible printer HP5 attached to the Win2K 
server BIGSERVER. You want to remake this connection every time you log in to the network so 
that you don't have to worry about printer support. 

The command to fulfill this set of conditions would look like this: 

net use lptl: \\bigserver\hp5 /persistent:yes 

CONNECTING FROM WINDOWS 3.x OR WINDOWS FOR WORKGROUPS 

To connect to a shared printer from network-enabled Windows or from Windows for WorkgroupS, 
select the Printers icon in the Control Panel. You should see a dialog box that shows the printer con
nections you already have, like the one in Figure 13.15. 

What you do from here depends on whether you're just reconnecting to a previously esrabl~shed 
network connection, creating a new network connection to a printer you can support, or srartmg at 
the beginning by installing local support for the printer. 
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To connect to any of these previously connected printers, you'd just click the Connect button to 
open the dialog box shown in Figure 13.16. Click OK, and you're done. 
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If you're connecting to a new printer, then instead of clicking Connect, choose the Network button to 
open the dialog box shown in Figure 13.17. Find the print server and printer you want and click OK. 
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WARNING Make sure you apply SP2 to any Web print server-or any Web server,jor that matter. The 15 API exten
sion used to allow print jobs to travel over HTTP has a bug that could allow an intruder to get complete control 0/ the smer. 

Getting the Printer to the Clients 
The method you use to connect a client workstation to a networked printer depends on the operat
ing system the client is using. DOS clients must connect from the command line and need locally 
installed drivers, 16-bit Windows clients can connect from the graphical interface and need their own 
drivers, and 32-bit Windows clients connect from Network Neighborhood or My Network Places 
and don't even need locally installed printer drivers. 

NOTE As you may recall, 16-bit VJ!/ndows is not an operating system, it~ a graphical operating environment jar DOS 
All DOS workstations must have locally installed printer drivers. You may need to install the driver more than once or install 
it to application directories to make sure the applications see the printer. You 'll also need to manually update drivers should 
new versions become available (unlikely as that is). 

CONNECTING FROM DOS 

To set up LPT1 from DOS, type net use lptl: \ \server\printername at the command prompt, 
where server is the name of the Win2K print server and printername is the name of the printer. If you 
want to reconnect to this printer every time you log in to the network, add the /persistent:yes 
switch to the end of the command. Just typing /persistent won't do anything, but if you leave off 
the switch altogether, the connection will default to the persistency settings previously defined. 

TIp Not sure if the name if the print server or the printer? Type net vi ew at the command prompt to see a list oj all 
servers. Type net view \ \servername to see a list if all resources shared from that server. 

For example, suppose you're setting up network printer support for a DOS workstation that does 
not have a locally connected printer. Some older DOS applications don't give you a chance to select 
an output port-it's their way or the highway. Therefore, you'd like to automatically redirect any out
put sent to LPT1 to be intercepted by the network-accessible printer HP5 attached to the Win2K 
server BIGSERVER. You want to remake this connection every time you log in to the network so 
that you don't have to worry about printer support. 

The command to fulfill this set of conditions would look like this: 

net use lptl: \\bigserver\hpS /persistent:yes 

CONNECTING FROM WINDOWS 3.x OR WINDOWS FOR WORKGROUPS 

To connect to a shared printer from network-enabled Windows or from Windows for Workgroups, 
select the Printers icon in the Control PaneL You should see a dialog box that shows the printer con
nections you already have, like the one in Figure 13.15. 

What you do from here depends on whether you're just reconnecting to a previously established 
network connection, creating a new network connection to a printer you can support, or starting at 
the beginning by installing local support for the printer. 
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SETTING UP A PRINTER CONNECTION I 919 

To connect to any of these previously connected printers, you'd just click the Connect button to 
open the dialog box shown in Figure 13.16. Click OK, and you're done. 
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If you're connecting to a new printer, then instead of clicking Connect, choose the Network button to 
open the dialog box shown in Figure 13.17. Find the print server and printer you want and click OK. 
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Cumulative List of Actions Relating to Court Decisions Published in the Internal 
Revenue Bulletin from January 1, 1993 through December 31, 1993 

It is the policy of the Internal 
Revenue 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 announcement. An Action on Deci
sion will be issued at the discretion of 
the Service only on unappealed issues 
decided adverse 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 Regulation or a Revenue 
Ruling, an Action on Decision is not an 
affirmative statement of Service posi
tion. 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 
recommendation of the Action on 
Decision to similar cases where the 
facts are different. Moreover, the rec
ommendation 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 acquies
cence 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 Appeal. 
Regardless of the court deciding the 
case, the recommendation of any Ac
tion on Decision will be published in 
the Internal Revenue Bulletin. 

The recommendation in every Action 
on Decision will be summarized as 
acquiescence, acquiescence in result 
only, or nonacquiescence. Both "ac
quiescence" and "acquiescence in re
sult 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, "acquies
cence" indicates neither 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 re
view 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 reference to an opinion of 
a circuit court of appeals, a nonac
quiescence 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 an
nually. 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 Bul
letin for the following January and in 
the Cumulative Bulletin for the last 
half of the year. 

The Commissioner ACQUIESCES in 
the following decisions: 

Christine Patronik-Holder v. Com
missioner,l 100 T.e. 374 (1993) 

Douglas and Peggy Cloud v. Com
missioner,2 97 T.e. 613 (1991) 

McGraw-Hili, Inc. v. United States,3 
88 CIV 7261 (S.D.N.Y., Jan. 22, 1990) 

Mulga Coal Company, Inc. v. United 
States,4 825 F.2d 1547 (1Ith Cir. 
1987) 

The Commissioner does NOT AC
QUIESCE in the following decisions: 

Campbell v. Commissioner,s 868 
F.2d 833 (6th Cir. 1989) 

Powell v. Commissioner,6 958 F.2d 
53 (4th Cir. 1992) 

Thomas and Katherine Tinsley v. 
Commissioner,7 T.e. Memo. 1992-195 

1 Acquiescence relating to whether a taxpayer is 
liable for the minimum addition to tax pursuant 
to section 6651(a) of the Code when the credits 
against the tax which may be claimed by the 
taxpayer on the return exceed her total tax 
liability. 
2Acquiescence in result relating to whether the 
Tax Court erred when it sua sponte determined 
that respondent failed to waive the section 6661 
addition to tax for substantial understatement of 
income tax. 
3 Acquiescence relating to whether the taxpayer 
could be equitably estopped from seeking re
funds attributable to items that were unrelated to 
the issues settled in the Forms 870-AD. 
4Acquiescence relating to whether coal mined by 
the taxpayer that was used as fuel by the 
taxpayer in the coal-drying process is subject to 
taxation under section 4121 of the Code. 

5Nonacquiescence relating to whether taxpayer's 
investment in Health Air, a partnership formed to 
engage in the charter leasing of an aircraft, was 
an activity engaged in for profit under section 
183 of the Code. 

6Nonacquiescence in the issues relating to (1) 
whether a notice of deficiency mailed to 
taxpayers' last known address is invalid if it was 
not delivered because of a Postal Service error: 
(2) whether a last known address may change 
subsequent to the mailing of a notice of 
deficiency, and (3) whether the lack of a return 
receipt request is evidence of lack of due 
diligence on the part of the Service. 

7Nonacquiescence relating to whether the cost of 
living adjustment (COLA) which applies to an 
award of attorneys' fees under section 7430 of 
the Code should be indexed from 1981, when the 
Equal Access to Justice Act (EAJA) became 
effective, or from 1986, when section 7430 first 
provided for the COLA. 
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986 

Subtitle A.-Income Taxes 
Chapter 1.-Normal Taxes and Surtaxes 
Subchapter A.-Determination of Tax Liability 
Part I.-Tax on Individuals 

Section 1.-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 1994 to reflect changes in the 
cost of living. Also provided are certain reduc
tions allowed against the unearned income of 
minor children in computing the "kiddie tax." 
See Rev. Proc. 93-49, page 581. 

Part IV.-Credits Against Tax 
Subpart A-Nonrefundable Personal Credits 

Section 25.-lnterest on Certain 
Home Mortgages 

26 CFR 1.25-3T: Qualified mortgage credit 
certificate. 

The qualified census tracts for the states and 
the District of Columbia are set forth for use in 
determining the portion of loans required to be 
placed in targeted areas under section 143(h) of 
the Code. See Rev. Proc. 93-38, page 483. 

Subpart B.-Foreign Tax Credit, Etc. 

Section 29.-Credit for Producing 
Fuel from a Nonconventional Source 

(Also Sections 611, 614; 1.611-1, 1.614-1.) 

Section 29 credit; royalty owners. 
The owner of a royalty interest is 
allowed an allocable share of the credit 
provided in section 29 of the Code 
where the mineral in which the royalty 
owner has an interest is a qualified fuel 
when extracted. 

Rev. Rut. 9346 

ISSUE 

Is the owner of a royalty interest 
allowed an allocable share of the credit 
provided in section 29 of the Internal 
Revenue Code for producing fuel from 
a nonconventional source? 

FACTS 

In 1991, A, a fee interest owner, 
enters into a mineral lease agreement 
with X for the development of a natural 
gas property. The lease agreement 
provides for the assignment of all 
operating rights to X. A retains a 1/8 
royalty interest. X drills wells that in 
1992 produce 560x mef of gas from a 
tight formation. X sells the 560x mef of 
gas to an unrelated person for $800x. X 
retains $700x ($800x X 7/8) as pro
ceeds from the sale of the production 
attributable to the operating mineral 
interest and pays A $IOOx ($800x X 
1/8) as proceeds from the sale of the 
production attributable to A's royalty 
interest. 

LAW AND ANALYSIS 

Section 29(a) of the Code provides a 
credit for qualified fuels produced by a 
taxpayer and sold to an unrelated 
person during the taxable year. 

Section 29( c)( 1) of the Code defines 
the term "qualified fuels" to include 
gas produced from a tight formation. 

Section 29(d)(3) of the Code pro
vides that in the case of a property or 
facility in which more than one person 
has an interest, production from the 
property or facility (as the case may 
be) is allocated among the persons in 
proportion to their respective interests 
in the gross sales from the property or 
facility. 

Section 29(f) of the Code provides 
that the credit applies only to qualified 
fuels that are produced from a well 
drilled after December 31, 1979, and 
before January I, 1993, or produced in 
a facility placed in service after De
cember 31, 1979, and before January I, 
1993, and that are sold before January 
I, 2003. 

Section 1.6II-I(b)(1) of the Income 
Tax Regulations provides that an 
economic interest is possessed in every 
case in which the taxpayer has acquired 
by investment any interest in mineral in 
place and secures, by any form of legal 
relationship, income derived from the 
extraction of the mineral, to which the 
taxpayer must look for a return of the 
taxpayer's capital. 

Section 1.6I4-I(a)(2) of the regula
tions provides that the term "interest" 
means an economic interest in a 
mineral deposit within the meaning of 

section 1.611-I(b)(1). The term in
cludes working or operating interests, 
royalties, overriding royalties, net 
profits interests, and, to the extent not 
treated as loans under section 636 of 
the Code, production payments. 

Section 29(d)(3) requires allocation 
of the production of qualified fuels 
when more than one person has an 
interest in a property. The allocation is 
based on each taxpayer's right to share 
in the gross sales of qualified fuels 
from the property. 

Gas produced from a tight formation 
is a qualified fuel under section 29( c) 
of the Code. A owns a royalty interest 
in the tight formation gas and X owns 
an operating mineral interest. A's roy
alty interest and X's operating interest 
entitle A and X to a share of the 
proceeds derived from the sale of the 
tight formation gas. Therefore, both A 
and X are entitled to claim the credit 
provided in section 29 on their respec
tive shares of production. Pursuant to 
section 29(d)(3), the production is 
allocated between A and X in propor
tion to their interests in the gross sales 
of the gas. Accordingly, 490x mef 
(560x mef X 7/8) of the gas is 
allocated to X and 70x mef (560x mcf 
X 1/8) of the gas is allocated to A. 

HOLDING 

The owner of a royalty interest is 
allowed an allocable share of the credit 
provided in section 29 of the Code 
where the mineral in which the royalty 
owner has an interest is a qualified fuel 
when extracted. 

Section 29 credit; recompletions. If 
a well that is drilled after December 
31, 1979, and before January I, 1993, 
is recompleted after January I, 1993, to 
produce fuel that is a qualified fuel 
under section 29( c) of the Code and if 
the recompletion does not involve 
additional drilling to deepen or extend 
the well, the fuel produced as a result 
of the recompletion qualifies for the 
section 29 credit. 

Rev. Ru I. 93-54 

ISSUE 

If a well that is drilled after Decem
ber 31, 1979, and before January I, 
1993, is "recompleted" after January 
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Section 29 

1, 1993, to produce fuel that is a 
qualified fuel under section 29( c) of the 
Internal Revenue Code, does the fuel 
produced from the "recompletion" 
qualify for the section 29 credit? 

FACTS 

Situation 1. In 1982, X, the owner of 
an oil and gas property, drilled a well 
for the purpose of producing crude oil. 
X completed the well in the oil 
reservoir and began producing crude 
oil. Information obtained during the 
drilling and completion of the well 
indicated that the well had penetrated a 
coal seam gas deposit above the oil 
reservoir. In 1994, when all the crude 
oil that can be economically extracted 
from the well has been recovered, X 
plugs the oil zone. X perforates the 
casing and installs a flow line, that is, 
recompletes the well, to produce gas 
from the coal seam gas deposit. 

Situation 2. In 1982, Y, the owner of 
an oil and gas property, drilled a well 
to 4,800 feet. Y completed the well in 
the oil reservoir and -began producing 
crude oil. By 1994, the well is depleted 
by primary and enhanced recovery. 
Instead of plugging and abandoning the 
well, Y deepens the well to 8,000 feet 
by additional drilling. Y perforates 
multiple intervals between 6,000 and 
7,200 feet from which Y produces gas 
from a tight formation below the 
depleted oil reservoir. 

LAW AND ANALYSIS 

Section 29(a) of the Code provides a 
credit for qualified fuel produced by 
the taxpayer and sold to an unrelated 
person during the taxable year. Section 
29(c) defines the term "qualified 
fuels." Gas produced from coal seams 
and gas produced from a tight forma
tion are qualified fuels listed in section 
29(c). Section 29(f) of the Code 
provides that the credit is available 
with respect to qualified fuels that are 
produced from a well drilled after 
December 31, 1979, and before January 
1, 1993. 

Prior to the Revenue Reconciliation 
Act of 1990, Revenue Reconciliation 
Act of 1990, section 11501(a)(1), 
1991-2 C.B. 481, 519, which extended 
the credit through 1992, the credit was 
not available if the well was drilled 
after December 31, 1990. Rev. Rul. 
90-70, 1990-2 C.B. 3, holds that if a 
well is "spudded in" before January 1, 
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1991, and there is continual drilling 
until the productive horizon is reached, 
the well is considered to have been 
drilled before January I, 1991, for 
purposes of section 29(f)( l)(A)(i) of 
the Code. Rev. Rul. 90-70 describes 
the circumstances under which drilling 
will be considered continual as follows: 

Drilling will be considered to be 
continual even when delays occur if 
those delays result from factors that 
are beyond a taxpayer's control. 
Delays caused by the need to make 
mechanical repairs, the presence of 
unusually severe weather conditions, 
or the operation of any federal or 
state law are examples of delays 
ordinarily caused by factors that are 
beyond the taxpayer's control. Un
availability of drilling rigs will not 
be treated as a factor beyond the 
taxpayer's control. 
Situation 1. The well that X drilled 

in 1982 to produce crude oil penetrated 
a coal seam gas deposit. In 1994, X 
recompletes the well to produce the 
coal seam gas deposit through the 
original well bore. Gas produced from 
coal seams is a qualified fuel under 
section 29( c) of the Code. Because the 
well was drilled to the productive 
horizon before January 1, 1993, the 
coal seam gas qualifies for the credit 
provided in section 29. 

Situation 2. Y produced crude oil 
from a well drilled in 1982 until 
depletion by primary and enhanced 
recovery. In 1994, Y deepens the well 
to produce gas from a tight formation 
below the oil reservoir. Gas produced 
from a tight formation is a qualified 
fuel under section 29( c) of the Code. 
Although the well is "spudded in" 
before January 1, 1993, there is not 
continual drilling until the productive 
horizon (the tight formation) is 
reached. Moreover, the delay in drilling 
to the tight formation is not caused by 
factors beyond Y's control. Accord
ingly, the tight formation gas does not 
qualify for the credit provided in 
section 29. 

HOLDING 

If a well that is drilled after Decem
ber 31, 1979, and before January 1, 
1993, is recompleted after January 1, 
1993, to produce fuel that is a qualified 
fuel under section 29( c) of the Code 
and if the recompletion does not 
involve additional drilling to deepen or 
extend the well, the fuel produced from 

the recompletion qualifies for the sec
tion 29 credit. 

Subpart D.-Business Related Credits 

Section 40.-Alcohol Used as Fuel 

(Also Sections 4041. 4081. 4091. 6427; 
48.4041-18. 48.4041-19. 48.4081-6.) 

Excise taxes; alcohol used in fuels. 
Methanol produced from methane gas 
formed in waste disposal sites is not 
"alcohol produced from natural gas" 
for purposes of the alcohol fuel provi
sions of sections 40, 4041, 4081, 4091, 
and 6427 of the Code. 

Rev. Rul. 93-67 

ISSUE 

Is methanol produced from methane 
gas formed in waste disposal sites 
"alcohol produced from natural gas" 
for purposes of the alcohol fuel provi
sions of sections 40, 4041, 4081, 4091, 
and 6427 of the Internal Revenue 
Code? 

FACTS 

Natural gas is found in underground 
reservoirs of porous sedimentary rocks, 
either alone or in association with 
crude oil. Natural gas is formed over 
millions of years by the decay of plants 
and animals. 

Waste disposal sites are accumula
tions of urban and agricultural debris. 
Waste disposal sites include landfills 
and sewage treatment plants. Gas in 
waste disposal sites is formed in a few 
years by the decay of the organic 
materials in those waste sites. 

Methane is a component of both 
natural gas and gas formed in waste 
disposal sites. Methanol, an alcohol 
produced from methane, can be 
blended with diesel fuel, aviation fuel, 
special motor fuels, and gasoline. 

LAW AND ANALYSIS 

Section 40 of the Code provides an 
income tax credit for alcohol used as a 
fuel or in certain fuel mixtures. Sec
tions 4041, 4081, 4091, and 6427 
reduce the rate of excise tax on diesel 
fuel, aviation fuel, special motor fuels, 
and gasoline, if those fuels are mixed 
with alcohol. For purposes of these 



provisions, the tenn "alcohol" in
cludes ethanol and methanol but does 
not include alcohol produced from 
petroleum, natural gas, or coal (includ
ing peat). (However, the exclusion of 
alcohol made from coal does not apply 
to qualified methanol or ethanol fuel 
under section 4041(b)(2).) 

Congress has recognized the impor
tance of encouraging the development 
of non-petroleum products for use in 
motor fuels. Thus, the tax benefit for 
fuels containing alcohol applies when 
the alcohol is made from renewable 
resources, such as agricultural products, 
forestry products, and urban wastes, but 
not when the alcohol is made from 
nonrenewable resources, such as pe
troleum and natural gas. S. Rep. No. 
394, 96th Cong., 1st Sess. 91 (1979), 
1980-3 C.B. 131, 209; and S. Rep. No. 
1324, 95th Cong., 2d Sess. 48 (1978), 
1978-3 (Vol. 2) c.B. 309, 320. 

Accordingly, methane gas fonned at 
waste disposal sites is a renewable 

source of energy and is not natural gas 
for purposes of sections 40, 4041, 
4081, 4091, and 6427 of the Code. 

HOLDING 

Methanol produced from methane 
gas fonned in waste disposal sites is 
not "alcohol produced from natural 
gas" for purposes of the alcohol fuel 
provisions of sections 40, 4041, 4081, 
4091, and 6427 of the Code. 

Section 42.-Low-lncome Housing 
Credit 

Low-income housing credit; satisfac
tory bond; "bond factor" amounts for 
April, May, and June 1993. This ruling 
announces the monthly bond factor 
amounts to be used by taxpayers who 
dispose of qualified low-income build-

Table 1 
Rev. Rul. 93-60 

Section 42 

ings or interests therein during the 
months of April, May, and June 1993. 

Rev. Rul. 93-60 

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 section 
42(j)(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 dur
ing each calendar month. 

This revenue ruling provides in 
Table 1 the bond factor amounts for 
calculating the amount of bond consid
ered satisfactory under section 42(j)(6) 
of the Code for dispositions occurring 
during January, February, March, April, 
May, and June 1993. 

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) 

Month of 
Election Was Made, the Succeeding 

Disposition 1987 1988 1989 1990 

January '93 77.83% 78.43% 79.07% 80.04% 
February '93 77.57 78.17 78.81 79.78 
March '93 77.32 77.92 78.56 79.53 
April '93 77.07 77.67 78.32 79.30 
May '93 76.83 77.43 78.09 79.07 
June '93 76.60 77.20 77.87 78.86 

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 
dispositions occurring during calendar 
year 1991; and Rev. Rul. 92-10 I, 
1992-2 c.B. 9, for dispositions occur
ring during calendar year 1992. 

Low-income housing credit; satisfac-

tory bond; "bond factor" amounts for 
July, August, and September 1993. 
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 months of July, 
August, and September 1993. 

Rev. Rul. 93-74 

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 

Calendar Year 

1991 1992 1993 

81.49% 83.60% 83.98% 
81.22 83.28 83.98 
80.97 83.00 83.98 
80.74 82.76 83.98 
80.52 82.54 83.98 
80.32 82.35 83.98 

bond factor amounts used in calculating 
the amount of bond considered satisfac
tory by the Secretary under section 
42(j)(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 dur
ing each calendar month. 

This revenue ruling provides in 
Table 1 the bond factor amounts for 
calculating the amount of bond consid
ered satisfactory under section 42(j)(6) 
of the Code for dispositions occurring 
during January, February, March, April, 
May, June, July, August, and Septem
ber 1993. 
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Section 42 

Table 1 
Rev. Rul. 93-74 

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

Calendar Year Building Placed in Service 

Monthly of or, if Section 42(f)(1) Election Was 

Disposition Made, the Succeeding Calendar Year 

1987 1988 1989 1990 

January '93 77.83% 78.43% 79.07% 80.04% 
February '93 77.57 78.17 78.81 79.78 
March '93 77.32 77.92 78.56 79.53 
April '93 77.07 77.67 78.32 79.30 
May '93 76.83 77.43 78.09 79.07 
June '93 76.60 77.20 77.87 78.86 
July '93 76.33 76.95 77.62 78.63 
August '93 76.11 76.73 77.41 78.43 
September '93 75.89 76.52 77.21 78.25 

For a list of bond factor amounts ap
plicable to dispositions occurring dur
ing other calendar years, see the fol
lowing 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 
dispositions occurring during calendar 
year 1991; and Rev. Rul. 92-101, 
1992-2 C.B. 9, for dispositions occur
ring during calendar year 1992. 

Low-income housing credit; satisfac-

tory bond; "bond factor" amounts for 
October, November, and December 
1993. This ruling announces the 
monthly bond factor amounts to be 
used by taxpayers who dispose of 
qualified low-income buildings or inter
ests there-in during the months of 
October, November, and December 
1993. 

Rev. Rul. 93-83 

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 

Table 1 
Rev. Rul. 93-83 

1991 1992 1993 

81.49% 83.60% 83.98% 
81.22 83.28 83.98 
80.97 83.00 83.98 
80.74 82.76 83.98 
80.52 82.54 83.98 
80.32 82.35 83.98 
80.10 82.15 83.98 
79.92 82.00 83.98 
79.76 81.86 83.98 

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 Bul
letin a table of "bond factor" amounts 
for dispositions occurring during each 
calendar month. 

This revenue ruling provides in 
Table 1 the bond factor amounts for 
calculating the amount of bond consid
ered satisfactory under §42(j)(6) for 
dispositions occurring during calendar 
year 1993. 

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

Calendar Year Building Placed in Service 

Month 
or, if Section 42(f)(1) Election Was 

of 
Made, the Succeeding Calendar Year 

Disposition 1987 1988 1989 1990 1991 1992 1993 

January '93 77.83% 78.43% 79.07% 80.04% 81.49% 83.60% 83.98% 
February '93 77.57 78.17 78.81 79.78 81.22 83.28 83.98 
March '93 77.32 77.92 78.56 79.53 80.97 83.00 83.98 
April '93 77.07 77.67 78.32 79.30 80.74 82.76 83.98 
May '93 76.83 77.43 78.09 79.07 80.52 82.54 83.98 
June '93 76.60 77.20 77.87 78.86 80.32 82.35 83.98 
July '93 76.33 76.95 77.62 78.63 80.10 82.15 83.98 
August '93 76.11 76.73 77.41 78.43 79.92 82.00 83.98 
September '93 75.89 76.52 77.21 78.25 79.76 81.86 83.98 
October '93 75.72 76.35 77.05 78.10 79.63 81.76 83.98 
November '93 75.51 76.15 76.87 77.94 79.49 81.64 83.98 
December '93 75.31 75.96 76.69 77.77 79.35 81.54 83.98 
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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 OCC\U

ring during calendar year 1990; Rev. 
Rul. 91-67, 1991-2 C.B. 13, for 
dispositions occurring during calendar 
year 1991; and Rev. Rul. 92-101, 
1992-2 C.B. 9, for dispositions occur
ring during calendar year 1992. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55, page 263. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64, page 264. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71, page 266. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82, page 267. 

26 CFR 1.42-1T: Limitation on low-income 
housing credit allowed with respect to 
qualified low-income buildings receiving 
housing credit allocations from a State or 
local housing credit agency (temporary). 

This revenue 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 1993. See Rev. Proc. 93-
32, page 470. 

Part VI.-Alternative Minimum Tax 

Section 57.-hems of Tax Prete"JIIIlCe 

Ct. D. 2056 

SUPREME COUIT OF TM( 
UNITED STATES 

No. 91-1421 

United States, Petitioner v. 
William F. Hill et ux 

[506 U.S. -J 

On Writ of Certiorari to the United 
States Court of Appeals for the Federal 
Circuit 

[January 25, 1993] 

Syllabus 
Under §57(a)(8) of the Internal Revenue Code of 

1954, 26 U.S.C. §57(a)(8) (1976 ed.), "the 
excess of the deduction for depletion ... over 
the adjusted basis of" "property (as defined in 
[§]614" is an "ite[m] of tax preference" on 
which a taxpayer must pay a "minimum tax" 
for the tax year in question. See §56(a). In 
computing the minimum taxes due on their 
interests in oil and gas deposits for tax years 
1981 and 1982, respondents Hill calculated 
their depletion allowances according to the 
"percentage depletion" method, and included 
in the interests' adjusted bases the unrecovered 
costs of certain depreciable tangible items used 
in drilling and development (machinery, tools, 
pipes, etc.), as identified in §1.612-4(c)(I) of 
the applicable Treasury Department regula
tions. The Commissioner of Internal Revenue 
disputed that inclusion, and assessed larger 
minimum taxes based on the exclusion of the 
tangible costs from the mineral interests' 
adjusted bases. The Hills paid the resulting 
deficiencies and filed a refund claim, which 
the Commissioner denied. The Claims Court 
granted summary judgment for the Hills in 
their ensuing refund suit, and the Court of 
Appeals affirmed. 

Held: The term "adjusted basis," as used in 
§57(a)(8), does not include the depreciable 
drilling and development costs identified in 
Treas. Reg. §1.612-4(c)(I). 

(a) The definitional scheme established by 
the Code and accompanying regulations sug
gests strongly that the "property" with which 
§57(a)(8) is concerned excludes just those 
improvements that the Hills wish to include in 
adjusted basis. Section 614(a) defines "prop
erty" for §57(a)(8)'s purposes as "each 
separate interest owned by the taxpayer in 
each mineral deposit." Treasury Reg. § 1.611-
l(d)(4) defines "mineral deposits" as "min
erals in place," while Treas. Reg. § 1.611-
l(d)(3) defines "mineral enterprise" to 
include "the mineral deposit or deposits and 
improvements, if any, used in ... the produc
tion of oil and gas." (Emphasis added.) 
Because these regulatory definitions were 
well-established when Congress passed 
§57(a)(8), it is reasonable to assume that 
Congress relied on the accepted distinction 
between them in its reference to "mineral 
deposit" in §614. This conclusion is con
firmed by Treas. Reg. §1.57-1(h)(3)'s incor
poration into §57(a)(8) of §1016 of the Code, 
26 U.S.C. §1016 (1976 ed. and Supp. V), 
which provides the rules for making "[a]djust
rnents to basis" in determining the amount of 
gain or loss a taxpayer must recognize when 
he sells or otherwise disposes of property. To 
follow §1016(a)(2)'s directive that the tax
payer subtract from his original basis in the 
property "not less than the amount allowable" 
for exhaustion, wear and tear, obsolescence, 
amortization, and depletion, a taxpayer must 
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determine whether parts of the item sold are 
subject to different tax treatments, and must 
treat those parts as different properties under 
the section. Depletion and depreciation are two 
of the major categories of tax treatment, and a 
review of pertinent Code and regulation 
provisions reveals that the boundaries between 
the two are virtually impassable. Thus, if a 
depletable mineral deposit and depreciable 
associated equipment are sold together, §1016 
requires the seller to separate them. In light of 
the incorporation of this rule into §57(a)(8), 
and the Hills' failure to identify any exception 
to the rule, it may be inferred that their 
tangible costs may not be included in the basis 
of their depletable mineral deposits. 

(b) This conclusion is confirmed by the 
astonishing results of reading §57(a)(8) in the 
manner urged by the Hills, whereby the 
tangible costs at issue here would shelter, over 
the years a taxpayer owned the capital item 
they represented, an amount of percentage 
depletion many times that of the costs 
themselves. It is hard to believe that Congress 
would enact a minimum tax to limit the 
benefit that taxpayers could realize from 
"items of tax preference," only to define one 
of those items in a way that would create an 
even greater proportional tax benefit from 
investing in tangible items, and to do so in an 
oblique fashion that, as far as appears, has no 
precedent in federal income tax history. 

(c) Contrary to the Hills' contention, two 
other Treasury Department regulations do not 
foreclose the foregoing conclusion. First, 
Treas. Reg. §1.612-1(b)(1)'s reference, in its 
title, to a "[s]pecial rul[e]" excluding amounts 
recoverable through depreciation deductions 
from the basis for "cost" depletion of mineral 
property cannot have been intended to indicate 
that such amounts should, as a general rule, be 
included in the calculation of basis for 
percentage depletion, since that would allow 
the title of one subsection of a regulation to 
defeat the entire Code framework for deter
mining basis, and since §1.612-1(b)(l) was 
issued long before the minimum tax was 
enacted. Second, excluding tangible costs from 
the adjusted basis of mineral deposit interests 
would not run counter to Treas. Reg. §1.612-
4(b)(1), which specifies that certain intangible 
drilling and development costs are recoverable 
through depletion, as adjustments to the bases 
of the mineral deposit interests to which they 
relate. There is no reason why this regulation's 
deviation from general principles of basis 
allocation, if such it be, should force the 
Government, or this Court, to create another 
deviation. 

945 F. 2d 1529, reversed. 

SOUTER, J., delivered the opinion for 
a unanimous Court. 

JUSTICE SOUTER delivered the opin
ion of the Court. 

Under §§56 and 57(a)(8) of the 
Internal Revenue Code of 1954, 26 
U.S.c. §§56, 57(a)(8) (1976 ed.), a 
taxpayer must pay a "minimum tax" 
on the excess of the allowable deple
tion deduction for an interest in a 
mineral deposit over the taxpayer's 
adjusted basis for that interest. The 
question presented here is whether the 
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term "adjusted basis," as used in 
§57(a)(8), includes certain depreciable 
drilling and development costs identi
fied in §1.612-4(c)(l) of the Treasury 
Department regulations. We hold that 
the term does not cover such costs. 

I 

In 1981 and 1982, respondents 
William F. and Lola E. Hill were in the 
oil and gas exploration and production 
business, and, on their federal income 
tax returns for those respective years, 
they deducted $439,884 and $371,636 
for depletion with respect to their 
interests in oil and gas deposits. Under 
26 U.S.C. §57(a)(8) (1976 ed.), the 
excess of the allowable depletion de
duction for each of the deposit interests 
over the interest's "adjusted basis" is 
an "ite[m] of tax preference" on 
which a taxpayer must pay a "mini
mum tax" for the tax year in question. l 

See §56(a). In determining the adjusted 
bases of their deposit interests, the 
Hills included not only the unrecov
vered portions of the amounts they 
originally paid to purchase the inter
ests, but the unrecovered costs of 
depreciable tangible items (machinery, 
tools, pipes, and so forth) used to 
exploit the deposits. Having thus re
duced the amount of each item of tax 
preference under §57(a)(8), they calcu
lated and paid minimum taxes on those 
items of $29,812 for 1981 and $26,736 
for 1982. 

The Commissioner of Internal Reve
nue disputed the inclusion of the 
tangible costs in the deposits' adjusted 
bases, and assessed a larger minimum 
tax based on their exclusion. The Hills 
paid the resulting respective deficien
cies of $30,963 and $18,733, and filed 

I All references to the Internal Revenue Code 
and related Treasury Regulations are to those 
that applied during the tax years at issue. The 
Treasury Regulations are cited as codified in the 
1981 and 1982 editions of the Code of Federal 
Regulations. In the course of enacting the 
Internal Revenue Code of 1986, Congress 
redesignated §57(a)(8) as §57(a)(l) for taxable 
years beginning after 1986. See Tax Reform Act 
of 1986. Pub. L. 99-514. §§701(a) and 701(f)(I). 
100 Stat. 2333. 2343. In October 1992. Congress 
enacted the Energy Policy Act of 1992. Pub. L. 
102-486. 106 Stat. 2776. Section 1915(a) of that 
Act amends §57(a)(l) of the Internal Revenue 
Code and provides that. for taxable years 
beginning after December 31. 1992. the depletion 
allowance permitted under §613A(c) of the Code 
will not be treated as an item of tax preference 
subject to taxation as alternative minimum 
taxable income. See n. 3. infra. 
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a refund claim, which the Commis
sioner denied. The taxpayers then sued 
the United States, petitioner here, for a 
refund in the Claims Court, which 
granted summary judgment in their 
favor. 21 Cl. Ct. 713 (1990). The Court 
of Appeals for the Federal Circuit 
affirmed. 945 F. 2d 1529 (1991). 
Because of the importance of the issue 
to the federal fisc, we granted cer
tiorari, 503 U.S. (1992). 
We now reverse. 

II 

An oil and gas producer cannot 
ordinarily depreciate or otherwise re
cover (before disposition) his invest
ment in land on which he drills wells 
because the process of producing his 
taxable income does not wear out or 
use up the land. See, e.g., Treas. Reg. 
§ 1.167(a)-2 (disallowing a depreciation 
deduction for "land apart from the 
improvements or physical development 
added to it"). Part of the purchase 
price of a fee simple interest in the 
land, however, represents investment in 
the right to extract any oil and gas 
from subsurface deposits, which (unlike 
the land) are "wasting assets," gradu
ally depleted as the minerals are 
removed. An owner of such wasting 
assets, according to basic income tax 
theory, should accordingly be allowed a 
"reasonable allowance for depletion," 
26 U.S.C. §611(a) (1976 ed.), "to 
compensate [him] for the part ex
hausted in production, so that when the 
minerals are gone, the owner's capital 
and his capital assets remain unim
paired." Paragon Jewel Coal Co. v. 
Commissioner, 380 U.S. 624, 631 
(1965). 

To a degree, however, practice and 
theory have drifted apart. The Code 
and associated Treasury Department 
regulations require taxpayers to calcu
late depletion allowances by whichever 
of two methods produces the larger 
deduction for the current taxable year. 
Treas. Reg. §1.611-1(a)(1); see also 26 
U.S.c. §613(a) (1976 ed.) ("In no case 
shall the allowance for depletion under 
section 611 be less than it would be if 
computed without reference to this 
section [concerning percentage deple
tion]"). The first method, "cost deple
tion," remains firmly moored to the 
rationale articulated in Paragon Jewel. 
Under that method, the taxpayer esti
mates the number of recoverable units 
in his mineral deposit, and deducts an 
appropriate portion of the deposit's 

adjusted basis for each unit extracted 
and sold. See Treas. Reg. §1.611-2; 
Treas. Reg. §1.612-1. When the sum of 
prior deductions equals the cost or 
other basis of the deposit, plus allow
able capital additions,2 "[n]o further 
deductions for cost depletion shall be 
allowed." Treas. Reg. § 1.611-2(b )(2). 
The second method, "percentage deple
tion," has no such ties. It generously 
allows the taxpayer extracting minerals 
from a deposit to deduct a specified 
percentage of his gross income, even 
when his prior depletion deductions 
have exceeded his investment in the 
deposit. See 26 U.S.c. §613 (1976 ed. 
and Supp. V); Treas. Reg. §1.613-1. 
For the tax years at issue, percentage 
depletion produced the larger deduction 
for the Hills, and they accordingly 
calculated their depletion allowance 
according to that method. 

For those tax years, however, per
centage depletion's gleam is dimmed 
by the minimum tax.3 Section 57(a)(8) 
of the Code requires a taxpayer to 
calculate as a "tax preference" "[w]ith 
respect to each [interest in a mineral 

2AIlowabie capital additions include intangible 
drilling and development costs that are ' 'not 
represented by physical property," such as 
expenditures for clearing ground, draining, road 
making, surveying, geological work, grading. and 
the drilling, shooting, and cleaning of wells, to 
the extent that the taxpayer opts to capitalize 
these costs rather than deducting them as 
expenses. Treas. Reg. § 1.612-4(b)(1). For further 
discussion of these costs, see infra, at 16-17. 

3The Tax Equity and Fiscal Responsibility Act 
of 1982, Pub. L. 97-248, §201, 96 Stat. 411, 
repealed the "minimum tax" for noncorporate 
taxpayers for tax years beginning after December 
31, 1982. See §§20I(c)(1), 20J(e)(1). At the 
same time, however, the Act also included items 
of tax preference, such as excess percentage 
depletion under §57(a)(8), in the calculation of a 
taxpayer's "alternative minimum taxable in
come." §20I(a). While the "minimum tax" was 
simply added to the amount of income tax due 
under the normal provisions, the "alternative 
minimum tax" provision, 26 U.S.C. §55 (1982 
ed.), requires the recalculation of a taxpayer's 
income under a different set of rules. A tax is 
then imposed at a graduated rate on the tax
payer's "alternative minimum taxable income"; 
if the amount of alternative minimum tax so 
calculated is greater than the income tax 
calculated under the ordinary provisions, the 
taxpayer must pay both the normal tax and the 
amount by which his alternative minimum tax 
liability exceeds his ordinary tax liability. Be
cause items of tax preference were added to 
"alternative minimum taxable income," the 
issue in this case continued to be relevant for tax 
years beginning after December 31, 1982. For 
the subsequent history of §57(a)(8), see n. I, 
supra. 



deposit],4 the excess of the deduction 
for depletion allowable under section 
611 for the taxable year over the 
adjusted basis of the [mineral deposit 
interest] at the end of the taxable year 
(determined without regard to the de
pletion deduction for the taxable 
year)." In tum, §56 of the Code 
requires a taxpayer to pay an extra 
minimum tax of 15% on the amount by 
which the sum of the enumerated tax
preference items in §57(a) exceeds the 
specific deductions permitted by §56. 
Because the amount subject to the extra 
tax is reduced dollar-for-dollar by 
every outlay that can be added to the 
adjusted basis of the mineral deposit 
interest, a taxpayer would like as long 
a list of eligible outlays as possible. 

In this case the dispute is about the 
inclusion in adjusted basis of certain 
tangible drilling and development costs, 
as defined by the Treasury Regulations 
implementing §§263(c) and 612 of the 
Code. Section 263( c) grants taxpayers 
an option to deduct against current 
income certain "intangible drilling and 
development costs." The regulations 
limit the costs recoverable under that 
option by distinguishing "intangible 
costs" from costs for "capital items," 
which the parties refer to as "tangible 
costs": 

"The option with respect to intang
ible drilling and development costs 
does not apply to expenditures by 
which the taxpayer acquires tangible 
property ordinarily considered as 
having a salvage value. Examples of 
such items are the costs of the actual 
materials in those structures which 
are constructed in the wells and on 
the property, and the cost of drilling 
tools, pipe, casing, tubing, tanks, 
engines, boilers, machines, etc. 
These are capital items and are 

4Section 57(a)(8) applies to "each property 
(as defined in section 614)." Section 614(a) 
defines "property," "[flor the purpose of 
computing the depletion allowance in the case 
of mines, wells, and other natural deposits," 
as "each separate interest owned by the 
taxpayer in each mineral deposit in each 
separate tract or parcel of land. ' , (The 
remainder of §614 provides detailed rules 
about when a taxpayer may, and sometimes 
must, combine separate interests and treat 
them as one "property".) Section 1.614-1(a) 
of the Treasury Department regulations makes 
the definition in §614 applicable "[flor 
purpose of subtitle A of the [Internal Reve
nue] Code." 

returnable through depreciation." 
Treas. Reg. §1.612-4(c)(l).5 

It is the cost of such capital items as 
these, to the extent that they have not 
already been recovered through depre
ciation, that the Hills would like to add 
to the bases of their mineral deposit in
terests for purposes of calculating the 
amount of their percentage depletion 
deductions subject to the minimum tax. 

III 

The taxpayers enter the race with a 
handicap. As we have noted, see n. 4, 
supra, §57(a)(8) defines the "prop
erty" with which it is concerned by 
reference to §614, which speaks in 
terms of the adjusted basis of "each 
separate interest owned by the taxpayer 
in each mineral deposit." 26 U.S.c. 
§614(a) (1976 ed.) A regulation defines 
"mineral deposit" as "mineral in 
place," Treas. Reg. §1.61l-1(d)(4), 
while a neighboring regulation defines 
another term, "mineral enterprise," to 
include "the mineral deposit or de
posits and improvements, if any, used 
in mining or in the production of oil 
and gas." Treas. Reg. §1.611-1(d)(3) 
(emphasis added). Because these reg
ulatory definitions were well
established at the time Congress passed 
§57(a)(8), see 25 Fed. Reg. 11796 
(1960); Pub. L. 91-172 §301, 83 Stat. 
580, 582, we think it reasonable to 
assume that Congress relied on the 
accepted distinction between them in 
its reference to "mineral deposit" as 
contained in §614. Thus the defini
tional scheme suggests strongly that the 
"property" we are concerned with in 
§57(a)(8) excludes just those improve
ments that the Hills wish to treat as 
part of the property's adjusted basis. 

They assert, however, (and petitioner 
does not dispute) that the term "min
eral enterprise" occurs in only that one 
operative provision in the regulations, 
Treas. Reg. §1.61l-1(d)(4), which con
cerns the allocation of a portion of the 
cost of a mineral enterprise to a 
mineral deposit or deposits. On that 
basis, the Hills argue that the term has 
the limited function of "assist[ing] in 
identifying depletable and depreciable 

5The regulations also foreclose the option with 
respect to the cost of "labor, fuel, repairs, 
hauling, supplies, etc., in connection with the 
operation of the wells and of other facilities on 
the property for the production of oil or gas." 
Treas. Reg. § 1.612-4(c)(2). These costs must be 
"charged off as expense." Ibid. 
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costs when an operating mineral prop
erty is acquired as a unit." Brief for 
Respondents 18, n. 21. Consistently 
with that view, they note, a regulation 
implementing §57(a)(8) directs us to 
"see section 1016 and the regulations 
thereunder ... [flor the determination of 
the adjusted basis of the property." 
Treas. Reg. § 1.57-(h)(3). The computa
tion of adjusted basis under 26 U.S.C. 
§1016 (1976 ed. and Supp. V), they 
argue, is independent of the definition 
and function of "mineral enterprise" in 
the §611 regulations; thus, the implica
tions of this term's definition do not 
extend to the calculation at issue in this 
case. 

We agree that § 10 16 is the proper 
place to look for the rules concerning 
adjustment of basis; but we conclude 
that the computation of adjusted basis 
under § 1016 is wholly predicated on, 
rather than independent of, an under
standing of "mineral deposit" as dis
tinct from "improvements" within the 
meaning of the regulations under §611. 

Section 1016 is one of a number of 
general provisions that together deter
mine the amount of gain or loss a 
taxpayer must recognize when he sells 
or otherwise disposes of any type of 
property. Section 1001(a) provides the 
basic rule: gain or loss is determined 
by subtracting "adjusted basis" from 
"amount realized." Section 1011 (a) 
defines "adjusted basis" as "basis 
(determined under section 1012 [or 
other parts of the Code]), adjusted as 
provided in section 1016." Section 
1016 provides the rules for making 
"[a]djustments to basis." 

The taxpayers, acknowledging the 
centrality of § 1016, seize on the last 
phrase of a regulation addressing that 
section: 

"The cost or other basis shall be 
properly adjusted for any expenditure 
... or other item, properly chargeable 
to capital account, including the cost 
of improvements and betterments 
made to the property." Treas. Reg. 
§ 1. 10 16-2(a). 

The ordinary meanings of the terms 
"improvements" and "betterments," 
the Hills say, include all valuable 
additions to property that are more than 
mere repairs; the tangible costs that 
they have incurred to exploit their 
mineral deposits increase the value of 
those deposits, and in any case are 
specifically referred to in the regula
tions implementing §611 as "improve
ments," see Treas. Reg. §1.611-5; 
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therefore, those costs should be in
cluded in the adjusted basis of the 
mineral deposit for purposes of § 10 16. 

The Hills' chosen passage, however, 
cannot carry the weight they ask it to 
bear. The purpose of the phrase "in
cluding the cost of improvements and 
betterments made to the property" in 
Treas. Reg. § 1.1016-2(a) is not to 
provide guidance in particular cases as 
to whether, for tax accounting pur
poses, an expense should be added to 
the basis of an existing "property," or 
treated as a separate "property" of its 
own. Rather, it is to ensure coordina
tion of §1016 with §263, the Code 
section from which the term "improve
ments and betterments" (which should 
probably be read as a unit) is bor
rowed. Section 263(a)(1) provides that 
an expenditure may not currently be 
deducted from income if it is "paid out 
for new buildings or for permanent 
improvements or betterments made to 
increase the value of any property or 
estate."6 26 U.S.c. §263(a)(1) (1976 
ed. and Supp. V). We have said that 
"[t]he purpose of §263 is to reflect the 
basic principle that a capital expediture 
may not be deducted from current 
income. It serves to prevent a taxpayer 
from utilizing currently a deduction 
properly attributable, through amortiza
tion, to later tax years when the capital 
asset becomes income producing." 
Commissioner v. Idaho Power Co., 418 
U.S. 1, 16 (1974). In tum, inclusion of 
the term "improvements and better
ments" in Treas. Reg. §1.1016-2(a) 
ensures the fulfillment of §263's im-

6Section 263(a)(1) has one of the longest 
lineages of any provision in the Internal Revenue 
Code. The Revenue Act of 1864 included a 
provision specifying that "no deduction shall be 
made for any amount paid out for new buildings, 
permanent improvements, or betterments, made 
to increase the value of any property or estate." 
§117 of the Revenue Act of 1864, 13 Stat. 282. 
The wording of this provision remained the same 
in §28 of the Revenue Act of 1894, 28 Stat. 553, 
and in §2(B) of the Revenue Act of 1913, 38 
Stat. 167. The current wording of the provision 
was adopted in the Revenue Act of 1918. See 
§215(b) of the Revenue Act of 1918, 40 Stat. 
1069. The language of Treas. Reg. §1.l016-2(a) 
apparently originated in a passage in a House 
Committee Report on the Revenue Act of 1924, 
discussing the progenitor of 26 U.S.c. §1016. 
See H.R. Rep. No. 179, 68th Cong., 1st Sess., 50 
(1924) ("Under this provision capital charges, 
such as improvements and betterments ... are to 
be added to the cost of the property in deter
mining the gain or loss from its subsequent 
sale"). The forerunner to Treas. Reg. §1.1016-
2(a) was issued that same year. See Treas. Regs. 
65. Art. 581 (1924). 

10 1993-2 C.B. 

plicit promise: If a taxpayer cannot 
deduct an expenditure from current 
income because it has been deemed an 
"improvement or betterment" to prop
erty, he will be able to recover it later, 
either through a form of cost recovery 
such as depreciation or depletion, or 
upon sale as a deduction from the 
amount realized.7 

Thus it is not by deciphering particu
lar terms in the regulations accompany
ing § 1016 that the question in this case 
is answered, but by relying on the basic 
principles embodied in § 1016's direc
tives. For our purposes, the most 
important mandate is found in 
§ 1016(a)(2), which requires a taxpayer 
to subtract from his original basis in 
the property sold or exchanged "not 
less than the amount allowable [for 
exhaustion, wear and tear, obsoles
cence, amortization, and depletion] un
der this subtitle or prior income tax 
laws." In other words, whether or not 
the taxpayer ever took a depreciation, 
amortization, or depletion deduction 
with respect to the item he is selling, 
he must, for purposes of § 10 16, deter
mine whether such deductions were 
allowable with respect to that item, and 
reduce his basis by at least that 
allowable amount.8 

7 After tracing the word "improvement" from 
the regulations implementing §611 through the 
regulations implementing §1016 to the text of 
§263, one might hope that §263 itself would 
provide some insight into whether tangible 
development costs should be treated as an 
"improvement" to the mineral deposit, or as a 
separate property. Two circumstances dash this 
hope. First, as we said above, the phrase 
"improvements and betterments," as used in the 
§1016 regulations and in §263, should probably 
be read as a single term unrelated to the term 
"improvements" in §611 and the regulations 
thereunder. Second, §263 is concerned only with 
identifying those payments that "serv[e) to 
create or enhance ... what is essentially a 
separate and distinct additional asset." Commis
sioner v. Lincoln Say. & Loan Assn., 403 U.S. 
345, 354 (1971). So long as one can say that a 
payment must either be "creating" a separate 
asset or "enhancing" one that already exists, 
one need not, for purposes of §263, identify 
which of these is the case. Here, we are 
presented with precisely that question. 

8The directive is phrased "not less than the 
amount allowable" to account for the case in 
which a taxpayer has erroneously deducted more 
than that amount in a prior year. In that case, the 
taxpayer must reduce the basis by the greater 
amount actually deducted, to the extent that it 
resulted "(by reason of the deductions so 
allowed) in a reduction for any taxable year of 
[his) taxes." 26 U.S.C. §1016(a)(2)(B) (1976 
ed.); see §1016(a)(2)(A). 

To follow this directive, the taxpayer 
must determine whether parts of the 
item sold are subject to different tax 
treatments, and must treat those parts 
as different properties for purposes of 
§ 1016. Thus, a taxpayer who bought an 
apartment building and the land it sits 
on for a single price must determine 
how much of that price went to pay for 
each, and must treat each cost as a 
separate asset for purposes of § 10 16. 
This is so because the depreciation 
deduction allowable for the building (if 
the building is used to produce income) 
must, upon the sale or exchange of the 
property, be subtracted from the tax
payer's basis in the building whether 
the deduction was taken or not; but 
there is no subtraction from the land's 
basis since no such deduction is 
allowable for the land. See, e.g., Treas. 
Reg. §1.167(a)-5 (requiring an appor
tiooment of basis when a taxpayer has 
acquired "a combination of depreciable 
and nondepreciable property for a lump 
sum, as for example, buildings and 
land"). 

Although the Code and regulations 
allow some flexibility within such 
major categories of tax treatment,9 the 
boundaries between the major catego
ries are almost completely impassable. 
When a taxpayer is dealing with as
sociated items falling into two different 
major categories, he cannot, as a 
general matter, choose to treat those 
items as a single property falling into 
one category or the other; a taxpayer 
may not, for example, decide to treat 
some or all of his apartment building 
as more land. Nor may a taxpayer 
choose to add "improvement" costs to 
the basis of whichever item he pleases: 
some costs, say of a new roof, must be 
treated as adding to the value of the 
depreciable building (or as separate 
depreciable assets), whereas other 
costs, like that of grading a building 
site, must be treated as additions to the 
value of the nondepreciable land. See 
e.g., Rev. Rul. 74-265, 1974-1 Cum. 
Bull. 56 (distinguishing between depre-

9For example, a taxpayer may set up a 
depreciation account for a new furnace separate 
from that of the account of the building in which 
it is installed; he may also, under some 
circumstances, set up a "composite" account 
which combines the cost of the building with the 
cost of "improvements," such as the furnace. 
See generally Treas. Reg. §1.l67(a)-7 (describ
ing "group," "classified," "composite," and 
component accounts for depreciable property). 



ciable and nondepreciable improve
ments to land). 

Depletion and depreciation are two 
of these major categories of tax treat
ment. As this Court said almost a half
century ago, "[t]h[e] distinction be
tween depletion and depreciation runs 
through the basis provisions of the 
[Internal Revenue Code]." Choate v. 
Commissioner, 324 U.S. 1, 3 (194S). 
Thus, the Code's depreciation al
lowance "does not apply to natural 
resources which are subject to the 
allowance for depletion provided in 
section 611." Treas. Reg. §1.167(a)-2. 
Accordingly, §611 itself carefully ap
pends, to its provision for "a reason
able allowance for depletion" in the 
case of natural deposits and timber, the 
qualification "and for depreciation of 
improvements, according to the pecu
liar conditions in each case.lO 26 
U.S.C. §611(a) (1976 ed.); see Treas. 
Reg. § 1.611-S(a). To implement this 
distinction, the regulations under §611, 
mentioned above, separately define 
"mineral deposit" as "minerals in 
place," Treas. Reg. §1.611-1(d)(4), 
and "mineral enterprise" as including 
"the mineral deposit or deposits and 
improvements." Treas. Reg. §1.611-
1(d)(3). The section defining "mineral 
deposit" then further provides that 
, '[ w ]hen a mineral enterprise is ac
quired as a unit, the cost of any interest 
in the mineral deposit or deposits is 
that proportion of the total cost of the 
mineral enterprise which the value of 
the interest in the deposit or deposits 
bears to the value of the entire 
enterprise at the time of its acquisi
tion." Treas. Reg. §1.611-1(d)(4); see 
also § 1.611-2(g)(2)(vii) (requiring a 
statement to be attached to the tax
payer's return showing "[a]n allocation 
of the cost or value among the mineral 
property, improvements and the surface 
of the land for purposes other than 
mineral production"). These provisions 
are designed to isolate those portions of 
the cost of a "mineral enterprise" that 
are subject to recovery through 
depletion. 

Thus, just as one generally cannot 
calculate an adjusted basis under §1016 
by treating an apartment building as 
"more land," one generally cannot 
treat tangible tools and equipment as 

IOAs we have noted, see n. 7, supra the word 
"improvements" carries a different meaning 
here than it does within the term "improvements 
or betterments" as used in §263(a). 

"more mineral deposit." If a mineral 
deposit and associated equipment are 
sold together, § 1016 requires the seller 
to separate them for the purpose of 
determining his gain or loss on the 
sale, just as § § 167 and 611 required 
him to keep them separate for the 
purpose of calculating his depreciation 
and depletion deductions. Since, as the 
Hills point out, a regulation incorpo
rates the §1016 rule into §S7(a)(8), and 
since the Hills have identified no 
exception to this rule, we infer that the 
Hills' tangible costs may not be in
cluded in the basis of depletable 
mineral deposits for purposes of cal
culating the amount of percentage 
depletion subject to the minimum tax. 

IV 

Our conclusion is confirmed by the 
astonishing, circuitously achieved re
sults of reading §S7(a)(8) as the 
taxpayers urge. A regulation that the 
Hills do not challenge provides that 
"[i]n no event shall percentage deple
tion in excess of cost or other basis of 
the property be credited to the im
provements account or the depreciation 
reserve account." Treas. Reg. § 1.611-
2(b )(2). The tangible costs at issue here 
are recorded in these accounts. Thus, 
under this regulation, a tangible cost is 
not itself adjusted for the amount of 
percentage depletion that on the Hills' 
theory it would shelter from the mini
mum tax each year. As a result, the 
tangible cost would shelter, over the 
years the taxpayer owned the capital 
item it represented, an amount of 
percentage depletion many times that 
of the cost itself. For example, a 
$21,000 capital item, subject to 
straight-line depreciation over 20 years 
with a salvage value of $1000, would 
add $20,000 to the basis of the mineral 
deposit the first year,ll $19,000 the 
second year, and so on for 20 years. At 
the end of the 20th year, the item 
would be fully depreciated, and the 
taxpayer's basis in the item would then 

llUnder §57(a)(8), percentage depletion is 
offset by "the adjusted basis of the [mineral 
deposit interest] at the end of the taxable year." 
(Emphasis added.) Assuming that the capital item 
was placed in service at the beginning of a 
taxable year, by the end of the year the 
taxpayer's basis in it would be reduced by the 
first year's depreciation. Thus, in our example, 
the $21,000 capital item would add $20,000 to 
the taxpayer's basis in the mineral deposit, for 
purposes of §57(a)(8), the first year it was placed 
in service. 
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remain at $1000, the salvage value, for 
as many more years as he continued to 
own it. Thus, over the first 20 years, 
the capital item would shelter 
$210,000, or 10 times its cost, from the 
minimum tax; beginning in the 21st 
year, it would shelter $1000 per year 
for as long as it remained in the 
taxpayer's hands. At a minimum tax 
rate of lS%, a taxpayer would realize a 
tax benefit, from his $21,000 invest
ment, of $31 ,SOO over the first 20 years 
from §S7(a)(8) alone, without regard to 
the additional tax benefit from ordinary 
depreciation of the item. It is hard to 
believe that Congress would enact a 
minimum tax to limit the benefit that 
taxpayers could realize from "items of 
tax preference," only to define one of 
those items in a way that would create 
an even greater proportional tax benefit 
from investing in tangible items, and to 
do so in an oblique fashion that, as far 
as we know, has no precedent in the 
history of the federal income tax. 

V 

The Hills contend that two Treasury 
Department regulations we have not yet 
discussed foreclose our conclusion. 
They point first to one of the cost 
depletion regulations under §612, 
which, but for its title and one adjec
tive, would independently reinforce our 
conclusion: 

"The basis for cost depletion of 
mineral or timber property does not 
include: 

"(i) Amounts recoverable through 
depreciation deductions, through de
ferred expenses, and through deduc
tions other than depletion, and 

"(ii) The residual value of land 
and improvements at the end of 
operations" Treas. Reg. § 1.612-
l(b)(1). 

This, of course, is exactly the conclu
sion in the case of percentage depletion 
that we have reached after a long 
detour through § 10 16. Section 1. 612-
l(b)(1) applies by its terms, however, 
only to the determination of mineral 
deposit basis for the purpose of cal
culating cost depletion; and the title of 
§1.612-1(b) is "Special rules." There
fore, reason the Hills, the "general 
rule" for determining mineral deposit 
basis under § 1016 must include the 
items, such as "[a]mounts recoverable 
through depreciation deductions," ex
cluded in the "special rule." But this 
argument proves too much. If the Hills 
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struck to their logic, they would have 
to claim that they could also add "[t]he 
residual value of land and improve
ments at the end of operations" to their 
bases in their mineral deposit interests, 
an absurdity that they cannot, and do 
not try to, support. The simple answer 
is that when an arguable suggestion of 
the title of one subsection of a 
regulation is pitted against the entire 
Code framework for determining basis, 
the Code wins, and the title is at most 
an infelicity. 

The infelicity is understandable here. 
The calculation of percentage depletion 
is unconnected to the concept of basis; 
the annual percentage depletion deduc
tion is not measured in relation to 
basis, nor are the cumulative deduc
tions limited by basis. See 26 U.S.c. 
§613 (1976 ed. and Supp. V). The 
concepts of basis and percentage deple
tion meet only in the minimum tax 
provisions, for the purpose of calculat
ing the item of tax perference in 
§57(a)(8). Since §1.612-1(b)(1) was 
issued long before the minimum tax 
was enacted, see 25 Fed. Reg. 11801 
(1960); Pub. L. 91-172, §301, 83 Stat. 
580, that regulation's reference to a 
"special rule" for "cost" depletion 
cannot have been intended to indicate 
that some other rule applied to the 
calculation of basis for percentage 
depletion. After the minimum tax was 
enacted, the Treasury Department in
serted a regulation about basis for 
percentage depletion where one would 
expect it: among the regulations imple
menting the minimum tax. That regula
tion, §1.57-1(h)(3), directs us to §1016, 
but unfortunately contains no correla
tive reference to the regulations under 
§612. 

Second, the Hills argue that exclud
ing tangible costs from the adjusted 
basis of their mineral deposit interests 
would run counter to regulations spec
ifying the inclusion of certain intang
ible costs. As we have already noted, 
26 U.S.c. §263(c) (1976 ed., Supp. V) 
grants taxpayers on option to deduct as 
expenses certain "intangible drilling 
and development costs." If a taxpayer 
chooses instead to capitalize those 
costs, the regulations require the tax
payer to sort the costs into two bins. 
Costs "represented by physical prop
erty" and recoverable through de
preciation, either through adjustments 
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to the bases of pre-existing items to 
which the costs relate, or through an 
initial entry in a new depreciation 
account. Treas. Reg. §1.612-4(b)(2). 
Cost "not represented by physical 
property" are recoverable through de
pletion, as adjustments to the bases of 
the mineral deposit interests to which 
they relate. §1.612-4(b)(1); see 
§ 1.612-4( d) (if a taxpayer fails to elect 
to expense intangible costs correctly, 
"he shall be deemed to have elected to 
recover such costs through depletion to 
the extent that they are not represented 
by physical property, and through 
depreciation to the extent that they are 
represented by physical property"). 
Since these latter costs are added to 
depletable basis, the taxpayers argue, 
so should the tangible costs that are 
excluded altogether from the §263(c) 
option. We fail to see the logic of this 
argument. To the extent that the 
regulation allowing intangible costs 
"not represented by physical property" 
to be added to a mineral deposit's basis 
deviates from general principles of 
basis allocation, we see no reason why 
one deviation should force the Govern
ment, or this Court, to create another. 
Nor have the Hills explained why this 
regulation in fact represents a devi
ation.12 

The judgment of the Court of Ap
peals is 

Reversed. 

12The taxpayers also cite Internal Revenue 
Service Technical Advice Memorandum 8314011 
(Dec. 22, 1982), which holds that unamortized 
deferred development expenditures under §616 of 
the Code are included in the basis of a mineral 
deposit for purposes of §57(a)(8). As respondents 
acknowledge, the Code specifically provides that 
such memoranda "may not be used or cited as 
precedent." 26 U.S.C. §611O(j)(3) (1976 ed). In 
any case §616 sets up a system for the treatment 
of development expenditures entirely different 
from the system at issue here; in particular, 
§616( c) specifically mandates that expenses 
deferred under §616(b) "shall be taken into 
account in computing the adjusted basis of the 
mine or deposit." Thus, Technical Advice 
Memorandum 8314011 simply is not relevant to 
the question presented in this case. 

Subchapter B.-Computation of Taxable Income 

Part I.-Definition of Gross Income, Adjusted 
Gross Income, Taxable Income, etc. 

Section 61.-Gross Income Defined 

If a person receives a profits interest for the 
provision of services to or for the benefit of a 
partnership in a partner capacity or in anticipa
tion of being a partner, the Service will not 
treat the receipt of such an interest as a taxable 
event for the partner or the partnership. See Rev. 
Proc. 93-27, page 343. 

In what taxable year must a cash method 
taxpayer report the gain realized from a year-end 
sale of stock or securities that are traded on an 
established securities market? See Rev. Rul. 93-
84, page 225. 

26 CFR 1.61-21: Taxation of fringe benefits. 

Fringe benefits aircraft valuation 
formula. For purposes of section 
1.61-21(g) of the regulations, relating 
to the rule for valuing non-commercial 
flights on employer-provided aircraft, 
the Standard Industry Fare Level 
(SIFL), cents-per-mile rates and termi
nal charges in effect for 1993 are set 
forth. Rev. Rul. 93-35 modified. 

Rev. Ru I. 93-65 

For purposes of the taxation of fringe 
benefits under section 61 of the Inter
nal Revenue Code, section 1.61-21(g) 
of the Income Tax Regulations pro
vides a rule for valuing noncommercial 
flights on employer-provided aircraft. 
Section 1.61-21(g)(5) of the Income 
Tax Regulations provides an aircraft 
valuation formula to determine the 
value of such flights. The value of a 
flight is determined under the base 
aircraft valuation formula (also known 
as the standard Industry Fare Level 
formula or SIFL) by multiplying the 
SIFL cents-per-mile rates applicable for 
the period during which the flight was 
taken by the appropriate aircraft multi
ple 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 revised semi
annually. 

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



Period During Which 
the Flight Was Taken 

1/1/93-6/30/93 

7/1/93-12/31/93 

EFFECT ON OTHER REVENUE 
RULING 

Rev. Rul. 93-35, 1993-1 C.B. 12, is 
modified. 

Section 62.-Adjusted Gross Income 
Defined 

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

Rules are set forth under which a reimburse
ment or other expense allowance arrangement for 
the cost of lodging, meal, and/or incidental 
expenses incurred by an employee while travel
ing away from home will satisfy the require
ments of section 62(c) of the Code as to business 
connection, substantiation, and returning amounts 
in excess of expenses. See Rev. Proc. 93-50, 
page 586. 

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

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, substantia
tion, and returning amounts in excess of 
expenses. See Rev. Proc. 93-51, page 593. 

Section 63.-Taxable Income Defined 

26 CFR 1.63-1: Change of treatment with 
respect to the zero bracket amount and 
itemized deductions. 

The Service is providing inflation adjustments 
to the standard deduction amounts (including the 
$500 limitation in the case of certain dependents, 
and $600 or $750 additional standard deduction 
for the aged or blind) for taxable years beginning 
in 1994. See Rev. Proc. 93-49, page 581. 

Section 68.-0verall Limitation on 
Itemized Deductions 

The Service is providing inflation adjustments 

Terminal Charge 

$30.62 

$30.79 

to the overall limitation on itemized deductions 
for taxable years beginning in 1994. See Rev. 
Proc. 93-49, page 581. 

If a taxpayer's itemized deductions in a prior 
taxable year were reduced by the overall 
deduction limitation in setion 68(a) of the Code 
and the taxpayer subsequently recovers all or a 
portion of these previously deducted amounts 
(for example, state income taxes), what portion 
of the recovery or refund is includible in gross 
income under the tax benefit rule? See Rev. Rul. 
93-75, page 63. 

Part II.-Items Specifically Included in Gross 
Income 

Section 83.-Property Transferred in 
Connection With Performance of 
Services 

If a person receives a profits interest for the 
provision of services to or for the benefit of a 
partnership in a partner capacity or in anticipa
tion of being a partner, the Service will not 
treat the receipt of such an interest as a taxable 
event for the partner or the partnership. See Rev. 
Proc. 93-27, page 343. 

Part 1I1.-ltems Specifically Excluded from Gross 
Income 

Section 103.-lnterest on State and 
Local Bonds 

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

The qualified census tracts for the states and 
the District of Columbia are set forth for use in 
determining the portion of loans required to be 
placed in targeted areas under section 143(h) of 
the Code. See Rev. Proc. 93-38. page 483. 

26 CFR 1.103-8: Interest on bonds to finance 
certain exempt facilities. 

T.D. 8476 
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SIFL Mileage Rates 

Up to 500 miles = $.1675 per mile 

501-1500 miles = $.1277 

Over 1500 miles = $.1228 

Up to 500 miles = $.1684 per mile 

501-1500 miles = $.1284 

Over 1500 miles = $.1235 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 6a, 602 

Arbitrage Restrictions on Tax-exempt 
Bonds 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations on the arbitrage and 
related restrictions applicable to tax
exempt bonds issued by State and local 
governments. Changes to the applicable 
law were made by the Tax Reform Act 
of 1986, the Technical and Mis
cellaneous Revenue Act of 1988, the 
Revenue Reconciliation Act of 1989, 
and the Revenue Reconciliation Act of 
1990. These regulations affect issuers 
of tax-exempt bonds and provide guid
ance for complying with the arbitrage 
and related restrictions. 

DATES: These regulations are effective 
on July 1, 1993. 

For dates of applicability of these 
regulations to various bond issues, 
including certain elective retroactivity 
provISIOns and transition rules, see 
§ 1.148-11 of these regulations. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction 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 with the Paperwork Reduc
tion Act of 1980 (44 U.S.C. 3504(h)) 
under control number 1545-1347. 

The estimated annual burden per 
recordkeeper varies from 12 hours to 
)5 hours, depending on individual 
circumstances, with an estimated aver
age of 13.5 hours. 
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These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual respond
ents may require more or less time, 
depending on their particular 
circumstances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be 
directed to the Internal Revenue Serv
ice, Attn: IRS Reports Clearance Of
ficer, T:FP, Washington, DC 20224, 
and to the Office of Management and 
Budget, Attention: Desk Officer for the 
Department of the Treasury, Office of 
Information and Regulatory Affairs, 
Washington, D.C. 20503. 

Background 

Explanation of Provisions 

I. Background of Regulations. 
Section 148 provides rules restricting 

the use of proceeds of tax-exempt State 
and local bonds to acquire higher 
yielding investments. Section 148(a) 
provides generally that interest on a 
State or local bond is tax-exempt only 
if the issuer invests bond proceeds at a 
yield that is not materially higher than 
the yield on the bond issue. Section 
148(f) provides that interest on a State 
or local bond is tax-exempt only if the 
issuer rebates to the Federal govern
ment certain arbitrage earnings derived 
from investing gross proceeds at a 
yield exceeding the yield on the bond 
issue. 

Longstanding regulations relating to 
the arbitrage yield restriction rules are 
in §§1.103-13 through 1.103-15. On 
May 18, 1992, final regulations under 
section 148 were published at § § 1.148-
o through 1.148-11 (the May 1992 
regulations) [T.D. 8418, 1992-1 C.B. 
29]. At that time, the Internal Revenue 
Service and the Treasury Department 
announced that they would further 
simplify and clarify the regulations 
under section 148 by revising the 
arbitrage regulations and finalizing 
these rewritten regulations by June 
1993. To evidence this commitment, 
the May 1992 regulations expire on 
June 30, 1993. 

Proposed regulations were published 
at §§1.148-0 through 1.148-11, 
1.149(d)-I, 1.149(g)-1, 1.150-1, and 
1.150-2 in the Federal Register for 
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November 6, 1992 [FI-36-92, 1992-2 
C.B. 688]. The proposed regulations 
would replace the existing yield restric
tion and rebate regulations currently 
provided in § § 1.1 03-13 through 1.1 03-
15, §1.103-13T, §§1.148-O through 
1.148-11, §1.148-l2T, and §1.148-13T 
with coordinated, simplified regula
tions. The proposed regulations also 
propose to amend certain related reg
ulations on advance refunding limita
tions in § 1.149-1 (d), definitions in 
§ 1.150-1, and reimbursement bonds in 
§1.103-l8. Written comments were 
received on the proposed regulations, 
and additional public comments were 
received at a public hearing held on 
February 2, 1993. 

In addition, on October 10, 1990, 
proposed and temporary regulations 
under §1.149(b)(3)-lT were published 
in the Federal Register. These regula
tions provide that certain investments 
in obligations issued by the Resolution 
Funding Corporation under the Finan
cial Institutions Reform, Recovery, and 
Enforcement Act of 1989 are excepted 
from the prohibition on federal guaran
tees of tax-exempt bonds under section 
149(b). 

After consideration of the comments, 
the proposed regulations have been 
modified and are adopted in final form. 
Certain comments on the proposed 
regulations, and responses to those 
comments, are discussed below. 

II. Comments on Proposed 
Regulations and Certain Changes in 
Final Regulations. 

A. In general. 
The proposed regulations substan

tially revise the arbitrage regulations on 
tax-exempt bonds to simplify those 
rules and to reduce administrative 
burdens. The proposed regulations 
provide greater coordination of the 
rules on yield restriction and rebate, 
more unified definitions, general anti
abuse rules in lieu of numerous special 
rules, clarification of ambiguous areas, 
and new guidance on many previously 
reserved topics. Although numerous 
modifications have been made to clar
ify the regulations in various technical 
respects in response to comments re
ceived, the general principles behind 
the proposed regulations have been 
retained in the final regulations. 

B. Section 1.148-1 Definitions and 
Elections. 

1. Computation Date and Computa
tion Period. 

Rebate is computed over permitted 
computation periods occurring between 
computation dates. The proposed reg
ulations generally provide issuers of 
variable yield issues with flexibility to 
choose computation dates and computa
tion periods for computing yield on an 
issue for rebate purposes. Commenta
tors requested clarification of the scope 
of this flexibility. The final regulations 
retain significant flexibility to choose 
these dates and periods until the date 
that the first required rebate payment 
must be made (i.e.. 5 years after the 
issue date), but provide a more limited 
choice of permitted computation peri
ods thereafter. 

2. De Minimis Original Issue Dis
count or Premium. 

The proposed regulations generally 
permit issuers to value certain bonds 
and investments having standard fea
tures and not more than de minimis 
amounts of original issue discount or 
premium ("plain par bonds" and 
"plain par investments' '), based on a 
simplified measure of outstanding prin
cipal amount. The definition of de 
minimis amount applies for a variety of 
purposes. De minimis original issue 
discount or premium is generally de
fined in the proposed regulations as an 
amount that does not exceed 0.25 
percent multiplied by the product of the 
stated redemption price at maturity and 
the number of complete years to final 
maturity from the issue date. 

To decrease complexity and to mini
mize certain identified distortions, the 
final regulations limit the measure of 
this de minimis amount for valuation 
purposes to a flat percentage of the 
stated redemption price at maturity. In 
a related change, the final regulations 
clarify that plain par bonds eligible for 
the simplified valuation rules include 
certain tender option bonds (i.e .• 
"qualified tender bonds" under Notice 
88-130, 1988-2 C.B. 543). 

3. Program Investments. 

The proposed regulations change 
certain aspects of the existing definition 
of "program investments" under 
§l.103-13(h). Commentators recom
mended that the existing definition 
generally be retained, particularly its 
treatment of multifamily housing loans 
as eligible program investments. The 
final regulations revise this definition 
to be more consistent with the existing 
definition. 

4. Investment-Type Property. 



Whether an item financed with bond 
proceeds is investment property, in
cluding investment-type property, gen
erally determines whether that item is 
subject to arbitrage restrictions under 
section 148. The proposed regulations 
provide a definition of investment-type 
property that includes certain prepay
ments based on the investment motiva
tion for the prepayment. Commentators 
expressed concern that this provision 
was too broad and potentially covered 
common prepayments made for bona 
fide business reasons. The final regula
tions provide two exceptions to the 
general rule on prepayments. One 
exception focuses on whether the issuer 
has any commercially reasonable alter
native to the prepayment. The other 
exception focuses on whether similar 
prepayments are customary among per
sons not eligible for tax-exempt 
financing. 

5. Replacement Proceeds. 
The arbitrage restrictions apply to 

both proceeds received from the sale of 
bonds and amounts "replaced" by the 
proceeds. The proposed regulations 
generally provide that replacement pro
ceeds include, but are not limited to, 
sinking funds, amounts that are pledged 
as security for an issue, working capital 
replacement funds, and amounts that 
are replaced because of their nexus to a 
governmental purpose of the issue. 
Commentators requested that the reg
ulations provide a general definition of 
replacement proceeds. The final regula
tions provide a general definition of 
replacement proceeds based on whether 
the amounts have a sufficient nexus to 
the governmental purpose of the issue. 
The final regulations also clarify that 
replacement proceeds may arise at any 
time, regardless of whether the creation 
of the replacement proceeds is reason
ably expected by the issuer on the issue 
date. 

Commentators also requested that the 
provision dealing with working capital 
replacement funds be revised or de
leted. The final regulations do not 
include the working capital replacement 
fund rule. To reduce the arbitrage 
incentive to issue bonds with longer 
terms than necessary and to recognize 
the additional borrowing implicit in 
these issues, however, the final regula
tions generally provide that replace
ment proceeds arise if the term of an 
issue is reasonably expected to be 
longer than necessary to accomplish the 
governmental purpose of the issue and 

funds are expected to become available 
during the term of the issue. The final 
regulations provide two safe harbors 
against the application of this rule that 
apply if: (1) an otherwise-restricted 
working capital financing issue is not 
outstanding more than 2 years; or (2) a 
capital project financing issue has a 
weighted average maturity that does 
not exceed 120 percent of the economic 
life of the financed projects. These 
provisions are only safe harbors relat
ing to the existence of replacement 
proceeds and are not intended to place 
a maturity limitation on tax-exempt 
bonds. 

C. Section 1.148-2 General Arbi
trage Yield Restriction Rules. 

1. Reasonable Expectations. 
Under section 148(a), bonds are 

generally taxable arbitrage bonds if, as 
of the issue date, the issuer reasonably 
expects to invest the proceeds in higher 
yielding investments. The proposed 
regulations permit an issuer to certify 
its expectations. The proposed regula
tions also provide certain requirements 
as a prerequisite to the use of the 
certification that were intended to 
encourage more complete disclosure of 
facts and material tax issues. Commen
tators expressed concern that some of 
these requirements were unduly bur
densome and created practical diffi
culties for issuers. 

The final regulations significantly 
modify the certification requirements to 
address issuer concerns. The required 
complete disclosure of facts and mate
rial tax issues has been eliminated. The 
regulations clarify that the certification 
does not establish any presumptions 
about the reasonableness of an issuer's 
expectations. In general, this and other 
certifications referred to in the final 
regulations have no special evidentiary 
status. 

2. Temporary Periods. 

Under section 148(c), proceeds may 
be invested at a materially higher yield 
during a reasonable temporary period 
until needed for the governmental 
purpose of the issue without causing 
the bonds of the issue to be arbitrage 
bonds. 

Under the proposed regulations, an 
issuer must satisfy an expenditure test, 
a time test, and a due diligence test in 
order to qualify for the general 3-year 
temporary period for capital projects, 
and these tests apply separately to each 
capital project financed by an issue. 
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Commentators expressed concern about 
the administrative burden associated 
with tracking individual capital projects 
and requested that these tests be 
applied on an aggregate basis to all 
capital projects financed by an issue. 
The final regulations generally adopt 
this comment, except in the case of 
certain pooled issues. 

Commentators expressed concern 
that the I3-month temporary period for 
proceeds used for working capital 
expenditures was inadequate for certain 
issuers who, under local law, have a 
longer period between their annual 
budget cycle and the tax collections for 
that period. The final regulations 
provide a temporary period of up to 2 
years after the issue date for this type 
of issue. 

3. Minor Portion. 
In response to comments, the final 

regulations permit issuers to waive at 
any time the ability to invest amounts 
constituting a minor portion of an issue 
at an unrestricted yield. 

D. Section 1.148-3 General Arbi
trage Rebate Rules. 

1. Computation Date Credit. 
The proposed regulations provide 

that, for purposes of computing rebate, 
an issuer is entitled to a computation 
date credit of $5,000 on the last day of 
each fifth bond year and on the final 
maturity date. In order to target the 
credit more closely to the periods 
associated with the computations, the 
final regulations change the credit to 
$1,000 for each bond year during 
which there are gross proceeds of the 
issue and for the final maturity date. 

2. Bona Fide Debt Service Funds. 
In response to comments, the final 

regulations add a safe harbor relating to 
the statutory exception to the rebate 
requirement for certain bona fide debt 
service funds, based on a specified 
maximum average annual debt service 
on an issue. 

E. Section 1.148-4 Yield on an Issue 
of Bonds. 

1. Yield Recomputation for a Fixed 
Yield Issue. 

The proposed regulations generally 
provide that yield on a fixed yield issue 
is determined as of the issue date and, 
except in narrow circumstances involv
ing hedging transactions, is not recom
puted to take into account subsequent 
unexpected events. The final regula
tions generally retain this approach for 
rebate purposes. 
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Many commentators requested guid
ance on the Federal income tax con
sequences of an issuer's sale of a right 
associated with a bond, such as a call 
right, in a separate transaction from the 
original sale of the bond (e.g., so-called 
"detachable calls"). These comments 
included requests for guidance on 
whether the sale affects the yield on 
the bond for arbitrage purposes under 
section 148 and whether the sale results 
in a deemed retirement of the related 
bond and the deemed issuance of a new 
bond (a reissuance) under the tax
exempt bond rules or section 1001. The 
final regulations clarify that amounts 
received by the issuer from the sale of 
a detachable call are taken into account 
as additional issue price on the issue 
for rebate purposes. No implication is 
intended on whether the sale of a 
detachable call results in a reissuance 
of the issue under section 1001. It is 
anticipated that this issue will be 
addressed in regulations under section 
1001. 

2. Bonds Subject to Mandatory or 
Contingent Early Redemption. 

Under the proposed regulations, the 
yield on certain fixed yield bonds 
subject to mandatory early redemption 
is computed by treating those bonds as 
redeemed on the reasonably expected 
early redemption date for an amount 
equal to their value. The proposed 
regulations further provide that the 
outstanding stated principal amount 
(plus accrued interest) of the bond may 
be treated as its value if the original 
issue discount on the bond does not 
exceed a de minimis amount. The final 
regulations generally retain this rule, 
but further limit the permitted de 
minimis amount to an amount based on 
the number of years to the weighted 
average maturity date, rather than the 
final maturity date, of substantially 
identical bonds. 

3. Bonds Subject to Optional Early 
Redemption. 

The proposed regulations contain a 
special rule for computing the yield on 
an issue containing bonds that are 
subject to optional early redemption 
and that have certain early redemption 
rights, significant premium, or so-called 
"stepped-coupons." The yield on an 
issue subject to this special rule is 
computed by treating the bonds as 
redeemed on the optional redemption 
date that would produce the lowest 
yield. The final regulations generally 
retain this rule, but exclude certain 
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bonds if their assumed redemption has 
only a minimal effect on the yield on 
the issue of which the bond is a part. 

4. Qualified Guarantees. 

The proposed regulations provide 
simplified rules under which issuers 
may take into account certain fees for 
credit enhancement, such as bond in
surance and letters of credit ("qualified 
guarantees") in computing yield on an 
issue. The final regulations clarify that 
certain liquidity arrangements may be 
qualified guarantees and provide a safe 
harbor for the allocation of qualified 
guarantee fees in variable yield issues. 

5. Qualified Hedging Transactions. 
The proposed regulations permit 

issuers to take certain qualified hedging 
transactions into account for purposes 
of computing yield on an issue. Under 
the proposed regulations, a hedge is 
generally a qualified hedging transac
tion if the terms of the hedge closely 
correspond with the terms of the issue 
and if the hedge is adequately identi
fied. Commentators requested that the 
types of qualified hedging transactions 
be expanded. 

The final regulations generally ex
pand the definition of a qualified 
hedging transaction in various respects. 
The final regulations permit hedges for 
less than the entire term of the issue 
and hedges relating to less than all of 
the bonds of an issue. The final 
regulations also treat certain additional 
hedging products (e.g., interest rate 
caps) as qualified hedging transactions. 
The final regulations generally treat 
issues that involve qualified hedging 
transactions as variable yield issues. 
Certain variable rate issues that use 
interest rate swaps involving no non
periodic hedge payments, however, are 
treated as fixed yield issues. The final 
regulations amend the identification, 
accounting, and other technical rules on 
qualified hedging transactions. 

F. Section 1.148-5 Yield and Valua
tion of Investments. 

1. Yield on a Separate Class of 
Investments. 

The proposed regulations provide 
that the yields on individual invest
ments within the same class of invest
ments are blended together for pur
poses of applying the arbitrage yield 
restriction rules. Under the proposed 
regulations, the determination of 
whether investments are part of the 
same class is based on whether the 
investments are subject to the same 

definition of "materially higher" under 
the arbitrage yield restriction rules. 

Commentators requested that issuers 
be given greater flexibility to blend the 
yields on individual investments for 
arbitrage yield restriction purposes. The 
final regulations provide expanded flex
ibility to blend yields on various 
categories of investments. The general 
anti -abuse rules in § 1.148-10 clarify. 
however, that certain financing struc
tures that improperly exploit these rules 
cause the bonds to be arbitrage bonds. 

2. Yield Reduction Payments to the 
United States. 

The proposed regulations provide 
significant integration of the arbitrage 
yield restriction and rebate provisions 
by permitting certain payments to be 
made to the United States to reduce the 
yield on investments for yield restric
tion purposes. The proposed regulations 
permit these payments in specified 
circumstances in which arbitrage yield 
restriction creates administrative 
difficulties. 

Commentators requested that the 
scope of the rule on yield reduction 
payments be expanded in various re
spects. The final regulations expand the 
ability of issuers to make yield reduc
tion payments in additional circum
stances involving certain variable yield 
issues and certain reserve funds. For 
purpose investments, the final regula
tions also delay the due date for these 
payments. 

3. Administrative Costs of Invest
ments. 

The proposed regulations permit rea
sonable direct administrative costs on 
all investments to be taken into account 
in computing yield on the investments 
and rebate on the issue. The proposed 
regulations further provide, however, 
that indirect costs such as general 
overhead may not be taken into ac
count. Commentators requested clar
ification of the scope of permitted 
administrative costs. The final regula
tions provide additional examples of 
the types of qualifying and nonqualify
ing administrative costs. The final 
regulations also provide special rules 
for administrative costs on regulated 
investment companies, certain external 
commingled funds, and program 
investments. 

G. Section 1.148-6 General Alloca
tion and Accounting Rules. 

1. Universal Cap on Value of Invest
ments Allocated to an Issue. 



The proposed regulations generally 
retain the universal cap provided under 
the existing regulations that limits the 
amount of gross proceeds allocable to a 
bond issue. Commentators expressed 
concern that in some cases the applica
tion of the universal cap creates unnec
essary administrative burdens. The final 
regulations reduce the frequency with 
which the universal cap must be 
applied and also permit issuers to 
disregard the universal cap altogether 
in specified circumstances. 

2. Expenditures of Proceeds for 
Working Capital Purposes. 

For working capital expenditures, the 
proposed regulations generally retain 
the "proceeds-spent-Iast', accounting 
method from the existing regulations. 
Bond proceeds generally are not treated 
as spent under this rule until other 
available amounts have been spent. The 
proposed regulations permit an amount 
equal to 10 percent of the previous 
fiscal year's working capital expendi
tures to be treated as an unavailable, 
reasonable reserve. Commentators re
quested certain clarifications, including 
whether an issuer may, in effect, 
finance the permitted working capital 
reserve (e.g., by issuing bonds in an 
amount equal to the working capital 
reserve and spending those proceeds 
while accumulating a like amount to 
serve as the reserve). 

Based on a review of these com
ments and re-consideration of this area 
in light of continuing policy concerns 
regarding the arbitrage incentives to 
issue larger working capital financings 
than necessary, the final regulations 
impose certain further limitations on 
working capital financings. The final 
regulations retain the approach of the 
existing and proposed regulations that 
measures the permitted working capital 
reserve by reference to the previous 
year's actual working capital expendi
tures. To further limit overissuance, the 
permitted working capital reserve has 
been reduced to 5 percent of the 
issuer's working capital expenditures 
for the prior year. In addition, the final 
regulations clarify that, except in the 
case of issues by certain small issuers 
and issues that are exempt from rebate 
under the section I48(f)(4)(B)(iii) re
bate safe harbor, an issue indirectly 
used to finance a working capital 
reserve results in the creation of 
replacement proceeds that remain sub
ject to the arbitrage rules. In a related 
change, the definition of "controlled 

group," which is relevant in determin
ing the available amounts, has been 
narrowed. In addition, in response to 
comments, the final regulations also 
exclude from the amounts considered 
available for working capital purposes 
certain "quasi-endowment funds" held 
by hospitals, universities, or similar 
institutions. 

H. Section 1.148-7 Spending Excep
tions to the Rebate Requirement. 

The proposed regulations provide a 
new I8-month spending exception to 
the rebate requirement that is broadly 
applicable and requires prompt expen
diture of bond proceeds under a pre
scribed, approximately level spending 
schedule. This new spending exception 
was introduced because of the diffi
culties many issuers had using the 
existing spending exceptions. Commen
tators were largely supportive of the 
new I8-month exception, but requested 
that the spending percentage for the 
first 6-month period be reduced. The 
final regulations reduce the spending 
percentage for this period to 15 
percent. 

I. Section 1.148-8 Small Issuer Ex
ception to the Rebate Requirement. 

For purposes of the small issuer 
exception to rebate, bonds issued by a 
subordinate entity are treated as also 
issued by each entity to which it is 
subordinate. The proposed regulations 
provide a definition of "subordinate 
entity" based on issuing authority and 
control. Commentators requested that 
the general section 150 definition of 
"controlled entity" be extended to 
define a "subordinate entity." The 
final regulations adopt this comment. 

J. Section 1.148-9 Arbitrage Rules 
for Refunding Issues. 

1. Transferred Proceeds Allocation 
Rule. 

The proposed regulations provide a 
"principal-to-principal" transferred 
proceeds allocation rule similar to that 
of the existing regulations, under which 
unspent proceeds of a prior issue 
become transferred proceeds of a re
funding issue at the time that proceeds 
of the refunding issue discharge any of 
the outstanding principal amount of the 
prior issue. The proposed regulations 
generally do not include an "operating 
rule" (as under former § 1.1 03-I4( e)
(1)) to divide a prior issue into 
refunded and unrefunded portions for 
transferred proceeds purposes. 

Commentators requested that an op
erating rule be included to provide 
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simplification and greater certainty in 
the planning of refunding issues. The 
final regulations provide such a rule. 

2. Multipurpose Issue Allocations. 
The proposed regulations contain a 

flexible multipurpose issue allocation 
rule that permits issues used for sepa
rate governmental purposes to be 
treated as separate issues for prescribed 
purposes. In the case of a multipurpose 
issue a portion of which is a refunding 
issue, the proposed regulations permit 
issuers to use only certain specified 
allocation methods to allocate bonds of 
the multipurpose issue to the refunding 
of the prior issue. Commentators ex
pressed concern that, in certain circum
stances, an issuer may have no practi
cal way to use any of the required 
allocation methods under this rule. The 
final regulations add another allocation 
rule permitting allocations in proportion 
to the average economic lives of the 
facilities financed by the overall multi
purpose issue. In addition, the final 
regulations permit an issuer to use 
another reasonable allocation method in 
limited circumstances based on state 
law, existing legal restrictions, or simi
lar circumstances. 

The final regulations expand the 
applicability of the multipurpose issue 
rule for an issue that refunds two or 
more prior issues and provide addi
tional rules for allocating the proceeds 
of these issues. The final regulations 
also permit the application of the 
multipurpose issue rule to divide cer
tain pooled issues for yield calculation 
purposes. 

K. Section 1.148-10 Anti-Abuse 
Rules and Authority of Commissioner. 

The proposed regulations provide a 
broad, general anti-abuse rule that 
treats bonds as taxable arbitrage bonds 
if the issuer uses an abusive device to 
obtain a material financial advantage 
based on arbitrage. This general anti
abuse rule proposes to replace the 
general artifice or device rules con
tained in § 1.103-13U) and § 1.1 48-9(g) 
and numerous specific anti-abuse rules. 
Commentators expressed concern that 
the general anti-abuse rule in the 
proposed regulations is not sufficiently 
specific for issuers to determine 
whether a particular transaction violates 
the rule. 

The final regulations retain a broad, 
general anti-abuse rule, but provide 
additional specific guidance intended to 
clarify further the scope of covered 
abusive transactions. In large part, the 
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revised abusive arbitrage device provi
sion is based on the existing artifice or 
device prohibition in §1.103-13(j). The 
revised rule continues to focus on 
transactions that exploit the difference 
between tax-exempt and taxable inter
est rates and that overburden the tax
exempt bond market. Although many 
clarifications have been made to these 
rules, no implication is intended re
garding the scope of the existing 
artifice or device rule or that the 
examples of abusive arbitrage devices 
do not involve artifices or devices. 

L. Section 149(d)-1 Limitations on 
Advance Refundings. 

1. General Rule. 
Section 149(d) provides limits on 

advance refundings, including limita
tions on the number of permitted tax
exempt advance refundings. The final 
regulations provide additional guidance 
relating to the requirement that the 
refunded bonds be retired on their first 
call date and the related savings test. 

2. Sales of Tax-exempt Conduit 
Loans. 

The proposed regulations include a 
provision under the anti-abuse rules 
that treats tax-exempt purpose invest
ments financed by a conduit financing 
issue as taxable investments if they are 
subsequently transferred to another 
party. Without some limitations on 
these transactions, issuers could effec
tively double the amount of tax-exempt 
bonds on the market for a single 
project. Commentators expressed con
cern that this provision is overly broad 
and recommended that these transac
tions instead be treated under a refund
ing analysis. The final regulations 
adopt this more direct approach by 
treating the actual issuer of the conduit 
financing and the conduit borrower as 
related parties for purposes of section 
149(d). Thus, a later sale of the conduit 
loan is treated as a new issue the yield 
on which is determined based on the 
amounts derived from that sale. If the 
proceeds of that deemed new issue are 
used to pay debt service on the conduit 
financing issue, the conduit loan is 
treated as a refunding issue. Further, 
the abusive arbitrage device rules illus
trate that this type of transaction may 
involve an exploitation of the dif
ference between taxable and tax
exempt rates. 

M. Section 1.150-1 Definitions. 
1. Issue. 
The proposed regulations provide a 

new definition of issue for arbitrage 
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and related purposes. In response to 
comments, and to promote simplifica
tion, the final regulations extend this 
definition to apply for all tax-exempt 
bond purposes. The final regulations 
provide additional guidance on whether 
obligations are issued at substantially 
the same time, sold pursuant to the 
same plan of financing, and are reason
ably expected to be paid from the same 
source of funds. The final regulations 
generally provide that taxable and tax
exempt bonds are not part of a single 
issue and clarify the special rules for 
commercial paper and draw-down 
loans. The final regulations also 
provide that issuers may treat tax
exempt governmental bonds and private 
activity bonds as separate issues under 
specified circumstances. 

2. Controlled Group. 
The proposed regulations provide a 

definition of controlled group that 
focuses on control of the governing 
board, budgetary control, and control 
over the ability to issue debt obliga
tions. The final regulations narrow the 
definition of controlled group to focus 
on board control and financial control. 
The final regulations also provide that 
certain general purpose governmental 
units are not controlled by any other 
entity. 

N. Section 1.150-2 Proceeds of 
Bonds used for Reimbursement. 

The proposed regulations provide 
simplified and expanded rules to deter
mine when an allocation of bond 
proceeds to reimburse expenditures pre
viously made by an issuer is treated as 
an expenditure of those bond proceeds. 
The proposed regulations require an 
issuer to reimburse past expenditures 
with bond proceeds within a prescribed 
period that is not later than 3 years 
after the expenditure is paid. Commen
tators expressed concern that the 3-year 
overall limit on the reimbursement 
period may be too short for certain 
types of projects. The final regulations 
expand the maximum reimbursement 
period to 5 years for certain long-term 
construction projects. Commentators 
also requested that a rule under prior 
regulations excluding certain prelimi
nary expenditures from the reimburse
ment rules be reinserted. The final 
regulations include such a preliminary 
expenditures exception. 

Commentators also noted that the 
proposed regulations and § 1.103-
8(a)(5) were duplicative and requested 
clarification of the continued app1ica-

tion of §1.103-8(a)(5). The final reg
ulations eliminate the official action 
requirement of § 1.1 03-8(a)(5). 

O. Federal Guarantees. 

The final regulations also finalize the 
regulations under § 1. 149(b )(3 )-1 T re
lating to the exception from the section 
149(d) prohibition against federal guar
antees for certain investments in obli
gations issued by the Resolution Fund
ing Corporation under the Financial 
Institutions Reform, Recovery, and En
forcement Act of 1989. In addition, the 
final regulations provide an expanded 
exception under which bonds are not 
federally guaranteed as a result of an 
investment in a refunding escrow. 

P. Effective Dates. 

The final regulations generally apply 
to bonds issued after June 30, 1993. To 
simplify the area and promote com
pliance, the final regulations generally 
permit elective, retroactive application 
of the final regulations in whole, but 
not in part, to outstanding issues issued 
prior to July 1, 1993, that are subject to 
the rebate requirement. The 18-month 
spending exception, however, may not 
be applied retroactively. The final 
regulations also provide certain other 
transition and related rules. The final 
regulations also extend the due date for 
rebate payments due after June 30, 
1993, to a date not earlier than 
September 1, 1993. 

Finally, in order to not interfere with 
ongoing transactions, at the issuer's 
option, certain existing provisions may 
be applied to bonds issued before 
August 15, 1993. 

Special Analyses 

It has been determined that these 
final regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 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, 
these regulations were 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 
Regulations 

Accordingly, 26 CFR parts 1, 6a and 
602 are amended as follows: 

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
entries for "Sections 1.148-0 through 
1.148-9," "Section 1.148-10," "Sec
tion 1.148-11", "Section 1.148-12T" 
"Section 1.148-13T" and "Section 
1.149(b)(3)-IT" and adding the fol
lowing citations to read as follows: 

Authority: 26 U.S.C. 7805 * * * 

Sections 1.148-0 through 1.148-11 
also issued under 26 U.S.c. 148(f), (g) 
and (i). 

Section 1.149(b )-1 also issued under 
26 U.S.C. 149(b)(3)(B) (v). * * * 
Section 1.149(g)-1 also issued under 
26 U.S.C. 149(g)(5). * * * 

Par. 2. Section 1.103-8(a)(5) is 
revised to read as follows: 

§1.103-8 interest on bonds to finance 
certain exempt facilities. 

(a) * * * 
(5) Limitation. (i) A facility qualifies 

under this section only to the extent 
that there is a valid reimbursement 
allocation under § 1.150-2 with respect 
to expenditures that are incurred before 
the issue date of the bonds to provide 
the facility and that are to be paid with 
the proceeds of the issue. In addition, if 
the original use of the facility begins 
before the issue date of the bonds, the 
facility does not qualify under this 
section if any person that was a 
substantial user of the facility at any 
time during the 5-year period before 
the issue date or any related person to 
that user receives (directly or indi
rectly) 5 percent or more of the 
proceeds of the issue for the user's 
interest in the facility, and is a 
substantial user of the facility at any 
time during the 5-year period after the 
issue date, unless-

(a) An official intent for the facility 
is adopted under § 1.150-2 within 60 
days after the date on which acquisi
tion, construction, or reconstruction of 
that facility commenced; and 

(b) For an acquisition, no person 
that is a substantial user or related 
person after the acquisition date was 
also a substantial user more than 60 
days before the date on which the 
official intent was adopted. 

(ii) Except to the extent provided in 
§ 1. 150-2(j), this paragraph (a)(5) ap
plies to bonds issued after June 30, 
1993. 

* * * * * * 

§§1.103-13, 1.103-13T, 1.103-14, 
1.103-15 and 1.103-18 [Removed] 

Par. 3. Sections 1.103-13, 1.103-
13T, 1.103-14, 1.103-15, 1.103-15AT, 
and 1.103-18 are removed. 

Par. 4. Section 1.147(b)-1 is added 
to read as follows: 

§1.147(b)-1 Bond maturity limitation
treatment of working capital. 

Section 147(b) does not apply to 
proceeds of a private activity bond 
issue used to finance working capital 
expenditures. 

Par. 5. Sections 1.148-0 through 
1.148-11 are revised to read as set 
forth below: 

§ 1.148-0 Scope and table of 
contents. 

(a) Overview. Under section 103(a), 
interest on certain obligations issued by 
States and local governments is exclud
able from the gross income of the 
owners. Section 148 was enacted to 
minimize the arbitrage benefits from 
investing gross proceeds of tax-exempt 
bonds in higher yielding investments 
and to remove the arbitrage incentives 
to issue more bonds, to issue bonds 
earlier, or to leave bonds outstanding 
longer than is otherwise reasonably 
necessary to accomplish the govern
mental purposes for which the bonds 
were issued. To accomplish these pur
poses, section 148 restricts the direct 
and indirect investment of bond pro
ceeds in higher yielding investments 
and requires that certain earnings on 
higher yielding investments be rebated 
to the United States. Violation of these 
provisions causes the bonds in the issue 
to become arbitrage bonds, the interest 
on which is not excludable from the 
gross income of the owners under 
section 103(a). The regulations in 
§§1.148-1 through 1.148-11 apply in a 
manner consistent with these purposes. 

(b) Scope. Sections 1.148-1 through 
1.148-11 apply generally for purposes 
of the arbitrage restrictions on State 
and local bonds under section 148. 
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(c) Table of contents. This paragraph 
(c) lists the table of contents for 
§§ 1.148-1 through 1.148-11. 

§1.148-1 Definitions and elections. 

(a) In general. 

(b) Certain definitions. 

(c) Definition of replacement 
proceeds. 

(1 ) In general. 

(2) Sinking fund. 

(3) Pledged fund. 

(4) Other replacement proceeds. 

(d) Elections. 

§1.148-2 General arbitrage yield 
restriction rules. 

(a) In general. 

(b) Reasonable expectations. 

(1 ) In general. 

(2) Certification of expectations. 

(c) Intentional acts. 

(d) Materially higher yielding 
investments. 

(1 ) In general. 

(2) Definitions of materially 
higher yield. 

(3) Mortgage loans. 

(e) Temporary periods. 

(1) In general. 

(2) General 3-year temporary 
period for capital projects and qualified 
mortgage loans. 

(3) Temporary period for 
restricted working capital expenditures. 

(4) Temporary period for pooled 
financings. 

(5) Temporary period for replace
ment proceeds. 

(6) Temporary period for invest
ment proceeds. 

(7) Other amounts. 

(f) Reserve or replacement funds. 

(1) General 10 percent limitation 
on funding with sale proceeds. 

(2) Exception from yield restric
tion for reasonably required reserve or 
replacement funds. 

(3) Certain parity reserve funds. 

(g) Minor portion. 

(h) Certain waivers permitted. 

§1.148-3 General arbitrage rebate 
rules. 

(a) In general. 

1993-2 C.B. 19 



Section 103 

(b) Definition of rebate amount. 

(c) Computation of future value of a 
payment or receipt. 

(d) Payments and receipts. 

(I) Definition of payments. 

(2) Definition of receipts. 

(3) Special rules for commingled 
funds. 

(e) Computation dates. 

(1 ) In general. 

(2) Final computation date. 

(f) Amount of required rebate in
stallment payment. 

(I) Amount of interim rebate 
payments. 

(2) Amount of final rebate 
payment. 

(3) Future value of rebate 
payments. 

(g) Time and manner of payment. 

(h) Penalty in lieu of loss of tax 
exemption. 

(1) In general. 
(2) Interest on underpayments. 

(3) Waivers of the penalty. 

(4) Application to alternative 
penalty under § 1.148-7. 

(i) Recovery of overpayment of 
rebate. 

(1 ) In general. 
(2) Limitations on recovery. 

(j) Examples. 
(k) Bona fide debt service fund 

exception. 

§1.148-4 Yield on an issue of bonds. 

(a) In general. 
(b) Computing yield on a fixed yield 

issue. 
(1) In general. 

(2) Yield on certain fixed yield 
bonds subject to mandatory or con
tingent early redemption. 

(3) Yield on certain fixed yield 
bonds subject to optional early 
redemption. 

(4) Yield recomputed upon trans
fer of certain rights associated with the 
bond. 

(5) Examples. 

(c) Computing yield on a variable 
yield issue. 

( 1) In general. 
(2) Payments on bonds included 

in yield for a computation period. 
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(3) Example. 

(d) Conversion from variable yield 
issue to fixed yield issue. 

(e) Value of bonds. 

(1) Plain par bonds. 

(2) Other bonds. 

(f) Qualified guarantees. 

(1) In general. 

(2) Interest savings. 

(3) Guarantee in substance. 

(4) Reasonable charge. 

(5) Guarantee of purpose 
investments. 

(6) Allocation of qualified guaran
tee payments. 

(7) Refund or reduction of guaran
tee payments. 

(g) Yield on certain mortgage reve
nue and student loan bonds. 

(h) Qualified hedging transactions. 

(1) In general. 
(2) Qualified hedge defined. 
(3) Accounting for qualified 

hedges. 
(4) Certain variable yield issues 

treated as fixed yield issues. 
(5) Authority of the 

Commissioner. 

§1.148-5 Yield and valuation of 
investments. 

(a) In general. 
(b) Yield on an investment. 

(1 ) In general. 
(2) Yield on a separate class of 

investments. 
(3) Investments to be held beyond 

issue's maturity or beyond temporary 
period. 

(4) Consistent redemption assump
tions on purpose investments. 

(5) Student loan special allowance 
payments included in yield. 

(c) Yield reduction payments to the 
United States. 

(1) In general. 

(2) Manner of payment. 
(3) Applicability of special yield 

reduction rule. 
(d) Value of investments. 

(1) In general. 
(2) Mandatory valuation of yield 

restricted investments at present value. 
(3) Mandatory valuation of certain 

investments at fair market value. 

(4) Special transition rule for 
transferred proceeds. 

(5) Definition of present value of 
an investment. 

(6) Definition of fair market 
value. 

(e) Administrative costs of 
investments. 

(1 ) In general. 
(2) Qualified administrative costs 

on nonpurpose investments. 
(3) Qualified administrative costs 

on purpose investments. 

§1.148-6 General allocation and 
accounting rules. 

(a) In general. 
(1) Reasonable accounting 

methods required. 
(2) Bona fide deviations from ac

counting method. 
(b) Allocation of gross proceeds to 

an issue. 
(1) One-issue rule and general 

ordering rules. 
(2) Universal cap on value of 

nonpurpose investments allocated to an 
issue. 

(c) Fair market value limit on alloca
tions to nonpurpose investments. 

(d) Allocation of gross proceeds to 
expenditures. 

(1) Expenditures in general. 
(2) Treatment of gross proceeds 

invested in purpose investments. 
(3) Expenditures for working capi

tal purposes. 
(4) Expenditures for grants. 
(5) Expenditures for reimburse

ment purposes. 
(6) Expenditures of certain com

mingled investment proceeds of gov
ernmental issues. 

(7) Payments to related parties. 
(e) Special rules for commingled 

funds. 
(1) In general. 
(2) Investments held by a com

mingled fund. 
(3) Certain expenditures involving 

a commingled fund. 
(4) Fiscal periods. 
(5) Unrealized gains and losses on 

investments of a commingled fund. 
(6) Allocations of commingled 

funds serving as common reserve funds 
or sinking funds. 



§1.148-7 Spending exceptions to the 
rebate requirement. 

(a) Scope of section. 

(1) In general. 

(2) Relationship of spending 
exceptions. 

(3) Spending exceptions not 
mandatory. 

(b) Rules applicable for all spending 
exceptions. 

(1) Special transferred proceeds 
rules. 

(2) Application of multipurpose 
issue rules. 

(3) Expenditures for governmental 
purposes of the issue. 

(4) De minimis rule. 

(5) Special definition of reason
ably required reserve or replacement 
fund. 

(6) Pooled financing issue. 

(c) 6-month exception. 

(1) General rule. 

(2) Additional period for certain 
bonds. 

(3) Amounts not included in gross 
proceeds. 

(4) Series of refundings. 

(d) 18-month exception. 

(1) General rule. 

(2) Extension for reasonable 
retainage. 

(3) Gross proceeds. 

(4) Application to multipurpose 
issues. 

(e) 2-year exception. 

(1) General rule. 

(2) Extension for reasonable 
retainage. 

(3) Definitions. 

(f) Construction issue. 

(1) Definition. 

(2) Use of actual facts. 

(3) Ownership requirement. 

(g) Construction expenditures. 

(l) Definition. 

(2) Certain acquisitions under 
turnkey contracts treated as con
struction expenditures. 

(3) Constructed personal property. 

(4) Specially developed computer 
software. 

(5) Examples. 
(h) Reasonable retainage definition. 

(i) Available construction proceeds. 
(1) Definition in general. 

(2) Earnings on a reasonably re
quired reserve or replacement fund. 

(3) Reasonable expectations test 
for future earnings. 

(4) Issuance costs. 

(5) One and one-half percent 
penalty in lieu of arbitrage rebate. 

(6) Payments on purpose invest
ments and repayments of grants. 

(7) Examples. 
U) Election to treat portion of issue 

used for construction as separate issue. 
(1) In general. 
(2) Example. 

(k) One and one-half percent penalty 
in lieu of arbitrage rebate. 

(1 ) In general. 
(2) Application to reasonable 

retainage. 
(3) Coordination with rebate 

requirement. 
(1) Termination of 11/2 percent 

penalty. 
(1) Termination after initial tem

porary period. 
(2) Termination before end of ini

tial temporary period. 
(3) Application to reasonable 

retainage. 
(4) Example. 

(m) Payment of penalties. 

§1.148-8 Small issuer exception to 
rebate requirement. 

(a) Scope. 

(b) General taxing powers. 
(c) Size limitation. 

(I) In general. 
(2) Aggregation rules. 

(3) Certain refunding bonds not 
taken into account. 

(d) Pooled financings. 

(1) Treatment of pool issuer. 

(2) Treatment of conduit 
borrowers. 

(e) Refunding issues. 
(1 ) In general. 

(2) Multipurpose issues. 

§1.148-9 Arbitrage rules for 
refunding issues. 

(a) Scope of application. 
(b) Transferred proceeds allocation 

rule. 
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(1) In general. 

(2) Special definition of principal 
amount. 

(3) Relation of transferred pro
ceeds rule to universal cap rule. 

(4) Limitation on multi
generational transfers. 

(c) Special allocation rules for re
funding issues. 

(1) Allocations of investments. 

(2) Allocations of mixed escrows 
to expenditures for principal, interest, 
and redemption prices on a prior issue. 

(d) Temporary periods in refundings. 

(1) In general. 

(2) Types of temporary periods in 
refundings. 

(e) Reasonably required reserve or 
replacement funds in refundings. 

(f) Minor portions in refundings. 

(g) Certain waivers permitted. 

(h) Multipurpose issue allocations. 

(1) Application of multipurpose 
issue allocation rules. 

(2) Rules on allocations of multi
purpose issues. 

(3) Separate purposes of a multi
purpose issue. 

(4) Allocations of bonds of a 
multipurpose issue. 

(5) Limitation on multi-generation 
allocations. 

(i) Operating rules for separation of 
prior issues into refunded and unre
funded portions. 

(1) In general. 

(2) Allocations of proceeds and 
investments in a partial refunding. 

(3) References to prior issue. 

§1.148-10 Anti-abuse rules and 
authority of Commissioner. 

(a) Abusive arbitrage device. 

(1 ) In general. 

(2) Abusive arbitrage device 
defined. 

(3) Exploitation of tax-exempt in
terest rates. 

(4) Overburdening the tax -exempt 
market. 

(b) Consequences of overburdening 
the tax-exempt bond market. 

(1) In general. 

(2) Application. 

(c) Anti-abuse rules on excess gross 
proceeds of advance refunding issues. 
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(1) In general. 

(2) Definition of excess gross 
proceeds. 

(3) Special treatment of trans
ferred proceeds. 

(4) Special rule for crossover 
refundings. 

(5) Special rule for gross 
refundings. 

(d) Examples. 
(e) Authority of the Commissioner 

to clearly reflect the economic sub
stance of a transaction. 

(f) Authority of the Commissioner to 
require an earlier date for payment of 
rebate. 

(g) Authority of the Commissioner 
to waive regulatory limitations. 

§1.148-II Effective dates. 

(a) In general. 
(b) Elective retroactive application 

in whole. 
(1) In general. 
(2) No elective retroactive ap

plication for 18-month spending 
exception. 

(c) Elective retroactive application 
of certain provisions. 

(1) In general. 
(2) Certain allocations of multi

purpose issues. 
(3) Special limitation. 

(d) Transition rule excepting certain 
state guarantee funds from the defini
tion of replacement proceeds. 

(1) Certain perpetual trust funds. 
(2) Permanent University Fund. 

(e) Transition rule regarding special 
allowance payments. 

(f) Transition rule regarding ap
plicability of yield reduction rule. 

(g) Extension of due date for rebate 
payments. 

(h) Elective application of existing 
regulations. 

§1.148-I Definitions and elections. 

(a) In general. The definitions in 
this section and the definitions under 
section 150 apply for purposes of 
section 148 and §§1.148-1 through 
1.148-11. 

(b) Certain definitions. The follow
ing definitions apply: 

Accounting method means both the 
overall method used to account for 
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gross proceeds of an issue (e.g., the 
cash method or a modified accrual 
method) and the method used to 
account for or allocate any particular 
item within that overall accounting 
method (e.g., accounting for invest
ments, expenditures, allocations to and 
from different sources, and particular 
items of the foregoing). 

Annuity contract means annuity con
tract as defined in section 72. 

A vailable amount means available 
amount as defined in § 1.148-
6(d)(3)(iii). 

Bona fide debt service fund means a 
fund, which may include proceeds of 
an issue, that-

(1) Is used primarily to achieve a 
proper matching of revenues with 
principal and interest payments within 
each bond year; and 

(2) Is depleted at least once each 
bond year, except for a reasonable 
carryover amount not to exceed the 
greater of: 

(i) the earnings on the fund for the 
immediately preceding bond year; or 

(ii) one-twelfth of the principal and 
interest payments on the issue for the 
immediately preceding bond year. 

Bond year means, in reference to an 
issue, each I-year period that ends on 
the day selected by the issuer. The first 
and last bond years may be short 
periods. If no day is selected by the 
issuer before the earlier of the final 
maturity date of the issue or the date 
that is 5 years after the issue date, bond 
years end on each anniversary of the 
issue date and on the final maturity 
date. 

Capital project or capital projects 
means all capital expenditures, plus 
related working capital expenditures to 
which the de minimis rule under 
§1.148-6(d)(3)(ii)(A) applies, that carry 
out the governmental purposes of an 
issue. For example, a capital project 
may include capital expenditures for 
one or more buildings, plus related 
start-up operating costs. 

Commingled fund means any fund or 
account containing both gross proceeds 
of an issue and amounts in excess of 
$25,000 that are not gross proceeds of 
that issue if the amounts in the fund or 
account are invested and accounted for 
collectively, without regard to the 
source of funds deposited in the fund 
or account. An open-end regulated 
investment company under section 851, 
however, is not a commingled fund. 

Computation date means each date 
on which the rebate amount for an 
issue is computed under § 1. 148-3(e). 

Computation period means the period 
between computation dates. The first 
computation period begins on the issue 
date and ends on the first computation 
date. Each succeeding computation 
period begins on the date immediately 
following the computation date and 
ends on the next computation date. 

Consistently applied means applied 
uniformly within a fiscal period and 
between fiscal periods to account for 
gross proceeds of an issue and any 
amounts that are in a commingled fund. 

De minimis amount means-
(1) In reference to original issue 

discount (as defined in section 
1273(a)(1)) or premium on an 
obligation-

(i) An amount that does not exceed 
2 percent multiplied by the stated 
redemption price at maturity; plus 

(ii) Any original issue premium that 
is attributable exclusively to reasonable 
underwriters' compensation; and 

(2) In reference to market discount 
(as defined in section 1278(a)(2)(A)) or 
premium on an obligation, an amount 
that does not exceed 2 percent multi
plied by the stated redemption price at 
maturity. 

Economic accrual method (also 
known as the constant interest method 
or actuarial method) means the method 
of computing yield that is based on the 
compounding of interest at the end of 
each compounding period. 

Fair market value means fair market 
value as defined in §1.148-5(d)(6). 

Fixed rate investment means any 
investment whose yield is fixed and 
determinable on the issue date. 

Fixed yield bond means any bond 
whose yield is fixed and determinable 
on the issue date using the assumptions 
and rules provided in § 1.148-4(b). 

Fixed yield issue means any issue if 
each bond that is part of the issue is a 
fixed yield bond. 

Gross proceeds means any proceeds 
and replacement proceeds of an issue. 

Guaranteed investment contract in
cludes any nonpurpose investment that 
has specifically negotiated withdrawal 
or reinvestment provisions and a spe
cifically negotiated interest rate, and 
also includes any agreement to supply 
investments on two or more future 
dates (e.g., a forward supply contract). 



Higher yielding investments means 
higher yielding investments as defined 
in section 148(b)(1). 

Investment means any investment 
property as defined in sections 
148(b)(2) and 148(b)(3), and any other 
tax-exempt bond. 

Investment proceeds means any 
amounts actually or constructively re
ceived from investing proceeds of an 
issue. 

Investment-type property includes 
any property, other than property de
scribed in section 148(b)(2)(A), (B), 
(C), or (E), that is held principally as a 
passive vehicle for the production of 
income. Except as otherwise provided, 
a prepayment for property or services 
is investment-type property if a princi
pal purpose for prepaying is to receive 
an investment return from the time the 
prepayment is made until the time 
payment otherwise would be made. A 
prepayment is not investment-type 
property if-

(1) The prepayment is made for a 
substantial business purpose other than 
investment return and the issuer has no 
commercially reasonable alternative to 
the prepayment, or 

(2) Prepayments on substantially the 
same terms are made by a substantial 
percentage of persons who are similarly 
situated to the issuer but who are not 
beneficiaries of tax-exempt financing. 

Issue price means, except as other
wise provided, issue price as defined in 
sections 1273 and 1274. Generally, the 
issue price of bonds that are publicly 
offered is the first price at which a 
substantial amount of the bonds is sold 
to the pUblic. Ten percent is a substan
tial amount. The public does not 
include bond houses, brokers, or simi
lar persons or organizations acting in 
the capacity of underwriters or whole
salers. The issue price does not change 
if part of the issue is later sold at a 
different price. The issue price of 
bonds that are not substantially identi
cal is determined separately. The issue 
price of bonds for which a bona fide 
public offering is made is determined 
as of the sale date based on reasonable 
expectations regarding the initial public 
offering price. If a bond is issued for 
property, the applicable Federal tax
exempt rate is used in lieu of the 
Federal rate in determining the issue 
price under section 1274. The issue 
price of bonds may not exceed their 
fair market value as of the sale date. 

Issuer generally means the entity that 
actually issues the issue, and, unless 
the context or a provision clearly 
requires otherwise, each conduit bor
rower of the issue. For example, rules 
imposed on issuers to account for gross 
proceeds of an issue apply to a conduit 
borrower to account for any gross 
proceeds received under a purpose 
investment. Provisions regarding elec
tions, filings, liability for the rebate 
amount, and certifications of reasonable 
expectations apply only to the actual 
issuer. 

Multipurpose issue means an issue 
the proceeds of which are used for two 
or more separate purposes determined 
in accordance with § 1.148-9(h). 

Net sale proceeds means sale pro
ceeds, less the portion of those sale 
proceeds invested in a reasonably re
quired reserve or replacement fund 
under section 148(d) and as part of a 
minor portion under section 148(e). 

Nonpurpose investment means any 
investment property, as defined in 
section 148(b), that is not a purpose 
investment. 

Payment means a payment as defined 
in §1.148-3(d) for purposes of comput
ing the rebate amount, and a payment 
as defined in § 1.148-5(b) for purposes 
of computing the yield on an 
investment. 

Plain par bond means a qualified 
tender bond or a bond-

(1) Issued with not more than a de 
minimis amount of original issue dis
count or premium; 

(2) Issued for a price that does not 
include accrued interest other than pre
issuance accrued interest; 

(3) That bears interest from the issue 
date at a single, stated, fixed rate or 
that is a variable rate debt instrument 
under section 1275, in each case with 
interest unconditionally payable at least 
annually; and 

(4) That has a lowest stated redemp
tion price that is not less than its 
outstanding stated principal amount. 

Plain par investment means an in
vestment that is an obligation-

(1) Issued with not more than a de 
minimis amount of original issue dis
count or premium, or, if acquired on a 
date other than the issue date, acquired 
with not more than a de minimis 
amount of market discount or premium; 

(2) Issued for a price that does not 
include accrued interest other than pre
issuance accrued interest; 
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(3) That bears interest from the issue 
date at a single, stated, fixed rate or 
that is a variable rate debt instrument 
under section 1275, in each case with 
interest unconditionally payable at least 
annually; and 

(4) That has a lowest stated redemp
tion price that is not less than its 
outstanding stated principal amount. 

Pre-issuance accrued interest means 
amounts representing interest that ac
crued on an obligation for a period not 
greater than one year before its issue 
date but only if those amounts are paid 
within one year after the issue date. 

Proceeds means any sale proceeds, 
investment proceeds, and transferred 
proceeds of an issue. Proceeds do not 
include, however, amounts actually or 
constructively received with respect to 
a purpose investment that are properly 
allocable to the immaterially higher 
yield under § 1. 148-2( d) or section 
143(g) or to qualified administrative 
costs recoverable under §1.148-5(e). 

Program investment means a purpose 
investment that is part of a govern
mental program in which-

(1) The program involves the orig
ination or acquisition of purpose 
investments; 

(2) At least 95 percent (90 percent 
for qualified student loans under sec
tion 144(b)(1)(A)) of the cost of the 
purpose investments acquired under the 
program represents one or more loans 
to a substantial number of persons 
representing the general public, States 
or political subdivisions, 501(c)(3) or
ganizations, persons who provide hous
ing and related facilities, or any com
bination of the foregoing; 

(3) At least 95 percent of the re
ceipts from the purpose investments are 
used to pay principal, interest, or 
redemption prices on issues that fi
nanced the program, to payor reim
burse administrative costs of those 
issues or of the program, to payor 
reimburse anticipated future losses di
rectly related to the program, to finance 
additional purpose investments for the 
same general purposes of the program, 
or to redeem and retire governmental 
obligations at the next earliest possible 
date of redemption; 

(4) The program documents prohibit 
any obligor on a purpose investment 
financed by the program or any related 
party to that obligor from purchasing 
bonds of an issue that finance the 
program in an amount related to the 
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amount of the purpose investment 
acquired from that obligor; and 

(5) The issuer has not waived the 
right to treat the investment as a 
program investment. 

Purpose investment means an invest
ment that is acquired to carry out the 
governmental purpose of an issue. 

Qualified administrative costs means 
qualified administrative costs as de
fined in §1.148-5(e). 

Qualified guarantee means a 
qualified guarantee as defined in 
§ 1.148-4(f). 

Qualified hedge means a qualified 
hedge as defined in § 1.148-4(h)(2). 

Reasonable expectations or reason
ableness. An issuer's expectations or 
actions are reasonable only if a prudent 
person in the same circumstances as 
the issuer would have those same 
expectations or take those same ac
tions, based on all the objective facts 
and circumstances. Factors relevant to 
a determination of reasonableness in
clude the issuer's history of conduct 
concerning stated expectations made in 
connection with the issuance of obliga
tions, the level of inquiry by the issuer 
into factual matters, and the existence 
of covenants, enforceable by bond
holders, that require implementation of 
specific expectations. For a conduit 
financing issue, factors relevant to a 
determination of reasonableness include 
the reasonable expectations of the 
conduit borrower, but only if, under the 
circumstances, it is reasonable and 
prudent for the issuer to rely on those 
expectations. 

Rebate amount means 100 percent of 
the amount owed to the United States 
under section 148(f)(2), as further 
described in § 1.148-3. 

Receipt means a receipt as defined in 
§ 1.148-3(d) for purposes of computing 
the rebate amount, and a receipt as 
defined in §1.148-5(b) for purposes of 
computing yield on an investment. 

Refunding escrow means one or 
more funds established as part of a 
single transaction or a series of related 
transactions, containing proceeds of a 
refunding issue and any other amounts 
to provide for payment of principal or 
interest on one or more prior issues. 
For this purpose, funds are generally 
not so established solely because of-

(1) The deposit of proceeds of an 
issue and replacement proceeds of the 
prior issue in an escrow more than 6 
months apart, or 
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(2) The deposit of proceeds of com
pletely separate issues in an escrow. 

Restricted working capital expendi
tures means working capital expendi
tures that are subject to the proceeds
spent-last rule in §1.148-6(d)(3)(i) and 
are ineligible for any exception to that 
rule. 

Sale proceeds means any amounts 
actually or constructively received from 
the sale of the issue, including amounts 
used to pay underwriters' discount or 
compensation and accrued interest 
other than pre-issuance accrued inter
est. Sale proceeds also include, but are 
not limited to, amounts derived from 
the sale of a right that is associated 
with a bond, and that is described in 
§ 1. 148-4(b )(4). 

Stated redemption price means the 
redemption price of an obligation under 
the terms of that obligation, including 
any call premium. 

Transferred proceeds means trans
ferred proceeds as defined in § 1.148-9 
(or the applicable corresponding provi
sion of prior law). 

Unconditionally payable means pay
able under terms in which-

(1) Late payment or nonpayment 
results in a significant penalty to the 
borrower or reasonable remedies to the 
lender, and 

(2) It is reasonably certain on the 
issue date that the payment will actu
ally be made. 

Value means value determined under 
§ 1. 148-4( e) for a bond, and value 
determined under § 1. 148-5( d) for an 
investment. 

Variable yield bond means any bond 
that is not a fixed yield bond. 

Variable yield issue means any issue 
that is not a fixed yield issue. 

Yield means yield computed under 
§ I. 148-4 for an issue, and yield 
computed under §1.148-5 for an 
investment. 

Yield restricted means required to be 
invested at a yield that is not materially 
higher than the yield on the issue under 
section 148(a) and § 1.148-2. 

(c) Definition of replacement 
proceeds-(1) In general. Amounts are 
replacement proceeds of an issue if the 
amounts have a sufficiently direct 
nexus to the issue or to the governmen
tal purpose of the issue to conclude 
that the amounts would have been used 
for that governmental purpose if the 
proceeds of the issue were not used or 

to be used for that governmental 
purpose. For this purpose, governmen
tal purposes include the expected use 
of amounts for the payment of debt 
service on a particular date. The m~re 
availability or preliminary earmarkmg 
of amounts for a governmental pury>0se, 
however, does not in itself estabhsh a 
sufficient nexus to cause those amounts 
to be replacement proceeds. Replace
ment proceeds include, but are not 
limited to, sinking funds, pledged 
funds and other replacement proceeds 
described in paragraph (c)( 4) of this 
section, to the extent that those funds 
or amounts are held by or derived from 
a substantial beneficiary of the issue. A 
substantial beneficiary of an issue 
includes the issuer and any related 
party to the issuer, and, if the issuer is 
not a state, the state in which the issuer 
is located. A person is not a substantial 
beneficiary of an issue solely because it 
is a guarantor under a qualified 
guarantee. 

(2) Sinking fund. Sinking fund in
cludes a debt service fund, redemption 
fund, reserve fund, replacement fund, 
or any similar fund, to the extent 
reasonably expected to be used directly 
or indirectly to pay principal or interest 
on the issue. 

(3) Pledged fund-(i) In general. A 
pledged fund is any amount that is 
directly or indirectly pledged to pay 
principal or interest on the issue. A 
pledge need not be cast in any 
particular form but, in substance, must 
provide reasonable assurance that the 
amount will be available to pay princi
pal or interest on the issue, even if the 
issuer encounters financial difficulties. 
A pledge to a guarantor of an issue is 
an indirect pledge to secure payment of 
principal or interest on the issue. A 
pledge of more than 50 percent of the 
outstanding stock of a corporation that 
is a conduit borrower of the issue is 
not treated as a pledge for this purpose, 
unless the corporation is formed or 
availed of to avoid the creation of 
replacement proceeds. 

(ii) Negative pledges. An amount is 
~reated as pled~ed to pay principal or 
Interest on an Issue if it is held under 
an agreement to maintain the amount at 
a particular level for the direct or 
indirect benefit of the bondholders or a 
guarantor of the bonds. An amount is 
not treated as pledged under this 
paragraph (c)(3)(ii), however, if-

(A). . The issuer or a substantial 
benefiCiary may grant rights in the 



amount that are superior to the rights 
of the bondholders or the guarantor; or 

(B) The amount does not exceed 
reasonable needs for which it is main
tained, the required level is tested no 
more frequently than every 6 months, 
and the amount may be spent without 
any substantial restriction other than a 
requirement to replenish the amount by 
the next testing date. 

(4) Other replacement proceeds-(i) 
Bonds outstanding longer than 
necessary-(A) In general. Replace
ment proceeds arise to the extent that 
the issuer reasonably expects as of the 
issue date that-

(1) The term of an issue will be 
longer than is reasonably necessary for 
the governmental purposes of the issue, 
and 

(2) There will be available amounts 
during the period that the issue remains 
outstanding longer than necessary. 
Whether an issue is outstanding longer 
than necessary is determined under 
§ 1.148-10. Replacement proceeds are 
created under this paragraph (c)( 4)
(i)(A) at the beginning of each fiscal 
year during which an issue remains 
outstanding longer than necessary in an 
amount equal to available amounts of 
the issuer as of that date. 

(B) Safe harbor against creation of 
replacement proceeds. As a safe har
bor, replacement proceeds do not arise 
under paragraph (c)(4)(i)(A) of this 
section-

(1) For the portion of an issue that is 
to be used to finance restricted working 
capital expenditures, if that portion is 
not outstanding longer than 2 years; 

(2) For the portion of an issue 
(including a refunding issue) that is to 
be used to finance or refinance capital 
projects, if that portion has a weighted 
average maturity that does not exceed 
120 percent of the average reasonably 
expected economic life of the financed 
capital projects, determined in the same 
manner as under section 147(b); or 

(3) For the portion of an issue that is 
a refunding issue, if that portion has a 
weighted average maturity that does 
not exceed the remaining weighted 
average maturity of the prior issue, and 
the issue of which the prior issue is a 
part satisfies paragraph (c)( 4)(i )(B)(1 ) 
or (2) of this section. 

(ii) Bonds financing a working capi
tal reserve-(A) In general. Except as 
otherwise provided in paragraph 
(c)(4)(ii)(B) of this section, replace-

ment proceeds arise to the extent a 
working capital reserve is, directly or 
indirectly, financed with the proceeds 
of the issue (regardless of the expendi
ture of proceeds of the issue). Thus, for 
example, if an issuer that does not 
maintain a working capital reserve 
borrows to fund such a reserve, the 
issuer will have replacement proceeds. 

(B) Exception to creation of replace
ment proceeds. Replacement proceeds 
do not arise under paragraph 
(c)(4)(ii)(A) of this section with respect 
to an issue-

(1) All of the net proceeds of which 
are spent within 6 months of the issue 
date under section 148(f)(4)(B)(iii)(I); 
or 

(2) That is not subject to the rebate 
requirement under the exception 
provided by section 148(f)(4)(D). 

(d) Elections. Except as otherwise 
provided, any required elections must 
be made in writing, and, once made, 
may not be revoked without the per
mission of the Commissioner. 

§1.148-2 General arbitrage yield 
restriction rules. 

(a) In general. Under section 148(a), 
the direct or indirect investment of the 
gross proceeds of an issue in higher 
yielding investments causes the bonds 
of the issue to be arbitrage bonds. The 
investment of proceeds in higher yield
ing investments, however, during a 
temporary period described in para
graph ( e) of this section, as part of a 
reasonably required reserve or replace
ment fund described in paragraph (f) of 
this section, or as part of a minor 
portion described in paragraph (g) of 
this section does not cause the bonds of 
the issue to be arbitrage bonds. Bonds 
are not arbitrage bonds under this 
section as a result of an inadvertent, 
insubstantial error. 

(b) Reasonable expectations-(l) In 
general. Except as provided in para
graph (c) of this section, the determina
tion of whether an issue consists of 
arbitrage bonds under section 148(a) is 
based on the issuer's reasonable expec
tations as of the issue date regarding 
the amount and use of the gross 
proceeds of the issue. 

(2) Certification of expectations-(i) 
In general. An officer of the issuer 
responsible for issuing the bonds must, 
in good faith, certify the issuer's 
expectations as of the issue date. The 
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certification must state the facts and 
estimates that form the basis for the 
issuer's expectations. The certification 
is evidence of the issuer's expectations, 
but does not establish any conclusions 
of law or any presumptions regarding 
either the issuer's actual expectations 
or their reasonableness. 

(ii) Exceptions to certification re
quirement. An issuer is not required to 
make a certification for an issue under 
paragraph (b)(2)(i) of this section if-

(A) The issuer reasonably expects as 
of the issue date that there will be no 
unspent gross proceeds after the issue 
date, other than gross proceeds in a 
bona fide debt service fund (e.g., 
equipment lease financings in which 
the issuer purchases equipment in 
exchange for an installment payment 
note); or 

(B) The issue price of the issue does 
not exceed $250,000. 

(c) Intentional acts. The taking of 
any deliberate, intentional action by the 
issuer or person acting on its behalf 
after the issue date in order to earn 
arbitrage causes the bonds of the issue 
to be arbitrage bonds if that action, had 
it been expected on the issue date, 
would have caused the bonds to be 
arbitrage bonds. An intent to violate 
the requirements of section 148 is not 
necessary for an action to be 
intentional. 

(d) Materially higher yielding 
investments-(l) In general. The yield 
on investments is materially higher 
than the yield on the issue to which the 
investments are allocated if the yield 
on the investments over the term of the 
issue exceeds the yield on the issue by 
an amount in excess of the applicable 
definition of materially higher set forth 
in paragraph (d)(2) of this section. If 
yield restricted investments in the same 
class are subject to different definitions 
of materially higher, the applicable 
definition of materially higher that 
produces the lowest permitted yield 
applies to all the investments in the 
class. The yield on the issue is 
determined under § 1.148-4. The yield 
on investments is determined under 
§1.148-5. 

(2) Definitions of materially higher 
yield-(i) General rule for purpose and 
nonpurpose investments. For invest
ments that are not otherwise described 
in this paragraph (d)(2), materially 
higher means one-eighth of 1 percent
age point. 
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(ii) Refunding escrows and replace
ment proceeds. For investments in a 
refunding escrow or for investments 
allocable to replacement proceeds, ma
terially higher means one-thousandth of 
I percentage point. 

(iii) Program investments. For pro
gram investments that are not described 
in paragraph (d)(2)(iv) of this section, 
materially higher means I and one-half 
percentage points. 

(iv) Student loans. For qualified stu
dent loans that are program invest
ments, materially higher means 2 per
centage points. 

(v) Tax-exempt investments. For in
vestments that are tax-exempt bonds 
and are not investment property under 
section 148(b)(3), no yield limitation 
applies. 

(3) Mortgage loans. Qualified mort
gage loans that satisfy the requirements 
of section 143(g) are treated as meeting 
the requirements of this paragraph (d). 

(e) Temporary periods-(1) In gen
eral. During the temporary periods set 
forth in this paragraph (e), the proceeds 
and replacement proceeds of an issue 
may be invested in higher yielding 
investments without causing bonds in 
the issue to be arbitrage bonds. This 
paragraph (e) does not apply to refund
ing issues (see §1.148-9). 

(2) General 3-year temporary period 
for capital projects and qualified mort
gage loans-(i) In general. The net 
sale proceeds and investment proceeds 
of an issue reasonably expected to be 
allocated to expenditures for capital 
projects qualify for a temporary period 
of 3 years beginning on the issue date 
(the 3-year temporary period). The 
3-year temporary period also applies to 
the proceeds of qualified mortgage 
bonds and qualified veterans' mortgage 
bonds by substituting qualified mort
gage loans in each place that capital 
projects appears in this paragraph 
(e)(2). The 3-year temporary period 
applies only if the issuer reasonably 
expects to satisfy the expenditure test, 
the time test, and the due diligence test. 
These rules apply separately to each 
conduit loan financed by an issue 
(other than qualified mortgage loans), 
with the expenditure and time tests 
measured from the issue date of the 
issue. 

(A) Expenditure test. The expendi
ture test is met if at least 85 percent of 
the net sale proceeds of the issue are 
allocated to expenditures on the capital 
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projects by the end of the 3-year 
temporary period. 

(B) Time test. The time test is met if 
the issuer incurs within 6 months of the 
issue date a substantial binding obliga
tion to a third party to expend at least 
5 percent of the net sale proceeds of 
the issue on the capital projects. An 
obligation is not binding if it is subject 
to contingencies within the issuer's or a 
related party's control. 

(C) Due diligence test. The due dili
gence test is met if completion of the 
capital projects and the allocation of 
the net sale proceeds of the issue to ex
penditures proceed with due diligence. 

(ii) 5-year temporary period. In the 
case of proceeds expected to be allo
cated to a capital project involving a 
substantial amount of construction ex
penditures (as defined in §1.148-7), a 
5-year temporary period applies in lieu 
of the 3-year temporary period if the 
issuer satisfies the requirements of 
paragraph (e)(2)(i) of this section ap
plied by substituting "5 years" in each 
place that "3 years" appears, and both 
the issuer and a licensed architect or 
engineer certify that the longer period 
is necessary to complete the capital 
project. 

(3) Temporary period for restricted 
working capital expenditures-(i) Gen
eral rule. The proceeds of an issue that 
are reasonably expected to be allocated 
to restricted working capital expendi
tures within 13 months after the issue 
date qualify for a temporary period of 
13 months beginning on the issue date. 
Paragraph (e)(2) of this section con
tains additional temporary period rules 
for certain working capital expenditures 
that are treated as part of a capital 
project. 

(ii) Longer temporary period for 
certain tax anticipation issues. If an 
issuer reasonably expects to use tax 
revenues arising from tax levies for a 
single fiscal year to redeem or retire an 
issue, and the issue matures by the 
earlier of 2 years after the issue date or 
60 days after the last date for payment 
of those taxes without interest or 
penalty, the temporary period under 
paragraph (e)(3)(i) of this section is 
extended until the maturity date of the 
issue. 

(4) Temporary period for pooled fi
nancings-(i) In general. Proceeds of a 
pooled financing issue reasonably ex
pected to be used to finance purpose 
investments qualify for a temporary 
period of 6 months while held by the 

issuer before being loaned to a conduit 
borrower. Any otherwise available tem
porary period for proceeds ~eld by a 
conduit borrower, however, IS redu~ed 
by the period of time during ~hlch 
those proceeds were held by the Issu~r 
before being loaned. For example,. If 
the proceeds of a pooled financmg 
issue loaned to a conduit borrower 
would qualify for a 3-year temporary 
period, and the proceeds are held by 
the issuer for 5 months before being 
loaned to the conduit borrower, the 
proceeds qualify for only an additional 
31-month temporary period after being 
loaned to the conduit borrower. Except 
as provided in paragraph (e)(4)(iv) of 
this section, this paragraph (e)( 4) does 
not apply to any qualified mortgage 
bond or qualified veterans' mortgage 
bond under section 143. 

(ii) Loan repayments-(A) Amount 
held by the issuer. The temporary 
period under this paragraph (e)(4) for 
proceeds from the sale or repayment of 
any loan that are reasonably expected 
to be used to make or finance new 
loans is 3 months. 

(B) Amounts re-Ioaned to conduit 
borrowers. Any temporary period for 
proceeds held by a conduit borrower 
under a new loan from amounts de
scribed in paragraph (e)(4)(ii)(A) of 
this section is determined by treating 
the date the new loan is made as the 
issue date and by reducing the tempo
rary period by the period the amounts 
were held by the issuer following the 
last repayment. 

(iii) Construction issues. If all or a 
portion of a pooled financing issue 
qualifies as a construction issue under 
§1.148-7(b)(6), paragraph (e)(4)(i) of 
this section is applied by substituting 
"2 years" for "6 months." 

(iv) Amounts re-Ioaned for qualified 
mortgage loans. The temporary period 
under this paragraph (e)(4) for proceeds 
from the sale, prepayment, or repay
ment of any qualified mortgage loan 
that are reasonably expected to be used 
to make or finance new qualified 
mortgage loans is 3 years. 

(5) Temporary period for replace
ment proceeds-(i) In general. Except 
as otherwise provided, replacement 
proceeds qualify for a temporary period 
of 30 days beginning on the date that 
the amounts are first treated as replace
ment proceeds. 

(ii) Temporary period for bona fide 
debt service funds. Amounts in a bona 



fide debt service fund for an issue 
qualify for a temporary period of 13 
months. If only a portion of a fund 
qualifies as a bona fide debt service 
fund, only that portion qualifies for this 
temporary period. 

(6) Temporary period for investment 
proceeds. Except as otherwise provided 
in this paragraph (e), investment pro
ceeds qualify for a temporary period of 
1 year beginning on the date of receipt. 

(7) Other amounts. Gross proceeds 
not otherwise eligible for a temporary 
period described in this paragraph (e) 
qualify for a temporary period of 30 
days beginning on the date of receipt. 

(f) Reserve or replacement funds
(1) General 10 percent limitation on 
funding with sale proceeds. An issue 
consists of arbitrage bonds if sale 
proceeds of the issue in excess of 10 
percent of the stated principal amount of 
the issue are used to finance any reserve 
or replacement fund, without regard to 
whether those sale proceeds are invested 
in higher yielding investments. If an 
issue has more than a de minimis 
amount of original issue discount or 
premium, the issue price (net of pre
issuance accrued interest) is used to 
measure the lO-percent limitation in lieu 
of stated principal amount. This rule 
does not limit the use of amounts other 
than sale proceeds of an issue to fund a 
reserve or replacement fund. 

(2) Exception from yield restriction 
for reasonably required reserve or 
replacement funds-(i) In general. The 
investment of amounts that are part of a 
reasonably required reserve or replace
ment fund in higher yielding invest
ments will not cause an issue to consist 
of arbitrage bonds. A reasonably re
quired reserve or replacement fund may 
consist of all or a portion of one or 
more funds, however labelled, derived 
from one or more sources. Amounts in a 
reserve or replacement fund in excess of 
the amount that is reasonably required 
are not part of a reasonably required 
reserve or replacement fund. 

(ii) Size limitation. The amount of 
gross proceeds of an issue that qualifies 
as a reasonably required reserve or 
replacement fund may not exceed an 
amount equal to the least of 10 percent 
of the stated principal amount of the 
issue, the maximum annual principal 
and interest requirements on the issue, 
or 125 percent of the average annual 
principal and interest requirements on 
the issue. If an issue has more than a de 
minimis amount of original issue dis-

count or premium, the issue price of the 
issue (net of pre-issuance accrued inter
est) is used to measure the 10 percent 
limitation in lieu of its stated principal 
amount. For a reserve or replacement 
fund that secures more than one issue 
(e.g. a parity reserve fund), the size 
limitation may be measured on an 
aggregate basis. 

(iii) Valuation of investments. Invest
ments in a reasonably required reserve 
or replacement fund may be valued in 
any reasonable, consistently applied 
manner that is permitted under § 1.148-
5. 

(iv) 150 percent debt service limita
tion on investment in nonpurpose invest
ments for certain private activity bonds. 
Section l48(d)(3) contains additional 
limits on the amount of gross proceeds 
of an issue of private activity bonds, 
other than qualified 50l(c)(3) bonds, 
that may be invested in higher yielding 
nonpurpose investments without causing 
the bonds to be arbitrage bonds. For 
purposes of these rules, initial tempo
rary period means the temporary peri
ods under paragraphs (e)(2), (e)(3), and 
(e)(4) of this section and under §1.148-
9( d)(2)(i), (ii), and (iii). 

(3) Certain parity reserve funds. The 
limitation contained in paragraph (f)(1) 
of this section does not apply to an 
issue if the master legal document 
authorizing the issuance of the bonds 
(e.g., a master indenture) was adopted 
before August 16, 1986, and that 
document-

(i) Requires a reserve or replacement 
fund in excess of 10 percent of the sale 
proceeds, but not more than maximum 
annual principal and interest 
requirements; 

(ii) Is not amended after August 31, 
1986 (other than to permit the issuance 
of additional bonds as contemplated in 
the master legal document); and 

(iii) Provides that bonds having a 
parity of security may not be issued by 
or on behalf of the issuer for the 
purposes provided under the document 
without satisfying the reserve fund 
requirements of the indenture. 

(g) Minor portion. Under section 
l48(e), a bond of an issue is not an 
arbitrage bond solely because of the 
investment in higher yielding invest
ments of gross proceeds of the issue in 
an amount not exceeding the lesser of-

(1) 5 percent of the sale proceeds of 
the issue; or 
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(2) $100,000. 

(h) Certain waivers permitted. On or 
before the issue date, an issuer may 
elect to waive the right to invest in 
higher yielding investments during any 
temporary period under paragraph (e) of 
this section or as part of a reasonably 
required reserve or replacement fund 
under paragraph (f) of this section. At 
any time, an issuer may waive the right 
to invest in higher yielding investments 
as part of a minor portion under 
paragraph (g) of this section. 

§I.I48-3 General arbitrage rebate 
rules. 

(a) In general. Section l48(f) re
quires that certain earnings on nonpur
pose investments allocable to the gross 
proceeds of an issue be paid to the 
United States to prevent the bonds in 
the issue from being arbitrage bonds. 
The arbitrage that must be rebated is 
based on the difference between the 
amount actually earned on nonpurpose 
investments and the amount that would 
have been earned if those investments 
had a yield equal to the yield on the 
issue. 

(b) Definition of rebate amount. As 
of any date, the rebate amount for an 
issue is the excess of the future value, 
as of that date, of all receipts on 
nonpurpose investments over the future 
value, as of that date, of all payments 
on nonpurpose investments. 

(c) Computation of future value of a 
payment or receipt. The future value of 
a payment or receipt at the end of any 
period is determined using the 
economic accrual method and equals 
the value of that payment or receipt 
when it is paid or received (or treated 
as paid or received), plus interest 
assumed to be earned and compounded 
over the period at a rate equal to the 
yield on the issue, using the same 
compounding interval and financial 
conventions used to compute that yield. 

(d) Payments and receipts-(1) Defi
nition of payments. For purposes of this 
section, payments are-

(i) Amounts actually or con
structively paid to acquire a nonpur
pose investment (or treated as paid to a 
commingled fund); 

(ii) For a nonpurpose investment that 
is first allocated to an issue on a date 
after it is actually acquired (e.g., an 
investment that becomes allocable to 
transferred proceeds or to replacement 
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proceeds) or that becomes subject to 
the rebate requirement on a date after it 
is actually acquired (e.g., an investment 
allocated to a reasonably required 
reserve or replacement fund for a 
construction issue at the end of the 
2-year spending period), the value of 
that investment on that date; 

(iii) For a nonpurpose investment 
that was allocated to an issue at the 
end of the preceding computation 
period, the value of that investment at 
the beginning of the computation 
period; 

(iv) On the last day of each bond 
year during which there are amounts 
allocated to gross proceeds of an issue 
that are subject to the rebate require
ment, and on the final maturity date, a 
computation credit of $1,000; and 

(v) Yield reduction payments on 
nonpurpose investments made pursuant 
to § 1.148-5(c). 

(2) Definition of receipts. For pur
poses of this section, receipts are-

(i) Amounts actually or con
structively received from a nonpurpose 
investment (including amounts treated 
as received from a commingled fund), 
such as earnings and return of 
principal; 

(ii) For a nonpurpose investment that 
ceases to be allocated to an issue 
before its disposition or redemption 
date (e.g., an investment that becomes 
allocable to transferred proceeds of 
another issue or that ceases to be 
allocable to the issue pursuant to the 
universal cap under § 1.148-6) or that 
ceases to be subject to the rebate 
requirement on a date earlier than its 
disposition or redemption date (e.g., an 
investment allocated to a fund initially 
subject to the rebate requirement but 
that subsequently qualifies as a bona 
fide debt service fund), the value of 
that nonpurpose investment on that 
date; and 

(iii) For a nonpurpose investment 
that is held at the end of a computation 
period, the value of that investment at 
the end of that period. 

(3) Special rules for commingled 
funds. Section 1.148-6(e) provides spe
cial rules to limit certain of the 
required detenninations of payments 
and receipts for investments of a 
commingled fund. 

(e) Computation dates-(l) In gen
eral. For a fixed yield issue, an issuer 
may treat any date as a computation 
date. For a variable yield issue, an 
issuer: 
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(i) May treat the last day of any 
bond year ending on or before the 
latest date on which the first rebate 
amount is required to be paid under 
paragraph (f) of this section (the first 
required payment date) as a computa
tion date but may not change that 
treatment after the first payment date; 
and 

(ii) After the first required payment 
date, must consistently treat either the 
end of each bond year or the end of 
each fifth bond year as computation 
dates and may not change these com
putation dates after the first required 
payment date. 

(2) Final computation date. The date 
that an issue is discharged is the final 
computation date. For an issue retired 
within 3 years of the issue date, 
however, the final computation date 
need not occur before the end of 8 
months after the issue date or during 
the period in which the issuer reason
ably expects that any of the spending 
exceptions under § 1.148-7 will apply 
to the issue. 

(f) Amount of required rebate in
stallment payment-( 1) Amount of in
terim rebate payments. The first rebate 
installment payment must be made for 
a computation date that is not later than 
5 years after the issue date. Subsequent 
rebate installment payments must be 
made for a computation date that is not 
later than 5 years after the previous 
computation date for which an install
ment payment was made. A rebate in
stallment payment must be in an 
amount that, when added to the future 
value, as of the computation date, of 
previous rebate payments made for the 
issue, equals at least 90 percent of the 
rebate amount as of that date. 

(2) Amount of final rebate payment. 
For the final computation date, a final 
rebate payment must be paid in an 
amount that, when added to the future 
value of previous rebate payments 
made for the issue, equals 100 percent 
of the rebate amount as of that date. 

(3) Future value of rebate payments. 
The future value of a rebate payment is 
detennined under paragraph (c) of this 
section. This value is computed by 
taking into account recoveries of 
overpayments. 

(g) Time and manner of payment. 
Each rebate payment must be paid no 
later than 60 days after the computation 
date to which the payment relates. Any 
rebate payment paid within this 60-day 
period may be treated as paid on the 

computation date to which it ~el~tes: A 
rebate payment is paid when It I~ fIled 
with the Internal Revenue ServIce at 
the place or places designated by the 
Commissioner. A payment ~ust be 
accompanied by the form prOVIded by 
the Commissioner for this purpose. 

(h) Penalty in lieu of loss of tax 
exemption-(l) In general. The failure 
to pay the correct rebate amount when 
required will cause the bonds of the 
issue to be arbitrage bonds, unless the 
Commissioner determines that the 
failure was not caused by willful 
neglect and the issuer promptly pays a 
penalty to the United States. If no bond 
of the issue is a private activity bond 
(other than a qualified 501(c)(3) bond), 
the penalty equals 50 percent of the 
rebate amount not paid when required 
to be paid, plus interest on that amount. 
Otherwise, the penalty equals 100 
percent of the rebate amount not paid 
when required to be paid, plus interest 
on that amount. 

(2) Interest on underpayments. Inter
est accrues at the underpayment rate 
under section 6621, beginning on the 
date the correct rebate amount is due 
and ending on the date 10 days before 
it is paid. 

(3) Waivers of the penalty. The 
penalty is automatically waived if the 
rebate amount that the issuer failed to 
pay plus interest is paid within 180 
days after discovery of the failure, 
unless, the Commissioner detennines 
that- the failure was due to willful 
neglect, or the issue is under examina
tion by the Commissioner at any time 
during the period beginning on the date 
the failure first occurred and ending on 
the date 90 days after the receipt of the 
rebate amount. Generally, extensions of 
this 180-day period and waivers of the 
penalty in other cases will be granted 
by the Commissioner only in unusual 
circumstances. 

(4) Application to alternative penalty 
under §1.14B-7. Paragraphs (h)(1), (2), 
and (3) of this section apply to failures 
to pay penalty payments under § 1.148-
7 (alternative penalty amounts) by 
substituting alternative penalty amounts 
for rebate amount and the last day of 
each spending period for computation 
date. 

(i) Recovery of overpayment of 
rebate-(l) In general. An issuer may 
recover an overpayment for an issue of 
tax-exempt bonds by establishins:r to the 
satisfaction of the Commissio;er that 
the overpayment occurred. An overpay-



ment is the excess of the amount paid 
to the United States for an issue under 
section 148 over the sum of the rebate 
amount for the issue as of the most 
recent computation date and all 
amounts that are otherwise required to 
be paid under section 148 as of the 
date the recovery is requested. 

(2) Limitations on recovery. (i) An 
overpayment may be recovered only to 
the extent that a recovery on the date 
that it is first requested would not 
result in an additional rebate amount if 
that date were treated as a computation 
date'. 

(ii) Except for overpayments of 
penalty in lieu of rebate under section 
148(f)(4)(C)(vii) and §1.148-7(k), an 
overpayment of less than $5,000 may 
not be recovered before the final 
computation date. 

(j) Examples. The provisions of this 
section may be illustrated by the 
following examples. 

Example 1. Calculation and payment of rebate 
for a fixed yield issue. (i) Facts. On January I, 
1994, City A issues a fixed yield issue and 
invests all the sale proceeds of the issue ($49 
million). There are no other gross proceeds. The 
issue has a yield of 7.0000 percent per year 
compounded semiannually (computed on a 30 
day monthl360 day year basis). City A receives 
amounts from the investment and immediately 
expends them for the governmental purpose of 
the issue as follows: 

Date 
2/1/1994 
4/1/1994 
6/1/1994 
9/1/1994 
7/1/1995 

Amount 
$3,000,000 

5,000,000 
14,000,000 
20,000,000 
10,000,000 

(ii) First computation date. (A) City A selects 
a bond year ending on January I, and thus the 
first required computation date is January I, 
1999. The rebate amount as of this date is 
computed by determining the future value of the 
receipts and the payments for the investment. 
The compounding interval is each 6-month (or 
shorter) period and the 30 day monthl360 day 
year basis is used because these conventions 
were used to compute yield on the issue. The 
future value of these amounts, plus the computa
tion credit, as of January I, 1999, is: 

Receipts 
Date (Payments) 

111/1994 ($49,000,000) 
2/111994 3,000,000 
4/111994 5,000,000 
61111994 14,000,000 
91111994 20,000,000 
11111995 (1,000) 
7/111995 10,000,000 
11111996 (1,000) 
Rebate amount (1/0111999) 

FV (7.0000 
percent) 

($69,119,339) 
4,207,602 
6,932,715 

19,190,277 
26,947,162 

(1.317) 
12,722,793 

(1,229) 
$878,664 

(B) City A pays 90 percent of the rebate 

amount ($790,798) to the United States within 60 
days of January I, 1999. 

(iii) Second computation date. (A) On the next 
required computation date, January I, 2004, the 
future value of the payments and receipts is: 

Date 
11111999 
Rebate amount 
(110112004) 

Receipts 
(Payments) 

$878,664 

FV (7.0000 
percent) 
$1,239,442 

$1,239,442 

(B) As of this computation date, the future 
value of the payment treated as made on January 
1, 1999, is $1,115,499, which equals at least 90 
percent of the rebate amount as of this 
computation date ($1,239,442 x 0.9), and thus 
no additional rebate payment is due as of this 
date. 

(iv) Final computation date. (A) On January 
I, 2009, City A redeems all the bonds, and thus 
this date is the final computation date. The future 
value of the receipts and payments as of this date 
is: 

Date 
11112004 
11112009 
Rebate amount 
(I/O 112009) 

Receipts 
(Payments) 
$1,239,442 

(1,000) 

FV (7.0000 
percent) 

$1.748,355 
(1,000) 

$1.747,355 

(B) As of this computation date, the future 
value of the payment made on January 1, 1999, 
is $1,573,521 and thus an additional rebate 
payment of $173,834 is due. This payment 
reflects the future value of the 10 percent unpaid 
portion, and thus would not be owed had the 
issuer paid the full rebate amount as of any prior 
computation date. 

Example 2. Calculation and payment of rebate 
for a variable yield issue. (i) Facts. On July I, 
1994, City B issues a variable yield issue and 
invests all of the sale proceeds of the issue ($30 
million). There are no other gross proceeds. As 
of July 1, 1999, there are nonpurpose invest
ments allocated to the issue. Prior to July I, 
1999, City B receives amounts from nonpurpose 
investments and immediately expends them for 
the governmental purpose of the issue as follows: 

Date 
81111994 
71111995 

121111995 
7/111999 

Amount 
$5,000,000 

8,000,000 
17,000,000 

650,000 

(ii) First computation date. (A) City B treats 
the last day of the fifth bond year (July 1, 1999) 
as a computation date. The yield on the variable 
yield issue during the first computation period 
(the period beginning on the issue date and 
ending on the first computation date) is 6.0000 
percent per year compounded semiannually. The 
value of the nonpurpose investments allocated to 
the issue as of July I, 1999, is $3 million. The 
rebate amount as of July I, 1999, is computed by 
determining the future value of the receipts and 
the payments for the nonpurpose investments. 
The compounding interval is each 6-month (or 
shorter) period and the 30 day monthl360 day 
year basis is used because these conventions 
were used to compute yield on the issue. The 
future value of these amounts and of the 
computation date credits as of July 1. 1999, is: 

Date 
Receipts 

(Payments) 

7/111994 ($30,000,000) 
81111994 5,000,000 
71111995 (1,000) 
7/111995 8,000,000 

12/111995 17,000,000 
7/111996 (1,000) 
71111997 (1,000) 
71111998 (1,000) 
71111999 3,000,000 
71111999 650,000 
7/111999 (1,000) 

Rebate amount (7/0111999) 
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FV (6.0000 
percent) 

($40,317,491) 
6,686,560 

(1,267) 
10,134,161 
21,011,112 

(1,194) 
(1,126) 
(1,061) 

3,000,000 
650,000 

(1,000) 
$1,158,694 

(B) City B pays 90 percent of the rebate 
amount ($1,042,824.60) to the United States 
within 60 days of July I, 1999. 

(iii) Next computation date. (A) On July I, 
2004, City B redeems all of the bonds. Thus, the 
next computation date is July I, 2004. On July 
30, 1999, City B chose to compute rebate for 
periods following the first computation period by 
treating the end of each fifth bond year as a 
computation date. The yield during the second 
computation period is 5.0000 percent per year 
compounded semiannually. The computation of 
the rebate amount as of this date reflects the 
value of the nonpurpose investments allocated to 
the issue at the end of the prior computation 
period. On July I, 2004, City B sells those 
nonpurpose investments for $3,925,000 and 
expends that amount for the governmental 
purpose of the issue. 

(B) As of July I, 2004, the future value of the 
rebate amount computed as of July I, 1999, and 
of all other payments and receipts is: 

Receipts FV (5.0000 
Date (Payments) percent) 

7/111999 $1,158,694 $1,483,226 
7/111999 (3,000,000) (3,840,254) 
7/112000 (1,000) (1,218) 
71112001 (1,000) (1,160) 
7/112002 (1,000) (1,104) 
7/112003 (1,000) (1,051) 
7/112004 (2,000) (2,000) 
7/112004 3,925,000 3,925,000 

$1,561,439 

(C) As of this computation date, the future 
value of the payment made on July I, 1999, is 
$1,334,904 and thus an additional rebate pay
ment of $226,535 is due. 

(k) Bona fide debt service fund 
exception. Under section 148(f)(4)(A), 
the rebate requirement does not apply 
to amounts in certain bona fide debt 
service funds. An issue with an average 
annual debt service that is not in excess 
of $2,500,000 may be treated as 
satisfying the $100,000 limitation in 
section 148(f)( 4 )(A)(ii). 

§I.148-4 Yield on an issue of bonds. 

(a) In general. The yield on an issue 
of bonds is used to apply investment 
yield restrictions under section l48(a) 
and to compute rebate liability under 
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section 148(f). Yield is computed under 
the economic accrual method using any 
consistently applied compounding inter
val of not more than one year. A short 
first compounding interval and a short 
last compounding interval may be used. 
Yield is expressed as an annual per
centage rate that is calculated to at 
least four decimal places (e.g., 5.2525 
percent). Other reasonable, standard 
financial conventions, such as the 30 
days per monthl360 days per year 
convention, may be used in computing 
yield but must be consistently applied. 
The yield on an issue that would be a 
purpose investment (absent section 
148(b)(3)(A)) is equal to the yield on 
the conduit financing issue that fi
nanced that purpose investment. The 
Commissioner may permit issuers of 
qualified mortgage bonds or qualified 
student loan bonds to use a single yield 
for two or more issues. 

(b) Computing yield on a fixed yield 
issue-(l) In general-(i) Yield on an 
issue. The yield on a fixed yield issue 
is the discount rate that, when used in 
computing the present value as of the 
issue date of all unconditionally pay
able payments of principal, interest, 
and fees for qualified guarantees on the 
issue and amounts reasonably expected 
to be paid as fees for qualified 
guarantees on the issue, produces an 
amount equal to the present value, 
using the same discount rate, of the 
aggregate issue price of bonds of the 
issue as of the issue date. Further, 
payments include certain amounts prop
erly allocable to a qualified hedge. 
Yield on a fixed yield issue is com
puted as of the issue date and is not 
affected by subsequent unexpected 
events, except to the extent provided in 
paragraphs (b)(4) and (h)(3) of this 
section. 

(ii) Yield on a bond. Yield on a 
fixed yield bond is computed in the 
same manner as yield on a fixed yield 
issue. 

(2) Yield on certain fixed yield 
bonds subject to mandatory or con
tingent early redemption-(i) In gen
eral. The yield on a fixed yield issue 
that includes a bond subject to manda
tory early redemption or expected 
contingent redemption is computed by 
treating that bond as redeemed on its 
reasonably expected early redemption 
date for an amount equal to its value 
on that date. Reasonable expectations 
are determined on the issue date. A 
bond is subject to mandatory early 

30 1993-2 C.B. 

redemption if it is unconditionally 
payable in full before its final maturity 
date. A bond is subject to a contingent 
redemption if it must be, or is reason
ably expected to be, redeemed prior to 
final maturity upon the occurrence of a 
contingency. A contingent redemption 
is taken into account only if the 
contingency is reasonably expected to 
occur, in which case the date of 
occurrence of the contingency must be 
reasonably estimated. For example, if 
bonds are reasonably expected to be 
redeemed early using excess revenues 
from general or special property taxes 
or benefit assessments or similar 
amounts, the reasonably expected re
demption schedule is used to determine 
yield. For purposes of this paragraph 
(b)(2)(i), excess proceeds calls for 
issues for which the requirements of 
§1.148-2(e)(2) or (3) are satisfied, 
calamity calls, and refundings do not 
cause a bond to be subject to early 
redemption. The value of a bond is 
determined under paragraph (e) of this 
section. 

(ii) Substantially identical bonds 
subject to mandatory early redemption. 
If substantially identical bonds of an 
issue are subject to specified mandatory 
redemptions prior to final maturity 
(e.g., a mandatory sinking fund re
demption requirement), yield on that 
issue is computed by treating those 
bonds as redeemed in accordance with 
the redemption schedule for an amount 
equal to their value. Generally, bonds 
are substantially identical if the stated 
interest rate, maturity, and payment 
dates are the same. In computing the 
yield on an issue containing bonds 
described in this paragraph (b )(2)(ii), 
each of those bonds must be treated as 
redeemed at its present value, unless 
the stated redemption price at maturity 
of the bond does not exceed the issue 
price of the bond by more than one
fourth of one percent multiplied by the 
product of the stated redemption price 
at maturity and the number of years to 
the weighted average maturity date of 
the substantially identical bonds, in 
which case each of those bonds must 
be treated as redeemed at its outstand
ing stated principal amount, plus ac
crued, unpaid interest. Weighted aver
~ge maturity is determined by taking 
mto account the mandatory redemption 
schedule. 

(3) Yield on certain fixed yield 
bonds subject to optional early 
redemption-(i) In general. If a fixed 
yield bond is subject to optional early 

redemption and is described !n para
graph (b )(3)(ii) of this section, the 
yield on the issue containing the bond 
is computed by treating the .bond . as 
redeemed at its stated redemptIOn pnce 
on the optional redemption date that 
would produce the lowest yield on the 
issue. 

(ii) Fixed yield bonds subject to 
special yield calculation rule. A fixed 
yield bond is described in this para
graph (b)(3)(ii) only if it-

(A) Is subject to optional redemption 
within five years of the issue date, but 
only if the yield on the issue computed 
by assuming all bonds in the issue 
subject to redemption within 5 years of 
the issue date are redeemed at maturity 
is more than one-eighth of one percent
age point higher than the yield on that 
issue computed by assuming all bonds 
subject to optional redemption within 5 
years of the issue date are redeemed at 
the earliest date for their redemption; 

(B) Is issued at an issue price that 
exceeds the stated redemption price at 
maturity by more than one-fourth of 
one percent multiplied by the product 
of the stated redemption price at 
maturity and the number of complete 
years to the first optional redemption 
date for the bond; or 

(C) Bears interest at increasing inter
est rates (i.e., a stepped coupon bond). 

(4) Yield recomputed upon transfer 
of certain rights associated with the 
bond. For purposes of §1.148-3, as of 
the date of any transfer, waiver, modi
fication, or similar transaction (collec
tively, a transfer) of any right that is 
part of the terms of a bond or is 
otherwise associated with a bond (e.g., 
a redemption right), in a transaction 
that is separate and apart from the 
original sale of the bond, the issue is 
treated as if it were retired and a new 
issue issued on the date of the transfer 
(reissued). The redemption price of the 
retired issue and the issue price of the 
new issue equal the aggregate values of 
all the bonds of the issue on the date of 
the transfer. In computing yield on the 
new issue, any amounts received by the 
issuer as consideration for the transfer 
are taken into account. 

(5) Examples. The provisions of this 
paragraph (b) may be illustrated by· the 
following examples. 

Example 1. No early call. (i) Facts. On 
January I, 1994, City A issues an issue 
consisting of four identical fixed yield bonds. 
The stated final maturity date of each bond is 



January 1, 2004, and no bond is subject to 
redemption before this date. Interest is payable 
on January 1 of each year at a rate of 6.0000 
percent per year on the outstanding principal 
amount. The total stated principal amount of the 
bonds is $20 million. The issue price of the 
bonds $20,060,000. 

(ii) Computation. The yield on the issue is 
computed by treating the bonds as retired at the 
stated maturity under the general rule of § 1.148-
4(b)(I). The bonds are treated as redeemed for 
their stated redemption prices. The yield on the 
issue is 5.8731 percent per year compounded 
semiannually, computed as follows: 

Date 
11111995 
111/1996 
1/111997 
11111998 
11111999 
111/2000 
1/112001 
111/2002 
111/2003 
111/2004 

Payments 
$1,200,000 

1,200,000 
1,200,000 
1,200,000 
1,200,000 
1,200,000 
1,200,000 
1,200,000 
1,200,000 

21,200,000 

PV (5.8731 
percent) 
$1,132,510 

1,068,816 
1,008,704 

951,973 
898,433 
847,903 
800,216 
755,210 
712,736 

11,883,498 
$20,060,000 

Example 2. Mandatory calls. (i) Facts. The 
facts are the same as in Example 1. In this case, 
however, the bonds are subject to mandatory 
sinking fund redemption on January I of each 
year, beginning January 1. 2001. On each sinking 
fund redemption date, one of the bonds is chosen 
by lottery and is required to be redeemed at par 
plus accrued interest. 

(ii) Computation. Because the bonds are sub
ject to specified redemptions, yield on the issue 
is computed by treating the bonds as redeemed in 
accordance with the redemption schedule under 
§1.l48-4(b)(2)(ii). Because the bonds are not 
sold at a discount, the bonds are treated as 
retired at their stated redemption prices. The 
yield on the issue is 5.8678 percent per year 
compounded semiannually, computed as follows: 

Date 
11111995 
111/1996 
11111997 
11111998 
11111999 
111/2000 
11112001 
111/2002 
11112003 
111/2004 

Payments 
$1,200,000 

1,200,000 
1,200,000 
1,200,000 
1,200,000 
1,200,000 
6,200,000 
5,900,000 
5,600,000 
5,300,000 

PV (5.8678 
percent) 
$1,132,569 

1,068,926 
1,008,860 

952,169 
898,664 
848,166 

4,135,942 
3,714,650 
3,327,647 
2,972,407 

$20,060,000 

Example 3. Optional early call. (i) Facts. On 
January 1. 1994, City C issues an issue 
consisting of three bonds. Each bond has a stated 
principal amount of $10 million dollars and is 
issued for par. Bond X bears interest at 5 percent 
per year and matures on January I, 1999. Bond Y 
bears interest at 6 percent per year and matures 
on January I, 2002. Bond Z bears interest at 7 
percent per year and matures on January 1. 2004. 
Bonds Y and Z are callable by the issuer at par 
plus accrued interest after December 31, 1998. 

(ii) Computation. (A) The yield on the issue 
computed as if each bond is outstanding to its 

maturity is 6.0834 percent per year compounded 
semiannually, computed as follows: 

Date 
11111995 
11111996 
11111997 
11111998 
11111999 
1/112000 
11112001 
111/2002 
111/2003 
11112004 

Payments 
$1,800,000 

1,800,000 
1,800,000 
1,800,000 

11,800,000 
1,300,000 
1,300,000 

11,300,000 
700,000 

10,700,000 

PV (6.0834 
percent) 
$1,695,299 

1,596,689 
1,503,814 
1,416,342 
8,744,830 

907,374 
854,595 

6,996,316 
408,190 

5,876,551 
$30,000,000 

(B) The yield on the issue computed as if all 
bonds are called at the earliest date for 
redemption is 5.9126 percent per year com
pounded semiannually, computed as follows: 

Date 
11111995 
11111996 
11111997 
11111998 
11111999 

Payments 
$1,800,000 

1,800,000 
1,800,000 
1,800,000 

31,800,000 

FV (5.9126 
percent) 
$1,698,113 

1,601,994 
1,511,315 
1,425,769 

23,762,809 
$30,000,000 

(C) Because the yield on the issue computed 
by assuming all bonds in the issue subject to 
redemption within 5 years of the issue date are 
redeemed at maturity is more than one-eighth of 
one percentage point higher than the yield on the 
issue computed by assuming all bonds subject to 
optional redemption within 5 years of the issue 
date are redeemed at the earliest date for their 
redemption, each bond is treated as redeemed on 
the date that would produce the lowest yield for 
the issue. The lowest yield on the issue would 
result from a redemption of all the bonds on 
January 1, 1999. Thus, the yield on the issue is 
5.9126 percent per year compounded 
semiannually. 

(c) Computing yield on a variable 
yield issue-(1) In general. The yield 
on a variable yield issue is computed 
separately for each computation period. 
The yield for each computation period 
is the discount rate that, when used in 
computing the present value as of the 
first day of the computation period of 
all the payments of principal and 
interest and fees for qualified guaran
tees that are attributable to the com
putation period, produces an amount 
equal to the present value, using the 
same discount rate, of the aggregate 
issue price (or deemed issue price, as 
determined in paragraph (c)(2)(iv) of 
this section) of the bonds of the issue 
as of the first day of the computation 
period. The yield on a variable yield 
bond is computed in the same manner 
as the yield on a variable yield issue. 
Except as provided in paragraph (c)(2) 
of this section, yield on any fixed yield 
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bond in a variable yield issue is 
computed in the same manner as the 
yield on a fixed yield issue as provided 
in paragraph (b) of this section. 

(2) Payments on bonds included in 
yield for a computation period-(i) 
Payments in general. The payments on 
a bond that are attributable to a 
computation period include any 
amounts actually paid during the period 
for principal on the bond. Payments 
also include any amounts paid during 
the current period both for interest 
accruing on the bond during the current 
period and for interest accruing during 
the prior period that was included in 
the deemed issue price of the bond as 
accrued unpaid interest at the start of 
the current period under this paragraph 
(c)(2). Further, payments include any 
amounts properly allocable to fees for a 
qualified guarantee of the bond for the 
period and to any amounts properly 
allocable to a qualified hedge for the 
period. 

(ii) Payments at actual redemption. 
If a bond is actually redeemed during a 
computation period, an amount equal to 
the greater of its value on the redemp
tion date or the actual redemption price 
is a payment on the actual redemption 
date. 

(iii) Payments for bonds outstanding 
at end of computation period. If a bond 
is outstanding at the end of a computa
tion period, a payment equal to the 
bond's value is taken into account on 
the last day of that period. 

(iv) Issue price for bonds outstand
ing at beginning of next computation 
period. A bond outstanding at the end 
of a computation period is treated as if 
it were immediately reissued on the 
next day for a deemed issue price equal 
to the value from the day before as 
determined under paragraph (c)(2)(iii) 
of this section. 

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

Example. On January 1, 1994, City A issues an 
issue of identical plain par bonds in an aggregate 
principal amount of $1,000,000. The bonds pay 
interest at a variable rate on each June 1 
throughout the term of the issue. The entire 
principal amount of the bonds plus accrued, 
unpaid interest is payable on the final maturity 
date of January I, 2000. No bond year is 
selected. On June I, 1994, 1995, 1996, 1997, and 
1998, interest in the amounts of $30.000. 
$55,000, $57.000. $56.000, and $45,000 is paid 
on the bonds. From June 1, 1998. to January 1. 
1999, $30.000 of interest accrues on the bonds. 
From January 1. 1999. to June I. 1999. another 
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$35,000 of interest accrues. On June 1. 1999, the 
issuer actually pays $65,000 of interest. On 
January I, 2000, $1.000,000 of principal and 
$38,000 of accrued interest are paid. The 
payments for the computation period starting on 
the issue date and ending on January 1. 1999, 
include all annual interest payments paid from 
the issue date to June I, 1998. Because the issue 
is outstanding on January 1. 1999, it is treated as 
redeemed on that date for amount equal to its 
value ($1,000,000 plus accrued, unpaid interest 
of $30,000 under paragraph (e)(1) of this 
section). Thus, $1,030,000 is treated as paid on 
January 1. 1999. The issue is then treated as 
reissued on January 1. 1999, for $1,030,000. The 
payments for the next computation period start
ing on January 1. 1999, and ending on January 1. 
2000, include the interest actually paid on the 
bonds during that period ($65,000 on June I, 
1999, plus $38,000 paid on January I, 2000). 
Because the issue was actually redeemed on 
January I, 2000, an amount equal to its stated 
redemption price is also treated as paid on 
January I, 2000. 

(d) Conversion from variable yield 
issue to fixed yield issue. For purposes 
of determining yield under this section, 
as of the first day on which a variable 
yield issue would qualify as a fixed 
yield issue if it were newly issued on 
that date (a conversion date), that issue 
is treated as if it were reissued as a 
fixed yield issue on the conversion 
date. The redemption price of the 
variable yield issue and the issue price 
of the fixed yield issue equal the 
aggregate values of all the bonds on 
the conversion date. Thus, for example, 
for plain par bonds (e.g., tender bonds), 
the deemed issue price would be the 
outstanding principal amount, plus ac
crued unpaid interest. If the conversion 
date occurs on a date other than a 
computation date, the issuer may con
tinue to treat the issue as a variable 
yield issue until the next computation 
date, at which time it must be treated 
as converted to a fixed yield issue. 

(e) Value of bonds-(1) Plain par 
bonds. Except as otherwise provided, 
the value of a plain par bond is its 
outstanding stated principal amount, 
plus accrued unpaid interest. The value 
of a plain par bond that is actually 
redeemed or treated as redeemed is its 
stated redemption price on the redemp
tion date, plus accrued, unpaid interest. 

(2) Other bonds. The value of a 
bond other than a plain par bond on a 
date is its present value on that date. 
The present value of a bond is 
computed under the economic accrual 
method taking into account all the 
unconditionally payable payments of 
principal, interest, and fees for a 
qualified guarantee to be paid on or 
after that date and using the yield on 
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the bond as the discount rate, except 
that for purposes of § 1.148-6(b )(2) 
(relating to the universal cap), these 
values may be determined by consist
ently using the yield on the issue of 
which the bonds are a part. To 
determine yield on fixed yield bonds, 
see paragraph (b)( 1) of this section. 
The rules contained in paragraphs 
(b)(2) and (b)(3) of this section apply 
for this purpose. In the case of bonds 
described in paragraph (b )(2)(ii) of this 
section, the present value of those 
bonds on any date is computed using 
the yield to the final maturity date of 
those bonds as the discount rate. In 
determining the present value of a 
variable yield bond under this para
graph (e)(2), the initial interest rate on 
the bond established by the interest 
index or other interest rate setting 
mechanism is used to determine the 
interest payments on that bond. 

(f) Qualified guarantees-(1) In 
general. Fees properly allocable to 
payments for a qualified guarantee for 
an issue (as determined under para
graph (f)(6) of this section) are treated 
as additional interest on that issue 
under section 148. A guarantee is a 
qualified guarantee if it satisfies each 
of the requirements of paragraphs (f)(2) 
through (f)(4) of this section. 

(2) Interest savings. As of the date 
the guarantee is obtained, the issuer 
must reasonably expect that the present 
value of the fees for the guarantee will 
be less than the present value of the 
expected interest savings on the issue 
as a result of the guarantee. For this 
purpose, present value is computed 
using the yield on the issue, determined 
with regard to guarantee payments, as 
the discount rate. 

(3) Guarantee in substance. The ar
rangement must create a guarantee in 
substance. The arrangement must im
pose a secondary liability that uncondi
tionally shifts substantially all of the 
credit risk for all or part of the 
payments, such as payments for princi
pal and interest, redemption prices, or 
tender prices, on the guaranteed bonds. 
Reasonable procedural or administra
tive requirements of the guarantee do 
not cause the guarantee to be condi
tional. In the case of a guarantee 
against failure to remarket a qualified 
tender bond, commercially reasonable 
limitations based on credit risk, such as 
limitations on payment in the event of 
default by the primary obligor or the 
bankruptcy of a long-term credit guar-

antor, do not cause the guarantee to ~e 
conditional. The guarantee may be 10 

any form. The guarantor may not be a 
co-obligor. Thus, the guarantor must 
not expect to make any payments oth~r 
than under a direct-pay letter o~ credit 
or similar arrangement for whl~h the 
guarantor will be reimbursed Imme
diately. The guarantor and any related 
parties together must not use more than 
10 percent of the proceeds of the 
portion of the issue allocable to the 
guaranteed bonds. 

(4) Reasonable charge-(i) In gen
eral. Fees for a guarantee must not 
exceed a reasonable, arm's-length 
charge for the transfer of credit risk. In 
complying with this requirement, the 
issuer may not rely on the representa
tions of the guarantor. 

(ii) Fees for services other than 
transfer of credit risk must be sepa
rately stated. A fee for a guarantee 
must not include any payment for any 
direct or indirect services other than the 
transfer of credit risk, unless the 
compensation for those other services 
is separately stated, reasonable, and 
excluded from the guarantee fee. Fees 
for the transfer of credit risk include 
fees for the guarantor's overhead and 
other costs relating to the transfer of 
credit risk. For example, a fee includes 
payment for services other than transfer 
of credit risk if-

(A) It includes payment for the cost 
of underwriting or remarketing bonds 
or for the cost of insurance for casualty 
to bond-financed property; 

(B) It is refundable upon redemption 
of the guaranteed bond before the final 
maturity date and the amount of the 
refund would exceed the portion of the 
fee that had not been earned; or 

(C) The requirements of §1.l48-
2( e )(2) (relating to temporary periods 
for capital projects) are not satisfied, 
and the guarantor is not reasonably 
assured that the bonds will be repaid if 
the project to be financed is not 
completed. 

(5) Guarantee of purpose invest
ments. Except for guarantees of 
qualified mortgage loans and qualified 
student loans, a guarantee of payments 
on a purpose investment is a qualified 
guarantee of the issue if all payments 
on the purpose investment reasonably 
coincide with payments on the related 
bonds and the payments on the purpose 
investment are unconditionally payable 
no more than 6 months before the 
corresponding interest payment and 12 



months before the corresponding prin
cipal payments on the bonds. This 
paragraph (f)(5) only applies if, in 
addition to satisfying the other require
ments of this paragraph (f)' the guaran
tee is, in substance, a guarantee of the 
bonds allocable to that purpose invest
ment and to no other bonds except for 
bonds that are equally and ratably 
secured by purpose investments of the 
same conduit borrower. 

(6) Allocation of qualified guarantee 
payments-(i) In general. Payments for 
a qualified guarantee must be allocated 
to bonds and to computation periods in 
a manner that properly reflects the 
proportionate credit risk for which the 
guarantor is compensated. Proportion
ate credit risk for bonds that are not 
substantially identical may be deter
mined using any reasonable, consist
ently applied method. For example, this 
risk may be based on the ratio of the 
total principal and interest paid and to 
be paid on a guaranteed bond to the 
total principal and interest paid and to 
be paid on all bonds of the guaranteed 
issue. An allocation method generally 
is not reasonable, for example, if a 
substantial portion of the fee is allo
cated to the construction portion of the 
issue and a correspondingly insubstan
tial portion is allocated to the later 
years covered by the guarantee. Rea
sonable letter of credit set up fees may 
be allocated ratably during the initial 
term of the letter of credit. Upon an 
early redemption of a variable yield 
bond, fees otherwise allocable to the 
period after the redemption are allo
cated to remaining outstanding bonds 
of the issue or, if none remain out
standing, to the period before the 
redemption. 

(ii) Safe harbor for allocation of 
qualified guarantee fees for variable 
yield issues. An allocation of non-level 
payments for a qualified guarantee for 
variable yield bonds is treated as 
meeting the requirements of paragraph 
(f)(6)(i) of this section if, for each 
bond year for which the guarantee is in 
effect, an equal amount (or for any 
short bond year, a proportionate 
amount of the equal amount) is treated 
as paid as of the beginning of that bond 
year. The present value of the annual 
amounts must equal the fee for the 
guarantee allocated to that bond, with 
present value computed as of the first 
day the guarantee is in effect by using 
as the discount rate the yield on the 
variable yield bonds covered by the 
guarantee, determined without regard to 

any fee allocated under this paragraph 
(f)(6)(ii). 

(7) Refund or reduction of guarantee 
payments. If as a result of an invest
ment of proceeds of a refunding issue 
in a refunding escrow, there will be a 
reduction in, or refund of, payments for 
a guarantee (savings), the savings must 
be treated as a reduction in the 
payments on the refunding issue. 

(g) Yield on certain mortgage reve
nue and student loan bonds. For 
purposes of section 148 and this 
section, section 143(g)(2)(C)(ii) applies 
to the computation of yield on an issue 
of qualified mortgage bonds or 
qualified veterans' mortgage bonds. For 
purposes of applying sections 148 and 
143(g) to a variable yield issue of 
qualified mortgage bonds or qualified 
student loan bonds, the yield on that 
issue is computed over the term of the 
issue, and paragraph (d) of this section 
does not apply to the issue. 

(h) Qualified hedging transactions
(1) In general. Payments made or 
received by an issuer under a qualified 
hedge (as defined in paragraph (h)(2) 
of this section) relating to bonds of an 
issue are taken into account (as 
provided in paragraph (h)(3) of this 
section) to determine the yield on the 
issue. Except as provided in paragraph 
(h)( 4) of this section, the issue is 
treated as a variable yield issue. These 
hedging rules apply solely for purposes 
of section 148. 

(2) Qualified hedge defined. A 
qualified hedge is a contract that 
satisfies each of the following 
requirements: 

(i) Hedge-(A) In general. The con
tract is a hedge entered into primarily 
to reduce the issuer's risk of interest 
rate changes with respect to a borrow
ing. For example, the contract may be 
an interest rate swap, an interest rate 
cap, a futures contract, a forward 
contract, or an option. 

(B) No significant investment ele
ment. A contract is not a hedge under 
paragraph (h)(2)(i)(A) of this section if 
it contains a significant investment 
element (i.e., an expected return). For 
example, variable rate bonds held by 
the issuer do not meet the requirements 
of this paragraph (h)(2)(i). A contract 
may contain a significant investment 
element if the payments under the 
contract do not correspond closely in 
time and amount to the interest pay
ments on the bonds being hedged. For 
example, an interest rate swap gener-

Section 103 

ally contains a significant investment 
element if it requires any payments 
other than periodic payments, within 
the meaning of section 446 and the 
regulations thereunder (periodic pay
ments) (e.g., an up-front payment for 
an off-market swap) before its termina
tion date. Similarly, an interest rate cap 
generally contains a significant invest
ment element if the cap rate is less 
than the on-market swap rate on the 
date the cap is entered into. For this 
purpose, the on-market swap rate is the 
single fixed rate for which the rate or 
index that is the subject of the cap 
could be swapped in an on-market 
interest rate swap that requires only 
periodic payments and that has a term 
equal to the term of the cap. 

(ii) Parties. The contract is entered 
into between the issuer or the political 
subdivision on behalf of which the 
issuer issues the bonds (collectively 
referred to in this paragraph (h) as the 
issuer) and a provider that is not a 
related party (the hedge provider). 

(iii) Hedged bonds. The hedge 
covers all of one or more groups of 
substantially identical bonds in the 
issue (i.e., all of the bonds having the 
same interest rate, maturity, and terms). 
If the hedge does not cover all interest 
payments on all of the substantially 
identical bonds being hedged, it must 
cover, in whole or in part, the same 
specific identifiable interest payments 
on each of the substantially identical 
bonds. Thus, for example, a qualified 
hedge may include a hedge of all or a 
pro rata portion of each interest pay
ment on the variable rate bonds in an 
issue for the first five years following 
their issuance. For purposes of this 
paragraph (h), unless the context 
clearly requires otherwise, hedged 
bonds means the specific bonds or 
portions thereof (i.e., the specific inter
est payments) covered by a hedge. 

(iv) Interest based. Changes in the 
value of the contract are based pri
marily on interest rate changes. For 
example, an interest rate swap or a 
futures contract on Treasury securities 
may qualify. A commodity swap or an 
option on a commodity futures con
tract, however, is not a qualified hedge. 

(v) Size. The contract does not 
hedge an amount larger than the 
issuer's risk with respect to interest rate 
changes on the hedged bonds. 

(vi) Receipts. The payments to the 
issuer under the contract correspond 
closely, in both time and amount, to 
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the specific interest payments being 
hedged on the hedged bonds. 

(vii) Timing and duration. Payments 
do not begin to accrue under the 
contract on a date earlier than the sale 
date of the hedged bonds and do not 
accrue longer than the hedged interest 
payments on the hedged bonds. 

(viii) Source of payments. Payments 
to the hedge provider are reasonably 
expected to be made from the same 
source of funds that, absent the hedge, 
would be reasonably expected to be 
used to pay principal and interest on 
the hedged bonds. 

(ix) Identification. The hedge is 
identified by the actual issuer on its 
books and records maintained for the 
hedged bonds on or before the later of 
the date on which the parties enter into 
the contract or the issue date of the 
hedged bonds. The identification spec
ifies the hedge provider, the terms of 
the hedge, and the hedged bonds. The 
identification contains sufficient detail 
to establish that the requirements of 
this paragraph (h)(2) and, if applicable, 
paragraph (h)(4) of this section are 
satisfied. The existence of the hedge is 
noted on all forms filed with the 
Internal Revenue Service for the issue 
after the date on which the hedge is 
entered into. 

(3) Accounting for qualified 
hedges-(i) In general. Except as oth
erwise provided in paragraph (h)(4) of 
this section, payments made or received 
by the issuer under a qualified hedge 
are treated as payments made or 
received, as appropriate, on the hedged 
bonds that are taken into account in 
determining the yield on those bonds. 
These payments are reasonably allo
cated to the hedged bonds in the period 
to which the payments relate, as 
determined under paragraph (h)(3)(iii) 
of this section. Payments made or 
received by the issuer include payments 
deemed made or received when a 
contract is terminated or deemed termi
nated under this paragraph (h)(3). 
Payments reasonably allocable to the 
reduction of risk of interest rate 
changes and to the hedge provider's 
overhead under this paragraph (h) are 
included as payments made or received 
under a qualified hedge. 

(ii) Exclusions from hedge. Pay
ments for services or other items under 
the contract that are not expressly 
treated as payments under the qualified 
hedge under paragraph (h)(3)(i) of this 
section are not payments with respect 
to a qualified hedge. 
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(iii) Timing and allocation of pay
ments. The period to which a payment 
made by the issuer relates is deter
mined under general Federal income 
tax principles, including, without lim
itation, section 446 and the regulations 
thereunder on notional principal con
tracts, and adjusted as necessary to 
reflect the end of a computation period 
and the start of a new computation 
period. Except as provided in paragraph 
(h)(3)(iv) of this section, a payment 
received by the issuer is taken into 
account in the period that the interest 
payment that the payment hedges is 
required to be made. 

(iv) Termination payments-(A) Ter
mination defined. A termination of a 
qualified hedge includes any sale, 
assignment, or other disposition of the 
hedge by the issuer, or the acquisition 
by the issuer of an offsetting hedge. A 
deemed termination occurs when the 
hedged bonds are redeemed. 

(B) General rule. A payment made 
or received by an issuer to terminate a 
qualified hedge, including gain or loss 
realized or deemed realized, is treated 
as a payment made or received on the 
hedged bonds, as appropriate. The 
payment is reasonably allocated to the 
remaining periods originally covered by 
the terminated hedge in a manner that 
reflects the economic substance of the 
hedge. 

(C) Special rule for terminations 
when bonds are redeemed. Except as 
otherwise provided in this paragraph 
(h)(3)(iv)(C) and in paragraph 
(h)(3)(iv)(0) of this section, when a 
qualified hedge is deemed terminated 
because the hedged bonds are re
deemed, the fair market value of the 
contract on the redemption date is 
treated as a termination payment made 
or received on that date. When hedged 
bonds are redeemed, any payment 
received by the issuer on termination of 
a hedge, including a termination pay
ment or a deemed termination payment, 
reduces, but cannot exceed, the interest 
payments made by the issuer on the 
hedged bonds in the computation 
period ending on the termination date. 
The excess, if any, is reasonably 
allocated over the bond years in the 
immediately preceding computation 
period or periods to the extent neces
sary to eliminate the excess. 

(0) Special rules for refundings. To 
the extent that the hedged bonds are 
redeemed using the proceeds of a 
refunding issue, the termination pay-

ment is accounted for under paragraph 
(h)(3)(iv)(B) by treating it as a pay
ment on the refunding issue, rather than 
the hedged bonds. In add~tion, to the 
extent that the refunding Issue, rather 
than the hedged bonds, has been 
redeemed, paragraph (h)(3)(iv)(C) ap
plies to the termination payment by 
treating it as a payment on the 
redeemed refunding issue. 

(4) Certain variable yield issues 
treated as fixed yield issues-(i) In 
general. Except as otherwise provided 
in paragraph (h)(4)(ii)(C) of this sec
tion, if the issuer of a variable yield 
issue enters into an interest rate swap 
that is a qualified hedge, the hedged 
bonds are treated as fixed yield bonds 
if-

(A) Start date. The date on which 
payments begin to accrue on the swap 
is not later than 15 days after the issue 
date of the hedged bonds; 

(B) Maturity. The term of the swap 
is equal to the term of the hedged 
bonds or the entire period during which 
the hedged bonds bear interest at 
variable interest rates. 

(C) No nonperiodic payments. Pay
ments to be made or received under the 
swap are reasonably expected to corre
spond closely, in time and amount, to 
payments on the hedged bonds (i.e., no 
nonperiodic payments). Swap payments 
made within 15 days of the related 
payments on the hedged bonds gener
ally so correspond. 

(0) Notional principal amount. The 
notional principal amount used to com
pute both fixed and variable payments 
on the swap equals the principal 
amount of all the variable yield bonds 
in the issue. 

(E) Payments and interest rate. Un
der the swap, the issuer makes level 
payments based on a fixed interest rate 
and receives payments based on a 
variable interest rate that is substan
tially the same as the interest rate on 
the hedged bonds. These interest rates 
are treated as substantially the same if 
they are reasonably expected to be 
substantially the same throughout the 
te~ ?f the hedge. For example, an 
obJec~lve 30-day tax-exempt variable 
rate mdex or other objective index 
(e.g.,. ~IBOR, 1.1. Kenney Index, PSA 
MUlllclpal swap index) may be adjusted 
to corre~pond to an issuer's individual 
30-day mterest rate. 

(ii) Accoun~ing-(A) In general. If a 
hedged bond IS treated as a fixed yield 



bond under this paragraph (h)(4), the 
fixed-rate payments made by the issuer 
on the swap are substituted for the 
actual interest payments on the hedged 
bonds for purposes of computing yield 
on that bond. For this purpose, the 
fixed-rate payments are the amounts 
determined by mUltiplying the notional 
principal amount by the fixed rate (i.e., 
the amount determined before netting 
the fixed and variable amounts due 
under the swap). 

(B) Effect of termination generally. 
Except as otherwise provided in para
graph (h)(4)(ii)(C) of this section, for 
purposes of determining yield on the 
hedge bonds for purposes of §1.148-3, 
as of the termination date of a qualified 
hedge covered by this paragraph (h)(4), 
the issue of which the hedged bonds 
are a part is treated as if it were 
reissued on the termination date. The 
redemption price of the retired issue 
and the issue price of the new issue 
equal the aggregate values of all the 
bonds of the issue on the termination 
date. In computing the yield on the 
new issue, any termination payment is 
accounted for under paragraph 
(h)(3)(iv) of this section, applied by 
treating the termination payment as 
made or received on the deemed new 
issue under this paragraph (h)(4)(ii)(B). 

(C) Effect of early termination. For 
purposes of determining yield on the 
hedged bonds for purposes of § 1.148-
3, if the swap is terminated or deemed 
terminated within 5 years after the 
issue date of the issue of which the 
hedged bonds are a part, the general 
rules under this paragraph (h)(4) do not 
apply, and, the hedged bonds are 
treated as variable yield bonds from the 
issue date. 

(5) Authority of the Commissioner
(i) In general. A contract is not a 
qualified hedge if the Commissioner 
determines, based on all the facts and 
circumstances, that treating the contract 
as a qualified hedge would provide a 
material potential for arbitrage, or a 
principal purpose for entering into the 
contract is that arbitrage potential. For 
example, a contract that requires a 
substantial nonperiodic payment may 
constitute, in whole or part, an embed
ded loan, investment-type property, or 
other investment. 

(ii) Other qualified hedges. The 
Commissioner, by publication of a 
revenue ruling or revenue procedure, 
may specify contracts that do not 
otherwise meet the requirements of 

paragraph (h)(2) of this section as 
qualified hedges. 

(iii) Recomputation of yield. If an 
issuer enters into a hedge that is not 
properly identified or otherwise fails to 
meet the requirements of this section, 
the Commissioner may recompute the 
yield on the issue taking the hedge into 
account if the failure to take the hedge 
into account distorts that yield or 
otherwise fails to clearly reflect the 
economic substance of the transaction. 

§1.148-5 Yield and valuation of 
investments. 

(a) In general. This section provides 
rules for computing the yield and value 
of investments allocated to an issue for 
various purposes under section 148. 

(b) Yield on an investment-(1) In 
general. Except as otherwise provided, 
the yield on an investment allocated to 
an issue is computed under the 
economic accrual method, using the 
same compounding interval and finan
cial conventions used to compute the 
yield on the issue. The yield on an 
investment allocated to an issue is the 
discount rate that, when used in com
puting the present value as of the date 
the investment is first allocated to the 
issue of all unconditionally payable 
receipts from the investment, produces 
an amount equal to the present value of 
all unconditionally payable payments 
for the investment. For this purpose, 
payments means amounts to be actually 
or constructively paid to acquire the 
investment, and receipts means 
amounts to be actually or con
structively received from the invest
ment, such as earnings and return of 
principal. The yield on a variable rate 
investment is determined in a manner 
comparable to the determination of the 
yield on a variable rate issue. For an 
issue of qualified mortgage bonds, 
qualified veterans' mortgage bonds, or 
qualified student loan bonds on which 
interest is paid semiannually, all regu
lar monthly loan payments to be 
received during a semiannual debt 
service period may be treated as 
received at the end of that period. In 
addition, for any conduit financing 
issue, payments made by the conduit 
borrower are not treated as paid until 
the conduit borrower ceases to receive 
the benefit of earnings on those 
amounts. 

(2) Yield on a separate class of 
investments-(i) In general. For pur-
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poses of the yield restriction rules of 
section 148(a) and § 1.148-2, yield is 
computed separately for each class of 
investments. For this purpose, in deter
mining the yield on a separate class of 
investments, the yield on each individ
ual investment within the class is 
blended with the yield on other individ
ual investments within the class, 
whether or not held concurrently, by 
treating those investments as a single 
investment. The yields on investments 
that are not within the same class are 
not blended. 

(ii) Separate classes of investments. 
Each of the following is a separate 
class of investments-

(A) Each category of yield restricted 
purpose investment and program in
vestment that is subject to a different 
definition of materially higher under 
§ 1. 148-2( d)(2); 

(B) Yield-restricted nonpurpose in
vestments; and 

(C) All other nonpurpose in
vestments; 

(iii) Permissive application of single 
investment rules to certain yield 
restricted investments for all purposes 
of section 148. Excluding those invest
ments to which paragraph (b)(2)(iv) of 
this section applies, all yield restricted 
investments that are part of the same 
class may be treated as a single 
investment having a single yield, deter
mined under this paragraph (b)(2), for 
all purposes of section 148. 

(iv) Mandatory application of single 
investment rules for refunding escrows 
for all purposes of section 148. For all 
purposes of section 148, in computing 
the yield on yield restricted investments 
allocable to proceeds (i.e., sale pro
ceeds, investment proceeds, and trans
ferred proceeds) of a refunding issue 
that are held in one or more refunding 
escrows, the individual investments are 
treated as a single investment having a 
single yield, whether or not held 
concurrently. For example, this single 
investment includes both the individual 
investments allocable to sale and in
vestment proceeds of a refunding issue 
that are held in one refunding escrow 
for a prior issue and the investments 
allocable to transferred proceeds of that 
refunding issue that are held in another 
refunding escrow. 

(3) Investments to be held beyond 
issue's maturity or beyond temporary 
period. In computing the yield on 
investments allocable to an issue that 
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are to be held beyond the reasonably 
expected redemption date of the issue, 
those investments are treated as sold for 
an amount equal to their value on that 
date. In computing the yield on invest
ments that are held beyond an applica
ble temporary period under § 1.148-2, 
for purposes of § 1.148-2 those invest
ments may be treated as purchased for 
an amount equal to their fair market 
value as of the end of the temporary 
period. 

(4) Consistent redemption assump
tions on purpose investments. The yield 
on purpose investments allocable to an 
issue is computed using the same 
redemption assumptions used to com
pute the yield on the issue. Yield on 
purpose investments allocable to an 
issue of qualified mortgage bonds and 
qualified veterans' mortgage bonds must 
be detennined in a manner that is 
consistent with, and using the assump
tions required by, section 143(g)(2)(B). 

(5) Student loan special allowance 
payments included in yield. Except as 
provided in § 1.148-11 (e), the yield on 
qualified student loans is computed by 
including as receipts any special al
lowance payments made by the Secre
tary of Education pursuant to section 
438 of the Higher Education Act of 
1965. 

(c) Yield reduction payments to the 
United States-(l) In general. In deter
mining the yield on an investment to 
which this paragraph (c) applies, any 
amount paid to the United States in 
accordance with this paragraph (c), 
including a rebate amount, is treated as 
a payment for that investment that 
reduces the yield on that investment. 

(2) Manner of payment-(i) In gen
eral. Except as otherwise provided in 
paragraph (c)(2)(ii) of this section, an 
amount is paid under this paragraph (c) 
if it is paid to the United States at the 
same time and in the same manner as 
rebate amounts are required to be paid 
or at such other time or in such manner 
as the Commissioner may prescribe. The 
provisions of § 1.148-3(i) apply to pay
ments made under this paragraph (c). 

(ii) Special rule for purpose invest
ments. For purpose investments allo
cable to an issue-

(A) No amounts are required to be 
paid to satisfy this paragraph (c) until 
the earlier of the end of the tenth bond 
year after the issue date of the issue or 
60 days after the date on which the 
issue is no longer outstanding; and 

36 1993-2 C.B. 

(B) For payments made prior to the 
date on which the issue is retired, the 
issuer need not pay more than 75 
percent of the amount otherwise re
quired to be paid as of the date to which 
the payment relates. 

(3) Applicability of special yield re
duction rule-(i) Covered investments. 
This paragraph (c) applies to-

(A) Nonpurpose investments allo
cable to proceeds of an issue that 
qualified for one of the temporary 
periods available for capital projects, 
restricted working capital expenditures, 
pooled financings, or investment pro
ceeds under §1.148-2(e)(2), (e)(3), 
(e)(4), or (e)(6) of this section, 
respectively; 

(B) Investments allocable to a vari
able yield issue during any computation 
period in which at least 5 percent of the 
value of the issue is represented by 
variable yield bonds, unless the issue is 
an issue of hedge bonds (as defined in 
section 149(g)(3)(A»; 

(C) Nonpurpose investments allocable 
to transferred proceeds of-

(1) A current refunding issue to the 
extent necessary to reduce the yield on 
those investments to satisfy yield restric
tions under section 148(a); or 

(2) An advance refunding issue to the 
extent that investment of the refunding 
escrows allocable to the proceeds, other 
than transferred proceeds, of the refund
ing issue in zero-yielding nonpurpose 
investments is insufficient to satisfy 
yield restrictions under section 148(a); 

(D) Purpose investments allocable to 
qualified student loans under a program 
described in section 144(b)(1)(A); 

(E) Nonpurpose investments allocable 
to gross proceeds of an issue in a 
reasonably required reserve or replace
ment fund or in a fund that, except for 
its failure to satisfy the size limitation in 
§ 1.148-2(t)(2)(ii), would qualify as a 
reasonably required reserve or replace
ment fund, but only to the extent that-

(1) The value of the nonpurpose 
investments in the fund is not greater 
than 15 percent of the stated principal 
amount of the issue, as computed under 
§ 1.148-2(t)(2)(ii), or 

(2) The amounts in the fund (other 
than investment eamings) are not rea
sonably expected to be used to pay debt 
service on the issue other than in 
connection with reductions in the 
amount required to be in that fund (e.g., 
a reserve fund for a revolving fund loan 
program); 

(F) Nonpurpose investments allocated 
to replacement proceeds of a refunded 
issue as a result of the application of ~he 
universal cap to amounts in a refundmg 
escrow (see § 1.148-11 ( c )( 1)( ii»; and 

(G) Investments described in § 1.148-
11 (t). 

(ii) Exception to yield reduction pay
ments rule for advance refunding issues. 
Paragraph (c)(1) of this section does not 
apply to investments allocable to gross 
proceeds of an advance refunding issue, 
other than transferred proceeds to which 
paragraph (c)(3)(i)(C) of this section 
applies and replacement proceeds to 
which paragraph (c)(3)(i)(F) of this 
section applies. 

(d) Value of investments-(l) In gen
eral. Except as otherwise provided, the 
value of an investment (including a 
payment or receipt on the investment) 
on a date must be detennined using one 
of the following valuation methods 
consistently for all purposes of section 
148 to that investment on that date: 

(i) Plain par investment-outstanding 
principal amount. A plain par invest
ment may be valued at its outstanding 
stated principal amount, plus any ac
crued unpaid interest on that date. 

(ii) Fixed rate investment-present 
value. A fixed rate investment may be 
valued at its present value on that date. 

(iii) Any investment-fair market 
value. An investment may be valued at 
its fair market value on that date. 

(2) Mandatory valuation of yield 
restricted investments at present value. 
Any yield restricted investment must be 
valued at present value. For example, a 
purpose investment or an investment 
allocable to gross proceeds in a refund
ing escrow after the expiration of the 
initial temporary period must be valued 
at present value. See, however, para
graph (b)(3) of this section. 

(3) Mandatory valuation of certain 
investments at fair market value-(i) In 
general. Except as provided in para
graphs (d)(2), (d)(3)(ii), and (d)(4) of 
this section, an investment must be 
valued at fair market value on the date 
that it is first allocated to an issue or 
first ceases to be allocated to an issue as 
a consequence of a deemed acquisition 
or deemed disposition. For example, if 
an issuer deposits existing investments 
into a sinking fund for an issue those 
investments must be valued ~t fair 
market value as of the date first 
deposited into the fund. 

(ii) Exception to fair market value 
requirement for transferred proceeds 



allocations, universal cap allocations, 
and commingled funds. This paragraph 
(d)(3) does not apply if the investment 
is allocated to an issue or ceases to be 
allocated to an issue as a result of the 
transferred proceeds allocation rule un
der § 1.148-9(b) or the universal cap 
rule under § 1. 148-6(b )(2). In addition, 
this paragraph (d)(3) does not apply to 
investments in a commingled fund 
(other than a bona fide debt service 
fund) unless it is a commingled fund 
described in §1.148-6(e)(5)(iii). 

(4) Special transition rule for trans
ferred proceeds. The value of a nonpur
pose investment that is allocated to 
transferred proceeds of a refunding issue 
on a transfer date may not exceed the 
value of that investment on the transfer 
date used for purposes of applying the 
arbitrage restrictions to the refunded 
issue. 

(5) Definition of present value of an 
investment. Except as otherwise 
provided, present value of an investment 
is computed under the economic accrual 
method, using the same compounding 
interval and financial conventions used 
to compute the yield on the issue. The 
present value of an investment on a date 
is equal to the present value of all 
unconditionally payable receipts to be 
received from and payments to be paid 
for the investment after that date, using 
the yield on the investment as the 
discount rate. 

(6) Definition of fair market value
(i) In general. The fair market value of 
an investment is the price at which a 
willing buyer would purchase the invest
ment from a willing seller in a bona 
fide, arm's-length transaction. Fair mar
ket value generally is determined on the 
date on which a contract to purchase or 
sell the nonpurpose investment becomes 
binding (i.e., the trade date rather than 
the settlement date). Except as otherwise 
provided in this paragraph (d)(6), an 
investment that is not of a type traded 
on an established securities market, 
within the meaning of section 1273, is 
rebuttably presumed to be acquired or 
disposed of for a price that is not equal 
to its fair market value. The fair market 
value of a United States Treasury 
obligation that is purchased directly 
from the United States Treasury is its 
purchase price. 

(ii) Safe harbor for establishing fair 
market value for certificates of deposit. 
This paragraph (d)(6)(ii) applies to a 
certificate of deposit that has a fixed 
interest rate, a fixed payment schedule, 

and a substantial penalty for early 
withdrawal. The purchase price of such 
a certificate of deposit is treated as its 
fair market value on the purchase date if 
the yield on the certificate of deposit is 
not less than-

(A) The yield on reasonably compar
able direct obligations of the United 
States; and 

(B) The highest yield that is pub
lished or posted by the provider to be 
currently available from the provider on 
reasonably comparable certificates of 
deposit offered to the public. 

(iii) Safe harbor for establishing fair 
market value for guaranteed investment 
contracts. The purchase price of a 
guaranteed investment contract is treated 
as its fair market value on the purchase 
date if-

(A) The issuer makes a bona fide 
solicitation for a specified guaranteed 
investment contract and receives at least 
three bona fide bids from providers that 
have no material financial interest in the 
issue (e.g., as underwriters or brokers); 

(B) The issuer purchases the highest
yielding guaranteed investment contract 
for which a qualifying bid is made 
(determined net of broker's fees); 

(C) The yield on the guaranteed 
investment contract (determined net of 
broker's fees) is not less than the yield 
then available from the provider on 
reasonably comparable guaranteed in
vestment contracts, if any, offered to 
other persons from a source of funds 
other than gross proceeds of tax-exempt 
bonds; 

(D) The determination of the terms of 
the guaranteed investment contract takes 
into account as a significant factor the 
issuer's reasonably expected drawdown 
schedule for the amounts to be invested, 
exclusive of amounts deposited in debt 
service funds and reasonably required 
reserve or replacement funds; 

(E) The terms of the guaranteed 
investment contract, including collateral 
security requirements, are reasonable; 
and 

(F) The obligor on the guaranteed 
investment contract certifies the admin
istrative costs that it is paying (or 
expects to pay) to third parties in 
connection with the guaranteed invest
ment contract. 

(e) Administrative costs of 
investments-(l) In general. Except as 
otherwise provided in this paragraph (e), 
an allocation of gross proceeds of an 
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issue to a payment or a receipt on an 
investment is not adjusted to take into 
account any costs or expenses paid, 
directly or indirectly, to purchase, carry, 
sell, or retire the investment (admin
istrative costs). Thus, these administra
tive costs generally do not increase the 
payments for, or reduce the receipts 
from, investments. 

(2) Qualified administrative costs on 
nonpurpose investments-(i) In general. 
In determining payments and receipts on 
nonpurpose investments, qualified ad
ministrative costs are taken into account. 
Thus, qualified administrative costs in
crease the payments for, or decrease the 
receipts from, the investments. Qualified 
administrative costs are reasonable, di
rect administrative costs, other than 
carrying costs, such as separately stated 
brokerage or selling commissions, but 
not legal and accounting fees, rec
ordkeeping, custody, and similar costs. 
General overhead costs and similar 
indirect costs of the issuer such as 
employee salaries and office expenses 
and costs associated with computing the 
rebate amount under section 148(f) are 
not qualified administrative costs. In 
general, administrative costs are not 
reasonable unless they are comparable 
to administrative costs that would be 
charged for the same investment or a 
reasonably comparable investment if 
acquired with a source of funds other 
than gross proceeds of tax-exempt 
bonds. 

(ii) Special rule for administrative 
costs of nonpurpose investments in 
certain regulated investment companies 
and commingled funds. Qualified admin
istrative costs include all reasonable 
administrative costs, without regard to 
the limitation on indirect costs under 
paragraph (e)(2)(i) of this section, in
curred by: 

(A) Regulated investment companies. 
A publicly offered regulated investment 
company (as defined in section 
67(c)(2)(B)); and 

(B) External commingled funds. A 
commingled fund in which the issuer 
and any related parties do not own more 
than 10 percent of the beneficial interest 
in the fund. 

(iii) Special rule for guaranteed in
vestment contracts. For a guaranteed 
investment contract, a broker's commis
sion paid on behalf of either an issuer or 
the provider is not a qualified admin
istrative cost to the extent that the 
commission exceeds 0.05 percent of the 
amount reasonably expected to be inves-

1993-2 C.B. 37 



Section 103 

ted per year. This paragraph (e)(2)(iii) 
does not apply to an issue that satisfies 
section 148(f)(4)(D)(i). 

(3) Qualified administrative costs on 
purpose investments-(i) In general. In 
determining payments and receipts on 
purpose investments, qualified admin
istrative costs described in this para
graph (e )(3) paid by the conduit 
borrower are taken into account. Thus, 
these costs increase the payments for, or 
decrease the receipts from, the purpose 
investments. This rule applies even if 
those payments merely reimburse the 
issuer. Although the actual payments by 
the conduit borrower may be made at 
any time, for this purpose, a pro rata 
portion of each payment made by a 
conduit borrower is treated as a reim
bursement of reasonable administrative 
costs, if the present value of those 
payments does not exceed the present 
value of the reasonable administrative 
costs paid by the issuer, using the yield 
on the issue as the discount rate. 

(ii) Definition of qualified administra
tive costs of purpose investments-(A) 
In general. Except as otherwise 
provided in this paragraph (e)(3)(ii), 
qualified administrative costs of a pur
pose investment means-

(I) Costs or expenses paid, directly 
or indirectly, to purchase, carry, sell, or 
retire the investment; and 

(2) Costs of issuing, carrying, or 
repaying the issue, and any underwri
ters' discount. 

(B) Limitation on program invest
ments. For a program investment, 
qualified administrative costs include 
only those costs described in paragraph 
(e)(3)(ii)(A)(2) of this section. 

§I./48-6 General allocation and 
accounting rules. 

(a) In general-(1) Reasonable ac
counting methods required. An issuer 
may use any reasonable, consistently 
applied accounting method to account 
for gross proceeds, investments, and 
expenditures of an issue. 

(2) Bona fide deviations from ac
counting method. An accounting 
method does not fail to be reasonable 
and consistently applied solely because 
a different accounting method is used 
for a bona fide governmental purpose 
to consistently account for a particular 
item. Bona fide governmental purposes 
may include special state law restric
tions imposed on specific funds or 
actions to avoid grant forfeitures. 
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(b) Allocation of gross proceeds to 
an issue-(1) One-issue rule and gen
eral ordering rules. Except as other
wise provided, amounts are allocable to 
only one issue at a time as gross 
proceeds, and if amounts simul
taneously are proceeds of one issue and 
replacement proceeds of another issue, 
those amounts are allocable to the issue 
of which they are proceeds. Amounts 
cease to be allocated to an issue as 
proceeds only when those amounts are 
allocated to an expenditure for a 
governmental purpose, are allocated to 
transferred proceeds of another issue, 
or cease to be allocated to that issue at 
retirement of the issue or under the 
universal cap of paragraph (b )(2) of 
this section. Amounts cease to be 
allocated to an issue as replacement 
proceeds only when those amounts are 
allocated to an expenditure for a 
governmental purpose, are no longer 
used in a manner that causes those 
amounts to be replacement proceeds of 
that issue, or cease to be allocated to 
that issue because of the retirement of 
the issue or the application of the 
universal cap under paragraph (b)(2) of 
this section. Amounts that cease to be 
allocated to an issue as gross proceeds 
are eligible for allocation to another 
issue. Under § 1.148-1O(a), however, 
the rules in this paragraph (b)(1) do not 
apply in certain cases involving abusive 
arbitrage devices. 

(2) Universal cap on value of non
purpose investments allocated to an 
issue-(i) Application. The rules in this 
paragraph (b)(2) provide an overall 
limitation on the amount of gross 
proceeds allocable to an issue. Al
though the universal cap generally may 
be applied at any time in the manner 
described in this paragraph (b )(2), it 
need not be applied on any otherwise 
required date of application if its 
application on that date would not 
result in a reduction or reallocation of 
gross proceeds of an issue. For this 
purpose, if an issuer reasonably expects 
as of the issue date that the universal 
cap will not reduce the amount of gross 
proceeds allocable to the issue during 
the term of the issue, the universal cap 
need not be applied on any date on 
which an issue actually has all of the 
following characteristics-

(A) No replacement proceeds are 
allocable to the issue, other than 
replacement proceeds in a bona fide 
debt service fund or a reasonably 
required reserve or replacement fund; 

(B) The net sale proceeds of the 
issue-

(I) Qualified for one of th~ temp~
rary periods available for ~apital pro~
ects, restricted working capital expendI
tures, or pooled financings under 
§1.148-2(e)(2), (e)(3), or (e)(4), and 
those net sales proceeds were in fact 
allocated to expenditures prior to the 
expiration of the longest applicable 
temporary period; or 

(2) were deposited in a refunding 
escrow and expended as originally 
expected; 

(C) The issue does not refund a 
prior issue that, on any transfer date, 
has unspent proceeds allocable to it; 

(D) None of the bonds are retired 
prior to the date on which those bonds 
are treated as retired in computing the 
yield on the issue; and 

(E) No proceeds of the issue are 
invested in qualified student loans or 
qualified mortgage loans. 

(ii) General rule. Except as other
wise provided below, amounts that 
would otherwise be gross proceeds 
allocable to an issue are allocated (and 
remain allocated) to the issue only to 
the extent that the value of the 
nonpurpose investments allocable to 
those gross proceeds does not exceed 
the value of all outstanding bonds of 
the issue. For this purpose, gross 
proceeds allocable to cash, tax-exempt 
bonds that would be nonpurpose invest
ments (absent section 148(b )(3 )(A», 
qualified student loans, and qualified 
mortgage loans are treated as nonpur
pose investments. The values of bonds 
and investments are determined under 
§1.148~(e) and §1.148-5(d), respec
tively. The value of all outstanding 
bonds of the issue is referred to as the 
universal cap. Thus, for example, the 
universal cap for an issue of plain par 
bonds is equal to the outstanding stated 
principal amount of those bonds plus 
accrued interest. 

(iii) Determination and application 
of the universal cap. Except as other
wise provided, beginning with the first 
bond year that commences after the 
second anniversary of the issue date, 
the amount of the universal cap and the 
value of the nonpurpose investments 
must be determined as of the first day 
of each bond year. For refunding and 
refunded issues, the cap and values 
must be determined as of each date 
that, but for this paragraph (b )(2), 
proceeds of the refunded issue would 



become transferred proceeds of the 
refunding issue, and need not otherwise 
be determined in the bond year in 
which that date occurs. All values are 
determined as of the close of business 
on each determination date, after giving 
effect to all payments on bonds and 
payments for and receipts on invest
ments on that date. 

(iv) General ordering rule for al
locations of amounts in excess of the 
universal cap-(A) In general. If the 
value of all nonpurpose investments 
allocated to the gross proceeds of an 
issue exceeds the universal cap for that 
issue on a date as of which the cap is 
determined under paragraph (b)(2)(iii) 
of this section, nonpurpose investments 
allocable to gross proceeds necessary to 
eliminate that excess cease to be al
located to the issue, in the following 
order of priority-

(I) First, nonpurpose investments al
locable to replacement proceeds; 

(2) Second, nonpurpose investments 
allocable to transferred proceeds; and 

(3) Third, nonpurpose investments 
allocable to sale proceeds and invest
ment proceeds. 

(B) Re-allocation of certain 
amounts. Except as provided in 
§1.148-9(b)(3), amounts that cease to 
be allocated to an issue as a result of 
the application of the universal cap 
may only be allocated to another issue 
as replacement proceeds. 

(C) Allocations of portions of invest
ments. Portions of investments to which 
this paragraph (b )(2)(iv) applies are 
allocated under either the ratable 
method or the representative method in 
the same manner as allocations of 
portions of investments to transferred 
proceeds under § 1. 148-9( c ). 

(v) Nonpurpose investments in a 
bona fide debt service fund not 
counted. For purposes of this paragraph 
(b)(2), nonpurpose investments allo
cated to gross proceeds in a bona fide 
debt service fund for an issue are not 
taken into account in determining the 
value of the nonpurpose investments, 
and those nonpurpose investments re
main allocated to the issue. 

(c) Fair market value limit on al
locations to nonpurpose investments. 
Upon a purchase or sale of a nonpur
pose investment, gross proceeds of an 
issue are not allocated to a payment for 
that nonpurpose investment in an 
amount greater than, or to a receipt 
from that nonpurpose investment in an 

amount less than, the fair market value 
of the nonpurpose investment as of the 
purchase or sale date. For purposes of 
this paragraph (c) only, the fair market 
value of a nonpurpose investment is 
adjusted to take into account qualified 
administrative costs allocable to the 
investment. 

(d) Allocation of gross proceeds to 
expenditures-(1) Expenditures in 
general-(i) General rule. Reasonable 
accounting methods for allocating 
funds from different sources to expen
ditures for the same governmental 
purpose include any of the following 
methods if consistently applied: a spe
cific tracing method; a gross proceeds 
spent first method; a first-in, first-out 
method; or a ratable allocation method. 

(ii) General limitation. An allocation 
of gross proceeds of an issue to an 
expenditure must involve a current 
outlay of cash for a governmental 
purpose of the issue. A current outlay 
of cash means an outlay reasonably 
expected to occur not later than 5 
banking days after the date as of which 
the allocation of gross proceeds to the 
expenditure is made. 

(2) Treatment of gross proceeds in
vested in purpose investments-(i) In 
general. Gross proceeds of an issue 
invested in a purpose investment are 
allocated to an expenditure on the date 
on which the conduit borrower under 
the purpose investment allocates the 
gross proceeds to an expenditure in 
accordance with this paragraph (d). 

(ii) Exception for qualified mortgage 
loans and qualified student loans. If 
gross proceeds of an issue are allocated 
to a purpose investment that is a 
qualified mortgage loan or a qualified 
student loan, those gross proceeds are 
allocated to an expenditure for the 
governmental purpose of the issue on 
the date on which the issuer allocates 
gross proceeds to that purpose 
investment. 

(iii) Continuing allocation of gross 
proceeds to purpose investments. Re
gardless of whether gross proceeds of a 
conduit financing issue invested in a 
purpose investment have been allocated 
to an expenditure under paragraph 
(d)(2)(i) or (ii) of this section, with 
respect to the actual issuer those gross 
proceeds continue to be allocated to the 
purpose investment until the sale, dis
charge, or other disposition of the 
purpose investment. 

(3) Expenditures for working capital 
purposes-(i) In general. Except as 
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otherwise provided in this paragraph 
(d)(3) or paragraph (d)(4) of this 
section, proceeds of an issue may only 
be allocated to working capital expen
ditures as of any date to the extent that 
those working capital expenditures ex
ceed available amounts (as defined in 
paragraph (d)(3)(iii) of this section) as 
of that date (i.e., a "proceeds-spent
last" method). For this purpose, pro
ceeds include replacement proceeds 
described in § 1.148-1 (c)( 4). 

(ii) Exceptions-(A) General de 
minimis exception. Paragraph (d)(3)(i) 
of this section does not apply to 
expenditures to pay-

(I) Any issuance costs of the issue 
or any qualified administrative costs 
within the meaning of § § 1.148-5( e)
(2)(i) or (ii), or § 1.148-5(e)(3)(ii)(A); 

(2) Fees for qualified guarantees of 
the issue or payments for a qualified 
hedge for the issue; 

(3) Interest on the issue for a period 
commencing on the issue date and 
ending on the date that is the later of 
three years from the issue date or one 
year after the date on which the project 
is placed in service; 

(4) Amounts paid to the United 
States under §§1.148-3, 1.148-5(c), or 
1.148-7 for the issue; 

(5) Costs, other than those described 
in paragraphs (d)(3)(ii)(A)(I) through 
(4) of this section, that do not exceed 5 
percent of the sale proceeds of an issue 
and that are directly related to capital 
expenditures financed by the issue 
(e.g., initial operating expenses for a 
new capital project); 

(6) Principal or interest on an issue 
paid from unexpected excess sale or 
investment proceeds; and 

(7) Principal or interest on an issue 
paid from investment earnings on a 
reserve or replacement fund that are 
deposited in a bona fide debt service 
fund. 

(B) Exception for extraordinary 
items. Paragraph (d)(3)(i) of this sec
tion does not apply to expenditures for 
extraordinary, nonrecurring items that 
are not customarily payable from cur
rent revenues, such as casualty losses 
or extraordinary legal judgments in 
amounts in excess of reasonable insur
ance coverage. If, however, an issuer or 
a related party maintains a reserve for 
such items (e.g., a self-insurance fund) 
or has set aside other available amounts 
for such expenses, gross proceeds 
within that reserve must be allocated to 
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expenditures only after all other avail
able amounts in that reserve are 
expended. 

(C) Exception for payment of princi
pal and interest on prior issues. Para
graph (d)(3)(i) of this section does not 
apply to expenditures for payment of 
principal, interest, or redemption prices 
on a prior issue and, for a crossover 
refunding issue, interest on that issue. 

(D) No exceptions if replacement 
proceeds created. The exceptions pro
vided in this paragraph (d)(3)(ii) do not 
apply if the allocation merely sub
stitutes gross proceeds for other 
amounts that would have been used to 
make those expenditures in a manner 
that gives rise to replacement proceeds. 
For example, if a purported reimburse
ment allocation of proceeds of a 
reimbursement bond does not result in 
an expenditure under § 1.150-2, those 
proceeds may not be allocated to pay 
interest on an issue that, absent this 
allocation, would have been paid from 
the issuer's current revenues. 

(iii) Definition of available 
amount-(A) In general. For purposes 
of this paragraph (d)(3), available 
amount means any amount that is 
available to an issuer for working 
capital expenditure purposes of the type 
financed by an issue. Except as other
wise provided, available amount ex
cludes proceeds of the issue but in
cludes cash, investments, and other 
amounts held in accounts or otherwise 
by the issuer or a related party if those 
amounts may be used by the issuer for 
working capital expenditures of the 
type being financed by an issue without 
legislative or judicial action and with
out a legislative, judicial, or contractual 
requirement that those amounts be 
reimbursed. 

(B) Reasonable working capital re
serve treated as unavailable. A reason
able working capital reserve is treated 
as unavailable. Any working capital 
reserve is reasonable if it does not 
exceed 5 percent of the actual working 
capital expenditures of the issuer in the 
fiscal year before the year in which the 
determination of available amounts is 
made. For this purpose only, in deter
mining the working capital expendi
tures of an issuer for a prior fiscal 
year, any expenditures (whether capital 
or working capital expenditures) that 
are paid out of current revenues may be 
treated as working capital expenditures. 

(C) Qualified endowment funds 
treated as unavailable. For a 501(c)(3) 
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organization that is a hospital, univer
sity, or similar institution, a qualified 
endowment fund is treated as unavail
able. A fund is a qualified endowment 
fund if-

(1) The fund is derived from gifts or 
bequests, or the income thereon, that 
were neither made nor reasonably 
expected to be used to pay working 
capital expenditures; 

(2) Pursuant to reasonable, 
established practices of the organiza
tion, the governing body of the 
501(c)(3) organization designates and 
consistently operates the fund as a 
permanent endowment fund or quasi
endowment fund restricted as to use; 
and 

(3) There is an independent verifica
tion (e.g., from an independent certified 
public accountant) that the fund is 
reasonably necessary as part of the 
organization's permanent capital. 

(D) Application to statutory safe 
harbor for tax and revenue anticipation 
bonds. For purposes of section 
148(f)( 4 )(B)(iii)(II), available amount 
has the same meaning as in paragraph 
(d)(3)(iii) of this section, except that 
the otherwise-permitted reasonable 
working capital reserve is treated as 
part of the available amount. 

(4) Expenditures for grants-(i) In 
general. Gross proceeds of an issue 
that are used to make a grant are 
allocated to an expenditure on the date 
on which the grant is made. 

(ii) Characterization of repayments 
of grants. If any amount of a grant 
financed by gross proceeds of an issue 
is repaid to the grantor, the repaid 
amount is treated as unspent proceeds 
of the issue as of the repayment date 
unless expended within 60 days of 
repayment. 

(iii) Definition of grant. Grant means 
a transfer for a governmental purpose 
of money or property to a transferee 
that is not a related party to or an agent 
of the transferor. The transfer must not 
impose any obligation or condition to 
directly or indirectly repay any amount 
to the transferor. Obligations or condi
tions intended solely to assure expendi
ture of the transferred moneys in 
accordance with the governmental pur
pose of the transfer do not prevent a 
transfer from being a grant. 

(5) Expenditures for reimbursement 
purposes. In allocating gross proceeds 
of issues of reimbursement bonds (as 
defined in § 1.150-2)) to certain expen-

ditures, § 1.150-2 applies. In al!ocating 
gross proceeds to an expendIture. to 
reimburse a previously paid workmg 
capital expenditure, paragraph (d)(3) of 
this section applies. Thus, if the expen
diture is described in paragraph 
(d)(3)(ii) of this section or there are no 
available amounts on the date a work
ing capital expenditure is made and 
there are no other available amounts on 
the date of the reimbursement of that 
expenditure, gross proceeds are allo
cated to the working capital expendi
ture as of the date of the reimburse
ment. 

(6) Expenditures of certain com
mingled investment proceeds of govern
mental issues. This paragraph (d)(6) 
applies to any issue of governmental 
bonds, any issue of private activity 
bonds issued to finance a facility that is 
required by section 142 to be owned by 
a governmental unit, and any portion of 
an issue that is not treated as consisting 
of private activity bonds under section 
141(b)(9). Investment proceeds of the 
issue (other than investment proceeds 
held in a refunding escrow) are treated 
as allocated to expenditures for a 
governmental purpose when the 
amounts are deposited in a commingled 
fund with substantial tax or other 
revenues from governmental operations 
of the issuer and the amounts are 
reasonably expected to be spent for 
governmental purposes within 6 months 
from the date of the commingling. In 
establishing these reasonable expecta
tions, an issuer may use any reasonable 
accounting assumption and is not 
bound by the proceeds-spent-last as
sumption generally required for work
ing capital expenditures under para
graph (d)(3) of this section. 

(7) Payments to related parties. Any 
payment of gross proceeds of the issue 
to a related party of the payor is not an 
expenditure of those gross proceeds. 

(e) Special rules for commingled 
funds-(1) In general. An accounting 
method for gross proceeds of an issue 
in a commingled fund, other than a 
bona fide debt service fund, is reason
able only if it satisfies the requirements 
of paragraphs (e)(2) through (6) of this 
section in addition to the other require
ments of this section. 

(2) Investments held by a com
mingled fund-(i) Required ratable 
allocations. Not less frequently than as 
of the close of each fiscal period, all 
payments and receipts (including 
deemed payments and receipts) on 



investments held by a commingled fund 
must be allocated (but not necessarily 
distributed) among the different inves
tors in the fund. This allocation must 
be based on a consistently applied, 
reasonable ratable allocation method. 

(ii) Safe harbors for ratable alloca
tion methods. Reasonable ratable al
location methods include, without lim
itation, methods that allocate these 
items in proportion to either-

(A) The average daily balances of 
the amounts in the commingled fund 
from different investors during a fiscal 
period (as described in paragraph (e)(4) 
of this section); or 

(B) The average of the beginning 
and ending balances of the amounts in 
the commingled fund from different 
investors for a fiscal period that does 
not exceed one month. 

(iii) Definition of investor. For pur
poses of this paragraph (e), the term 
investor means each different source of 
funds invested in a commingled fund. 
For example, if a city invests gross 
proceeds of an issue and tax revenues 
in a commingled fund, it is treated as 
two different investors. 

(3) Certain expenditures involving a 
commingled fund. If a ratable allocation 
method is used under paragraph (d) of 
this section to allocate expenditures 
from the commingled fund, the same 
ratable allocation method must be used 
to allocate payments and receipts on 
investments in the commingled fund 
under paragraph (e)(2) of this section. 

(4) Fiscal periods. The fiscal year of 
a commingled fund is the calendar year 
unless the fund adopts another fiscal 
year. A commingled fund may use any 
consistent fiscal period that does not 
exceed three months (e.g., a daily, 
weekly, monthly, or quarterly fiscal 
period). 

(5) Unrealized gains and losses on 
investments of a commingled fund-(i) 
Mark-to-market requirement for inter
nal commingled funds with longer-term 
investment portfolios. Except as other
wise provided in this paragraph (e), in 
the case of a commingled fund in 
which the issuer and any related party 
own more than 25 percent of the 
beneficial interests in the fund (an 
internal commingled fund), the fund 
must treat all its investments as if sold 
at fair market value either on the last 
day of the fiscal year or the last day of 
each fiscal period. The net gains or 
losses from these deemed sales of 

investments must be allocated to all 
investors of the commingled fund 
during the period since the last 
allocation. 

(ii) Exception for internal com
mingled funds with shorter-term invest
ment portfolios. If the remaining 
weighted average maturity of all invest
ments held by a commingled fund 
during a particular fiscal year does not 
exceed 18 months, and the investments 
held by the commingled fund during 
that fiscal year consist exclusively of 
obligations, the mark-to-market require
ment of paragraph (e)(5)(i) of this 
section does not apply. 

(iii) Exception for commingled re
serve funds and sinking funds. The 
mark-to-market requirement of para
graph (e)(5)(i) of this section does not 
apply to a commingled fund that 
operates exclusively as a reserve fund, 
sinking fund, or replacement fund for 
two or more issues of the same issuer. 

(6) Allocations of commingled funds 
serving as common reserve funds or 
sinking funds-(i) Permitted ratable 
allocation methods. If a commingled 
fund serves as a common reserve fund, 
replacement fund, or sinking fund for 
two or more issues (a commingled 
reserve), after making reasonable ad
justments to account for proceeds allo
cated under paragraph (b)(1) or (b)(2) 
of this section, investments held by that 
commingled fund must be allocated 
ratably among the issues served by the 
commingled fund in accordance with 
one of the following methods-

(A) The relative values of the bonds 
of those issues under §1.148-4(e); 

(B) The relative amounts of the 
remaining maximum annual debt serv
ice requirements on the outstanding 
principal amounts of those issues; or 

(C) The relative original stated prin
cipal amounts of the outstanding issues. 

(ii) Frequency of allocations. An 
issuer must make any allocations re
quired by this paragraph (e)(6) as of a 
date at least every 3 years and as of 
each date that an issue first becomes 
secured by the commingled reserve. If 
relative original principal amounts are 
used to allocate, allocations must also 
be made on the retirement of any issue 
secured by the commingled reserve. 

§I.I48-7 Spending exceptions to the 
rebate requirement. 

(a) Scope of section-(1) In general. 
This section provides guidance on the 
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spending exceptions to the arbitrage 
rebate requirement of section l48(f)(2). 
These exceptions are the 6-month 
exception in section 148(f)(4)(B) (the 
6-month exception), the l8-month ex
ception under paragraph (d) of this 
section (the I8-month exception), and 
the 2-year construction exception under 
section 148(f)(4)(C) (the 2-year excep
tion) (collectively, the spending 
exceptions). 

(2) Relationship of spending excep
tions. Each of the spending exceptions 
is an independent exception to arbitrage 
rebate. For example, a construction 
issue may qualify for the 6-month 
exception or the 18-month exception 
even though the issuer makes one or 
more elections under the 2-year excep
tion with respect to the issue. 

(3) Spending exceptions not manda
tory. Use of the spending exceptions is 
not mandatory. An issuer may apply 
the arbitrage rebate requirement to an 
issue that otherwise satisfies a spending 
exception. If an issuer elects to pay 
penalty in lieu of rebate under the 
2-year exception, however, the issuer 
must apply those penalty provisions. 

(b) Rules applicable for all spending 
exceptions. The provisions of this 
paragraph (b) apply for purposes of 
applying each of the spending 
exceptions. 

(1) Special transferred proceeds 
rules-(i) Application to prior issues. 
For purposes of applying the spending 
exceptions to a prior issue only, pro
ceeds of the prior issue that become 
transferred proceeds of the refunding 
issue continue to be treated as unspent 
proceeds of the prior issue. If the prior 
issue satisfies one of the spending 
exceptions, the proceeds of the prior 
issue that are excepted from rebate 
under that spending exception are not 
subject to rebate either as proceeds of 
the prior issue or as transferred pro
ceeds of the refunding issue. 

(ii) Application to refunding 
issues-(A) In general. The only 
spending exception applicable to re
funding issues is the 6-month excep
tion. For purposes of applying the 
6-month exception to a refunding issue 
only, proceeds of the prior issue that 
become transferred proceeds of the 
refunding issue generally are not 
treated as proceeds of the refunding 
issue and need not be spent for the 
refunding issue to satisfy that spending 
exception. Even if the refunding issue 
qualifies for that spending exception, 
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those transferred proceeds are subject to 
rebate as proceeds of the refunding issue 
unless an exception to rebate applied to 
those proceeds as proceeds of the prior 
issue. 

(B) Exception. For purposes of apply
ing the 6-month exception to refunding 
issues, those transferred proceeds of the 
refunding issue excluded from the gross 
proceeds of the prior issue under the 
special definition of gross proceeds in 
paragraph (c)(3) of this section, and 
those that transferred from a prior 
taxable issue, are generally treated as 
gross proceeds of the refunding issue. 
Thus, for the refunding issue to qualify 
for the 6-month exception, those pro
ceeds must be spent within 6 months of 
the issue date of the refunding issue, 
unless those amounts continue to be 
used in a manner that does not cause 
those amounts to be gross proceeds 
under paragraph (c)(3) of this section. 

(2) Application of multipurpose issue 
rules. Except as otherwise provided, if 
any portion of an issue is treated as a 
separate issue allocable to refunding 
purposes under §1.148-9(h) (relating to 
multipurpose issues), for purposes of 
this section, that portion is treated as a 
separate issue. 

(3) Expenditures for governmental 
purposes of the issue. For purposes of 
this section, expenditures for the gov
ernmental purpose of an issue include 
payments for interest, but not principal, 
on the issue, and for principal or interest 
on another issue of obligations. The 
preceding sentence does not apply for 
purposes of the 18-month and 2-year 
exceptions if those payments cause the 
issue to be a refunding issue. 

(4) De minimis rule. Any failure to 
satisfy the final spending requirement of 
the I8-month exception or the 2-year 
exception is disregarded if the issuer 
exercises due diligence to complete the 
project financed and the amount of the 
failure does not exceed the lesser of 3 
percent of the issue price of the issue or 
$250,000. 

(5) Special definition of reasonably 
required reserve or replacement fund. 
For purposes of this section only, a 
reasonably required reserve or replace
ment fund also includes any fund to the 
extent described in § 1.148-5( c )(3)(i)(E) 
or (G). 

(6) Pooled financing issue-(i) In 
general. Except as otherwise provided 
in this paragraph (b)(6), the spending 
exceptions apply to a pooled financing 
issue as a whole, rather than to each 
loan separately. 
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(ii) Election to apply spending excep
tions separately to each loan-(A) In 
general. At the election (made on or 
before the issue date) of the issuer of a 
pooled financing issue, the spending 
exceptions are applied separately to each 
conduit loan, and the applicable spend
ing requirements for a loan begin on the 
earlier of the date the loan is made, or 
the first day following the I-year period 
beginning on the issue date of the 
pooled financing issue. If this election is 
made, the rebate requirement applies to, 
and none of the spending exceptions are 
available for, gross proceeds of the 
pooled financing bonds before the date 
on which the spending requirements for 
those proceeds begin. 

(B) Application of spending excep
tions. If the issuer makes the election 
under this paragraph (b)(6)(ii), the re
bate requirement is satisfied for pro
ceeds used to finance a particular 
conduit loan to the extent that the loan 
satisfies a spending exception or the 
small issuer exception under § 1.148-8, 
regardless of whether any other conduit 
loans allocable to the issue satisfy such 
an exception. A pooled financing issue 
is an issue of arbitrage bonds, however, 
unless the entire issue satisfies the 
requirements of section 148. An issuer 
may pay rebate for some conduit loans 
and 1 Y2 percent penalty for other 
conduit loans from the same pooled 
financing issue. The 1 Y2 percent penalty 
is computed separately for each conduit 
loan. 

(C) Elections under 2-year exception. 
If the issuer makes the election under 
this paragraph (b)(6)(ii), the issuer may 
make all elections under the 2-year 
exception separately for each loan. 
Elections regarding a loan that otherwise 
must be made by the issuer on or before 
the issue date instead may be made on 
or before the date the loan is made (but 
not later than 1 year after the issue 
date). 

(D) Example. The operation of this 
paragraph (b)( 6) is illustrated by the 
following example: 

Example. Pooled financing issue. On January 1, 
1994, Authority J issues bonds. As of the issue 
date, J reasonably expects to use the proceeds of 
the issue to make loans to City K, County L, and 
City M. J does not reasonably expect to use more 
than 75 percent of the available construction 
proceeds of the issue for construction expendi
tures. On or before the issue date, J elects to apply 
the spending exceptions separately for each loan, 
with spending requirements beginning on the 
earlier of the date the loan is made or the fIrst day 
following the I-year period beginning on the issue 

date. On February 1, 1994. J loans a portion of 
the proceeds to K. and K reasonably expects that 
45 percent of those amounts will be .used f~r 
construction expenditures. On the date ~s lo~ IS 

made. J elects under paragraph (j) of this section 
to treat 60 percent of the amount loaned to K as a 
separate construction issue. and also elects the I ~ 
percent penalty under paragraph (k) of this section 
for the separate construction issue. On March I. 
1994. J loans a portion of the proceeds to L, and L 
reasonably expects that more than 75 percent of 
those atnoonts will be used for construction 
expenditures. On March 1. 1995. J loans the 
remainder of the proceeds to M, and none of those 
amounts will be used for construction expendi
tures. J must satisfy the rebate requirement for all 
gross proceeds before those amounts are loaned. 
For the loan to K, the spending periods begin on 
February I, 1994. and the I Y2 percent penalty 
must be paid for any failure to meet a spending 
requirement for the portion of the loan to K that is 
treated as a separate construction issue. Rebate 
must be paid on the remaining portion of the loan 
to K. unless that portion qualifies for the 6-month 
exception. For the loan to L, the spending periods 
begin on March I. 1994, and the rebate require
ment must be satisfied unless the 6-month. 18-
month, or the 2-year exception is satisfied with 
respect to those amounts. For the loan to M, the 
spending periods begin on January 2, 1995. and 
the rebate requirement must be satisfied for those 
amounts unless the 6-month or IS-month excep
tion is satisfied. 

(c) 6-month exception-(l) General 
rule. An issue is treated as meeting the 
rebate requirement if-

(i) The gross proceeds (as modified 
by paragraph (c)(3) of this section) of 
the issue are allocated to expenditures 
for the governmental purposes of the 
issue within the 6-month period begin
ning on the issue date (the 6-month 
spending period); and 

(ii) The rebate requirement is met for 
amounts not required to be spent within 
the 6-month spending period (excluding 
earnings on a bona fide debt service 
fund). 

(2) Additional period for certain 
bonds. The 6-month spending period is 
extended for an additional 6 months in 
certain circumstances specified under 
section 148(f)(4)(B)(ii). 

(3) Amounts not included in gross 
proceeds. For purposes of paragraph 
(c)(l)(i) of this section only, gross 
proceeds has the meaning used in 
§1.148-I, except it does not include 
amounts-

(i) In a bona fide debt service fund; 
(ii) In a reasonably required reserve 

or replacement fund (see § 1.148-
7(b)(5»; 

(iii) That, as of the issue date, are not 
reasonably expected to be gross pro
ceeds but that become gross proceeds 
aft~r the end of the 6-month spending 
penod; 



(iv) Representing sale or investment 
proceeds derived from payments under 
any purpose investment of the issue; and 

(v) Representing repayments of 
grants (as defined in §1.148-6(d)(4» 
financed by the issue. 

(4) Series of refundings. If a principal 
purpose of a series of refunding issues 
is to exploit the difference between 
taxable and tax-exempt interest rates by 
investing proceeds during the temporary 
periods provided in §1.148-9(d), the 
6-month spending period for all issues 
in the series begins on the issue date of 
the first issue in the series. 

(d) I8-month exception-(1) General 
rule. An issue is treated as meeting the 
rebate requirement if all of the follow
ing requirements are satisfied-

(i) I8-month expenditure schedule 
met. The gross proceeds (as defined in 
paragraph (d)(3) of this section) are 
allocated to expenditures for a govern
mental purpose of the issue in accord
ance with the following schedule (the 
I8-month expenditure schedule) meas
ured from the issue date-

(A) At least 15 percent within 6 
months (the first spending period); 

(B) At least 60 percent within 12 
months (the second spending period); 
and 

(C) 100 percent within 18 months 
(the third spending period). 

(ii) Rebate requirement met for 
amounts not required to be spent. The 
rebate requirement is met for all 
amounts not required to be spent in 
accordance with the 18-month expendi
ture schedule (other than earnings on a 
bona fide debt service fund). 

(iii) Issue qualifies for initial tempo
rary period. All of the gross proceeds 
(as defined in paragraph (d)(3)(i) of this 
section) of the issue qualify for the 
initial temporary period under § 1.148-
2(e)(2). 

(2) Extension for reasonable re
tainage. An issue does not fail to satisfy 
the spending requirement for the third 
spending period as a result of a 
reasonable retainage if the reasonable 
retainage is allocated to expenditures 
within 30 months of the issue date. 
Reasonable retainage has the meaning 
under paragraph (h) of this section, as 
modified to refer to net sale proceeds on 
the date 18 months after the issue date. 

(3) Gross proceeds-(i) Definition of 
gross proceeds. For purposes of para
graph (d)(l) of this section only, gross 

proceeds means gross proceeds as de
fined in paragraph (c)(3) of this section, 
as modified to refer to "18 months" in 
paragraph (c)(3)(iii) of this section in 
lieu of "6 months." 

(ii) Estimated earnings. For purposes 
of determining compliance with the first 
two spending periods under paragraph 
(d)(1)(i) of this section, the amount of 
investment proceeds included in gross 
proceeds of the issue is determined 
based on the issuer's reasonable expec
tations on the issue date. 

(4) Application to multipurpose is
sues. This paragraph (d) does not apply 
to an issue any portion of which is 
treated as meeting the rebate require
ment under paragraph (e) of this section 
(relating to the 2-year exception). 

(e) 2-year exception-(l) General 
rule. A construction issue is treated as 
meeting the rebate requirement for 
available construction proceeds if those 
proceeds are allocated to expenditures 
for governmental purposes of the issue 
in accordance with the following sched
ule (the 2-year expenditure schedule), 
measured from the issue date-

(i) At least to percent within 6 
months (the first spending period); 

(ii) At least 45 percent within 1 year 
(the second spending period); 

(iii) At least 75 percent within 18 
months (the third spending period); and 

(iv) tOO percent within 2 years (the 
fourth spending period). 

(2) Extension for reasonable re
tainage. An issue does not fail to satisfy 
the spending requirement for the fourth 
spending period as a result of unspent 
amounts for reasonable retainage (as 
defined in paragraph (h) of this section) 
if those amounts are allocated to expen
ditures within 3 years of the issue date. 

(3) Definitions. For purposes of the 
2-year exception, the following defini
tions apply: 

(i) Real property means land and 
improvements to land, such as buildings 
or other inherently permanent structures, 
including interests in real property. For 
example, real property includes wiring 
in a building, plumbing systems, central 
heating or airconditioning systems, pipes 
or ducts, elevators, escalators installed 
in a building, paved parking areas, 
roads, wharves and docks, bridges, and 
sewage lines. 

(ii) Tangible personal property means 
any tangible property other than real 
property, including interests in tangible 
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personal property. For example, tangible 
personal property includes machinery 
that is not a structural component of a 
building, subway cars, fire trucks, auto
mobiles, office equipment, testing equip
ment, and furnishings. 

(iii) Substantially completed. Con
struction may be treated as substantially 
completed when the issuer abandons 
construction or when at least 90 percent 
of the total costs of the construction 
reasonably expected, as of that date,to 
be financed with the available con
struction proceeds have been allocated 
to expenditures. 

(f) Construction issue-(l) Defini
tion. Construction issue means any issue 
that is not a refunding issue if-

(i) The issuer reasonably expects, as 
of the issue date, that at least 75 percent 
of the available construction proceeds of 
the issue will be allocated to con
struction expenditures (as defined in 
paragraph (g) of this section) for prop
erty owned by a governmental unit or a 
501(c)(3) organization; and 

(ii) Any private activity bonds that 
are part of the issue are qualified 
501 (c )(3) bonds or private activity 
bonds issued to finance property to be 
owned by a governmental unit or a 
501(c)(3) organization. 

(2) Use of actual facts. For the 
provisions of paragraphs (e) through (m) 
of this section that apply based on the 
issuer's reasonable expectations, an 
issuer may elect on or before the issue 
date to apply all of those provisions 
based on actual facts, except that this 
election does not apply for purposes of 
determining whether an issue is a 
construction issue under paragraph (f)(1) 
of this section if the 1 and V2 percent 
penalty election is made under para
graph (k) of this section. 

(3) Ownership requirement-(i) In 
general. A governmental unit or 
501(c)(3) organization is treated as the 
owner of property if it would be treated 
as the owner for Federal income tax 
purposes. For obligations issued on 
behalf of a State or local governmental 
unit, the entity that actually issues the 
bonds is treated as a governmental unit. 

(ii) Safe harbor for leases and man
agement contracts. Property leased by a 
governmental unit or a 501(c)(3) organi
zation is treated as owned by the 
governmental unit or 501(c)(3) organiza
tion if the lessee complies with the 
requirements of section 142(b)(1)(B). 
For a bond described in section 
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142(a)(6), the requirements of section 
142(b)(1)(B) apply as modified by 
section 146(h)(2). 

(g) Construction expenditures-( I) 
Definition. Except as otherwise 
provided, construction expenditures 
means capital expenditures (as defined 
in §1.150-1) that are allocable to the 
cost of real property or constructed 
personal property (as defined in para
graph (g)(3) of this section). Except as 
provided in paragraph (g)(2) of this 
section, construction expenditures do not 
include expenditures for acquisitions of 
interests in land or other existing real 
property. 

(2) Certain acquisitions under turn
key contracts treated as construction 
expenditures. Expenditures are not for 
the acquisition of an interest in existing 
real property other than land if the 
contract between the seller and the 
issuer requires the seller to build or 
install the property (e.g., a turnkey 
contract), but only to the extent that the 
property has not been built or installed 
at the time the parties enter into the 
contract. 

(3) Constructed personal property. 
Constructed personal property means 
tangible personal property (or, if ac
quired pursuant to a single acquisition 
contract, properties) or specially devel
oped computer software if-

(i) A substantial portion of the prop
erty or properties is completed more 
than 6 months after the earlier of the 
date construction or rehabilitation com
menced and the date the issuer entered 
into an acquisition contract; 

(ii) Based on the reasonable expecta
tions of the issuer, if any, or representa
tions of the person constructing the 
property, with the exercise of due 
diligence, completion of construction or 
rehabilitation (and delivery to the issuer) 
could not have occurred within that 
6-month period; and 

(iii) If the issuer itself builds or 
rehabilitates the property, not more than 
75 percent of the capitalizable cost is 
attributable to property acquired by the 
issuer (e.g., components, raw materials, 
and other supplies). 

(4) Specially developed computer 
software. Specially developed computer 
software means any programs or rou
tines used to cause a computer to 
perform a desired task or set of tasks, 
and the documentation required to de
scribe and maintain those programs, 
provided that the software is specially 
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developed and is functionally related 
and subordinate to real property or other 
constructed personal property. 

(5) Examples. The operation of this 
paragraph (g) is illustrated by the 
following examples: 

Example 1. Purchase oj construction materials. 
City A issues bonds to finance a new office 
building. A uses proceeds of the bonds to purchase 
materials to be used in constructing the building, 
such as bricks, pipes, wires, lighting, carpeting, 
heating equipment, and similar materials. Expendi
tures by A for the construction materials ru:e 
construction expenditures because those expendI
tures will be capitalizable to the cost of the 
building upon completion, even though they are 
not initially capitalizable to the cost of existing 
real property. This result would be the same i.f A 
hires a third-party to perform the constructIOn, 
unless the office building is partially constructed 
at the time that A contracts to purchase the 
building. 

Example 2. Turnkey contract. City B issues 
bonds to fmance a new office building. B enters 
into a turnkey contract with developer D under 
which D agrees to provide B with a completed 
building on a specified completion date on land 
currently owned by D. Under the agreement, D 
holds title to the land and building and assumes 
any risk of loss until the completion date, at which 
time title to the land and the building will be 
transferred to B. No construction has been 
performed by the date that B and D enter into the 
agreement. All payments by B to D for con
struction of the building are construction expendi
tures because all the payments are properly 
capitalized to the cost of the building, but 
payments by B to D allocable to the acquisition of 
the land are not construction expenditures. 

Example 3. Right-oj-way. P, a public agency, 
issues bonds to finance the acquisition of a right
of-way and the construction of sewage lines 
through numerous parcels of land. The right-of
way is acquired primarily through P's exercise of 
its powers of eminent domain. As of the issue 
date, P reasonably expects that it will take 
approximately 2 years to acquire the entire right
of-way because of the time normally required for 
condenmation proceedings. No expenditures for 
the acquisition of the right-of-way are construction 
expenditures because they are costs incurred to 
acquire an interest in existing real property. 

Example 4. Subway cars. City C issues bonds to 
finance new subway cars. C reasonably expects 
that it will take more than 6 months for the 
subway cars to be constructed to C's specifica
tions. The subway cars are constructed personal 
property. Alternatively, if the builder of the 
subway cars informs C that it will only take 3 
months to build the subway cars to C's specifica
tions, no payments for the subway cars are 
construction expenditures. 

Example 5. Fractional interest in property. U, a 
public agency, issues bonds to finance an 
undivided fractional interest in a newly con
structed power-generating facility. U contributes 
its ratable share of the cost of building the new 
facility to the project manager for the facility. U's 
contributions are construction expenditures in the 
same proportion that the total expenditures for the 
facility qualify as construction expenditures. 

Example 6. Park land. City D issues bonds to 
finance the purchase of unimproved land and the 
cost of subsequent improvements to the land, such 

. to transform as grading and landscapmg, necessary 
it into a park. The costs of the improve~e~s ar: 
properly capitalizable to the cost of the an , an 

. endl' tures but ex-therefore, are constructlon exp , 
. ., of the land are not penditures for the acquISItion . 

(h) Reasonable retainage definition. 
Reasonable retainage means an amount, 
not to exceed 5 percent of available 
construction proceeds as o! the end ~f 
the fourth spending penod, that IS 

retained for reasonable business pur
poses relating to the property financed 
with the proceeds of the issue. For 
example, a reasonable retainage may 
include a retention to ensure or promote 
compliance with a construction contract 
in circumstances in which the retained 
amount is not yet payable, or in which 
the issuer reasonably determines that a 
dispute exists regarding completion or 
payment. 

(i) Available construction proceeds
(1) Definition in general. Available 
construction proceeds has the meaning 
used in section 148(f)(4)(C)(vi). For 
purposes of this definition, earnings 
include earnings on any tax-exempt 
bond. Pre-issuance accrued interest and 
earnings thereon may be disregarded. 
Amounts that are not gross proceeds as 
a result of the application of the 
universal cap under §1.148-6(b)(2) are 
not available construction proceeds. 

(2) Earnings on a reasonably re
quired reserve or replacement fund. 
Earnings on any reasonably required 
reserve or replacement fund are avail
able construction proceeds only to the 
extent that those earnings accrue before 
the earlier of the date construction is 
substantially completed or the date that 
is 2 years after the issue date. An issuer 
may elect on or before the issue date to 
exclude from available construction pro
ceeds the earnings on such a fund. If the 
election is made, the rebate requirement 
applies to the excluded amounts from 
the issue date. 

(3) Reasonable expectations test for 
future earnings. For purposes of deter
mining compliance with the spending 
requirements as of the end of each of 
the first three spending periods, avail
able construction proceeds include the 
amount of future earnings that the issuer 
reasonably expected as of the issue date. 

(4) Issuance costs. Available con
struction proceeds do not include gross 
proceeds used to pay issuance costs 
financed by an issue, but do include 
earnings on such proceeds. Thus, an 
expenditure of gross proceeds of an 
issue for issuance costs does not count 



toward meeting the spending require
ments. The expenditure of earnings on 
gross proceeds used to pay issuance 
costs does count toward meeting those 
requirements. If the spending require
ments are met and the proceeds used to 
pay issuance costs are expended by the 
end of the fourth spending period, those 
proceeds and the earnings thereon are 
treated as having satisfied the rebate 
requirement. 

(5) One and one-half percent penalty 
in lieu of arbitrage rebate. For purposes 
of the spending requirements of para
graph (e) of this section, available 
construction proceeds as of the end of 
any spending period are reduced by the 
amount of penalty in lieu of arbitrage 
rebate (under paragraph (k) of this 
section) that the issuer has paid from 
available construction proceeds before 
the last day of the spending period. 

(6) Payments on purpose investments 
and repayments of grants. Available 
construction proceeds do not include-

(i) Sale or investment proceeds de
rived from payments under any purpose 
investment of the issue; or 

(ii) Repayments of grants (as defined 
in §1.148-6(d)(4» financed by the issue. 

(7) Examples. The operation of this 
paragraph (i) is illustrated by the 
following examples: 

Example 1. Treatment of investment earnings. 
City F issues bonds having an issue price of 
$10,000,000. F deposits all of the proceeds of the 
issue into a construction fund to be used for 
expenditures other than costs of issuance. F 
estimates on the issue date that, based on 
reasonably expected expenditures and rates of 
investment, earnings on the construction fund will 
be $800,000. As of the issue date and the end of 
each of the first three spending periods, the 
amount of available construction proceeds is 
$10,800,000. To qualify as a construction issue, F 
must reasonably expect on the issue date that at 
least $8,100,000 (75 percent of $10,800,000) will 
be used for construction expenditures. In order to 
meet the 10 percent spending requirement at the 
end of the first spending period, F must spend at 
least $1,080,000. As of the end of the fourth 
spending period, F has received $1,100,000 in 
earnings. In order to meet the spending require
ment at the end of the fourth spending period, 
however, F must spend all of the $11,100,000 of 
actual available construction proceeds (except for 
reasonable retainage not exceeding $555,000). 

Example 2. Treatment of investment earnings 
without a reserve fund. City G issues bonds 
having an issue price of $11.200,000. G does not 
elect to exclude earnings on the reserve fund from 
available construction proceeds. G uses $200,000 
of proceeds to pay issuance costs and deposits 
$1,000,000 of proceeds into a reasonably required 
reserve fund. G deposits the remaining 
$10,000,000 of proceeds into a construction fund 
to be used for construction expenditures. On the 
issue date, G reasonably expects that, based on the 

reasonably expected date of substantial completion 
and rates of investment, total earnings on the 
construction fund will be $800,000, and total 
earnings on the reserve fund to the date of 
substantial completion will be $150,000. G 
reasonably expects that substantial completion will 
occur during the fourth spending period. As of the 
issue date, the amount of available construction 
proceeds is $10,950,000 ($10,000,000 originally 
deposited into the construction fund plus $800,000 
expected eamings on the construction fund and 
$150,000 expected earnings on the reserve fund). 
To qualify as a construction issue, G must 
reasonably expect on the issue date that at least 
$8,212,500 will be used for construction 
expenditures. 

Example 3. Election to exclude earnings on a 
reserve fund. The facts are the same as Example 2, 
except that G elects on the issue date to exclude 
earnings on the reserve fund from available 
construction proceeds. The amount of available 
construction proceeds as of the issue date is 
$10,800,000. 

(j) Election to treat portion of issue 
used for construction as separate 
issue-(1) In general. For purposes of 
paragraph (e) of this section, if any 
proceeds of an issue are to be used for 
construction expenditures, the issuer 
may elect on or before the issue date to 
treat the portion of the issue that is not 
a refunding issue as two, and only two, 
separate issues, if-

(i) One of the separate issues is a 
construction issue as defined in para
graph (f) of this section; 

(ii) The issuer reasonably expects, as 
of the issue date, that this construction 
issue will finance all of the construction 
expenditures to be financed by the issue; 
and 

(iii) The issuer makes an election to 
apportion the issue under this paragraph 
(j)(1) in which it identifies the amount 
of the issue price of the issue allocable 
to the construction issue. 

(2) Example. The operation of this 
paragraph (j) is illustrated by the 
following example. 

Example. City D issues bonds having an issue 
price of $19,000,000. On the issue date, D 
reasonably expects to use $10,800,000 of bond 
proceeds (including investment earnings) for con
struction expenditures for the project being 
financed. D deposits $10,000,000 in a construction 
fund to be used for construction expenditures and 
$9,000,000 in an acquisition fund to be used for 
acquisition of equipment not qualifying as con
struction expenditures. D estimates on the issue 
date, based on reasonably expected expenditures 
and rates of investment, that total earnings on the 
construction fund will be $800,000 and total 
earnings on the acquisition fund will be $200,000. 
Because the total construction expenditures to be 
financed by the issue are expected to be 
$10,800,000, the maximum available construction 
proceeds for a construction issue is $14,400,000 
($10,800,000 divided by 0.75). To determine the 
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maximum amount of the issue price allocable to a 
construction issue, the estimated investment earn
ings allocable to the construction issue are 
subtracted. The entire $800,000 of earnings on the 
construction fund are allocable to the construction 
issue. Only a portion of the $200,000 of earnings 
on the acquisition fund, however, are allocable to 
the construction issue. The total amount of the 
available construction proceeds that is expected to 
be used for acquisition is $3,600,000 ($14,400,000 
- $10,800,000). The portion of earnings on the 
acquisition fund that is allocable to the con
struction issue is $78,261 ($200,000 X 
$3,600,0001$9,200,000). Accordingly, D may elect 
on or before the issue date to treat up to 
$13,521,739 of the issue price as a construction 
issue ($14,400,000 - $800,000 - $78,261). D's 
election must specify the amount of the issue price 
treated as a construction issue. The balance of the 
issue price is treated as a separate nonconstruction 
issue that is subject to the rebate requirement 
unless it meets another exception to arbitrage 
rebate. Because the financing of a construction 
issue is a separate governmental purpose under 
§ 1.148-9(h), the election causes the issue to be a 
multipurpose issue under that section. 

(k) One and one-half percent penalty 
in lieu of arbitrage rebate-(1) In 
general. Under section 148(f)(4)(C)(vii), 
an issuer of a construction issue may 
elect on or before the issue date to pay 
a penalty (the 10. percent penalty) to 
the United States in lieu of the obliga
tion to pay the rebate amount on 
available construction proceeds upon 
failure to satisfy the spending require
ments of paragraph (e) of this section. 
The 1 Y2 percent penalty is calculated 
separately for each spending period, 
including each semiannual period after 
the end of the fourth spending period, 
and is equal to 1.5 percent times the 
underexpended proceeds as of the end 
of the spending period. For each spend
ing period, underexpended proceeds 
equal the amount of available con
struction proceeds required to be spent 
by the end of the spending period, less 
the amount actually allocated to expen
ditures for the governmental purposes of 
the issue by that date. The 1 Y2 percent 
penalty must be paid to the United 
States no later than 90 days after the 
end of the spending period to which it 
relates. The 1 Y2 percent penalty con
tinues to apply at the end of each 
spending period and each semiannual 
period thereafter until the earliest of the 
following-

(i) The termination of the penalty 
under paragraph (1) of this section; 

(ii) The expenditure of all of the 
available construction proceeds; or 

(iii) The last stated final maturity 
date of bonds that are part of the issue 
and any bonds that refund those bonds. 

(2) Application to reasonable re
tainage. If an issue meets the exception 
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for reasonable retainage except that all 
retainage is not spent within 3 years of 
the issue date, the issuer must pay the 
1 V2 percent penalty to the United States 
for any reasonable retainage that was 
not so spent as of the close of the 
3-year period and each later spending 
period. 

(3) Coordination with rebate re
quirement. The rebate requirement is 
treated as met with respect to available 
construction proceeds for a period if 
the 1 Y2 percent penalty is paid in 
accordance with this section. 

(1) Termination of 1 '/2 percent 
penalty-(1) Termination after initial 
temporary period. The issuer may 
terminate the 1 Y2 percent penalty after 
the initial temporary period (a section 
148(f)(4)(C)(viii) penalty termination) 
if-

(i) Not later than 90 days after the 
earlier of the end of the initial tempo
rary period or the date construction is 
substantially completed, the issuer 
elects to terminate the 1 Yz percent 
penalty; provided that solely for t~is 
purpose, the initial temporary penod 
may be extended by the issuer to a date 
ending 5 years after the issue date; 

(ii) Within 90 days after the end of 
the initial temporary period, the issuer 
pays a penalty equal to 3 percent of the 
unexpended available construction pro
ceeds determined as of the end of the 
initial temporary period, multiplied by 
the number of years (including frac
tions of years computed to 2 decimal 
places) in the initial temporary period; 

(iii) For the period beginning as of 
the close of the initial temporary 
period, the unexpended available con
struction proceeds are not invested in 
higher yielding investments; and 

(iv) On the earliest date on which 
the bonds may be called or otherwise 
redeemed, with or without a call 
premium, the unexpended available 
construction proceeds as of that date 
(not including any amount earned after 
the date on which notice of the 
redemption was required to be given) 
must be used to redeem the bonds. 
Amounts used to pay any call premium 
are treated as used to redeem bonds. 
This redemption requirement may be 
met by purchases of bonds by the 
issuer on the open market at prices not 
exceeding fair market value. A portion 
of the annual principal payment due on 
serial bonds of a construction issue 
may be paid from the unexpended 
amount, but only in an amount no 
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greater than the amount tha~ b~ars the 
same ratio to the annual pnnclpal due 
that the total unexpended amount be.ars 
to the issue price of the constructIOn 
issue. 

(2) Termination before end of ~nitial 
temporary period. If the con~tru~t1on ~o 
be financed by the constructIOn Issue IS 
substantially completed before. the end 
of the initial temporary penod, the 
issuer may elect to terminate the 1 Y2 
percent penalty before. the end of ~he 
initial temporary penod (a sectzon 
148(f)(4)(C)(ix) penalty termination) 
if-

(i) Before the close of the initial 
temporary period and not later th~ ~ 
days after the date the construct~on IS 
substantially completed, the Issuer 
elects to terminate the 11/2 percent 
penalty; 

(ii) The election identifies the 
amount of available construction pro
ceeds that will not be spent for the 
governmental purposes of the issue; 
and 

(iii) The issuer has met all of the 
conditions for a section 148(f)(4)(C)
(viii) penalty termination, applied as if 
the initial temporary period ended as of 
the date the required election for a 
section 148(f)(4)(C)(ix) penalty termi
nation is made. That penalty termina
tion election satisfies the required 
election for a section 148(f)(4)(C)(viii) 
termination. 

(3) Application to reasonable re
tainage. Solely for purposes of deter
mining whether the conditions for 
terminating the 1 Yz percent penalty are 
met, reasonable retainage may be 
treated as spent for a governmental 
purpose of the construction issue. Rea
sonable retainage that is so treated 
continues to be subject to the 1 Y2 
percent penalty. 

(4) Example. The operation of this 
paragraph (1) is illustrated by the 
following example. 

Example. City 1 issues a construction issue 
having a 20-year maturity and qualifying for a 
3-year initial temporary period. The bonds are 
first subject to optional redemption 10 years after 
the issue date at a premium of 3 percent. 1 elects, 
on or before the issue date, to pay the 1 Y2 
percent penalty in lieu of arbitrage rebate. ~t t~e 
end of the 3-year temporary period, the project IS 

not substantially completed, and $1,500,000 of 
available construction proceeds of the issue are 
unspent. At that time, 1 reasonably expects to 
need $500,000 to complete the proj~ct . . l may 
terminate the I Y2 percent penalty m lieu of 
arbitrage rebate with respect. to the. ~xcess 
$1,500,000 by electing to termmate within 90 

.. ·al t mporary period; days of the end of the mlti e f 
U ited States 0 

paying a penalty to the n Iti lied b 
$135000 (3 percent of $1.500,000 mu. p y 

, . . . Id n the mvestment 3 years)· restnctmg the Yle 0 d " 7 
'. t·on procee s lor of unspent available construc I 

years until the first call date, although any 
portion of these proceeds may still be s~ent on 
the project prior to that call date; and usmg the 
available construction proceeds that, as of the 
first call date, have not been allocated to 
expenditures for the governmental purposes of 
the issue to redeem bonds on that Call. date. IfJ 
fails to make the termination electIOn, 1 IS 

required to pay the 1 Yz . percent penalty on 
unspent available constructio.n proceeds every 6 
months until the latest matunty date of bonds of 
the issue (or any bonds of another issue that 
refund such bonds). 

(m) Payment of penalt~es, E~ch 
penalty payment under thiS ~ect1~n 
must be paid in the manner proVided 10 

§1.148-3(g). See §1.148--:3(h) for rul~s 
on failures to pay penalties under thIS 
section. 

§1.148-8 Small issuer exception to 
rebate requirement. 

(a) Scope. Under section 148(f)
(4)(D), bonds issued to finance govern
mental activities of certain small 
issuers are treated as meeting the 
arbitrage rebate requirement of section 
148(f)(2) (the "small issuer excep
tion"). This section provides guidance 
on the small issuer exception. 

(b) General taxing powers. The 
small issuer exception generally applies 
only to bonds issued by governmental 
units with general taxing powers. A 
governmental unit has general. taxing 
powers if it has the power to Impose 
taxes (or to cause another entity to 
impose taxes) of general applicability 
which, when collected, may be used for 
the general purposes of the issuer. The 
taxing power may be limited to a 
specific type of tax, provided that the 
applicability of the tax is not limited to 
a small number of persons. The gov
ernmental unit's exercise of its taxing 
power may be subject to procedural 
limitations, such as voter approval 
requirements, but may not be con
tingent on approval by another govern
mental unit. See, also, section 
148(f)(4)(D)(iv). 

(c) Size limitation-( 1) In general. 
An issue (other than a refunding issue) 
qualifies for the small issuer exception 
only if the issuer reasonably expects, as 
of the issue date, that the aggregate 
face amount of all tax-exempt bonds 
(other than private activity bonds) 
issued by it during that calendar year 



will not exceed $5,000,000; or the 
aggregate face amount of all tax
exempt bonds of the issuer (other than 
private activity bonds) actually issued 
during that calendar year does not 
exceed $5,000,000. For this purpose, if 
an issue has more than a de minimis 
amount of original issue discount or 
premium, aggregate face amount 
means the aggregate issue price of that 
issue (determined without regard to 
pre-issuance accrued interest). 

(2) Aggregation rules. The following 
aggregation rules apply for purposes of 
applying the $5,000,000 size limitation 
under paragraph (c)(1) of this section. 

(i) On-behalf-of issuers. An issuer 
and all entities (other than political 
subdivisions) that issue bonds on behalf 
of that issuer are treated as one issuer. 

(ii) Subordinate entities-(A) In 
general. Except as otherwise provided 
in paragraph (d) of this section and 
section 148(f)(4)(D)(iv), all bonds 
issued by a subordinate entity are also 
treated as issued by each entity to 
which it is subordinate. An issuer is 
subordinate to another governmental 
entity if it is directly or indirectly 
controlled by the other entity within the 
meaning of § 1.150-1 (e). 

(B) Exception for allocations of size 
limitation. If an entity properly makes 
an allocation of a portion of its 
$5,000,000 size limitation to a subordi
nate entity (including an on behalf of 
issuer) under section 148(f)(4)(D)(iv), 
the portion of bonds issued by the 
subordinate entity under the allocation 
is treated as issued only by the 
allocating entity and not by any other 
entity to which the issuing entity is 
subordinate. These allocations are irre
vocable and must bear a reasonable 
relationship to the benefits received by 
the allocating unit from issues issued 
by the subordinate entity. The benefits 
to be considered include the manner in 
which-

(1) Proceeds are to be distributed; 

(2) The debt service is to be paid; 

(3) The facility financed is to be 
owned; 

(4) The use or output of the facility 
is to be shared; and 

(5) Costs of operation and mainte
nance are to be shared. 

(iii) A voidance of size limitation. An 
entity formed or availed of to avoid the 
purposes of the $5,000,000 size limita
tion and all entities that would benefit 

from the avoidance are treated as one 
issuer. Situations in which an entity is 
formed or availed of to avoid the 
purposes of the $5,000,000 size limita
tion include those in which the issuer-

(A) Issues bonds which, but for the 
$5,000,000 size limitation, would have 
been issued by another entity; and 

(B) Does not receive a substantial 
benefit from the project financed by the 
bonds. 

(3) Certain refunding bonds not 
taken into account. In applying the 
$5,000,000 size limitation, there is not 
taken into account the portion of an 
issue that is a current refunding issue 
to the extent that the stated principal 
amount of the refunding bond does not 
exceed the portion of the outstanding 
stated principal amount of the refunded 
bond paid with proceeds of the refund
ing bond. For this purpose, principal 
amount means, in reference to a plain 
par bond, its stated principal amount 
plus accrued unpaid interest, and in 
reference to any other bond, its present 
value. 

(d) Pooled financings-(1) Treat
ment of pool issuer. To the extent that 
an issuer of a pooled financing is not 
an ultimate borrower in the financing 
and the conduit borrowers are govern
mental units with general taxing 
powers and not subordinate to the 
issuer, the pooled financing is not 
counted towards the $5,000,000 size 
limitation of the issuer for purposes of 
applying the small issuer exception to 
its other issues. The issuer of the 
pooled financing issue is, however, 
subject to the rebate requirement for 
any unloaned gross proceeds. 

(2) Treatment of conduit borrowers. 
A loan to a conduit borrower in a 
pooled financing qualifies for the small 
issuer exception, regardless of the size 
of either the pooled financing or of any 
loan to other conduit borrowers, only 
if-

(i) The bonds of the pooled financ
ing are not private activity bonds; 

(ii) None of the loans to conduit 
borrowers are private activity bonds; 
and 

(iii) The loan to the conduit bor
rower meets all the requirements of the 
small issuer exception. 

(e) Refunding issues-(1) In general. 
Sections 148(f)(4)(D)(v) and (vi) 
provide restrictions on application of 
the small issuer exception to refunding 
issues. 
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(2) Multipurpose issues. The multi
purpose issue allocation rules of 
§ 1.148-9(h) apply for purposes of 
determining whether refunding bonds 
meet the requirements of section 
148(f)(4)(D)(v). 

§1.148-9 Arbitrage rules for 
refunding issues. 

(a) Scope of application. This sec
tion contains special arbitrage rules for 
refunding issues. These rules apply for 
all purposes of section 148 and govern 
allocations of proceeds, bonds, and 
investments to determine transferred 
proceeds, temporary periods, reason
ably required reserve or replacement 
funds, minor portions, and separate 
issue treatment of certain mUltipurpose 
issues. 

(b) Transferred proceeds allocation 
rule-(1) In general. When proceeds of 
the refunding issue discharge any of 
the outstanding principal amount of the 
prior issue, proceeds of the prior issue 
become transferred proceeds of the 
refunding issue and cease to be pro
ceeds of the prior issue. The amount of 
proceeds of the prior issue that be
comes transferred proceeds of the 
refunding issue is an amount equal to 
the proceeds of the prior issue on the 
date of that discharge multiplied by a 
fraction-

(i) The numerator of which is the 
principal amount of the prior issue 
discharged with proceeds of the refund
ing issue on the date of that discharge; 
and 

(ii) The denominator of which is the 
total outstanding principal amount of 
the prior issue on the date immediately 
before the date of that discharge. 

(2) Special definition of principal 
amount. For purposes of this section, 
principal amount means, in reference to 
a plain par bond, its stated principal 
amount, and in reference to any other 
bond, its present value. 

(3) Relation of transferred proceeds 
rule to universal cap rule-(i) In 
general. Paragraphs (b)( 1) and (c) of 
this section apply to allocate transferred 
proceeds and corresponding invest
ments to a refunding issue on any date 
required by those paragraphs before the 
application of the universal cap rule of 
§1.148-6(b)(2) to reallocate any of 
those amounts. To the extent nonpur
pose investments allocable to proceeds 
of a refunding issue exceed the univer
sal cap for the issue on the date that 

1993-2 C.B. 47 



Section 103 

amounts become transferred proceeds 
of the refunding issue, those transferred 
proceeds and corresponding invest
ments are reallocated back to the issue 
from which they transferred on that 
same date to the extent of the unused 
universal cap on that prior issue. 

(ii) Example. The following example 
illustrates the application of this para
graph of (b)(3): 

Example. On January I, 1995, $100.000 of 
nonpurpose investments allocable to proceeds of 
issue A become transferred proceeds of issue B 
under § 1.148-9. but the unused portion of issue 
8's universal cap is $75.000 as of that date. On 
January I, 1995. issue A has unused universal 
cap in excess of $25.000. Thus. $25.000 of 
nonpurpose investments representing the trans
ferred proceeds are immediately reallocated back 
to issue A on January 1, 1995, and are proceeds 
of issue A. On the next transfer date under 
§ 1.148-9. the $25.000 receives no priority in 
determining transferred proceeds as of that date 
but is treated the same as all other proceeds of 
issue A subject to transfer. 

(4) Limitation on multi-generational 
transfers. This paragraph (b)(4) con
tains limitations on the manner in 
which proceeds of a first generation 
issue that is refunded by a refunding 
issue (a second generation issue) be
come transferred proceeds of a refund
ing issue (a third generation issue) that 
refunds the second generation issue. 
Proceeds of the first generation issue 
that become transferred proceeds of the 
third generation issue are treated as 
having a yield equal to the yield on the 
refunding escrow allocated to the sec
ond generation issue (i.e., as deter
mined under §1.148-5(b)(2)(iv». The 
determination of the transferred pro
ceeds of the third generation issue does 
not affect compliance with the require
ments of section 148, including the 
determination of the amount of ar
bitrage rebate with respect to or the 
yield on the refunding escrow, of the 
second generation issue. 

(c) Special allocation rules for re
funding issues-( 1) Allocations of 
investments-(i) In general. Except as 
otherwise provided in this paragraph 
(c), investments purchased with sale 
proceeds or investment proceeds of a 
refunding issue must be allocated to 
those proceeds, and investments not 
purchased with those proceeds may not 
be allocated to those proceeds (i.e., a 
specific tracing method). 

(ii) Allocations to transferred pro
ceeds. When proceeds of a prior issue 
become transferred proceeds of a re
funding issue, investments (and the 
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related payments and receipts) of pro
ceeds of the prior issue that are held in 
a refunding escrow for another issue 
are allocated to the transferred proceeds 
under the ratable allocation method 
described in paragraph (c)(l)(iii) of this 
section. Investments of proceeds of the 
prior issue that are not held in a 
refunding escrow for another issue are 
allocated to the transferred proceeds by 
application of the allocation methods 
described in paragraph (c)(l)(iii) or (iv) 
of this section, consistently applied to 
all investments on a transfer date. 

(iii) Ratable allocation method. Un
der the ratable allocation method, a 
ratable portion of each nonpurpose and 
purpose investment of proceeds of the 
prior issue is allocated to transferred 
proceeds of the refunding issue. 

(iv) Representative allocation 
method-(A) In general. Under the 
representative allocation method, repre
sentative portions of the portfolio of 
nonpurpose investments and the port
folio of purpose investments of pro
ceeds of the prior issue are allocated to 
transferred proceeds of the refunding 
issue. Unlike the ratable allocation 
method, this representative allocation 
method permits an allocation of par
ticular whole investments. Whether a 
portion is representative is based on all 
the facts and circumstances, including, 
without limitation, whether the current 
yields, maturities, and current unre
alized gains or losses on the particular 
allocated investments are reasonably 
comparable to those of the unallocated 
investments in the aggregate. In addi
tion, if a portion of nonpurpose invest
ments is otherwise representative, it is 
within the issuer's discretion to allocate 
the portion from whichever source of 
funds it deems appropriate, such as a 
reserve fund or a construction fund for 
a prior issue. 

(B) Mark-to-market safe harbor for 
representative allocation method. In 
addition to other representative alloca
tions, a specific allocation of a particu
lar nonpurpose investment to trans
ferred proceeds (e.g., of lower yielding 
investments) is treated as satisfying the 
representative allocation method if that 
investment is valued at fair market 
value on the transfer date in determin
ing the payments and receipts on that 
date, but only if the portion of the 
nonpurpose investments that transfers is 
based on the relative fair market value 
of all nonpurpose investments. 

(2) Allocations of mixed escrows to 
expenditures for principal, interest, and 

redemption prices on a prior issue-(i) 
In general. Except for amounts re
quired or permitted to be accoun~ed for 
under paragraph (c)(2)(ii) of thIS sec
tion, proceeds of a refunding issue and 
other amounts that are not proceeds of 
a refunding issue that are deposited in 
a refunding escrow (a mixed escrow) 
must be accounted for under this 
paragraph (c)(2)(i). Those proceeds and 
other amounts must be allocated to 
expenditures for principal, interest, or 
stated redemption prices on the prior 
issue so that the expenditures of those 
proceeds do not occur faster than 
ratably with expenditures of the other 
amounts in the mixed escrow. During 
the period that the prior issue has 
unspent proceeds, however, these al
locations must be ratable (with reason
able adjustments for rounding) both 
between sources for expenditures (i.e., 
proceeds and other amounts) and be
tween uses (i.e., principal, interest, and 
stated redemption prices on the prior 
issue). 

(ii) Exceptions-(A) Mandatory al
location of certain non-proceeds to 
earliest expenditures. If amounts other 
than proceeds of the refunding issue 
are deposited in a mixed escrow, but 
before the issue date of the refunding 
issue those amounts had been held in a 
bona fide debt service fund or a fund to 
carry out the governmental purpose of 
the prior issue (e.g., a construction 
fund), those amounts must be allocated 
to the earliest maturing investments in 
the mixed escrow. 

(B) Permissive allocation of non
proceeds to earliest expenditures. Ex
cluding amounts covered by paragraph 
(c)(2)(ii)(A) of this sectiori and subject 
to any required earlier expenditure of 
those amounts, any amounts in a mixed 
escrow that are not proceeds of a 
refunding issue may be allocated to the 
earliest expenditures from the mixed 
escrow, provided that those expendi
tures occur before the date of any 
expenditure from the mixed escrow to 
pay any principal of the prior issue. 

(d) Temporary periods in 
refundings-(1) In general. Proceeds of 
a refunding issue may be invested in 
higher yielding investments under sec
tion 148(c) only during the temporary 
periods described in paragraph (d)(2) of 
this section. 

(2) Types of temporary periods in 
refu:ndings. The available temporary 
pen ods for proceeds of a refunding 
issue are as follows: 



(i) General temporary period for 
refunding issues. Except as otherwise 
provided in this paragraph (d)(2), the 
temporary period for proceeds (other 
than transferred proceeds) of a refund
ing issue is the period ending 30 days 
after the issue date of the refunding 
issue. 

(ii) Temporary periods for current 
refunding issues-(A) In general. Ex
cept as otherwise provided in paragraph 
(d)(2)(ii)(B) of this section, the tempo
rary period for proceeds (other than 
transferred proceeds) of a current re
funding issue is 90 days. 

(B) Temporary period for short-term 
current refunding issues. The tempo
rary period for proceeds (other than 
transferred proceeds) of a current re
funding issue that has an original term 
to maturity of 270 days or less may not 
exceed 30 days. The aggregate tempo
rary periods for proceeds (other than 
transferred proceeds) of all current 
refunding issues described in the pre
ceding sentence that are part of the 
same series of refundings is 90 days. 
An issue is part of a series of 
refundings if it finances or refinances 
the same expenditures for a particular 
governmental purpose as another issue. 

(iii) Temporary periods for trans
ferred proceeds-(A) In general. Ex
cept as otherwise provided in paragraph 
(d)(2)(iii)(B) of this section, each avail
able temporary period for transferred 
proceeds of a refunding issue begins on 
the date those amounts become trans
ferred proceeds of the refunding issue 
and ends on the date that, without 
regard to the discharge of the prior 
issue, the available temporary period 
for those proceeds would have ended 
had those proceeds remained proceeds 
of the prior issue. 

(B) Termination of initial temporary 
period for prior issue in an advance 
refunding. The initial temporary period 
under §1.148-2(e)(2) and (3) for the 
proceeds of a prior issue that is 
refunded by an advance refunding issue 
(including transferred proceeds) termi
nates on the issue date of the advance 
refunding issue. 

(iv) Certain short-term gross pro
ceeds. Except for proceeds of a refund
ing issue held in a refunding escrow, 
proceeds otherwise reasonably expected 
to be used to pay principal or interest 
on the prior issue, replacement pro
ceeds not held in a bona fide debt 
service fund, and transferred proceeds, 
the temporary period for gross proceeds 

of a refunding issue is the 13-month 
period beginning on the date of receipt. 

(e) Reasonably required reserve or 
replacement funds in refundings. In 
addition to the requirements of § 1.148-
2(f), beginning on the issue date of a 
refunding issue, a reserve or replace
ment fund for a refunding issue or a 
prior issue is a reasonably required 
reserve or replacement fund under 
section 148(d) that may be invested in 
higher yielding investments only if the 
aggregate amount invested in higher 
yielding investments under this para
graph (e) for both the refunding issue 
and the prior issue does not exceed the 
size limitations under § 1.148-2(f)(2) 
and (f)(3), measured by reference to the 
refunding issue only (regardless of 
whether proceeds of the prior issue 
have become transferred proceeds of 
the refunding issue). 

(f) Minor portions in refundings. 
Beginning on the issue date of the 
refunding issue, gross proceeds not in 
excess of a minor portion of the 
refunding issue qualify for investment 
in higher yielding investments under 
section 148(e), and gross proceeds not 
in excess of a minor portion of the 
prior issue qualify for investment in 
higher yielding investments under 
either section 148(e) or section 
149(d)(3)(A)(v), whichever is applica
ble. Minor portion is defined in 
§ 1.148-2(g). 

(g) Certain waivers permitted. On or 
before the issue date, an issuer may 
waive the right to invest in higher 
yielding investments during any tempo
rary period or as part of a reasonably 
required reserve or replacement fund. 
At any time, an issuer may waive the 
right to invest in higher yielding 
investments as part of a minor portion. 

(h) Multipurpose issue allocations
(1) Application of multipurpose issue 
allocation rules. The portion of the 
bonds of a multipurpose issue reason
ably allocated to any separate purpose 
under this paragraph (h) is treated as a 
separate issue for all purposes of 
section 148 except the following-

(i) Arbitrage yield. Except to the 
extent that the proceeds of an issue are 
allocable to two or more conduit loans 
that are tax-exempt bonds, determining 
the yield on a mUltipurpose issue and 
the yield on investments for purposes 
of the arbitrage yield restrictions of 
section 148 and the arbitrage rebate 
requirement of section 148(f); 

(ii) Rebate amount. Except as 
provided in paragraph (h)(1)(i) of this 
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section, determining the rebate amount 
for a multipurpose issue, including 
subsidiary matters with respect to that 
determination, such as the computation 
date credit under § 1.148-3(d)(1), the 
due date for payments, and the 
$100,000 bona fide debt service fund 
exception under section 148(f)
(4 )(A)(ii); 

(iii) Minor portion. Determining the 
minor portion of an issue under section 
148(e); 

(iv) Reasonably required reserve or 
replacement fund. Determining the por
tion of an issue eligible for investment 
in higher yielding investments as part 
of a reasonably required reserve or 
replacement fund under section 148(d); 
and 

(v) Effective date. Applying the 
provisions of § 1.148-11 (b) (relating to 
elective retroactive application of 
§ § 1.148-1 through 1.148-10 to certain 
issues). 

(2) Rules on allocations of multipur
pose issues-(i) In general. This para
graph (h) applies to allocations of 
multipurpose issues, including alloca
tions involving the refunding purposes 
of the issue. Except as otherwise 
provided in this paragraph (h), pro
ceeds, investments, and bonds of a 
mUltipurpose issue may be allocated 
among the various separate purposes of 
the issue using any reasonable, consist
ently applied allocation method. An 
allocation is not reasonable if it 
achieves more favorable results under 
section 148 or 149(d) than could be 
achieved with actual separate issues. 
An allocation under this paragraph (h) 
may be made at any time, but once 
made may not be changed. 

(ii) Allocations involving certain 
common costs. A ratable allocation of 
common costs (as described in para
graph (h)(3)(ii) of this section) among 
the separate purposes of the multipur
pose issue is generally reasonable. If 
another allocation method more accu
rately reflects the extent to which any 
separate purpose of a multipurpose 
issue enjoys the economic benefit or 
bears the economic burden of certain 
common costs, that allocation method 
may be used. 

(3) Separate purposes of a multipur
pose issue-(i) In general. Separate 
purposes of a multipurpose issue in
clude refunding a separate prior issue, 
financing a separate purpose invest
ment, financing a construction issue (as 
defined in §1.148-7(f», and any clearly 
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discrete governmental purpose reason
ably expected to be financed by that 
issue. In general, all integrated or 
functionally related capital projects that 
qualify for the same initial temporary 
period under § 1.1 48-2( e )(2) are treated 
as having a single governmental pur
pose. The separate purposes of a 
refunding issue include the separate 
purposes of the prior issue, if any. 
Separate purposes may be treated as a 
single purpose if the proceeds used to 
finance those purposes are eligible for 
the same initial temporary period under 
section 148(c). For example, the use of 
proceeds of a mUltipurpose issue to 
finance separate qualified mortgage 
loans may be treated as a single 
purpose. 

(ii) Financing common costs. Com
mon costs of a multipurpose issue are 
not separate purposes. Common costs 
include issuance costs, accrued interest, 
capitalized interest on the issue, a 
reserve or replacement fund, qualified 
guarantee fees, and similar costs prop
erly allocable to the separate purposes 
of the issue. 

(iii) Example. The following exam
ple illustrates the application of this 
paragraph (h)(3). 

Example. On January 1, 1994, Housing Au
thority of State A issues a $10 million issue (the 
1994 issue) at an interest rate of 10 percent to 
finance qualified mortgage loans for owner
occupied residences under section 143. During 
1994, A originates $5 million in qualified 
mortgage loans at an interest rate of 10 percent. 
In 1995. the market interest rates for housing 
loans falls to 8 percent and A is unable to 
originate further loans from the 1994 issue. On 
January 1, 1996, A issues a $5 million issue (the 
1996 issue) at an interest rate of 8 percent to 
refund partially the 1994 issue. Under paragraph 
(h) of this section, A treats the portion of the 
1994 issue used to originate $5 million in loans 
as a separate issue comprised of that group of 
purpose investments. A allocates those purpose 
investments representing those loans to that 
separate unrefunded portion of the issue. In 
addition, A treats the unoriginated portion of the 
1994 issue as a separate issue and allocates the 
nonpurpose investments representing the unorigi
nated proceeds of the 1994 issue to the refunded 
portion of the issue. Thus, when proceeds of the 
1996 issue are used to pay principal on the 
refunded portion of the 1994 issue that is treated 
as a separate issue under paragraph (h) of this 
section, only the portion of the 1994 issue 
representing unoriginated loan funds invested in 
nonpurpose investments transfer to become trans
ferred proceeds of the 1996 issue. 

(4) Allocations of bonds of a multi
purpose issue-(i) Reasonable alloca
tion of bonds to portions of issue. After 
reasonable adjustment of the issue price 
of a multipurpose issue to account for 
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common costs, the portion of the bonds 
of a multipurpose issue allocated to a 
separate purpose must have an issue 
price that bears the same ratio to the 
aggregate issue price of the mUltipur
pose issue as the portion of the sale 
proceeds of the multipurpose issue used 
for that separate purpose bears to the 
aggregate sale proceeds of the multi
purpose issue. For a refunding issue 
used to refund two or more prior 
issues, the portion of the sales proceeds 
allocated to the refunding of a separate 
prior issue is based on the present 
value of the refunded debt service on 
that prior issue, using the yield on 
investments in the refunding escrow 
allocable to the entire refunding issue 
as the discount rate. 

(ii) Safe harbor for pro rata alloca
tion method for bonds. The use of the 
relative amount of sales proceeds used 
for each separate purpose to ratably 
allocate each bond or a ratable number 
of substantially identical whole bonds 
is a reasonable method for allocating 
bonds of a multipurpose issue. 

(iii) Safe harbor for allocations of 
bonds used to finance separate purpose 
investments. An allocation of a portion 
of the bonds of a mUltipurpose issue to 
a particular purpose investment is 
generally reasonable if that purpose 
investment has principal and interest 
payments that reasonably coincide in 
time and amount to principal and 
interest payments on the bonds allo
cated to that purpose investment. 

(iv) Rounding of bond allocations to 
next whole bond denomination permit
ted. An allocation that rounds each 
resulting fractional bond up or down to 
the next integral multiple of a permit
ted denomination of bonds of that issue 
not in excess of $100,000 does not 
prevent the allocation from satisfying 
this paragraph (h)(4). 

(v) Restrictions on allocations of 
bonds to refunding purposes. For each 
portion of a mUltipurpose issue that is 
used to refund a separate prior issue, a 
method of allocating bonds of that 
issue is reasonable under this paragraph 
(h) only if, in addition to the require
ments of paragraphs (h)(l) and (h)(2) 
of this section, the portion of the bonds 
allocated to the refunding of that prior 
issue-

(A) Results from a pro rata alloca
tion under paragraph (h)(4)(ii) of this 
section; 

(B) Reflects aggregate principal and 
interest payable in each bond year that 

is less than, equal to, or propo~ionate 
to, the aggregate principal and mterest 
payable on the prior issue in each bond 
year; 

(C) Results from an allocation of all 
the bonds of the entire multipurpose 
issue in proportion to the remaining 
weighted average economic life of the 
capital projects financed or refinanced 
by the issue, determined in the same 
manner as under section 147(b); or 

(D) Results from another reasonable 
allocation method, but only to the 
extent that the application of the 
allocation methods provided in this 
paragraph (h)(4)(v) is not permitted 
under state law restrictions applicable 
to the bonds, reasonable terms of bonds 
issued before, or subject to a master 
indenture that became effective prior 
to, July 1, 1993, or other similar 
restrictions or circumstances. This para
graph (h)(4)(v)(D) shall be strictly 
construed and is available only if it 
does not result in a greater burden on 
the market for tax-exempt bonds than 
would occur using one of the other 
allocation methods provided in this 
paragraph (h)(4)(v). (See also §1.148-
II(c)(2).) 

(5) Limitation on multi-generation 
allocations. This paragraph (h) does 
not apply to allocations of a multipur
pose refunded issue unless that re
funded issue is refunded directly by an 
issue to which this paragraph (h) 
applies. For example, if a 1994 issue 
refunds a 1984 multipurpose issue, 
which in turn refunded a 1980 multi
purpose issue, this paragraph (h) ap
plies to allocations of the 1984 issue 
for purposes of allocating the refunding 
purposes of the 1994 issue, but does 
not permit allocations of the 1980 
issue. 

(i) Operating rules for separation of 
prior issue into refunded and unre
funded portions-(l) In general. For 
purposes of paragraph (h)(3)(i) of this 
section, the separate purposes of a prior 
issue include the refunded and unre
funded portions of the prior issue. 
Thus, the refunded and unrefunded 
portions are treated as separate issues 
under paragraph (h)( 1) of this section. 
Those separate issues must satisfy the 
requirements of paragraphs (h) and (i) 
of this section. The refunded portion of 
the bonds of a prior issue is based on a 
fraction the numerator of which is the 
principal amount of the prior issue to 
be paid with proceeds of the refunding 
issue and the denominator of which is 



the outstanding principal amount of the 
bonds of the prior issue, each deter
mined as of the issue date of the 
refunding issue. (See also paragraph 
(b)(2) of this section.) 

(2) Allocations of proceeds and in
vestments in a partial refunding. As of 
the issue date of a partial refunding 
issue under this paragraph (i), unspent 
proceeds of the prior issue are allocated 
ratably between the refunded and unre
funded portions of the prior issue and 
the investments allocable to those 
unspent proceeds are allocated in the 
manner required for the allocation of 
investments to transferred proceeds 
under paragraph (c)(1 )(ii) of this 
section. 

(3) References to prior issue. If the 
refunded and unrefunded portions of a 
prior issue are treated as separate issues 
under this paragraph (i), then, except to 
the extent that the context clearly 
requires otherwise (e.g., references to 
the aggregate prior issue in the mixed 
escrow rule in paragraph (c)(2) of this 
section), all references in this section to 
a prior issue refer only to the refunded 
portion of that prior issue. 

1.148-10 Anti-abuse rules and 
authority of Commissioner. 

(a) Abusive arbitrage device-(I) In 
general. Bonds of an issue are arbitrage 
bonds under section 148 if an abusive 
arbitrage device under paragraph (a)(2) 
of this section is used in connection 
with the issue. This paragraph (a) is to 
be applied and interpreted broadly to 
carry out the purposes of section 148, 
as further described in § 1.148-0. Ex
cept as otherwise provided in paragraph 
(c) of this section, any action that is 
expressly permitted by section 148 or 
§ § 1.148-1 through 1.148-11 is not an 
abusive arbitrage device (e.g., invest
ment in higher yielding investments 
during a permitted temporary period 
under section 148(c». 

(2) Abusive arbitrage device defined. 
Any action is an abusive arbitrage 
device if the action has the effect of-

(i) Enabling the issuer to exploit the 
difference between tax-exempt and tax
able interest rates to obtain a material 
financial advantage; and 

(ii) Overburdening the tax-exempt 
bond market. 

(3) Exploitation of tax-exempt inter
est rates. An action may exploit tax
exempt interest rates under paragraph 

(a)(2) of this section as a result of an 
investment of any portion of the gross 
proceeds of an issue over any period of 
time, notwithstanding that, in the ag
gregate, the gross proceeds of the issue 
are not invested in higher yielding 
investments over the term of the issue. 

(4) Overburdening the tax-exempt 
market. An action overburdens the tax
exempt bond market under paragraph 
(a)(2)(ii) of this section if it results in 
issuing more bonds, issuing bonds 
earlier, or allowing bonds to remain 
outstanding longer than is otherwise 
reasonably necessary to accomplish the 
governmental purposes of the bonds, 
based on all the facts and circum
stances. Whether an action is reason
ably necessary to accomplish the gov
ernmental purposes of the bonds 
depends on whether the primary pur
pose of the transaction is a bona fide 
governmental purpose (e.g., an issue of 
refunding bonds to achieve a debt 
service restructuring that would be 
issued independent of any arbitrage 
benefit). An important factor bearing 
on this determination is whether the 
action would reasonably be taken to 
accomplish the governmental purpose 
of the issue if the interest on the issue 
were not excludable from gross income 
under section 103(a) (assuming that the 
hypothetical taxable interest rate would 
be the same as the actual tax-exempt 
interest rate). Factors evidencing an 
overissuance include the issuance of an 
issue the proceeds of which are reason
ably expected to exceed by more than a 
minor portion the amount necessary to 
accomplish the governmental purposes 
of the issue, or an issue the proceeds of 
which are, in fact, substantially in 
excess of the amount of sale proceeds 
allocated to expenditures for the gov
ernmental purposes of the issue. One 
factor evidencing an early issuance is 
the issuance of bonds that do not 
qualify for a temporary period under 
§1.148-2(e)(2), (e)(3), or (e)(4). One 
factor evidencing that bonds may re
main outstanding longer than necessary 
is a term that exceeds the safe harbors 
against the creation of replacement 
proceeds under § 1.148-1 (c)( 4 )(i)(B). 
These factors may be outweighed by 
other factors, however, such as bona 
fide cost underruns or long-term finan
cial distress. 

(b) Consequences of overburdening 
the tax-exempt bond market-( 1) In 
general. An issue that overburdens the 
tax-exempt bond market (within the 
meaning of paragraph (a)(4) of this 
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section) is subject to the following 
special limitations-

(i) Special yield restriction. Invest
ments are subject to the definition of 
materially higher yield under § 1.148-
2( d) that is equal to one-thousandth of 
1 percent. In addition, each investment 
is treated as a separate class of 
investments under § 1.148-5(b )(2)(ii), 
the yield on which may not be blended 
with that of other investments. 

(ii) Certain regulatory provisions in
applicable. The provisions of § 1.148-
5(c) (relating to yield reduction pay
ments) and §1.148-5(e)(2) and (3) 
(relating to recovery of qualified ad
ministrative costs) do not apply. 

(iii) Restrictive expenditure rule. 
Proceeds are not allocated to expendi
tures unless the proceeds-spent-Iast rule 
under § 1.148-6(d)(3)(i) is satisfied, 
applied by treating those proceeds as 
proceeds to be used for restricted 
working capital expenditures. For this 
purpose, available amount includes a 
reasonable working capital reserve as 
defined in §1.148-6(d)(3)(iii)(B). 

(2) Application. The provisions of 
this paragraph (b) only apply to the 
portion of the issue that overburdens 
the market for tax-exempt bonds, ex
cept that, for an issue that is reasonably 
expected as of the issue date to 
overburden the market, these provisions 
apply to all of the gross proceeds of 
the issue. 

(c) Anti-abuse rules on excess gross 
proceeds of advance refunding issues
(1) In general. Except as otherwise 
provided in this paragraph (c), an 
abusive arbitrage device is used and 
bonds of an advance refunding issue 
are arbitrage bonds if the issue has 
excess gross proceeds. 

(2) Definition of excess gross pro
ceeds. Excess gross proceeds means all 
gross proceeds of an advance refunding 
issue that exceed an amount equal to 1 
percent of sale proceeds of the issue, 
other than gross proceeds allocable 
to-

(i) Payment of principal, interest, or 
call premium on the prior issue; 

(ii) Payment of pre-issuance accrued 
interest on the refunding issue, and 
interest on the refunding issue that 
accrues for a period up to the comple
tion date of any capital project for 
which the prior issue was issued, plus 
one year; 

(iii) A reasonably required reserve 
or replacement fund for the refunding 
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issue or investment proceeds of such a 
fund; 

(iv) Payment of costs of issuance of 
the refunding issue; 

(v) Payment of administrative costs 
allocable to repaying the prior issue, 
carrying and repaying the refunding 
issue, or investments of the refunding 
issue; 

(vi) Transferred proceeds that will 
be used or maintained for the govern
mental purpose of the prior issue; 

(vii) Interest on purpose invest
ments; 

(viii) Replacement proceeds that will 
be used or maintained for the govern
mental purpose of the refunding issue; 
and 

(ix) Qualified guarantee fees for the 
refunding issue or the prior issue. 

(3) Special treatment of transferred 
proceeds. For purposes of this para
graph (c), all unspent proceeds of the 
prior issue as of the issue date of the 
refunding issue are treated as trans
ferred proceeds of the advance refund
ing issue. 

(4) Special rule for crossover re
fundings. An advance refunding issue is 
not an issue of arbitrage bonds under 
this paragraph (c) if all excess gross 
proceeds of the refunding issue are 
used to pay interest that accrues on the 
refunding issue before the prior issue is 
discharged, and no gross proceeds of 
any refunding issue are used to pay 
interest on the prior issue or to replace 
funds used directly or indirectly to pay 
such interest (other than transferred 
proceeds used to pay interest on the 
prior issue that accrues for a period up 
to the completion date of the project 
for which the prior issue was issued, 
plus one year, or proceeds used to pay 
principal that is attributable to accrued 
original issue discount). 

(5) Special rule for gross refundings. 
This paragraph (c)(5) applies if an 
advance refunding issue (the series B 
issue) is used together with one or 
more other advance refunding issues 
(the series A issues) in a gross 
refunding of a prior issue, but only if 
the use of a gross refunding method is 
required under bond documents that 
were effective prior to November 6, 
1992. These advance refunding issues 
are not arbitrage bonds under this 
paragraph (c) if-

(i) All excess gross proceeds of the 
series B issue and each series A issue 

52 1993-2 C.B. 

are investment proceeds used to pay 
principal and interest on the series B 
issue; 

(ii) At least 99 percent of all princi
pal and interest on the series B issue is 
paid with proceeds of the series Band 
series A issues or with the earnings on 
other amounts in the refunding escrow 
for the prior issue; 

(iii) The series B issue is discharged 
not later than the prior issue; and 

(iv) As of any date, the amount of 
gross proceeds of the series B issue 
allocated to expenditures does not 
exceed the aggregate amount of expen
ditures before that date for principal 
and interest on the series B issue, and 
administrative costs of carrying and 
repaying the series B issue, or of 
investments of the series B issue. 

(d) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. Mortgage sale. In 1982, City 
issued its revenue issue (the 1982 issue) and lent 
the proceeds to Developer to finance a low
income housing project under former section 
103(b)(4)(A) of the 1954 Code. In 1994, 
Developer encounters financial difficulties and 
negotiates with City to refund the 1982 issue. 
City issues $10 million in principal amount of its 
8 percent bonds (the 1994 issue). City lends the 
proceeds of the 1994 issue to Developer. To 
evidence Developer's obligation to repay that 
loan, Developer, as obligor, issues a note to City 
(the City note). Bank agrees to provide De
veloper with a direct-pay letter of credit pursuant 
to which Bank will make all payments to the 
trustee for the 1994 issue necessary to meet 
Developer's obligations under the City note. 
Developer pays Bank a fee for the issuance of 
the letter of credit and issues a note to Bank (the 
Bank note). The Bank note is secured by a 
mortgage on the housing project and is guaran
teed by FHA. The Bank note and the 1982 issue 
have different prepayment terms. The City does 
not reasonably expect to treat prepayments of the 
Bank note as gross proceeds of the 1982 issue. 
At the same time or pursuant to a series of 
related transactions, Bank sells the Bank note to 
Investor for $9.5 million. Bank invests these 
monies together with its other funds. In sub
stance, the transaction is a loan by City to Bank, 
under which Bank enters into a series of 
transactions that, in effect, result in Bank 
retaining $9.5 million in amounts treated as 
proceeds of the 1994 issue. Those amounts are 
invested in materially higher yielding invest
ments that provide funds sufficient to equal or 
exceed the Bank's liability under the letter of 
credit. Alternatively, the letter of credit is 
investment property in a sinking fund for the 
1994 issue provided by Developer, a substantial 
beneficiary of the financing. Because, in sub
stance, Developer acquires the $10 million 
principal amount letter of credit for a fair market 
value purchase price of $9.5 million, the letter of 
credit is a materially higher yielding investment. 
Neither result would change if Developer's 
obligation under the Bank note is contingent on 
Bank performing its obligation under the letter of 

credit. Each characterization causes the bonds to 
be arbitrage bonds. 

Example 2. Bonds outstanding lo~ger than 
necessary for yield-blending device. (I) Longer 
bond maturity to create sinking f~nd . . In 1994, 
Authority issues an advance refundl?g ~ssue (the 
refunding issue) to refund a 1982 pnor Issu.e. (the 
prior issue). Under current market condlllons, 
Authority will have to invest the refunding 
escrow at a yield significantly below the yield on 
the refunding issue. Authority issues its refund
ing issue with a longer weighted average 
maturity than otherwise necessary primarily for 
the purpose of creating a sinking fund for the 
refunding issue that will be invested in a 
guaranteed investment contract. The weighted 
average maturity of the refunding issue is less 
than 120 percent of the remaining average 
economic life of the facilities financed with the 
proceeds of the prior issue. The guaranteed 
investment contract has a yield that is higher 
than the yield on the refunding issue. The yield 
on the refunding escrow blended with the yield 
on the guaranteed investment contract does not 
exceed the yield on the issue. The refunding 
issue uses an abusive arbitrage device and the 
bonds of the issue are arbitrage bonds under 
section l48(a). 

(ii) Refunding of noncallable bonds. The facts 
are the same as in paragraph (i) of this Example 
2 except that instead of structuring the refunding 
issue to enable it to take advantage of sinking 
fund investments, Authority will also refund 
other long-term, non-callable bonds in the same 
refunding issue. There are no savings attributable 
to the refunding of the non-callable bonds (e.g., 
a low-to-high refunding). The Authority invests 
the portion of the proceeds of the refunding issue 
allocable to the refunding of the non-callable 
bonds in the refunding escrow at a yield that is 
higher than the yield on the refunding issue, 
based on the relatively long escrow period for 
this portion of the refunding. The Authority 
invests the other portion of the proceeds of the 
refunding issue in the refunding escrow at a 
yield lower than the yield on the refunding issue. 
The blended yield on all the investments in the 
refunding escrow for the prior issues does not 
exceed the yield on the refunding issue. The 
portion of the refunding issue used to refund the 
noncallable bonds, however, was not otherwise 
necessary and was issued primarily to exploit the 
difference between taxable and tax-exempt rates 
for that long portion of the refunding escrow to 
minimize the effect of lower yielding invest
ments in the other portion of the escrow. The 
refunding issue uses an abusive arbitrage device 
and the bonds of the issue are arbitrage bonds. 

(iii) Governmental purpose. In paragraphs (i) 
and (ii) of this Example 2, the existence of a 
governmental purpose for the described financing 
structures would not change the conclusions 
unless Authority clearly established that the 
primary purpose for the use of the particular 
structure was a bona fide governmental purpose. 
The fact that each financing structure had the 
effect of eliminating significant amounts of 
negative arbitrage is strong evidence of a 
primary purpose that is not a bona fide 
governmental purpose. Moreover, in paragraph 
(i) of this Example 2, the structure of the 
refunding issue coupled with the acquisition of 
the guaranteed investment contract to lock in the 
investment yield associated with the structure is 
strong evidence of a primary purpose that is not 
a bona fide governmental purpose. 

Example 3. Window refunding. (i) Authority 
issues its 1994 refunding issue to refund a 



portion of the principal and interest on its 
outstanding 1985 issue. The 1994 refunding issue 
is structured using zero-coupon bonds that pay 
no interest or principal for the 5-year period 
following the issue date. The proceeds of the 
1994 refunding issue are deposited in a refunding 
escrow to be used to pay only the interest 
requirements of the refunded portion of the 1985 
issue. Authority enters into a guaranteed invest
ment contract with a financial institution, G, 
under which G agrees to provide a guaranteed 
yield on revenues invested by Authority during 
the 5-year period following the issue date. The 
guaranteed investment contract has a yield that is 
no higher than the yield on the refunding issue. 
The revenues to be invested under this guaran
teed investment contract consist of the amounts 
that Authority otherwise would have used to pay 
principal and interest on the 1994 refunding 
issue. The guaranteed investment contract is 
structured to generate receipts at times and in 
amounts sufficient to pay the principal and. 
redemption requirements of the refunded portion 
of the 1985 issue. A principal purpose of these 
transactions is to avoid transferred proceeds. 
Authority will continue to invest the unspent 
proceeds of the 1985 issue that are on deposit in 
a refunding escrow for its 1982 issue at a yield 
equal to the yield on the 1985 issue and will not 
otherwise treat those unspent proceeds as trans
ferred proceeds of the 1994 refunding issue. The 
1994 refunding issue is an issue of arbitrage 
bonds since those bonds involve a transaction or 
series of transactions that overburdens the market 
by leaving bonds outstanding longer than is 
necessary to obtain a material financial advan
tage based on arbitrage. Specifically, Authority 
has structured the 1994 refunding issue to make 
available for the refunding of the 1985 issue 
replacement proceeds rather than proceeds so 
that the unspent proceeds of the 1985 issue will 
not become transferred proceeds of the 1994 
refunding issue. 

(ii) The result would be the same in each of 
the following circumstances: 

(A) The facts are the same as in paragraph (i) 
of this Example 3 except that Authority does not 
enter into the guaranteed investment contract but 
instead, as of the issue date of the 1994 
refunding issue, reasonably expects that the 
released revenues will be available for invest
ment until used to pay principal and interest on 
the 1985 issue. 

(B) The facts are the same as in paragraph (i) 
of this Example 3 except that there are no 
unspent proceeds of the 1985 issue and Authority 
invests the released revenues at a yield materially 
higher than the yield on the 1994 issue. 

(C) The facts are the same as in paragraph (i) 
of this Example 3 except that Authority uses the 
proceeds of the 1994 issue for capital projects 
instead of to refund a portion of the 1985 issue. 

Example 4. Sale of conduit loan. On January 
1, 1994, Authority issues a conduit financing 
issue (the 1994 conduit financing issue) and uses 
the proceeds to purchase from City, an unrelated 
party, a tax-exempt bond of City (the City note). 
The proceeds of the 1994 conduit financing issue 
are to be used to advance refund a prior conduit 
financing issue that was issued in 1988 and used 
to make a loan to City. The 1994 conduit 
financing issue and the City note each have a 
yield of 8 percent on January I, 1994. On June 

30, 1996, interest rates have decreased and 
Authority sells the City note to D, a person 
unrelated to either City or Authority. Based on 
the sale price of the City note and treating June 
30, 1996 as the issue date of the City note, the 
City note has a 6 percent yield. Authority 
deposits the proceeds of the sale of the City note 
into an escrow to redeem the bonds of the 1994 
conduit financing issue on January I, 2001. The 
escrow is invested in nonpurpose investments 
having a yield of 8 percent. For purposes of 
section 149(d), City and Authority are related 
parties and, therefore, the issue date of the City 
note is treated as being June 30, 1996. Thus, the 
City note is an advance refunding of Authority'S 
1994 conduit financing issue. Interest on the City 
note is not exempt from Federal income tax from 
the date it is sold to D under section 149(d), 
because, by investing the escrow investments at a 
yield of 8 percent instead of a yield not 
materially higher than 6 percent, the sale of the 
City note employs a device to obtain a material 
financial advantage, based on arbitrage, apart 
from the savings attributable to lower interest 
rates. In addition, the City note is not a tax
exempt bond because the note is the second 
advance refunding of the original bond under 
section 149(d)(3). The City note also employs an 
abusive arbitrage device and is an arbitrage bond 
under section 148. 

Example 5. Re-refunding. (i) On January 1, 
1984, City issues a tax-exempt issue (the 1984 
issue) to finance the cost of constructing a 
prison. The 1984 issue has a 7 percent yield and 
a 30-year maturity. The 1984 issue is callable at 
any time on or after January 1, 1994. On January 
1, 1990, City issues a refunding issue (the 1990 
issue) to advance refund the 1984 issue. The 
1990 issue has an 8 percent yield and a 30-year 
maturity. The 1990 issue is callable at any time 
on or after January I, 2000. The proceeds of the 
1990 issue are invested at an 8 percent yield in a 
refunding escrow for the 1984 issue (the original 
1984 escrow) in a manner sufficient to pay debt 
service on the 1984 issue until maturity (i.e., an 
escrow to maturity). On January I, 1994, City 
issues a refunding issue (the 1994 issue). The 
1994 issue has a 6 percent yield and a 30-year 
maturity. City does not invest the proceeds of the 
1994 issue in a refunding escrow for the 1990 
issue in a manner sufficient to pay a portion of 
the debt service until, and redeem a portion of 
that issue on, January 1, 2000. Instead, City 
invests those proceeds at a 6 percent yield in a 
new refunding escrow for a portion of the 1984 
issue (the new 1984 escrow) in a manner 
sufficient to pay debt service on a portion of the 
1984 issue until maturity. City also liquidates the 
investments allocable to the proceeds of the 1990 
issue held in the original 1984 escrow and 
reinvests those proceeds in an escrow to pay a 
portion of the debt service on the 1990 issue 
itself until, and redeem a portion of that issue on, 
January I, 2000 (the 1990 escrow). The 1994 
bonds are arbitrage bonds and employ an abusive 
device under section 149(d)(4). Although, in 
form, the proceeds of the 1994 issue are used to 
pay principal on the 1984 issue, this accounting 
for the use of the proceeds of the 1994 issue is 
an unreasonable, inconsistent accounting method 
under § 1. 148-6(a). Moreover, since the proceeds 
of the 1990 issue were set aside in an escrow to 
be used to retire the 1984 issue, the use of 
proceeds of the 1994 issue for that same purpose 
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involves a replacement of funds invested in 
higher yielding investments under section 
148(a)(2). Thus, using a reasonable, consistent 
accounting method and giving effect to the 
substance of the transaction, the proceeds of the 
1994 issue are treated as used to refund the 1990 
issue and are allocable to the 1990 escrow. The 
proceeds of the 1990 issue are treated as used to 
refund the 1984 issue and are allocable to the 
investments in the new 1984 escrow. The 
proceeds of the 1990 issue allocable to the 
nonpurpose investments in the new 1984 escrow 
become transferred proceeds of the 1994 issue as 
principal is paid on the 1990 issue from amounts 
on deposit in the 1990 escrow. As a result, the 
yield on nonpurpose investments allocable to the 
1994 issue is materially higher than the yield on 
the 1994 issue, causing the bonds of the 1994 
issue to be arbitrage bonds. In addition, the 
transaction employs a device under section 
149(d)(4) to obtain a material financial advantage 
based on arbitrage, other than savings attributa
ble to lower interest rates. 

(ii) The following changes in the facts do not 
affect the conclusion that the 1994 issue consists 
of arbitrage bonds-

(1) The 1990 issue is a taxable issue; 

(2) The original 1984 escrow is used to pay 
the 1994 issue (rather than the 1990 issue); or 

(3) The 1994 issue is used to retire the 1984 
issue within 90 days of January I, 1994. 

(e) Authority of the Commissioner to 
clearly reflect the economic substance 
of a transaction. If an issuer enters into 
a transaction for a principal purpose of 
obtaining a material financial advantage 
based on the difference between tax
exempt and taxable interest rates in a 
manner that is inconsistent with the 
purposes of section 148, the Commis
sioner may exercise her discretion to 
depart from the rules of § 1.148-1 
through § 1.148-11 as necessary to 
clearly reflect the economic substance 
of the transaction. For this purpose, the 
Commissioner may recompute yield on 
an issue or on investments, reallocate 
payments and receipts on investments, 
recompute the rebate amount on an 
issue, or otherwise adjust any item 
whatsoever bearing upon the invest
ments and expenditures of gross pro
ceeds of an issue. 

(f) Authority of the Commissioner to 
require an earlier date for payment of 
rebate. If the Commissioner determines 
that an issue is likely to fail to meet 
the requirements of §1.148-3 and that a 
failure to serve a notice of demand for 
payment on the issuer will jeopardize 
the assessment or collection of tax on 
interest paid or to be paid on the issue, 
the date that the Commissioner serves 
notice on the issuer is treated as a 
required computation date for payment 
of rebate for that issue. 
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(g) Authority of the Commissioner to 
waive regulatory limitations. Notwith
standing any specific provision in 
§§1.148-1 through 1.148-11, the Com
missioner may prescribe extensions of 
temporary periods, larger reasonably 
required reserve or replacement funds, 
or consequences of failures or remedial 
action under section 148 in lieu of or in 
addition to other consequences of those 
failures, or take other action, if the 
Commissioner finds that good faith or 
other similar circumstances so warrant, 
consistent with the purposes of section 
148. 

§I.I48-11 Effective dates. 

(a) In general. Except as otherwise 
provided in this section, the provisions 
of § 1.148-1 through § 1.148-11 apply 
to all issues issued after June 30, 1993. 

(b) Elective retroactive application 
in whole-(1) In general. Except as 
otherwise provided in this section and 
subject to the applicable effective dates 
of the corresponding statutory provi
sions, an issuer may apply the provi
sions of § 1.148-1 through § 1.148-11 
in whole, but not in part, to any issue 
that is outstanding on June 30, 1993, 
and is subject to section 148(f) or to 
sections 103(c)(6) or 103A(i) of the 
Internal Revenue Code of 1954, in lieu 
of otherwise applicable regulations un
der those sections. 

(2) No elective retroactive applica
tion for I8-month spending exception. 
The provisions of § 1.148-7 (d) (relating 
to the 18-month spending exception) 
may not be applied to any issue issued 
on or before June 30, 1993. 

(c) Elective retroactive application 
of certain provisions and special 
rules-(1) In general. An issuer may 
apply any of the following individual 
prOVISIOns of § 1.148-1 through 
§ 1.148-11 to outstanding issues issued 
on or before August 15, 1993, in the 
indicated manner-

(i) Certain commingled funds. If 
paragraph (a) of this section applies to 
an issue, and that issue has a com
mingled fund to which the provisions 
of § 1.148-6(e)(6) (relating to com
mingled reserves) apply, that provision 
may be applied to all issues secured by 
that commingled reserve. 

(ii) Certain applications of the uni
versal cap. The provisions of § 1.148-
5(c)(3)(i)(F) (and related provisions) 
may be applied to satisfy the require
ments of section 148 (or applicable 
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prior law) if the application of the 
universal cap results in amounts in a 
refunding escrow becoming replace
ment proceeds of an issue issued on or 
before June 30, 1993. 

(2) Certain allocations of multipur
pose issues. An allocation of bonds to a 
refunding purpose under § 1. 148-9(h) 
may be adjusted as necessary to reflect 
allocations made between May 18, 
1992, and August 15, 1993, if the 
allocations satisfied the corresponding 
prior provision of §1.148-11(j)(4) un
der applicable prior regulations. 

(3) Special limitation. The provi
sions of § 1.148-9 apply to issues 
issued before August 15, 1993, only if 
the issuer in good faith estimates the 
present value savings, if any, associated 
with the effect of the application of 
that section on refunding escrows, 
using any reasonable accounting 
method, and applies those savings, if 
any, to redeem outstanding tax-exempt 
bonds of the applicable issue at the 
earliest possible date on which those 
bonds may be redeemed or otherwise 
retired. These savings are not reduced 
to take into account any administrative 
costs associated with applying these 
provisions retroactively. 

(d) Transition rule excepting certain 
state guarantee funds from the defini
tion of replacement proceeds-(1) Cer
tain perpetual trust funds. A guarantee 
by a fund created and controlled by a 
State and established pursuant to its 
constitution does not cause the amounts 
in the fund to be pledged funds treated 
as replacement proceeds if-

(i) Substantially all of the corpus of 
the fund consists of nonfinancial assets, 
revenues derived from these assets, 
gifts, and bequests; 

(ii) The corpus of the guarantee fund 
may be invaded only to support specifi
cally designated essential governmental 
functions (designated functions) carried 
on by political subdivisions with gen
eral taxing powers; 

(iii) Substantially all of the available 
income of the fund is required to be 
applied annually to support designated 
functions; 

(iv) The issue guaranteed consists of 
general obligations that are not private 
activity bonds substantially all of the 
proceeds of which are to be used for 
designated functions; 

(v) The fund satisfied each of the 
requirements of paragraphs (d)(1)(i) 
through (d)(1)(iii) of this section on 
August 16, 1986; and 

(vi) The guarantee is not attributable 
to a deposit to the fund made after May 
14, 1989, unless-

(A) The deposit is attributable to the 
sale or other disposition of fund assets; 
or 

(B) Prior to the deposit, the out
standing amount of the bonds guaran
teed by the fund did not exceed 250 
percent of the lower of the cost or fair 
market value of the fund. 

(2) Permanent University Fund. Re
placement proceeds do not include 
amounts allocable to investments of the 
fund described in section 648 of Public 
Law 98-369. 

(e) Transition rule regarding special 
allowance payments. Section 1.148-
5(b)(5) applies to any bond issued after 
January 5, 1990, except a bond issued 
exclusively to refund a bond issued 
before January 6, 1990, if the amount 
of the refunding bond does not exceed 
101 percent of the amount of the 
refunded bond, and the maturity date of 
the refunding bond is not later than the 
date that is 17 years after the date on 
which the refunded bond was issued 
(or, in the case of a series of refund
ings, the date on which the original 
bond was issued), but only if § 1.148-
2(d)(2)(iv) is applied by substituting 1 
and one-half percentage points for 2 
percentage points. 

(f) Transition rule regarding ap
plicability of yield reduction rule. 
Section 1. 148-5( c) applies to nonpur
pose investments allocable to replace
ment proceeds of an issue that are held 
in a reserve or replacement fund to the 
extent that-

(1) Amounts must be paid into the 
fund under a constitutional provision, 
statute, or ordinance adopted before 
May 3, 1978; 

(2) Under that provision, amounts 
paid into the fund (and investment 
earnings thereon) can be used only to 
pay debt service on the issues; and 

(3) The size of the payments made 
into the fund is independent of the size 
of the outstanding issues or the debt 
service thereon. 

(g) Extension of due date for rebate 
payments. Payments of rebate under 
section 148(f) that are otherwise due 
after June 30, 1993, and before Sep
tember 1, 1993, may be paid by 
September 1, 1993. 

(h) Elective application of existing 
regulations. For an issue issued after 



June 30, 1993 and before August 15, 
1993, an issuer may apply the provi
sions of T.D. 7627, sections 1.103-13, 
1.103-14, 1.103-15, 1979-2 C.B. 45 
(See §601.601(d)(2)(i)(b) of this chap
ter.), as amended by T.D. 8418, 1992-1 
C.B. 29; T.D. 8345, section 1.l03-13T, 
1991-1 C.B. 33; and T.D. 8418, 
sections 1.148-0 through 1.148-11, 
1.1 49(d)-1 and 1.150-1, 1992-1 C.B. 
29, in whole, but not in part, in lieu of 
applying these regulations under para
graph (a) of this section, without regard 
to §1.148-0(b)(2)(ii)(D) of those 
provisions. 

§1.148-12T and 1.148-13T 
[Removed] 

Par. 5a. Sections 1.148-12T and 
1.l48-13T are removed. 

Par. 6. Section 1.149(b)-1 is added 
to read as follows: 

§1.149(b)-1 Federally guaranteed 
bonds. 

(a) General rule. Under section 
149(b) and this section, nothing in 
section 103(a) or in any other provision 
of law shall be construed to provide an 
exemption from Federal income tax for 
interest on any bond issued as part of 
an issue that is federally guaranteed. 

(b) Exceptions. Pursuant to section 
149(b)(3)(B), section 149(b)(1) and 
paragraph (a) of this section do not 
apply to-

(1) Investments in obligations issued 
pursuant to §21B(d)(3) of the Federal 
Home Loan Bank Act, as amended by 
§511 of the Financial Institutions Re
form, Recovery, and Enforcement Act 
of 1989, or any successor provision; or 

(2) Any investments that are held in 
a refunding escrow (as defined in 
§1.148-1). 

(c) Effective date. This section ap
plies to investments made after June 
30, 1993. 

§1.149(b)(3)-lT [Removed] 

Par. 7. Section § 1.1 49(b )(3 )-IT is 
removed. 

Par. 8. Section 1.I49(d)-1 is revised 
to read as follows: 

§1.149(d)-1 Limitations on advance 
refundings. 

(a) General rule. Under section 
149( d) and this section, nothing in 

section 103(a) or in any other provision 
of law shall be construed to provide an 
exemption from Federal income tax for 
interest on any bond issued as part of 
an issue described in paragraphs (2), 
(3), or (4) of section 149(d). 

(b) Advance refunding issues that 
employ abusive devices-( 1) In gen
eral. An advance refunding issue 
employs an abusive device and is 
described in section 149(d)(4) if the 
issue violates any of the anti-abuse 
rules under § 1.148-10. 

(2) Failure to pay required rebate. 
An advance refunding issue is de
scribed in section 149(d)(4) if the issue 
fails to meet the requirements of 
§1.148-3. This paragraph (b)(2) applies 
to any advance refunding issue issued 
after August 31, 1986. 

(3) Mixed escrows invested in tax
exempt bonds. An advance refunding 
issue is described in section 149(d)(4) 
if-

(i) Any of the proceeds of the issue 
are invested in a refunding escrow in 
which a portion of the proceeds are 
invested in tax-exempt bonds and a 
portion of the proceeds are invested in 
nonpurpose investments; 

(ii) The yield on the tax-exempt 
bonds in the refunding escrow exceeds 
the yield on the issue; 

(iii) The yield on all the investments 
(including investment property and tax
exempt bonds) in the refunding escrow 
exceeds the yield on the issue; and 

(iv) The weighted average maturity 
of the tax-exempt bonds in the refund
ing escrow is more than 25 percent 
greater or less than the weighted 
average maturity of the nonpurpose 
investments in the refunding escrow, 
and the weighted average maturity of 
nonpurpose investments in the refund
ing escrow is greater than 60 days. 

(4) Tax-exempt conduit loans. For 
purposes of applying section 149(d) to 
a conduit financing issue that finances 
any conduit loan that is a tax-exempt 
bond, the actual issuer of a conduit 
financing issue and the conduit bor
rower of that conduit financing issue 
are treated as related parties. Thus, the 
issue date of the conduit loan does not 
occur prior to the date on which the 
actual issuer of the conduit financing 
issue sells, exchanges, or otherwise 
disposes of that conduit loan, and the 
use of the proceeds of the disposition 
to pay debt service on the conduit 
financing issue causes the conduit loan 
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to be a refunding issue. See § 1.148-
lO(d), Example 4. 

(c) Unrefunded debt service remains 
eligible for future advance refunding. 
For purposes of section 149(d)(3)(A)(i), 
any principal or interest on a prior 
issue that has not been paid or 
provided for by any advance refunding 
issue is treated as not having been 
advance refunded. 

(d) Application of arbitrage 
regulations-(1) Application of multi
purpose issue rules. For purposes of 
sections 149(d)(2) and (3)(A)(i), (ii), 
and (iii), the provisions of the multi
purpose issue rule in § 1.148-9(h) ap
ply, except that the limitation in 
§1.148-9(h)(5) is disregarded. 

(2) General mixed escrow rules. For 
purposes of section 149(d), the provi
sions of § 1.148-9( c) (relating to mixed 
escrows) apply, except that those provi
sions do not apply for purposes of 
section 149( d)(2) and (d)(3 )(A)(i) and 
(ii) to amounts that were not gross 
proceeds of the prior issue before the 
issue date of the refunding issue. 

(3) Temporary periods and minor 
portions. Section 1.148-9(d) and (f) 
contains rules applicable to temporary 
periods and minor portions for advance 
refunding issues. 

(4) Definitions. Section 1.148-1 ap
plies for purposes of section 149(d). 

(e) Taxable refundings-(1) In gen
eral. Except as provided in paragraph 
(e)(2) of this section, for purposes of 
section 149(d)(3)(A)(i), an advance 
refunding issue the interest on which is 
not excludable from gross income 
under section 103(a) (i.e., a taxable 
advance refunding issue) is not taken 
into account. In addition, for this 
purpose, an advance refunding of a 
taxable issue is not taken into account 
unless the taxable issue is a conduit 
loan of a tax-exempt conduit financing 
issue. 

(2) Use to avoid section 149(d)
(3)(A)(i). A taxable issue is taken into 
account under section 149(d)(3)(A)(i) if 
it is issued to avoid the limitations of 
that section. For example, in the case 
of a refunding of a tax-exempt issue 
with a taxable advance refunding issue 
that is, in turn, currently refunded with 
a tax-exempt issue, the taxable advance 
refunding issue is taken into account 
under section 149(d)(3)(A)(i) if the two 
tax-exempt issues are outstanding con
currently for more than 90 days. 

(f) Redemption at first call date-( 1) 
General rule. Under sections 
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149(d)(3)(A)(ii) and (iii) (the first call 
requirement), bonds refunded by an 
advance refunding must be redeemed 
on their first call date if the savings 
test under section 149(d)(3)(B)(i) (the 
savings test) is satisfied. The savings 
test is satisfied if the issuer may realize 
present value debt service savings 
(determined without regard to admin
istrative expenses) in connection with 
the issue of which the refunding bond 
is a part. 

(2) First call date. First call date 
means the earliest date on which a 
bond may redeemed (or, if issued 
before 1986, on the earliest date on 
which that bond may be redeemed at a 
redemption price not in excess of 103 
percent of par). If, however, the sav
ings test is not met with respect to the 
date described in the preceding sen
tence (i.e., there are no present value 
savings if the refunded bonds are 
retired on that date), the first call date 
is the first date thereafter on which the 
bonds can be redeemed and on which 
the savings test is met. 

(3) Savings test. Except as provided 
below, the multipurpose issue alloca
tion rules apply for purposes of the 
savings test. The savings test is satis
fied and the first call requirement 
applies to a bond if the refunding of 
that bond increases the aggregate pres
ent value debt service savings on the 
entire refunding issue when compared 
with the aggregate present value debt 
service savings if that bond were not 
refunded. 

(g) Effective date-(1) In general. 
Except as provided in paragraph (g)(2) 
of this section, this section applies to 
bonds issued after June 30, 1993, to 
which §§1.148-1 through 1.148-11 
apply, including conduit loans that are 
treated as issued after June 30, 1993, 
under paragraph (b)( 4) of this section. 
In addition, this section applies to any 
issue to which the election described in 
§1.148-11(b)(1) is made. 

(2) Special effective date for para
graph (b)(3). Paragraph (b)(3) of this 
section applies to any advance refund
ing issue issued after May 28, 1991. 

Par. 9. Section 1.149(g)-1 is added 
to read as follows: 

§1.149(g)-1 Hedge bonds. 

(a) Certain definitions. Except as 
otherwise provided, the definitions set 
forth in § 1.148-1 apply for purposes of 
section 149(g) and this section. In 
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addition, the following terms have the 
following meanings: 

Reasonable expectations means rea
sonable expectations (as defined in 
§ 1.148-1), as modified to take into 
account the provisions of section 
149(f)(2)(B). 

Spendable proceeds means net sale 
proceeds (as defined in § 1.148-1). 

(b) Applicability of arbitrage alloca
tion and accounting rules. Section 
1.148-6 applies for purposes of section 
149(g), except that an expenditure that 
results in the creation of replacement 
proceeds (other than amounts in a bona 
fide debt service fund or a reasonably 
required reserve or replacement fund) 
is not an expenditure for purposes of 
section 149(g). 

(c) Refundings-(1) Investment in 
tax-exempt bonds. A bond issued to 
refund a bond that is a tax-exempt 
bond by virtue of the rule in section 
149(g)(3)(B) is not a tax-exempt bond 
unless the gross proceeds of that 
refunding bond (other than proceeds in 
a refunding escrow for the refunded 
bond) satisfy the requirements of sec
tion 149(g)(3)(B). 

(2) Anti-abuse rule. A refunding 
bond is treated as a hedge bond unless 
there is a significant governmental 
purpose for the issuance of that bond 
(e.g., an advance refunding bond issued 
to realize debt service savings or to 
relieve the issuer of significantly bur
densome document provisions, but not 
to otherwise hedge against future in
creases in interest rates). 

(d) Effective date. This section ap
plies to bonds issued after June 30, 
1993 to which § § 1.148-1 through 
1.148-11 apply. In addition, this sec
tion applies to any issue to which the 
election described in § 1.148-11 (b)(1) is 
made. 

Par. 9a. Section 1.150-0 is removed. 
Par. 10. Section 1.150-1 is revised to 

read as follows: 

§1.150-1 Definitions. 

(a) Scope and effective date-(1) In 
general. Except as otherwise provided, 
the definitions in this section apply for 
all purposes of sections 103 and 141 
through 150. 

(2) Effective date. This section ap
plies to issues issued after June 30, 
1993 to which § § 1.148-1 through 
1.148-11 apply. In addition, this sec
tion (other than paragraph (c)(3) of this 

section) applies to any issue to which 
the election described in § 1.148-
l1(b)(l) is made. 

(b) Certain general definitions. The 
following definitions apply: 

Bond means any obligation of a State 
or political subdivision thereof under 
section 103( c)(1). 

Capital expenditure means any cost 
of a type that is properly chargeable to 
capital account (or would be so charge
able with a proper election or with the 
application of the definition of placed 
in service under § 1.150-2( c» under 
general Federal income tax principles. 
For example, costs incurred to acquire, 
construct, or improve land, buildings, 
and equipment generally are capital 
expenditures. Whether an expenditure 
is a capital expenditure is determined at 
the time the expenditure is paid with 
respect to the property. Future changes 
in law do not affect whether an 
expenditure is a capital expenditure. 

Conduit borrower means the obligor 
on a purpose investment (as defined in 
§1.148-1). For example, if an issuer 
invests proceeds in a purpose invest
ment in the form of a loan, lease, 
installment sale obligation, or similar 
obligation to another entity and the 
obligor uses the proceeds to carry out 
the governmental purpose of the issue, 
the obligor is a conduit borrower. 

Conduit financing issue means an 
issue the proceeds of which are used or 
are reasonably expected to be used to 
finance at least one purpose investment 
representing at least one conduit loan 
to one conduit borrower. 

Conduit loan means a purpose in
vestment (as defined in § 1.148-1). 

Governmental bond means any bond 
of an issue of tax-exempt bonds in 
which none of the bonds are private 
activity bonds. 

Issuance costs means costs to the 
extent incurred in connection with, and 
allocable to, the issuance of an issue 
within the meaning of section 147(g). 
For example, issuance costs include the 
following costs but only to the extent 
incurred in connection with, and alloca
ble to, the borrowing: underwriters' 
spread; counsel fees; financial advisory 
fees; rating agency fees; trustee fees; 
paying agent fees; bond registrar, cer
tification, and authentication fees; ac
counting fees; printing costs for bonds 
and offering documents; public ap
proval process costs; engineering and 
feasibility study costs; guarantee fees, 



other than for qualified guarantees (as 
defined in § 1. 148-4( f)); and similar 
costs. 

Issue date means, in reference to an 
issue, the first date on which the issuer 
receives the purchase price in exchange 
for delivery of the evidence of in
debtedness representing any bond in
cluded in the issue. Issue date means, 
in reference to a bond, the date on 
which the issuer receives the purchase 
price in exchange for that bond. In no 
event is the issue date earlier than the 
first day on which interest begins to 
accrue on the bond or bonds for 
Federal income tax purposes. 

Obligation means any valid evidence 
of indebtedness under general Federal 
income tax principles. 

Pooled financing issue means an 
issue the proceeds of which are to be 
used to finance purpose investments 
representing conduit loans to two or 
more conduit borrowers, unless those 
conduit loans are to be used to finance 
a single capital project. 

Private activity bond means a private 
activity bond (as defined in section 
141). 

Qualified mortgage loan means a 
mortgage loan with respect to an 
owner-occupied residence acquired 
with the proceeds of an obligation 
described in section 143(a)(l) or 143(b) 
(or applicable prior law). 

Qualified student loan means a stu
dent loan acquired with the proceeds of 
an obligation described in section 
144(b)(1). 

Related party means, in reference to 
a governmental unit or a 501(c)(3) 
organization, any member of the same 
controlled group, and, in reference to 
any person that is not a governmental 
unit or 501(c)(3) organization, a related 
person (as defined in section 
144(a)(3)). 

Taxable bond means any obligation 
the interest on which is not excludable 
from gross income under section 103. 

Tax-exempt bond means any bond 
the interest on which is excludable 
from gross income under section 
103(a). For purposes of section 148, 
tax-exempt bond includes: 

(1) An interest in a regulated invest
ment company to the extent that at 
least 95 percent of the income to the 
holder of the interest is interest that is 
excludable from gross income under 
section 103; and 

(2) A certificate of indebtedness 
issued by the United States Treasury 
pursuant to the Demand Deposit State 
and Local Government Series program 
described in 31 CFR part 344. 

Working capital expenditure means 
any cost that is not a capital expen
diture. Generally, current operating 
expenses are working capital 
expenditures. 

(c) Definition of issue-(1) In gen
eral. The provisions of this paragraph 
(c) apply for all purposes of sections 
103 and 141 through 150. Except as 
otherwise provided in this paragraph 
(c), two or more bonds are treated as 
part of the same issue if all of the 
following factors are present: 

(i) Sold at substantially the same 
time. The bonds are sold at substan
tially the same time. Bonds are treated 
as sold at substantially the same time if 
they are sold less than 15 days apart. 
For this purpose only, a variable yield 
bond is treated as sold on its issue date. 

(ii) Sold pursuant to the same plan 
of financing. The bonds are sold 
pursuant to the same plan of financing. 
Factors material to the plan of financ
ing include the purposes for the bonds 
and the structure of the financing. For 
example, generally-

(A) Bonds to finance a single facil
ity or related facilities are part of the 
same plan of financing; 

(B) Short-term bonds to finance 
working capital expenditures and long
term bonds to finance capital projects 
are not part of the same plan of 
financing; and 

(C) Certificates of participation in a 
lease and general obligation bonds 
secured by tax revenues are not part of 
the same plan of financing. 

(iii) Payable from same source of 
funds. The bonds are reasonably ex
pected to be paid from substantially the 
same source of funds, determined with
out regard to guarantees from unrelated 
parties. 

(2) Exception for taxable bonds. 
Taxable bonds and tax-exempt bonds 
are not part of the same issue under 
this paragraph (c). The issuance of tax
exempt bonds in a transaction (or series 
of related transactions) that includes 
taxable bonds, however, may constitute 
an abusive arbitrage device under 
§1.148-1O(a) or a device to avoid other 
limitations in sections 103 and 141 
through 150 (for example, structures 
involving windows or unreasonable al
locations of bonds). 
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(3) Exception for certain bonds fi
nancing separate purposes-(i) In gen
eral. Bonds may be treated as part of 
separate issues if the requirements of 
this paragraph (c)(3) are satisfied. Each 
of these separate issues must finance a 
separate purpose (e.g., refunding a 
separate prior issue, financing a sepa
rate purpose investment, financing inte
grated or functionally related capital 
projects, and financing any clearly 
discrete governmental purpose). Each 
of these separate issues independently 
must be a tax-exempt bond (e.g., a 
governmental bond or a qualified mort
gage bond). The aggregate proceeds, 
investments, and bonds in such a 
transaction must be allocated between 
each of the separate issues using a 
reasonable, consistently applied alloca
tion method. If any separate issue 
consists of refunding bonds, the alloca
tion rules in § 1. 148-9(h) must be 
satisfied. An allocation is not reason
able if it achieves more favorable 
results under sections 103 and 141 to 
150 than could be achieved with actual 
separate issues. All allocations under 
this paragraph (c)(3) must be made in 
writing on or before the issue date. 

(ii) Exceptions. This paragraph (c)(3) 
does not apply for purposes of sections 
141(b)(5), 141(c)(1), 141(d)(1), 144(a), 
148, 149(d), and 149(g). 

(4) Special rules for draw-down 
loans and commercial paper-(i) 
Draw-down loans. Bonds issued pur
suant to a draw-down loan are treated 
as part of a single issue. The issue date 
of that issue is the first date on which 
the aggregate draws under the loan 
exceed the lesser of $50,000 or 5 
percent of the issue price. 

(ii) Commercial paper-(A) In gen
eral. Short-term bonds having a matu
rity of 270 days or less (commercial 
paper) issued pursuant to the same 
commercial paper program may be 
treated as part of a single issue, the 
issue date of which is the first date the 
aggregate amount of commercial paper 
issued under the program exceeds the 
lesser of $50,000 or 5 percent of the 
aggregate issue price of the commercial 
paper in the program. A commercial 
paper program is a program to issue 
commercial paper to finance or refi
nance the same governmental purpose 
pursuant to a single master legal 
document. Commercial paper is not 
part of the same commercial paper 
program unless issued during an 18-
month period, beginning on the deemed 
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issue date. In addition, commercial 
paper issued after the end of this 18-
month period may be treated as part of 
the program to the extent issued to 
refund commercial paper that is part of 
the program, but only to the extent 
that-

(1) There is no increase in the 
principal amount outstanding; and 

(2) The program does not have a 
term in excess of-

(i) 30 years; or 

(ii) The period reasonably necessary 
for the governmental purposes of the 
program. 

(B) Safe harbor. The requirement of 
paragraph (c)( 4 )(ii)(A)(2) of this sec
tion is treated as satisfied if the 
weighted average maturity of the issue 
does not exceed 120 percent of the 
weighted average expected economic 
life of the property financed by the 
issue. 

(5) Anti-abuse rule. In order to 
prevent the avoidance of sections 103 
and 141 through 150 and the general 
purposes thereof, the Commissioner 
may treat bonds as part of the same 
issue or as part of separate issues to 
clearly reflect the economic substance 
of a transaction. 

(d) Definition of refunding issue and 
related definitions-(1) General defini
tion of refunding issue. Refunding issue 
means an issue of obligations the 
proceeds of which are used to pay 
principal, interest, or redemption price 
on another issue (a prior issue, as more 
particularly defined in paragraph (d)(5) 
of this section), including the issuance 
costs, accrued interest, capitalized in
terest on the refunding issue, a reserve 
or replacement fund, or similar costs, if 
any, properly allocable to that refund
ing issue. 

(2) Exceptions and special rules. For 
purposes of paragraph (d)(1) of this 
section, the following exceptions and 
special rules apply-

(i) Payment of certain interest. An 
issue is not a refunding issue if the 
only principal and interest that is paid 
with proceeds of the issue (determined 
without regard to the multipurpose 
issue rules of § 1.148-9(h)) is interest 
on another issue that-

(A) Accrues on the other issue dur
ing a one-year period including the 
issue date of the issue that finances the 
interest; 

(B) Is a capital expenditure; or 
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(C) Is a working capital expenditure 
to which the de minimis rule of 
§ 1.148-6( d)(3 )(ii)(A) applies. 

(ii) Certain issues with different 
obligors-(A) In general. An issue is 
not a refunding issue to the extent that 
the obligor (as defined in paragraph 
(d)(2)(ii)(B) of this section) of one 
issue is neither the obligor of the other 
issue nor a related party with respect to 
the obligor of the other issue. 

(B) Definition of obligor. The obli
gor of an issue means the actual issuer 
of the issue, except that the obligor of 
the portion of an issue properly alloca
ble to an investment in a purpose 
investment means the conduit borrower 
under that purpose investment. The 
obligor of an issue used to finance 
qualified mortgage loans, qualified stu
dent loans, or similar program invest
ments (as defined in § 1.148-1) does 
not include the ultimate recipient of the 
loan (e.g., the homeowner, the student). 

(iii) Certain special rules for pur
pose investments. For purposes of this 
paragraph (d), the following special 
rules apply: 

(A) Refunding of a conduit financing 
issue by a conduit loan refunding issue. 
Except as provided in paragraph 
(d)(2)(iii)(B) of this section, the use of 
the proceeds of an issue that is used to 
refund an obligation that is a purpose 
investment (a conduit refunding issue) 
by the actual issuer of the conduit 
financing issue determines whether the 
conduit refunding issue is a refunding 
of the conduit financing issue (in 
addition to a refunding of the obliga
tion that is the purpose investment). 

(B) Recycling of certain payments 
under purpose investments. A conduit 
refunding issue is not a refunding of a 
conduit financing issue to the extent 
that the actual issuer of the conduit 
financing issue reasonably expects as 
of the date of receipt of the proceeds of 
the conduit refunding issue to use those 
amounts within 6 months (or, if 
greater, during the applicable tempo
rary period for those amounts under 
section l48( c) or under applicable prior 
law) to acquire a new purpose invest
ment. Any new purpose investment is 
treated as made from the proceeds of 
the conduit financing issue. 

(C) Application to tax-exempt loans. 
For purposes of this paragraph (d), 
obligations that would be purpose 
investments (absent section 148(b)(3)
(A)) are treated as purpose investments. 

(iv) Substance of transaction con
trols. In the absence of other applicable 
controlling rules under this paragraph 
(d), the determination of whether an 
issue is a refunding issue is based on 
the substance of the transaction in light 
of all the facts and circumstances. 

(v) Certain integrated transactions 
in connection with asset acquisition not 
treated as refunding issues. If, within 
six months before or after a person 
assumes (including taking subject to) 
obligations of an unrelated party in 
connection with an asset acquisition 
(other than a transaction to which 
section 381(a) applies if the person 
assuming the obligation is the acquiring 
corporation within the meaning of 
section 381(a», the assumed issue is 
refinanced, the refinancing issue is not 
treated as a refunding issue. 

(3) Current refunding issue. Current 
refunding issue means: 

(i) Except as provided in paragraph 
(d)(3)(ii) of this section, a refunding 
issue that is issued not more than 90 
days before the last expenditure of any 
proceeds of the refunding issue for the 
payment of principal or interest on the 
prior issue; and 

(ii) In the case of a refunding issue 
issued before 1986-

(A) A refunding issue that is issued 
not more than 180 days before the last 
expenditure of any proceeds of the 
refunding issue for the payment of 
principal or interest on the prior issue; 
or 

(B) A refunding issue if the prior 
issue had a term of less than 3 years 
and was sold in anticipation of perma
nent financing, but only if the aggre
gate term of all prior issues sold in 
anticipation of permanent financing 
was less than 3 years. 

(4) Advance refunding issue. Ad
vance refunding issue means a refund
ing issue that is not a current refunding 
issue. 

(5) Prior issue. Prior issue means an 
issue of obligations all or a portion of 
the principal, interest, or call premium 
on which is paid or provided for with 
proceeds of a refunding issue. A prior 
issue may be issued before, at the same 
time as, or after a refunding issue. If 
the refunded and unrefunded portions 
of a prior issue are treated as separate 
issues under ~ 1. 148-9(i), for the pur
poses for which that section applies, 
except to the extent that the context 
clearly requires otherwise, references to 



a prior issue refer only to the refunded 
portion of that prior issue. 

(e) Controlled group means a group 
of entities controlled directly or indi
rectly by the same entity or group of 
entities within the meaning of this 
paragraph (e). 

(1) Direct control. The determina
tion of direct control is made on the 
basis of all the relevant facts and 
circumstances. One entity or group of 
entities (the controlling entity) gener
ally controls another entity or group of 
entities (the controlled entity) for pur
poses of this paragraph if the controll
ing entity possesses either of the 
following rights or powers and the 
rights or powers are discretionary and 
non-ministerial-

(i) The right or power both to 
approve and to remove without cause a 
controlling portion of the governing 
body of the controlled entity; or 

(ii) The right or power to require the 
use of funds or assets of the controlled 
entity for any purpose of the controll
ing entity. 

(2) Indirect control. If a controlling 
entity controls a controlled entity under 
the test in paragraph (e)(1) of this 
section, then the controlling entity also 
controls all entities controlled, directly 
or indirectly, by the controlled entity or 
entities. 

(3) Exception for general purpose 
governmental entities. An entity is not 
a controlled entity under this paragraph 
(e) if the entity possesses substantial 
taxing, eminent domain, and police 
powers. For example, a city possessing 
substantial amounts of each of these 
sovereign powers is not a controlled 
entity of the state. 

Par. 11. Section 1.1S0-2 is added to 
read as follows: 

§1.150-2 Proceeds of bonds used for 
reimbursement. 

(a) Table of contents. This table of 
contents contains a listing of the 
headings contained in §1.1S0-2. 

(a) Table of contents. 

(b) Scope. 

(c) Definitions. 

(d) General operating rules for reim-
bursement expenditures. 

(1) Official intent. 

(2) Reimbursement period. 

(3) Nature of expenditure. 

(e) Official intent rules. 
(1) Form of official intent. 
(2) Project description in official 

intent. 
(3) Reasonableness of official 

intent. 
(t) Exceptions to general operating 

rules. 
(1) De minimis exception. 
(2) Preliminary expenditures 

exception. 
(g) Special rules on refundings. 

(1) In general-once financed, not 
reimbursed. 

(2) Certain proceeds of prior issue 
used for reimbursement treated as 
unspent. 

(h) Anti-abuse rules. 
(1) General rule. 
(2) One-year step transaction rule. 

(i) Authority of the Commissioner to 
prescribe rules. 

(j) Effective date. 
(1 ) In general. 
(2) Transitional rules. 

(b) Scope. This section applies to 
reimbursement bonds (as defined in 
paragraph (c) of this section) for all 
purposes of sections 103 and 141 to 
ISO. 

(c) Definitions. The following defini
tions apply: Issuer means-

(1) For any private activity bond 
(excluding a qualified SOl(c)(3) bond, 
qualified student loan bond, qualified 
mortgage bond, or qualified veterans' 
mortgage bond), the entity that actually 
issues the reimbursement bond; and 

(2) For any bond not described in 
paragraph (1) of this definition, either 
the entity that actually issues the 
reimbursement bond or, to the extent 
that the reimbursement bond proceeds 
are to be loaned to a conduit borrower, 
that conduit borrower. 

Official intent means an issuer's 
declaration of intent to reimburse an 
original expenditure with proceeds of 
an obligation. 

Original expenditure means an ex
penditure for a governmental purpose 
that is originally paid from a source 
other than a reimbursement bond. 

Placed in service means, with re
spect to a facility, the date on which, 
based on all the facts and circum
stances-

(1) The facility has reached a degree 
of completion which would permit its 
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operation at substantially its design 
level; and 

(2) The facility is, in fact, in opera
tion at such level. 

Reimbursement allocation means an 
allocation in writing that evidences an 
issuer's use of proceeds of a reimburse
ment bond to reimburse an original 
expenditure. An allocation made within 
30 days after the issue date of a 
reimbursement bond may be treated as 
made on the issue date. 

Reimbursement bond means the por
tion of an issue allocated to reimburse 
an original expenditure that was paid 
before the issue date. 

(d) General operating rules for re
imbursement expenditures. Except as 
otherwise provided, a reimbursement 
allocation is treated as an expenditure 
of proceeds of a reimbursement bond 
for the governmental purpose of the 
original expenditure on the date of the 
reimbursement allocation only if: 

(1) Official intent. Not later than 60 
days after payment of the original 
expenditure, the issuer adopts an offi
cial intent for the original expenditure 
that satisfies paragraph (e) of this 
section. 

(2) Reimbursement period-(i) In 
general. The reimbursement allocation 
is made not later than 18 months after 
the later of-

(A) The date the original expendi
ture is paid; or 

(B) The date the project is placed in 
service or abandoned, but in no event 
more than 3 years after the original 
expenditure is paid. 

(ii) Special rule for small issuers. In 
applying paragraph (d)(2)(i) of this 
section to an issue that satisfies section 
148(t)(4)(D)(i)(I) through_{IV), the "18 
month" limitation is changed to "3 
years" and the "3-year" maximum 
reimbursement period is disregarded. 

(iii) Special rule for long-term con
struction projects. In applying para
graph (d)(2)(i) to a construction project 
for which both the issuer and a 
licensed architect or engineer certify 
that at least 5 years is necessary to 
complete construction of the project, 
the maximum reimbursement period is 
changed from "3 years" to "S years." 

(3) Nature of expenditure. The origi
nal expenditure is a capital expenditure, 
a cost of issuance for a bond, an 
expenditure described in § 1.148-
6(d)(3)(ii)(B) (relating to certain ex-
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traordinary working capital items), a 
grant (as defined in § 1. 148-6(d)(4», a 
qualified student loan, a qualified mort
gage loan, or a qualified veterans' 
mortgage loan. 

(e) Official intent rules. An official 
intent satisfies this paragraph (e) if: 

(1 ) Form of official intent. The 
official intent is made in any reason
able form, including issuer resolution, 
action by an appropriate representative 
of the issuer (e.g .• a person authorized 
or designated to declare official intent 
on behalf of the issuer), or specific 
legislative authorization for the issu
ance of obligations for a particular 
project. 

(2) Project description in official 
intent-(i) In general. The official 
intent generally describes the project 
for which the original expenditure is 
paid and states the maximum principal 
amount of obligations expected to be 
issued for the project. A project in
cludes any property, project, or pro
gram (e.g.. highway capital improve
ment program. hospital equipment 
acquisition. or school building 
renovation). 

(ii) Fund accounting. A project de
scription is sufficient if it identifies, by 
name and functional purpose, the fund 
or account from which the original 
expenditure is paid (e.g.. parks and 
recreation fund-recreational facility 
capital improvement program). 

(iii) Reasonable deviations in project 
description. Deviations between a proj
ect described in an official intent and 
the actual project financed with reim
bursement bonds do not invalidate the 
official intent to the extent that the 
actual project is reasonably related in 
function to the described project. For 
example, hospital equipment is a rea
sonable deviation from hospital build
ing improvements. In contrast, a city 
office building rehabilitation is not a 
reasonable deviation from highway 
improvements. 

(3) Reasonableness of official intent. 
On the date of the declaration, the 
issuer must have a reasonable expecta
tion (as defined in § 1.148-1 (b» that it 
will reimburse the original expenditure 
with proceeds of an obligation. Official 
intents declared as a matter of course 
or in amounts substantially in excess of 
the amounts expected to be necessary 
for the project (e.g.. blanket declara
tions) are not reasonable. Similarly, a 
pattern of failure to reimburse actual 
original expenditures covered by offi-
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cial intents (other than in extraordinary 
circumstances) is evidence of unrea
sonableness. An official intent declared 
pursuant to a specific legislative au
thorization is rebuttably presumed to 
satisfy this paragraph (e )(3). 

(f) Exceptions to general operating 
rules-( 1) De minimis exception. Para
graphs (d)( 1) and (d)(2) of this section 
do not apply to costs of issuance of any 
bond or to an amount not in excess of 
the lesser of $100,000 or 5 percent of 
the proceeds of the issue. 

(2) Preliminary expenditures excep
tion. Paragraphs (d)(1) and (d)(2) of 
this section do not apply to any 
preliminary expenditures, up to an 
amount not in excess of 20 percent of 
the aggregate issue price of the issue or 
issues that finance or are reasonably 
expected by the issuer to finance the 
project for which the preliminary ex
penditures were incurred. Preliminary 
expenditures include architectural, 
engineering, surveying, soil testing, 
reimbursement bond issuance, and sim
ilar costs that are incurred prior to 
commencement of acquisition, con
struction, or rehabilitation of a project, 
other than land acquisition, site prepa
ration, and similar costs incident to 
commencement of construction. 

(g) Special rules on refundings-(1) 
In general-once financed. not reim
bursed. Except as provided in para
graph (g)(2) of this section, paragraph 
(d) of this section does not apply to an 
allocation to pay principal or interest 
on an obligation or to reimburse an 
original expenditure paid by another 
obligation. Instead, such an allocation 
is analyzed under rules on refunding 
issues. See § 1.148-9. 

(2) Certain proceeds of prior issue 
used for reimbursement treated as 
unspent. In the case of a refunding 
issue (or series of refunding issues), 
proceeds of a prior issue purportedly 
used to reimburse original expenditures 
are treated as unspent proceeds of the 
prior issue unless the purported reim
bursement was a valid expenditure 
under applicable law on reimbursement 
expenditures on the issue date of the 
prior issue. 

(h) Anti-abuse rules-(1) General 
rule. A reimbursement allocation is not 
an expenditure of proceeds of an issue 
under this section if the allocation 
employs an abusive arbitrage device 
under § 1.148-10 to avoid the arbitrage 
restrictions or to avoid the restrictions 
under sections 142 through 147. 

(2) One-year step transaction rule
(i) Creation of replacement procee.ds. 
A purported reimbursement allocatIOn 
is invalid and thus is not an expendi
ture of proceeds of an issue if, within 1 
year after the allocation, funds corre
sponding to the proceeds of a reim
bursement bond for which a reimburse
ment allocation was made are used in a 
manner that results in the creation of 
replacement proceeds (as defined in 
§ 1.148-1) of that issue or another 
issue. The preceding sentence does not 
apply to amounts deposited in a bona 
fide debt service fund (as defined in 
§1.148-1). 

(ii) Example. The provisions of para
graph (h)(2)(i) of this section are 
illustrated by the following example. 

Example. On January 1. 1994. County A issues 
an issue of 7 percent tax-exempt bonds (the 1994 
issue) and makes a purported reimbursement 
allocation to reimburse an original expenditure 
for specified capital improvements. A imme
diately deposits funds corresponding to the 
proceeds subject to the reimbursement allocation 
in an escrow fund to provide for payment of 
principal and interest on its outstanding 1991 
issue of 9 percent tax-exempt bonds (the prior 
issue). The use of amounts corresponding to the 
proceeds of the reimbursement bonds to create a 
sinking fund for another issue within 1 year after 
the purported reimbursement allocation invali
dates the reimbursement allocation. The proceeds 
retain their character as unspent proceeds of the 
7 percent issue upon deposit in the escrow fund. 
Accordingly, the proceeds are subject to the 7 
percent yield restriction of the 1994 issue instead 
of the 9 percent yield restriction of the prior 
issue. 

(i) Authority of the Commissioner to 
prescribe rules. The Commissioner 
may by revenue ruling or revenue 
procedure (See §601.601(d)(2)(ii)(b) of 
this chapter) prescribe rules for the 
expenditure of proceeds of reimburse
ment bonds in circumstances that do 
not otherwise satisfy this section. 

(j) Effective date-(1) In general. 
The provisions of this section apply to 
all allocations of proceeds of reim
bursement bonds issued after June 30, 
1993. 

(2) Transitional rules-(i) Official 
intent. An official intent is treated as 
satisfying the official intent require
ment of paragraph (d)(l) of this section 
if it-

(A) Satisfied the applicable provi
sions of §1.103-8(a)(5) as in effect 
prior to July 1, 1993, (as contained in 
26 CPR part 1 revised as of April 1, 
1993) and was made prior to that date, 
or 



(B) Satisfied the applicable provi
sions of § 1.1 03-18 as in effect between 
January 27, 1992, and June 30, 1993, 
(as contained in 26 CFR part 1 revised 
as of April 1, 1993) and was made 
during that period. 

(ii) Certain expenditures of private 
activity bonds. For any expenditure that 
was originally paid prior to August 15, 
1993, and that would have qualified for 
expenditure by reimbursement from the 
proceeds of a private activity bond 
under T.D. 7199, section 1.103-8(a)(5), 
1972-2 C.B. 45 (See §601.601(d)(2)(i)
(b) of this chapter.), the requirements of 
that section may be applied in lieu of 
this section. 

PART 6a-TEMPORARY 
REGULATIONS UNDER TITLE II 
OF THE OMNIBUS 
RECONCILIATION ACT OF 1980 

Par. 12. The authority for part 6a is 
revised to read as follows: 

Authority: 26 U.S.C. 7805. 

§6a.103A-2(k), (1), and (m) also issued 
under 26 U.S.c. 103A(j)(3), (4), and 
(5). 

Par. 13. Section 6a.103A-2 is 
amended by adding a new paragraph 
(i)(3)(v) to read as follows: 

§6a.103A-2 Qualified mortgage bond. 

* * * * * * 

(i) * * * 
(3) * * * 
(v) Bonds issued after June 30, 

1993. Section 1.148-2(f)(2)(iv) applies 
to bonds issued after June 30, 1993, in 
lieu of this paragraph (i)(3). 

* * * * * * 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 14. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 

Par. 15. Section 602.10 1 (c) is 
amended by adding the following en
tries in numerical order to the table to 
read as follows: 

§602.101 OMB Control Numbers. 

* * * * * * 

(c) * * * 

Section 104 

CFR part or section 

where identified 

and described 

tion under 42 U.S.c. §1981 and Title 
Current OMB VII of the Civil Rights Act of 1964 
control number excludable from gross income as 

damages for personal injury under 
section 104(a)(2) of the Code? 

* * * * * * 

1.148-2 ............... 1545-1347 

1.148-3 ............... 1545-1347 

1.148-4 ............... 1545-1347 

1.148-7 ............... 1545-1347 

1.148-11 ............... 1545-1347 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 4, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
June 14, 1993, 9:45 a.m., and published in the 
issue of the Federal Register for June 18, 
1993, 58 F.R. 33510 as corrected by 58 F.R. 
44451) 

Section 104-Compensation for 
Injuries or Sickness 

26 CFR 1.104-1(c): Damages received on 
account of personal injuries or sickness. 

Damages. Amounts received in satis
faction of claims of disparate treatment 
discrimination made under Title VII of 
the Civil Rights Act of 1964, as 
amended in 1991, and 42 USC section 
1981 are excludable under section 
104(a)(2) of the Code. Amounts re
ceived in satisfaction of claims under 
the Americans With Disabilities Act 
are also excludable. 

Rev. Rul. 93-88 

ISSUES 

(1) Is an amount received in satis
faction of a claim of gender discrimina
tion under Title VII of the Civil Rights. 
Act of 1964, as amended in 1991, ex
cludable from gross income as damages 
for personal injury under section 
104(a)(2) of the Internal Revenue 
Code? 

(2) Is an amount received in satis
faction of a claim of racial discrimina-

FACTS 

Situation 1. A, an individual, began 
working for X, a corporation, in 1985. 
A brought suit against X in 1992, 
alleging that A had been denied a 
promotion in 1992 on the basis of A's 
gender, in violation of the disparate 
treatment discrimination provisions of 
Title VII of the Civil Rights Act of 
1964, as amended in 1991 (Title VII), 
42 U.S.C. §§1981a, 2000e to 2000e-
17. In the lawsuit, A claimed back pay 
and compensatory damages for emo
tional pain and suffering, inconven
ience, mental anguish, and other non
pecuniary losses. After a jury trial, A 
was awarded $10x in back pay and 
$20x in compensatory damages. 

Situation 2. B, an individual, began 
working for Y, a corporation, in 1985. 
B brought suit against Y in 1992, 
alleging that B had been denied a 
promotion in 1992 on the basis of B's 
race, in violation of the racial discrimi
nation provisions of section 16 of the 
Civil Rights Act of 1870, 42 U.S.c. 
§1981 (section 1981), and Title VII, 42 
U.S.C. §§2000e to 2000e-17. In the 
lawsuit, B claimed back pay and 
compensatory damages for emotional 
pain and suffering, inconvenience, 
mental anguish, and other nonpecuniary 
losses. After a jury trial, B was 
awarded $10x in back pay and $20x in 
compensatory damages. 

LAW AND ANALYSIS 

Section 61(a) of the Code provides 
that, except as otherwise provided by 
law, gross income includes all income 
from whatever source derived. 

Section 104(a)(2) of the Code 
provides generally that gross income 
does not include the amount of any 
damages received (whether by suit or 
agreement) on account of personal 
injuries or sickness. 

Section 1.104-1 (c) of the Income 
Tax Regulations provides, in part, 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 
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agreement entered into in lieu of such 
prosecution. 

Title VII provides that it is an 
unlawful employment practice for the 
employer "to discriminate against any 
individual with respect to his compen
sation, terms, conditions, or privileges 
of employment because of such indi
vidual's race, color, religion, sex, or 
national origin." 42 U.S.c. §2000e-
2(a)(1). This type of unlawful employ
ment practice is referred to as "dispa
rate treatment" discrimination. 

In addition, Title VII provides that it 
is an unlawful employment practice for 
an employer to classify employees or 
applicants for employment in any way 
which would tend to deprive them of 
employment opportunities or otherwise 
adversely affect their employment sta
tus if such classification (1) is not 
necessary for business purposes, and 
(2) tends to discriminate on the basis of 
race, color, religion, sex, or national 
origin. 42 U.S.c. §2000e-2(a)(2). This 
type of unlawful employment practice 
is referred to as "disparate impact" 
discrimination. 

Title VII provides for action by 
the Equal Employment Opportunity 
Commission as well as for a private 
cause of action by the party who 
was discriminated against. 42 U.S.c. 
§2000e-S. Under section 2000e-S, if a 
court finds that an employer has 
intentionally engaged in an unlawful 
employment practice, that court may 
order such affirmative action as is 
appropriate, including reinstatement, 
with or without back pay, or any other 
equitable remedy that the court deems 
appropriate. However, if a court orders 
back pay, with or without reinstate
ment, back pay liability may not accrue 
from a date more than two years before 
the filing of the charge with the Equal 
Employment Opportunity Commission. 
42 U.S.c. §2000e-S(g). The remedies 
provided by section 2000e-S are avail
able in both disparate treatment and 
disparate impact cases. 

Title VII also provides that, in 
addition to back pay available under 
section 2000e-S(g), the complaining 
party may recover compensatory and 
punitive damages under section 1981a 
against an employer who engaged in 
disparate treatment discrimination. 42 
U.S.c. § 1981a. That section is gener
ally effective on or after November 21, 
1991. Prior to the enactment of section 
1981 a, a party complaining under Title 
VII could only recover back pay under 
section 2000e-S(g). 
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Under section 1981a of Title VII, 
compensatory damages are available 
for future pecuniary losses, emotional 
pain, suffering, inconvenience, mental 
anguish, loss of enjoyment of life, and 
other nonpecuniary losses. 42 U.S.C. 
§1981a(b)(3). No greater level of 
employer culpability need be shown to 
recover compensatory damages under 
section 1981 a than that necessary to 
receive back pay under section 2000e-
5(g). However, under section 1981a, 
compensatory damages do not include 
back pay, interest on back pay, or any 
other type of relief available under 
section 2000e-5(g). 42 U.S.c. §1981a
(b)(2). 

Title VII limits the sum of compen
satory and punitive damages that may 
be awarded under section 1981a against 
an employer who engaged in disparate 
treatment discrimination. This limita
tion is based on the number of persons 
employed by the employer. 42 U.S.c. 
§1981a(b)(3). No compensatory or 
punitive damages may be awarded 
against an employer who engaged only 
in disparate impact discrimination. 42 
U.S.c. §1981a(a)(1). 

Under section 1981a of Title VII, 
claimants of racial discrimination who 
are eligible to recover damages under 
section 1981, 42 U.S.c. §1981 (section 
1981), may not recover any damages 
under section 1981a. 42 U.S.C. 
§1981a(a)(1). These claimants may, 
however, recover back pay under sec
tion 2000e-S(g). 

Section 1981 provides a federal 
remedy for discrimination in private 
employment on the basis of race. 
Equitable and legal relief, including a 
full range of compensatory damages as 
well as punitive damages, are available 
under section 1981. Johnson v. Railway 
Express Agency, 421 U.S. 454 (1974). 
The compensatory damages available in 
a section 1981 discrimination case 
include back pay. 

In United States v. Burke, 112 S.Ct. 
1867 (1992), the Supreme Court con
sidered the excludability of damages 
received for disparate impact gender 
discrimination under Title VII of the 
Civil Rights Act, as in effect prior to 
the 1991 amendment. Pursuant to sec
tion 2000e-S(g), the taxpayers in Burke 
received only back pay. The Court 
stated that regulation section 1.104-
1 (c) has "linked the identification of a 
personal injury for purposes of 
§ 104(a)(2) to traditional tort princi
ples." 112 S.Ct at 1870. The Court 

made clear that discrimination can 
. I . 'ury for pur-constItute a persona Ill] . 

poses of section 104(a)(~) If the 
relevant cause of action prOVIdes a tort
like remedy. It then examined the 
nature of a traditional tort and con
cluded that the most important charac
teristic was the availability of a broad 
range of damages, such as damages for 
emotional distress, pain and suffering, 
and punitive damages where appropri
ate. 112 S.Ct. at 1870-72. Because 
such a broad range of damages was not 
available under the pre-1991 version of 
Title VII at issue in Burke, the Court 
concluded that the pre-1991 Title VII 
remedy, back pay under section 2000e-
5(g), was not excludable from gross 
income under section 104(a)(2) of the 
Code as damages received on account 
of personal injury. 

The Court in Burke contrasted 
pre-1991 Title VII with section 1981, 
which provides for a full range of 
compensatory damages, as well as 
punitive damages in appropriate cases. 
The Court, at 112 S.Ct. 1873-74, 
indicated that all amounts recovered 
under section 1981, including back pay, 
would be excludable. 

Title VII, as amended in 1991, per
mits a victim of disparate treatment 
discrimination not covered by section 
1981 to recover, in addition to back 
pay, a full range of compensatory 
damages, as well as punitive damages 
where appropriate. Section 1981 also 
permits victims of race discrimination 
to recover a full range of compensatory 
damages, including back pay, and 
punitive damages where appropriate. 
Thus, Title VII and section 1981 
currently provide the broad range of 
traditional tort remedies that the Su
preme Court in Burke said would 
warrant excludability under section 
104(a)(2) of the Code. 

Accordingly, in Situation 1, A may 
exclude from gross income the $20x in 
compensatory damages and the $10x in 
back pay received under Title VII. In 
Situation 2, B may exclude from gross 
income the $20x in compensatory 
damages and the $10x in back pay 
received under section 1981 and Title 
VII. 

HOLDINGS 

(1) Compensatory damages, includ
ing back pay, received in satisfaction 
of a claim of disparate treatment 
gender discrimination under Title VII 



of the Civil Rights Act of 1964, as 
amended in 1991, are excludable from 
gross income as damages for personal 
injury under section 104(a)(2) of the 
Code. This is true even if the compen
satory damages in such a case are 
limited to back pay. However, back pay 
received by a victim of disparate 
impact gender discrimination is not 
excludable from gross income. 

(2) Compensatory damages, includ
ing back pay, received in satisfaction 
of a claim of racial discrimination 
under 42 U.S.c. §1981 and Title VII of 
the Civil Rights Act of 1964 are 
excludable from gross income as 
damages for personal injury under 
section 104(a)(2) of the Code. This is 
true even if the compensatory damages 
in such a case are limited to back pay. 

Similar results will apply to amounts 
received under the Americans With 
Disabilities Act, 42 U.S.c. §§12101-
12213. 

Section 111.-Recovery of Tax 
Benefit Items 

26 CFR 1.111-1: Recovery of certain items 
previously deducted or credited. 
(Also Section 68.) 

State income tax refunds; previously 

deducted amounts; tax benefit rule. If 
a taxpayer's itemized deductions in a 
prior taxable year were reduced by the 
overall deduction limitation in section 
68(a) of the Code and the taxpayer 
subsequently recovers all or a portion 
of the previously deducted amounts 
(for example, state income taxes), the 
recovery or refund is, in general, fully 
includible in gross income under the 
tax benefit rule. Rev. Rul. 79-15 
obsoleted. 

Rev. Rul. 93-75 

ISSUE 

If a taxpayer's itemized deductions 
in a prior taxable year were reduced by 
the overall deduction limitation in 
section 68(a) of the Internal Revenue 
Code and the taxpayer subsequently 
recovers all or a portion of these 
previously deducted amounts (for ex
ample, state income taxes), what por
tion of the recovery or refund is 
includible in gross income under the 
tax benefit rule? 

FACTS 

In Situations 1, 2, and 3 below, A, B, 
and C are unmarried individuals who 
itemized their deductions on their fed-
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eral income tax returns for 1991 and 
use the cash receipts and disbursements 
method of accounting. For 1991, none 
of these individuals was subject to 
alternative minimum tax under section 
55 of the Code and none was entitled 
to any credit against income tax. 

The allowable deductions of A, B, 
and C for 1991 consisted entirely of 
state income taxes that were deducted 
under section 164(a)(3) of the Code, 
reduced by an amount determined 
under section 68(a) of the Code be
cause each taxpayer's adjusted gross 
income for 1991 exceeded $100,000. In 
1992, each individual received a partial 
refund of the previously deducted state 
income taxes. 

The following chart shows each tax
payer's adjusted gross income (AGI) 
for 1991, the state income taxes each 
paid in 1991, the reduction under 
section 68(a)(1) that applied for 1991, 
the greater reduction under section 
68(a)(2) that was not applied, the 
amount of the deduction for 1991 
taking into account the section 68(a)(1) 
reduction, the amount of the refund 
received in 1992 of state income taxes 
deducted in 1991, and the "proper 
amount" of state taxes, which is the 
amount of state taxes paid in 1991 
reduced by the refund received in 1992. 

Situation 1 Situation 2 Situation 3 

Taxpayer A Taxpayer B Taxpayer C 

1. AGI for 1991 $200,000 $200,000 $1,100,000 

2. State taxes paid in 1991 $ 12,000 $ 

3. Reduction applied under section 68(a)(1) $ 3,000 $ 
- ((line 1 - $100,000) X 3%) 

4. Reduction under section 68(a)(2) not $ 9,600 $ 
applied - (line 2 X 80%) 

5. 1991 deduction (line 2 - line 3) $ 9,000 $ 

6. Refund in 1992 of state taxes $ 2,000 $ 

7. Proper amount of state 
line 6) 

LAW AND ANALYSIS 

Section 68(a) of the Code provides 
that if an individual's adjusted gross 
income exceeds the applicable amount, 
the amount of the itemized deductions 
otherwise allowable for the taxable 
year is reduced by the lesser of (1) 3 

taxes (line 2 - $ 10,000 $ 

percent of the excess of adjusted gross 
income over the applicable amount, or 
(2) 80 percent of the itemized deduc
tions otherwise allowable for the tax
able year. Under section 68(b)(1), the 
applicable amount is $100,000 
($50,000 in the case of a separate 
return filed by a married taxpayer), 
increased for years after 1991 by a 

12,000 $ 40,000 

3,000 $ 30,000 

9,600 $ 32,000 

9,000 $ 10,000 

7,000 $ 5,000 

5,000 $ 35,000 

cost-of-living adjustment under section 
68(b)(2). 

Section 111 (a) of the Code excludes 
from gross income amounts attributable 
to the recovery during the taxable year 
of any amount deducted in any prior 
year to the extent that the amount did 
not reduce the amount of tax imposed 
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by chapter 1 (sections 1 through 1399) 
of subtitle A (income taxes) of the 
Code. 

Section III of the Code is a partial 
codification of the tax benefit rule, 
which generally requires the inclusion 
in income of amounts that were de
ducted by a taxpayer in a prior taxable 
year to the extent those amounts 
generated a tax benefit to the taxpayer 
through a reduction in the amount of 
tax liability in the prior year. The 
purpose of the rule is to achieve rough 
transactional parity within the frame
work of a tax system requiring annual 
calculations. Rev. Rul. 92-91, 1992-2 
C.B. 49. Rough transactional parity is 
achieved if the taxpayer is "put in 
more or less the same after-tax position 
as if only the proper amount had been 
deducted." See S. Print 98-169, Vol. 1, 
98th Cong., 2d Sess. 472 (1984), 
concerning the amendments to section 
III of the Code made by section 171 
of the Tax Reform Act of 1984, Pub. 
L. No. 98-369, 1984-3 C.B. (Vol. 1) 
206. 

Thus, a refund of state income tax 
that was previously deducted is includ
ible in gross income in the year of 
receipt to the extent of the difference 
between the taxpayer's itemized deduc
tions in the prior year (after the 
application of section 68 of the Code) 
and the deductions the taxpayer would 
have claimed (the greater of (1) the 
itemized deductions after the applica
tion of section 68, or (2) the standard 
deduction) had the taxpayer paid the 
proper amount of state income tax in 
the prior year and not received a state 
income tax refund in a subsequent year. 

In Situation 1, A deducted $9,000 in 
1991 because A's otherwise allowable 
deductions of $12,000 were reduced 
under section 68(a)(1) of the Code by 
$3,000 (3 percent of the excess of 
$200,000 over $100,000). In 1992, A 
received a refund of $2,000 with 
respect to the state income taxes 
deducted in 1991. If A had paid only 
$10,000 in state income taxes in 1991 
(the proper amount of state income 
taxes for 1991 after the 1992 refund 
($12,000 - $2,000», A's otherwise 
allowable itemized deductions of 
$10,000 would have been reduced by 
$3,000 under section 68(a)(1) to 
$7,000. A derived a tax benefit to the 
extent of the $2,000 difference between 
A's deduction for 1991 ($9,000) and 
the deduction for 1991 that A would 
have claimed ($7,000) had A paid the 
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proper amount of state income taxes in 
1991 and not received a state income 
tax refund in 1992. Thus, the $2,000 
state income tax refund that A received 
in 1992 is fully includible in A's gross 
income in 1992. 

In Situation 2, B deducted $9,000 in 
1991 because B's otherwise allowable 
deductions of $12,000 were reduced 
under section 68(a)(1) of the Code by 
$3,000 (3 percent of the excess of 
$200,000 over $100,000). In 1992,. B 
received a refund of $7,000 WIth 
respect to the state income. taxes 
deducted in 1991. If B had paId only 
$5,000 in state income taxes in 1991 
(the proper amount of state income 
taxes for 1991 after the 1992 refund 
($12,000 - $7,000», B's otherwise 
allowable itemized deductions of 
$5,000 would have been reduced by 
$3,000 under section 68(a)(l) to 
$2,000, which is less than the standard 
deduction of $3,400 that B would have 
claimed for 1991. B derived a tax 
benefit to the extent of the $5,600 
difference between B's deduction for 
1991 ($9,000) and the standard deduc
tion for 1991 ($3,400) that B would 
have claimed had B paid the proper 
amount of state income taxes in 1991 
and not received a state income tax 
refund in 1992. Thus, $5,600 ($9,000 -
$3,400) of the $7,000 state income tax 
refund that B received in 1992 is 
includible in B's gross income in 1992, 
and $1,400 of that $7,000 refund is 
excludable from B's gross income 
under section 111. 

In Situation 3, C deducted $10,000 
in 1991 because C's otherwise allow
able deductions of $40,000 were re
duced under section 68(a)(1) of the 
Code by $30,000 (3 percent of the 
excess of $1,100,000 over $100,000). 
In 1992, C received a refund of $5,000 
with respect to the state taxes deducted 
in 1991. If C had paid only $35,000 in 
state income taxes in 1991 (the proper 
amount of state income taxes for 1991 
after the 1992 refund ($40,000 -
$5,000», C's otherwise allowable 
itemized deductions of $35,000 would 
have been reduced by $28,000 (80 
percent of $35,000 = $28,000) under 
section 68(a)(2) because that reduction 
is less than the $30,000 reduction 
determined under section 68(a)(l). 
Thus C would have claimed a deduc
tion 'in 1991 of $7,000 ($35,000 -
$28,000). C derived a tax benefit to the 
extent of the $3,000 difference between 
C's deduction for 1991 ($10,000) and 
the deduction for 1991 that C would 

have claimed ($7,000) had C paid t~e 
t . ncome taxes In proper amount of sta e I . 

1991 and not received a state I$~~: 
tax refund in 1992. Thus, , 
($10,000 - $7,000) of the $5,O~O sta~e 
income tax refund that C rece~ved In 

1992 is includible in C's gross Income 
in 1992, and $2,000 of that, $5,000 
refund is excludable from C s gross 
income under section 111. 

HOLDING 

If a taxpayer's itemized deductions 
in a prior taxable year were reduced by 
the overall deduction limitation in 
section 68(a) of the Code and the 
taxpayer subsequently recovers all or a 
portion of these previously deducted 
amounts (for example, state income 
taxes), the recovery or refund is, in 
general, fully includible in gross in
come under the tax benefit rule. More 
specifically, the portion of the recovery 
or refund that is includible in gross 
income in the year of receipt equals the 
difference between the prior year's 
itemized deductions (after the applica
tion of section 68) and the deductions 
that would have been claimed (the 
greater of (1) the itemized deductions 
after the application of section 68, or 
(2) the standard deduction) had the 
taxpayer paid the proper amount in the 
prior year and not received a recovery 
or refund in a subsequent year. 

EFFECTIVE DATE 

The Internal Revenue Service will 
not challenge a taxpayer's treatment of 
state income tax refunds (or similar 
recoveries) on income tax returns (in
cluding amended returns) filed on or 
before December 31, 1993, if the por
tion of the state income tax refund (or 
similar recovery) included in gross 
income on the return is determined in 
accordance with the method provided 
by the worksheet on page 18 in 
Publication 525, Taxable and Nontax
able Income (1992). 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 79-15, 1979-1 C.B. 80, 
which addresses the portion of a state 
income tax refund that is excludable 
from gross income under the tax bene
fit rule as applied under prior law, is 
obsolete. 



Section 112.-Certain Combat Pay of 
Members of the Armed Forces 

26 CFR 1.112-1: Combat zone compensation 
of members of the Armed Forces. 

T.D. 8489 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Combat Zone Compensation of 
Members of the Armed Forces 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to whether 
compensation received for active serv
ice in the Armed Forces of the United 
States in a combat zone is excludable 
from the recipient's gross income. 
These regulations reflect various statu
tory changes enacted since the publica
tion of prior regulations under section 
112. These regulations provide guid
ance to personnel departments of the 
Anned Forces and help service mem
bers detennine their income tax lia
bility for compensation received for 
service in a combat zone. 

EFFECTIVE DATE: These regulations 
are effective January 16, 1991. 

SUPPLEMENTARY INFORMATION: 

Background 

On March 11, 1991, the Internal 
Revenue Service published in the Fed
eral Register (56 FR 10211 [EE-4-91, 
1991-1 C.B. 820)) proposed amend
ments to the Income Tax Regulations 
(26 CFR part 1) under section 112 of 
the Internal Revenue Code of 1986 
(Code), which provides an exclusion 
from gross income for compensation 
paid to members of the Armed Forces 
of the United States for service in a 
combat zone (combat zone compensa
tion exclusion). The amendments were 
proposed to reflect the statutory 
changes made by sections 2(a) and 6(b) 
of Pub. L. 93-597, 88 Stat. 1950, and 
section 3(b) of Pub. L. 94-569, 90 Stat. 
2699 (both amending sections 112 and 
2201 of the Code), and section 905 of 
Pub. L. 98-94, 97 Stat. 614, 636 

(amending 37 U.S.C. 310). Many of 
those changes expanded the combat 
zone compensation exclusion by 
eliminating certain limits on its avail
ability. In addition to those changes, 
amendments were proposed to make 
the regulations clearer and better 
organized. 

Written comments were received 
from the public on the proposed 
regulations, but no public hearing was 
requested or held. After consideration 
of all of the written comments re
ceived, the proposed regulations under 
section 112 are adopted as modified by 
this Treasury decision. 

Explanation of Provisions 

Section 112 of the Code excludes 
from gross income certain compensa
tion received by members of the Armed 
Forces of the United States for active 
duty in a "combat zone." This exclu
sion applies to compensation received 
for the period of active service in the 
combat zone. It also applies to compen
sation received for the period in which 
the service member is hospitalized as a 
result of wounds, disease, or injury 
incurred while serving in the combat 
zone. 

An area in which the Armed Forces 
of the United States are engaging or 
have engaged in combat is a "combat 
zone" for purposes of section 112 only 
if the President of the United States 
designates the area as a combat zone 
by Executive Order. Under §1.112-1(e) 
of these regulations, members of the 
Armed Forces who perform military 
service in an area outside a combat 
zone specified by Executive Order are 
also deemed to serve in the combat 
zone for purposes of the exclusion 
under section 112 if their service is in 
direct support of the military operations 
in the combat zone and qualifies them 
for special pay authorized under section 
310 of title 37 of the United States 
Code (37 U.S.C. 310). 

Before October 1, 1983, special pay 
under 37 U.S.c. 310 was referred to as 
"hostile fire pay" because it could be 
authorized only if service members 
were subject to hostile fire or explosion 
of hostile mines. Effective October 1, 
1983, 37 U.S.C. 310 was amended to 
add 37 U.S.c. 310(a)(4), which pro
vides that special pay can also be 
authorized for certain service members 
who are on duty in a foreign area in 
which they are subject to the threat of 
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physical harm or imminent danger on 
the basis of civil insurrection, civil war, 
terrorism, or wartime conditions. The 
Department of Defense refers to special 
pay under 37 U.S.C. 310 (whether due 
to either hostile fire or imminent 
danger) as special pay for duty subject 
to hostile fire or imminent danger. 

These regulations reflect the amend
ment of 37 U.S.C. 310 providing for 
imminent danger pay. Paragraphs (e) 
and (f) of § 1.112-1 of these regulations 
(formerly paragraphs (j) and (k) of 
§ 1.112-1) clarify that special pay re
ceived under the imminent danger 
provision of 37 U.S.C. 31O(a)(4) is 
treated in the same manner for pur
poses of section 112 as special pay 
received under the hostile fire provi
sions of 37 U.S.c. 31O(a)(1) through 
(3). As a result, members of the Armed 
Forces who perform military service 
outside a combat zone are nevertheless 
deemed to serve in the combat zone 
during the period in which they per
form service qualifying them for pay 
under any provision of 37 U.S.c. 310, 
including the imminent danger provi
sion of 37 U.S.C. 31O(a)(4), if the 
service is in direct support of military 
operations in the combat zone. These 
regulations provide an example il
lustrating this provision. 

Prior to July 1, 1973, the combat 
zone compensation exclusion only ap
plied to compensation received for 
service in a combat zone "during an 
induction period" (generally, any 
period during which individuals could 
be inducted into the Armed Forces for 
training and service). This limitation 
was removed from section 112 by 
section 2(a) of Pub. L. 93-597. These 
regulations reflect the elimination of 
the phrase "during an induction 
period" throughout § 1.112-1. 

Summary of Significant Modifications 

In general, these final regulations 
retain the structure of the proposed 
regulations. However, the final regula
tions reflect certain modifications to the 
proposed regulations in response to 
comments received from the public. 

Some commentators suggested that 
the regulations provide examples of 
specific types of compensation that 
might be excluded under section 112. 
Consistent with positions announced in 
Revenue Ruling 71-343, 1971-2 C.B. 
92, and Revenue Ruling 73-187, 1973-
I C.B. 51, new §1.112-1(b)(5) pro-
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vides six examples of combat zone 
compensation, illustrating that com
pensation other than military basic pay 
can be eligible for the exclusion. The 
examples also illustrate the principle 
that the time and place of entitlement 
to compensation, not the time and place 
of payment of the compensation, deter
mine whether the compensation can be 
excluded from income under section 
112. A statement of that principle and 
of the meaning of the term "entitle
ment" were also added to § 1.112-
l(b)(4). 

One commentator suggested that 
Examples 1 and 2 in § 1.112-1(e)(2) 
clarify that the combat zone compensa
tion exclusion is available for the 
month of May (a month during which 
the member in the examples actually 
served in the combat zone) as well as 
for June (a month in which the member 
served outside the combat zone but 
satisfied the conditions for deemed 
combat zone service). The examples 
have been so clarified. 

One commentator suggested that the 
regulations could be interpreted to 
allow a member who remained a 
prisoner of war for three years after the 
termination of combatant activities in 
the combat zone and who was hospi
talized upon release to exclude military 
compensation received for two years of 
hospitalization following release. The 
commentator requested that an example 
be added reflecting that interpretation. 
Section 112 expressly limits the combat 
zone compensation exclusion for hospi
talization to the two-year period fol
lowing termination of combatant ac
tivities in the zone. No exception to 
this limit is provided for hospitalization 
of former prisoners of war. Accord
ingly, the final regulations do not adopt 
the commentator's interpretation or 
provide an example supporting that 
interpretation. 

Finally, §1.112-1(a)(4) was included 
in the proposed regulations to clarify 
that the exclusion under section 112 
applies only to combat zone compensa
tion received from the Armed Forces of 
the United States, except as provided in 
section 112(d)(2) (which extends the 
exclusion to compensation of civilian 
employees of the federal government 
who are in missing status as a result of 
the Vietnam conflict). Payments by 
other employers (whether private en
terprises or governmental entities) can
not be excluded from income under 
section 112. The final regulations retain 
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this prOVISIon but, consistent with 
Revenue Ruling 69-353, 1969-1 C.B. 
49, include a limited exception for 
combat zone compensation paid by an 
agency or instrumentality of the United 
States or by an international organiza
tion to active duty military personnel 
who are assigned to the agency or 
instrumentality or organization on offi
cial detail. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking for the regula
tions was submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

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 V.S.C. 7805 *** 
Par. 2. Section 1.112-1 is revised to 

read as follows: 

§1.112-1 Combat zone compensation 
of members of the Armed Forces. 

(a) Combat zone compensation 
exclusion-(1) Amount excluded. In 
addition to the exemptions and credits 
otherwise applicable, section 112 ex
cludes from gross income the following 
compensation of members of the 
Armed Forces: 

(i) Enlisted personnel. Compensation 
received for active service as a member 
below the grade of commissioned 
officer in the Armed Forces of the 

United States for any month during .any 
part of which the member served 10 a 
combat zone or was hospitalized at any 
place as a result of wounds,. dise~se, or 
injury incurred while serv10g 10 the 
combat zone. 

(ii) Commissioned officers. Compen
sation not exceeding the monthly dollar 
limit received for active service as a 
commissioned officer in the Armed 
Forces of the United States for any 
month during any part of which the 
officer served in a combat zone or was 
hospitalized at any place as a result of 
wounds, disease, or injury incurred 
while serving in the combat zone. The 
monthly dollar limit is the monthly 
amount excludable from the officer's 
income under section 112(b) as 
amended. Beginning in 1966, the 
monthly dollar limit for periods of 
active service after 1965 became $500. 
As of September 10, 1993, the monthly 
dollar limit continues to be $500. 

(2) Time limits on exclusion during 
hospitalization. Compensation received 
for service for any month of hospitaliz
ation that begins more than 2 years 
after the date specified by the President 
in an Executive Order as the date of 
the termination of combatant activities 
in the combat zone cannot be excluded 
under section 112. Furthermore, com
pensation received while hospitalized 
after January 1978 for wounds, disease, 
or injury incurred in the Vietnam 
combat zone designated by Executive 
Order 11216 cannot be excluded under 
section 112. 

(3) Special terms. A commissioned 
warrant officer is not a commissioned 
officer under section 112(b) and is 
entitled to the exclusion allowed to 
enlisted personnel under section 112(a). 
Compensation, for the purpose of sec
tion 112, does not include pensions and 
retirement pay. Armed Forces of the 
United States is defined (and members 
of the Armed Forces are described) in 
section 7701(a)(15). 

(4) Military compensation only. 
Only compensation paid by the Armed 
Forces of the United States to members 
of the Armed Forces can be excluded 
under section 112, except for compen
sation paid by an agency or instrumen
tality of the United States or by an 
international organization to a member 
of the Armed Forces whose military 
active duty status continues during the 
member's assignment to the agency or 
instrumentality or organization on offi
cial detail. Compensation paid by other 



employers (whether private enterprises 
or governmental entities) to members 
of the Armed Forces cannot be ex
cluded under section 112 even if the 
payment is made to supplement the 
member's military compensation or is 
labeled by the employer as compensa
tion for active service in the Armed 
Forces of the United States. Compensa
tion paid to civilian employees of the 
federal government, including civilian 
employees of the Armed Forces, cannot 
be excluded under section 112, except 
as provided in section 112(d)(2) (which 
extends the exclusion to compensation 
of civilian employees of the federal 
government in missing status due to the 
Vietnam conflict). 

(b) Service in combat zone-(1) Ac
tive service. The exclusion under sec
tion 112 applies only if active service 
is performed in a combat zone. A 
member of the Armed Forces is in 
active service if the member is actually 
serving in the Armed Forces of the 
United States. Periods during which a 
member of the Armed Forces is absent 
from duty on account of sickness, 
wounds, leave, internment by the 
enemy, or other lawful cause are 
periods of active service. A member of 
the Armed Forces in active service in a 
combat zone who becomes a prisoner 
of war or missing in action in the 
combat zone is deemed, for the purpose 
of section 112, to continue in active 
service in the combat zone for the 
period for which the member is treated 
as a prisoner of war or as missing in 
action for military pay purposes. 

(2) Combat zone status. Except as 
provided in paragraphs (e) and (f) of 
this section, service is performed in a 
combat zone only if it is performed in 
an area which the President of the 
United States has designated by Execu
tive Order, for the purpose of section 
112, as an area in which Armed Forces 
of the United States are or have been 
engaged in combat, and only if it is 
performed on or after the date desig
nated by the President by Executive 
Order as the date of the commencing of 
combatant activities in that zone and on 
or before the date designated by the 
President by Executive Order as the 
date of the termination of combatant 
activities in that zone. 

(3) Partial month service. If a mem
ber of the Armed Forces serves in a 
combat zone for any part of a month, 
the member is entitled to the exclusion 
for that month to the same extent as if 

the member has served in that zone for 
the entire month. If a member of the 
Armed Forces is hospitalized for a part 
of a month as a result of wounds, 
disease, or injury incurred while serv
ing in that zone, the member is entitled 
to the exclusion for the entire month. 

(4) Payment time and place. The 
time and place of payment are irrele
vant in considering whether compensa
tion is excludable under section 112; 
rather, the time and place of the 
entitlement to compensation determine 
whether the compensation is excludable 
under section 112. Thus, compensation 
can be excluded under section 112 
whether or not it is received outside a 
combat zone, or while the recipient is 
hospitalized, or in a year different from 
that in which the service was rendered 
for which the compensation is paid, 
provided that the member's entitlement 
to the compensation fully accrued in a 
month during which the member served 
in the combat zone or was hospitalized 
as a result of wounds, disease, or injury 
incurred while serving in the combat 
zone. For this purpose, entitlement to 
compensation fully accrues upon the 
completion of all actions required of 
the member to receive the compensa
tion. Compensation received by a mem
ber of the Armed Forces for services 
rendered while in active service can be 
excluded under section 112 even 
though payment is received subsequent 
to discharge or release from active 
service. Compensation credited to a 
deceased member's account for a 
period subsequent to the established 
date of the member's death and re
ceived by the member's estate can be 
excluded from the gross income of the 
estate under section 112 to the same 
extent that it would have been excluded 
from the gross income of the member 
had the member lived and received the 
compensation. 

(5) Examples of combat zone com
pensation. The rules of this section are 
illustrated by the following examples: 

Example 1. On January 5, outside of a combat 
zone, an enlisted member received basic pay for 
active duty services performed from the preced
ing December I through December 31. On 
December 4 (and no other date), the member 
performed services within a combat zone. The 
member may exclude from income the entire 
payment received on January 5, although the 
member served in the combat zone only one day 
during December, received the payment outside 
of the combat zone, and received the payment in 
a year other than the year in which the combat 
zone services were performed. 

Example 2. From March through December, an 
enlisted member became entitled to 25 days of 
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annual leave while serving in a combat zone. 
The member used all 25 days of leave in the 
following year. The member may exclude from 
income the compensation received for those 25 
days, even if the member performs no services in 
the combat zone in the year the compensation is 
received. 

Example 3. From March through December, a 
commissioned officer became entitled to 25 days 
of annual leave while serving in a combat zone. 
During that period the officer also received basic 
pay of $1,000 per month from which the officer 
excluded from income $500 per month (exhaust
ing the monthly dollar limit under section 112 
for that period). The officer used all 25 days of 
leave in the following year. The officer may not 
exclude from income any compensation received 
in the following year related to those 25 days of 
leave, since the officer had already excluded 
from income the maximum amount of combat 
zone compensation for the period in which the 
leave was earned. 

Example 4. In November, while serving in a 
combat zone, an enlisted member competing for 
a cash award submitted an employee suggestion. 
After November, the member neither served in a 
combat zone nor was hospitalized for wounds 
incurred in the combat zone. In June of the 
following year, the member's suggestion was 
selected as the winner of the competition and the 
award was paid. The award can be excluded 
from income as combat zone compensation 
although granted and received outside of the 
combat zone, since the member completed the 
necessary action to win the award (submission of 
the suggestion) in a month during which the 
member served in the combat zone. 

Example 5. In July, while serving in a combat 
zone, an enlisted member voluntarily reenlisted. 
After July, the member neither served in a 
combat zone nor was hospitalized for wounds 
incurred in the combat zone. In February of the 
following year, the member received a bonus as 
a result of the July reenlistment. The reenlist
ment bonus can be excluded from income as 
combat zone compensation although received 
outside of the combat zone, since the member 
completed the necessary action for entitlement to 
the reenlistment bonus in a month during which 
the member served in the combat zone. 

Example 6. In July, while serving outside a 
combat zone, an enlisted member voluntarily 
reenlisted. In February of the following year, the 
member, while performing services in a combat 
zone, received a bonus as a result of the July 
reenlistment. The reenlistment bonus cannot be 
excluded from income as combat zone compen
sation although received while serving in the 
combat zone, since the member completed the 
necessary action for entitlement to the reenlist
ment bonus in a month during which the member 
had neither served in the combat zone nor was 
hospitalized for wounds incurred while serving in 
a combat zone. 

(c) Hospitalization-(l) Presumption 
of combat zone injury. If an individual 
is hospitalized for wound, disease, or 
injury while serving in a combat zone, 
the wound, disease, or injury will be 
presumed to have been incurred while 
serving in a combat zone, unless the 
contrary clearly appears. In certain 
cases, however, a wound, disease, or 
injury may have been incurred while 
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serving in a combat zone even though 
the individual was not hospitalized for 
it while so serving. In exceptional 
cases, a wound, disease, or injury will 
not have been incurred while serving in 
a combat zone even though the individ
ual was hospitalized for it while so 
serving. 

(2) Length of hospitalization. An 
individual is hospitalized only until the 
date the individual is discharged from 
the hospital. 

(3) Examples of combat zone injury. 
The rules of this paragraph (c) are 
illustrated by the following examples: 

Example 1. An individual is hospitalized for a 
disease in the combat zone where the individual 
has been serving for three weeks. The incubation 
period of the disease is two to four weeks. The 
disease is incurred while serving in the combat 
zone. 

Example 2. The facts are the same as in 
Example 1 except that the incubation period of 
the disease is one year. The disease is not 
incurred while serving in the combat zone. 

Example 3. A member of the Air Force, 
stationed outside the combat zone, is shot while 
participating in aerial combat over the combat 
zone, but is not hospitalized until returning to the 
home base. The injury is incurred while serving 
in a combat zone. 

Example 4. An individual is hospitalized for a 
disease three weeks after having departed from a 
combat zone. The incubation period of the 
disease is two to four weeks. The disease is 
incurred while serving in a combat zone. 

(d) Married members. The exclusion 
under section 112 applies without 
regard to the marital status of the 
recipient of the compensation. If both 
spouses meet the requirements of the 
statute, then each spouse is entitled to 
the benefit of an exclusion. In the case 
of a husband and wife domiciled in a 
State recognized for Federal income tax 
purposes as a community property 
State, any exclusion from gross income 
under section 112 operates before 
apportionment of the gross income of 
the spouses under community property 
law. For example, a husband and wife 
are domiciled in a community property 
State and the member spouse is en
titled, as a commissioned officer, to the 
benefit of the exclusion under section 
112(b) of $500 for each month. The 
member receives $7,899 as compensa
tion for active service for 3 months in 
a combat zone. Of that amount, $1,500 
is excluded from gross income under 
section 112(b) and $6,399 is taken into 
account in determining the gross in
come of both spouses. 

(e) Service in area outside combat 
zone-( 1) Combat zone treatment. For 
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purposes of section 112, a member of 
the Armed Forces who performs mili
tary service in an area outside the area 
designated by Executive Order as a 
combat zone is deemed to serve in that 
combat zone while the member's serv
ice is in direct support of military 
operations in that zone and qualifies 
the member for the special pay for duty 
subject to hostile fire or imminent 
danger authorized under section 310 of 
title 37 of the United States Code, as 
amended (37 U.S.c. 310) (hostile fire/ 
imminent danger pay). 

(2) Examples of combat zone treat
ment. The examples in this paragraph 
(e)(2) are based on the following 
circumstances: Certain areas, airspace, 
and adjacent waters are designated as a 
combat zone for purposes of section 
112 as of May 1. Some members of the 
Armed Forces are stationed in the 
combat zone; others are stationed in 
two foreign countries outside the com
bat zone, named Nearby Country and 
Destination Country. 

Example 1. B is a member of an Armed Forces 
ground unit stationed in the combat zone. On 
May 31, B's unit crosses into Nearby Country. B 
performs military service in Nearby Country in 
direct support of the military operations in the 
combat zone from June 1 through June 8 that 
qualifies B for hostile fITe/imminent danger pay. 
B does not return to the combat zone during 
June. B is deemed to serve in the combat zone 
from June 1 through June 8. Accordingly, B is 
entitled to the exclusion under section 112 for 
June. Of course, B is also entitled to the 
exclusion for any month (May, in this example) 
in which B actually served in the combat zone. 

Example 2. B is a member of an Armed Forces 
ground unit stationed in the combat zone. On 
May 31, B's unit crosses into Nearby Country. 
On June 1, B is wounded while performing 
military service in Nearby Country in direct 
support of the military operations in the combat 
zone that qualifies B for hostile fire/imminent 
danger pay. On June 2, B is transferred for 
treatment to a hospital in the United States. B is 
hospitalized from June through October for those 
wounds. B is deemed to have incurred the 
wounds while serving in the combat zone on 
June 1. Accordingly, B is entitled to the 
exclusion under section 112 for June through 
October. Of course, B is also entitled to the 
exclusion for any month (May, in this example) 
in which B actually served in the combat zone. 

Example 3. B is stationed in Nearby Country 
for the entire month of June as a member of a 
ground crew servicing combat aircraft operating 
in the combat zone. B's service in Nearby 
Country during June does not qualify B for 
hostile fire/imminent danger pay. Accordingly, B 
is not deemed to serve in the combat zone during 
June and is not entitled to the exclusion under 
section 112 for that month. 

Example 4. B is assigned to an air unit 
stationed in Nearby Country for the entire month 
of June. In June, members of air units of the 
Armed Forces stationed in Nearby Country fly 

.' . nto and over combat and supply rrusSiOns I .. 

Destination Country in direct support .of rruhtary 
operations in the combat zone. B flies combat 
missions over Destination Country from Nearby 
Country from June 1 throu~h J~ne 8. B's service 
qualifies B for hostile fire/lmrrunen.t danger pay. 
Accordingly, B is deemed to serve In the com~at 
zone during June and is entitled to the exciuslOn 
under section 112. The result would be the same 
if B were to fly supply missions into Destination 
Country from Nearby Country in direct support 
of operations in the combat zone qualifying B 
for hostile fire/imminent danger pay. 

Example 5. Assigned to an air unit stationed in 
Nearby Country, B was killed in June when B's 
plane crashed on returning to the airbase in 
Nearby Country. B was performing military 
service in direct support of the military opera
tions in the combat zone at the time of B's 
death. B' s service also qualified B for hostile 
fire/imminent danger pay. B is deemed to have 
died while serving in the combat zone or to have 
died as a result of wounds, disease, or injury 
incurred while serving in the combat zone for 
purposes of section 692(a) and section 692(b) 
(providing relief from certain income taxes for 
members of the Armed Forces dying in a combat 
zone or as a result of wounds, disease, or injury 
incurred while serving in a combat zone) and 
section 2201 (providing relief from certain estate 
taxes for members of the Armed Forces dying in 
a combat zone or by reason of combat-zone
incurred wounds). The result would be the same 
if B's mission had been a supply mission instead 
of a combat mission. 

Example 6. In June, B was killed as a result of 
an off-duty automobile accident while leaving 
the airbase in Nearby Country shortly after 
returning from a mission over Destination 
Country. At the time of B's death, B was not 
performing military duty qualifying B for hostile 
fire/imminent danger pay. B is not deemed to 
have died while serving in the combat zone or to 
have died as the result of wounds, disease, or 
injury incurred while serving in the combat zone. 
Accordingly, B does not qualify for the benefits 
of section 692(a), section 692(b), or section 
2201. 

Example 7. B performs military service in 
Nearby Country from June 1 through June 8 in 
direct support of the military operations in the 
combat zone. Nearby Country is designated as an 
area in which members of the Armed Forces 
qualify for hostile fire/imminent danger pay due 
to imminent danger, even though members in 
Nearby Country are not subject to hostile fire. B 
is deemed to serve in the combat zone from June 
1 through June 8. Accordingly, B is entitled to 
the exclusion under section 112 for June. 

(f) Nonqualifying presence in com
bat zone-( 1) Inapplicability of exclu
sion. The following members of the 
Armed Forces are not deemed to serve 
in a combat zone within the meaning of 
section 112(a)(l) or section 112(b)(1) 
or to be hospitalized as a result of 
wounds, disease, or injury incurred 
while serving in a combat zone within 
the meaning of section 112(a)(2) or 
section 112(b)(2)-

(i) Members present in a combat 
zone while on leave from a duty station 
located outside a combat zone; 



(ii) Members who pass over or 
through a combat zone during the 
course of a trip between two points 
both of which lie outside a combat 
zone; or 

(iii) Members present in a combat 
zone solely for their own personal 
convenience. 

(2) Exceptions for temporary duty or 
special pay. Paragraph (f)(I) of this 
section does not apply to members of 
the Armed Forces who-

(i) Are assigned on official tempo
rary duty to a combat zone (including 
official temporary duty to the airspace 
of a combat zone); or 

(ii) Qualify for hostile fire/imminent 
danger pay. 

(3) Examples of nonqualifying pres
ence and its exceptions. The examples 
in this paragraph (f)(3) are based on 
the following circumstances: Certain 
areas, airspace, and adjacent waters are 
designated as a combat zone for pur
poses of section 112 as of May 1. 
Some members of the Armed Forces 
are stationed in the combat zone; others 
are stationed in two foreign countries 
outside the combat zone, named Near
by Country and Destination Country. 

Example 1. B is a member of the Armed 
Forces assigned to a unit stationed in Nearby 
Country. On June 1, B voluntarily visits a city 
within the combat zone while on leave. B is not 
deemed to serve in a combat zone since B is 
present in a combat zone while on leave from a 
duty station located outside a combat zone. 

Example 2. B is a member of the Armed 
Forces assigned to a unit stationed in Nearby 
Country. During June, B takes authorized leave 
and elects to spend the leave period by visiting a 
city in the combat zone. While on leave in the 
combat zone, B is subject to hostile fire 
qualifying B for hostile fire/imminent danger 
pay. Although B is present in the combat zone 
while on leave from a duty station outside the 
combat zone, B qualifies for the exclusion under 
section 112 because B qualifies for hostile fire/ 
imminent danger pay while in the combat zone. 

Example 3. B is a member of the Armed 
Forces assigned to a ground unit stationed in the 
combat zone. During June, B takes authorized 
leave and elects to spend the leave period in the 
combat zone. B is not on leave from a duty 
station located outside a combat zone, nor is B 
present in a combat zone solely for B' sown 
personal convenience. Accordingly, B's combat 
zone tax benefits continue while B is on leave in 
the combat zone. 

Example 4. B is assigned as a navigator to an 
air unit stationed in Nearby Country. On June 4, 
during the course of a flight between B' s home 
base in Nearby Country and another base in 
Destination Country, the aircraft on which B 
serves as a navigator flies over the combat zone. 
B is not on official temporary duty to the 
airspace of the combat zone and does not qualify 
for hostile fire/imminent danger pay as a result 

of the flight. Accordingly, B is not deemed to 
serve in a combat zone since B passes over the 
combat zone during the course of a trip between 
two points both of which lie outside the combat 
zone without either being on official temporary 
duty to the combat zone or qualifying for hostile 
fire/imminent danger pay. 

Example 5. B is a member of the Armed 
Forces assigned to a unit stationed in Nearby 
Country. B enters the combat zone on a 3-day 
pass. B is not on official temporary duty and 
does not qualify for hostile fire/imminent danger 
pay while present in the combat zone. Accord
ingly, B is not deemed to serve in a combat zone 
since B is present in the combat zone solely for 
B's own personal convenience. 

Example 6. B, stationed in Nearby Country, is 
a military courier assigned on official temporary 
duty to deliver military pouches in the combat 
zone and in Destination Country. On June 1, B 
arrives in the combat zone from Nearby Country, 
and on June 2, B departs for Destination 
Country. Although B passes through the combat 
zone during the course of a trip between two 
points outside the combat zone, B is nevertheless 
deemed to serve in a combat zone while in the 
combat zone because B is assigned to the combat 
zone on official temporary duty. 

Example 7. B is a member of an Armed Forces 
ground unit stationed in Nearby Country. On 
June 1, B took authorized leave and elected to 
spend the leave period by visiting a city in the 
combat zone. On June 2, while on leave in the 
combat zone, B was wounded by hostile fire 
qualifying B for hostile fire/imminent danger 
pay. On June 3, B was transferred for treatment 
to a hospital in the United States. B is 
hospitalized from June through October for those 
wounds. Although B was present in the combat 
zone while on leave from a duty station outside 
the combat zone, B is deemed to have incurred 
the wounds while serving in the combat zone on 
June 2, because B qualified for hostile fire/ 
imminent danger pay while in the combat zone. 
Accordingly, B is entitled to the exclusion under 
section 112 for June through October. 

Example 8. The facts are the same as in 
Example 7 except that B dies on September I as 
a result of the wounds incurred in the combat 
zone. B is deemed to have died as a result of 
wounds, disease, or injury incurred while serving 
in the combat zone for purposes of section 
692(a) and section 692(b) (providing relief from 
certain income taxes for members of the Armed 
Forces dying in a combat zone or as a result of 
wounds, disease, or injury incurred while serving 
in a combat zone) and section 2201 (providing 
relief from certain estate taxes for members of 
the Armed Forces dying in a combat zone or by 
reason of combat-zone-incurred wounds). 

Michael P. Dolan, 
Acting Commissioner of 

of Internal Revenue. 

Approved August 19, 1993. 

Samuel Y. Sessions, 
Acting Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
September 9, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
September 10, 1993, 58 F.R. 47639) 

Section 123 

Section 123.-Amounts Received 
Under Insurance Contracts for 
Certain Living Expenses 

26 CFR 1.123-1: Exclusion of insurance 
proceeds for reimbursement of certain living 
expenses. 

Insurance proceeds; loss of use of 
principal residence which was 
damaged or destroyed by a casualty; 
exclusion of proceeds for increased 
living expenses. Insurance proceeds for 
increased living expenses resulting 
from the loss of use of a principal 
residence damaged or destroyed by a 
casualty are excluded from gross in
come. The increase in living expenses 
is determined once, when the taxpayer 
regains use of a principal residence, 
rather than at the end of each interven
ing tax year. 

Rev. Rul. 93-43 

ISSUE 

When an individual receives insur
ance proceeds for increased living 
expenses incurred due to a casualty, 
what portion of the proceeds is exclud
able from the individual's gross income 
under section 123 of the Internal 
Revenue Code? 

FACTS 

In July 1989, a fire destroyed A's 
principal residence. A replaced the 
residence in August 1991. Between 
July 1989 and August 1991, A and 
members of A's household did not have 
use of the residence. A's insurance 
contract included coverage for a tempo
rary increase in living expenses result
ing from the loss of use or occupancy 
of the principal residence due to 
damage or destruction by fire, storm, or 
other casualty. Therefore, A was com
pensated for the temporary increase in 
living expenses incurred because of the 
loss of use of A's residence. 

A is a calendar year taxpayer and 
received the following insurance pro
ceeds for A's increased living expenses: 

Situation 1. A received a total 
amount of $30,000 in insurance pro
ceeds for increased living expenses as 
follows: $6,000 in 1989, $12,000 in 
1990, $10,000 in 1991, and $2,000 in 
1992. A incurred a total of $30,000 in 
increased living expenses as follows: 
$5,000 in 1989, $11,000 in 1990, and 
$14,000 in 1991. 
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Situation 2. A received a total 
amount of $25,000 in insurance pro
ceeds for increased living expenses as 
follows: $20,000 in 1989, $3,000 in 
1991, and $2,000 in 1992. A incurred a 
total of $22,000 in increased living 
expenses as follows: $5,000 in 1989, 
$10,000 in 1990, and $7,000 in 1991. 

LAW AND ANALYSIS 

Section 61 of the Code provides that 
gross income means all income from 
whatever source derived except as 
otherwise provided by law. 

Section 123(a) of the Code provides 
that if an individual's principal re
sidence is damaged or destroyed by 
fire, storm, or other casualty, amounts 
received by the individual under an 
insurance contract are not includable in 
gross income if paid to compensate or 
reimburse the individual for living 
expenses incurred for the individual 
and members of the individual's house
hold resulting from the loss of use or 
occupancy of such residence. 

Section 123(b) of the Code provides 
that the amount of the insurance 
proceeds which can be excluded under 
section 123(a) is limited to the amount 
by which (1) the actual living expenses 
incurred by the individual and members 
of the individual's household resulting 
from the loss of use or occupancy of 
their residence, exceed (2) the normal 
living expenses that would have been 
incurred by the individual and members 
of the individual's household during 
the period that they are unable to use 
or occupy the principal residence (the 
loss period). 

Section 1.123-1(a)(2) of the Income 
Tax Regulations provides that the 
exclusion applies to amounts received 
as reimbursement or compensation for 
the reasonable and necessary increase 
in living expenses incurred by the 
insured and members of the household 
to maintain their customary standard of 
living during the loss period. 

Section 1.123-1 (b) of the regulations 
defines actual living expenses to in
clude the cost during the loss period of 
temporary housing, utilities furnished at 
the place of temporary housing, meals 
obtained at restaurants that customarily 
would have been prepared in the resi
dence, transportation, and other miscel
laneous services. Normal living ex
penses consist of the same categories 
of expenses comprising actual living 
expenses that would have been incurred 
but are not incurred during the loss 
period. 
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Section 451 of the Code states the 
general rule that the amount of any 
item of gross income shall be included 
in gross income for the taxable year in 
which received by a taxpayer, unless, 
under the method of accounting used 
by the taxpayer in computing taxable 
income, such amount is to be properly 
accounted for in a different period. 

Under section 123 of the Code and 
the regulations thereunder, if an indi
vidual's principal residence is de
stroyed by fire, insurance proceeds are 
excludable from gross income to the 
extent that they compensate or reim
burse the individual for the increased 
living expenses incurred during the loss 
period due to the loss of use or 
occupancy of the individual's principal 
residence. The amount of insurance 
proceeds that are excludable from gross 
income for a particular loss period 
cannot be properly determined until the 
end of the loss period. Thus, if the total 
insurance proceeds received for the loss 
period exceeds the increased living 
expenses incurred during the loss 
period, the excess portion of the 
insurance proceeds received is includ
able in gross income for the taxable 
year in which the loss period ends, or, 
if later, the taxable year in which the 
excess portion of the insurance pro
ceeds is received. 

In Situation 1, the total amount of 
the insurance proceeds ($30,000) that A 
received does not exceed the total 
increased living expenses ($30,000) 
incurred by A and members of A's 
household during the loss period 
(1989-1991). Therefore, the entire 
amount of the insurance proceeds re
ceived by A is excludable from A's 
gross income. 

In Situation 2, the $20,000 in insur
ance proceeds received by A in 1989 
plus the $3,000 in insurance proceeds 
received by A in 1991 exceeds by 
$1,000 the total of $22,000 in increased 
living expenses incurred by A and 
members of A's household during the 
loss period (1989-1991). Therefore, 
$22,000 of the $23,000 in insurance 
proceeds received by A from 1989 to 
1991 is excludable from A's gross 
income. The remaining $1,000 of these 
insurance proceeds is includable in A's 
gross income for 1991, the taxable year 
in which the loss period ended. The 
$2,000 in insurance proceeds received 
by A in 1992 further exceeds the 
increased living expenses incurred dur
ing the loss period, and, thus, is 
includable in A's gross income for 
1992, the taxable year in which this 
excess portion was received. 

HOLDING 

When an individual receives insur
ance proceeds for increased living 
expenses incurred due to a casualty, the 
portion of the insurance proceeds that 
does not exceed the individual's in
creased living expenses incurred during 
the loss period is excludable from the 
individual's gross income under section 
123 of the Code. However, if the 
insurance proceeds received exceed the 
individual's increased living expenses 
incurred during the loss period, the 
excess portion of the insurance pro
ceeds received is includable in the 
individual's gross income for the tax
able year in which the loss period ends, 
or, if later, for the taxable year in 
which the excess portion of the insur
ance proceeds is received. 

Section 130.-Certain Personal 
Injury Liability Assignments 

If certain specified requirements are satisfied, 
a designated or qualified settlement fund will be 
considered "a party to the suit or agreement" 
for purposes of section 130 of the Code. See 
Rev. Proc. 93-34, page 470. 

Section 132.-Certain Fringe Benefits 

The Service is providing inflation adjustments 
to the limitation on the exclusion of a qualified 
transportation fringe benefit for taxable years 
beginning in 1994. See Rev. Proc. 93-49, 
page 581. 

Section 135.-lncome from United 
States Savings Bonds Used to Pay 
Higher Education Tuition and Fees 

The Service is providing inflation adjustments 
to the limitation on the exclusion of income from 
United States savings bonds for taxpayers who 
pay qualified higher education expenses for 
taxable years beginning in 1994. See Rev. Proc. 
93-49, page 581. 

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.J03A-2: Qualified mortgage bond. 

The qualified census tracts for the states and 
the District of Columbia are set forth for use in 
determining the portion of loans required to be 
placed in targeted areas under section l43(h) of 
the Code. See Rev. Proc. 93-38, page 483. 



Part V.-Deductions 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 
to the personal exemption and to the threshold 
amounts of adjusted gross income above which 
the exemption amount phases out for taxable 
years beginning in 1994. See Rev. Proc. 93-49, 
page 581. 

Part VI.-Itemized Deductions for Individuals and 
Corporations 

Section 162.-Trade or Business 
Expenses 

26 CFR 1.162-2: Traveling expenses. 
(Also Section 262; 1.262-1.) 

Away from home temporarily. Guide
lines are provided for detennining 
whether taxpayers are away from home 
temporarily for purposes of deducting 
travel expenses under section 162(a)(2) 
of the Code as amended by the Energy 
Policy Act of 1992. Rev. Rul. 83-82 
obsoleted in part and Notice 93-29 
amplified. 

Rev. Ru I. 93-86 

ISSUE 

What effect does the I-year limita
tion on temporary travel, as added by 
section 1938 of the Energy Policy Act 
of 1992, Pub. L. No. 102-486, have on 
the deductibility of away from home 
travel expenses under section 162(a)(2) 
of the Internal Revenue Code? 

FACTS 

Situation I. Taxpayer A is regularly 
employed in city CI-I. In 1993, A 
accepted work in city CI-2, which is 
250 miles from C/-I. A realistically 
expected the work in C/-2 to be com
pleted in 6 months and planned to re
turn to C/-I at that time. In fact, the 
employment lasted 10 months, after 
which time A returned to C/-I. 

Situation 2. The facts are the same 
as in Situation I, except that Taxpayer 
B realistically expected the work in C/-

2 to be completed in 18 months, but in 
fact it was completed in 10 months. 

Situation 3. The facts are the same 
as in Situation I, except that Taxpayer 
C realistically expected the work in 
C/-2 to be completed in 9 months. 
After 8 months, however, C was asked 
to remain for 7 more months (for a 
total actual stay of 15 months). 

LAW AND ANALYSIS 

Section 162(a)(2) of the Code allows 
a deduction for all the ordinary and 
necessary expenses paid or incurred 
during the taxable year in carrying on a 
trade or business, including travel 
expenses (including amounts expended 
for meals and lodging other than 
amounts that are lavish or extravagant 
under the circumstances) while away 
from home in the pursuit of a trade or 
business. Under section 262(a), no 
deduction is allowed for personal, 
living, or family expenses, unless ex
pressly provided by law. 

For travel expenses to be deductible 
under section 162(a)(2) of the Code, 
they must satisfy the following three 
conditions: (1) they must be ordinary 
and necessary, (2) they must be in
curred while away from home, and (3) 
they must be incurred in pursuit of a 
trade or business. See Commissioner v. 
Flowers, 326 U.S. 465 (1946), 1946-1 
e.B. 57, and Rev. Rul. 60-189, 1960-1 
e.B. 60. 

A taxpayer's "home" for purposes 
of section 162(a)(2) of the Code is 
generally considered to be located at 
(1) the taxpayer's regular or principal 
(if more than one regular) place of 
business, or (2) if the taxpayer has no 
regular or principal place of business, 
then at the taxpayer's regular place of 
abode in a real and substantial sense. If 
a taxpayer comes within neither cate
gory (1) nor category (2), the taxpayer 
is considered to be an itinerant whose 
"home" is wherever the taxpayer 
happens to work. Rev. Rul. 73-529, 
1973-2 C.B. 37, and Rev. Rul. 60-189. 
Travel expenses paid or incurred in 
connection with an indefinite or penna
nent work assignment are generally 
nondeductible. 

Travel expenses paid or incurred in 
connection with a temporary work 
assignment away from home are de
ductible under section 162(a)(2) of the 
Code. See Peurifoy v. Commissioner, 
358 U.S. 59 (1958), 1958-2 e.B. 916. 
The courts and the Service have held 
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that employment is temporary for this 
purpose only if its termination can be 
foreseen within a reasonably short 
period of time. See Albert v. Commis
sioner, 13 T.C. 129 (1949), and Rev. 
Rul. 75-432, 1975-2 C.B. 60. 

Employment that is initially tempo
rary may become indefinite due to 
changed circumstances. See Norwood v. 
Commissioner, 66 T.C. 467 (1976), 
Bark v. Commissioner, 6 T.e. 851 
(1946), Rev. Rul. 73-578, 1973-2 C.B. 
39, and Rev. Rul. 60-189. In Rev. Rul. 
73-578, a citizen of a foreign country 
comes to the U.S. under a 6-month 
nonimmigrant visa to work for a U.S. 
employer, intending to resume regular 
employment in the foreign country 
after this period. After 4 months, 
however, the individual agrees to con
tinue the employment for an additional 
14 months. Rev. Rul. 73-578 holds that 
the individual may deduct ordinary and 
necessary travel expenses paid or in
curred during the first 4 months of the 
employment. However, the individual 
may not deduct travel expenses paid or 
incurred thereafter, unless the expenses 
are paid or incurred in connection with 
temporary employment away from the 
location of the individual's regular 
employment with the U.S. employer. 

Revenue Ruling 83-82, 1983-1 C.B. 
45, provides that, for purposes of the 
deduction for travel expenses under 
section 162(a)(2) of the Code, if the 
taxpayer anticipates employment away 
from home to last less than 1 year, then 
all the facts and circumstances are 
considered to detennine whether such 
employment is temporary. If the tax
payer anticipates employment to last 
(and it does in fact last) between 1 and 
2 years, Rev. Rul. 83-82 provides a 
rebuttable presumption that the employ
ment is indefinite. The taxpayer may 
rebut the presumption by demonstrating 
certain objective factors set forth in the 
revenue ruling. For employment with 
an anticipated or actual stay of 2 years 
or more, Rev. Rul. 83-82 holds that 
such employment is indefinite, regard
less of any other facts or circum
stances. All the factual situations in 
Rev. Rul. 83-82 involve employment 
in a single location for more than 1 
year. 

Section 1938 of the Energy Policy 
Act of 1992, Pub. L. No. 102-486, 
amended section 162(a)(2) of the Code 
to provide that a taxpayer shall not be 
treated as being temporarily away from 
home during any period of employment 
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if such period exceeds 1 year. This 
amendment applies to any period of 
employment in a single location if such 
period exceeds 1 year. See H.R. Conf. 
Rep. No. 102-1018, 102d Cong., 2d 
Sess. 429, 430 (1992). Thus, section 
162(a)(2), as amended, eliminates the 
rebuttable presumption category under 
Rev. Rul. 83-82 for employment last
ing between 1 and 2 years, and 
shortens the 2-year limit under that 
ruling to 1 year. The amendment is 
effective for costs paid or incurred after 
December 31, 1992. 

Accordingly, if employment away 
from home in a single location is 
realistically expected to last (and does 
in fact last) for 1 year or less, the 
employment will be treated as tempo
rary in the absence of facts and 
circumstances indicating otherwise. If 
employment away from home in a 
single location is realistically expected 
to last for more than 1 year or there is 
no realistic expectation that the em
ployment will last for 1 year or less, 
the employment will be treated as in
definite, regardless of whether it actu
ally exceeds 1 year. If employment 
away from home in a single location 
initially is realistically expected to last 
for 1 year or less, but at some later 
date the employment is realistically 
expected to exceed I year, that employ
ment will be treated as temporary (in 
the absence of facts and circumstances 
indicating otherwise) until the date that 
the taxpayer's realistic expectation 
changes. 

In Situation 1, A realistically ex
pected that the work in CI-2 would last 
only 6 months, and it did in fact last 
less than 1 year. Because A had always 
intended to return to CI-1 at the end of 
A's employment in CI-2, the CI-2 
employment is temporary. Thus, A's 
travel expenses paid or incurred in CI-
2 are deductible. 

In Situation 2, B's employment in 
CI-2 is indefinite because B real
istically expected that the work in CI-2 
would last longer than 1 year, even 
though it actually lasted less than 1 
year. Thus, B's travel expenses paid or 
incurred in CI-2 are nondeductible. 

In Situation 3, C at first realistically 
expected that the work in CI-2 would 
last only 9 months. However, due to 
changed circumstances occurring after 
8 months, it was no longer realistic for 
C to expect that the employment in CI-
2 would last for 1 year or less. There
fore, C's employment in CI-2 is 
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temporary for 8 months, and indefinite 
for the remaining 7 months. Thus, C's 
travel expenses paid or incurred in Cl-
2 during the first 8 months are deducti
ble, but C's travel expenses paid or 
incurred thereafter are nondeductible. 

HOLDING 

Under section 162(a)(2) of the Code, 
as amended by the Energy Policy Act 
of 1992, if employment away from 
home in a single location is realistically 
expected to last (and does in fact last) 
for 1 year or less, the employment is 
temporary in the absence of facts and 
circumstances indicating otherwise. If 
employment away from home in a 
single location is realistically expected 
to last for more than 1 year or there is 
no realistic expectation that the em
ployment will last for 1 year or less, 
the employment is indefinite, regardless 
of whether it actually exceeds 1 year. If 
employment away from home in a 
single location initially is realistically 
expected to last for 1 year or less, but 
at some later date the employment is 
realistically expected to exceed 1 year, 
that employment will be treated as 
temporary (in the absence of facts and 
circumstances indicating otherwise) un
til the date that the taxpayer's realistic 
expectation changes. 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 83-82 is obsoleted for 
costs paid or incurred after December 
31, 1992, because all the factual 
situations in that ruling involve 
employment in a single location for 
more than 1 year. Notice 93-29, 1993-
1 C.B. 311, is amplified. 

EFFECTIVE DATE 

This revenue ruling is effective for 
costs paid or incurred after December 
31, 1992. 

26 CFR 1.162-17: Reporting and 
substantiation of certain business expenses of 
employees. 

The rules for substantiating the amount of a 
deduction or expense for lodging, meal, and/or 
incidental expenses incurred while traveling 
away from home that most nearly represents 
current costs are set forth. See Rev. Proc. 93-50, 
page 586. 

26 CFR 1.162-17: Reporting and 
substantiation 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. 93-51, page 593. 

Section 163.-lnterest 

26 CFR 1.163-1: Interest deduction in 
general. 
(Also Section 469; 1.469-2T.) 

Interest properly allocable to the 
purchase of stock. Interest incurred by 
an individual in connection with the 
purchase of stock in a C corporation is 
investment interest for purposes of the 
section 163(d) of the Code investment 
interest deduction limitation, unless the 
individual is a dealer or a trader in 
stock or securities. 

Rev. Rul. 93-68 

ISSUE 

If an individual who is neither a 
dealer nor a trader in stock or securities 
borrows money to purchase the stock 
of a C corporation to protect the 
individual's employment with the cor
poration, is the interest on the loan 
"investment interest" for purposes of 
the section 163( d) investment interest 
deduction limitation? 

FACTS 

A, an individual, is an employee of 
X, a C corporation. A borrows money 
to purchase 100 percent of the stock of 
X. A is neither a dealer nor a trader in 
stock or securities. A's sole motive for 
purchasing and holding the X stock is 
to protect A's employment with X. X 
has never paid a dividend. 

LAW AND ANALYSIS 

Section 163(d)(1) of the Code limits 
the amount of investment interest that a 
taxpayer other than a corporation may 
deduct for any taxable year to the 
amount of the taxpayer's net invest
ment income for the taxable year. 
Section 163(d)(2) provides that 
amounts not deducted by reason of 
section 163(d)(l) are carried forward 
indefinitely to succeeding taxable 
years. 

Section 163(d)(3)(A) of the Code 
defines "investment interest" as any 



interest allowable as a deduction (deter
mined without regard to section 
163(d)(1» that is paid or accrued on 
indebtedness properly allocable to 
property held for investment. Under 
section 163(d)(5)(A), the term "prop
erty held for investment" includes any 
property that produces income of a 
type described in section 469(e)(1). 
The type of income described in 
section 469(e)(1)(A) includes any gross 
income from interest, dividends, an
nuities, or royalties not derived in the 
ordinary course of a trade or business. 

Because stock generally produces 
dividend income, it is property held for 
investment within the meaning of sec
tions 163(d)(5)(A) and 469(e)(1)(A) of 
the Code, unless the dividends are 
derived in the ordinary course of a 
trade or business. In this case, any 
dividends paid by X would not be 
derived by A in the course of a trade or 
business because A is neither a dealer 
nor a trader in stock or securities. 
Thus, the X stock purchased by A is 
property held for investment pursuant 
to section 163(d)(5)(A), regardless of 
A's motives for purchasing or holding 
that stock. Accordingly, the interest 
paid by A that is attributable to A's 
purchase of the X stock is investment 
interest within the meaning of section 
163(d)(3)(A) and A's deduction of that 
interest is limited by section 163(d)(1). 

Cases holding that stock is not 
property held for investment in the 
absence of a substantial investment 
motive (see, e.g., Miller v. Commis
sioner, 70 T.e. 448 (1978» involve 
taxable years beginning prior to Janu
ary 1, 1987, the effective date of 
current section 163(d)(5)(A) of the 
Code (as amended by the Tax Reform 
Act of 1986 to define "property held 
for investment"). Thus, those cases are 
not relevant in determining whether 
stock is property held for investment 
within the meaning of section 
163(d)(5)(A). 

If the interest attributable to A's 
purchase of the X stock were not 
characterized as investment interest, 
that interest would be nondeductible 
personal interest under section 163-
(h)(1) of the Code. Under section 
163(h)(2)(A), the term "personal inter
est" includes interest paid or accrued 
on indebtedness properly allocable to 
the trade or business of performing 
services as an employee, unless one of 
the other exceptions in section 163-
(h)(2) applies. In this case, the invest-

ment interest exception in section 
163(h)(2)(B) precludes treating the in
terest attributable to A's purchase of 
the X stock as personal interest. 

HOLDING 

If an individual who is neither a 
dealer nor a trader in stock or securities 
borrows money to purchase stock in a 
C corporation to protect the individ
ual's employment with the corporation, 
the interest on the loan is investment 
interest for purposes of the section 
163(d) investment interest deduction 
limitation. 

Section 16S.-Losses 

A loss incurred on the abandonment or 
worthlessness of a partnership interest is an 
ordinary loss if sale or exchange treatment does 
not apply. If there is an actual or deemed 
distribution to the partner, or if the transaction is 
otherwise in substance a sale or exchange, the 
partner's loss is capital (except as provided in 
section 751(b)). See Rev. Rul. 93-80, page 239. 

In what taxable year must a cash method 
taxpayer report the loss realized from a year-end 
sale of stock or securities that are traded on an 
established securities market? See Rev. Rul. 93-
84, page 225. 

Section 166.-Bad Debts 

26 CFR 1.166-2: Evidence of worthlessness. 

T.D. 8492 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Bank Bad Debts, Conclusive 
Presumption 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final regulations that clarify the scope 
of the express determination that is 
required under §1.166-2(d)(3) in order 
for a bank to elect to use a method of 
accounting that conforms tax account
ing for bad debts to regulatory account
ing (conformity election). Section 
1.166-2(d)(3) provides a conclusive 
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presumption that debts charged off for 
regllJatory purposes are worthless for 
tax purposes. The final regulations 
affect banks that have made or intend 
to make an election under § 1.166-
2(d)(3). 

DATES: These regulations are effective 
October 18, 1993. 

These regulations apply to taxable 
years ending on or after December 31, 
1991. 

SUPPLEMENTARY INFORMATION: 

Background 

On October 2, 1992, the Internal 
Revenue Service published in the Fed
eral Register (57 FR 45568 [T.D. 8441, 
1992-2 C.B. 61]) a notice of proposed 
rulemaking that, by cross reference to 
temporary regulations, proposed to 
amend §1.166-2(d)(3) of the income 
tax regulations to clarify the scope of 
the express determination requirement 
in §1.166-2(d)(3)(iii)(D). The language 
of the uniform express determination 
letter set forth in Rev. Proc. 92-18, 
1992-1 C.B. 684, required similar 
clarification. Accordingly, Rev. Proc. 
92-18 was modified and superseded by 
Rev. Proc. 92-84, 1992-2 e.B. 489. 
The revisions did not alter the intended 
scope of the express determination 
requirement. 

In addition, an amendment to the 
transition rules in § 1.166-2( d)(3)(iii)(E) 
of the regulations was proposed be
cause a bank may have been unable to 
obtain an express determination letter 
in connection with a Federal super
visory examination of its loan review 
process that occurred after December 
31, 1991, and before October 2, 1992. 
Extension of the transitional period for 
which a bank may make the conformity 
election without an express determina
tion would prevent the automatic re
vocation under §1.166-2(d)(3)(iv) of an 
election made by a bank for its 1991 
taxable year in reliance on the regu
lations. 

No public hearing on these regula
tions was requested or held, but written 
comments were received. After consid
eration of the written comments, the 
temporary regulations are adopted as 
modified by this Treasury decision. 

Explanation of Provisions 

Section 1.166-2(d)(3) of the regula
tions permits supervised banks to elect 
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a method of accounting under which 
their debts generally are conclusively 
presumed to be worthless for Federal 
income tax purposes when the debts are 
charged off for regulatory purposes. 
One of the requirements for this 
"conformity presumption" is that the 
bank obtain an express determination 
letter from its supervisory authority in 
connection with the most recent ex
amination involving the bank's loan 
review process. 

Prior to the temporary regulations, 
§1.166-2(d)(3)(iii)(D) required an ex
press determination by a bank's super
visory authority that the bank maintains 
and applies loan review and loss clas
sification standards that are consistent 
with those of its supervisory authority. 
Transitional rules in §§1.166-2(d)(3)
(iii)(E) and 1.166-2(d)(3)(iv)(C)(2) per
mitted a bank to make an election to 
use the conformity presumption without 
an express determination letter for 
taxable years ending on or after De
cember 31, 1991, and before comple
tion of the first examination involving 
the bank's loan review process that is 
after December 31, 1991, provided 
certain requirements are satisfied. 

After the regulations were finalized, 
a notice of proposed rulemaking by 
cross reference to temporary regula
tions was published to alleviate con
cerns pertaining to the scope of the 
express determination requirement in 
§ 1. 166-2( d)(3). The final regulations 
contained in this document amend 
§1.166-2(d)(3) to require that a bank's 
supervisory authority expressly deter
mine that the bank maintains and 
applies "loan loss classification stand
ards," rather than "loan review and 
loss classification standards" that are 
consistent with regulatory standards. 
See § 1.166-2(d)(3)(iii)(D). In addition, 
the transition rules in § 1.166-2(d)(3) 
are being amended to allow a bank to 
make the conformity election without 
an express determination letter until its 
first examination (involving the loan 
review process) that is after October 1, 
1992, rather than December 31, 1991. 
See §1.166-2(d)(3)(iii)(E) and (d)(3)
(iv)(C)(2). Therefore, a bank that made 
the conformity election for its first 
taxable year ending on or after Decem
ber 31, 1991, is not required to obtain 
an express determination letter until the 
completion of its first Federal examina
tion that is after October 1, 1992, re
gardless of possible intervening exami
nations between December 31, 1991, 
and October 2, 1992. 
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Three comments were received on 
the regulations. The first comment 
requested relief for any bank that, 
because of the delay in resolving issues 
related to the express determination 
letters, did not make a conformity 
election for a taxable year ending on or 
after December 31, 1991. 

In response to this comment, the 
Service is releasing concurrently with 
these regulations Notice 93-50, page 
11, this Bulletin, which allows certain 
banks, on an amended return for a 
taxable year ending on or after Decem
ber 31, 1991, to elect to use the 
conformity method of accounting. The 
Notice prescribes a period of time in 
which the election may be made. 

The second comment raised the con
cern that small State-chartered banks 
may not be able to rely on the con
formity presumption for tax years in 
which they are examined by State 
banking agencies. Although a small 
State-chartered bank may not be ex
amined by a Federal banking agency on 
an annual basis, this does not prejudice 
the bank's eligibility to use the con
formity presumption. Section 1.166-
2(d)(3)(iii)(D) requires an express 
determination letter only upon an 
examination of a bank's loan review 
process by a Federal banking agency. 
When the letter is issued, it covers all 
tax years until the next such Federal 
examination. Although a bank may be 
examined by its State banking authority 
in an intervening year, the bank is not 
required to obtain a new determination 
letter from that authority. 

The final comment requested that the 
conformity presumption be extended to 
debts that are classified as substandard 
or doubtful, rather than limited to debts 
that are classified as loss. This issue 
was carefully considered during the 
drafting of the final regulations under 
§1.166-2(d)(3), which were published 
in the Federal Register on February 24, 
1992 (57 FR 6291 [T.D. 8396, 1992-1 
C.B. 95]), and was not adopted for the 
reasons expressed at that time. More
over, this issue is beyond the scope of 
this regulation project. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra-

tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(0 of 
the Internal Revenue Code, the notice 
of proposed rulemaking for the regula
tions was submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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 V.S.C. 7805 *** 
Par. 2. Section 1.166-2 is amended 

by revising paragraphs (d)(3)(iii)(D), 
(d)(3)(iii)(E), and (d)(3)(iv)(C)(2) to 
read as follows: 

§1.166-2 Evidence of worthlessness. 

(d) 

(3) 

*** 
*** 

* * * * * * 

(iii) *** 
(D) Express determination require

ment. In connection with its most 
recent examination involving the 
bank's loan review process, the bank's 
supervisory authority must have made 
an express determination (in accord
ance with any applicable administrative 
procedure prescribed hereunder) that 
the bank maintains and applies loan 
loss classification standards that are 
consistent with the regulatory standards 
of that supervisory authority. For pur
poses of this paragraph (d)(3)(iii)(D), 
the supervisory authority of a bank is 
the appropriate Federal banking 
agency for the bank, as that term is de
fined in 12 V.S.C. 1813(q), or, in the 
case of an institution in the Farm 
Credit System, the Farm Credit 
Administration. 

(E) Transition period election. For 
taxable years ending before completion 
of the first examination of the bank by 
its supervisory authority (as defined in 



paragraph (d)(3)(iii)(D) of this section) 
that is after October 1, 1992, and that 
involves the bank's loan review process, 
the statement or Form 3115 filed by the 
bank must include a declaration that the 
bank maintains and applies loan loss 
classification standards that are consis
tent with the regulatory standards of that 
supervisory authority. A bank that 
makes this declaration is deemed to 
satisfy the express determination re
quirement of paragraph (d)(3)(iii)(D) of 
this section for those years, even though 
an express determination has not yet 
been made. 

(iv) *** 
(C) *** 
(2) Year of revocation. If a bank 

makes the conformity election under the 
transition rules of paragraph (d)(3)
(iii)(E) of this section and does not 
obtain the express determination in 
connection with the first examination 
involving the bank's loan review proc
ess that is after October 1, 1992, the 
election is revoked as of the beginning 
of the taxable year of the election or, if 
later, the earliest taxable year for which 
tax may be assessed. In other cases in 
which a bank does not obtain an express 
determination in connection with an 
examination of its loan review process, 
the election is revoked as of the 
beginning of the taxable year that 
includes the date as of which the super
visory authority conducts the examina
tion even if the examination is 
completed in the following taxable year. 

* * * * * * 
Par. 3. Section 1.166-2T is removed. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved August 19, 1993. 

Samuel Y. Sessions, 
Acting Assistant Secretary of 

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

October 15, 1993, 8:45 a.m., and published in 
the issue of the Federal Register for October 18, 
1993, 58 F.R. 53656) 

Section 170.-Charitable, etc., 
Contributions and Gifts 

26 CFR 1.170-1: Charitable, etc., 
contributions and gifts; allowance of 
deductions. 

The Service is providing inflation adjustments 
to the "insubstantial benefit" guidelines for 

calendar year 1994. Under the guidelines, a 
charitable contribution is fully deductible even 
though the contributor receives benefits ("insub
stantial benefits") from the charity. See Rev. 
Proc. 93-49, page 581. 

26 CFR 1.170A-1: Charitable, etc., 
contributions and gifts; allowance of 
deduction. 

Church of Scientology. Revenue Rul
ing 78-189 is obsoleted. 

Rev. Rul. 93-73 

Revenue Ruling 78-189, 1978-1 
C.B. 68, is obsoleted. 

Section 172.-Net Operating Loss 
Deduction 

26 CFR 1.172-4: Net operating loss 
carrybacks and net operating loss carryovers. 
(Also Section 585; 1.585-1.) 

Use of 10-year net operating loss 
carryback provision by commercial 
bank. A commercial bank may not use 
the special to-year net operating loss 
carryback provision of section 172(b)
(l)(D) for the portion of its net 
operating loss that is attributable to a 
deduction for an addition to its bad 
debt reserve. 

Rev. Rul. 93-69 

ISSUE 

May a commercial bank use the 10-
year net operating loss carryback provi
sion of section 172(b)(1)(D) of the 
Internal Revenue Code for the portion 
of its net operating loss that is 
attributable to a deduction allowed 
under section 585(a)(l) for an addition 
to its bad debt reserve? 

FACTS 

X is a commercial bank that is not a 
large bank as defined by section 
585(c)(2) of the Code. X accounts for 
its bad debts under the reserve method, 
as provided by section 585(a)(1), ex
cept to the extent that certain bad debts 
are only deductible using the specific 
charge-off method under section 
166(a). In 1990, X had a net operating 
loss, a portion of which was attributa
ble to a deduction for a reasonable 
addition to its reserve for bad debts 
under section 585(a)(1), and a portion 
of which was attributable to a bad debt 
deduction under section 166(a). 

Section 172 

LAW AND ANALYSIS 

Section 166(a) of the Code allows a 
deduction for debts that become worth
less within the taxable year. 

Section 172(b)(1 )(A) of the Code 
provides the general rule that net 
operating losses are carried back 3 
years and forward 15 years. 

Section 172(b)(I)(D) of the Code 
provides an exception to the general 
rule of section 172(b)(1)(A). Under 
section 172(b)(1)(D), the portion of a 
net operating loss of a bank (as defined 
in section 585(a)(2» for a taxable year 
attributable to a deduction allowed 
under section 166(a) is carried back to 
years and forward 5 years. This special 
carryback period only applies to net 
operating losses for taxable years be
ginning after December 31, 1986, and 
before January 1, 1994. 

Section 585(a)(1) of the Code pro
vides that, except as provided in 
section 585(c), a bank is allowed a 
deduction for a reasonable addition to a 
reserve for bad debts. This deduction is 
"in lieu of any deduction under section 
166(a)." 

Section 585(a)(2) of the Code pro
vides, in general, that the term "bank" 
means any bank (as defined in section 
581) other than an organization to 
which section 593 applies. Section 593 
applies to any domestic building and 
loan association, any mutual savings 
bank, or any cooperative bank without 
capital stock organized and operated 
for mutual purposes and without profit. 

Section 585(c)(1) of the Code pro
vides that section 585 does not apply to 
a "large bank" and that no deduction 
is allowed under any other provision 
for any addition to a reserve for bad 
debts. 

Section 585(c)(2) of the Code 
provides that a bank is a "large bank" 
if, for the taxable year (or for any 
preceding taxable year beginning after 
December 31, 1986), the average ad
justed bases of all assets of the bank 
exceeded $500,000,000, or the bank 
was a member of a parent-subsidiary 
controlled group and the average ad
justed bases of all assets of the group 
exceeded $500,000,000. 

Before enactment of the Tax Reform 
Act of 1986 (the "1986 Act"), all 
commercial banks were allowed to use 
either the specific charge-off method 
(section 166(a) of the Code) or the 
reserve method (former section 166(c» 
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in computing their deductions for bad 
debts. The 1986 Act repealed the 
reserve method for large commercial 
banks (but not for organizations to 
which section 593 applies). See section 
805(a) of the 1986 Act, 1986-3 (Vol. 1) 
C.B. 278. The 1986 Act also added to 
the Code section 172(b)(1)(L) (now 
section 172(b)(1)(D», which permits the 
portion of a net operating loss of a 
commercial bank (but not an organiza
tion to which section 593 applies) 
attributable to a deduction allowed 
under section 166(a) to be carried back 
10 years and forward 5 years for taxable 
years beginning after December 31, 
1986, and before January 1, 1994. See 
section 903(b) of the 1986 Act, at 300. 

The statutory changes made by the 
1986 Act expressly provide that the 10-
year carryback provision in section 
172(b)(1 )(D) of the Code only applies 
to losses that are attributable to deduc
tions "allowed under section 166(a)." 
Deductions by a commercial bank 
(other than a large bank) for additions 
to its bad debt reserve are allowed 
under section 585(a)(1), not section 
166(a). This is evident from section 
585(a)(1), which states that a bank that 
is not a large bank "shall be allowed" 
a deduction for a reasonable addition to 
a reserve for bad debts and that such a 
deduction "shall be in lieu of" any 
deduction under section 166(a). 

The lO-year carryback provision in 
section 172(b)(1)(D) of the Code was 
enacted to provide relief during a 
7-year transition period (1987 through 
1993) for large commercial banks that, 
under the 1986 Act, were precluded 
from using the reserve method for bad 
debts and were required to use the 
specific charge-off method under sec
tion 166(a). This special lO-year car
ryback provision does not apply to the 
portion of a net operating loss of a 
commercial bank (or an organization to 
which section 593 applies) that is 
attributable to a bad debt deduction 
computed using the reserve method 
allowed under section 585(a)(1) (or 
section 593(a)(1». See First Alex Bank
shares, Inc. v. U.S., No. CIV-92-981-
A (W.D. Okla. Sept. 7, 1993). 

Accordingly, X may not use the 10-
year carryback provision of section 
172(b)(1)(D) of the Code for the 
portion of its 1990 net operating loss 
that is attributable to the deduction for 
an addition to its bad debt reserve 
because that deduction is allowed under 
section 585(a)(1), not section 166(a). 
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Instead, X is limited to using the 
generally applicable 3-year carryback 
provision of section 172(b)(1 )(A) for 
this portion of its 1990 net operating 
loss. However, X may use the lO-year 
carryback provision of section 172(b)
(1)(D) for the portion of its 1990 net 
operating loss that is attributable to the 
bad debt deduction allowed under 
section 166(a). 

HOLDING 

A commercial bank may not use the 
lO-year net operating loss carryback 
provision of section 172(b)( 1 )(D) of the 
Code for the portion of its net operat
ing loss that is attributable to a deduc
tion allowed under section 585(a)(1) 
for an addition to its bad debt reserve. 

Section 175.-Soil and Water 
Conservation Expenditures 

26 CFR 1.175-1: Soil and water conservation 
expenditures; in general. 
(Also Section 7701.) 

Soil and water conservation expen
ditures; expenditures incurred in a 
foreign country. Expenditures in
curred for soil and water conservation 
in respect of land used in farming in a 
foreign country do not satisfy the 
requirement of section 175(c)(3)(A) of 
the Code. 

Rev. Rul. 93-56 

ISSUE 

Do expenditures incurred for soil and 
water conservation in respect of land 
used in farming in a foreign country 
satisfy the requirement of section 
175(c)(3)(A) of the Internal Revenue 
Code? 

FACTS 

A, a United States citizen, is engaged 
in the business of farming within the 
meaning of section 1.175-3 of the 
Income Tax Regulations. A's farm is 
located in foreign country X. In 1991, 
A incurred expenditures for the purpose 
of soil and water conservation in 
respect of land used in farming within 
the meaning of section 175(a) of the 
Code. These expenditures were consis
tent with a soil conservation plan 
approved by foreign country X for the 
area in which the farm is located. 

LAW AND ANALYSIS 

Section 175(a) of the Code allows a 
taxpayer engaged in the busine~s of 
farming to elect to deduct expendItures 
paid or incurred by the taxpayer during 
the taxable year for the purpose of soil 
or water conservation in respect of land 
used in farming, or for the prevention 
of erosion of land used in farming. 

Section 17 5(b) of the Code limits the 
amount deductible in a taxable year 
under section 175(a) to 25 percent of 
the gross income derived from farming 
during the taxable year. 

Section 175(c)(3)(A) of the Code, as 
added by the Tax Reform Act of 1986, 
1986-3 (Vol. 1) C.B. I, 138, provides 
that the deduction available under 
section 175(a) shall not apply to soil 
and water conservation expenditures 
unless they are consistent with either a 
plan approved by the Soil Conservation 
Service of the Department of Agricul
ture for the area in which the land is 
located, or if no plan exists, a soil 
conservation plan of a comparable 
State agency. The legislative history is 
clear that an overall plan approved by 
the Soil Conservation Service or a 
comparable State agency must exist for 
the area in which the land is located. 
See Conference Committee Report, 2 
H.R. Conf. Rep. No. 841, 99th Cong., 
2d Sess. 11-110 (1986), 1986-3 (Vol. 
4) C.B. 110. 

The term "State agency" as used in 
section 175(c)(3)(A)(ii) of the Code is 
not defined by section 175 or the 
regulations thereunder. A reasonable 
interpretation is that the term means a 
comparable agency of a State. The tenn 
"State" is defined in section 
7701(a)(10) to include the District of 
Columbia. The inclusion in the Code of 
this modification to the usual meaning 
of the term suggests that without 
modification the term "State" would 
not include the District of Columbia. 
Thus, section 7701 (a)(10), which ap
plies for all purposes of the Code, is 
construed narrowly and would exclude 
foreign countries. Therefore, the tenn 
"State agency" does not include a 
governmental agency of a foreign 
country. 

HOLDING 

Expenditures incurred for soil and 
water conservation in respect of land 
used in farming in a foreign country do 
not satisfy the requirement of section 
175(c)(3)(A) of the Code. 



Part VII.-Additional Itemized Deductions for 
Individuals 

Section 213.-Medical, Dental, etc., 
Expenses 

26 CFR 1.213-1: Medical, dental, etc., 
expenses. 
(Also Section 7805; 301.7805-1.) 

Deduction of payments for future 
medical care. Rev. Ruls. 75-302, 75-
303, and 76-481 should not be inter
preted to allow a current deduction of 
payments for future medical Clj.re (in
cluding medical insurance) extending 
substantially beyond the close of the 
taxable year in situations where the 
future care is not purchased in connec
tion with obtaining lifetime care of the 
type described in those rulings. Rev. 
Ruls. 75-302, 75-303, and 76-481 
clarified. 

Rev. Rul. 93-72 

This revenue ruling clarifies Rev. 
Rul. 75-302, 1975-2 C.B. 86, Rev. 
Rul. 75-303, 1975-2 C.B. 87, and Rev. 
Rul. 76-481, 1976-2 C.B. 82. Those 
revenue rulings should not be inter
preted to allow a current deduction of 
payments for future medical care (in
cluding medical insurance) extending 
substantially beyond the close of the 
taxable year in situations where the 
future care is not purchased in connec
tion with obtaining lifetime care of the 
type described in those rulings. 

PROSPECTIVE APPLICATION 

Pursuant to the authority contained 
in section 7805(b) of the Internal 
Revenue Code, this revenue ruling will 
not be applied to amounts paid before 
October 14, 1993, or to amounts paid 
on or after October 14, 1993, pursuant 
to terms of a binding contract entered 
into before that date if such terms were 
in effect on that date. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Ruls. 75-302, 75-303, and 76-
481 are clarified. 

26 CFR 1.213-1: Medical, dental, etc., 
expenses. 

The Service will not issue advance rulings or 
detennination letters on whether amounts paid 

for medical insurance (or other medical care) 
extending, substantially beyond the close of the 
taxable year may be deducted under section 213 
in the year of payment. if the conditions of 
section 213(d)(7) are not satisfied. See Rev. 
Proc. 93-43. page 544. 

Part IX.-Items Not Deductible 

Section 262.-Personal, Living and 
Family Expenses 

26 CFR 1.262-1: Personal, living and family 
expenses. 

What effect does the I-year limitation on 
temporary travel. as added by section 1938 of the 
Energy Policy Act of 1992. Pub. L. No. 102-
486. have on the deductibility of away from 
home travel expenses under section 162(a)(2) of 
the Code? See Rev. Rul. 93-86. page 71. 

Section 263A.-Capitalization and 
Inclusion in Inventory Costs of 
Certain Expenses 

26 CFR 1.263A-O: Outline of regulations 
under section 263A. 

T.D. 8482 

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

Capitalization and Inclusion in 
Inventory of Certain Costs 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final and temporary regu
lations. 

SUMMARY: This document contains 
final regulations under section 263A of 
the Internal Revenue Code of 1986 re
lating to accounting for costs incurred in 
producing property and acquiring prop
erty for resale. Section 263A was en
acted as part of the Tax Reform Act of 
1986. Changes to the applicable law 
were made by the Omnibus Budget Rec
onciliation Act of 1987, the Technical 
and Miscellaneous Revenue Act of 
1988, and the Omnibus Budget Recon
ciliation Act of 1989. This final regula
tion affects all taxpayers subject to 
section 263A. 

DATES: Effective date: January 1, 1994. 

Comments are requested from tax
payers for a 90-day period after the pub
lication of these final regulations in the 

Section 263A 

Federal Register regarding the approach 
for implementing method changes re
quired under the final regulations. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction 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 with the Paperwork Reduc
tion Act (44 U.S.c. 3504(h» under 
control number 1545-0987. The esti
mated annual burden per respondent 
varies from 0.5 hour to 2 hours, depend
ing on individual circumstances, with 
an estimated average of 1 hour. The 
estimated annual burden per record
keeper varies from 8 hours to 10 hours, 
depending on individual circumstances, 
with an estimated average of 9 hours. 

These estimates are approximations 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual respond
ents/recordkeepers may require more or 
less time, depending on their particular 
circumstances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be 
directed to the Internal Revenue Serv
ice, Attn: IRS Reports Clearance Of
ficer PC:FP, Washington, D.C. 20224, 
and to the Office of Management and 
Budget, Attention: Desk Officer for the 
Department of the Treasury, Office of 
Information and Regulatory Affairs, 
Washington, D.C. 20503. 

Background 

On March 30, 1987, the Internal 
Revenue Service published in the Fed
eral Register a notice of proposed 
rulemaking [LR-168-86, 1987-1 C.B. 
808] (52 FR 10118) by cross reference 
to temporary regulations (T.D. 8131 
[1987-1 C.B. 98]) published the same 
day (52 FR 10052). Amendments to the 
notice of proposed rulemaking and 
temporary regulations were published 
in the Federal Register on August 7, 
1987, by notice of proposed rulemaking 
[LR-37-87, 1987-2 C.B. 1054] (52 FR 
29391) by cross reference to temporary 
regulations (T.D. 8148 [1987-2 C.B. 
70]) published the same day (52 FR 
29375). A public hearing was held on 
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December 7, 1987. After consideration 
of the public comments regarding the 
proposed regulations, they are adopted 
as revised by this Treasury decision. 

ExpLanation of Statutory Provisions 

Section 263A (the uniform capitaliza
tion rules) was enacted as part of the 
Tax Reform Act of 1986, Pub. L. 99-
514, 100 Stat. 2085, 1986-3 C.B. Vol. 1 
(the 1986 Act). The statute was 
amended as part of the Omnibus Budget 
Reconciliation Act of 1987, Pub. L. 
100-203, 101 Stat. 1330, 1987-3 C.B. 
Vol. 1 (the 1987 Act), the Technical and 
Miscellaneous Revenue Act of 1988, 
Pub. L. 100-647, 102 Stat. 3342, 1988-
3 C.B. Vol. 1 (the 1988 Act), and the 
Omnibus Budget Reconciliation Act of 
1989, Pub. L. 101-239, 103 Stat. 2106 
(the 1989 Act). 

Prior to the enactment of section 
263A, the rules regarding the capitali
zation of costs incurred in producing 
property were deficient in two respects. 
First, no uniform system regarding the 
capitalization of costs incurred in pro
ducing property existed. Rather, costs 
were capitalized under a variety of 
Internal Revenue Code provisions de
pending on the nature of the underlying 
property and its intended use. Second, 
costs incurred in producing, acquiring, 
or carrying property were permitted, in 
some instances, to be deducted cur
rently, rather than accounted for in the 
year when the property was used or 
sold. 

Section 263A was enacted to provide 
a single, comprehensive set of rules to 
govern the capitalization of the costs of 
producing, acquiring, and holding prop
erty, subject to appropriate exceptions 
where application of the rules might be 
unduly burdensome. These rules are 
designed to more accurately reflect 
income and prevent unwarranted defer
ral of taxes by properly matching 
income with related expenses. These 
rules are also intended to make the tax 
system more neutral by eliminating the 
differences in the former capitalization 
rules that created distortions in the 
allocation of economic resources and in 
the manner in which certain economic 
activity is organized. See S. Rep. No. 
313, 99th Cong., 2d Sess. 140 (1986), 
1986-3 C.B. (Vol. 3), 140. 

Section 263A generally requires the 
capitalization of direct costs and indi
rect costs properly allocable to real 
property and tangible personal property 
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produced by a taxpayer. Produced 
property includes both property that is 
sold to customers (e.g., inventory) and 
property that is used in a taxpayer's 
trade or business (self-constructed as
sets). Section 263A also requires the 
capitalization of direct costs and indi
rect costs properly allocable to real 
property and personal property acquired 
by a taxpayer for resale. Personal 
property acquired for resale includes 
both tangible and intangible personal 
property described in section 1221(1). 
Section 263A(b)(2)(B), however, ex
cepts from the uniform capitalization 
rules personal property acquired by a 
taxpayer for resale if its average annual 
gross receipts for the preceding three 
taxable years do not exceed 
$10,000,000 (small reseller). 

Certain Administrative Guidance 

The following notices regarding sec
tion 263A have been published: Notice 
87-76, 1987-2 C.B. 384; Notice 88-23, 
1988-1 C.B. 490; Notice 88-24, 1988-
1 C.B. 491; Notice 88-62, 1988-1 C.B. 
548; Notice 88-78, 1988-2 C.B. 394; 
Notice 88-86, 1988-2 C.B. 401; Notice 
88-92, 1988-2 C.B. 416; Notice 88-99, 
1988-2 C.B. 422; Notice 88-103, 
1988-2 C.B. 442; Notice 88-104, 
1988-2 C.B. 443; Notice 88-113, 
1988-2 c.B. 448; Notice 89-59, 1989-
1 C.B. 700; and Notice 89-67, 1989-1 
C.B. 723. (See §601.601(d)(2)(ii)(b) of 
this chapter.) 

The final regulations incorporate and 
supersede most of the guidance set 
forth in the notices referred to above. 
Therefore, unless otherwise noted, 
these notices are withdrawn for taxable 
years to which this Treasury decision 
applies. However, certain notices or 
portions thereof are not incorporated in 
this Treasury decision and continue to 
remain in effect in whole or in part as 
provided below. 

The following notices continue to 
remain in effect in their entirety: 
Notice 87-76 (guidance for farmers); 
Notice 88-23 (ordering rules for 
method changes); Notice 88-24 (spe
cial election for farmers); Notice 88-62 
(safe harbor for certain producers of 
creative properties); Notice 88-99 
(guidance regarding interest capitaliza
tion issues); Notice 88-104 (application 
of section 263A to foreign persons); 
and Notice 89-59 (deadline for ac
counting method change requests re
garding practical capacity). In addition, 

certain portions of th~ ~ollowing 
notices continue to remaIn In effect: 
section IV (A) of Notice 88-86 (guid
ance regarding deferred intercomp~ny 
exchanges); section IV (B) of NotIce 
88-86 (permission to elect a ~ew base 
year for LIFO taxpayers); sectIon V of 
Notice 88-86 (guidance for property 
produced in a farming business); sec
tion II (B) of Notice 89-67 (guidance 
for free-lance authors, artists, and 
photographers); section II (C) of Notice 
89-67 (guidance for farmers); section 
III (E) of Notice 89-67 (application of 
section 263A to foreign persons). 

The final regulations do not incorpo
rate, in whole or in part, Notice 88-78, 
which provides guidance regarding ac
counting method changes for taxpayers 
that failed to timely comply with the 
uniform capitalization rules. Neverthe
less, Notice 88-78 does not remain in 
effect. See the discussion of Accounting 
Method Changes below. 

Public Comments 

SimpLification in General 

Commentators made several sugges
tions for simplifying the rules provided 
in the temporary regulations and 
notices. As discussed in more detail 
below, the final regulations implement 
many of these suggestions. For exam
ple, the final regulations permit the use 
of a "historic absorption ratio" to 
determine additional capitalizable costs 
under section 263A. In addition, the 
final regulations provide rules that 
expand the availability of reasonable 
allocation methods in determining cap
italizable costs, rules that except de 
minimis production activities of small 
resellers from the capitalization re
quirements of section 263A, and rules 
under which producers with de minimis 
indirect costs that use the simplified 
production method are deemed to have 
no additional capitalizable costs under 
section 263A. 

Based on specific suggestions of 
commentators, the final regulations in
clude a table of contents for all final 
and temporary regulations issued under 
section 263A. The regulations have 
also been reorganized to make them 
easier to use. Instead of having one 
long section with rules for producers 
and resellers as the temporary regula
tions did, the final regulations include 
three sections organized so that rules 
relating primarily to producers are 



separate from rules relating primarily to 
resellers. In particular, the regulations 
provide general rules affecting both 
producers and resellers in § 1.263A-l, 
rules primarily affecting producers in 
§ 1.263A-2, and rules primarily affect
ing resellers in § 1.263A-3. 

Provisions Applicable to All 
Producers and Resellers 

A. Relationship to Other 
Capitalization Provisions 

The final regulations clarify that 
where statutory or regulatory excep
tions limit the application of section 
263A, costs may still be subject to 
capitalization under other provisions of 
the Internal Revenue Code and regula
tions. For example, a taxpayer not 
subject to section 263A may nonethe
less be subject to the general capitaliza
tion provisions of section 263. 

B. Property Provided Incident to the 
Provision of Services 

Commentators questioned whether 
taxpayers that provide property to 
customers incident to the provision of 
services are subject to section 263A. 
The final regulations generally incorpo
rate the de minimis exception of Notice 
88-86 for acquired property provided 
to customers incident to the provision 
of services. However, the regulations 
expand this exception to cover all 
property, whether produced or ac
quired, provided incident to services. 
Specifically, the final regulations 
provide that section 263A does not 
apply to any property provided to a 
client (or customer) incident to the 
provision of services if the property 
provided to the client is (1) de minimis 
in amount, and (2) not inventory in the 
hands of the service provider. 

C. Economic Performance 

Commentators requested clarification 
on whether costs that have not met the 
economic performance requirement of 
section 461(h) must be capitalized. The 
final regulations incorporate section 
461(h) and underlying regulations con
tained in T.D. 8408 [1992-1 C.B. 155], 
[57 FR 12411 (April 10, 1992)]. Ac
cordingly, the final regulations provide 
that the amount of any costs required 
to be capitalized under section 263A 
may not be included in inventory or 
charged to capital accounts or basis by 

an accrual method taxpayer any earlier 
than the taxable year in which 
economic performance occurs. 

D. Direct Material Costs 

The temporary regulations define 
"direct material costs" differently 
from the definition of direct material 
costs contained in §1.471-11(b)(2)(i). 
Commentators questioned why these 
definitions are different. To alleviate 
any confusion, the definition of direct 
material costs in the final regulations 
has been conformed to the definition of 
direct material costs provided in 
§1.471-11(b)(2)(i). 

E. Indirect Costs Subject to 
Capitalization 

Consistent with the Congressional 
directive, the final regulations are 
patterned after the extended-period 
long-term contract regulations of 
§1.451-3. See S. Rep. No. 313, 99th 
Cong., 2d Sess. 141-42 (1986), 1986-3 
C.B. (Vol. 3) 141-42. Therefore, indi
rect costs that were capitalized under 
the extended-period long-term contract 
regulations are generally included in 
the list of indirect costs required to be 
capitalized under section 263A. 

A few commentators requested clar
ification on the types of taxes required 
to be capitalized under the temporary 
regulations. Commentators suggested 
that excise taxes and franchise taxes 
(regardless of whether the tax is based 
on income, capital, etc.) be excluded 
from capitalization under section 263A. 
The final regulations adopt this sugges
tion only for franchise taxes that are 
based on income. Excluding only taxes 
based on income from the capitaliza
tion requirements of section 263A is 
consistent with the extended-period 
long-term contract regulations. See 
§ 1.451-3(d)(6)(iii)(H). 

Commentators objected to the treat
ment of depletion in the temporary 
regulations as an indirect cost required 
to be capitalized. In response to these 
concerns, and as indicated in Notice 
88-86, the final regulations provide that 
depletion is properly allocable only to 
property that has been sold for pur
poses of determining gain or loss on 
the sale of the property. 

Commentators questioned the dis
tinction in the temporary regulations 
between engineering and design costs 
that are subject to capitalization under 
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section 263A and research and experi
mental costs that are not. The final 
regulations clarify that engineering and 
design costs include pre-production 
costs, such as costs attributable to 
research, experimental, engineering and 
design activities, that do not qualify as 
research and experimental expenditures 
under section 174 and the regulations 
thereunder. 

One commentator suggested that bid
ding expenses incurred with respect to 
a contract to sell standard stock items 
should not be capitalized because these 
expenses are essentially selling ex
penses, which generally are not cap
italized. In order to insure that tax
payers are not required to capitalize 
what are essentially selling expenses, 
the regulations provide that bidding 
expenses are only required to be 
capitalized with respect to certain con
tracts to produce property and to 
acquire property for resale. These 
contracts include both (1) any agree
ment with respect to a specific unit of 
property providing for the production 
or sale of property to a customer if the 
agreement is entered into before the 
taxpayer produces or acquires the spe
cific unit of property to be provided to 
the customer under the agreement, and 
(2) any agreement with a customer with 
respect to fungible property to the 
extent that, at the time the agreement is 
entered into, the taxpayer has on hand 
an insufficient quantity of completed 
fungible items of such property that 
may be used to satisfy the agreement 
(plus any other production or sales 
agreements of the taxpayer). 

F. Indirect Costs Not Subject to 
Capitalization 

The final regulations expand the list 
of costs that are not subject to capitali
zation by providing that section 179 
costs and warranty and product liability 
costs are not capitalized. 

As in the temporary regulations, the 
final regulations except from section 
263A, depreciation, amortization, and 
cost recovery allowances on equipment 
and facilities that have been placed in 
service but are temporarily idle. Certain 
aspects of this exception have been 
clarified in the final regulations in 
response to comments. The temporarily 
idle equipment and facilities exception 
has not been expanded to include costs 
other than depreciation, amortization, 
and cost recovery allowances. The 
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Service and the Treasury believe that 
excluding other costs from this excep
tion, such as insurance, taxes, etc., is 
consistent with Congressional intent that 
the section 263A regulations be pat
terned after the extended-period long
term contract regulations. See S. Rep. 
No. 313, 99th Cong., 2d Sess. 141-42 
(1986), 1986--3 C.B. (Vol. 3) 141-42. 

In addition, for the reasons set forth 
in the preamble accompanying T.D. 
8148 (52 FR 29375), the final regula
tions continue to prohibit the use of any 
practical capacity concept or method to 
identify the fixed indirect costs subject 
to capitalization. 

G. Service Costs 

Under the temporary regulations, the 
total direct and indirect costs (service 
costs) of administrative, service, or 
support functions or departments (serv
ice departments) that directly benefit a 
particular production or resale activity 
must be directly allocated to that 
activity. In addition, service costs that 
benefit production or resale activities as 
well as other activities (mixed service 
costs) must be allocated to activities 
based on a factor that reasonably relates 
the incurring of the service cost to the 
benefits received by the activity. Com
mentators indicated that, notwithstand
ing the above guidance in the temporary 
regulations, service costs are difficult to 
identify and therefore difficult to allo
cate to property produced or property 
acquired for resale. In response, the 
final regulations provide definitions of 
service costs, and service departments, 
as well as two new categories of service 
costs, capitalizable service costs, and 
deductible service costs. In addition, to 
eliminate confusion about mixed service 
costs, the final regulations identify the 
portion of mixed service costs that are 
allocable to production or resale ac
tivities (capitalizable mixed service 
costs) and the portion of mixed service 
costs that are allocable to non
production or non-resale activities (de
ductible mixed service costs). 

H. Cost Allocations 

The temporary regulations provide 
general rules regarding how direct and 
indirect costs are allocated to or among 
the various activities of a taxpayer. 
Commentators stated that the temporary 
regulations do not provide specific 
guidance regarding how the allocation 
of costs to activities relates to determin-
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ing the amount of section 263A costs 
that must be capitalized. In response to 
this concern, the final regulations ex
plain that after section 263A costs are 
allocated to a production or resale 
activity, these costs are generally allo
cated to the items of property produced 
or property acquired for resale during 
the taxable year and capitalized to the 
items that remain on hand at the end of 
the taxable year. 

The temporary regulations permit tax
payers to use a variety of methods for 
allocating section 263A costs among 
their activities and items of property 
produced or acquired for resale. For 
example, the temporary regulations per
mit the use of facts-and-circumstances 
allocation methods, such as a specific 
identification method, a burden rate 
method, a standard cost method, and 
generally any other reasonable allocation 
method. Generally, the final regulations 
continue to allow the use of these 
methods and adopt, with slight modi
fications, the criteria in the temporary 
regulations and Notice 88-86 for deter
mining a reasonable allocation method. 
The final regulations also continue to 
permit taxpayers to use certain sim
plified methods in determining their 
section 263A costs. (The simplified 
methods are discussed in more detail 
below.) 

Under the temporary regulations, 
mixed service costs must be allocated 
among a taxpayer's production or resale 
activities as well as its other activities. 
The temporary regulations permit tax
payers to use any reasonable method to 
make these allocations. They also 
provide that a direct reallocation method 
(which in general allocates mixed serv
ice costs to departments engaged in 
production or resale activities) and a 
step-allocation method (which in general 
allocates mixed service costs to all 
departments benefitting from the mixed 
service costs including other mixed 
service departments) are reasonable al
location methods. The final regulations 
incorporate these provisions and provide 
examples of a direct reallocation method 
and a step-allocation method. 

I. Section 263A and Valuations of 
Inventory at Market 

Section 263A does not explicitly 
address whether the uniform capitaliza
tion rules affect market valuations of 
inventory. However, the legislative his
tory states, "[t]he uniform capitaliza-

tion rules are not intended to affect the 
valuation of inventories on a basis 
other than cost. Thus, the rules will not 
affect the valuation of inventories at 
market by a taxpayer using the lower 
of cost or market method, or by a 
dealer in securities or commodities 
using the market method. However, the 
rules will apply to inventories valued at 
cost by a taxpayer using the lower of 
cost or market method." 2 H.R. Conf. 
Rep. No. 841, 99th Cong., 2d Sess. 11-
305 (1986), 1986-3 C.B. (Vol. 4) 305. 

The final regulations interpret the 
above language in accordance with the 
overall Congressional intent underlying 
section 263A. The final regulations 
provide that section 263A applies to 
inventories valued at cost, lower of 
cost or market (LCM), or market. 
Section 263A does not apply, however, 
in those cases where the market valua
tion used by the taxpayer generally 
equals the fair market value at which 
the taxpayer would sell its inventories 
to its customers less, if applicable, only 
the direct cost of disposition. Thus, 
section 263A, which applies in deter
mining the cost of property, must be 
applied in determining the market value 
of any inventory for which market is 
determined with reference to replace
ment cost or reproduction cost. The 
Service and the Treasury believe that 
this approach satisfies the fundamental 
policy objective Congress sought by 
enacting section 263A-that is, to more 
accurately reflect income by eliminat
ing "a mismatching of expenses and 
the related income and an unwarranted 
deferral of taxes." See S. Rep. No. 
313, 99th Cong., 2d Sess. 140 (1986), 
1986-3 C.B. (Vol. 3) 140. 

The following example demonstrates 
the mismatching that would occur if 
section 263A costs were not included 
in determining the market value of 
inventory. A reseller, X, values its 
inventory using LCM in accordance 
with the FIFO inventory method. X 
purchases an item for $80 and incurs 
$8 of indirect costs attributable to the 
item. The item, which remains on hand 
at the end of X's taxable year, could be 
sold to a customer for $100 at year 
end. If the item is included in ending 
inventory using X's cost, determined in 
accordance with section 263A, the item 
would be valued at $88. On the other 
hand, if the item is included in ending 
inventory using its market value (i.e., 
the current bid price of the item) and 
section 263A is not applied in deter
mining market at year end, the item 



would only be valued at $80. Thus, the 
$8 of additional section 263A costs that 
Congress intended to be matched 
against the ultimate $100 of income 
from the sale of the item would be 
deducted in a year prior to the year X 
sells the item. 

Producers 

A. Ownership of Property Produced 

Commentators questioned whether a 
taxpayer that does not have formal or 
legal title to the property it is produc
ing is considered a producer for 
purposes of section 263A. The final 
regulations generally provide that a 
taxpayer that does not hold legal title 
to the property it is producing must 
capitalize its production costs if the 
taxpayer is considered the owner of the 
produced property for federal income 
tax purposes. 

The final regulations incorporate two 
statutory-based exceptions to this gen
eral rule. First, section 460( e)(1) 
provides that section 263A applies to a 
home construction contract unless that 
contract will be completed within two 
years of the contract commencement 
date and the taxpayer's average annual 
gross receipts for the three preceding 
taxable years do not exceed 
$10,000,000. Because section 460(e)(1) 
provides that section 263A applies to 
these home construction contracts (even 
if the contractor does not own the 
underlying property), the Service and 
the Treasury believe that ownership is 
not a prerequisite to capitalization 
under section 263A with respect to 
such contracts. Thus, the final regula
tions adopt the position in Q & A 4 of 
Notice 89-15, 1989-1 C.B. 634. (See 
§601.601(d)(2)(ii)(b) of this chapter.) 

Second, section 263A(g)(2) provides 
that, with respect to certain costs, a 
taxpayer is treated as producing any 
property that is produced for the 
taxpayer under contract. Therefore, a 
taxpayer that has property produced for 
it under contract is subject to section 
263A even though it does not own the 
underlying property being produced. 

Commentators suggested that con
tract be defined for this purpose in a 
manner that would minimize taxpayer 
compliance burdens. They noted that a 
broad interpretation of contract could 
include routine purchase orders, which 
would require taxpayers to allocate and 
capitalize a portion of their general and 

administrative expenses to items ac
quired under routine business arrange
ments. The Service and the Treasury 
are studying this issue further in 
connection with a project to finalize 
proposed regulations under section 
263A(f) and intend to issue final 
regulations defining contract under sec
tion 263A(g)(2) when those proposed 
regulations are finalized. Therefore, the 
final regulations reserve the paragraph 
regarding the definition of a contract. 
The Service is requesting comments 
from taxpayers for a 60-day period 
after the publication of these final 
regulations in the Federal Register 
regarding the definition of a contract 
for these purposes. 

B. Definition of Tangible Personal 
Property 

Section 263A(b) provides that tan
gible personal property "include[s] a 
film, sound recording, video tape, 
book, or similar property." Addi
tionally, the Conference Report to 
section 263A defines tangible personal 
property, for purposes of section 263A, 
as including "films, sound recordings, 
video tapes, books, and other similarly 
[sic] property embodying words, ideas, 
concepts, images, or sounds, by the 
creator thereof." 2 H.R. Conf. Rep. 
No. 841 n.l, 99th Cong., 2d Sess. 11-
308 (1986), 1986-3 C.B. (Vol. 4) 308 
n.l. 

The final regulations generally incor
porate the definition of tangible per
sonal property used in the Conference 
Report. The final regulations clarify the 
definition in the Conference Report by 
providing further guidance as to what 
constitutes other similar property for 
purposes of the tangible personal prop
erty definition. In general, the final 
regulations provide that other similar 
property is intellectual or creative 
property for which, as costs are in
curred in producing the property, it is 
intended (or is reasonably likely) that 
any tangible medium in which the 
property is embodied will be mass 
distributed by the creator or anyone or 
more third parties in a form that is not 
substantially altered. However, the final 
regulations provide an exception to this 
general rule. Any intellectual or cre
ative property that is embodied in a 
tangible medium that is mass dis
tributed merely incident to the distribu
tion of a principal product or good of 
the creator is not other similar property 
for these purposes. 

Section 263A 

Several commentators inquired 
whether the enactment of section 263A 
has affected the Service's administra
tive position in Rev. Proc. 69-21, 
1969-2 C.B. 303, (see §601.601(d)
(2)(ii)(b) of this chapter), that computer 
software development costs so closely 
resemble the kind of research and 
experimental expenditures that fall 
within the purview of section 174 as to 
warrant accounting treatment similar to 
that accorded such costs under section 
174. The Service has no present in
tention of changing its administrative 
position contained in Rev. Proc. 69-21, 
but continues to study its viability. 
Thus, as long as Rev. Proc. 69-21 
remains in effect, taxpayers are not 
required to capitalize (and may cur
rently deduct) computer software de
velopment costs. 

The temporary regulations provide 
that the costs of copyrights, licenses, 
and manuscripts, and other items that 
may be treated as intangible for other 
purposes of the Internal Revenue Code 
are treated as tangible personal prop
erty under section 263A (e.g., films, 
sound recordings, video tapes, and 
books). One commentator suggested 
that the final regulations delete the 
reference to licenses. However, the 
final regulations retain the reference to 
licenses because licenses are commonly 
used in the publishing, sound record
ing, and film industries and are appro
priately considered a cost of publishing 
a book or producing a sound recording 
or film. The final regulations also add 
licensing and franchising fees (or amor
tization thereof) to the examples of 
indirect costs that are capitalized to the 
extent properly allocable to property 
produced or acquired for resale. 

C. Definition of Produce 

Many commentators suggested that 
produce be defined more precisely in 
the final regulations and that the final 
regulations include a complete list of 
all types of production activities. Other 
commentators requested that produce 
be defined more narrowly in the final 
regulations. 

The final regulations do not adopt 
these suggestions. The Service and the 
Treasury believe that the determination 
of whether a taxpayer is a producer is 
generally a facts-and-circumstances de
termination that must take into account 
the nature of the taxpayer's trade or 
business activities. Further, the Service 
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and the Treasury believe that many of 
the commentators' concerns regarding 
the scope of produce have been allevi
ated in the final regulations through the 
adoption of various de minimis rules. 
These rules include de minimis rules 
for property provided to customers 
incident to the provision of services, de 
minimis rules for property produced 
incident to resale activities, and rules 
treating producers using the simplified 
production method as having no addi
tional section 263A costs if they incur 
de minimis indirect costs. 

D. Pre-production Costs 

Commentators questioned whether 
costs incurred prior to the commence
ment of production (pre-production 
costs) must be capitalized. Under the 
extended-period long-term contract reg
ulations, pre-production costs (e.g., bid
ding expenses) are capitalized. Accord
ingly, the final regulations, which are 
patterned after the extended-period 
long-term contract regulations, clarify 
that pre-production costs must be cap
italized if it is reasonably likely that 
they relate to production that will take 
place in the future. For example, a 
manufacturer must capitalize the costs 
of storing and handling raw materials 
before the raw materials are committed 
to production. Further, a real estate 
developer must capitalize taxes in
curred with respect to property if it is 
reasonably likely the property will be 
subsequently developed. 

E. Post-production Costs 

Commentators questioned whether 
costs incurred subsequent to completion 
of production (post-production costs) 
must be capitalized. The legislative 
history explains that section 263A was 
intended to provide a uniform, com
prehensive set of capitalization rules 
governing the cost of both producing 
and reselling property. S. Rep. No. 313, 
99th Cong., 2d Sess. 140 (1986), 1986-
3 C.B. (Vol. 3) 140. Because the 
legislative history specifically states 
that costs incurred by resellers incident 
to purchasing property, such as storage 
costs, must be capitalized, the final 
regulations clarify that similar costs 
incurred by producers (such as the cost 
of storing finished goods) must be 
capitalized as well. However, as indi
cated in Notice 88-86, the final regula
tions provide that producers may de
duct the costs of an on-site storage 
facility to the same extent as resellers. 
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Reseller Provisions 

A. Resellers with Production 
Activities 

Commentators questioned whether 
personal property acquired by a small 
reseller becomes subject to the uniform 
capitalization rules under section 
263A(g)(2) because the property is 
produced for the small reseller under 
contract (e.g., private label goods). In 
response, the final regulations provide 
that a small reseller is not required to 
capitalize additional section 263A costs 
to personal property produced for it 
under contract if the contract is entered 
into with an unrelated person incident 
to its resale activities and the property 
is sold to its customers. 

In addition, commentators questioned 
whether a reseller otherwise subject to 
section 263A (e.g., a reseller with gross 
receipts of greater than $10,000,000) 
that acquires property for resale is 
prohibited from using the simplified 
resale method merely because the 
reseller is considered a producer with 
respect to the property produced for it 
under contract. The final regulations 
clarify that such a reseller is not 
ineligible to use the simplified resale 
method merely because its personal 
property acquired for resale is produced 
under contract with an unrelated third 
person. 

The final regulations also generally 
provide that a small reseller is not 
required to capitalize additional section 
263A costs associated with any per
sonal property produced incident to its 
resale activities if the production ac
tivities are de minimis. For this pur
pose, a reseller's production activities 
are presumed de minimis if: (1) the 
gross receipts from the sale of property 
produced by the reseller are less than 
10 percent of the total gross receipts of 
the trade or business; and (2) the labor 
costs allocable to the production ac
tivities of the trade or business are less 
than 10 percent of the total labor costs 
of the trade or business. Further, the 
final regulations generally provide that 
resellers are not precluded from using 
the simplified resale method solely by 
reason of a de minimis amount of 
production activity. 

B. Costs Capitalized by Resellers 

Commentators expressed concern 
that the temporary regulations were not 

clear on which indirect costs resellers 
are required to capitali~e. T~e. final 
regulations clarify that III a~dltIOn to 
purchasing, storage, and handhng costs, 
resellers must also capitalize other 
indirect costs that are properly alloca
ble to property acquired for resale. 

C. Storage Costs 

Under the temporary regulations, 
resellers must capitalize their storage 
costs attributable to their off-site stor
age facilities but not their on-site 
storage facilities. The temporary reg
ulations provide that an on-site storage 
facility is a facility which is physically 
attached to, and an integral part of, a 
retail sales facility where the taxpayer 
sells merchandise stored at the facility 
to retail customers physically present at 
the facility. Commentators suggested 
that the physically attached to and 
integral part of standards be modified 
to provide a broader definition of an 
on-site storage facility. 

The final regulations retain both the 
physically attached to and integral part 
of standards. The Service and the 
Treasury believe that these standards 
are mandated by the legislative history 
of section 263A. This legislative his
tory provides that off-site storage costs 
are the "costs of storing goods in a 
facility distinct from the facility 
wherein the taxpayer conducts retail 
sales of ... goods." S. Rep. No. 313, 
99th Cong., 2d Sess. 142 (1986), 1986-
3 C.B. (Vol. 3) 142. The final regula
tions clarify, however, that a retail 
sales facility includes those portions of 
any specific retail site: which are 
customarily associated with and are an 
integral part of the operations of that 
retail site; which are generally open 
each business day exclusively to retail 
customers; on or in which retail 
customers normally and routinely shop 
to select specific items of merchandise; 
and which are adjacent to or in 
immediate proximity to other portions 
of the specific retail site. 

Based on several comments received, 
the final regulations permit certain non
retail customers to be treated as retail 
customers for purposes of determining 
whether a facility is a retail sales 
facility. For this purpose, a non-retail 
customer is treated as a retail customer 
if the following requirements are satis
fied: the non-retail customer purchases 
goods at the facility under the same 
terms and conditions as are available to 



retail customers (e.g., no special dis
counts); the non-retail customer pur
chases goods in the same manner as a 
retail customer (e.g., the non-retail 
customer may not place orders in 
advance and must come to the facility 
to examine and select goods); retail 
customers shop at the facility on a 
routine basis (i.e., on most business 
days) and no special days or hours are 
reserved for non-retail customers; and 
more than 50 percent of the gross sales 
of the facility are made to retail 
customers. 

The temporary regulations provide 
that a dual-function storage facility is a 
storage facility that serves as both an 
on-site storage facility and an off-site 
storage facility. They also provide that 
a dual-function storage facility is 
treated as an on-site storage facility to 
the extent of the ratio of gross on-site 
sales of the facility (i.e., gross sales of 
the facility made to retail customers 
visiting the premises in person) to total 
gross sales of the facility. The final 
regulations include this allocation ratio 
and also provide that prior to its 
computation a taxpayer must make ap
propriate adjustments for other uses of 
a dual-function storage facility. 

D. Handling Costs 

Handling costs are defined in the 
temporary regulations as the costs 
attributable to handling, processing, 
assembling, repackaging, and transport
ing property acquired for resale. For 
purposes of clarification, the final 
regulations provide definitions of each 
of the above terms associated with 
handling costs so that taxpayers can 
more easily distinguish handling ac
tivities from other activities not subject 
to section 263A. 

In addition, commentators requested 
clarification regarding the types of 
handling costs that must be capitalized 
under section 263A. In response, the 
final regulations provide a bright-line 
test for determining which handling 
costs must be capitalized. Under this 
test, handling costs incurred at a retail 
sales facility with respect to property 
sold to retail customers at the facility 
are not required to be capitalized. Thus, 
for example, handling costs incurred at 
a retail sales facility to unload, unpack, 
mark, and tag goods sold to retail 
customers at the facility are not re
quired to be capitalized. In addition, 
handling costs incurred at a dual-

function storage facility with respect to 
property sold to customers from the 
facility are not required to be cap
italized to the extent that the costs are 
incurred with respect to property sold 
in on-site sales. Handling costs attribu
table to property sold to customers 
from a dual-function storage facility in 
on-site sales are determined generally 
by comparing the gross on-site sales of 
the facility to the total gross sales of 
the facility. 

E. Exception for Repackaging Costs 

Under the temporary regulations, the 
costs of repackaging goods in prepara
tion for immediate delivery to particu
lar customers are excepted from hand
ling costs that resellers must capitalize 
if the repackaging occurs after the 
customer has ordered the goods. Com
mentators suggested that this repackag
ing exception be expanded to include 
all handling costs incurred after the 
customer orders the goods. The final 
regulations reserve the paragraph re
garding the repackaging exception. Un
der a separate Notice of Proposed 
Rulemaking in *** [IA-64-91, page 
621, this Bulletin], it is proposed that 
the repackaging exception be elimi
nated for the reasons discussed therein. 
However, until the Notice of Proposed 
Rulemaking is finalized, the paragraph 
in the temporary regulations providing 
the repackaging exception continues to 
apply. 

F. Exceptions for Distribution Costs 
and Costs of Delivering Custom
Ordered Items 

Under the temporary regulations, dis
tribution costs are a type of handling 
costs that are not required to be 
capitalized (distribution cost exception). 
Distribution costs are defined in the 
temporary regulations as the cost of 
delivering goods directly to an unre
lated customer. 

Some commentators suggested that 
the cost of delivering goods to a related 
customer should be deductible just as 
the cost of delivering goods to an 
unrelated customer are deductible. An
other commentator suggested that the 
cost of delivering goods to a related 
customer should be deductible unless 
the related persons are members of a 
consolidated group. As explained in the 
accompanying Notice of Proposed 
Rulemaking, these suggestions have not 
been adopted. 

Section 263A 

The temporary regulations also ex
clude from capitalization under section 
263A the costs of delivering certain 
items from an off-site storage facility 
to a retail sales facility where the sale 
takes place, provided the items are 
specifically ordered by customers 
(custom order exception). The final 
regulations reserve the paragraph re
garding the custom order exception and 
the distribution cost exception (includ
ing a provision regarding costs incurred 
transporting goods to a related person). 
As provided therein, the separate 
Notice of Proposed Rulemaking pro
vides that these exceptions pertain only 
to transportation costs that are incurred 
generally outside a storage facility. For 
this purpose, costs incurred on a load
ing dock are considered incurred out
side a storage facility. However, until 
the Notice of Proposed Rulemaking is 
finalized, the paragraphs in the tempo
rary regulations providing the distribu
tion cost exception and the custom 
order exception continue to apply. 

Simplified Allocation Methods 

The final regulations provide several 
simplified allocation methods for al
locating direct and indirect costs to 
property produced and property ac
quired for resale. In general, these 
simplified methods determine aggregate 
amounts of additional section 263A 
costs allocable to ending inventory. 
Additional section 263A costs are those 
costs, other than interest, that were not 
capitalized under the taxpayer's method 
of accounting immediately prior to the 
effective date of section 263A, but that 
are required to be capitalized under 
section 263A. In addition, the final 
regulations provide a simplified method 
for allocating costs incurred in a 
service department (i.e., service costs) 
to property produced and property 
acquired for resale. 

A. Simplified Production Method 

The final regulations provide a sim
plified production method for purposes 
of determining the aggregate amount of 
additional section 263A costs that must 
be added to eligible property held by 
producers at the close of the taxable 
year. Under this method, producers 
determine additional section 263A costs 
by multiplying their section 471 costs 
remaining on hand at year end by an 
absorption ratio consisting of their 
additional section 263A costs incurred 
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during the taxable year over their 
section 471 costs incurred during the 
taxable year. 

The temporary regulations limit the 
availability of the simplified production 
method to two types of property: stock 
in trade of the taxpayer properly 
includible in inventory; and non
inventory property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of the taxpayer's trade 
or business. The final regulations fol
low Notice 88-86 and expand the 
categories of produced property eligible 
for the simplified production method to 
include: self-constructed assets substan
tially identical in nature to, and pro
duced in the same manner as, inventory 
property or other property held pri
marily for sale to customers in the 
ordinary course of the taxpayer's trade 
or business; and self-constructed assets 
produced by the taxpayer on a routine 
and repetitive basis in the ordinary 
course of the taxpayer's production 
activities. 

A number of commentators requested 
that the simplified production method 
in the temporary regulations be revised 
to reduce the amount of section 263A 
costs allocable to raw materials inven
tories. These commentators suggested 
that allocations based on this method 
may result in an excessive amount of 
section 263A costs being allocated to 
raw materials inventories. They argue 
that this result occurs because the 
simplified production method does not 
take into account the fact that fewer 
indirect costs are incurred with respect 
to raw materials normally held only a 
short period of time than are incurred 
with respect to other items of inventory 
held longer. For example, a taxpayer 
that buys additional raw materials on 
the last day of the year would be 
required to allocate significantly more 
additional section 263A costs (such as 
storage, handling, and carrying costs) 
to those materials under the simplified 
production method than it would under 
a facts-and-circumstances allocation 
method. 

The final regulations do not adopt 
these recommendations. The Service 
and the Treasury believe that the 
simplified production method formula 
properly reflects the costs of raw 
materials that are purchased on the last 
day of the year. First, the taxpayer will 
have likely incurred purchasing costs 
and handling costs in obtaining these 
materials, which should be included in 
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the inventoriable cost of these mate
rials. Second, incorporating these sug
gestions in the final regulations would 
reduce the simplicity that the simplified 
production method is intended to pro
vide. If the simplified production 
method produces inappropriate results, 
a taxpayer may request to change its 
method of accounting to a facts-and
circumstances allocation method. 

Commentators requested clarification 
on determining section 471 costs. They 
questioned whether a change in finan
cial reporting practices with respect to 
category iii costs (described in the full 
absorption regulations of § 1.471-
II(c)(2)) for years after the effective 
date of section 263A would automat
ically change the costs included in 
section 471 costs for purposes of the 
simplified production method. The final 
regulations clarify that in order for a 
taxpayer to change its costs included in 
section 471 costs, the taxpayer must 
first change its method of accounting 
used in determining section 471 costs 
for federal income tax purposes. There
fore, a change in the treatment of 
section 471 costs for financial reporting 
purposes does not automatically result 
in a change in the treatment of section 
471 costs for federal income tax 
purposes. 

Finally, commentators suggested that 
the final regulations provide an excep
tion for producers similar to the gross 
receipts exception available to resellers. 
Although the final regulations do not 
adopt this suggestion, they do provide, 
however, a de minimis exception for 
producers electing the simplified pro
duction method. Under this exception, 
if a producer using the simplified 
production method has indirect costs of 
$200,000 or less in a taxable year 
(excluding certain indirect costs specif
ically not required to be capitalized), 
the producer is deemed to have no 
additional section 263A costs in that 
year. 

B. Simplified Resale Method 

Prior to issuance of the final regula
tions, resellers were permitted to 
choose from three simplified allocation 
methods to determine the aggregate 
amount of additional section 263A 
costs allocable to ending inventory. 
The final regulations provide only one 
simplified allocation method for re
sellers, the simplified resale method, 
which is the principal simplified alloca-

tion method being used by ~esellers. 
The simplified resale metho.d IS essen
tially the same as the modIfied resale 
method set forth in Notice 89-67. The 
final regulations permit resellers to 
modify the formulas provided under the 
simplified resale method to yield al
locations equivalent to the other two 
simplified allocation methods not spe
cifically retained in the final 
regulations. 

Generally, the simplified resale 
method may not be elected by tax
payers with production activities. How
ever, the final regulations permit cer
tain taxpayers engaged in both resale 
and production activities to elect the 
simplified resale method in two situa
tions. First, the final regulations gener
ally permit a reseller with personal 
property produced under contract to 
elect the simplified resale method. 
Second, the final regulations permit a 
taxpayer with de minimis production 
activities to elect the simplified resale 
method. For this purpose, a reseller's 
production activities are presumed de 
minimis if: (1) the gross receipts from 
the sale of property produced by the 
reseller are less than 10 percent of the 
total gross receipts of the trade or 
business; and (2) the labor costs al
locable to the production activities of 
the trade or business are less than 10 
percent of the total labor costs of the 
trade or business. If the simplified 
resale method is elected, it must be 
used to capitalize all costs allocable to 
eligible property produced and property 
acquired for resale. 

C. Simplified Service Cost Method 

The temporary regulations provide a 
simplified service cost method pro
ducers may use to allocate mixed 
service costs among their various busi
ness activities. Under this method, the 
portion of a taxpayer's mixed service 
costs required to be capitalized is 
determined by multiplying the tax
payer's total mixed service costs in
curred during the taxable year by the 
ratio of its total production costs 
(excluding mixed service costs and 
interest) incurred during the taxable 
year to its total costs incurred during 
the taxable year (excluding mixed 
service costs, interest, and taxes as
sessed based on income). Resellers may 
use a similar simplified service cost 
method provided they elect the sim
plified resale method. Commentators 



suggested that all resellers, not just 
resellers using the simplified resale 
method, be permitted to use the sim
plified service cost method. In response 
to this concern, the final regulations 
provide one simplified service cost 
method that may be used by all re
sellers and producers, regardless of 
whether they elect another simplified 
method. 

In addition, commentators suggested 
that the allocation ratio under the 
simplified service cost method in the 
temporary regulations results in the 
over-capitalization of mixed service 
costs because the cost of raw materials 
is included in both the numerator and 
denominator of the ratio. They also 
suggested that producers be permitted 
to use a labor-based allocation ratio 
similar to the one in the temporary 
regulations provided for resellers that 
elect the simplified resale method. As 
announced in Notice 88-86, the final 
regulations permit producers to elect to 
use either a labor-based allocation ratio 
or the production cost allocation ratio 
described above. 

Commentators also requested that the 
categories of produced property eligible 
for the simplified service cost method 
be expanded. Consistent with Notice 
88-86, the final regulations provide 
that the simplified service cost method 
is also available for: self-constructed 
assets substantially identical in nature 
to, and produced in the same manner 
as, inventory property or other property 
held primarily for sale to customers in 
the ordinary course of the taxpayer's 
business; and self-constructed assets 
produced by the taxpayer on a routine 
and repetitive basis in the ordinary 
course of the taxpayer's production 
activities. 

In determining total mixed service 
costs under the simplified service cost 
method, the temporary regulations re
quire that a taxpayer include the total 
costs of any department or function 
performing mixed service activities. 
For example, a reseller is not permitted 
to segregate non-resale activities per
formed in a mixed service department 
from the department's other costs. 
Commentators requested that this 
restriction be removed in the final 
regulations. The Service and the Treas
ury, however, believe this restriction is 
appropriate to prevent distortions in the 
allocation of mixed service costs to 
production and resale activities. 

Simplification for Both Producers and 
Resellers 

A. Historic Absorption Ratio Election 

Commentators expressed concern 
that computations under the simplified 
production method and the simplified 
resale method are costly and time 
consuming because a taxpayer must 
determine its absorption ratio annually. 
In response, the final regulations permit 
producers and resellers to elect to use a 
historic absorption ratio in conjunction 
with the simplified production method 
or the simplified resale method. 

In general, if a taxpayer elects to use 
a historic absorption ratio, the addi
tional section 263A costs allocable to a 
taxpayer's ending inventory are com
puted by mUltiplying the taxpayer's 
historic absorption ratio by its section 
471 costs remaining in ending inven
tory. A taxpayer's historic absorption 
ratio is generally based on the percent
age of additional section 263A costs 
capitalized by the taxpayer during a 
three-year test period. Taxpayers are 
required to test the accuracy of the 
historic absorption ratio by computing 
an actual absorption ratio once every 
six years. If the test of the ratio 
indicates a more than one-half of one 
percentage point difference (plus or 
minus) from the taxpayer's actual 
absorption ratio, the taxpayer must 
redetermine its historic absorption ratio 
using an updated test period. 

For the following reasons, the his
toric absorption ratio is only available 
to taxpayers that use one of the 
simplified methods. First, it is difficult 
for taxpayers that do not use a 
simplified production method or sim
plified resale method to identify addi
tional section 263A costs. Second, the 
historic absorption ratio results in 
certain complexities for dollar-value 
LIFO taxpayers that must allocate 
additional section 263A costs to spe
cific items of property. 

Taxpayers will be permitted to elect 
a historic absorption ratio in their first, 
second, or third taxable year beginning 
after December 31, 1993. 

B. Taxpayers Not Electing Simplified 
Methods 

Taxpayers that do not use a sim
plified method must capitalize their 
costs under section 263A based on the 
facts and circumstances of the particu-
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lar taxpayer's operations, with the same 
degree of specificity as required of 
manufacturers capitalizing costs prior 
to the enactment of section 263A. 

C. Trade or Business Requirement 

A number of commentators sug
gested that taxpayers should be permit
ted to apply the simplified methods to 
more discrete business units than a 
separate and distinct trade or business 
(e.g., a product line). The final regula
tions have not adopted this suggestion. 
Applying the simplified methods to 
business units smaller than a trade or 
business is not consistent with the 
legislative history, which intended that 
the simplified methods would be ap
plied separately to each trade or 
business of a taxpayer. See 2 H.R. 
Conf. Rep. No. 841, 99th Cong., 2d 
Sess. 11-306 (1986), 1986-3 C.B. (Vol. 
4) 306. Also, applying the simplified 
methods to business units smaller than 
a trade or business is contrary to the 
goals of administrative convenience 
and simplicity for both taxpayers and 
the Service. 

D. Add-on Percentage Method 

Some commentators suggested that 
the final regulations permit producers 
and resellers to capitalize additional 
section 263A costs based on average 
absorption percentages experienced 
within various industries. The Service 
generally believes that, for small tax
payers for which the costs of com
pliance with section 263A might out
weigh the benefits to the government 
of compliance, the use of industry
specific safe harbor absorption percent
ages would be a reasonable simplifying 
assumption under the Secretary's sec
tion 263A(i) authority. The Service has, 
however, encountered difficulty in col
lecting the necessary industry-specific 
data (e.g., by Standard Industry Code 
grouping) to facilitate the development 
of safe harbor absorption percentages. 
Thus, the final regulations do not 
permit the use of an add-on percentage 
method as requested by commentators. 

The regulations do provide, however, 
a significant simplification through the 
availability of the historic ratio election 
and the rule under which producers 
with de minimis indirect costs and 
using the simplified production method 
are deemed to have no additional 
capitalizable costs under section 263A. 
In addition, the Service is willing to 
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work with interested taxpayers toward 
the development of industry-specific 
safe harbor add-on percentages. In this 
regard, the final regulations provide that 
taxpayers may elect any additional 
simplified methods prescribed by the 
Commissioner. 

Accounting Method Changes 

Taxpayers that have previously 
adopted methods of accounting under 
section 263A in accordance with guid
ance published in the temporary regula
tions and Notices may be required to 
change their methods of accounting 
under section 263A to comply with 
provisions in the final regulations. These 
taxpayers may also desire to change 
their methods of accounting to avail 
themselves of certain simplified methods 
and elections under the final regulations. 

The Service intends to issue a reve
nue procedure prescribing the proce
dures, terms, and conditions for 
effecting method changes arising due to 
the promulgation of these final regula
tions. The revenue procedure will gener
ally permit taxpayers to make expedited 
method changes by attaching a Form 
3115 to their tax returns for the year of 
change. It is anticipated that the revenue 
procedure will require taxpayers to 
revalue their inventories as of the 
effective date of the final regulations to 
reflect differences between the methods 
required under the final regulations and 
those methods used by taxpayers prior 
to promulgation of the final regulations. 
The principles of § 1.263A-l T( e) of the 
temporary regulations will be required 
for revaluing inventories under the 
revenue procedure. The Service is re
questing comments from taxpayers for a 
90-day period after the publication of 
these final regulations in the Federal 
Register regarding the approach for 
implementing method changes required 
under the final regulations. 

The Service generally does not intend 
to permit taxpayers to change their 
adopted allocation methods under the 
forthcoming expedited change proce
dures. It is anticipated that the proce
dures will generally permit taxpayers to 
change only those methods necessary to 
bring them into compliance with the 
final regulations. The Service does plan, 
however, to provide a listing in the 
revenue procedure of certain elective 
methods that may be changed under the 
expedited change procedures. For exam
ple, the Service plans to permit a 
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taxpayer that adopted a facts-and
circumstances allocation method to 
change to the simplified production 
method if that method is now more 
desirable to the taxpayer by reason of 
the historic absorption ratio election or 
the de minimis indirect costs exception. 
During the 90-day period after the 
publication of these regulations in the 
Federal Register, taxpayers are invited 
to comment on elective method changes 
that should be permitted under the 
expedited consent procedures. 

Special Analysis 

It has been determined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Analysis 
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 Reg
ulatory Flexibility Analysis is not 
required. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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

PART 1-INCOME TAXES 

Paragraph I. The authority citation 
for part 1 is amended by adding new 
entries in numerical order to read as 
follows: 

Authority: 26 u.s.c. 7805 *** 
Section 1.263A-l also issued under 

26 U.S.C. 263A. *** Section 1.263A-2 
also issued under 26 u.s.c. 263A. 

Section 1.263A-3 also issued under 
26 U.S.C. 263A. 

Section 1.263A-4 also issued under 
26 U.S.c. 263A. 

Section 1.263A-5 also issued under 
26 U.S.C. 263A. 

Section 1.263A-6 also issued under 
26 U.S.c. 263A. 

Section 1.263A-7 also issued under 
26 U.S.C. 263A. *** 

Section 1.471-4 also issued under 26 
U.S.c. 263A. 

Section 1.471-5 also issued under 26 
u.s.c. 263A. *** 

Par. 2. Section 1.56(g)-1 is amended 
by revising the first sentence of the 

example in paragraph (a)(5)(ii)(B) to 
read as follows: 

§1.56(g)-1 Adjusted current earnings. 

(a) 

(5) 

(ii) 

*** 
*** 
*** 

* * * * * * 

(B) Pursuant to section 263A and 
§1.263A-I(e)(3)(ii)(I), N must capital
ize the depreciation allowed for the 
year for the new manufacturing equip
ment in the ending inventory of golf 
clubs. *** 

* * * * * * 

Par. 3. Section 1.263(a)-1 is 
amended by revising the fourth sen
tence of paragraph (b) to read as fol
lows: 

§1.263( a)-l Capital expenditures; in 
general. 

* * * * * * 

(b) *** See section 263A and the 
regulations thereunder for cost capitali
zation rules that apply to amounts 
referred to in paragraph (a) of this 
section with respect to the production 
of real and tangible personal property 
(as defined in § 1.263A-2(a)(2», in
cluding films, sound recordings, video 
tapes, books, or similar properties. 

* * * * * * 

Par. 4. Section 1.263A-O is added to 
read as follows: 

§1.263A-O Outline of regulations 
under section 263A. 

This section lists the paragraphs in 
§§1.263A-l, 1.263A-2, and 1.263A-3. 

§1.263A-l Uniform capitalization of 
costs. 

(a) Introduction. 
(1) In general. 
(2) Effective dates. 
(3) General scope. 

(i) Property to which sec
tion 263A applies. 

(ii) Property produced. 
(iii) Property acquired for 

resale. 
(iv) Inventories valued at 

market. 
(v) Property produced in a 

farming business. 



(vi) Creative property. 
(vii) Property produced or 

property acquired for 
resale by foreign 
persons. 

(b) Exceptions. 
(1) Small resellers. 
(2) Long-term contracts. 
(3) Costs incurred in certain 

farming businesses. 
(4) Costs incurred in raising, 

harvesting, or growing 
timber. 

(5) Qualified creative expenses. 
(6) Certain not-for-profit 

activities. 
(7) Intangible drilling and de

velopment costs. 
(8) Natural gas acquired for 

resale. 
(i) Cushion gas. 
(ii) Emergency gas. 

(9) Research and experimental 
expenditures. 

(10) Certain property that is sub
stantially constructed. 

(11) Certain property provided in
cident to services. 
(i) In general. 
(ii) Definition of services. 
(iii) De minimis property 

provided incident to 
services. 

(12) De minimis rule for certain 
producers with total indirect 
costs of $200,000 or less. 

(13) Exception for the origination 
of loans. 

(c) General operation of section 
263A. 
(1) Allocations. 
(2) Otherwise deductible. 
(3) Capitalize. 
(4) Recovery of capitalized costs. 

(d) Definitions. 
(1) Self-constructed assets. 
(2) Section 471 costs. 

(i) In general. 
(ii) New taxpayers. 
(iii) Method changes. 

(3) Additional section 263A 
costs. 

(4) Section 263A costs. 
(e) Types of costs subject to 

capitalization. 
(1 ) In general. 
(2) Direct costs. 

(i) Producers. 
(A) Direct material 

costs. 
(B) Direct labor costs. 

(ii) Resellers. 
(3) Indirect costs. 

(i) In general. 

(ii) Examples of indirect 
costs required to be 
capitalized. 
(A) Indirect labor costs. 
(B) Officers' 

compensation. 
(C) Pension and other 

related costs. 
(D) Employee benefit 

expenses. 
(E) Indirect material 

costs. 
(F) Purchasing costs. 
(G) Handling costs. 
(H) Storage costs. 
(I) Cost recovery. 
(1) Depletion. 
(K) Rent. 
(L) Taxes. 
(M) Insurance. 
(N) Utilities. 
(0) Repairs and 

maintenance. 
(P) Engineering and 

design costs. 
(Q) Spoilage. 
(R) Tools and 

equipment. 
(S) Quality control. 
(T) Bidding costs. 
(U) Licensing and fran

chise costs. 
(V) Interest. 
(W) Capitalizable serv

ice costs. 
(iii) Indirect costs not 

capitalized. 
(A) Selling and dis

tribution costs. 
(B) Research and ex

perimental 
expenditures. 

(C) Section 179 costs. 
(D) Section 165 losses. 
(E) Cost recovery al-

lowances on tem
porarily idle 
equipment and 
facilities. 
(1) In general. 
(2) Examples. 

(F) Taxes assessed on 
the basis of 
income. 

(G) Strike expenses. 
(H) Warranty and prod

uct liability costs. 
(I) On-site storage 

costs. 
(J) Unsuccessful bid

ding expenses. 
(K) Deductible service 

costs. 
(4) Service costs. 

Section 263A 

(i) Introduction. 
(A) Definition of serv

ice costs. 
(B) Definition of serv

ice departments. 
(ii) Various service cost 

categories. 
(A) Capitalizable serv

ice costs. 
(B) Deductible service 

costs. 
(C) Mixed service 

costs. 
(iii) Examples of capitaliz

able service costs. 
(iv) Examples of deductible 

service costs. 
(f) Cost allocation methods. 

(I) Introduction. 
(2) Specific identification 

method. 
(3) Burden rate and standard 

cost methods. 
(i) Burden rate method. 

(A) In general. 
(B) Development of 

burden rates. 
(C) Operation of the 

burden rate 
method. 

(ii) Standard cost method. 
(A) In general. 
(B) Treatment of 

variances. 
(4) Reasonable allocation 

methods. 
(g) Allocating categories of costs. 

(1) Direct materials. 
(2) Direct labor. 
(3) Indirect costs. 
(4) Service costs. 

(i) In general. 
(ii) De minimis rule. 
(iii) Methods for allocating 

mixed service costs. 
(A) Direct reallocation 

method. 
(B) Step-allocation 

method. 
(C) Examples. 

(iv) Illustrations of mixed 
service cost allocations 
using reasonable factors 
or relationships. 
(A) Security services. 
(B) Legal services. 
(C) Centralized payroll 

services. 
(D) Centralized data 

processing services. 
(E) Engineering and 

design services. 
(F) Safety engineering 

services. 
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(v) Accounting method 
change. 

(h) Simplified service cost method. 
(1) Introduction. 
(2) Eligible property. 

(i) In general. 
(A) Inventory property. 
(B) Non-inventory 

property held for 
sale. 

(C) Certain self
constructed assets. 

(D) Self-constructed as
sets produced on a 
repetitive basis. 

(ii) Election to exclude self-
constructed assets. 

(3) General allocation formula. 
(4) Labor-based allocation ratio. 
(5) Production cost allocation 

ratio. 
(6) Definition of total mixed 

service costs. 
(7) Costs allocable to more than 

one business. 
(8) De minimis rule. 
(9) Separate election. 

(i) [Reserved] 
U) Special rules. 

(1) Costs provided by a related 
person. 
(i) In general. 
(ii) Exceptions. 

(2) Optional capitalization of 
period costs. 
(i) In general. 
(ii) Period costs eligible for 

capitalization. 
(3) Trade or business 

application. 
(4) Transfers with a principal 

purpose of tax avoidance. 
[Reserved] 

§1.263A-2 Rules relating to property 
produced by the taxpayer. 

(a) In general. 
(1) Produce. 

(i) In general. 
(ii) Ownership. 

(A) General rule. 
(B) Property produced 

for the taxpayer 
under a contract. 
(1) In general. 
(2) Definition of 

contract. 
[Reserved] 

(C) Home construction 
contracts. 

(2) Tangible personal property. 
(i) General rule. 
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(ii) Intellectual or creative 
property. 
(A) Intellectual or cre

ati ve property that 
is tangible personal 
property. 
(1) Books. 
(2) Sound 

recordings. 
(B) Intellectual or cre

ative property that 
is not tangible per
sonal property. 
(1) Evidences of 

value. 
(2) Property 

provided inci
dent to 
services. 

(3) Costs required to be cap
italized by producers. 
(i) In general. 
(ii) Pre-production costs. 
(iii) Post-production costs. 

(4) Practical capacity concept. 
(5) Taxpayers required to cap

italize costs under this 
section. 

(b) Simplified production method. 
(1) Introduction. 
(2) Eligible property. 

(i) In general. 
(A) Inventory property. 
(B) Non-inventory 

property held for 
sale. 

(C) Certain self
constructed assets. 

(D) Self-constructed as
sets produced on a 
repetitive basis. 

(ii) Election to exclude self
constructed assets. 

(3) Simplified production method 
without historic absorption 
ratio election. 
(i) General allocation 

formula. 
(ii) Definitions. 

(A) Absorption ratio. 
(1) Additional sec

tion 263A costs 
incurred during 
the taxable 
year. 

(2) Section 471 
costs incurred 
during the tax
able year. 

(B) Section 471 costs 
remaining on hand 
at year end. 

(iii) LIFO taxpayers electing 
the simplified produc
tion method. 

(A) In general. 
(B) LIFO increment. 
(C) LIFO decrement. 

(iv) De minimis rule for 
producers with total in
direct costs of $200,000 
or less. 
(A) In general. 
(B) Related party and 

aggregation rules. 
(v) Examples. 

(4) Simplified production method 
with historic absorption ratio 
election. 
(i) In general. 
(ii) Operating rules and 

definitions. 
(A) Historic absorption 

ratio. 
(B) Test period. 

(1) In general. 
(2) Updated test 

period. 
(C) Qualifying period. 

(1) In general. 
(2) Extension of 

qualifying 
period. 

(iii) Method of accounting. 
(A) Adoption and use. 
(B) Revocation of 

election. 
(iv) Reporting and record

keeping requirements. 
(A) Reporting. 
(B) Recordkeeping. 

(v) Transition rules. 
(vi) Example. 

(c) Additional simplified methods for 
producers. 

(d) Cross reference. 

§1.263A-3 Rules relating to property 
acquired for resale. 

(a) Capitalization rules for property 
acquired for resale. 
(1 ) In general. 
(2) Resellers with production 

activities. 
(i) In general. 
(ii) Exception for small 

resellers. 
(iii) De minimis production 

activities. 
(A) In general. 
(B) Example. 

(3) Resellers with property pro
duced under a contract. 

(4) Use of the simplified resale 
method. 
(i) In general. 



(ii) Resellers with de min
imis production 
activities. 

(iii) Resellers with property 
produced under a 
contract. 

(iv) Application of sim
plified resale method. 

(b) Gross receipts exception for small 
resellers. 
(l) In general. 

(i) Test period for new 
taxpayers. 

(ii) Treatment of short tax
able year. 

(2) Definition of gross receipts. 
(i) In general. 
(ii) Amounts excluded. 

(3) Aggregation of gross 
receipts. 
(i) In general. 
(ii) Single employer 

defined. 
(iii) Gross receipts of a sin

gle employer. 
(iv) Examples. 

(c) Purchasing, handling, and storage 
costs. 
(l) In general. 
(2) Costs attributable to purchas

ing, handling, and storage. 
(3) Purchasing costs. 

(i) In general. 
(ii) Determination of 

whether personnel are 
engaged in purchasing 
activities. 
(A) 1/3-2J3 rule for al

locating labor 
costs. 

(B) Example. 
(4) Handling costs. 

(i) In general. 
(ii) Processing costs. 
(iii) Assembling costs. 
(iv) Repackaging costs. 
(v) Transportation costs. 
(vi) Costs not considered 

handling costs. 
(A) Distribution costs. 

[Reserved] 
(B) Delivery of 

custom-ordered 
items. [Reserved] 

(C) Repackaging after 
sale occurs. 
[Reserved] 

(5) Storage costs. 
(i) In general. 
(ii) Definitions. 

(A) On-site storage 
facility. 

(B) Retail sales facility. 

(C) An integral part of 
a retail sales 
facility. 

(D) On-site sales. 
(E) Retail customer. 

(1) In general. 
(2) Certain non

retail customers 
treated as retail 
customers. 

(F) Off-site storage 
facility. 

(G) Dual-function stor
age facility. 

(iii) Treatment of storage 
costs incurred at a 
dual-function storage 
facility. 
(A) In general. 
(B) Dual-function stor

age facility alloca
tion ratio. 
(1) In general. 
(2) Illustration of 

ratio allocation. 
(3) Appropriate ad

justments for 
other uses of a 
dual-function 
storage facility. 

(C) De minimis 90-10 
rule for dual
function storage 
facilities. 

(iv) Costs not attributable to 
an off-site storage 
facility. 

(v) Examples. 
(d) Simplified resale method. 

(1) Introduction. 
(2) Eligible property. 
(3) Simplified resale method 

without historic absorption 
ratio election. 
(i) General allocation 

formula. 
(A) In general. 
(B) Effect of allocation. 
(C) Definitions. 

(1) Combined ab
sorption ratio. 

(2) Section 471 
costs remaining 
on hand at 
year end. 

(D) Storage and hand
ling costs absorp
tion ratio. 

(E) Purchasing costs 
absorption ratio. 

(F) Allocable mixed 
service costs. 

(ii) LIFO taxpayers electing 
simplified resale 
method. 
(A) In general. 
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(B) LIFO increment. 
(C) LIFO decrement. 

(iii) Permissible variations of 
the simplified resale 
method. 

(iv) Examples. 
(4) Simplified resale method 

with historic absorption ratio 
election. 
(i) In general. 
(ii) Operating rules and 

definitions. 
(A) Historic absorption 

ratio. 
(B) Test period. 

(1) In general. 
(2) Updated test 

period. 
(C) Qualifying period. 

(1) In general. 
(2) Extension of 

qualifying 
period. 

(iii) Method of accounting. 
(A) Adoption and use. 
(B) Revocation of 

election. 
(iv) Reporting and record

keeping requirements. 
(A) Reporting. 
(B) Recordkeeping. 

(v) Transition rules 
(vi) Example. 

(5) Additional simplified 
methods for resellers. 

(e) Cross reference. 

Par. 5. Section 1.263A-l is added to 
read as follows: 

§1.263A-l Uniform capitalization of 
costs. 

(a) Introduction-(1) In general. 
The regulations under § § 1.263A-l 
through 1.263A-6 provide guidance to 
taxpayers that are required to capitalize 
certain costs under section 263A. These 
regulations generally apply to all costs 
required to be capitalized under section 
263A except for interest that must be 
capitalized under section 263A(f) and 
the regulations thereunder. Statutory or 
regulatory exceptions may provide that 
section 263A does not apply to certain 
activities or costs; however, those 
activities or costs may nevertheless be 
subject to capitalization requirements 
under other provisions of the Internal 
Revenue Code and regulations. 

(2) Effective dates. (i) In general, 
this section and §§ 1.263A-2 and 
1.263A-3 apply to costs incurred in 
taxable years beginning after December 
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31, 1993. In the case of property that is 
inventory in the hands of the taxpayer, 
however, these sections are effective 
for taxable years beginning after De
cember 31, 1993. Changes in methods 
of accounting necessary as a result of 
the rules in this section and § § 1.263A-
2 and 1.263A-3 must be made under 
tenns and conditions prescribed by the 
Commissioner. Under these tenns and 
conditions, the principles of § 1.263A-
1T(e) generally must be applied in 
revaluing inventory property. 

(ii) For taxable years beginning be
fore January 1, 1994, taxpayers must 
take reasonable positions on their fed
eral income tax returns when applying 
section 263A. For purposes of this 
paragraph (a)(2)(iii), a reasonable posi
tion is a position consistent with the 
temporary regulations, revenue rulings, 
revenue procedures, notices, and an
nouncements concerning section 263A 
applicable in taxable years beginning 
before January I, 1994. See §601.601-
(d)(2)(ii)(b) of this chapter. 

(3) GeneraL scope-(i) Property to 
which section 263A applies. Taxpayers 
subject to section 263A must capitalize 
all direct costs and certain indirect 
costs properly allocable to-

(A) Real property and tangible per
sonal property produced by the tax
payer; and 

(B) Real property and personal prop
erty described in section 1221(1), 
which is acquired by the taxpayer for 
resale. 

(ii) Property produced. Taxpayers 
that produce real property and tangible 
personal property (producers) must cap
italize all the direct costs of producing 
the property and the property's prop
erly allocable share of indirect costs 
(described in paragraphs (e)(2)(i) and 
(3) of this section), regardless of 
whether the property is sold or used in 
the taxpayer's trade or business. See 
§ 1.263A-2 for rules relating to 
producers. 

(iii) Property acquired for resaLe. 
Retailers, wholesalers, and other tax
payers that acquire property described 
in section 1221(1) for resale (resellers) 
must capitalize the direct costs of 
acquiring the property and the prop
erty's properly allocable share of indi
rect costs (described in paragraphs 
(e)(2)(ii) and (3) of this section). See 
§ 1.263A-3 for rules relating to re
sellers. See also section 263A(b )(2)(B), 
which excepts from section 263A per
sonal property acquired for resale by a 
small reseller. 
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(iv) Inventories vaLued at market. 
Section 263A does not apply to inven
tories valued at market under either the 
market method or the lower of cost or 
market method if the market valuation 
used by the taxpayer generally equals 
the property's fair market value. For 
purposes of this paragraph (a)(3)(iv), 
the tenn fair market value means the 
price at which the taxpayer sells its 
inventory to its customers (e.g., as in 
the market value definition provided in 
§ 1.471-4(b» less, if applicable, the 
direct cost of disposing of the inven
tory. However, section 263A does 
apply in determining the market value 
of any inventory for which market is 
detennined with reference to replace
ment cost or reproduction cost. See 
§§1.471-4 and 1.471-5. 

(v) Property produced in a farming 
business. Section 263A generally re
quires taxpayers engaged in a fanning 
business to capitalize certain costs. See 
section 263A( d) and § 1.263A-1T( c) for 
rules relating to taxpayers engaged in a 
farming business. 

(vi) Creative property. Section 263A 
generally requires taxpayers engaged in 
the production and resale of creative 
property to capitalize certain costs. 

(vii) Property produced or property 
acquired for resaLe by foreign persons. 
Section 263A generally applies to 
foreign persons. 

(b) Exceptions-(1) Small reseLLers. 
See section 263A(b)(2)(B) for the 
$10,000,000 gross receipts exception 
for small resellers of personal property. 
See § 1.263A-3(b) for rules relating to 
this exception. See also the exception 
for small resellers with de minimis 
production activities in § 1.263A-
3(a)(2)(ii) and the exception for small 
resellers that have property produced 
under contract in § 1.263A-3(a)(3). 

(2) Long-term contracts. Except for 
certain home construction contracts 
described in section 460( e)(1), section 
263A does not apply to any property 
produced by the taxpayer pursuant to a 
long-tenn contract as defined in section 
460(f), regardless of whether the tax
payer uses an inventory method to 
account for such production. 

(3) Costs incurred in certain farming 
businesses. See section 263A(d) for an 
exception for costs paid or incurred in 
certain farming businesses. See 
§ 1.263A-1T( c) for specific rules relat
ing to taxpayers engaged in a fanning 
business. 

(4) Costs incurred in raising, h~r
vesting, or growing timber. See sectIOn 
263A(c)(5) for an exception for C?sts 
paid or incurred in raising, ha~vestmg, 
or growing timber and certam orna
mental trees. See §1.263A-IT(c), how
ever, for rules relating to taxpayers that 
produce certain trees to which section 
263A applies. 

(5) QuaLified creative expenses. See 
section 263A(h) for an exception for 
qualified creative expenses paid or 
incurred by certain free-lance authors, 
photographers, and artists. 

(6) Certain not-for-profit activities. 
See section 263A(c)(1) for an excep
tion for property produced by a tax
payer for use by the taxpayer other 
than in a trade or business or an 
activity conducted for profit. This 
exception does not apply, however, to 
property produced by an exempt orga
nization in connection with its unre
lated trade or business activities. 

(7) IntangibLe drilling and deveLop
ment costs. See section 263A(c)(3) for 
an exception for intangible drilling and 
development costs. Additionally, sec
tion 263A does not apply to any 
amount allowable as a deduction under 
section 59(e) with respect to qualified 
expenditures under sections 263(c), 
616(a), or 617(a). 

(8) NaturaL gas acquired for resale. 
Under this paragraph (b)(8), section 
263A does not apply to any costs 
incurred by a taxpayer relating to 
natural gas acquired for resale to the 
extent such costs would otherwise be 
allocable to cushion gas. 

(i) Cushion gas. Cushion gas is the 
portion of gas stored in an underground 
storage facility or reservoir that is 
required to maintain the level of pres
sure necessary for operation of the 
facility. However, section 263A applies 
to costs incurred by a taxpayer relating 
to natural gas acquired for resale to the 
extent such costs are properly allocable 
to emergency gas. 

(ii) Emergency gas. Emergency gas 
is natural gas stored in an underground 
storage facility or reservoir for use 
during periods of unusually heavy 
customer demand. 

(9) Research and experimentaL ex
penditures. See section 263A(c)(2) for 
an exception for any research and 
experimental expenditure allowable as 
a deduction under section 174 or the 
regulations thereunder. Additionally, 
section 263A does not apply to any 



amount allowable as a deduction under 
section 59(e) with respect to qualified 
expenditures under section 174. 

(10) Certain property that is sub
stantially constructed. Section 263A 
does not apply to any property pro
duced by a taxpayer for use in its trade 
or business if substantial construction 
occurred before March I, 1986. See 
§1.263A-IT(a)(6)(v) for a definition of 
substantial construction. 

(11) Certain property provided inci
dent to services-(i) In general. Under 
this paragraph (b )(11), section 263A 
does not apply to property that is 
provided to a client (or customer) 
incident to the provision of services by 
the taxpayer if the property provided to 
the client is-

(A) De minimis in amount; and 
(B) Not inventory in the hands of 

the service provider. 
(ii) Definition of services. For pur

poses of this paragraph (b)(1l), serv
ices is defined with reference to its 
ordinary and accepted meaning under 
federal income tax principles. In deter
mining whether a taxpayer is a bona
fide service provider under this para
graph (b)(1l), the nature of the tax
payer's trade or business and the facts 
and circumstances surrounding the tax
payer's trade or business activities must 
be considered. Examples of taxpayers 
qualifying as service providers under 
this paragraph include taxpayers per
forming services in the fields of health, 
law, engineering, architecture, account
ing, actuarial science, performing arts, 
or consulting. 

(iii) De minimis property provided 
incident to services. In determining 
whether property provided to a client 
by a service provider is de minimis in 
amount, all facts and circumstances, 
such as the nature of the taxpayer's 
trade or business and the volume of its 
service activities in the trade or busi
ness, must be considered. A significant 
factor in making this determination is 
the relationship between the acquisition 
or direct materials costs of the property 
that is provided to clients and the price 
that the taxpayer charges its clients for 
its services and the property. For 
purposes of this paragraph (b)( 11), if 
the acquisition or direct materials cost 
of the property provided to a client 
incident to the services is less than or 
equal to five percent of the price 
charged to the client for the services 
and property, the property is de min
imis. If the acquisition or direct mate-

rials cost of the property exceeds five 
percent of the price charged for the 
services and property, the property may 
be de minimis if additional facts and 
circumstances so indicate. 

(12) De minimis rule for certain 
producers with total indirect costs of 
$200,000 or less. See §1.263A-2(b)
(3)(iv) for a de minimis rule that treats 
producers with total indirect costs of 
$200,000 or less as having no addi
tional section 263A costs (as defined in 
paragraph (d)(3) of this section) for 
purposes of the simplified production 
method. 

(13) Exception for the origination of 
loans. For purposes of section 
263A(b)(2)(A), the origination of loans 
is not considered the acquisition of 
intangible property for resale. (But 
section 263A(b )(2)(A) does include the 
acquisition by a taxpayer of pre
existing loans from other persons for 
resale.) 

(c) General operation of section 
263A-(1) Allocations. Under section 
263A, taxpayers must capitalize their 
direct costs and a properly allocable 
share of their indirect costs to property 
produced or property acquired for 
resale. In order to determine these 
capitalizable costs, taxpayers must allo
cate or apportion costs to various 
activities, including production or re
sale activities. After section 263A costs 
are allocated to the appropriate produc
tion or resale activities, these costs are 
generally allocated to the items of 
property produced or property acquired 
for resale during the taxable year and 
capitalized to the items that remain on 
hand at the end of the taxable year. See 
however, the simplified production 
method and the simplified resale 
method in §§1.263A-2(b) and 1.263A-
3(d). 

(2) Otherwise deductible. (i) Any 
cost which (but for section 263A and 
the regulations thereunder) may not be 
taken into account in computing tax
able income for any taxable year is not 
treated as a cost properly allocable to 
property produced or acquired for 
resale under section 263A and the 
regulations thereunder. Thus, for exam
ple, if a business meal deduction is 
limited by section 274(n) to 80 percent 
of the cost of the meal, the amount 
properly allocable to property produced 
or acquired for resale under section 
263A is also limited to 80 percent of 
the cost of the meal. 

(ii) The amount of any cost required 
to be capitalized under section 263A 
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may not be included in inventory or 
charged to capital accounts or basis any 
earlier than the taxable year during 
which the amount is incurred within 
the meaning of §1.446-1(c)(1)(ii). 

(3) Capitalize. Capitalize means, in 
the case of property that is inventory in 
the hands of a taxpayer, to include in 
inventory costs and, in the case of 
other property, to charge to a capital 
account or basis. 

(4) Recovery of capitalized costs. 
Costs that are capitalized under section 
263A are recovered through deprecia
tion, amortization, cost of goods sold, 
or by an adjustment to basis at the time 
the property is used, sold, placed in 
service, or otherwise disposed of by the 
taxpayer. Cost recovery is determined 
by the applicable Internal Revenue 
Code and regulation provisions relating 
to the use, sale, or disposition of 
property. 

(d) Definitions-(I) Self-constructed 
assets. Self-constructed assets are as
sets produced by a taxpayer for use by 
the taxpayer in its trade or business. 
Self-constructed assets are subject to 
section 263A. 

(2) Section 471 costs-(i) In gen
eral. Except as otherwise provided in 
paragraphs (d)(2)(ii) and (iii) of this 
section, for purposes of the regulations 
under section 263A, a taxpayer's sec
tion 471 costs are the costs, other than 
interest, capitalized under its method of 
accounting immediately prior to the 
effective date of section 263A. Thus, 
although section 471 applies only to 
inventories, section 471 costs include 
any non-inventory costs, other than 
interest, capitalized or included in 
acquisition or production costs under 
the taxpayer's method of accounting 
immediately prior to the effective date 
of section 263A. 

(ii) New taxpayers. In the case of a 
new taxpayer, section 471 costs are 
those acquisition or production costs, 
other than interest, that would have 
been required to be capitalized by the 
taxpayer if the taxpayer had been in 
existence immediately prior to the 
effective date of section 263A. 

(iii) Method changes. If a taxpayer 
included a cost described in § 1.471-
11 (c )(2)(iii) in its inventoriable costs 
immediately prior to the effective date 
of section 263A, that cost is included 
in the taxpayer's section 471 costs 
under paragraph (d)(2)(i) of this sec
tion. Except as provided in the follow
ing sentence, a change in the financial 
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reporting practices of a taxpayer for 
costs described in §1.471-11(c)(2)(iii) 
subsequent to the effective date of 
section 263A does not affect the classi
fication of these costs as section 471 
costs. A taxpayer may change its 
established methods of accounting used 
in determining section 471 costs only 
with the consent of the Commissioner 
as required under section 446( e) and 
the regulations thereunder. 

(3) Additional section 263A costs. 
Additional section 263A costs are 
defined as the costs, other than interest, 
that were not capitalized under the 
taxpayer's method of accounting imme
diately prior to the effective date of 
section 263A (adjusted as appropriate 
for any changes in methods of account
ing for section 471 costs under para
graph (d)(2)(iii) of this section), but 
that are required to be capitalized under 
section 263A. For new taxpayers, addi
tional section 263A costs are defined as 
the costs, other than interest, that the 
taxpayer must capitalize under section 
263A, but which the taxpayer would 
not have been required to capitalize if 
the taxpayer had been in existence 
prior to the effective date of section 
263A. 

(4) Section 263A costs. Section 
263A costs are defined as the costs that 
a taxpayer must capitalize under sec
tion 263A. Thus, section 263A costs 
are the sum of a taxpayer's section 471 
costs, its additional section 263A costs, 
and interest capitalizable under section 
263A(f). 

(e) Types of costs subject to 
capitalization-(1) In general. Tax
payers subject to section 263A must 
capitalize all direct costs and certain 
indirect costs properly allocable to 
property produced or property acquired 
for resale. This paragraph (e) describes 
the types of costs subject to section 
263A. 

(2) Direct costs-(i) Producers. Pro
ducers must capitalize direct material 
costs and direct labor costs. 

(A) Direct material costs include the 
costs of those materials that become an 
integral part of specific property pro
duced and those materials that are 
consumed in the ordinary course of 
production and that can be identified or 
associated with particular units or 
groups of units of property produced. 

(B) Direct labor costs include the 
costs of labor that can be identified or 
associated with particular units or 
groups of units of specific property 
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produced. For this purpose, labor en
compasses full-time and part-time 
employees, as well as contract 
employees and independent contractors. 
Direct labor costs include all elements 
of compensation other than employee 
benefit costs described in paragraph 
(e)(3)(ii)(D) of this section. Elements 
of direct labor costs include basic 
compensation, overtime pay, vacation 
pay, holiday pay, sick leave pay (other 
than payments pursuant to a wage con
tinuation plan under section 105(d) as 
it existed prior to its repeal in 1983), 
shift differential, payroll taxes, and 
payments to a supplemental unemploy
ment benefit plan. 

(ii) Resellers. Resellers must capital
ize the acquisition costs of property 
acquired for resale. In the case of 
inventory, the acquisition cost is the 
cost described in §1.471-3(b). 

(3) Indirect costs-(i) In general. 
Indirect costs are defined as all costs 
other than direct material costs and 
direct labor costs (in the case of 
property produced) or acquisition costs 
(in the case of property acquired for 
resale). Taxpayers subject to section 
263A must capitalize all indirect costs 
properly allocable to property produced 
or property acquired for resale. Indirect 
costs are properly allocable to property 
produced or property acquired for 
resale when the costs directly benefit or 
are incurred by reason of the perform
ance of production or resale activities. 
Indirect costs may be allocable to both 
production and resale activities, as well 
as to other activities that are not 
subject to section 263A. Taxpayers 
subject to section 263A must make a 
reasonable allocation of indirect costs 
between production, resale, and other 
activities. 

(ii) Examples of indirect costs re
quired to be capitalized. The following 
are examples of indirect costs that must 
be capitalized to the extent they are 
properly allocable to property produced 
or property acquired for resale: 

(A) Indirect labor costs. Indirect 
labor costs include all labor costs 
(including the elements of labor costs 
set forth in paragraph (e)(2)(i) of this 
section) that cannot be directly identi
fied or associated with particular units 
or groups of units of specific property 
produced or property acquired for re
sale (e.g., factory labor that is not 
direct labor). As in the case of direct 
labor, indirect labor encompasses full
time and part-time employees, as well 

as contract employees and independent 
contractors. 

(B) Officers' compensation. Of
ficers' compensation includes compen
sation paid to officers of the taxpayer. 

(C) Pension and other related costs. 
Pension and other related costs include 
contributions paid to or made under 
any stock bonus, pension, profit-sharing 
or annuity plan, or other plan deferring 
the receipt of compensation, whether or 
not the plan qualifies under section 
401(a). Contributions to employee 
plans representing past services must 
be capitalized in the same manner (and 
in the same proportion to property 
currently being acquired or produced) 
as amounts contributed for current 
service. 

(D) Employee benefit expenses. 
Employee benefit expenses include all 
other employee benefit expenses (not 
described in paragraph (e)(3)(ii)(C) of 
this section) to the extent such ex
penses are otherwise allowable as 
deductions under chapter 1 of the 
Internal Revenue Code. These other 
employee benefit expenses include: 
worker's compensation; amounts other
wise deductible or allowable in reduc
ing earnings and profits under section 
404A; payments pursuant to a wage 
continuation plan under section 105(d) 
as it existed prior to its repeal in 1983; 
amounts includible in the gross income 
of employees under a method or ar
rangement of employer contributions or 
compensation that has the effect of a 
stock bonus, pension, profit-sharing or 
annuity plan, or other plan deferring 
receipt of compensation or providing 
deferred benefits; premiums on life and 
health insurance; and miscellaneous 
benefits provided for employees such 
as safety, medical treatment, recrea
tional and eating facilities, membership 
dues, etc. Employee benefit expenses 
do not, however, include direct labor 
costs described in paragraph (e)(2)(i) of 
this section. 

(E) Indirect material costs. Indirect 
material costs include the cost of 
materials that are not an integral part of 
specific property produced and the cost 
of materials that are consumed in the 
ordinary course of performing produc
tion or resale activities that cannot be 
identified or associated with particular 
units or groups of units of property. 
Thus, for example, a cost described in 
§1.162-3, relating to the cost of a 



material or supply, is an indirect 
material cost. 

(F) Purchasing costs. Purchasing 
costs include costs attributable to pur
chasing activities. See § 1.263A-3( c )(3) 
for a further discussion of purchasing 
costs. 

(G) Handling costs. Handling costs 
include costs attributable to processing, 
assembling, repackaging and transport
ing goods, and other similar activities. 
See §1.263-3(c)(4) for a further discus
sion of handling costs. 

(H) Storage costs. Storage costs in
clude the costs of carrying, storing, or 
warehousing property. See § 1.263A-
3(c)(5) for a further discussion of 
storage costs. 

(I) Cost recovery. Cost recovery in
cludes depreciation, amortization, and 
cost recovery allowances on equipment 
and facilities (including depreciation or 
amortization of self-constructed assets 
or other previously produced or ac
quired property to which section 263A 
or section 263 applies). 

(J) Depletion. Depletion includes al
lowances for depletion, whether or not 
in excess of cost. Depletion is, how
ever, only properly allocable to prop
erty that has been sold (i.e., for 
purposes of determining gain or loss on 
the sale of the property). 

(K) Rent. Rent includes the cost of 
renting or leasing equipment, facilities, 
or land. 

(L) Taxes. Taxes include those taxes 
(other than taxes described in para
graph (e)(3)(iii)(F) of this section) that 
are otherwise allowable as a deduction 
to the extent such taxes are attributable 
to labor, materials, supplies, equipment, 
land, or facilities used in production or 
resale activities. 

(M) Insurance. Insurance includes 
the cost of insurance on plant or 
facility, machinery, equipment, mate
rials, property produced, or property 
acquired for resale. 

(N) Utilities. Utilities include the 
cost of electricity, gas, and water. 

(0) Repairs and maintenance. Re
pairs and maintenance include the cost 
of repairing and maintaining equipment 
or facilities. 

(P) Engineering and design costs. 
Engineering and design costs include 
pre-production costs, such as costs 
attributable to research, experimental, 
engineering, and design activities (to 
the extent that such amounts are not 

research and experimental expenditures 
as described in section 174 and the 
regulations thereunder). 

(Q) Spoilage. Spoilage includes the 
costs of rework labor, scrap, and 
spoilage. 

(R) Tools and equipment. Tools and 
equipment include the costs of tools 
and equipment which are not otherwise 
capitalized. 

(S) Quality control. Quality control 
includes the costs of quality control 
and inspection. 

(T) Bidding costs. Bidding costs are 
costs incurred in the solicitation of 
contracts (including contracts pertain
ing to property acquired for resale) 
ultimately awarded to the taxpayer. The 
taxpayer must defer all bidding costs 
paid or incurred in the solicitation of a 
particular contract until the contract is 
awarded. If the contract is awarded to 
the taxpayer, the bidding costs become 
part of the indirect costs allocated to 
the subject matter of the contract. If the 
contract is not awarded to the taxpayer, 
bidding costs are deductible in the 
taxable year that the contract is 
awarded to another party, or in the 
taxable year that the taxpayer is noti
fied in writing that no contract will be 
awarded and that the contract (or a 
similar or related contract) will not be 
rebid, or in the taxable year that the 
taxpayer abandons its bid or proposal, 
whichever occurs first. Abandoning a 
bid does not include modifying, supple
menting, or changing the original bid 
or proposal. If the taxpayer is awarded 
only part of the bid (for example, the 
taxpayer submitted one bid to build 
each of two different types of products, 
and the taxpayer was awarded a con
tract to build only one of the two types 
of products), the taxpayer shall deduct 
the portion of the bidding costs related 
to the portion of the bid not awarded to 
the taxpayer. In the case of a bid or 
proposal for a multi-unit contract, all 
bidding costs must be included in the 
costs allocated to the subject matter of 
the contract awarded to the taxpayer to 
produce or acquire for resale any of 
such units. For example, where the 
taxpayer submits one bid to produce 
three similar turbines and the taxpayer 
is awarded a contract to produce only 
two of the three turbines, all bidding 
costs must be included in the cost of 
the two turbines. For purposes of this 
paragraph (e)(3)(ii)(T), a contract 
means-

(1) In the case of a specific unit of 
property, any agreement under which 
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the taxpayer would produce or sell 
property to another party if the agree
ment is entered into before the taxpayer 
produces or acquires the specific unit 
of property to be delivered to the party 
under the agreement; and 

(2) In the case of fungible property, 
any agreement to the extent that, at the 
time the agreement is entered into, the 
taxpayer has on hand an insufficient 
quantity of completed fungible items of 
such property that may be used to 
satisfy the agreement (plus any other 
production or sales agreements of the 
taxpayer). 

(U) Licensing and franchise costs. 
Licensing and franchise costs include 
fees incurred in securing the contrac
tual right to use a trademark, corporate 
plan, manufacturing procedure, special 
recipe, or other similar right associated 
with property produced or property 
acquired for resale. These costs include 
the otherwise deductible portion (e.g .. 
amortization) of the initial fees incurred 
to obtain the license or franchise and 
any minimum annual payments and 
royalties that are incurred by a licensee 
or a franchisee. 

(V) Interest. Interest includes inter
est on debt incurred or continued 
during the production period to finance 
the production of real property or 
tangible personal property to which 
section 263A(f) applies. 

(W) Capitalizable service costs. 
Service costs that are required to be 
capitalized include capitalizable service 
costs and capitalizable mixed service 
costs as defined in paragraph (e)( 4) of 
this section. 

(iii) Indirect costs not capitalized. 
The following indirect costs are not 
required to be capitalized under section 
263A: 

(A) Selling and distribution costs. 
These costs are marketing, selling, 
advertising, and distribution costs. 

(B) Research and experimental ex
penditures. Research and experimental 
expenditures are expenditures described 
in section 174 and the regulations 
thereunder. 

(C) Section 179 costs. Section 179 
costs are expenses for certain deprecia
ble assets deductible at the election of 
the taxpayer under section 179 and the 
regulations thereunder. 

(D) Section 165 losses. Section 165 
losses are losses under section 165 and 
the regulations thereunder. 
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(E) Cost recovery allowances on 
temporarily idle equipment and 
facilities-(l) In general. Cost recov
ery allowances on temporarily idle 
equipment and facilities include only 
depreciation, amortization, and cost 
recovery allowances on equipment and 
facilities that have been placed in 
service but are temporarily idle. Equip
ment and facilities are temporarily idle 
when a taxpayer takes them out of 
service for a finite period. However, 
equipment and facilities are not consid
ered temporarily idle-

(i) During worker breaks, non
working hours, or on regularly sched
uled non-working days (such as holi
days or weekends); 

(ii) During normal interruptions in 
the operation of the equipment or 
facilities; 

(iii) When equipment is enroute to 
or located at a job site; or 

(iv) When under normal operating 
conditions, the equipment is used or 
operated only during certain shifts. 

(2) Examples. The provisions of this 
paragraph (e )(3)(iii)(E) are illustrated 
by the following examples: 

Example 1. Equipment operated only during 
certain shifts. Taxpayer A manufactures widgets. 
Although A's manufacturing facility operates 24 
hours each day in three shifts, A only operates 
its stamping machine during one shift each day. 
Because A only operates its stamping machine 
during certain shifts, A's stamping machine is 
not considered temporarily idle during the two 
shifts that it is not operated. 

Example 2. Facility shut down for retooling. 
Taxpayer B owns and operates a manufacturing 
facility. B closes its manufacturing facility for 
two weeks to retool its assembly line. B's 
manufacturing facility is considered temporarily 
idle during this two-week period. 

(F) Taxes assessed on the basis of 
income. Taxes assessed on the basis of 
income include only state, local, and 
foreign income taxes, and franchise 
taxes that are assessed on the taxpayer 
based on income. 

(G) Strike expenses. Strike expenses 
include only costs associated with 
hiring employees to replace striking 
personnel (but not wages of replace
ment personnel), costs of security, and 
legal fees associated with settling 
strikes. 

(H) Warranty and product liability 
costs. Warranty costs and product 
liability costs are costs incurred in 
fulfilling product warranty obligations 
for products that have been sold and 
costs incurred for product liability 
insurance. 
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(I) On-site storage costs. On-site 
storage costs are storage and warehous
ing costs incurred by a taxpayer at an 
on-site storage facility, as defined in 
§ 1.263A-3(c)(5)(ii)(A), with respect to 
property produced or property acquired 
for resale. 

(J) Unsuccessful bidding expenses. 
Unsuccessful bidding costs are bidding 
expenses incurred in the solicitation of 
contracts not awarded to the taxpayer. 

(K) Deductible service costs. Service 
costs that are not required to be 
capitalized include deductible service 
costs and deductible mixed service 
costs as defined in paragraph (e)(4) of 
this section. 

(4) Service costs-(i) Introduction. 
This paragraph (e)(4) provides defini
tions and categories of service costs. 
Paragraph (g)( 4) of this section pro
vides specific rules for determining the 
amount of service costs allocable to 
property produced or property acquired 
for resale. In addition, paragraph (h) of 
this section provides a simplified 
method for determining the amount of 
service costs that must be capitalized. 

(A) Definition of service costs. Serv
ice costs are defined as a type of 
indirect costs (e.g., general and admin
istrative costs) that can be identified 
specifically with a service department 
or function or that directly benefit or 
are incurred by reason of a service 
department or function. 

(B) Definition of service depart
ments. Service departments are defined 
as administrative, service, or support 
departments that incur service costs. 
The facts and circumstances of the 
taxpayer's activities and business orga
nization control whether a department 
is a service department. For example, 
service departments include personnel, 
accounting, data processing, security, 
legal, and other similar departments. 

(ii) Various service cost 
categories-(A) Capitalizable service 
costs. Capitalizable service costs are 
defined as service costs that directly 
benefit or are incurred by reason of the 
performance of the production or resale 
activities of the taxpayer. Therefore, 
these service costs are required to be 
capitalized under section 263A. Exam
ples of service departments or functions 
that incur capitalizable service costs are 
provided in paragraph (e)(4)(iii) of this 
section. 

(B) Deductible service costs. De
ductible service costs are defined as 

service costs that do not directly 
benefit or are not incurred by reason of 
the performance of the production or 
resale activities of the taxpayer, and 
therefore, are not required to be cap
italized under section 263A. Deductible 
service costs generally include costs 
incurred by reason of the taxpayer's 
overall management or policy guidance 
functions. In addition, deductible serv
ice costs include costs incurred by 
reason of the marketing, selling, adver
tising, and distribution activities of the 
taxpayer. Examples of service depart
ments or functions that incur deductible 
service costs are provided in paragraph 
(e)(4)(iv) of this section. 

(C) Mixed service costs. Mixed serv
ice costs are defined as service costs 
that are partially allocable to produc
tion or resale activities (capitalizable 
mixed service costs) and partially allo
cable to non-production or non-resale 
activities (deductible mixed service 
costs). For example, a personnel de
partment may incur costs to recruit 
factory workers, the costs of which are 
allocable to production activities, and it 
may incur costs to develop wage, 
salary, and benefit policies, the costs of 
which are allocable to non-production 
activities. 

(iii) Examples of capitalizable serv
ice costs. Costs incurred in the follow
ing departments or functions are 
generally allocated among production 
or resale activities: 

(A) The administration and coordi
nation of production or resale activities 
(wherever performed in the business 
organization of the taxpayer). 

(B) Personnel operations, including 
the cost of recruiting, hiring, relocating, 
assigning, and maintaining personnel 
records or employees. 

(C) Purchasing operations, including 
purchasing materials and equipment, 
scheduling and coordinating delivery of 
materials and equipment to or from 
factories or job sites, and expediting 
and follow-up. 

(D) Materials handling and ware
housing and storage operations. 

(E) Accounting and data services 
operations, including, for example, cost 
accounting, accounts payable, disburse
ments, and payroll functions (but ex
cluding accounts receivable and 
customer billing functions). 

(F) Data processing. 

(G) Security services. 



(H) Legal services. 

(iv) Examples of deductible service 
costs. Costs incurred in the following 
departments or functions are not gener
ally allocated to production or resale 
activities: 

(A) Departments or functions re
sponsible for overall management of 
the taxpayer or for setting overall 
policy for all of the taxpayer's ac
tivities or trades or businesses, such as 
the board of directors (including their 
immediate staff), and the chief execu
tive, financial, accounting, and legal 
officers (including their immediate 
staff) of the taxpayer, provided that no 
substantial part of the cost of such 
departments or functions benefits a 
particular production or resale activity. 

(B) Strategic business planning. 
(C) General financial accounting. 
(D) General financial planning (in-

cluding general budgeting) and finan
cial management (including bank 
relations and cash management). 

(E) Personnel policy (such as 
establishing and managing personnel 
policy in general; developing wage, 
salary, and benefit policies; developing 
employee training programs unrelated 
to particular production or resale ac
tivities; negotiating with labor unions; 
and maintaining relations with retired 
workers). 

(F) Quality control policy. 
(G) Safety engineering policy. 
(H) Insurance or risk management 

policy (but not including bid or per
formance bonds or insurance related to 
activities associated with property pro
duced or property acquired for resale). 

(I) Environmental management pol
icy (except to the extent that the costs 
of any system or procedure benefits a 
particular production or resale activity). 

(J) General economic analysis and 
forecasting. 

(K) Internal audit. 

(L) Shareholder, public, and indus
trial relations. 

(M) Tax services. 

(N) Marketing, selling, or adver
tising. 

(f) Cost allocation methods-(1) In
troduction. This paragraph (f) sets forth 
various detailed or specific (facts-and
circumstances) cost allocation methods 
that taxpayers may use to allocate 
direct and indirect costs to property 
produced and property acquired for 

resale. Paragraph (g) of this section 
provides general rules for applying 
these allocation methods to various 
categories of costs (i.e., direct mate
rials, direct labor, and indirect costs, 
including service costs). In addition, in 
lieu of a facts-and-circumstances al
location method, taxpayers may use the 
simplified methods provided in 
§§ 1.263A-2(b) and 1.263A-3(d) to 
allocate direct and indirect costs to 
eligible property produced or eligible 
property acquired for resale; see those 
sections for definitions of eligible 
property. Paragraph (h) of this section 
provides a simplified method for deter
mining the amount of mixed service 
costs required to be capitalized to 
eligible property. The methodology set 
forth in paragraph (h) of this section 
for mixed service costs may be used in 
conjunction with either a facts-and
circumstances or a simplified method 
of allocating costs to eligible property 
produced or eligible property acquired 
for resale. 

(2) Specific identification method. A 
specific identification method traces 
costs to a cost objective, such as a 
function, department, activity, or prod
uct, on the basis of a cause and effect 
or other reasonable relationship be
tween the costs and the cost objective. 

(3) Burden rate and standard cost 
methods-(i) Burden rate method-(A) 
In general. A burden rate method 
allocates an appropriate amount of 
indirect costs to property produced or 
property acquired for resale during a 
taxable year using predetermined rates 
that approximate the actual amount of 
indirect costs incurred by the taxpayer 
during the taxable year. Burden rates 
(such as ratios based on direct costs, 
hours, or similar items) may be devel
oped by the taxpayer in accordance 
with acceptable accounting principles 
and applied in a reasonable manner. A 
taxpayer may allocate different indirect 
costs on the basis of different burden 
rates. Thus, for example, the taxpayer 
may use one burden rate for allocating 
the cost of rent and another burden rate 
for allocating the cost of utilities. Any 
periodic adjustment to a burden rate 
that merely reflects current operating 
conditions, such as increases in auto
mation or changes in operation or 
prices, is not a change in method of 
accounting under section 446(e). A 
change, however, in the concept or 
base upon which such rates are devel
oped, such as a change from basing the 
rates on direct labor hours to basing 
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them on direct machine hours, is a 
change in method of accounting to 
which section 446(e) applies. 

(B) Development of burden rates. 
The following factors, among others, 
may be used in developing burden 
rates: 

(l) The selection of an appropriate 
level of activity and a period of time 
upon which to base the calculation of 
rates reflecting operating conditions for 
purposes of the unit costs being 
determined. 

(2) The selection of an appropriate 
statistical base, such as direct labor 
hours, direct labor dollars, machine 
hours, or a combination thereof, upon 
which to apply the overhead rate. 

(3) The appropriate budgeting, clas
sification, and analysis of expenses (for 
example, the analysis of fixed versus 
variable costs). 

(C) Operation of the burden rate 
method. The purpose of the burden rate 
method is to allocate an appropriate 
amount of indirect costs to production 
or resale activities through the use of 
predetermined rates intended to approx
imate the actual amount of indirect 
costs incurred. Accordingly, the proper 
use of the burden rate method under 
this section requires that any net 
negative or net positive difference 
between the total predetermined 
amount of costs allocated to property 
and the total amount of indirect costs 
actually incurred and required to be 
allocated to such property (i.e., the 
under or over-applied burden) must be 
treated as an adjustment to the tax
payer's ending inventory or capital 
account (as the case may be) in the 
taxable year in which such difference 
arises. However, if such adjustment is 
not significant in amount in relation to 
the taxpayer's total indirect costs in
curred with respect to production or 
resale activities for the year, such 
adjustment need not be allocated to the 
property produced or property acquired 
for resale unless such allocation is 
made in the taxpayer's financial re
ports. The taxpayer must treat both 
positive and negative adjustments 
consistently. 

(ii) Standard cost method-(A) In 
general. A standard cost method allo
cates an appropriate amount of direct 
and indirect costs to property produced 
by the taxpayer through the use of 
preestablished standard allowances, 
without reference to costs actually 
incurred during the taxable year. A 
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taxpayer may use a standard cost 
method to allocate costs, provided 
variances are treated in accordance 
with the procedures prescribed in para
graph (f)(3)(ii)(B) of this section. Any 
periodic adjustment to standard costs 
that merely reflects current operating 
conditions, such as increases in auto
mation or changes in operation or 
prices, is not a change in method of 
accounting under section 446(e). A 
change, however, in the concept or 
base upon which standard costs are 
developed is a change in method of 
accounting to which section 446( e) 
applies. 

(B) Treatment of variances. For pur
poses of this section, net positive 
overhead variance means the excess of 
total standard indirect costs over total 
actual indirect costs and net negative 
overhead variance means the excess of 
total actual indirect costs over total 
standard indirect costs. The proper use 
of a standard cost method requires that 
a taxpayer must reallocate to property a 
pro rata portion of any net negative or 
net positive overhead variances and any 
net negative or net positive direct cost 
variances. The taxpayer must apportion 
such variances to or among the prop
erty to which the costs are allocable. 
However, if such variances are not 
significant in amount relative to the 
taxpayer's total indirect costs incurred 
with respect to production and resale 
activities for the year, such variances 
need not be allocated to property 
produced or property acquired for 
resale unless such allocation is made in 
the taxpayer's financial reports. A 
taxpayer must treat both positive and 
negative variances consistently. 

(4) Reasonable allocation methods. 
A taxpayer may use the methods 
described in paragraph (f)(2) or (3) of 
this section if they are reasonable 
allocation methods within the meaning 
of this paragraph (f)(4). In addition, a 
taxpayer may use any other reasonable 
method to properly allocate direct and 
indirect costs among units of property 
produced or property acquired for 
resale during the taxable year. An 
allocation method is reasonable if, with 
respect to the taxpayer's production or 
resale activities taken as a whole-

(i) The total costs actually cap
italized during the taxable year do not 
differ significantly from the aggregate 
costs that would be properly capitalized 
using another permissible method de
scribed in this section or in §§ 1.263A-
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2 and 1.263A-3, with appropriate 
consideration given to the volume and 
value of the taxpayer's production or 
resale activities, the availability of 
costing information, the time and cost 
of using various allocation methods, 
and the accuracy of the allocation 
method chosen as compared with other 
allocation methods; 

(ii) The allocation method is applied 
consistently by the taxpayer; and 

(iii) The allocation method is not 
used to circumvent the requirements of 
the simplified methods in this section 
or in §1.263A-2, 1.263A-3, or the 
principles of section 263A. 

(g) Allocating categories of costs
(1) Direct materials. Direct material 
costs (as defined in paragraph (e)(2) of 
this section) incurred during the taxable 
year must be allocated to the property 
produced or property acquired for re
sale by the taxpayer using the tax
payer's method of accounting . for 
materials (e.g., specific identificatIon; 
first-in, first-out (FIFO); or last-in, 
first-out (LIFO», or any other reason
able allocation method (as defined 
under the principles of paragraph (f)(4) 
of this section). 

(2) Direct labor. Direct labor cos~s 
(as defined in paragraph (e)(2) of thIS 
section) incurred during the taxable 
year are generally allocated to property 
produced or property acquired for 
resale using a specific identification 
method, standard cost method, or any 
other reasonable allocation method (as 
defined under the principles of para
graph (f)(4) of this section). All ele
ments of compensation, other than 
basic compensation, may be grouped 
together and then allocated in propor
tion to the charge for basic compensa
tion. Further, a taxpayer is not treated 
as using an erroneous method of ac
counting if direct labor costs are treated 
as indirect costs under the taxpayer's 
allocation method, provided such costs 
are capitalized to the extent required by 
paragraph (g)(3) of this section. 

(3) Indirect costs. Indirect costs (as 
defined in paragraph (e)(3) of this 
section) are generally allocated to 
intermediate cost objectives such as 
departments or activities prior to the 
allocation of such costs to property 
produced or property acquired !or 
resale. Indirect costs are allocated usmg 
either a specific identification method, 
a standard cost method, a burden rate 
method, or any other reasonable allo~a
tion method (as defined under the pnn-

ciples of paragraph (f)(4) of this 
section). 

(4) Service costs-(i) III ~en~ral. 
Service costs are a type of ~ndirect 
costs that may be allocated ~smg the 
same allocation methods avaIlable for 
allocating other indirect cost~ descri~ed 
in paragraph (g)(3) of thIS sectI~n. 
Generally, taxpayers that use a speCific 
identification method or another rea
sonable allocation method must allocate 
service costs to particular departments 
or activities based on a factor or 
relationship that reasonably relates the 
service costs to the benefits received 
from the service departments or ac
tivities. For example, a reasonable 
factor for allocating legal services to 
particular departments or activities is 
the number of hours of legal services 
attributable to each department or 
activity. See paragraph (g)(4)(iv) of 
this section for other illustrations. 
Using reasonable factors or relat.ion
ships, a taxpayer must allocate ml~ed 
service costs under a direct reallocatIOn 
method described in paragraph (g)(4)
(iii)(A) of this section, a step-allocation 
method described in paragraph 
(g)( 4)(iii)(B) of this section, or any 
other reasonable allocation method (as 
defined under the principles of para
graph (f)( 4) of this section). 

(ii) De minimis rule. For purposes of 
administrative convenience, if 90 per
cent or more of a mixed service 
department's costs are deductible serv
ice costs, a taxpayer· may elect not to 
allocate any portion of the service 
department's costs to property pro
duced or property acquired for resale. 
For example, if 90 percent of the costs 
of an electing taxpayer's industrial 
relations department benefit the tax
payer's overall policy-makin~ ac
tivities, the taxpayer is not reqUired to 
allocate any portion of these costs to a 
production activity. Similarly, if .90 
percent or more of a mixed service 
department's costs are capitalizable 
service costs, a taxpayer may elect to 
allocate 100 percent of the depart
ment's costs to the production or resale 
activity benefitted. For example, if 90 
percent of the costs of an electing 
taxpayer's accounting department bene
fit the taxpayer's manufacturing ac
tivity, the taxpayer must allocate 100 
percent of the costs of the accounting 
department to the manufacturing ac
tivity. An election under this paragraph 
(g)(4)(ii) applies to all of a taxpayer's 
mixed service departments and con
stitutes the adoption of a (or a change 



in) method of accounting under section 
446 of the Internal Revenue Code. 

(iii) Methods for allocating mixed 
service costs-(A) Direct reallocation 
method. Under the direct reallocation 
method, the total costs (direct and 
indirect) of all mixed service depart
ments are allocated only to departments 
or cost centers engaged in production 
or resale activities and then from those 
departments to particular activities. 
This direct reallocation method ignores 
benefits provided by one mixed service 
department to other mixed service 
departments, and also excludes other 
mixed service departments from the 
base used to make the allocation. 

(B) Step-allocation method. (1) Un
der a step-allocation method, a se
quence of allocations is made by the 
taxpayer. First, the total costs of the 
mixed service departments that benefit 

Department 

Personnel 
Data Proc'g 
Assembling 
Painting 
Finishing 

the greatest number of other depart
ments are allocated to-

(i) Other mixed service departments; 

(ii) Departments that incur only de
ductible service costs; and 

(iii) Departments that exclusively 
engage in production or resale 
activities. 

(2) A taxpayer continues allocating 
mixed service costs in the manner 
described in paragraph (g)(4)(iii)(B)(1) 
of this section (i.e., from the service 
departments benefitting the greatest 
number of departments to the service 
departments benefitting the least num
ber of departments) until all mixed 
service costs are allocated to the types 
of departments listed in this paragraph 
(g)(4)(iii). Thus, a step-allocation 
method recognizes the benefits 
provided by one mixed service depart-

Total Amount of 
Dept. Payroll 
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ment to another mixed service depart
ment and also includes mixed service 
departments that have not yet been 
allocated in the base used to make the 
allocation. 

(C) Examples. The provisions of this 
paragraph (g)( 4 )(iii) are illustrated by 
the following examples: 

Example 1. Direct reallocation method. (i) 
Taxpayer E has the following five departments: 
the Assembling Department, the Painting Depart
ment, and the Finishing Department (production 
departments), and the Personnel Department and 
the Data Processing Department (mixed service 
departments). E allocates the Personnel Depart
ment's costs on the basis of total payroll costs 
and the Data Processing Department's costs on 
the basis of data processing hours. 

(ii) Under a direct reallocation method, E 
allocates the Personnel Department's costs di
rectly to its Assembling, Painting, and Finishing 
Department, and not to its Data Processing 
department. 

Amount 
Costs Costs Allocation Ratio Allocated 

$ 500,000 $ 50,000 <$500,000> 
250,000 15,000 
250,000 15,000 15,000/285,000 26,315 

1,000,000 90,000 90,0001285,000 157,895 
2,000,000 180,000 180,0001285,000 315,790 

$4,000,000 $350,000 

(iii) After E allocates the Personnel Department's costs, E then allocates the costs of its Data Processing Department in the same manner. 

Total Dept. Total Tot'l Dept. 
Costs After Data Cost After 

Initial Proc. Amount Final 
Department Allocation Hours Allocation Ratio Allocated Allocation 

Personnel $ 0 2,000 $ 0 
Data Proc'g 250,000 <$250,000> 
Assembling 276,315 2,000 2,000110,000 50,000 326,315 
Painting 1,157,895 0 0/10,000 0 1,157,895 
Finishing 2,315,790 8,000 8,000/10,000 200,000 2,515,790 

$4,000,000 12,000 $4,000,000 

Example 2. Step-allocation method. (i) Taxpayer F has the following five departments: the Manufacturing Department (a production department), the 
Marketing Department and the Finance Department (departments that incur only deductible service costs), the Personnel Department and the Data 
Processing Department (mixed service departments). F uses a step-allocation method and allocates the Personnel Department's costs on the basis of total 
payroll costs and the Data Processing Department's costs on the basis of data processing hours. F's Personnel Department benefits all four of F's other 
departments, while its Data Processing Department benefits only three departments. Because F's Personnel Department benefits the greatest number of 
other departments, F first allocates its Personnel Department's costs to its Manufacturing, Marketing, Finance and Data Processing departments, as follows: 

Total Amount of 
Dept. Payroll Amount 

Department Costs Costs Allocation Ratio Allocated 

Personnel $ 500,000 $ 50,000 <$500,000> 
Data Proc'g 250,000 15,000 15,000/300,000 25,000 
Finance 250,000 15,000 15,000/300,000 25,000 
Marketing 1,000,000 90,000 90,000/300,000 150,000 
Manufac'g 2,000,000 180,000 180,000/300,000 300,000 

$4,000,000 $350,000 

(ii) Under a step-allocation method, the denominator of F's allocation ratio includes the payroll costs of its Manufacturing, Marketing, Finance, and 
Data Processing departments. 

(iii) Next, F allocates the costs of its Data Processing Department on the basis of data processing hours. Because the costs incurred by F's Personnel 
Department have already been allocated, no allocation is made to the Personnel Department. 

1993-2 C.B. 97 



Section 263A 

Total Dept. Total Tot'l Dept. 
Costs After Data Cost After 

Initial Proc. Amount Final 
Depanment Allocation Hours Allocation Ratio Allocated Allocation 

Personnel $ 0 2,000 $ 0 
Data Proc'g 275,000 <$275,000> 0 
Finance 275,000 2,000 2,000110,000 
Marketing 1,150,000 0 0/10,000 
Manufac'g 2,300,000 8,000 8,000/10,000 

$4,000,000 12,000 

(iv) Under the second step of F's step
allocation method, the denominator of F's 
allocation ratio includes the data processing 
hours of its Manufacturing, Marketing, and 
Finance Departments, but does not include the 
data processing hours of its Personnel Depart
ment (the other mixed service department) 
because the costs of that department have 
previously been allocated. 

(iv) Illustrations of mixed service 
cost allocations using reasonable fac
tors or relationships. This paragraph 
(g)(4)(iv) illustrates various reasonable 
factors and relationships that may be 
used in allocating different types of 
mixed service costs. Taxpayers, how
ever, are permitted to use other reason
able factors and relationships to 
allocate mixed service costs. In addi
tion, the factors or relationships illus
trated in this paragraph (g)(4)(iv) may 
be used to allocate other types of 
service costs not illustrated in this 
paragraph (g)(4)(iv). 

(A) Security services. The costs of 
security or protection services must be 
allocated to each physical area that 
receives the services using any reason
able method applied consistently (e.g., 
the size of the physical area, the 
number of employees in the area, or 
the relative fair market value of assets 
located in the area). 

(B) Legal services. The costs of 
legal services are generally allocable to 
a particular production or resale ac
tivity on the basis of the approximate 
number of hours of legal service per
formed in connection with the activity, 
including research, bidding, negotiat
ing, drafting, reviewing a contract, 
obtaining necessary licenses and per
mits, and resolving disputes. Different 
hourly rates may be appropriate for 
different services. In determining the 
number of hours allocable to any 
activity, estimates are appropriate, de
tailed time records are not required to 
be kept, and insubstantial amounts of 
services provided to an activity by 
senior legal staff (such as administra
tors or reviewers) may be ignored. 
Legal costs may also be allocated to a 
particular production or resale activity 
based on the ratio of the total direct 
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costs incurred for the activity to the 
total direct costs incurred with respect 
to all production or resale activities. 
The taxpayer must also allocate directly 
to an activity the cost incurred for any 
outside legal services. Legal costs 
relating to general corporate functions 
are not required to be allocated to a 
particular production or resale activity. 

(C) Centralized payroll services. The 
costs of a centralized payroll depart
ment or activity are generally allocated 
to the departments or activities benefit
ted on the basis of the gross dollar 
amount of payroll processed. 

(D) Centralized data processing 
services. The costs of a centralized data 
processing department are generally 
allocated to all departments or activities 
benefitted using any reasonable basis, 
such as total direct data processing 
costs or the number of data processing 
hours supplied. The costs of data pro
cessing systems or applications devel
oped for a particular activity are 
directly allocated to that activity. 

(E) Engineering and design services. 
The costs of an engineering or a design 
department are generally directly allo
cable to the departments or activities 
benefitted based on the ratio of the 
approximate number of hours of work 
performed with respect to the particular 
activity to the total number of hours of 
engineering or design work performed 
for all activities. Different services may 
be allocated at different hourly rates. 

(F) Safety engineering services. The 
costs of a safety engineering depart
ments or activities generally benefit all 
of the taxpayer's activities and, thus, 
should be allocated using a reasonable 
basis, such as: the approximate number 
of safety inspections made in connec
tion with a particular activity as a 
fraction of total inspections, the num
ber of employees assigned to an 
activity as a fraction of total 
employees, or the total labor hours 
worked in connection with an activity 
as a fraction of total hours. However, 
in determining the allocable costs of a 
safety engineering department, costs 
attributable to providing a safety pro-

55,000 330,000 
0 1,150,000 

220,000 2,520,000 
$4,000,000 

gram relating only to a particular 
activity must be directly assigned to 
such activity. Additionally, the cost of 
a safety engineering department only 
responsible for setting safety policy and 
establishing safety procedures to be 
used in all of the taxpayer's activities 
is not required to be allocated. 

(v) Accounting method change. A 
change in the method or base used to 
allocate service costs (such as changing 
from an allocation base using direct 
labor costs to a base using direct labor 
hours), or a change in the taxpayer's 
determination of what functions or 
departments of the taxpayer are to be 
allocated, is a change in method of 
accounting to which section 446(e) and 
the regulations thereunder apply. 

(h) Simplified service cost method
(1) Introduction. This paragraph (h) 
provides a simplified method for deter
mining capitalizable mixed service 
costs incurred during the taxable year 
with respect to eligible property (i.e., 
the aggregate portion of mixed service 
costs that are properly allocable to the 
taxpayer's production or resale 
activities). 

(2) Eligible property-(i) In general. 
Except as otherwise provided in para
graph (h)(2)(ii) of this section, the 
simplified service cost method, if 
elected for any trade or business of the 
taxpayer, must be used for all produc
tion and resale activities of the trade or 
business associated with any of the 
following categories of property that 
are subject to section 263A: 

(A) Inventory property. Stock in 
trade or other property properly includ
ible in the inventory of the taxpayer. 

(B) Non-inventory property held for 
sale. Non-inventory property held by a 
taxpayer primarily for sale to customers 
in the ordinary course of the taxpayer's 
trade or business. 

(C) Certain self-constructed assets. 
Self-constructed assets substantially 
identical in nature to, and produced in 
the same manner as, inventory property 
produced by the taxpayer or other 
property produced by the taxpayer and 



held primarily for sale to customers in 
the ordinary course of the taxpayer's 
trade or business. 

(D) Self-constructed assets produced 
on a repetitive basis. Self-constructed 
assets produced by the taxpayer on a 
routine and repetitive basis in the 
ordinary course of the taxpayer's trade 
or business. 

(ii) Election to exclude self
constructed assets. At the taxpayer's 
election, the simplified service cost 
method may be applied within a trade 
or business to only the categories of 
inventory property and non-inventory 
property held for sale described in 
paragraphs (h)(2)(i)(A) and (B) of this 
section. Taxpayers electing to exclude 
the self-constructed assets described in 
paragraphs (h)(2)(i)(C) and (D) of this 
section from application of the sim
plified service cost method must, how
ever, allocate service costs to such 
property in accordance with paragraph 
(g)(4) of this section. 

(3) General allocation formula. (i) 
Under the simplified service cost 
method, a taxpayer computes its cap
italizable mixed service costs using the 
following formula: 

Allocation ratio x Total mixed serv
ice costs. 

(ii) A producer may elect one of two 
allocation ratios, the labor-based alloca
tion ratio or the production cost alloca
tion ratio. A reseller that satisfies the 
requirements for using the simplified 
resale method of § 1.263A-3(d) 
(whether or not that method is elected) 
may elect the simplified service cost 
method, but must use a labor-based 
allocation ratio. (See § 1.263A-3(d) for 
labor-based allocation ratios to be used 
in conjunction with the simplified 
resale method.) The allocation ratio 
used by a trade or business of a 
taxpayer is a method of accounting 
which must be applied consistently 
within the trade or business. 

(4) Labor-based allocation ratio. (i) 
The labor-based allocation ratio is 
computed as follows: 

Section 263A labor costs 

Total labor costs. 

(ii) Section 263A labor costs are 
defined as the total labor costs (exclud
ing labor costs included in mixed 
service costs) allocable to property 
produced and property acquired for 
resale under section 263A that are 

incurred in the taxpayer's trade or 
business during the taxable year. Total 
labor costs are defined as the total 
labor costs (excluding labor costs in
cluded in mixed service costs) incurred 
in the taxpayer's trade or business 
during the taxable year. Total labor 
costs include labor costs incurred in all 
parts of the trade or business (i.e., if 
the taxpayer has both property pro
duced and property acquired for resale, 
the taxpayer must include labor costs 
from resale activities as well as produc
tion activities). For example, taxpayer 
G incurs $1,000 of total mixed service 
costs during the taxable year. G's 
section 263A labor costs are $5,000 
and its total labor costs are $10,000. 
Under the labor-based allocation ratio, 
G's capitalizable mixed service costs 
are $500 (i.e., $1,000 X ($5,000 
divided by $10,000». 

(5) Production cost allocation ratio. 
(i) Producers may use the production 
cost allocation ratio, computed as 
follows: 

Section 263A production costs 

Total costs. 

(ii) Section 263A production costs 
are defined as the total costs (excluding 
mixed service costs and interest) allo
cable to property produced (and prop
erty acquired for resale if the producer 
is also engaged in resale activities) 
under section 263A that are incurred in 
the taxpayer's trade or business during 
the taxable year. Total costs are de
fined as all costs (excluding mixed 
service costs and interest) incurred in 
the taxpayer's trade or business during 
the taxable year. Total costs include all 
direct and indirect costs allocable to 
property produced (and property ac
quired for resale if the producer is also 
engaged in resale activities) as well as 
all other costs of the taxpayer's trade 
or business, including, but not limited 
to: salaries and other labor costs of all 
personnel; all depreciation taken for 
federal income tax purposes; research 
and experimental expenditures; and 
selling, marketing, and distribution 
costs. Such costs do not include, 
however, taxes described in paragraph 
(e)(3)(iii)(F) of this section. For exam
ple, taxpayer H, a producer, incurs 
$1,000 of total mixed service costs in 
the taxable year. H's section 263A 
production costs are $10,000 and its 
total costs are $20,000. Under the 
production cost allocation ratio, H's 
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capitalizable mixed service costs are 
$500 (i.e., $1,000 X ($10,000 divided 
by $20,000». 

(6) Definition of total mixed service 
costs. Total mixed service costs are 
defined as the total costs incurred 
during the taxable year in all depart
ments or functions of the taxpayer's 
trade or business that perform mixed 
service activities. See paragraph 
(e)(4)(ii)(C) of this section which de
fines mixed service costs. In determin
ing the total mixed service costs of a 
trade or business, the taxpayer must 
include all costs incurred in its mixed 
service departments and cannot exclude 
any otherwise deductible service costs. 
For example, if the accounting depart
ment within a trade or business is a 
mixed service department, then in 
determining the total mixed service 
costs of the trade or business, the 
taxpayer cannot exclude the costs of 
personnel in the accounting department 
that perform services relating to non
production activities (e.g., accounts 
receivable or customer billing ac
tivities). Instead, the entire cost of the 
accounting department must be in
cluded in the total mixed service costs. 

(7) Costs allocable to more than one 
business. To the extent mixed service 
costs, labor costs, or other costs are 
incurred in more than one trade or 
business, the taxpayer must determine 
the amounts allocable to the particular 
trade or business for which the sim
plified service cost method is being 
applied by using any reasonable alloca
tion method consistent with the princi
ples of paragraph (f)(4) of this section. 

(8) De minimis rule. If the taxpayer 
elects to apply the de minimis rule of 
paragraph (g)(4)(ii) of this section to 
any mixed service department, the 
department is not considered a mixed 
service department for purposes of the 
simplified service cost method. Instead, 
the costs of such department are 
allocated exclusively to the particular 
activity satisfying the 90-percent test. 

(9) Separate election. A taxpayer 
may elect the simplified service cost 
method in conjunction with any other 
allocation method used at the trade or 
business level, including the simplified 
methods described in §§1.263A-2(b) 
and 1.263A-3(d). However, the elec
tion of the simplified service cost 
method must be made independently of 
the election to use those other sim
plified methods. 

(i) [Reserved] 
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U) Special rules-(1) Costs provided 
by a related person-(i) In general. A 
taxpayer subject to section 263A must 
capitalize an arm's-length charge for 
any section 263A costs (e.g., costs of 
materials, labor, or services) incurred 
by a related person that are properly 
allocable to the property produced or 
property acquired for resale by the 
taxpayer. Both the taxpayer and the 
related person must account for the 
transaction as if an arm's-length charge 
had been incurred by the taxpayer with 
respect to its property produced or 
property acquired for resale. For pur
poses of this paragraph (j)(1)(i), a 
taxpayer is considered related to an
other person if the taxpayer and such 
person are described in section 482. 
Further, for purposes of this paragraph 
(j)(1)(i), arm's-length charge means the 
arm's-length charge (or other appropri
ate charge where permitted and appli
cable) under the principles of section 
482. Any correlative adjustments nec
essary because of the arm's-length 
charge requirement of this paragraph 
(j)(1)(i) shall be determined under the 
principles of section 482. 

(ii) Exceptions. The provisions of 
paragraph (j)(l)(i) of this section do 
not apply if, and to the extent that-

(A) It would be inappropriate under 
the principles of section 482 tor the 
Commissioner to adjust the income of 
the taxpayer or the related person with 
respect to the transaction at issue; or 

(B) A transaction is accounted for 
under an alternative Internal Revenue 
Code section resulting in the capitaliza
tion (or deferral of the deduction) of 
the costs of the items provided by the 
related party and the related party does 
not deduct such costs earlier than the 
costs would have been deducted by the 
taxpayer if the costs were capitalized 
under section 263A. Thus, for example, 
paragraph (j)(1)(i) of this section does 
not apply if, and to the extent that, a 
transaction is treated as a deferred 
intercompany transaction under 
§ 1.1502-13, and the gain or loss is 
deferred by the selling member under 
that section. 

(2) Optional capitalization of period 
costs-(i) In general. Taxpayers are not 
required to capitalize indirect costs that 
do not di.rectly benefit or are not in
curred by reason of the production of 
property or acquisition of property for 
resale (i.e., period costs). A taxpayer 
may, however, elect to capitalize cer
tain period costs if: the method is 
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consistently applied; is used in comput
ing beginning inventories, ending in
ventories, and cost of goods sold; and 
does not result in a material distortion 
of the taxpayer's income. A material 
distortion relates to the source, charac
ter, amount, or timing of the cost 
capitalized or any other item affected 
by the capitalization of the cost. Thus, 
for example, a taxpayer may not 
capitalize a period cost under section 
263A if capitalization would result in a 
material change in the computation of 
the foreign tax credit limitation under 
section 904. An election to capitalize a 
period cost is the adoption of (or a 
change in) a method of accounting 
under section 446 of the Internal 
Revenue Code. 

(ii) Period costs eligible for capitali
zation. The types of period costs 
eligible for capitalization under this 
paragraph (j)(2) include only the types 
of period costs (e.g., under paragraph 
(e)(3)(iii) of this section) for which 
some portion of the costs incurred is 
properly allocable to property produced 
or property acquired for resale in the 
year of the election. Thus, for example, 
marketing or advertising costs, no 
portion of which are properly allocable 
to property produced or property ac
quired for resale, do not qualify for 
elective capitalization under this para
graph (j)(2). 

(3) Trade or business application. 
Notwithstanding the references gener
ally to taxpayer throughout this section 
and §§ 1.263A-2 and 1.263A-3, the 
methods of accounting provided under 
section 263A are to be elected and 
applied independently for each separate 
and distinct trade or business of the 
taxpayer in accordance with the provi
sions of section 446( d) and the regula
tions thereunder. 

(4) Transfers with a principal pur
pose of tax avoidance. [Reserved] 

Par. 6. Section 1.263A-l T is 
amended by adding three sentences to 
the end of paragraph (a)(4) to read as 
follows: 

§1.263A-IT Capitalization and 
inclusion of inventory costs of certain 
expenses (temporary). 

(a) *** 
(4) *** Paragraphs (a), (b), and (d) 

(excluding paragraphs (d)(3)(ii)(C)(2), 
(3), and (4» are not effective for costs 
incurred after December 31, 1993, in 
taxable years beginning after that date. 

In the case of property that is inventory 
in the hands of the taxpayer, however, 
those paragraphs are not effective for 
taxable years beginning after December 
31, 1993. See §§1.263A-l, 1.263A-2, 
and 1.263A-3 for rules applicable in 
taxable years beginning after December 
31, 1993, for taxpayers previously 
subject to those paragraphs. 

* * * * * * 
Par. 7. Sections 1.263A-2 and 

1.263A-3 are added, and §§1.263A-4 
through 1.263A-6 are added and re
served to read as follows: 

§1.263A-2 Rules relating to property 
produced by the taxpayer. 

(a) In general. Section 263A applies 
to real property and tangible personal 
property produced by a taxpayer for 
use in its trade or business or for sale 
to its customers. In addition, section 
263A applies to property produced for 
a taxpayer under a contract with 
another party. The principal terms 
related to the scope of section 263A 
with respect to producers are provided 
in this paragraph (a). See § 1.263A
l(b)(1l) for an exception in the case of 
certain de minimis property provided to 
customers incident to the provision of 
services. 

(1) Produce-(i) In general. For 
purposes of section 263A, produce 
includes the following: construct, build, 
install, manufacture, develop, improve, 
create, raise, or grow. 

(ii) Ownership-(A) General rule. 
Except as provided in paragraphs 
(a)(1)(ii)(B) and (C) of this section, a 
taxpayer is not considered to be pro
ducing property unless the taxpayer is 
considered an owner of the property 
produced under federal income tax 
principles. The determination as to 
whether a taxpayer is an owner is 
based on all of the facts and circum
stances, including the various benefits 
and burdens of ownership vested with 
the taxpayer. A taxpayer may be 
considered an owner of property pro
duced, even though the taxpayer does 
not have legal title to the property. 

(B) Property produced for the tax
payer under a contract-(l) In general. 
Property produced for the taxpayer 
under a contract with another party is 
treated as property produced by the 
taxpayer to the extent the taxpayer 
makes payments or otherwise incurs 
costs with respect to the property. A 



taxpayer has made payment under this 
section if the transaction would be 
considered payment by a taxpayer 
using the cash receipts and disburse
ments method of accounting. 

(2) Definition of contract. 
[Reserved] 

(C) Home construction contracts. 
Section 460( e)(1) provides that section 
263A applies to a home construction 
contract unless that contract will be 
completed within two years of the 
contract commencement date and the 
taxpayer's average annual gross re
ceipts for the three preceding taxable 
years do not exceed $10,000,000. Sec
tion 263A applies to such a contract 
even if the contractor is not considered 
the owner of the property produced 
under the contract under federal income 
tax principles. 

(2) Tangible personal property-(i) 
General rule. In general, section 263A 
applies to the costs of producing 
tangible personal property, and not to 
the costs of producing intangible prop
erty. For example, section 263A applies 
to the costs manufacturers incur to 
produce goods, but does not apply to 
the costs financial institutions incur to 
originate loans. 

(ii) Intellectual or creative property. 
For purposes of determining whether a 
taxpayer producing intellectual or cre
ative property is producing tangible 
personal property or intangible prop
erty, the term tangible personal prop
erty includes films, sound recordings, 
video tapes, books, and other similar 
property embodying words, ideas, con
cepts, images, or sounds by the creator 
thereof. Other similar property for this 
purpose generally means intellectual or 
creative property for which, as costs 
are incurred in producing the property, 
it is intended (or is reasonably likely) 
that any tangible medium in which the 
property is embodied will be mass 
distributed by the creator or anyone or 
more third parties in a form that is not 
substantially altered. However, any in
tellectual or creative property that is 
embodied in a tangible medium that is 
mass distributed merely incident to the 
distribution of a principal product or 
good of the creator is not other similar 
property for these purposes. 

(A) Intellectual or creative property 
that is tangible personal property. 
Section 263A applies to tangible per
sonal property defined in this paragraph 
(a)(2) without regard to whether such 
property is treated as tangible or 

intangible property under other sections 
of the Internal Revenue Code. Thus, 
for example, section 263A applies to 
the costs of producing a motion picture 
or researching and writing a book even 
though these assets may be considered 
intangible for other purposes of the 
Internal Revenue Code. Tangible per
sonal property includes, for example, 
the following: 

(1) Books. The costs of producing 
and developing books (including teach
ing aids and other literary works) 
required to be capitalized under this 
section include costs incurred by an 
author in researching, preparing, and 
writing the book. (However, see section 
263A(h), which provides an exemption 
from the capitalization requirements of 
section 263A in the case of certain 
free-lance authors.) In addition, the 
costs of producing and developing 
books include prepublication expendi
tures incurred by publishers, including 
payments made to authors (other than 
commissions for sales of books that 
have already taken place), as well as 
costs incurred by publishers in writing, 
editing, compiling, illustrating, design
ing, and developing the books. The 
costs of producing a book also include 
the costs of producing the underlying 
manuscript, copyright, or license. 
(These costs are distinguished from the 
separately capitalizable costs of print
ing and binding the tangible medium 
embodying the book (e.g., paper and 
ink).) See § 1.174-2(a)(1), which 
provides that the term research or 
experimental expenditures does not in
clude expenditures incurred for re
search in connection with literary, 
historical, or similar projects. 

(2) Sound recordings. A sound rec
ording is a work that results from the 
fixation of a series of musical, spoken, 
or other sounds, regardless of the 
nature of the material objects, such as 
discs, tapes, or other phonorecordings, 
in which such sounds are embodied. 

(B) Intellectual or creative property 
that is not tangible personal property. 
Items that are not considered tangible 
personal property within the meaning 
of section 263A(b) and paragraph 
(a)(2)(ii) of this section include: 

(1) Evidences of value. Tangible 
personal property does not include 
property that is representative or evi
dence of value, such as stock, se
curities, debt instruments, mortgages, 
or loans. 

(2) Property provided incident to 
services. Tangible personal property 
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does not include de minimis property 
provided to a client or customer 
incident to the provision of services, 
such as wills prepared by attorneys, or 
blueprints prepared by architects. See 
§ 1.263A-I(b)(11). 

(3) Costs required to be capitalized 
by producers-(i) In general. Except as 
specifically provided in section 263A(f) 
with respect to interest costs, producers 
must capitalize direct and indirect costs 
properly allocable to property produced 
under section 263A, without regard to 
whether those costs are incurred before, 
during, or after the production period 
(as defined in section 263A(f)(4)(B». 

(ii) Pre-production costs. If property 
is held for future production, taxpayers 
must capitalize direct and indirect costs 
allocable to such property (e.g., pur
chasing, storage, handling, and other 
costs), even though production has not 
begun. If property is not held for 
production, indirect costs incurred prior 
to the beginning of the production 
period must be allocated to the prop
erty and capitalized if, at the time the 
costs are incurred, it is reasonably 
likely that production will occur at 
some future date. Thus, for example, a 
manufacturer must capitalize the costs 
of storing and handling raw materials 
before the raw materials are committed 
to production. In addition, a real estate 
developer must capitalize property 
taxes incurred with respect to property 
if, at the time the taxes are incurred, it 
is reasonably likely that the property 
will be subsequently developed. 

(iii) Post-production costs. Gener
ally, producers must capitalize all 
indirect costs incurred subsequent to 
completion of production that are prop
erly allocable to the property produced. 
Thus, for example, storage and hand
ling costs incurred while holding the 
property produced for sale after pro
duction must be capitalized to the 
property to the extent properly alloca
ble to the property. However, see 
§ 1.263A-3(c) for exceptions. 

(4) Practical capacity concept. Not
withstanding any provision to the con
trary, the use, directly or indirectly, of 
the practical capacity concept is not 
permitted under section 263A. For 
purposes of section 263A, the term 
practical capacity concept means any 
concept, method, procedure, or formula 
(such as the practical capacity concept 
described in §1.471-11(d)(4» where
under fixed costs are not capitalized 
because of the relationship between the 
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actual production at the taxpayer's 
production facility and the practical 
capacity of the facility. For purposes of 
this section, the practical capacity of a 
facility includes either the practical 
capacity or theoretical capacity of the 
facility, as defined in §1.471-11(d)(4), 
or any similar determination of produc
tive or operating capacity. The practical 
capacity concept may not be used with 
respect to any activity to which section 
263A applies (i.e., production or resale 
activities). A taxpayer shall not be 
considered to be using the practical 
capacity concept solely because the 
taxpayer properly does not capitalize 
costs described in § 1.263A-l (e)(3)(iii)
(E), relating to certain costs attributable 
to temporarily idle equipment. 

(5) Taxpayers required to capitalize 
costs under this section. This section 
generally applies to taxpayers that 
produce property. If a taxpayer is 
engaged in both production activities 
and resale activities, the taxpayer ap
plies the principles of this section as if 
it read production or resale activities, 
and by applying appropriate principles 
from §1.263A-3. If a taxpayer is 
engaged in both production and resale 
activities, the taxpayer may elect the 
simplified production method provided 
in this section, but generally may not 
elect the simplified resale method 
discussed in § 1.263A-3(d). If elected, 
the simplified production method must 
be applied to all eligible property 
produced and all eligible property 
acquired for resale by the taxpayer. 

(b) Simplified production method
(1) Introduction. This paragraph (b) 
provides a simplified method for deter
mining the additional section 263A 
costs properly allocable to ending 
inventories of property produced and 
other eligible property on hand at the 
end of the taxable year. 

(2) Eligible property-(i) In general. 
Except as otherwise provided in para
graph (b )(2)(ii) of this section, the 
simplified production method, if 
elected for any trade or business of a 
producer, must be used for all produc
tion and resale activities associated 
with any of the following categories of 
property to which section 263A 
applies: 

(A) Inventory property. Stock in 
trade or other property properly includ
ible in the inventory of the taxpayer. 

(B) Non-inventory property held for 
sale. Non-inventory property held by a 
taxpayer primarily for sale to customers 
in the ordinary course of the taxpayer's 
trade or business. 

(C) Certain self-constructed assets. 
Self-constructed assets substantially 
identical in nature to, and produced in 
the same manner as, inventory property 
produced by the taxpayer or other 
property produced by the taxpayer and 
held primarily for sale to customers in 
the ordinary course of the taxpayer's 
trade or business. 

(D) Self-constructed assets produced 
on a repetitive basis. Self-constructed 
assets produced by the taxpayer on a 
routine and repetitive basis in the 
ordinary course of the taxpayer's trade 
or business. 

(ii) Election to exclude self
constructed assets. At the taxpayer's 
election, the simplified production 
method may be applied within a trade 
or business to only the categories of 
inventory property and non-inventory 
property held for sale described in 
paragraphs (b)(2)(i)(A) and (B) of this 
section. Taxpayers electing to exclude 
the self-constructed assets, defined in 
paragraphs (b)(2)(i)(C) and (D) of this 
section, from application of the sim
plified production method must, how-

ever, allocate additional section 263A 
costs to such property in accordance 
with §1.263A-l(f). 

(3) Simplified production method 
without historic absorption ratio 
election-(i) General allocation 
formula-(A) In general. Except as 
otherwise provided in paragraph 
(b )(3)(iv) of this section, the additional 
section 263A costs allocable to eligible 
property remaining on hand at the close 
of the taxable year under the simplified 
production method are computed as 
follows: 

Absorption ratio X Section 471 costs 
remaining on hand 
at year end. 

(B) Effect of allocation. The absorp
tion ratio generally is multiplied by the 
section 471 costs remaining in ending 
inventory or otherwise on hand at the 
end of each taxable year in which the 
simplified production method is ap
plied. The resulting product is the 
additional section 263A costs that are 
added to the taxpayer's ending section 
471 costs to determine the section 
263A costs that are capitalized. See, 
however, paragraph (b)(3)(iii) of this 
section for special rules applicable to 
LIFO taxpayers. Except as otherwise 
provided in this section or in § 1.263A-
1 or 1.263A-3, additional section 263A 
costs that are allocated to inventories 
on hand at the close of the taxable year 
under the simplified production method 
of this paragraph (b) are treated as 
inventory costs for all purposes of the 
Internal Revenue Code. 

(ii) Definitions-(A) Absorption 
ratio. Under the simplified production 
method, the absorption ratio is deter
mined as follows: 

Add'l section 263A costs incurred during the taxable year 

Section 471 costs incurred during the taxable year. 

(/) Additional section 263A costs 
incurred during the taxable year. Addi
tional section 263A costs incurred 
during the taxable year are defined as 
the additional section 263A costs de
scribed in §1.263A-l(d)(3) that a tax
payer incurs during its current taxable 
year. 

(2) Section 471 costs incurred dur
ing the taxable year. Section 471 costs 
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incurred during the taxable year are 
defined as the section 471 costs de
scribed in §1.263A-l(d)(2) that a tax
payer incurs during its current taxable 
year. 

(B) Section 471 costs remaining on 
hand at year end. Section 471 costs 
remaining on hand at year end means 
the section 471 costs, as defined in 
§1.263A-l(d)(2), that a taxpayer incurs 

during its current taxable year which 
remain in its ending inventory or are 
otherwise on hand at year end. For 
LIFO inventories of a taxpayer, the 
section 471 costs remaining on hand at 
year end means the increment, if any, 
for the current year stated in terms of 
section 471 costs. See paragraph 
(b)(3)(iii) of this section. 

(iii) LIFO taxpayers electing the 



simplified production method-(A) In 
general. Under the simplified produc
tion method, a taxpayer using a LIFO 
method must calculate a particular 
year's index (e.g., under §1.472-8(e» 
without regard to its additional section 
263A costs. Similarly, a taxpayer that 
adjusts current-year costs by applicable 
indexes to determine whether there has 
been an inventory increment or decre
ment in the current year for a particular 
LIFO pool must disregard the addi
tional section 263A costs in making 
that determination. 

(B) LIFO increment. If the taxpayer 
determines there has been an inventory 
increment, the taxpayer must state the 
amount of the increment in current-year 
dollars (stated in terms of section 471 
costs). The taxpayer then multiplies 
this amount by the absorption ratio. 
The resulting product is the additional 
section 263A costs that must be added 
to the taxpayer's increment for the year 
stated in terms of section 471 costs. 

(C) LIFO decrement. If the taxpayer 
determines there has been an inventory 
decrement, the taxpayer must state the 
amount of the decrement in dollars 

applicable to the particular year for 
which the LIFO layer has been in
vaded. The additional section 263A 
costs incurred in prior years that are 
applicable to the decrement are charged 
to cost of goods sold. The additional 
section 263A costs that are applicable 
to the decrement are determined by 
mUltiplying the additional section 263A 
costs allocated to the layer of the pool 
in which the decrement occurred by the 
ratio of the decrement (excluding addi
tional section 263A costs) to the 
section 471 costs in the layer of that 
pool. 

(iv) De minimis rule for producers 
with total indirect costs of $200,000 or 
less-(A) In general. If a producer 
using the simplified production method 
incurs $200,000 or less of total indirect 
costs in a taxable year, the additional 
section 263A costs allocable to eligible 
property remaining on hand at the close 
of the taxable year are deemed to be 
zero. Solely for purposes of this 
paragraph (b )(3)(iv), taxpayers are per
mitted to exclude any category of 
indirect costs (listed in § 1.263A
l(e)(3)(iii» that is not required to be 

Add'i §263A costs incurred during 1994 

Section 471 costs incurred during 1994 

$ 1,000,000 

$10,000,000 
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capitalized (e.g., selling and distribu
tion costs) in determining total indirect 
costs. 

(B) Related party and aggregation 
rules. In determining whether the pro
ducer incurs $200,000 or less of total 
indirect costs in a taxable year, the 
related party and aggregation rules of 
§1.263A-3(b)(3) are applied by sub
stituting total indirect costs for gross 
receipts wherever gross receipts 
appears. 

(v) Examples. The provisions of this 
paragraph (b) are illustrated by the 
following examples. 

Example I-FIFO inventory method (i) Tax
payer J uses the FIFO method of accounting for 
inventories. J's beginning inventory for 1994 (all 
of which is sold during 1994) is $2,500,000 
(consisting of $2,000,000 of section 471 costs 
and $500,000 of additional section 263A costs). 
During 1994, J incurs $10,000,000 of section 471 
costs and $1,000,000 of additional section 263A 
costs. J's additional section 263A costs include 
capitalizable mixed service costs computed under 
the simplified service cost method as well as 
other allocable costs. J's section 471 costs 
remaining in ending inventory at the end of 1994 
are $3,000,000. J computes its absorption ratio 
for 1994, as follows: 

10% 

(ii) Under the simplified production method, J determines the additional section 263A costs allocable to its ending inventory by multiplying the 
absorption ratio by the section 471 costs remaining in its ending inventory: 

Add'i §263A costs = 10% X $3,000,000 = $300,000. 

(iii) J adds this $300,000 to the $3,000,000 of section 471 costs remaining in its ending inventory to calculate its total ending inventory of $3,300,000. 
The balance of J's additional section 263A costs incurred during 1994, $700,000, ($1,000,000 less $300,000) is taken into account in 1994 as part of J's 
cost of goods sold. 

Example 2-LIFO inventory method (i) Taxpayer K uses a dollar-value LIFO inventory method. K's beginning inventory for 1994 is $2,500,000 
(consisting of $2,000,000 of section 471 costs and $500,000 of additional section 263A costs). During 1994, K incurs $10,000,000 of section 471 costs and 
$1,000,000 of additional section 263A costs. K's 1994 LIFO increment is $1,000,000 ($3,000,000 of section 471 costs in ending inventory less $2,000,000 
of section 471 costs in beginning inventory). 

(ii) To determine the additional section 263A costs allocable to its ending inventory, K multiplies the 10 % absorption ratio ($1,000,000 additional 
section 263A costs divided by $10,000,000 section 471 costs) by the $1,000,000 LIFO increment. Thus, K's additional section 263A costs allocable to its 
ending inventory are $100,000 ($1,000,000 multiplied by 10 %). This $100,000 is added to the $1,000,000 to determine a total 1994 LIFO increment of 
$1,100,000. K's ending inventory is $3,600,000 (its beginning inventory of $2,500,000 plus the $1,100,000 increment). The balance of K's additional 
section 263A costs incurred during 1994, $900,000 ($1,000,000 less $100,000), is taken into account in 1994 as part of K's cost of goods sold. 

(iii) In 1995, K sells one-half of the inventory in its 1994 LIFO increment. K must include in its cost of goods sold for 1995 the amount of additional 
section 263A costs relating to this inventory, $50,000 (one-half of the additional section 263A costs capitalized in 1994 ending inventory, or $100,000). 

Example 3-LIFO pools (i) Taxpayer L begins its business in 1994 and adopts the LIFO inventory method. During 1994, L incurs $10,000 of section 
471 costs and $1,000 of additional section 263A costs. At the end of 1994, L's ending inventory includes $3,000 of section 471 costs contained in three 
LIFO pools (X, Y, and Z) as shown below. Under the simplified production method, L computes its absorption ratio and inventory for 1994 as follows: 

Additional §263A costs incurred during 1994 

Section 471 costs incurred during 1994 

$1,000 = 10% 

$10,000 
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1994: 

Total X y Z 

Ending section 471 costs ............ $3,000 $1,600 $600 $800 
Additional section 263A 
costs (10%) ....................... 300 160 60 80 

1994 ending inventory ............. $3,300 $1,760 $660 $880 

(ii) During 1995, L incurs $2,000 of section 471 costs as shown below and $400 of additional section 263A costs. Moreover, L sells goods from pools 
X, Y, and Z having a total cost of $1,000. L computes its absorption ratio and inventory for 1995: 

Additional §263A costs incurred during 1995 $400 

Section 471 costs incurred during 1995 $2,000 

1995: 

Total X 

Beginning section 
471 costs ......................... $3,000 $1,600 
1995 section 
471 costs ......................... 2,000 1,500 
Section 471 cost 
of goods sold ...................... (1,000) (300) 
1995 ending 
Section 471 costs .................. $4,000 $2,800 
Consisting of: 

1994 layer $2,800 $1,600 
1995 layer 1,200 1,200 

$4,000 $2,800 
Additional section 
263A costs: 

1994 (10%) $280 $160 
1995 (20%) 240 240 

$520 $400 
1995 ending 
inventory ........................ $4,520 $3,200 

(iii) In 1995, L experiences a $200 decrement 
in pool Z. Thus, L must charge the additional 
section 263A costs incurred in prior years 
applicable to the decrement to 1995's cost of 
goods sold. To do so, L determines a ratio by 
dividing the decrement by the section 471 costs 
in the 1994 layer ($200 divided by $800, or 
25%). L then multiplies this ratio (25%) by the 
additional section 263A costs in the 1994 layer 
($80) to determine the additional section 263A 
costs applicable to the decrement ($20). There
fore, $20 is taken into account by L in 1995 as 
part of its cost of goods sold ($80 multiplied by 
25 %). 

(4) Simplified production method 
with historic absorption ratio 
election-(i) In general. This paragraph 
(b)(4) generally permits producers 
using the simplified production method 

to elect a historic absorption ratio in 
determining additional section 263A 
costs allocable to eligible property 
remaining on hand at the close of their 
taxable years. Except as provided in 
paragraph (b)(4)(v) of this section, a 
taxpayer may only make a historic 
absorption ratio election if it has used 
the simplified production method for 
three or more consecutive taxable years 
immediately prior to the year of 
election and has capitalized additional 
section 263A costs using an actual 
absorption ratio (as defined under 
paragraph (b)(3)(ii) of this section) for 
its three most recent consecutive tax
able years. This method is not available 

20% 

y Z 

$600 $800 

300 200 

(300) (400) 

$600 $600 

$600 $600 

$600 $600 

$60 $60 

$60 $60 

$660 $660 

to a taxpayer that is deemed to have 
zero additional section 263A costs 
under paragraph (b)(3)(iv) of this sec
tion. The historic absorption ratio is 
used in lieu of an actual absorption 
ratio computed under paragraph (b)(3)
(ii) of this section and is based on costs 
capitalized by a taxpayer during its test 
period. If elected, the historic absorp
tion ratio must be used for each taxable 
year within the qualifying period de
scribed in paragraph (b)(4)(ii)(C) of 
this section. 

(ii) Operating rules and defini
tions-(A) Historic absorption ratio. 
(1) The historic absorption ratio is 
equal to the following ratio: 

Add'l section 263A costs incurred during the test period 

Section 471 costs incurred during the test period. 

(2) Additional section 263A costs 
incurred during the test period are 
defined as the additional section 263A 
costs described in § 1.263A-l (d)(3) that 
the taxpayer incurs during the test 
period described in paragraph (b)( 4)
(ii)(B) of this section. 

(3) Section 471 costs incurred during 
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the test period mean the section 471 
costs described in § 1.263A-l (d)(2) that 
the taxpayer incurs during the test 
period described in paragraph (b)(4)
(ii)(B) of this section. 

(B) Test period-(1) In general. The 
test period is generally the three 
taxable-year period immediately prior 

to the taxable year that the historic 
absorption ratio is elected. 

(2) Updated test period. The test 
period begins again with the beginning 
of the first taxable year after the close 
of a qualifying period. This new test 
period, the updated test period, is the 
three taxable-year period beginning 



with the first taxable year after the 
close of the qualifying period as 
defined in paragraph (b)(4)(ii)(C) of 
this section. 

(c) Qualifying period-(l) In gen
eral. A qualifying period includes each 
of the first five taxable years beginning 
with the first taxable year after a test 
period (or an updated test period). 

(2) Extension of qualifying period. 
In the first taxable year following the 
close of each qualifying period, (e.g., 
the sixth taxable year following the test 
period), the taxpayer must compute the 
actual absorption ratio under the sim
plified production method. If the actual 
absorption ratio computed for this 
taxable year (the recomputation year) is 
within one-half of one percentage point 
(plus or minus) of the historic absorp
tion ratio used in determining capitaliz
able costs for the qualifying period 
(i.e., the previous five taxable years), 
the qualifying period is extended to 
include the recomputation year and the 
following five taxable years, and the 
taxpayer must continue to use the 
historic absorption ratio throughout the 
extended qualifying period. If, how
ever, the actual absorption ratio com
puted for the recomputation year is not 
within one-half of one percentage point 
(plus or minus) of the historic absorp
tion ratio, the taxpayer must use actual 
absorption ratios beginning with the 
recomputation year under the simplified 
production method and throughout the 
updated test period. The taxpayer must 
resume using the historic absorption 
ratio (determined with reference to the 
updated test period) in the third taxable 
year following the recomputation year. 

(iii) Method of accounting-(A) 
Adoption and use. The election to use 
the historic absorption ratio is a method 
of accounting. A taxpayer using the 
simplified production method may elect 
the historic absorption ratio in any 
taxable year if permitted under this 

1991: 

paragraph (b)(4), provided the taxpayer 
has not obtained the Commissioner's 
consent to revoke the historic absorp
tion ratio election within its prior six 
taxable years. The election is to be 
effected on a cut-off basis, and thus, no 
adjustment under section 481(a) is 
required or permitted. The use of a 
historic absorption ratio has no effect 
on other methods of accounting 
adopted by the taxpayer and used in 
conjunction with the simplified produc
tion method in determining its section 
263A costs. Accordingly, in computing 
its actual absorption ratios, the taxpayer 
must use the same methods of account
ing used in computing its historic 
absorption ratio during its most recent 
test period unless the taxpayer obtains 
the consent of the Commissioner. Fi
nally, for purposes of this paragraph 
(b)( 4 )(iii), the recomputation of the 
historic absorption ratio during an 
updated test period and the change 
from a historic absorption ratio to an 
actual absorption ratio by reason of the 
requirements of this paragraph (b)( 4) 
are not considered changes in methods 
of accounting under section 446(e) and, 
thus, do not require the consent of the 
Commissioner or any adjustments un
der section 481(a). 

(B) Revocation of election. A tax
payer may only revoke its election to 
use the historic absorption ratio with 
the consent of the Commissioner in a 
manner prescribed under section 446( e) 
and the regulations thereunder. Consent 
to the change for any taxable year that 
is included in the qualifying period (or 
an extended qualifying period) will be 
granted only upon a showing of un
usual circumstances. 

(iv) Reporting and recordkeeping 
requirements-(A) Reporting. A tax
payer making an election under this 
paragraph (b)( 4) must attach a state
ment to its federal income tax return 
for the taxable year in which the 
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election is made showing the actual 
absorption ratios determined under the 
simplified production method during its 
first test period. This statement must 
disclose the historic absorption ratio to 
be used by the taxpayer during its 
qualifying period. A similar statement 
must be attached to the federal income 
tax return for the first taxable year 
within any subsequent qualifying period 
(i.e., after an updated test period). 

(B) Recordkeeping. A taxpayer must 
maintain all appropriate records and 
details supporting the historic absorp
tion ratio until the expiration of the 
statute of limitations for the last year 
for which the taxpayer applied the 
particular historic absorption ratio in 
determining additional section 263A 
costs capitalized to eligible property. 

(v) Transition rules. Taxpayers will 
be permitted to elect a historic absorp
tion ratio in their first, second, or third 
taxable year beginning after December 
31, 1993, under such terms and condi
tions as may be prescribed by the 
Commissioner. Taxpayers are eligible 
to make an election under these transi
tion rules whether or not they pre
viously used the simplified production 
method. A taxpayer making such an 
election must recompute (or compute) 
its additional section 263A costs, and 
thus, its historic absorption ratio for its 
first test period as if the rules pre
scribed in this section and §§ 1.263A-l 
and 1.263A-3 had applied throughout 
the test period. 

(vi) Example. The provisions of this 
paragraph (b)( 4) are illustrated by the 
following example: 

Example. (i) Taxpayer M uses the FIFO 
method of accounting for inventories and for 
1994 elects to use the historic absorption ratio 
with the simplified production method. After 
recomputing its additional section 263A costs in 
accordance with the transition rules of paragraph 
(b)( 4)( v) of this section, M identifies the 
following costs incurred during the test period: 

Add'l section 263A costs - $100 
1992: 

Section 471 costs - $3,000 

Add'l section 263A costs - 200 
1993: 
Add'l section 263A costs - 300 

Section 471 costs - 4,000 

Section 471 costs - 5,000 

(ii) Therefore, M computes a 5% historic absorption ratio determined as follows: 

Historic 

absorption 

ratio 

$100 + 200 + 300 

$3,000 + 4,000 + 5,000 

$600 
5% 

$12,000 
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.(iii) In .199~, M incw:s $10,?00 of sectio~ 471 costs of .which $3:000 remain in inventory at the end of the year. Under the simplified p~odu~tion me~od 
USI~g a histonc absorptIOn ratIo, M determInes the additIonal sectIOn 263A costs allocable to its ending inventory by multiplying its histonc absorption 
ratIo (5%) by the section 471 costs remaining in its ending inventory as follows: 

(iv) To determine its ending inventory under 
section 263A, M adds the additional section 
263A costs allocable to ending inventory to its 
section 471 costs remaining in ending inventory 
($3,150 = $150 + $3,000). The balance of M's 
additional section 263A costs incurred during 
1994 is taken into account in 1994 as part of M's 
cost of goods sold. 

(v) M's qualifying period ends with the close 
of its 1998 taxable year. Therefore, 1999 is a 
recomputation year in which M must compute its 
actual absorption ratio. M detennines its actual 
absorption ratio for 1999 to be 5.25% and com
pares that ratio to its historic absorption ratio 
(5.0%). Therefore, M must continue to use its 
historic absorption ratio of 5.0% throughout an 
extended qualifying period, 1999 through 2004 
(the recomputation year and the following five 
taxable years). 

(vi) If, instead, M's actual absorption ratio for 
1999 were not between 4.5% and 5.5%, M's 
qualifying period would end and M would be 
required to compute a new historic absorption 
ratio with reference to an updated test period of 
1999, 2000, and 2001. Once M's historic 
absorption ratio is determined for the updated 
test period, it would be used for a new qualifying 
period beginning in 2002. 

(c) Additional simplified methods for 
producers. The Commissioner may pre
scribe additional elective simplified 
methods by revenue ruling or revenue 
procedure. 

(d) Cross reference. See §1.600-1(a) 
regarding the duty of taxpayers to keep 
such records as are sufficient to 
establish the amount of gross income, 
deductions, etc. 

§I.263A-3 Rules relating to property 
acquired for resale. 

(a) Capitalization rules for property 
acquired for resale-(1) In general. 
Section 263A applies to real property 
and personal property described in 
section 1221(1) acquired for resale by a 
retailer, wholesaler, or other taxpayer 
(reseller). However, section 263A does 
not apply to personal property de
scribed in section 1221(1) acquired for 
resale by a reseller whose average 
annual gross receipts for the three 
previous taxable years do not exceed 
$10,000,000 (small reseller). For this 
purpose, personal property includes 
both tangible and intangible property. 
Property acquired for resale includes 
stock in trade of the taxpayer or other 
property which is includible in the 
taxpayer's inventory if on hand at the 
close of the taxable year, and property 
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Add'l section 263A costs = 5% X $3,000 = $150 

held by the taxpayer primarily for sale 
to customers in the ordinary course of 
the taxpayer's trade or business. See, 
however, § 1.263A-1(b)(11) for an ex
ception for certain de minimis property 
provided to customers incident to the 
provision of services. 

(2) Resellers with production ac
tivities-(i) In general. Generally, a 
taxpayer must capitalize all direct costs 
and certain indirect costs associated 
with real property and tangible personal 
property it produces. See § 1.263A-2(a). 
Thus, except as provided in paragraphs 
(a)(2)(ii) and (3) of this section, a 
reseller, including a small reseller, that 
also produces property must capitalize 
the additional section 263A costs asso
ciated with any property it produces. 

(ii) Exception for small resellers. 
Under this paragraph (a)(2)(ii), a small 
reseller is not required to capitalize 
additional section 263A costs associ
ated with any personal property that is 
produced incident to its resale ac
tivities, provided the production ac
tivities are de minimis (within the 
meaning of paragraph (a)(2)(iii) of this 
section). 

(iii) De minimis production ac
tivities-(A) In general. (1) In deter
mining whether a taxpayer's production 
activities are de minimis, all facts and 
circumstances must be considered. For 
example, the taxpayer must consider 
the volume of the production activities 
in its trade or business. Production 
activities are presumed de minimis if-

(i) The gross receipts from the sale 
of the property produced by the reseller 
are less than 10 percent of the total 
gross receipts of the trade or business; 
and 

(ii) The labor costs allocable to the 
trade or business' production activities 
are less than 10 percent of the re
seller's total labor costs allocable to its 
trade or business. 

(2) For purposes of this de minimis 
presumption, gross receipts has the 
same definition as provided in para
graph (b) of this section except that 
gross receipts are measured at the 
trade-or-business level rather than at 
the single-employer level. 

(B) Example. The application of this 
paragraph (a)(2) may be illustrated by 
the following example: 

Example-Small reseller with de minimis 
production activities. Taxpayer N is a small 
reseller in the retail grocery business Whose 
average annual gross receipts for the three 
previous taxable years are less than $10,000,000. 
N's grocery stores typically contain bakeries 
where customers may purchase baked goods 
produced by N. N's gross receipts from its 
bakeries are 5% of the entire grocery business. 
N's labor costs from its bakeries are 3% of its 
total labor costs allocable to the entire grocery 
business. Because both ratios are less than 10%, 
N's production activities are de minimis. Further, 
because N's production activities are incident to 
its resale acti vities, N is not required to 
capitalize any additional section 263A costs 
associated with its produced property. 

(3) Resellers with property produced 
under contract. Generally, property 
produced for a taxpayer under a con
tract (within the meaning of §1.263A-
2(a)(1)(ii)(B)(2» is treated as property 
produced by the taxpayer. See 
§ 1.263A-2(a)(1)(ii)(B). However, a 
small reseller is not required to capital
ize additional section 263A costs to 
personal property produced for it under 
contract with an unrelated person if the 
contract is entered into incident to the 
resale activities of the small reseller 
and the property is sold to its 
customers. For purposes of this para
graph, persons are related if they are 
described in section 267(b) or 707(b). 

(4) Use of the simplified resale 
method-(i) In general. Except as 
provided in paragraphs (a)(4)(ii) and 
(iii) of this section, a taxpayer may 
elect the simplified production method 
(as described in §1.263A-2(b» but may 
not elect the simplified resale method 
(as described in paragraph (d) of this 
section) if the taxpayer is engaged in 
both production and resale activities 
with respect to the items of eligible 
property listed in § 1.263A-2(b )(2). 

(ii) Resellers with de minimis pro
duction activities. A reseller otherwise 
permitted to use the simplified resale 
method in paragraph (d) of this section 
may use the simplified resale method if 
its production activities with respect to 
the items of eligible property listed in 
§1.263A-2(b)(2) are de minimis (within 
the meaning of paragraph (a)(2)(iii) of 
this section) and incident to its resale 
of personal property described in sec
tion 1221(1). 

(iii) Resellers with property pro
duced under a contract. A reseller 



otherwise permitted to use the sim
plified resale method in paragraph (d) 
of this section may use the simplified 
resale method even though it has 
personal property produced for it (e.g., 
private label goods) under a contract 
with an unrelated person if the contract 
is entered into incident to its resale 
activities and the property is sold to its 
customers. For purposes of this para
graph (a)(4)(iii), persons are related if 
they are described in section 267(b) or 
707(b). 

(iv) Application of simplified resale 
method. A taxpayer that uses the 
simplified resale method and has de 
minimis production activities incident 
to its resale activities or property 
produced under contract must capitalize 
all costs allocable to eligible property 
produced using the simplified resale 
method. 

(b) Gross receipts exception for 
small resellers-(1) In general. Section 
263A does not apply to any personal 
property acquired for resale during any 
taxable year if the taxpayer's (or its 
predecessors') average annual gross 
receipts for the three previous taxable 
years (test period) do not exceed 
$10,000,000. However, taxpayers that 
acquire real property for resale are 
subject to section 263A with respect to 
real property regardless of their gross 
receipts. See section 263A(b )(2)(B). 

(i) Test period for new taxpayers. 
For purposes of applying this excep
tion, if a taxpayer has been in existence 
for less than three taxable years, the 
taxpayer determines its average annual 
gross receipts for the number of taxable 
years (including short taxable years) 
that the taxpayer (or its predecessor) 
has been in existence. 

(ii) Treatment of short taxable year. 
In the case of a short taxable year, the 
taxpayer's gross receipts are annualized 
by-

(A) Multiplying the gross receipts of 
the short taxable year by 12; and 

(B) Dividing the product determined 
in paragraph (b)(1)(ii)(A) of this sec
tion by the number of months in the 
short taxable year. 

(2) Definition of gross receipts-(i) 
In general. Gross receipts are the total 
amount, as determined under the tax
payer's method of accounting, derived 
from all of the taxpayer's trades or 
businesses (e.g., revenues derived from 
the sale of inventory before reduction 
for cost of goods sold). 

(ii) Amounts excluded. For purposes 
of this paragraph (b), gross receipts do 
not include amounts representing-

(A) Returns or allowances; 
(B) Interest, dividends, rents, royal

ties, or annuities, not derived in the 
ordinary course of a trade or business; 

(C) Receipts from the sale or ex-
change of capital assets, as defined in 
section 1221; 

(D) Repayments of loans or similar 
instruments (e.g., a repayment of the 
principal amount of a loan held by a 
commercial lender); 

(E) Receipts from a sale or exchange 
not in the ordinary course of business, 
such as the sale of an entire trade or 
business or the sale of property used in 
a trade or business as defined under 
section 1221(2); and 

(F) Receipts from any activity other 
than a trade or business or an activity 
engaged in for profit. 

(3) Aggregation of gross receipts
(i) In general. In determining gross 
receipts, all persons treated as a single 
employer under section 52(a) or (b), 
section 414(m), or any regulation pre
scribed under section 414 (or persons 
that would be treated as a single 
employer under any of these provisions 
if they had employees) shall be treated 
as one taxpayer. The gross receipts of a 
single employer (or the group) are 
determined by aggregating the gross 
receipts of all persons (or the members) 
of the group, excluding any gross 
receipts attributable to transactions oc
curring between group members. 

(ii) Single employer defined. A con
trolled group, which is treated as a 
single employer under section 52(a), 
includes members of a controlled group 
within the meaning of section 1563(a), 
regardless of whether such members 
would be treated as component mem
bers of such group under section 
1563(b). (See §1.52-1(c).) Thus, for 
example, the gross receipts of a fran
chised corporation that is treated as an 
excluded member for purposes of sec
tion 1563(b) are included in the single 
employer's gross receipts under this 
aggregation rule, if such corporation 
and the taxpayer were members of the 
same controlled group under section 
1563(a). 

(iii) Gross receipts of a single 
employer. The gross receipts of a single 
employer for the test period include the 
gross receipts of all group members (or 
their predecessors) that are members of 
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the group as of the first day of the 
taxable year in issue, regardless of 
whether such persons were members of 
the group for any of the three preced
ing taxable years. The gross receipts of 
the single employer for the test period 
do not, however, include the gross 
receipts of any member that was a 
group member (including any predeces
sor) for any or all of the three 
preceding taxable years, and is no 
longer a group member as of the first 
day of the taxable year in issue. Any 
group member that has a taxable year 
of less than 12 months must annualize 
its gross receipts in accordance with 
paragraph (b)(1 )(ii) of this section. 

(iv) Examples. The provisions of this 
paragraph (b)(3) are illustrated by the 
following examples: 

Example 1. Subsidiary acquired during the 
taxable year. A parent corporation, (P), has 
owned 100% of the stock of another corporation, 
(S 1), continually since 1989. P and S 1 are 
calendar year taxpayers. S 1 acquires property for 
resale. On January I, 1994, P acquires 100% of 
the stock of another calendar year corporation 
(S2). In determining whether S I' s resale ac
tivities are subject to the provisions of section 
263A for 1994, the gross receipts of P, SI, and 
S2 for 1991, 1992, and 1993 are aggregated, 
excluding the gross receipts, if any, attributable 
to transactions occurring between the three 
corporations. 

Example 2. Subsidiary sold during the taxable 
year. Since 1989, a parent corporation, (P), has 
continually owned 100% of the stock of two 
other corporations, (S 1) and (S2). The three 
corporations are calendar year taxpayers. S 1 
acquires property for resale. On December 31, 
1993, P sells all of its stock in S2. In 
determining whether S I' s resale activities are 
subject to the provisions of section 263A for 
1994, only the gross receipts of P and S I for 
1991, 1992, and 1993 must be aggregated, 
excluding the gross receipts, if any, attributable 
to transactions occurring between the two 
corporations. 

(c) Purchasing, handling, and stor
age costs-(l) In general. Generally, 
§ 1.263A-l (e) describes the types of 
costs that must be capitalized by 
taxpayers. Resellers must capitalize the 
acquisition cost of property acquired 
for resale, as well as indirect costs 
described in §1.263A-l(e)(3), which 
are properly allocable to property ac
quired for resale. The indirect costs 
most often incurred by resellers are 
purchasing, handling, and storage costs. 
This paragraph (c) provides additional 
guidance regarding each of these cate
gories of costs. As provided in 
§1.263A-l(e), this paragraph (c) also 
applies to producers incurring purchas
ing, handling, and storage costs. 
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(2) Costs attributable to purchasing, 
handling, and storage. The costs at
tributable to purchasing, handling, and 
storage activities generally consist of 
direct and indirect labor costs (includ
ing the costs of pension plans and other 
fringe benefits); occupancy expenses 
including rent, depreciation, insurance, 
security, taxes, utilities and mainte
nance; materials and supplies; rent, 
maintenance, depreciation, and insur
ance of vehicles and equipment; tools; 
telephone; travel; and the general and 
administrative costs that directly bene
fit or are incurred by reason of the 
taxpayer's activities. 

(3) Purchasing costs-(i) In general. 
Purchasing costs are costs associated 
with operating a purchasing department 
or office within a trade or business, 
including personnel costs (e.g., of 
buyers, assistant buyers, and clerical 
workers), relating to-

(A) The selection of merchandise; 
(B) The maintenance of stock assort

ment and volume; 
(C) The placement of purchase 

orders; 
(D) The establishment and mainte

nance of vendor contacts; and 
(E) The comparison and testing of 

merchandise. 
(ii) Determination of whether per

sonnel are engaged in purchasing 
activities. The determination of whether 
a person is engaged in purchasing 
activities is based upon the activities 
performed by that person and not upon 
the person's title or job classification. 
Thus, for example, although an 
employee's job function may be de
scribed in such a way as to indicate 
activities outside the area of purchasing 
(e.g., a marketing representative), such 
activities must be analyzed on the basis 
of the activities performed by that 
employee. If a person performs both 
purchasing and non-purchasing ac
tivities, the taxpayer must reasonably 
allocate the person's labor costs be
tween these activities. For example, a 
reasonable allocation is one based on 
the amount of time the person spends 
on each activity. 

(A) lh-% rule for allocating labor 
costs. A taxpayer may elect the Y3-7'3 
rule for allocating labor costs of 
persons performing both purchasing 
and non-purchasing activities. If 
elected, the taxpayer must allocate the 
labor costs of all such persons using 
the Y3-7'] rule. Under this rule-
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(1) If less than one-third of a per
son's activities are related to purchas
ing, none of that person's labor costs 
are allocated to purchasing; 

(2) If more than two-thirds of a 
person's activities are related to pur
chasing, all of that person's labor costs 
are allocated to purchasing; and 

(3) In all other cases, the taxpayer 
must reasonably allocate labor costs 
between purchasing and non-purchasing 
activities. 

(B) Example. The application of 
paragraph (c)(3)(ii)(A) of this section 
may be illustrated by the following 
example: 

Example. Taxpayer 0 is a reseller that 
employs three persons, A, B, and C, who 
perform both purchasing and non-purchasing 
activities. These persons spend the following 
time performing purchasing activities: A-25%; 
B-70%; and C-50%. Under the YJ-7'3 rule, 
Taxpayer 0 treats none of A's labor costs as 
purchasing costs, all of B' s labor costs as 
purchasing costs, and Taxpayer 0 allocates 50% 
of C's labor costs as purchasing costs. 

(4) Handling costs-(i) In general. 
Handling costs include costs attributa
ble to processing, assembling, re
packaging, transporting, and other 
similar activities with respect to prop
erty acquired for resale, provided the 
activities do not come within the 
meaning of the term produce as defined 
in § 1.263A-2(a)(1). Handling costs are 
generally required to be capitalized 
under section 263A. Under this para
graph (c)(4)(i), however, handling costs 
incurred at a retail sales facility (as 
defined in paragraph (c)(5)(ii)(B) of 
this section) with respect to property 
sold to retail customers at the facility 
are not required to be capitalized. Thus, 
for example, handling costs incurred at 
a retail sales facility to unload, unpack, 
mark, and tag goods sold to retail 
customers at the facility are not re
quired to be capitalized. In addition, 
handling costs incurred at a dual
function storage facility (as defined in 
paragraph (c)(5)(ii)(G) of this section) 
with respect to property sold to 
customers from the facility are not 
required to be capitalized to the extent 
that the costs are incurred with respect 
to property sold in on-site sales. 
Handling costs attributable to property 
sold to customers from a dual-function 
storage facility in on-site sales are 
determined by applying the ratio in 
paragraph (c)(5)(iii)(B) of this section. 

(ii) Processing costs. Processing 
costs are the costs a reseller incurs in 

making minor changes or alterations to 
the nature or form of a product 
acquired for resale. Minor changes to a 
product include, for example, mono
gramming a sweater, altering a pair of 
pants, and other similar activities. 

(iii) Assembling costs. Generally, as
sembling costs are costs associated 
with incidental activities that are neces
sary in readying property for resale 
(e.g., attaching wheels and handlebars 
to a bicycle acquired for resale). 

(iv) Repackaging costs. Repackaging 
costs are the costs a taxpayer incurs to 
package property for sale to its 
customers. 

(v) Transportation costs. Generally, 
transportation costs are the costs a 
taxpayer incurs moving or shipping 
property acquired for resale. These 
costs include the cost of dispatching 
trucks; loading and unloading ship
ments; and sorting, tagging, and mark
ing property. Transportation costs may 
consist of depreciation on trucks and 
equipment and the costs of fuel, 
insurance, labor, and similar costs. 
Generally, transportation costs required 
to be capitalized include costs incurred 
in transporting property-

(A) From the vendor to the taxpayer; 
(B) From one of the taxpayer's 

storage facilities to another of its 
storage facilities; 

(C) From the taxpayer's storage fa
cility to its retail sales facility; 

(D) From the taxpayer's retail sales 
facility to its storage facility; and 

(E) From one of the taxpayer's retail 
sales facilities to another of its retail 
sales facilities. 

(vi) Costs not considered handling 
costs-(A) Distribution costs. 
[Reserved] 

(B) Delivery of custom-ordered 
items. [Reserved] 

(C) Repackaging after sale occurs. 
[Reserved] 

(5) Storage costs-(i) In general. 
Generally, storage costs are capitalized 
under section 263A to the extent they 
are attributable to the operation of an 
off-site storage or warehousing facility 
(an off-site storage facility). However, 
storage costs attributable to the opera
tion of an on-site storage facility (as 
defined in paragraph (c)(5)(ii)(A) of 
this section) are not required to be 
capitalized under section 263A. Storage 
costs attributable to a dual-function 
storage facility (as defined in paragraph 



(c)(5)(ii)(G) of this section) must be 
capitalized to the extent that the 
facility's costs are allocable to off-site 
storage. 

(ii) Definitions-(A) On-site storage 
facility. An on-site storage facility is 
defined as a storage or warehousing 
facility that is physically attached to, 
and an integral part of, a retail sales 
facility. 

(B) Retail sales facility. (1) A retail 
sales facility is defined as a facility 
where a taxpayer sells merchandise 
exclusively to retail customers in on
site sales. For this purpose, a retail 
sales facility includes those portions of 
any specific retail site-

(i) Which are customarily associated 
with and are an integral part of the 
operations of that retail site; 

(ii) Which are generally open each 
business day exclusively to retail 
customers; 

(iii) On or in which retail customers 
normally and routinely shop to select 
specific items of merchandise; and 

(iv) Which are adjacent to or in 
immediate proximity to other portions 
of the specific retail site. 

(2) Thus, for example, two lots of an 
automobile dealership physically sepa
rated by an alley or an access road 
would generally be considered one 
retail sa!es facility, provided customers 
routinely shop on both of the lots to 
select the specific automobiles that they 
wish to acquire. 

(C) An integral part of a retail sales 
facility. A storage facility is considered 
an integral part of a retail sales facility 
when the storage facility is an essential 
and indispensable part of the retail 
sales facility. For example, if the 
storage facility is used exclusively for 
filling orders or completing sales at the 
retail sales facility, the storage facility 
is an integral part of the retail sales 
facility. 

(D) On-site sales. On-site sales are 
defined as sales made to retail 
customers physically present at a facil
ity. For example, mail order and 
catalog sales are made to customers not 
physically present at the facility, and 
thus, are not on-site sales. 

(E) Retail customer-(1) In general. 
A retail customer is defined as the final 
purchaser of the merchandise. A retail 
customer does not include a person 
who resells the merchandise to others, 
such as a contractor or manufacturer 

that incorporates the merchandise into 
another product for sale to customers. 

(2) Certain non-retail customers 
treated as retail customers. For pur
poses of this section, a non-retail 
customer is treated as a retail customer 
with respect to a particular facility if 
the following requirements are 
satisfied-

(i) The non-retail customer pur
chases goods under the same terms and 
conditions as are available to retail 
customers (e.g., no special discounts); 

(ii) The non-retail customer pur
chases goods in the same manner as a 
retail customer (e.g., the non-retail 
customer may not place orders in 
advance and must come to the facility 
to examine and select goods); 

(iii) Retail customers shop at the 
facility on a routine basis (i.e., on most 
business days), and no special days or 
hours are reserved for non-retail 
customers; and 

(iv) More than 50 percent of the 
gross sales of the facility are made to 
retail customers. 

(F) Off-site storage facility. An off
site storage facility is defined as a 
storage facility that is not an on-site 
storage facility. 

(G) Dual-function storage facility. A 
dual-function storage facility is defined 
as a storage facility that serves as both 
an off-site storage facility and an on
site storage facility. For example, a 
dual-function storage facility would 
include a regional warehouse that 
serves the taxpayer's separate retail 
sales outlets and also contains a sales 
outlet therein. A dual-function storage 
facility also includes any facility where 
sales are made to retail customers in 
on-site sales and to-

(1) Retail customers in sales that are 
not on-site sales; or 

(2) Other customers. 
(iii) Treatment of storage costs in

curred at a dual-function storage 
facility-(A) In general. Storage costs 
associated with a dual-function storage 
facility must be allocated between the 
off-site storage function and the on-site 
storage function. To the extent that the 
dual-function storage facility's storage 
costs are allocable to the off-site 
storage function, they must be cap
italized. To the extent that the dual
function storage facility's storage costs 
are allocable to the on-site storage 
function, they are not required to be 
capitalized. 
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(B) Dual-function storage facility al
location ratio-(1) In general. Storage 
costs associated with a dual-function 
storage facility must be allocated be
tween the off-site storage function and 
the on-site storage function using the 
ratio of-

(i) Gross on-site sales of the facility 
(i.e., gross sales of the facility made to 
retail customers visiting the premises in 
person and purchasing merchandise 
stored therein); to 

(ii) Total gross sales of the facility. 
For this purpose, the total gross sales 
of the facility include the value of 
items shipped to other facilities of the 
taxpayer. 

(2) Illustration of ratio allocation. 
For example, if a dual-function storage 
facility's on-site sales are 40 percent of 
the total gross sales of the facility, then 
40 percent of the facility's storage 
costs are allocable to the on-site 
storage function and are not required to 
be capitalized under section 263A. 

(3) Appropriate adjustments for 
other uses of a dual-function storage 
facility. Prior to computing the alloca
tion ratio in paragraph (c)(5)(iii)(B) of 
this section, a taxpayer must apply the 
principles of paragraph (c)(5)(iv) of 
this section in determining the portion 
of the facility that is a dual-function 
storage facility (and the costs attributa
ble to such portion). 

(C) De minimis 90-10 rule for dual
function storage facilities. If 90 percent 
or more of the costs of a facility are 
attributable to the on-site storage func
tion, the entire storage facility is 
deemed to be an on-site storage facil
ity. In contrast, if 10 percent or less of 
the costs of a storage facility are 
attributable to the on-site storage func
tion, the entire storage facility is 
deemed to be an off-site storage 
facility. 

(iv) Costs not attributable to an off
site storage facility. To the extent that 
costs incurred at an off-site storage 
facility are not properly allocable to the 
taxpayer's storage function, the costs 
are not accounted for as off-site storage 
costs. For example, if a taxpayer has an 
office attached to its off-site storage 
facility where work unrelated to the 
storage function is performed, such as a 
sales office, costs associated with this 
office are not off-site storage costs. 
However, if a taxpayer uses a portion 
of an off-site storage facility in a 
manner related to the storage function, 
for example, to store equipment or sup-
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plies that are not offered for sale to 
customers, costs associated with this 
portion of the facility are off-site 
storage costs. 

(v) Examples. The provisions of this 
paragraph (c)(5) are illustrated by the 
following examples: 

Example 1. Catalog or mail order center. 
Taxpayer P operates a mail order catalog 
business. As part of its business, P stores 
merchandise for shipment to customers who 
purchase the merchandise through orders placed 
by telephone or mail. P's storage facility is not 
an on-site storage facility because no on-site 
sales are made at the facility. 

Example 2. Pooled-stock facility. Taxpayer Q 
maintains a pooled-stock facility, which func
tions as a back-up regional storage facility for 
Q's retail sales outlets in the nearby area. Q's 
pooled stock facility is an off-site storage facility 
because it is neither physically attached to nor an 
integral part of a retail sales facility. 

Example 3. Wholesale warehouse. Taxpayer R 
operates a wholesale warehouse where wholesale 
sales are made to customers physically present at 
the facility. R's customers resell the goods they 
purchase from R to final retail customers. 
Because no retail sales are conducted at the 
facility, all storage costs attributable to R's 
wholesale warehouse must be capitalized. 

(d) Simplified resale method-(l) In
troduction. This paragraph (d) provides 
a simplified method for determining the 
additional section 263A costs properly 
allocable to property acquired for resale 
and other eligible property on hand at 
the end of the taxable year. 

(2) Eligible property. Generally, the 
simplified resale method is only avail
able to a trade or business exclusively 
engaged in resale activities. However, 
certain resellers with property produced 
as a result of de minimis production 

activities or property produced under 
contract may elect the simplified resale 
method, as described in paragraph 
(a)(4) of this section. Eligible property 
for purposes of the simplified resale 
method, therefore, includes any real or 
personal property described in section 
1221(1) that is acquired for resale and 
any eligible property (within the mean
ing of § 1.263A-2(b )(2» that is de
scribed in paragraph (a)(4) of this 
section. 

(3) Simplified resale method without 
historic absorption ratio election-(i) 
General allocation formula-(A) In 
general. Under the simplified resale 
method, the additional section 263A 
costs allocable to eligible property 
remaining on hand at the close of the 
taxable year are computed as follows: 

Combined absorption ratio x Section 471 costs remaining on 
hand at year end. 

(B) Effect of allocation. The result
ing product under the general allocation 
formula is the additional section 263A 
costs that are added to the taxpayer's 
ending section 471 costs to determine 
the section 263A costs that are 
capitalized. 

(C) Definitions-(1) Combined ab
sorption ratio. The combined absorp
tion ratio is defined as the sum of the 
storage and handling costs absorption 
ratio as defined in paragraph (d)(3)(i)
(D) of this section and the purchasing 
costs absorption ratio as defined in 
paragraph (d)(3)(i)(E) of this section. 

(2) Section 471 costs remaznzng on 
hand at year end. Section 471 costs 
remaining on hand at year end mean 
the section 471 costs, as defined in 
§ 1.263A-l (d)(2), that the taxpayer in
curs during its current taxable year, 
which remain in its ending inventory or 
are otherwise on hand at year end. For 
LIFO inventories of a taxpayer, the 
section 471 costs remaining on hand at 
year end means the increment, if any, 
for the current year stated in terms 
of section 471 costs. See paragraph 
(d)(3)(ii) of this section for special 
rules applicable to LIFO taxpayers. 

Current year's storage and handling costs 

Except as otherwise provided in this 
section or in § 1.263A-l or 1.263A-2, 
additional section 263A costs that are 
allocated to inventories on hand at the 
close of the taxable year under the 
simplified resale method of this para
graph (d) are treated as inventory costs 
for all purposes of the Internal Revenue 
Code. 

(D) Storage and handling costs ab
sorption ratio. 

(1) Under the simplified resale 
method, the storage and handling costs 
absorption ratio is determined as 
follows: 

Beginning inventory plus current year's purchases. 

(2) Current year's storage and hand
ling costs are defined as the total 
storage costs plus the total handling 
costs incurred during the taxable year 
that relate to the taxpayer's property 
acquired for resale and other eligible 
property. See paragraph (c) of this 
section, which discusses storage and 
handling costs. Storage and handling 
costs must include the amount of 
allocable mixed service costs as de
scribed in paragraph (d)(3)(i)(F) of this 
section. Beginning inventory in the 
denominator of the storage and hand
ling costs absorption ratio refers to the 
section 471 costs of any property 
acquired for resale or other eligible 
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property held by the taxpayer as of the 
beginning of the taxable year. Current 
year's purchases generally mean the 
taxpayer's section 471 costs incurred 
with respect to purchases of property 
acquired for resale during the current 
taxable year. In computing the de
nominator of the storage and handling 
costs absorption ratio, a taxpayer using 
a dollar-value LIFO method of ac
counting, must state beginning inven
tory amounts using the LIFO carrying 
value of the inventory and not current
year dollars. 

(E) Purchasing costs absorption 
ratio. (1) Under the simplified resale 

method, the purchasing costs absorp
tion ratio is determined as follows: 

Current year's purchasing costs 

Current year's purchases. 

(2) Current year's purchasing costs 
are defined as the total purchasing 
costs incurred during the taxable year 
that relate to the taxpayer's property 
acquired for resale and eligible prop
erty. See paragraph (c)(3) of this 
section, which discusses purchasing 
costs. Purchasing costs must include 
the amount of allocable mixed service 
costs determined in paragraph (d)(3)
(i)(F) of this section. Current year's 



purchases generally mean the tax
payer's section 471 costs incurred with 
respect to purchases of property ac
quired for resale during the current 
taxable year. 

(F) Allocable mixed service costs. 
(1) If a taxpayer allocates its mixed 

service costs to purchasing costs, stor
age costs, and handling costs using a 
method described in § 1.263A-l (g)( 4), 
the taxpayer is not required to deter
mine its allocable mixed service costs 
under this paragraph (d)(3)(i)(F). How
ever, if the taxpayer uses the simplified 
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service cost method, the amount of 
mixed service costs allocated to and 
included in purchasing costs, storage 
costs, and handling costs in the absorp
tion ratios in paragraphs (d)(3)(i)(D) 
and (E) of this section is determined as 
follows: 

Labor costs allocable to activity 

Total labor costs 
x Total mixed 

service costs. 

(2) Labor costs allocable to activity 
are defined as the total labor costs 
allocable to each particular activity 
(i.e., purchasing, handling, and stor
age), excluding labor costs included in 
mixed service costs. Total labor costs 
are defined as the total labor costs 
(excluding labor costs included in 
mixed service costs) that are incurred 
in the taxpayer's trade or business 
during the taxable year. See § 1.263A
l(h)(6) for the definition of total mixed 
service costs. 

(ii) LIFO taxpayers electing sim
plified resale method-(A) In general. 
Under the simplified resale method, a 
taxpayer using a LIFO method must 
calculate a particular year's index (e.g., 
under § 1.4 72-8 ( e» without regard its 
additional section 263A costs. Sim
ilarly, a taxpayer that adjusts current
year costs by applicable indexes to 
determine whether there has been an 
inventory increment or decrement in 
the current year for a particular LIFO 
pool must disregard the additional 
section 263A costs in making that 
determination. 

(B) LIFO increment. If the taxpayer 
determines there has been an inventory 
increment, the taxpayer must state the 
amount of the increment in current-year 
dollars (stated in terms of section 471 
costs). The taxpayer then multiplies 
this amount by the combined absorp-

tion ratio. The resulting product is the 
additional section 263A costs that must 
be added to the taxpayer's increment 
for the year stated in terms of section 
471 costs. 

(C) LIFO decrement. If the taxpayer 
determines there has been an inventory 
decrement, the taxpayer must state the 
amount of the decrement in dollars 
applicable to the particular year for 
which the LIFO layer has been in
vaded. The additional section 263A 
costs incurred in prior years that are 
applicable to the decrement are charged 
to cost of goods sold. The additional 
section 263A costs that are applicable 
to the decrement are determined by 
multiplying the additional section 263A 
costs allocated to the layer of the pool 
in which the decrement occurred by the 
ratio of the decrement (excluding addi
tional section 263A costs) to the 
section 471 costs in the layer of that 
pool. 

(iii) Permissible variations of the 
simplified resale method. The following 
variations of the simplified resale 
method are permitted: 

(A) The exclusion of beginning in
ventories from the denominator in the 
storage and handling costs absorption 
ratio formula in paragraph (d)(3)(i)(D) 
of this section; or 

(B) Multiplication of the storage and 
handling costs absorption ratio in para-

(iii) S computes its purchasing costs absorption ratio for 1994 as follows: 

1994 purchasing costs 

1994 purchases 

$460,000 + $40,000 

$10,000,000 

$500,000 

$10,000,000 

5.0% 

(iv) S computes its storage and handling costs absorption ratio for 1994 as follows: 

graph (d)(3)(i)(D) of this section by the 
total of section 471 costs included in a 
LIFO taxpayer's ending inventory 
(rather than just the increment, if any, 
experienced by the LIFO taxpayer 
during the taxable year) for purposes of 
determining capitalizable storage and 
handling costs. 

(iv) Examples. The provisions of this 
paragraph (d)(3) are illustrated by the 
following examples: 

Example 1. FIFO inventory method. (i) Tax
payer S uses the FIFO method of accounting for 
inventories. S's beginning inventory for 1994 (all 
of which was sold during 1994) was $2,100,000 
(consisting of $2,000,000 of section 471 costs 
and $100,000 of additional section 263A costs). 
During 1994, S makes purchases of $10,000,000. 
In addition, S incurs purchasing costs of 
$460,000, storage costs of $110,000, and hand
ling costs of $90,000. S's purchases (section 471 
costs) remaining in ending inventory at the end 
of 1994 are $3,000,000. 

(ii) In 1994, S incurs $400,000 of total mixed 
service costs and $1,000,000 of total labor costs 
(excluding labor costs included in mixed service 
costs). In addition, S incurs the following labor 
costs (excluding labor costs included in mixed 
service costs): purchasing-$100,000, storage
$200,000, and handling-$200,OOO. Accordingly, 
the following mixed service costs must be 
included in purchasing costs, storage costs, and 
handling costs as capitalizable mixed service 
costs: purchasing-$40,000 ([$100,000 divided 
by $1,000,000] multiplied by $400,000); 
storage-$80,OOO ([$200,000 divided by 
$1,000,000] multiplied by $400,000); and 
handling-$80,000 ([$200,000 divided by 
$1,000,000] multiplied by $400,000). 
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Storage and handling costs 

Beginning inventory 

plus 1994 purchases 

($110,000+$80,000) + ($90,000+$80,000) 

$2,000,000 + $10,000,000 

$190,000 + $170,000 

$12,000,000 

$360,000 

$12,000,000 

3.0% 

(v) S's combined absorption ratio is 8.0%, or the sum of the purchasing costs absorption ratio (5.0%) and the storage and handling costs absorption ratio 
(3.0%). Under the simplified resale method, S determines the additional section 263A costs allocable to its ending inventory by multiplying the combined 
absorption ratio by its section 471 costs with respect to current year's purchases remaining in ending inventory: 

Additional §263A costs = 8.0% X $3,000,000 = $240,000 

(vi) S adds this $240,000 to the $3,000,000 of purchases remaining in its ending inventory to determine its total ending FIFO inventory of $3,240,000. 

Example 2. LIFO inventory method. (i) Taxpayer T uses a dollar-value LIFO inventory method. T's beginning inventory for 1994 is $2,100,000 
(consisting of $2,000,000 of section 471 costs and $100,000 of additional section 263A costs). During 1994, T makes purchases of $10,000,000. In 
addition, T incurs purchasing costs of $460,000, storage costs of $110,000, and handling costs of $90,000. T's 1994 LIFO increment is $1,000,000 
($3,000,000 of section 471 costs in ending inventory less $2,000,000 of section 471 costs in beginning inventory). 

(ii) In 1994, T incurs $400,000 of total mixed service costs and $1,000,000 of total labor costs (excluding labor costs included in mixed service costs). 
In addition, T incurs the following labor costs (excluding labor costs included in mixed service costs): purchasing-$ 1 00,000, storage-$200,OOO, and 
handling-$200,OOO. Accordingly, the following mixed service costs must be included in purchasing costs, storage costs, and handling costs as 
capitalizable mixed service costs: purchasing-$40,OOO ([$100,000 divided by $1,000,000] multiplied by $400,000); storage-$80,ooo ([$200,000 divided 
by $1,000,000] multiplied by $400,000); and handling-$80,ooo ([$200,000 divided by $1,000,000] multiplied by $400,000). 

(iii) Based on these facts, T determines that it has a combined absorption ratio of 8.0%. To determine the additional section 263A costs allocable to its 
ending inventory, T multiplies its combined absorption ratio (8.0%) by the $1,000,000 LIFO increment. Thus, T's additional section 263A costs allocable 
to its ending inventory are $80,000 ($1,000,000 multiplied by 8.0%). This $80,000 is added to the $1,000,000 to determine a total 1994 LIFO increment of 
$1.080,000. T's ending inventory is $3,180,000 (its beginning inventory of $2,100,000 plus the $1,080,000 increment). 

(iv) In 1995, T sells one-half of the inventory in its 1994 LIFO increment. T must include in its cost of goods sold for 1995 the amount of additional 
section 263A costs relating to this inventory, i.e., one-half of the $80,000 additional section 263A costs capitalized in 1994 ending inventory, or $40,000. 

Example 3. LIFO pools. (i) Taxpayer U begins its business in 1994, and adopts the LIFO inventory method. During 1994, U makes purchases of 
$10,000, and incurs $400 of purchasing costs, $350 of storage costs and $250 of handling costs. U's purchasing costs, storage costs, and handling costs 
include their proper allocable share of mixed service costs. 

(ii) U computes its purchasing costs absorption ratio for 1994, as follows: 

1994 purchasing costs 

1994 purchases 

$400 

$10,000 

4.0% 

(iii) U computes its storage and handling costs absorption ratio for 1994, as follows: 

1994 storage and handling costs $350 + $250 

Beginning inventory plus 1994 purchases $0 + $10,000 

$600 

$10,000 

6.0% 

(iv) U's combined absorption ratio is 10%, or the sum of the purchasing costs absorption ratio (4.0%) and the storage and handling costs absorption 
ratio (6.0%). At the end of 1994, U's ending inventory included $3,000 of current year purchases, contained in three LIFO pools (X, Y, and Z) as shown 
below. Under the simplified resale method, U computes its ending inventory for 1994 as follows: 

1994: 

Total x y z 
Ending section 
471 costs............................................................. $3,000 $1,600 $600 $800 
Additional section 263A 
costs (10%) .............. " . . .. . . ... . .. . . . . . .. . .. . .. . .. ... .. . . ... .... . 300 160 60 80 
1994 
Ending inventory ..................................................... $3,300 $1,760 ~ e 

(v) During 1995, U makes purchases of $2,000 as shown below, and incurs $200 of purchasing costs, $325 of storage costs and $175 of handling costs. 
U's purchasing costs, storage costs, and handling costs include their proper share of mixed service costs. Moreover, U sold goods from pools X, Y, and Z 
having a total cost of $1.000. U computes its ending inventory for 1995 as follows. 
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(vi) U computes its purchasing costs absorption ratio for 1995: 

1995 purchasing costs 

1995 purchases 

$200 

$2,000 

10.0% 

(vii) U computes its storage and handling costs absorption ratio for 1995: 

1995 storage and handling costs 

Beginning inventory plus 1995 purchases 

$325 + 175 

$3,000 + 2,000 

$500 

$5,000 

10.0% 

(viii) U's combined absorption ratio is 20.0%, or the sum of the purchasing costs absorption ratio (10.0%) and the storage and handling costs absorption 
ratio (10.0%). 

1995: 

Total X Y Z 
Beginning section 
471 costs .......................................................... $3,000 $1,600 $600 $800 
1995 section 
471 costs '" .0 ••••• _0 •••••• 0 •• _0 •••••• 0.0 •• 0. '0' ••• 0 ••••••••••• 0 •• 2,000 1,500 300 200 
Section 471 cost 
of goods sold ...................................................... (1,000) (300) (300) (400) 
1995 Ending 
Section 471 costs ................................................... $4,000 $2,800 $600 $600 
Consisting of: 

1994 layer $2,800 $1,600 $600 $600 
1995 layer 1,200 1,200 

$4,000 $2,800 $600 $600 
Additional 
section 263A costs: 

1994 (10%) $280 $160 $60 $60 
1995 (20%) 240 240 

$520 $400 $60 $60 
1995 ending 
inventory ••• 0 •• 0 ••••••••• 0 ••• 0.0 ••• 0 ••••••••••••• 0. ,0 •••••••• 0 •••• $4,520 $3,200 $660 $660 

(ix) In 1995, U experiences a $200 decrement 
in Pool Z. Thus, U must charge the additional 
section 263A costs incurred in prior years 
applicable to the decrement to 1995's cost of 
goods sold. To do so, U determines a ratio by 
dividing the decrement by the section 471 costs 
in the 1994 layer ($200 divided by $800, or 
25%). U then multiplies this ratio (25%) by the 
additional section 263A costs in the 1994 layer 
($80) to determine the additional section 263A 
costs applicable to the decrement ($20). There
fore, $20 is taken into account by U in 1995 as 
part of its cost of goods sold ($80 multiplied by 
25%). 

(4) Simplified resale method with 

historic absorption ratio election-(i) 
In general. This paragraph (d)(4) per
mits resellers using the simplified 
resale method to elect a historic ab
sorption ratio in determining additional 
section 263A costs allocable to eligible 
property remaining on hand at the close 
of their taxable years. Except as 
provided in paragraph (d)(4)(v) of this 
section, a taxpayer may only make a 
historic absorption ratio election if it 
has used the simplified resale method 
for three or more consecutive taxable 
years immediately prior to the year of 

election. The historic absorption ratio is 
used in lieu of an actual combined 
absorption ratio computed under para
graph (d)(3)(i)(C)(1) of this section and 
is based on costs capitalized by a 
taxpayer during its test period. If 
elected, the historic absorption ratio 
must be used for the qualifying period 
described in paragraph (d)(4)(ii)(C) of 
this section. 

(ii) Operating rules and 
definitions-(A) Historic absorption 
ratio. (1) The historic absorption ratio 
is equal to the following ratio: 

Add'l section 263A costs incurred during the test period 

Section 471 costs incurred during the test period. 

(2) Additional section 263A costs 
incurred during the test period are 
defined as the sum of the products of 
the combined absorption ratios (defined 
in paragraph (d)(3)(i)(C)(1) of this 
section) multiplied by a taxpayer's 

section 471 costs incurred with respect 
to purchases, for each taxable year of 
the test period. 

(3) Section 471 costs incurred during 
the test period mean the section 471 
costs described in § 1.263A-l (d)(2) that 

a taxpayer incurs generally with respect 
to its purchases during the test period 
described in paragraph (d)(4)(ii)(B) of 
this section. 

(B) Test period-(1) In general. The 
test period is generally the three 
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taxable-year period immediately prior 
to the taxable year that the historic 
absorption ratio is elected. 

(2) Updated test period. The test 
period begins again with the beginning 
of the first taxable year after the close 
of a qualifying period (as defined in 
paragraph (d)(4)(ii)(C) of this section). 
This new test period, the updated test 
period, is the three taxable-year period 
beginning with the first taxable year 
after the close of the qualifying period. 

(c) Qualifying period-(l) In gen
eral. A qualifying period includes each 
of the first five taxable years beginning 
with the first taxable year after a test 
period (or updated test period). 

(2) Extension of qualifying period. 
In the first taxable year following the 
close of each qualifying period (e.g., 
the sixth taxable year following the test 
period), the taxpayer must compute the 
actual combined absorption ratio under 
the simplified resale method. If the 
actual combined absorption ratio com
puted for this taxable year (the recom
putation year) is within one-half of one 
percentage point (plus or minus) of the 
historic absorption ratio used in deter
mining capitalizable costs for the 
qualifying period (i.e., the previous five 
taxable years), the qualifying period 
must be extended to include the recom
putation year and the following five 
taxable years, and the taxpayer must 
continue to use the historic absorption 
ratio throughout the extended qualify
ing period. If, however, the actual 
combined absorption ratio computed 
for the recomputation year is not within 
one-half of one percentage point (plus 
or minus) of the historic absorption 
ratio, the taxpayer must use actual 
combined absorption ratios beginning 
with the recomputation year under the 
simplified resale method and through
out the updated test period. The tax
payer must resume using the historic 
absorption ratio (determined with refer
ence to the updated test period) in the 
third taxable year following the recom
putation year. 

1991: 
Add'l section 263A costs 
1992: 
Add'l section 263A costs 
1993: 
Add'l section 263A costs 

(iii) Method of accounting-(A) 
Adoption and use. The election to use 
the historic absorption ratio is a method 
of accounting. A taxpayer using the 
simplified resale method may elect the 
historic absorption ratio in any taxable 
year if permitted under this paragraph 
(d)(4), provided the taxpayer has not 
obtained the Commissioner's consent to 
revoke the historic absorption ratio 
election within its prior six taxable 
years. The election is to be effected on 
a cut-off basis, and thus, no adjustment 
under section 481(a) is required or 
permitted. The use of a historic absorp
tion ratio has no effect on other 
methods of accounting adopted by the 
taxpayer and used in conjunction with 
the simplified resale method in deter
mining its section 263A costs. Accord
ingly, in computing its actual combined 
absorption ratios, the taxpayer must use 
the same methods of accounting used 
in computing its historic absorption 
ratio during its most recent test period 
unless the taxpayer obtains the consent 
of the Commissioner. Finally, for pur
poses of this paragraph (d)(4)(iii)(A), 
the recomputation of the historic ab
sorption ratio during an updated test 
period and the change from a historic 
absorption ratio to an actual combined 
absorption ratio during an updated test 
period by reason of the requirements of 
this paragraph (d)( 4) are not considered 
changes in methods of accounting 
under section 446( e) and, thus, do not 
require the consent of the Commis
sioner or any adjustments under section 
481(a). 

(B) Revocation of election. A tax
payer may only revoke its election to 
use the historic absorption ratio with 
the consent of the Commissioner in a 
manner prescribed under section 446( e) 
and the regulations thereunder. Consent 
to the change for any taxable year that 
is included in the qualifying period (or 
an extended qualifying period) will be 
granted only upon a showing of un
usual circumstances. 

(iv) Reporting and recordkeeping 
requirements-(A) Reporting. A tax-

$100 Section 471 costs 

200 Section 471 costs 

-

-

300 Section 471 costs -

(ii) Therefore, V computes a 5% historic absorption ratio determined as follows: 

114 1993-2 C.B. 

payer making an election under this 
paragraph (d)(4) mu.st attach a state
ment to its federal mcome ta~ return 
for the taxable year in which the 
election is made showing the actual 
combined absorption ratios determined 
under the simplified resale method 
during its first test peri~d. ~his state
ment must disclose the hlstonc absorp
tion ratio to be used by the taxpayer 
during its qualifying period. A similar 
statement must be attached to the 
federal income tax return for the first 
taxable year within any subsequent 
qualifying period (i.e., after an updated 
test period). 

(B) Recordkeeping. A taxpayer must 
maintain all appropriate records and 
details supporting the historic absorp
tion ratio until the expiration of the 
statute of limitations for the last year 
for which the taxpayer applied the 
particular historic absorption ratio in 
determining additional section 263A 
costs capitalized to eligible property. 

(v) Transition rules. Taxpayers will 
be permitted to elect a historic absorp
tion ratio in their first, second, or third 
taxable year beginning after December 
31, 1993, under such terms and condi
tions as may be prescribed by the 
Commissioner. Taxpayers are eligible 
to make an election under these transi
tion rules whether or not they pre
viously used the simplified resale 
method. A taxpayer making such an 
election must recompute (or compute) 
its additional section 263A costs, and 
thus, its historic absorption ratio for its 
first test period as if the rules pre
scribed in this section and §§1.263A-l 
and 1.263A-2 had applied throughout 
the test period. 

(vi) Example. The provisions of this 
paragraph (d)(4) are illustrated by the 
following example: 

Example. (i) Taxpayer V uses the FIFO 
method of accounting for inventories and in 1994 
elects to use the historic absorption ratio with the 
simplified resale method. After recomputing .its 
additional section 263A costs in accordance With 

the transition rules of paragraph (d)( 4)( v) of this 
section, V identifies the following costs incurred 
during the test period: 

$3,000 

4,000 

5,000 



Historic 

absorption 

ratio 

$100 + 200 + 300 

$3,000 + 4,000 + 5,000 

Section 263A 

$600 = 5% 

$12,000 

(iii) In 1994, V incurs $10,000 of section 471 costs of which $3,000 remain in inventory at the end of the year. Under the simplified resale method 
using a historic absorption ratio, V determines the additional section 263A costs allocable to its ending inventory by multiplying its historic ratio (5%) by 
the section 471 costs remaining in its ending inventory: 

(iv) To determine its ending inventory under 
section 263A, V adds the additional section 
263A costs allocable to ending inventory to its 
section 471 costs remaining in ending inventory 
($3,150 = $150 + $3,000). The balance of V's 
additional section 263A costs incurred during 
1994 is taken into account in 1994 as part of V's 
cost of goods sold. 

(v) V's qualifying period ends as of the close 
of its 1998 taxable year. Therefore, 1999 is a 
recomputation year in which V must compute its 
actual combined absorption ratio. V determines 
its actual absorption ratio for 1999 to be 5.25% 
and compares that ratio to its historic absorption 
ratio (5.0%). Therefore, V must continue to use 
its historic absorption ratio of 5.0% throughout 
an extended qualifying period, 1999 through 
2004 (the recomputation year and the following 
five taxable years). 

(vi) If, instead, V's actual combined absorp
tion ratio for 1999 were not between 4.5% and 
5.5%, V's qualifying period would end and V 
would be required to compute a new historic 
absorption ratio with reference to an updated test 
period of 1999, 2000, and 2001. Once V's 
historic absorption ratio is determined for the 
updated test period, it would be used for a new 
qualifying period beginning in 2002. 

(5) Additional simplified methods for 
resellers. The Commissioner may pre
scribe additional elective simplified 
methods by revenue ruling or revenue 
procedure. 

(e) Cross reference. See §1.6001-
l(a) regarding the duty of taxpayers to 
keep such records as are sufficient to 
establish the amount of gross income, 
deductions, etc. 

§1.263A-4 Rules for property 
produced in a farming trade or 
business. [Reserved] 

§1.263A-5 Exception for qualified 
creative expenses incurred by certain 
free-lance authors, photographers, 
and artists. [Reserved] 

§1.263A-6 Rules for foreign persons. 
[Reserved] 

Par. 8. Section 1.446-1 is amended 
by revising the last sentence of para
graph (c)(1)(ii)(A) to read as follows: 

Add'l section 263A costs = 5% X $3,000 = $150 

§1.446-I General rule for methods of 
accounting. 

(c) *** 
(1) *** 
(ii) *** 

* * * * * * 

(A) *** As a further example, under 
section 263 or 263A, a liability that 
relates to the creation of an asset 
having a useful life extending substan
tially beyond the close of the taxable 
year is taken into account in the 
taxable year incurred through capitali
zation (within the meaning of 
§1.263A-I(c)(3» and may later affect 
the computation of taxable income 
through depreciation or otherwise over 
a period including subsequent taxable 
years, in accordance with applicable 
Internal Revenue Code sections and 
related guidance. 

* * * * * * 

Par. 9. Section 1.461-1 is amended 
by revising the fifth sentence of 
(a)(2)(i) to read as follows: 

§1.46I-I General rule for taxable 
year of deduction. 

(a) *** 
(2) *** (i) *** As a further exam

ple, under section 263 or 263A, a 
liability that relates to the creation of 
an asset having a useful life extending 
substantially beyond the close of the 
taxable year is taken into account in 
the taxable year incurred through capi
talization (within the meaning of 
§1.263A-I(c)(3», and may later affect 
the computation of taxable income 
through depreciation or otherwise over 
a period including subsequent taxable 
years, in accordance with applicable 
Internal Revenue Code sections and 
guidance published by the Secretary. 
*** 

* * * * * * 

Par. 10. Section 1.471-3 is amended 

by adding a sentence to the end of 
paragraph (b), and by revising the last 
sentence of paragraph (c) to read as 
follows: 

§1.47I-3 Inventories at cost. 

* * * * * * 

(b) *** For taxpayers acquiring mer
chandise for resale that are subject to 
the provisions of section 263A, see 
§ § 1.263A-I and 1.263A-3 for addi
tional amounts that must be included in 
inventory costs. 

(c) *** See §§ 1.263A-I and 
1.263A-2 for more specific rules re
garding the treatment of production 
costs. 

* * * * * * 
Par. II. Section 1.471-4 is amended 

by revising paragraph (a); by adding 
headings for paragraphs (b) and (c), 
and by adding paragraph (d) to read as 
follows: 

§1.47I-4 Inventories at cost or 
market, whichever is lower. 

(a) In general-(1) Market defini
tion. Under ordinary circumstances and 
for normal goods in an inventory, 
market means the aggregate of the 
current bid prices prevailing at the date 
of the inventory of the basic elements 
of cost reflected in inventories of goods 
purchased and on hand, goods in 
process of manufacture, and finished 
manufactured goods on hand. The basic 
elements of cost include direct mate
rials, direct labor, and indirect costs 
required to be included in inventories 
by the taxpayer (e.g., under section 
263A and its underlying regulations for 
taxpayers subject to that section). For 
taxpayers to which section 263A ap
plies, for example, the basic elements 
of cost must reflect all direct costs and 
all indirect costs properly allocable to 
goods on hand at the inventory date at 
the current bid price of those costs, 
including but not limited to the cost of 
purchasing, handling, and storage ac-
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tivities conducted by the taxpayer, both 
prior to and subsequent to acquisition 
or production of the goods. The deter
mination of the current bid price of the 
basic elements of costs reflected in 
goods on hand at the inventory date 
must be based on the usual volume of 
particular cost elements purchased (or 
incurred) by the taxpayer. 

(2) Fixed price contracts. Paragraph 

(a)(1) of this section does not apply to 
any goods on hand or in process of 
manufacture for delivery upon finn 
sales contracts (i.e., those not legally 
subject to cancellation by either party) 
at fixed prices entered into before the 
date of the inventory, under which the 
taxpayer is protected against actual 
loss. Any such goods must be inven
toried at cost. 

Direct materials 

Direct labor 

Indirect costs under section 263A 

Total section 263A costs (cost) 

(3) Examples. The valuati~n pri~ci
pIes in paragraph (a)(l) of thIS sect~on 
are illustrated by the followmg 
examples: 

Example 1. (i) Taxpayer A ":'lanufactures 
tractors. A values its inventory usmg cost or 
market, whichever is lower, under paragraph 
(a)(I) of this section. At the end of 1994, the 
cost of one of A's tractors on hand is determined 
as follows: 

$3,000 

4,000 

3,000 

$10,000 

(ii) A determines that the aggregate of the current bid prices of the materials, labor, and overhead required to reproduce the tractor at the end of 1994 
are as follows: 

Direct materials 

Direct labor 

Indirect costs under section 263A 

Total section 263A costs (market) 

$3,100 

4,100 

3,100 

$10,300 

(iii) In determining the lower of cost or market value of the tractor, A compares the cost of the tractor, $10,000, with the market value of the tractor, 
$10,300, in accordance with paragraph (c) of this section. Thus, under this section, A values the tractor at $10,000. 

Example 2. (i) Taxpayer B purchases and resells several lines of shoes and is subject to section 263A. B values its inventory using cost or market, 
whichever is lower, under paragraph (a)(1) of this section. At the end of 1994, the cost of one pair of shoes on hand is determined as follows: 

Acquisition cost 

Indirect costs under section 263A 

Total section 263A costs (cost) 

$200 

10 

$210 

(ii) B determines the aggregate current bid prices prevailing at the end of 1994 for the elements of cost (both direct costs and indirect costs incurred 
prior and subsequent to acquisition of the shoes) based on the volume of the elements usually purchased (or incurred) by B as follows: 

Acquisition cost 

Indirect costs under section 263A 

Total §263A costs (market) 

(iii) In determining the lower of cost or 
market value of the shoes, B compares the cost 
of the pair of shoes, $210, with the market value 
of the shoes, $190, in accordance with paragraph 
(c) of this section. Thus, under this section, B 
values the shoes at $190. 

(b) Inactive markets. *** 
(c) Comparison of cost and market. 

*** 
(d) Effective date. This section ap

plies to inventory valuations for taxable 
years beginning after December 31, 
1993. For taxable years beginning 
before January 1, 1994, taxpayers must 
take reasonable positions on their fed
eral income tax returns with respect to 
the application of section 263A, and 
must have otherwise complied with 
§ 1.471-4 (as contained in the 26 CFR 
part 1 edition revised April I, 1993). 
For purposes of this paragraph (d), a 
reasonable position as to the applica
tion of section 263A is a position 
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consistent with the temporary regula
tions, revenue rulings, revenue proce
dures, notices, and announcements 
concerning section 263A applicable in 
taxable years beginning before January 
1, 1994. (See §601.601(d)(2)(ii)(b) of 
this chapter.) 

Par. 12. Section 1.471-5 is amended 
by revising the last sentence of that 
section in the concluding text to read 
as follows: 

§1.471-5 Inventories by dealers in 
securities. 

*** See §§1.263A-l and 1.263A-3 
for rules regarding the treatment of 
costs with respect to property acquired 
for resale. 

Par. 13. Section 1.471-8 is amended 
by revising the last sentence of the 
concluding text of paragraph (a) to read 
as follows: 

$178 

12 

$190 

§1.471-8 Inventories of retail 
merchants. 

(a) *** 
*** See §§1.263A-l and 1.263A-3 

for rules regarding the computation of 
costs with respect to property acquired 
for resale. 

* * * * * * 
Par. 14. Section 1.471-11 is 

amended by revising the last sentence 
of paragraph (a) to read as follows: 

§1.471--J 1 Inventories of 
manufacturers. 

(a) *** See also §1.263A-lT with 
respect to the treatment of production 
costs incurred in taxable years begin
ning after December 31, 1986, and 
before January 1, 1994. See also 
§§ 1.263A-I and 1.263A-2 with respect 



to the treatment of production costs 
incurred in taxable years beginning 
after December 31, 1993. 

* * * * * * 

Par. 15. Section 1.1502-13 is 
amended by revising the last sentence 
of paragraph (c)(2) to read as follows: 

§I.IS02-J3 Intercompany 
transactions. 

* * * * * * 

(c) *** 
(2) *** See the regulations under 

section 263A for costs properly includ
ible in cost of goods sold. 

* * * * * * 

PART 602-0MB CONTROL NUMBERS 
UNDER THE PAPERWORK REDUCTION 
ACT 

Par. 16. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 17. Section 602.10 1 (c) is 
amended by adding entries in numeri
cal order to read as follows: 

§602.lDI OMB Control Numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.263A-l ............... 1545-0987 

* * * * * * 

1.263A-2 . . . . . . . . . . . . . .. 1545-0987 
1.263A-3 . . . . . . . . . . . . . .. 1545-0987 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved: 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 6, 1993, 8:45 a.m., and published in 
the issue of the Federal Register for August 9, 
1993, 58 F.R. 42198 as corrected by 59 F.R. 
3318) 

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

26 CFR 1.267(a)-1: Deductions disallowed. 

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 necessary business expenses for lodging, 
meal, and!or incidental expenses incurred while 
traveling away from home do not apply. See 
Rev. Proc. 93-50, page 586. 

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

26 CFR 1.274-5T: Substantiation requirements 
(temporary). 

Rules are set forth for substantiating the 
amount of ordinary and necessary business 
expense of an employee for lodging, meal, and! 
or incidental expenses incurred while traveling 
away from home when a payor provides a per 
diem allowance under a reimbursement or other 
expense allowance arrangement to pay for such 
expenses. Rules are also set forth for an optional 
method for employees and self-employed indi
viduals to use in computing the deductible costs 
of business meal and incidental expenses paid or 
incurred while traveling away from home. See 
Rev. Proc. 93-50, page 586. 

26 CFR 1.274-5T: Substantiation requirements 
(temporary). 

Simplified optional method for substantiating 
the amount of a deduction or expense for 
business use of an automobile. See Rev. Proc. 
93-51, page 593. 

26 CFR 1.274(d)-1: Substantiation 
requirements. 

Rules are set forth for substantiating the 
amount of ordinary and necessary business 
expense of an employee for lodging, meal, and! 
or incidental expenses incurred while traveling 
away from home when a payor provides a per 
diem allowance under a reimbursement or other 
expense allowance arrangement to pay for such 
expenses. See Rev. Proc. 93-50, page 586. 

26 CFR 1.274(d)-1: Substantiation 
requirements. 

Simplified optional method for substantiating 
the amount of a deduction or expense for 

Section 280G 

business use of an automobile. See Rev. Proc. 
93-51, page 593. 

Section 280F.-Limitation on 
Depreciation for Luxury Automobiles; 
Limitation Where Certain Property 
Used for Personal Purposes 

26 CFR 1.2BOF-5T: Leased property 
(temporary). 

This procedure provides owners and lessees of 
passenger automobiles with tables detailing the 
limitations on depreciation deductions for auto
mobiles first placed in service during calendar 
year 1993 and the amounts to be included in in
come for automobiles first leased during calendar 
year 1993. See Rev. Proc. 93-35, page 472. 

26 CFR 1.2BOF-7: Property leased after 
December 31, 1986. 

This procedure provides owners and lessees of 
passenger automobiles with tables detailing the 
limitations on depreciation deductions for auto
mobiles first placed in service during calendar 
year 1993 and the amounts to be included in in
come for automobiles first leased during calendar 
year 1993. See Rev. Proc. 93-35, page 472. 

Section 280G.-Golden Parachute 
Payments 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of July 1993. 
See Rev. Rul. 93-42, page 260. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of August 1993. 
See Rev. Rul. 93-51, page 262. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of September 
1993. See Rev. Rul. 93-55, page 263. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of October 1993. 
See Rev. Rul. 93-64, page 264. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of November 
1993. See Rev. Rul. 93-71, page 266. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of December 
1993. See Rev. Rul. 93-82, page 267. 
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Subchapter C.-Corporation 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 1.355-1: Distribution of stock and 
securities of a controlled corporation. 

Whether gain recognized on the receipt of cash 
in an exchange of stock that otherwise qualifies 
under section 355 of the Code is treated as a 
dividend distribution under section 356(a)(2). See 
Rev. Rul. 93-62, this page. 

Section 356.-Receipt of Additional 
Consideration 

26 CFR 1.356-1: Receipt of additional 
consideration in connection with an exchange. 
(Also Section 7805; 301.7805-1.) 

Corporate reorganizations; stock ex
changed for note and stock: dividend 
equivalency. Rev. Rul. 75-83 is re
voked as a result of the Supreme 
Court's decision in Commissioner v. 
Clark which determined whether the 
receipt of boot in an acquisitive reorga
nization has the effect of a dividend 
distribution under section 356(a)(2) of 
the Code. 

Rev. Rul. 93-61 

This revenue ruling revokes Rev. 
Rul. 75-83, 1975-1 C.B. 112. 

LAW AND ANALYSIS 

Section 354(a) of the Internal Reve
nue Code provides that no gain or loss 
shall be recognized if stock or se
curities in a corporation a party to a 
reorganization are exchanged solely for 
stock or securities in such corporation 
or in another corporation a party to the 
reorganization. If section 354 would 
apply to the exchange except for the 
receipt of money or property other than 
stock or securities in a corporate party 
to the reorganization, referred to as 
boot, section 356(a)(1) provides that 
the recipient shall recognize gain, but 
in an amount not in excess of the sum 
of the money and the fair market value 
of the other property. Under section 
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356(a)(2), if an exchange described in 
section 356(a)(1) has the effect of the 
distribution of a dividend, the share
holder must treat the gain recognized 
on the exchange as a dividend to the 
extent of the distributee's ratable share 
of the undistributed earnings and 
profits of the corporation accumulated 
after February 28, 1913. 

In Rev. Rul. 75-83, X corporation 
merged into Y corporation in a reorga
nization under section 368(a)(1)(A) of 
the Code. The sole shareholder of X 
corporation received shares of Y corpo
ration stock and a note, which was 
treated as boot under section 356(a)(1). 
To determine whether the exchange had 
the effect of the distribution of a 
dividend under section 356(a)(2), the 
Service treated the distribution as 
though it were made by the acquired 
corporation (X) and not the acquiring 
corporation (Y). Therefore, the Service 
concluded that the exchange had the 
effect of a dividend under section 
356(a)(2). 

In Commissioner v. Clark, 489 U.S. 
726 (1989), 1989-2 C.B. 68, the sole 
shareholder of a target corporation 
exchanged his target stock for stock of 
an acquiring corporation and cash. The 
Supreme Court applied the dividend 
equivalency rules for redemptions con
tained in section 302 of the Code to 
determine whether the boot payment 
had the effect of a dividend distribution 
under section 356(a)(2). At issue was 
whether the boot payment should be 
treated as if it were made (i) by the 
target corporation in a hypothetical 
section 302 redemption of a portion of 
the shareholder's target stock prior to 
and separate from the reorganization 
exchange, or (ii) by the acquiring 
corporation in a hypothetical section 
302 redemption of the acquiring stock 
that the shareholder would have re
ceived in the reorganization exchange 
if there had been no boot distribution. 
The Court concluded that the treatment 
of a boot distribution is determined 
"by examining the effect of the ex
change as a whole," 489 U.S. 726, 
737, and held that the second approach 
better tested the effect of the payment 
of boot as a component in the overall 
exchange. 

HOLDING 

In an acquisitive reorganization, the 
determination of whether boot is 
treated as a dividend distribution under 

section 356(a)(2) of the Code is made 
by comparing the intere.st the shru:e-
holder actually received m the acqUIr
ing corporation in the reorganization 
exchange with the interest the share
holder would have received in the 
acquiring corporation if solely stock 
had been received. 

EFFECT ON OTHER RULINGS 

Rev. Rul. 75-83 is revoked. 

PROSPECTIVE APPLICATION 

Pursuant to the authority contained 
in section 7805(b) of the Code, the 
Service will not challenge a share
holder's tax treatment of boot received 
in an acquisitive reorganization if such 
treatment is consistent with either Clark 
or with Rev. Rul. 75-83, provided that 
the boot was received in an acquisitive 
reorganization consummated on or be
fore March 22, 1989 (the date of the 
Supreme Court's decision in Clark) or 
consummated after that date pursuant 
to terms of a plan of reorganization 
adopted on or before that date. 

26 CFR 1.356-1: Receipt of additional 
consideration in connection with an exchange. 
(Also Section 355; 1.355-1.) 

Corporate reorganizations. Effect of 
the Supreme Court's decision in Com
mISSIOner v. Clark, 489 U.S. 726 
(1989), 1989-2 C.B. 68, on the anal
ysis of whether gain recognized on the 
receipt of cash in an exchange of stock 
that otherwise qualifies under section 
355 of the Code is treated as a dividend 
distribution under section 356(a)(2). 
Rev. Rul. 74-516 superseded. 

Rev. Rul. 93-62 

ISSUE 

Whether gain recognized on the 
receipt of cash in an exchange of stock 
that otherwise qualifies under section 
355 of the Internal Revenue Code is 
treated as a dividend distribution under 
section 356(a)(2). 

FACTS 

Distributing is a corporation with 
1,000 shares of a single class of stock 
outstanding. Each share has a fair 
market value of $lx. A, one of five 
unrelated individual shareholders, owns 



400 shares of Distributing stock. Dis
tributing owns all of the outstanding 
stock of a subsidiary corporation, Con
trolled. The Controlled stock has a fair 
market value of $200x. 

Distributing distributes all the stock 
of Controlled plus $200x cash to A in 
exchange for all of A's Distributing 
stock. The exchange satisfies the re
quirements of section 355 but for the 
receipt of the cash. 

LAW AND ANALYSIS 

Section 355(a)(l) of the Code 
provides, in general, that the share
holders of a distributing corporation 
will not recognize gain or loss on the 
exchange of the distributing corpora
tion's stock or securities solely for 
stock or securities of a controlled 
subsidiary if the requirements of sec
tion 355 are satisfied. 

Section 356(a)(l) of the Code 
provides for recognition of gain on 
exchanges in which gain would other
wise not be recognized under section 
354 (relating to tax-free acquisitive 
reorganizations) or section 355 if the 
property received in the exchange 
consists of property permitted to be 
received without gain recognition and 
other property or money ("boot"). The 
amount of gain recognized is limited to 
the sum of the money and the fair 
market value of the other property. 

Under section 356(a)(2) of the Code, 
gain recognized in an exchange de
scribed in section 356(a)(1) that "has 
the effect of the distribution of a 
dividend" is treated as a dividend to 
the extent of the distributee's ratable 
share of the undistributed earnings and 
profits accumulated after February 28, 
1913. Any remaining gain is treated as 
gain from the exchange of property. 

Determinations of whether the re
ceipt of boot has the effect of a 
dividend are made by applying the 
principles of section 302 of the Code. 
Commissioner v. Clark, 489 U.S. 726 
(1989), 1989-2 C.B. 68. Section 302 
contains rules for determining whether 
payments in redemption of stock are 
treated as payments in exchange for the 
stock or as distributions to which 
section 301 applies. 

Under section 302(a) of the Code, a 
redemption will be treated as an 
exchange if it satisfies one of the tests 
of section 302(b). Section 302(b )(2) 
provides exchange treatment for sub
stantially disproportionate redemptions 

of stock. A distribution is substantially 
disproportionate if (1) the shareholder's 
voting stock interest and common stock 
interest in the corporation immediately 
after the redemption are each less than 
80 percent of those interests imme
diately before the redemption, and (2) 
the shareholder owns less than 50 
percent of the voting power of all 
classes of stock immediately after the 
redemption. 

In Clark, the Supreme Court deter
mined whether gain recognized under 
section 356 of the Code on the receipt 
of boot in an acquisitive reorganization 
under section 368(a)(1 )(A) and (a)(2)
(D) should be treated as a dividend 
distribution. In that case, the sole 
shareholder of the target corporation 
exchanged his target stock for stock of 
the acquiring corporation and cash. In 
applying section 302 to determine 
whether the boot payment had the 
effect of a dividend distribution, the 
Court considered whether section 302 
should be applied to the boot payment 
as if it were made (i) by the target 
corporation in a pre-reorganization hy
pothetical redemption of a portion of 
the shareholder's target stock, or (ii) by 
the acquiring corporation in a post
reorganization hypothetical redemption 
of the acquiring corporation stock that 
the shareholder would have received in 
the reorganization exchange if there 
had been no boot distribution. 

The Supreme Court stated that the 
treatment of boot under section 
356(a)(2) of the Code should be 
determined "by examining the effect of 
the exchange as a whole," and con
cluded that treating the boot as re
ceived in a redemption of target stock 
would improperly isolate the boot 
payment from the overall reorganiza
tion by disregarding the effect of the 
subsequent merger. Consequently, the 
Court tested whether the boot payment 
had the effect of a dividend distribution 
by comparing the interest the taxpayer 
actually received in the acquiring cor
poration with the interest the taxpayer 
would have had if solely stock in the 
acquiring corporation had been re
ceived in the reorganization exchange. 

Prior to the decision in Clark, the 
Service considered the facts and issue 
presented in this revenue ruling in Rev. 
Rul. 74-516, 1974-2 C.B. 121. The 
determination of whether the exchange 
of Distributing stock for Controlled 
stock and boot under section 355 of the 
Code had the effect of a dividend 
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distribution under section 356(a)(2) was 
made by comparing A's interest in 
Distributing prior to the exchange with 
the interest A would have retained if A 
had not received Controlled stock and 
had only surrendered the Distributing 
stock equal in value to the boot. The 
Court's decision in Clark does not 
change the conclusion in Rev. Rul. 74-
516, because, like Clark, the ruling 
determined whether the exchange in 
question had the effect of a dividend 
distribution based on an analysis of the 
overall transaction. 

The exchange of A's Distributing 
stock for stock of Controlled qualifies 
for non-recognition treatment under 
section 355 of the Code in part because 
the overall effect of the exchange is an 
adjustment of A's continuing interest in 
Distributing in a modified corporate 
form. See section 1.355-2(c) of the 
Income Tax Regulations. The Con
trolled stock received by A represents a 
continuing interest in a portion of 
Distributing'S assets that were formerly 
held by A as an indirect equity interest. 
The boot payment has reduced A's 
proportionate interest in the overall 
corporate enterprise that includes both 
Distributing and Controlled. Thus, the 
boot is treated as received in redemp
tion of A's Distributing stock, and A's 
interest in Distributing immediately 
before the exchange is compared to the 
interest A would have retained if A had 
surrendered only the Distributing shares 
equal in value to the boot. 

Under the facts presented here, be
fore the exchange, A owned 400 of the 
1,000 shares, or 40 percent, of the 
outstanding Distributing stock. If A had 
surrendered only the 200 shares for 
which A received boot, A would still 
hold 200 of the 800 shares, or 25 
percent, of the Distributing stock out
standing after the exchange. This 25 
percent stock interest would represent 
62.5 percent of A's pre-exchange stock 
interest in Distributing. Therefore, the 
deemed redemption would be treated as 
an exchange because it qualifies as 
substantially disproportionate under 
section 302(b)(2) of the Code. 

HOLDING 

In an exchange of stock that other
wise qualifies under section 355 of the 
Code, whether the payment of boot is 
treated as a dividend distribution under 
section 356(a)(2) is determined prior to 
the exchange. This determination is 
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made by treating the reCIpIent share
holder as if the shareholder had re
tained the distributing corporation stock 
actually exchanged for controlled cor
poration stock and received the boot in 
exchange for distributing corporation 
stock equal in value to the boot. 

EFFECT ON OTHER RULINGS 

Rev. Rul. 74-516 is superseded. 

Part V.-Carryovers 

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

The adjusted federal long-tenn rate is set forth 
for the month of July 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted federal long-tenn rate is set forth 
for the month of August 1993. See Rev. Rul. 
93-51, page 262. 

The adjusted federal long-tenn rate is set forth 
for the month of September 1993. See Rev. Rul. 
93-55, page 263. 

The adjusted federal long-tenn rate is set forth 
for the month of October 1993. See Rev. Rul. 
93-64, page 264. 

The adjusted federal long-tenn rate is set forth 
for the month of November 1993. See Rev. Rul. 
93-71, page 266. 

The adjusted federal long-tenn rate is set forth 
for the month of December 1993. See Rev. Rul. 
93-82, page 267. 

26 CFR 1.382-1: Table of contents. 

T.D. 8490 

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

Limitations on Corporate Net 
Operating Loss 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regu
lations. 

SUMMARY: This document contains 
final income tax regulations relating to 
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the segregation of public groups fol
lowing certain stock issuances for 
purposes of determining whether an 
ownership change has occurred under 
section 382 of the Internal Revenue 
Code of 1986, as amended. These 
regulations provide exceptions to the 
segregation rules contained in tempo
rary regulations issued by the IRS on 
August 5, 1987. 

DATES: These regulations are effective 
October 4, 1993. 

For dates of applicability of these 
regulations, see "Effective date" para
graph in the "SUPPLEMENTARY 
INFORMATION" portion of the 
preamble. 

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 Reduc
tion Act (44 U.S.C. 3504(h» under 
control number 1545-1345. The esti
mated annual burden per respondent 
varies from 0.05 to 0.2 hours depend
ing on individual circumstances, with 
an estimated average of 0.1 hour. 

These estimates are approximations 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual respond
ents may require more or less time, 
depending on their particular circum
stances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be 
directed to the Internal Revenue Serv
ice, Attn: IRS Reports Clearance Of
ficer, T:FP, Washington, DC 20224, 
and to the Office of Management and 
Budget, Attention: Desk Officer for the 
Department of the Treasury, Office of 
Information and Regulatory Affairs, 
Washington, DC 20503. 

Background 

This document contains final and 
temporary regulations to be added to 
the Income Tax Regulations (26 CFR 
part 1) under section 382 of the 
Internal Revenue Code. The final reg
ulations provide exceptions to the rules 

of the temporary regulations. that re
quire the segregation of publIc groups 
after issuances of stock. Proposed 
regulations on this subject were set 
forth in a notice of proposed rulemak
ing published in the Federal Register 
on November 5, 1992 (57 FR 52738 
[CO-99-91, 1992-2 C.B. 621]). The 
IRS received public comments on the 
proposed regulations and held a public 
hearing on February 2, 1993. Having 
considered the comments and the state
ments made at the hearing, the IRS and 
the Treasury Department adopt the 
proposed regulations as revised by this 
Treasury decision. 

Explanation of Provisions 

The final regulations adopt the ex
ceptions to the segregation rules 
provided in the proposed regulations, 
with the clarifications and revisions 
described below. 

A. Application of cash issuance 
exception to issuances for both cash 
and noncash consideration 

The proposed regulations would have 
excepted from the segregation rules a 
portion of stock issued by a loss 
corporation "for cash." The proposed 
regulations would have provided that 
two or more related issuances are 
treated as a single issuance. Commenta
tors requested clarification of whether 
the cash issuance exception applies 
when a loss corporation issues stock 
for cash and, either in the same 
issuance or in a separate but related 
issuance, also issues stock for consid
eration other than cash. 

The final regulations clarify that the 
cash issuance exception applies if a 
loss corporation issues stock solely for 
cash. A share of stock is not issued 
solely for cash, if, as a condition of 
acquiring that share for cash, the 
acquiror is required to purchase other 
stock for consideration other than cash. 

B. Stock issued upon the exercise of 
rights distributed pro rata to existing 
shareholders 

The proposed regulations would have 
required a loss corporation to take into 
account subsequent transfers of any 
option issued on or after November 4. 
1992 (including transfers described in 
§ 1. 382-2T(h)( 4)(xi», in applying the 
actual knowledge exception to the 



segregation rules on the exercise of the 
options. It was intended that operation 
of the segregation rules on the exercise 
(or deemed exercise) of transferable 
options issued pro rata to shareholders 
be the same as the operation of the 
rules on a stock offering. 

To fully effectuate this intent, the 
final regulations provide that, if trans
ferable options are issued to more than 
one public group, § 1.382-2TU)(2)
(iii)(F) does not apply to treat options 
as exercised pro rata by each public 
group that acquired the options. 

C. Effective date 

As proposed, the regulations would 
have applied to issuances of stock in 
taxable years ending on or after 
November 4, 1992, the date on which 
the IRS filed the proposed regulations 
with the Federal Register. Taxpayers 
would have been allowed to elect to 
apply the rules of the proposed regula
tions to prior taxable years. 

Commentators questioned the manda
tory application of the proposed regula
tions to stock issuances occurring prior 
to the filing of the proposed regula
tions. The IRS and the Treasury 
Department agree that the regulations 
should not mandatorily apply to a 
transaction that occurred before the 
taxpayer had notice of the proposed 
regulations. Therefore, the final regula
tions generally apply to issuances of 
stock in taxable years beginning on or 
after November 4, 1992. Taxpayers 
may elect, however, to apply the rules 
of the final regulations to issuances of 
stock occurring in taxable years begin
ning prior to November 4, 1992. 

The final regulations also contain a 
special effective date for the rule 
relating to stock issued on the exercise 
of certain options described in B. of 
this preamble. This rule generally 
applies to stock issued on the exercise 
of options issued on or after November 
4, 1992, unless the option was issued 
under a transitional rule previously 
published in Notice 92-54, 1992-2 
C.B. 384. 

D. Application of the regulations to 
Farm Credit System institutions 

A commentator suggested that the 
regulations should contain a provision 
exempting Farm Credit System institu
tions from the application of the 
segregation rules. Exemption of FCS 

institutions from the application of the 
segregation rules is beyond the scope 
of these regulations. The Service and 
the Treasury Department are studying 
the application of the segregation rules 
to FCS institutions. 

Special Analyses 

It has been detennined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 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 was 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its impact 
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 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 *** Sec
tion 1.382-3 also issued under 26 
U.S.C. 382(m). 

* * * * * * 

Par. 2. Section 1.382-1 is amended 
by revising the entries for §1.382-3(b) 
through (j), to read as follows: 

§1.382-1 Table of contents. 

* * * * * * 

§1.382-3 Definitions and rules 
relating to a 5-percent shareholder. 

* * * * * * 

(b) through (i) [Reserved] 
(j) Modification of the segregation 

rules of § 1.382-2T(j)(2)(iii) in the 
case of certain issuances of stock. 

(1) Introduction. 
(2) Small issuance exception. 
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(i) In general. 
(ii) Small issuance defined. 
(iii) Small issuance limitation. 
(A) In general. 
(B) Class of stock defined. 
(C) Adjustments for stock splits and 

similar transactions. 
(D) Exception. 
(iv) Short taxable years. 
(3) Other issuances of stock for cash. 
(i) In general. 
(ii) Solely for cash. 
(A) In general. 
(B) Related issuances. 
(iii) Coordination with paragraph 

(j)(2) of this section. 
(4) Limitation on exempted stock. 
(5) Proportionate acquisition of ex

empted stock. 
(i) In general. 
(ii) Actual knowledge of greater over

lapping ownership. 
(6) Exception for equity structure 

shifts. 
(7) Transitory ownership by under-

writer disregarded. 
(8) Certain related issuances. 
(9) Application to options. 
(10) Issuance of stock pursuant to the 

exercise of certain options. 
(11) Application to first tier and higher 

tier entities. 
(12) Certain non-stock ownership in-

terests. 
(13) Examples. 
(14) Effective date. 
(i) In general. 
(ii) Effective date for paragraph 

(j)(1O) of this section. 
(iii) Election to apply this paragraph 

(j) retroactively. 
(A) Election. 
(B) Amended returns. 
(C) Revised information statements. 

* * * * * * 

Par. 3. Section 1.382-2T is amended 
by: 

1. Adding a sentence to the end of 
the concluding text of paragraph 
(j)(2)(iii)(B )(1). 

2. Adding a sentence to the end of 
paragraph (j)(2)(iii)(D)(1). 

3. Adding a sentence to the end of 
paragraph (j)(2)(iii)(F)(1). 

4. The additions read as follows: 

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

* * * * * * 
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(j) *** 
(2) *** 
(iii) *** 
(B) *** (1) *** 

*** See § 1.382-3(j) for exceptions to 
the segregation rules of this paragraph 
(j)(2)(iii)(B )(1). 

* * * * * * 
(D) *** (1) *** See § 1.382-3(j)(9) 

for rules relating to this paragraph 
(j)(2)(iii)(D). 

* * * * * * 
(F) *** (1) *** See §1.382-3(j)(10) 

for an exception to the application of 
the rule of this paragraph (j)(2)(iii)
(F)(1) to stock issued on the exercise 
of a transferable option. 

* * * * * * 
Par. 4. In §1.382-3, paragraph (j) is 

added to read as follows: 

§1.382-3 Definitions and rules 
relating to a 5-percent shareholder. 

* * * * * * 
(j) Modification of the segregation 

rules of §1.382-2T(j)(2)(iii) in the case 
of certain issuances of stock-(1) In
troduction. This paragraph (j) exempts, 
in whole or in part, certain issuances of 
stock by a loss corporation from the 
segregation rules of § 1.382-2T(j)(2)
(iii)(B). Terms and nomenclature used 
in this paragraph (j), and not otherwise 
defined herein, have the same meanings 
as in section 382 and the regulations 
thereunder. 

(2) Small issuance exception-(i) In 
general. Section 1.382-2T(j)(2)(iii)(B) 
does not apply to a small issuance (as 
defined in paragraph (j)(2)(ii) of this 
section), except to the extent that the 
total amount of stock issued in that 
issuance and all other small issuances 
previously made in the same taxable 
year (determined in each case on 
issuance) exceeds the small issuance 
limitation. This paragraph (j)(2) does 
not apply to an issuance of stock that, 
by itself, exceeds the small issuance 
limitation. 

(ii) Small issuance defined. Small 
issuance means an issuance (other than 
an issuance described in paragraph 
(j)(6) of this section) by the loss 
corporation of an amount of stock not 
exceeding the small issuance limitation. 
For purposes of this paragraph (j)(2)-
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(ii), all stock issued in the issuance is 
taken into account, including stock 
owned immediately after the issuance 
by a 5-percent shareholder that is not a 
direct public group. 

(iii) Small issuance limitation-(A) 
In general. For each taxable year, the 
loss corporation may, at its option, 
apply this paragraph (j)(2)-

(1) On a corporation-wide basis, in 
which case the small issuance limita
tion is 10 percent of the total value of 
the loss corporation's stock outstanding 
at the beginning of the taxable year 
(excluding the value of stock described 
in section 1504(a)(4»; or 

(2) On a class-by-class basis, in 
which case the small issuance limita
tion is 10 percent of the number of 
shares of the class outstanding at the 
beginning of the taxable year. 

(B) Class of stock defined. For pur
poses of this paragraph (j)(2)(iii), a 
class of stock includes all stock with 
the same material terms. 

(C) Adjustments for stock splits and 
similar transactions. Appropriate ad
justments to the number of shares of a 
class outstanding at the beginning of a 
taxable year must be made to take into 
account any stock split, reverse stock 
split, stock dividend to which section 
305(a) applies, recapitalization, or simi
lar transaction occurring during the 
taxable year. 

(D) Exception. The loss corporation 
may not apply this paragraph (j)(2)(iii) 
on a class-by-class basis if, during the 
taxable year, more than one class of 
stock is issued in a single issuance (or 
in two or more issuances that are 
treated as a single issuance under 
paragraph (j)(8)Cii) of this section). 

(iv) Short taxable years. In the case 
of a taxable year that is less than 365 
days, the small issuance limitation is 
reduced by multiplying it by a fraction, 
the numerator of which is the number 
of days in the taxable year, and the 
denominator of which is 365. 

(3) Other issuances of stock for 
cash-Ci) In general. If the loss corpo
ration issues stock solely for cash, 
§ 1.382-2T(j)(2)Ciii)(B) does not apply 
to such stock in an amount equal (as a 
percentage of the total stock issued) to 
one-half of the aggregate percenta~e 
ownership interest of direct pubbc 
groups immediately before the 
issuance. 

(ii) Solely for cash-(A) In general. 
A share of stock is not issued solely 
for cash if-

(1) The acquiror, as a conditi.on of 
acquiring that share for cash, IS re
quired to purchase other stock for 
consideration other than cash; or 

(2) The share is acquired upon the 
exercise of an option that was not 
issued solely for cash or was not 
distributed with respect to stock. 

(B) Related issuances. Paragraph 
(j)(8)(i) of this section (relating to the 
treatment of one or more issuances as a 
single issuance) does not apply in 
determining whether stock is issued 
solely for cash. 

(iii) Coordination with paragraph 
(j)(2) of this section. This paragraph 
(j)(3) does not apply to a small 
issuance exempted in whole from 
§ 1.382-2T(j)(2)(iii)(B) under paragraph 
(j)(2) of this section. In the case of a 
small issuance exempted in part from 
§ 1.382-2T(j)(2)(iii)(B) under paragraph 
(j)(2) of this section, this paragraph 
(j)(3) applies only to the portion of the 
issuance not so exempted, and that 
portion is treated as a separate issuance 
for purposes of this paragraph 0)(3). 

(4) Limitation on exempted stock. 
The total amount of stock that is 
exempted from the application of 
§ 1.382-2T(j)(2)(iii)(B) under para
graphs (j)(2) and (j)(3) of this section 
cannot exceed the total amount of stock 
issued in the issuance less the amount 
of that stock owned by a 5-percent 
shareholder (other than a direct public 
group) immediately after the issuance. 
Except to the extent that the loss 
corporation has actual knowledge to the 
contrary, any increase in the amount of 
the loss corporation's stock owned by a 
5-percent shareholder on the day of the 
issuance is considered to be attributable 
to an acquisition of stock in the 
issuance. 

(5) Proportionate acquisition of ex
empted stock-(i) In general. Each 
direct public group that exists imme
diately before an issuance to which 
paragraph (j)(2) or (j)(3) of this section 
applies is treated as acquiring its 
proportionate share of the amount of 
stock exempted from the application of 
§ 1.382-2T(j)(2)(iii)(B) under paragraph 
(j)(2) or (j)(3) of this section. 

(ii) Actual knowledge of greater 
overlapping ownership. Under the last 
sentence of § 1.382-2T(k)(2), the loss 
corporation may treat direct public 
groups existing immediately before an 
issuance to which paragraph (j)(2) or 
(j)(3) of this section applies as acquir
ing in the aggregate more stock than 



the amount detennined under paragraph 
(j)(5)(i) of this section, but only if the 
loss corporation actually knows that the 
aggregate amount acquired by those 
groups in the issuance exceeds the 
amount so detennined. 

(6) Exception for equity structure 
shifts. This paragraph (j) does not 
apply to any issuance of stock in an 
equity structure shift, except that para
graph (j)(2) of this section applies (if 
its requirements are met) to the issu
ance of stock in a recapitalization 
under section 368(a)(1)(E). 

(7) Transitory ownership by under
writer disregarded. For purposes of 
§1.382-2T(g)(1) and (j), and this para
graph (j), the transitory ownership of 
stock by an underwriter of the issuance 
is disregarded. 

(8) Certain related issuances. For 
purposes of this paragraph (j), two or 
more issuances (including issuances of 
stock by first tier or higher tier entities) 
are treated as a single issuance if-

(i) The issuances occur at approx
imately the same time pursuant to the 
same plan or arrangement; or 

(ii) A principal purpose of issuing 
the stock in separate issuances rather 
than in a single issuance is to minimize 
or avoid an owner shift under the rules 
of this paragraph (j). 

(9) Application to options. The prin
ciples of this paragraph (j) apply for 
purposes of applying § 1.382-2T(j)(2)
(iii)(D) (relating to the deemed acquisi
tion of stock as a result of the 
ownership of an option). 

(10) Issuance of stock pursuant to 
the exercise of certain options. If stock 
is issued on the exercise of a transfer
able option issued by the loss corpora
tion, § 1.382-2T(j)(2)(iii)(F) does not 
apply and, in applying the last sentence 
of § 1.382-2T(k)(2), the loss corpora
tion must take into account any trans
fers of the option (including transfers 
described in § 1.382-2T(h)(4)(xi». 
Therefore, even if transferable options 
are distributed pro rata to members of 
existing public groups, the actual 
knowledge exception of § 1.382-2T(k)
(2) applies only to the extent that the 
loss corporation actually knows that the 
persons acquiring stock on exercise of 
the options are members of a pre
existing public group. Moreover, if 
transferable options are issued to more 
than one public group, § 1.382-2T(j)
(2)(iii)(F) does not apply to treat the 
options as exercised pro rata by each 

such public group as the options are 
actually exercised. 

(11) Application to first tier and 
higher tier entities. The principles of 
this paragraph (j) apply to issuances of 
stock by a first tier entity or a higher 
tier entity that owns 5 percent or more 
of the loss corporation's stock (deter
mined without regard to § 1.382-2T(h)
(2)(i)(A». 

(12) Certain non-stock ownership in
terests. As the context may require, a 
non-stock ownership interest in an 
entity other than a corporation is 
treated as stock for purposes of this 
paragraph (j). 

(13) Examples. The provisions of 
this paragraph (j) are illustrated by the 
following examples: 

Example 1. (i) L corporation is a calendar year 
taxpayer. On January I, 1994, L has 1,000 shares 
of a single class of common stock outstanding, 
all of which are owned by a single direct public 
group (Public L). On February 1, 1994, L issues 
to employees as compensation 60 new common 
shares of the same class. On May 1, 1994, L 
issues 50 new common shares of the same class 
solely for cash. Following each issuance, L's 
stock is owned entirely by public shareholders. 
No other changes in the ownership of L's stock 
occur prior to May I, 1994. L chooses to 
determine its small issuance limitation for 1994 
on a class-by-class basis under paragraph 
(j)(2)(iii)(A)(2) of this section. 

(ii) The February issuance is a small issuance 
because the number of shares issued (60) does 
not exceed 100, the small issuance limitation (10 
percent of the number of common shares out
standing on January 1, 1994). Under paragraph 
(j)(2) of this section, the segregation rules of 
§ l.382-2T(j)(2)(iii)(B) do not apply to the 
February issuance. Under paragraph (j)(5) of this 
section, Public L is treated as acquiring all 60 
shares issued. 

(iii) The May issuance is a small issuance 
because the number of shares issued (50) does 
not exceed 100, the small issuance limitation (10 
percent of the number of common shares out
standing on January 1, 1994). However, under 
paragraph (j)(2) of this section, only 40 of the 50 
shares issued are exempted from the segregation 
rules of § 1.382-2T(j)(2)(iii)(B) because the total 
number of shares of common stock issued in the 
February and May issuances exceeds 100, the 
small issuance limitation, by 10. Because the 
May issuance is solely for cash, paragraph 9).(3) 
of this section exempts 5 of the 10 remaining 
shares from the segregation rules of § 1.382-
2T(j)(2)(iii)(B) (10 shares multiplied by 50 
percent, one-half of Public L's 100 percent 
ownership interest immediately before the May 
issuance-l,060 shares/l,060 shares). Accord
ingly, under paragraph (j)(5) of this se.ction, 
Public L is treated as acquiring 45 shares In the 
May issuance. Section l.382-2T(j)(2)(iii)(.B) ap
plies to the remaining 5 shares issued, which are 
treated as acquired by a direct public group 
separate from Public L. Each such. public group 
is treated as an individual who IS a separate 
5-percent shareholder. See § l.382-2T(g)(l)(iv) 
and (j)(l)(ii). 
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(iv) Assume that L actually knows that at least 
10 shares of the May issuance are acquired by 
members of Public L. The result is the same. See 
paragraph (j)(5)(ii) of this section. 

(v) Assume instead that L actually knows that 
all 50 shares of the May issuance are acquired by 
members of Public L. Under paragraph (j)(5)(ii) 
of this section, L may treat Public L as acquiring 
50 shares in the May issuance. 

Example 2. (i) L corporation is a calendar year 
taxpayer. On January 1, 1995, L has 1,000 shares 
of Class A common stock outstanding, the aggre
gate value of which is $1,000. Five hundred 
shares are owned by one direct public group 
(Public 1), and 500 shares are owned by another 
direct public group (Public 2). On August I, 
1995, L issues 200 shares of Class B common 
stock for $200 cash. A, an individual, acquires 
120 Class B shares in the transaction. The 
remaining 80 Class B shares are acquired by 
public shareholders. No other changes in owner
ship of L's stock occur prior to August I, 1995. 

(ii) The August issuance is not a small 
issuance. The total value of the Class B stock 
issued ($200) exceeds $100, the small issuance 
limitation as calculated under paragraph 
(j)(2)(iii)(A)(l) of this section (10 percent of the 
value of L's stock on January 1, 1995). The total 
number of Class B shares issued (200) exceeds 
0, the small issuance limitation as calculated 
under paragraph (j)(2)(iii)(A)(2) of this section 
(10 percent of the number of Class B shares 
outstanding on January I, 1995). Accordingly, 
paragraph (j)(2) of this section does not apply to 
the August issuance. 

(iii) Paragraph (j)(3) of this section, as limited 
by paragraph (j)( 4) of this section, exempts 80 
Class B shares from the segregation rule of 
§ 1.382-2T(j)(2)(iii)(B). Paragraph (j)(3) of this 
section, without regard to paragraph (j)( 4) of this 
section, would exempt 100 Class B shares: the 
product of the 200 Class B shares issued and 50 
percent (one-half of the combined 100 percent 
pre-issuance ownership interest of Public I and 
Public 2). Paragraph (j)(4), however, limits the 
total number of Class B shares that may be 
excluded to 80 Class B shares: the difference 
between the 200 shares issued and the 120 shares 
acquired by A. Under paragraph (j)(5) of this 
section, Public 1 and Public 2 are treated as 
acquiring the 80 exempted Class B shares. 
Because Public 1 and Public 2 each owned 500 
Class A shares prior to the issuance, Public 1 
and Public 2 are considered to acquire 40 Class 
B shares each. 

Example 3. (i) L has 1,000 shares of a single 
class of common stock outstanding, all of which 
are owned by a direct public group (Public L). 
At the same time pursuant to the same plan. L 
issues 500 shares of its stock to its creditors in 
exchange for its outstanding debt and 500 shares 
of its stock to the public for cash. Assume that 
the separate issuances of stock for debt and stock 
for cash do not have a principal purpose of 
minimizing or avoiding an owner shift. L has no 
individual 5-percent shareholders immediately 
after the issuances. 

(ii) The 500 shares of stock issued by L to its 
former creditors were not issued solely for cash. 
Therefore. paragraph (j)(3) of this section does 
not apply to those 500 shares. which are treated 
as owned by a public group separate from Public 
L. See § l.382-2T(j)(2)(iii)(B)(l)(i;). 

(iii) Paragraph (j)(3) of this section applies to 
the 500 shares of stock issued by L to the public 
because that stock was issued solely for cash. 
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Because the two issuances occur at the same 
time pursuant to the same plan, they are 
generally treated as a single issuance for 
purposes of this paragraph (j). See paragraph 
(j)(8)(i) of this section. The treatment of the two 
issuances as a single issuance does not apply, 
however, for the purpose of determining whether 
the stock issued to the public was issued solely 
for cash. See paragraph (j)(3)(ii)(B) of this 
section. 

(iv) Paragraph (j)(3) of this section applies to 
exempt 250 of the 500 shares issued solely for 
cash from the segregation rules of § 1.382-
2T(j)(2)(iii)(B) (the product of the 500 shares 
issued for cash and 50 percent (one-half of the 
100 percent pre-issuance ownership interest of 
Public L». The creditors that receive stock in 
exchange for their debt would not be treated as 
acquiring any of the 250 exempted shares even if 
their exchange of debt for stock occurs prior to 
the cash issuance. Paragraph (j)(5)(i) of this 
section allocates exempted shares among the 
direct public groups that exist immediately 
before an issuance. Because the issuance for cash 
and the issuance for debt are generally treated as 
a single issuance, the public group comprised of 
the former creditors of L was not a public group 
that existed immediately before the issuance. 

(v) Three public groups owning L stock exist 
immediately after the two issuances. Public L 
owns 1,250 shares-the 1,000 shares it owned 
prior to the issuances plus the 250 shares it is 
treated as acquiring in the cash issuance. A 
separate group comprised of the former creditors 
of L owns the 500 shares issued for debt. A third 
public group owns the 250 shares that are not 
treated as acquired by Public L in the cash 
issuance. 

Example 4. (i) L has 1,000 shares of a single 
class of common stock outstanding, all of which 
are owned by a direct public group (Public L). L 
issues 1,000 shares pursuant to an offer under 
which 500 shares must be acquired in exchange 
for debt and the remainder may be acquired for 
cash. Under the terms of the offer, only persons 
that acquire stock for debt are eligible to acquire 
stock for cash. L has no 5-percent shareholders 
other than direct public groups immediately after 
the issuance. 

(ii) As a condition of acquiring shares for 
cash, the creditors are required to purchase stock 
for debt. Therefore, paragraph (j)(3) of this 
section does not apply to any part of the issuance 
because it is not an issuance of stock solely for 
cash. The segregation rules of § 1.382-2T(j)
(2)(iii)(B) apply to treat all 1,000 shares as 
acquired by a new public group separate from 
Public L. 

(14) Effective date-(i) In general. 
Except as otherwise provided in this 
paragraph (j)(14), this paragraph (j) 
applies to issuances or deemed issu
ances of stock in taxable years begin
ning on or after November 4, 1992. 

(ii) Effective date for paragraph 
(j)(lO) of this section. Paragraph (j)(10) 
of this section applies to stock issued 
on the exercise of an option issued on 
or after November 4, 1992, unless the 
option was issued before May 4, 1993, 
and the issuer, on or before November 
4, 1992, filed a registration statement 
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with the Securities and Exchange Com
mISSIOn (or a comparable document 
with a State agency regulating se
curities) for the specific purpose of 
such issuance. 

(iii) Election to apply this paragraph 
(j) retroactively-(A) Election. A loss 
corporation may elect to apply para
graphs (j)(1) through (j)(13) of this 
section to all issuances or deemed 
issuances of stock to which § 1.382-
2T(j)(2)(iii)(B) or (D) applied (or 
would have applied taking paragraph 
(j)(7) of this section into account) 
occurring in taxable years beginning 
prior to November 4, 1992. This 
election is made by filing with the loss 
corporation's first income tax return 
filed more than 60 days after October 
4, 1993, the statement, "THIS IS AN 
ELECTION TO APPLY § 1.382-3(j) 
RETROACTIVELY," accompanied by 
the amended returns and revised infor
mation statements described in para
graphs (j)(14)(iii)(B) and (C) of this 
section. An election under this para
graph (j)(14)(iii) is irrevocable. 

(B) Amended returns. If the retroac
tive application of the rules of this 
paragraph (j) affects the amount of 
taxable income or loss for a prior 
taxable year, then, except as precluded 
by the applicable statute of limitations, 
the loss corporation (or the common 
parent of any consolidated group of 
which the loss corporation was a 
member for the year) must file an 
amended return for the year that 
reflects the effects of the retroactive 
application of the rules of this para
graph (j). If the statute of limitations 
precludes the filing of an amended 
return for one or more such prior 
taxable years, the loss corporation (or 
the common parent) must make appro
priate adjustments under the principles 
of section 382(1)(2)(A) in subsequent 
taxable years to reflect the difference 
between the losses and credits actually 
used in such prior taxable years and the 
amount that would have been used in 
those years applying the rules of this 
paragraph (j). 

(C) Revised information statements. 
If the retroactive application of the 
rules of this paragraph (j) affects the 
information reported on an information 
statement filed for any prior taxable 
year pursuant to § 1.382-2T(a)(2)(ii), 
then the loss corporation (or the com
mon parent of any consolid~ted group 
of which the loss corporation was a 
member for the year) must file a re-

vised information statement for the 
year that reflects the r~troactive app~i
cation of the rules of thIS paragraph (j). 

* * * * * * 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805. 

Par. 6. Section 602.101(c) is 
amended by revising the entry for 
"1.382-3" in the table to read as 
follows: 

§602.JOI OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.382-3 ................. 1545-1345 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved September 22, 1993. 

Samuel Y. Sessions, 
Assistant Secretary of the 

Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
October 1, 1993, 8:45 a.m., and published in 
the issue of the Federal Register for October 4, 
1993, 58 F.R. 51571) 

Subchapter D.-Deferred Compensation, etc. 

Part l.-Pension, Profit-Sharing, Stock Bonus 
Plan, etc. 
Subpart A.-General Rule 

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

26 CFR 1.401-1: Qualified pension, profit
sharing and stock bonus plans. 
(Also Section 7805; 301.7805-1.) 

Obsolescence of revenue rulings. 



Pursuant to the authority of section 
7805 of the Code and as a result of the 
final nondiscrimination regulations, the 
Service is providing a list of certain 
nondiscrimination revenue rulings that 
are being obsoleted or modified. 

Rev. Rul. 93-87 

In light of the enactment of legisla
tion, including the Tax Reform Act of 
1986, and the promulgation of regula
tions under sections 401 (a)(4), 401(a)
(5), 401(a)(17), 401(1), 410(b), and 
414(s) (the nondiscrimination regula
tions), the Internal Revenue Service has 
reviewed various revenue rulings that 
are published in the Internal Revenue 
Bulletin. 

The purpose of this revenue ruling is 
to publish lists of revenue rulings 
having primary application in the 
employee plans area that, although not 
specifically revoked or superseded, are 
not considered determinative with re
spect to future transactions because (1) 
the applicable statutory provisions or 
regulations have been changed or re
pealed; (2) the ruling position is 
specifically covered by statute or reg
ulations; or (3) the facts set forth no 
longer exist or are not sufficient to 
permit application of the current 
statute. 

The rulings listed in the first list 
below are obsolete with respect to all 
qualified plans. The rulings listed in 
the second list below are modified with 
respect to qualified plans that are 
subject to section 41O(b) of the Code, 
as amended by section 1112(a) of the 
Tax Reform Act of 1986, to provide 
that those revenue rulings are not 
determinative after the effective date of 
the nondiscrimination regulations. The 
rulings listed in the second list below 
continue to be considered determinative 
with respect to future transactions in 
the case of, for example, a governmen
tal plan (within the meaning of section 
414(d» or a church plan (within the 
meaning of section 414(e» with respect 
to which the election provided by 
section 41O(d) has not been made. 

(1) The following rulings are 
obsolete: 

Rev. Rul. 56-692 
Rev. Rul. 57-77 
Rev. Rul. 57-587 
Rev. Rul. 58-151 
Rev. Rul. 58-604 
Rev. Rul. 59-13 

1956-2 CB 287 
1957-1 CB 158 
1957-2 CB 260 
1958-1 CB 192 
1958-2 CB 147 
1959-1 CB 83 

Rev. Rul. 60-337 
Rev. Rul. 61-75 
Rev. Rul. 61-147 
Rev. Rul. 62-139 
Rev. Rul. 62-152 
Rev. Rul. 62-206 
Rev. Rul. 65-107 
Rev. Rul. 67-114 
Rev. Rul. 67-261 
Rev. Rul. 68-243 
Rev. Rul. 68-245 
Rev. Rul. 68-299 
Rev. Rul. 68-315 
Rev. Rul. 68-369 
Rev. Rul. 68-454 
Rev. Rul. 69-4 
Rev. Rul. 69-5 
Rev. Rul. 69-251 
Rev. Rul. 69-371 
Rev. Rul. 69-415 
Rev. Rul. 69-503 
Rev. Rul. 69-586 
Rev. Rul. 70-2 
Rev. Rul. 70-42 
Rev. Rul. 70-77 
Rev. Rul. 70-149 
Rev. Rul. 70-370 
Rev. Rul. 70-448 
Rev. Rul. 70-610 
Rev. Rul. 71-26 
Rev. Rul. 71-28 
Rev. Rul. 71-93 
Rev. Rul. 71-192 
Rev. Rul. 71-244 
Rev. Rul. 71-255 
Rev. Rul. 71-263 
Rev. Rul. 71-438 
Rev. Rul. 71-446 
Rev. Rul. 71-539 
Rev. Rul. 72-276 
Rev. Rul. 72-304 
Rev. Rul. 72-492 
Rev. Rul. 72-577 
Rev. Rul. 73-3 
Rev. Rul. 73-383 
Rev. Rul. 74-141 
Rev. Rul. 74-142 
Rev. Rul. 74-165 
Rev. Rul. 74-397 
Rev. Rul. 75-480 
Rev. Rul. 76-76 
Rev. Rul. 76-464 
Rev. Rul. 78-92 
Rev. Rul. 79-236 
Rev. Rul. 79-348 
Rev. Rul. 80-307 
Rev. Rul. 80-350 
Rev. Rul. 80-359 
Rev. Rul. 81-5 
Rev. Rul. 81-34 
Rev. Rul. 81-48 
Rev. Rul. 81-49 
Rev. Rul. 81-74 

1960-2 CB 
1961-1 CB 
1961-2 CB 
1962-2 CB 
1962-2 CB 
1962-2 CB 
1965-1 CB 
1967-1 CB 
1967-2 CB 
1968-1 CB 
1968-1 CB 
1968-1 CB 
1968-1 CB 
1968-2 CB 
1968-2 CB 
1969-1 CB 
1969-1 CB 
1969-1 CB 
1969-2 CB 
1969-2 CB 
1969-2 CB 
1969-2 CB 
1970-1 CB 
1970-1 CB 
1970-1 CB 
1970-1 CB 
1970-2 CB 
1970-2 CB 
1970-2 CB 
1971-1 CB 
1971-1 CB 
1971-1 CB 
1971-1 CB 
1971-1 CB 
1971-1 CB 
1971-1 CB 
1971-2 CB 
1971-2 CB 
1971-2 CB 
1972-1 CB 
1972-1 CB 
1972-2 CB 
1972-2 CB 
1973-1 CB 
1973-2 CB 
1974-1 CB 
1974-1 CB 
1974-1 CB 
1974-2 CB 
1975-2 CB 
1976-1 CB 
1976-2 CB 
1978-1 CB 
1979-2 CB 
1979-2 CB 
1980-2 CB 
1980-2 CB 
1980-2 CB 
1981-1 CB 
1981-1 CB 
1981-1 CB 
1981-1 CB 
1981-1 CB 

151 
140 
102 
123 
126 
129 
173 
85 

148 
157 
160 
157 
160 
172 
164 
118 
125 
127 
92 
96 
94 
94 
93 
94 

103 
95 
84 
87 
88 

120 
121 
122 
119 
119 
125 
125 
205 
187 
199 
111 
112 
222 
222 
195 
137 
93 
95 
96 

134 
131 
106 
115 
118 
160 
161 
136 
133 
136 
171 
173 
174 
174 
175 

Rev. Rul. 81-157 
Rev. Rul. 81-202 
Rev. Rul. 81-248 
Rev. Rul. 83-53 
Rev. Rul. 83-89 
Rev. Rul. 83-97 
Rev. Rul. 83-110 
Rev. Rul. 84-155 
Rev. Rul. 85-34 
Rev. Rul. 85-59 
Rev. Rul. 86-51 
Rev. Rul. 86-74 

Section 401 

1981-1 CB 170 
1981-2 CB 93 
1981-2 CB 91 
1983-1 CB 88 
1983-1 CB 88 
1983-2 CB 72 
1983-2 CB 70 
1984-2 CB 95 
1985-1 CB 134 
1985-1 CB 135 
1986-1 CB 205 
1986-1 CB 205 

(2) The following rulings are modi
fied with respect to qualified plans that 
are subject to section 41 O(b) of the 
Code, as amended by section 1112(a) 
of the Tax Reform Act of 1986, to 
provide that those rulings are not 
determinative after the effective date of 
the nondiscrimination regulations: 

Rev. Rul. 66-14 
Rev. Rul. 66-15 
Rev. Rul. 70-384 
Rev. Rul. 70-659 
Rev. Rul. 73-265 
Rev. Rul. 73-283 
Rev. Rul. 74-256 
Rev. Rul. 74-418 
Rev. Rul. 79-337 
Rev. Rul. 81-42 
Rev. Rul. 83-58 
Rev. Rul. 83-94 
Rev. Rul. 84-150 

1966-1 CB 
1966-1 CB 
1970-2 CB 
1970-2 CB 
1973-1 CB 
1973-2 CB 
1974-1 CB 
1974-2 CB 
1979-2 CB 
1981-1 CB 
1983-1 CB 
1983-2 CB 
1984-2 CB 

75 
83 
87 
90 

195 
133 
94 

133 
189 
216 

95 
75 
99 

The rulings in the two lists set forth 
above are declared obsolete or modi
fied as of the effective date of the 
nondiscrimination regulations. They are 
not considered determinative with re
spect to transactions on or after that 
date, except for qualified plans to 
which the second list does not apply. 
However, this revenue ruling does not 
determine the applicability of the reve
nue rulings in the two lists to transac
tions prior to the effective date of the 
nondiscrimination regulations. 

Other revenue rulings relating to the 
employee plans area will continue to be 
reviewed to ascertain those that are not 
considered determinative with respect 
to future transactions. Therefore, the 
omission of any particular revenue 
ruling from the above lists should not 
be construed as an indication that the 
revenue ruling necessarily is determina
tive with respect to future transactions. 
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26 CFR 1.401-4: Discrimination as to 
contributions or benefits (before 1994). 

T.D. 8485 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Nondiscrimination Requirements for 
Qualified Plans 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the final regulations 
under section 401(a)(4) of the Internal 
Revenue Code of 1986. They interpret 
the section 401(a)(4) requirement that 
contributions or benefits provided un
der a tax-qualified retirement plan not 
discriminate in favor of highly compen
sated employees. This section and the 
minimum coverage requirements of 
section 41O(b) form a coordinated 
nondiscrimination rule that prohibits a 
tax-qualified retirement plan from 
being designed or operated in favor of 
highly compensated employees. These 
regulations reflect changes made by the 
Tax Reform Act of 1986 and by the 
Technical and Miscellaneous Revenue 
Act of 1988. The regulations provide 
the guidance necessary to comply with 
the law and affect sponsors of, and 
participants in, tax-qualified retirement 
plans. 

DATES: These regulations are effective 
January 1, 1994, and apply to plan 
years beginning on or after January 1, 
1994, except as provided in the transi
tion rules of §1.401(a)(4)-13. 

SUPPLEMENTARY INFORMATION: 

Background 

On September 19, 1991, final regula
tions under section 401(a)(4) (T.D. 
8360 [1991-2 C.B. 98]) were published 
in the Federal Register (56 FR 47524). 
In the Federal Register of August 10, 
1992 (57 FR 35536), the Internal 
Revenue Service published proposed 
regulations to extend the effective date 
of the final regulations under section 
401(a)(4) and related regulations gener
ally to plan years beginning on or after 
January 1, 1994. 

126 1993-2 C.B. 

On January 12, 1993, proposed reg
ulations amending the final regulations 
were published in the Federal Register 
(58 FR 3876 [EE-62-92, 1993-1 C.B. 
646]). Written comments were received 
from the public on the proposed 
regulations, and a public hearing was 
held on April 23, 1993. After consid
eration of all of the written comments 
received and the statements made at the 
public hearing, the proposed regula
tions are adopted as modified by this 
Treasury decision. 

Coordination with other guidance 

The regulations under section 
401(a)(4) were developed in conjunc
tion with regulations under related 
statutory nondiscrimination provisions 
governing tax-qualified retirement 
plans, principally sections 401(a)(17), 
401 (a)(26), 401(1), 41O(b), 414(r), and 
414(s). Proposed amendments to the 
regulations under sections 401 (1), 
410(b), and 414(s) were published on 
April 22, 1993. The Treasury and the 
Service intend in the near future to 
finalize those proposed regulations and 
to propose modifications to the regula
tions under section 414(r), on which 
employers will be able to rely pending 
final regulations. Together, these reg
ulations provide coordinated and com
prehensive guidance on those statutory 
provisions. 

This coordinated approach to the 
nondiscrimination requirements pro
vides taxpayers with an integrated 
framework for applying the non
discrimination provisions of the Inter
nal Revenue Code. In addition, this 
approach makes it possible to simplify 
many of the related nondiscrimination 
rules. For example, the development of 
the rules under section 401(a)(4) per
mitted substantial simplification of the 
minimum participation rules previously 
proposed under section 401(a)(26) (fi
nalized as T.D. 8375 [1991-2 c.B. 
235] on December 4, 1991, 56 FR 
63410). Similarly, the Treasury and the 
Service will finalize a proposed reve
nue ruling (published in Announcement 
93-12, 1993-4 I.R.B. 71) identifying 
the guidance that they propose to 
obsolete when the section 40 1 (a)(4) 
regulations are effective. 

In conjunction with the development 
of the January 1993 proposed regula
tions under section 401 (a)(4), the 
Treasury and the Service issued a 
proposed revenue procedure (published 

in Announcement 92-81, 1992-22 
LR.B. 56) reducing the frequency of 
testing where appropriate and describ
ing the quality of data that may be used 
to substantiate compliance with the 
nondiscrimination regulation. The 
Treasury and the Service intend to 
finalize this guidance shortly, taking 
into account comments received on the 
proposed revenue procedure. 

1. Overview of regulations 

Section 401(a)(4) provides generally 
that a plan is a qualified plan only if 
the contributions or the benefits 
provided under the plan do not discrim
inate in favor of highly compensated 
employees. These final regulations are 
the exclusive means for determining 
whether the nondiscrimination require
ment is satisfied. A plan, therefore, will 
satisfy section 401 (a)(4) only if it 
complies both in form and in operation 
with these regulations. However, the 
regulations contain a direct delegation 
of authority allowing the Commissioner 
to provide, in revenue rulings, notices, 
and other guidance of general ap
plicability, any additional rules that 
may be necessary or appropriate in 
applying the nondiscrimination require
ments of section 401(a)(4). 

Section 1.401(a)(4)-1 of the regula
tions sets forth the three basic require
ments a plan must satisfy under section 
401(a)(4) and provides rules on how 
these requirements are applied. The 
first requirement is that either the 
contributions or the benefits provided 
under a plan must be nondiscriminatory 
in amount. Under the regulations, a 
plan generally is permitted to satisfy 
this requirement on the basis of either 
contributions or benefits, regardless of 
whether the plan is a defined contribu
tion plan or a defined benefit plan. The 
second requirement is that the benefits, 
rights, and features provided under the 
plan must be made available to em
ployees in a nondiscriminatory manner. 
The benefits, rights, and features sub
ject to this requirement are optional 
forms of benefit (such as retirement 
annuities and single sum payments), 
ancillary benefits (such as disability 
benefits), and other rights and features 
(such as plan loans and investment 
options). The third requirement is that 
!he effect of plan amendments (indud
mg grants of past service credit) and 
plan terminations must be nondiscrim
inatory. 



The proposed regulations issued in 
January 1993, make a number of 
significant changes to the section 
401(a)(4) requirements contained in the 
September 1991 regulations. These 
changes are intended to simplify sub
stantially the regulatory requirements 
and to increase their flexibility. Major 
changes in the proposed regulations 
include the following: 

• Allowing defined benefit plans to 
recognize service with another em
ployer or during a leave of absence in 
a wide range of circumstances and 
expanding the circumstances in which 
benefits under such plans are deter
mined without regard to offsets of 
benefits under other plans. 

• Liberalizing the fresh-start rules 
(that permit benefits before a certain 
date to be disregarded) by allowing a 
plan to disregard benefit increases 
resulting from higher compensation 
after the fresh-start date for fresh starts 
that occur both before and after the 
effective date of the regulations. 

• Modifying the general test by 
adding a facts-and-circumstances safety 
valve and eliminating the detailed rules 
used to determine accrual rates. 

• Replacing objective testing for 
benefits provided to former employees 
with a flexible facts-and-circumstances 
analysis. 

In general, comments received on the 
proposed regulations were favorable. 
As a result, these final regulations 
incorporate the changes contained in 
the January 1993 proposed regulations. 
In addition, in response to comments, 
certain modifications have been made 
that further simplify and increase flex
ibility in compliance alternatives. The 
more significant modifications made in 
these final regulations are discussed 
below. 

2. Nondiscrimination in amount of 
contributions or benefits 

The regulations retain the two basic 
testing alternatives for determining 
nondiscrimination in the amount of 
contributions or benefits. Safe-harbor 
testing, which focuses primarily on the 
provisions of the plan, provides design
based or simplified testing methods for 
plans with essentially uniform benefits. 
The uniformity requirements of the safe 
harbors sufficiently reduce the risk of 
discrimination in the amount of contri-

butions or benefits so that further 
testing of actual results is considered 
unnecessary. In contrast to safe-harbor 
testing, general testing focuses on 
actual results under the plan and 
permits plans providing for diversity in 
contributions or benefits to demonstrate 
that, despite this diversity, the plan 
satisfies the nondiscriminatory amounts 
requirement. 

a. Changes affecting safe-harbor 
testing 

Sections 1.401(a)(4)-2 and 1.401-
(a)(4)-3 of the proposed regulations 
contained a number of safe-harbor 
testing alternatives intended to cover 
many basic types of plan designs. 
These regulations finalize, with minor 
revisions, the specific requirements for 
safe harbors contained in the proposed 
regulations. In response to comments, 
the safe harbor for defined contribution 
plans with uniform points allocation 
formulas is modified to eliminate the 
requirement that points be provided for 
compensation. In addition, in order to 
facilitate use of the defined benefit plan 
safe harbors, the definition of uniform 
normal retirement age is expanded to 
provide generally that a plan's normal 
retirement provisions do not fail to be 
uniform merely because benefits com
mence on different dates for different 
employees, provided that each 
employee's normal retirement date does 
not differ by more than six months 
from a uniform normal retirement age. 

Representatives of multiemployer 
plans commented that it is common for 
these plans to condition receipt of a 
retroactive benefit increase on future 
service. As a result, the safe harbors 
were not available in testing the portion 
of the plan covering noncollectively 
bargained employees. The commenta
tors noted that these conditions are 
contained in these plans as protection 
against potential windfalls to em
ployees who return to work for a short 
period for any of the participating 
employers. In response to these com
ments, these regulations add a special 
rule in §1.401(a)(4)-3(f) permitting a 
multi employer plan to disregard such a 
service condition, provided that the 
condition applies to all employees in 
the multi employer plan and the service 
required does not exceed five years. 

Some commentators have noted that 
the safe-harbor rules do not accommo
date certain plans that meet the safe-
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harbor requirements in most but not all 
respects. The commentators have, 
therefore, suggested that a method be 
incorporated into the regulations to 
allow certain plans failing to meet the 
requirements for a safe harbor to show 
that this failure does not result in 
discrimination without requiring that 
the plan satisfy the general test. 

The Treasury and the Service have 
given extensive consideration to these 
comments. In evaluating a potential 
revision to safe-harbor testing to 
provide access for such plans, the 
Treasury and the Service are concerned 
that such a method would substantially 
undercut the design basis of the safe 
harbors and the assurance of non
discrimination provided by the uni
formity requirements. Consequently, 
the suggested change has not been 
made. Nevertheless, to the extent that 
the Service is able to identify appropri
ate means of facilitating access to safe
harbor testing, it is intended that the 
Commissioner will exercise the au
thority delegated under the regulations 
to provide alternative testing methods 
or procedures. 

The final regulations modify several 
other provisions of the proposed reg
ulations that affect both safe-harbor 
testing and general testing. These 
changes, discussed below, increase the 
number of plans that are able to meet 
the nondiscriminatory amounts require
ment on a safe-harbor basis. 

b. Changes affecting general testing 

Both §§1.401(a)(4)-2 and 1.401 (a)
(4)-3 of the regulations contain a 
general test for plans that are not using 
safe-harbor testing to demonstrate non
discrimination in the amount of contri
butions or benefits. This test focuses on 
the actual allocation or accrual rates 
provided to employees in the plan and 
compares those rates to determine 
whether the plan discriminates in favor 
of highly compensated employees. A 
facts-and-circumstances safety valve is 
provided for an otherwise non
discriminatory defined benefit plan that 
would pass the general test if no more 
than 5 percent of the highly compen
sated employees were disregarded. In 
response to comments, access to this 
5-percent safety valve has been broad
ened by providing that 5 percent of the 
number of highly compensated em
ployees may be determined by round
ing fractional numbers to the nearest 
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whole number. Although some com
ments suggested extending the safety
valve concept to defined contribution 
plans, the allocation rates in those 
plans do not generally have the sen
sitivity to employer demographics that 
make the safety valve necessary and 
appropriate for defined benefit plans. 
Therefore, the regulations do not adopt 
this suggestion. 

Changes to the general test for 
defined benefit plans in the proposed 
regulations substantially reduced the 
sensitivity of the general test to rela
tively minor differences in accrual 
rates, thereby making the results of the 
test more stable. As a result of these 
changes, and in the interest of sim
plification, the proposed regulations do 
not provide certain options contained in 
the September 1991 regulations, includ
ing, in particular, the floor on most 
valuable accrual rates and the option in 
specified cases to test most valuable 
accrual rates only. 

Certain commentators have requested 
reinstatement of both alternatives. The 
floor on most valuable accrual rates 
generally allowed substitution of an 
employee's higher most valuable ac
crual rate determined in a prior year for 
the employee's most valuable accrual 
rate determined in the current year. Use 
of the floor ensures that an employee's 
most valuable accrual rate does not 
decrease merely because the employee 
continues working beyond the age of 
greatest early retirement subsidy. This 
option has been reinstated in response 
to comments indicating that the con
tinued utility of the rule outweighs any 
incremental complexity. 

However, the Treasury and the Serv
ice have not reinstated the option to 
test most valuable accrual rates only. 
This alternative was available only in 
limited circumstances and the require
ments for access to the alternative were 
frequently misinterpreted. After consid
eration of the limited utility of the 
option, in conjunction with the signifi
cant simplification of the general test, 
the Treasury and the Service believe 
that the increased complexity and po
tential for confusion outweigh the 
utility of the option. 

c. Rules applicable to both safe
harbor testing and general testing 

The regulations contained 10 

§§1.401(a)(4)-3 and 1.401(a)(4)-13 
provide rules for disregarding benefits 
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accrued before a certain date in deter
mining whether a defined benefit plan 
satisfies a safe harbor or in determining 
accrual rates under the general test. 
These "fresh-start" rules also allow 
plans to disregard certain increases in 
benefits due to increases in compensa
tion after the fresh-start date. However, 
to narrow the potential for discrimina
tion, the proposed regulations limited 
the increased benefit that can be 
disregarded to an amount determined 
by multiplying the benefit as of the 
fresh-start date by the ratio of the 
employee's current compensation to the 
employee's compensation as of the 
fresh-start date (the fraction method). 

Commentators have suggested that it 
would be administratively easier to 
substitute an employee's current com
pensation directly into the formula used 
to determine the pre-fresh-start benefits 
rather than to use the fraction method. 
In response to these comments, these 
regulations permit this substitution of 
current compensation, provided that 
this approach is not reasonably ex
pected over time to discriminate sig
nificantly in favor of highly compen
sated employees. 

In response to comments, changes 
also have been made to the definition 
of average annual compensation. Aver
age annual compensation, as defined in 
§1.401(a)(4)-3(e) of the regulations, 
must be used under the plan's formula 
for purposes of the defined benefit plan 
safe harbors and for purposes of 
determining accrual rates under the 
general test. The proposed regulations 
permit periods of compensation to be 
disregarded in determining average an
nual compensation where an employee 
performs no services or performs serv
ices for less than a threshold of one 
half of a full-time work schedule. 
These regulations expand the permissi
ble periods that can be disregarded by 
allowing an employer to select a 
threshold that does not exceed three
fourths of a full-time work schedule. 
The regulations also provide that the 
threshold may be prorated in the case 
of an employee whose nonnal work 
schedule is part time. 

The proposed regulations also 
provide an exception from the 
consecutive-year requirement for de.ter
mining average annual compensatIOn. 
The exception is limited to plans that 
do not use pennitted disparity .. Some 
commentators requested that thIS ex
ception be extended to all plans. 

However, the Treasury and the Service 
believe that pennitting the use of 
nonconsecutive-year compensation by 
plans that use permitted disparity 
would be inconsistent with the explicit 
section 401(1)(5)(C)(i) requirement for 
consecutive-year compensation con
tained in the definition of average 
annual compensation. Therefore, this 
requested change has not been made. 

Certain commentators also requested 
that employers be allowed to treat an 
affiliate (e.g., a joint venture) that is 
not a member of the employer's con
trolled group under section 414 of the 
Code as though it were a member of 
the employer's controlled group in the 
context of the nondiscrimination rules 
(including sections 401(a)(4) and 
40l(k». The suggested change would 
eliminate separate employer-by
employer nondiscrimination testing of 
the multiple employer plans arising 
from the coverage of some or all joint 
venture employees in plans of the joint 
venture partners. 

While the regulations finalize signifi
cant changes to the service crediting 
rules intended to address many of these 
concerns, they do not adopt this pro
posed change. The statutory controlled 
group rules of section 414 provide a 
detailed definition of employer that is 
generally applicable for all qualifica
tion requirements and that does not 
contain an exception for section 
401 (a)(4). The Treasury and the Serv
ice believe that the section 414 defini
tion of employer governs for purposes 
of section 40l(a)(4) and that it is 
inappropriate to provide an inconsistent 
definition of employer in the context of 
nondiscrimination testing. 

3. Testing and retroactive correction 
of the availability of benefits, rights, 
and features 

The regulations in § 1.401 (a)(4)-4 
provide that optional forms of benefit, 
ancillary benefits, and other rights and 
features must be currently available to 
a group of employees that satisfies the 
nondiscriminatory classification re
quirement of section 41 O(b) without 
regard to the average benefit percent
age test. In addition, the group of 
employees to whom these benefits, 
rights, and features are effectively 
available must not substantially favor 
highly compensated employees. 

In detennining whether a benefit, 
right, or feature is currently available 



to a group of employees, the regula
tions provide that certain conditions 
imposed by a plan on the availability 
of a benefit, right, or feature may be 
disregarded. In response to comments, 
these regulations modify the proposed 
regulations by expanding the conditions 
that may be disregarded in determining 
current availability to include the fol
lowing: 1) a requirement that a spec
ified percentage of an employee's 
accrued benefit be nonforfeitable, 2) a 
requirement for execution of a waiver 
of rights under any federal or state law, 
and 3) a requirement for a particular 
family status (rather than only marital 
status as under the proposed regula
tions). In addition, in the case of 
multiemployer plans, a reasonable con
dition on the availability of an ancillary 
benefit or other right or feature requir
ing recent service may be disregarded, 
provided that all employees in the 
multiemployer plan are subject to the 
condition. 

Many commentators requested that 
the retroactive correction provisions of 
the proposed regulations be expanded 
to include a correction mechanism for 
the availability of benefits, rights and 
features. These commentators noted 
that, even though they carefully moni
tor their plans to ensure that these 
availability requirements are met on a 
continuing basis, failures will occur. 

In response to these comments, 
§1.401(a)(4)-11(g) of these regulations 
is modified to permit certain corrective 
amendments to the availability of bene
fits, rights, and features. Because it is 
difficult or impossible, in many cases, 
to make a benefit, right, or feature 
meaningfully available on a retroactive 
basis, a corrective amendment increas
ing availability is required only on a 
prospective basis. However, in order to 
take the correction into account for a 
plan year, the group of employees to 
whom the benefit, right, or feature is 
available (after taking the amendment 
into account) generally must satisfy the 
nondiscriminatory requirement of sec
tion 41O(b) using the safe-harbor per
centage applicable to the plan. In 
addition, the amendment must remain 
in effect until the end of the plan year 
following the year in which the amend
ment is effective, and must not be part 
of a pattern of amendments used to 
correct repeated failures of the same 
benefit, right or feature. Other rules 
relating to retroactive correction also 
apply (e.g., the requirement that the 
correction be made no later than the 

15th day of the 10th month after the 
close of a plan year). 

As an alternative to increasing avail
ability, the regulations also permit an 
employer to make a corrective amend
ment by the last day of the plan year 
eliminating the benefit, right, or feature 
(to the extent permitted under section 
411(d)(6». In that case, the amendment 
will be treated as if it were in effect 
throughout the plan year for purposes 
of nondiscrimination testing. In addi
tion, the regulations are modified to 
allow for retroactive correction for 
purposes of satisfying the section 
401(k) and (m) coverage and avail
ability requirements if certain condi
tions are satisfied. 

4. Nondiscrimination testing of plan 
amendments and plan terminations 

Section 1.401(a)(4)-5 of the regula
tions provides for facts-and-circum
stances testing of the effect of plan 
amendments (including plan amend
ments granting past service), focusing 
on whether the timing of a plan amend
ment or series of amendments discrim
inates significantly in favor of highly 
compensated employees or highly com
pensated former employees. In addi
tion, this section contains pre-termina
tion restrictions on payments to certain 
highly compensated employees, to 
which these regulations make minor 
clarifying modifications. 

5. Employee contributions in defined 
benefit plans and imputation of 
permitted disparity 

Section 1.401(a)(4)-6 of the regula
tions contains rules for defined benefit 
plans that include employee contribu
tions. In general, benefits derived from 
employer contributions must be tested 
separately from those derived from 
employee contributions. In order to 
facilitate nondiscrimination testing, the 
regulations contain simplified alterna
tives to the section 411(c) method for 
determining the portion of the benefit 
derived from employer contributions. 
Section 1.401(a)(4)-7 contains rules for 
taking permitted disparity into account 
in general testing. These regulations 
finalize, with minor revisions, the rules 
contained in these sections of the 
proposed regulations. 

6. Cross-testing 

Section 1.401(a)(4)-8 contains rules 
for testing defined contribution plans 
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on the basis of benefits and defined 
benefit plans on the basis of contribu
tions. This section sets forth the 
method for determining equivalent ac
crual rates in the case of a defined 
contribution plan or equivalent alloca
tion rates in the case of a defined 
benefit plan and coordinates the testing 
of these rates with the general tests in 
§§1.401(a)(4)-2 and 1.401 (a)(4)-3. In 
response to comments, these rules have 
been modified to provide that an 
employer that is cross-testing a defined 
contribution plan by using the current 
plan year as the measurement period 
under the general test may disregard 
income, expenses, gains, and losses 
allocated during the current plan year 
that are attributable to the allocation for 
the current plan year. Thus, such an 
employer may generally test by taking 
into account only contributions and 
forfeitures allocated during the current 
plan year. 

This section also provides safe
harbor-testing rules for defined benefit 
plans that are part of a floor offset 
arrangement. The fresh-start rules in 
§1.401(a)(4)-13 have been made more 
flexible in their application to floor 
offset plans that have been amended to 
eliminate the offset provision for future 
accruals. 

The September 1991 regulations in 
§§1.401(a)(4)-8 and 1.401(a)(4)-13 
also provided safe-harbor-testing rules 
for cash balance plans. Those rules 
generated significant comment. Be
cause the Treasury and the Service are 
continuing to review these comments, 
amendments to those rules will be 
proposed at a later date. 

7. Plan aggregation and 
disaggregation 

Section 1.401(a)(4)-9 requires plans 
that are aggregated for purposes of 
section 41 O(b) to be aggregated for 
purposes of section 401(a)(4) testing. 
In general, an aggregated plan is tested 
under the same rules applicable to 
single plans. However, special rules are 
provided for an aggregated plan that 
includes one or more defined contribu
tion plans and one or more defined 
benefit plans (DBIDC plan). This sec
tion also contains rules that allow a 
plan to be restructured and treated as 
consisting of separate component plans 
that may be tested separately under 
section 401(a)(4). In response to com
ments, minor modifications and clar
ifications have been made. 
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8. Nondiscrimination testing of former 
employees 

The regulations require separate test
ing of former employees under § 1.401-
(a)(4)-1O. As under the proposed reg
ulations, the amount of contributions or 
benefits and the availability of benefits, 
rights, and features provided to former 
employees will be nondiscriminatory if 
all of tile relevant facts and circum
stances show that the plan does not 
discriminate significantly in favor of 
highly compensated former employees. 

9. Vesting and Service Crediting 

Section 1.401(a)(4)-1l contains 
facts-and-circumstances rules for deter
mining whether the vesting and service 
crediting provisions of a plan are 
nondiscriminatory. Specifically, the 
rules allow plans to recognize service 
with another employer (either by grant
ing pre-participation service when an 
employee transfers from the other 
employer or by imputing service after 
an employee has transferred to the 
other employer) or to impute service 
during a leave of absence or a period 
of reduced work schedule, provided 
that the following facts-and
circumstances standards are met: (i) all 
similarly-situated employees are treated 
in the same way, (ii) there is a 
legitimate business reason for crediting 
the service, and (iii) the crediting of 
the service does not discriminate sig
nificantly in favor of highly compen
sated employees. 

In response to comments, these 
regulations clarify that the pre
participation and imputed service rules 
apply to defined contribution plans, as 
well as to defined benefit plans. How
ever, service crediting generally is not 
relevant for amounts testing of defined 
contribution plans except to determine 
whether a plan meets the uniform 
points allocation formula safe harbor. 
In addition, the rules for cross-testing 
defined contribution plans allow only 
years of service in which an employee 
has benefited under the plan to be 
taken into account. The limits under 
section 41S(c) also may limit the extent 
to which service and compensation 
outside the controlled group may be 
taken into account under a defined 
contribution plan. 

10. Definitions 

The regulations contain a number of 
important definitions used in applying 
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the rules contained in the regulations. 
In addition to the change to the 
definition of uniform normal retirement 
age described in the earlier discussion 
of safe-harbor testing, the regulations 
incorporate modifications to certain 
definitions which were proposed in 
related regulations. 

11. Effective Dates 

The regulations generally are effec
tive for plan years beginning on or 
after January I, 1994, or, in the case of 
governmental plans and plans main
tained by tax-exempt organizations, for 
plan years beginning on or after 
January I, 1996. For plan years begin
ning on or after the first day of the first 
plan year to which the amendments 
made by section 1112(a) of the Tax 
Reform Act of 1986 (TRA '86) apply 
and before the applicable regulatory 
effective date, §1.401(a)(4)-13 provides 
that a plan must be operated in 
accordance with a reasonable, good 
faith interpretation of the requirements 
of section 401(a)(4), taking into ac
count pre-existing guidance and the 
amendments made by TRA '86 to re
lated Code provisions, such as sections 
401(1), 401(a)(l7), and 41O(b). Whether 
compliance is reasonable and in good 
faith generally will be determined on 
the basis of all relevant facts and 
circumstances, including the extent to 
which the employer has consistently 
resolved unclear issues in its favor. 
Reasonable, good faith compliance will 
be deemed to exist, however, if a plan 
is operated in accordance with the 1990 
proposed regulations, the September 
1991 regulations, the January 1993 
proposed regulations, or these final 
regulations. 

In Notice 92-36, 1992-2 C.B. 364, 
the Service provided transition relief 
and extended the date by which plan 
amendments to comply with TRA '86 
must be made generally until the close 
of the first plan year for which these 
regulations are effective. This extended 
amendment date and related transition 
relief, combined with the reasonable, 
good faith compliance standard, are 
designed to ensure that plan sponsors 
have a reasonable period in which to 
amend qualified plans. 

Governmental plans 

The regulations retain the special 
transition rule for governmental plans. 

Thus, section 401(a)(4) is deemed 
satisfied in the case of governmental 
plans described in section 414(d) for 
plan years beginning before 1996. 
Some commentators have suggested 
that governmental plans should not be 
subject to nondiscrimination testing. 
However, in the absence of statutory 
provisions excepting governmental 
plans from these requirements, the 
regulations recognize their ap
plicability. Nevertheless, the Treasury 
and the Service recognize that govem
mental plans may have certain unique 
features relating to the sponsoring 
employer's status as a governmental 
entity. Comments have been received 
on such features, and additional com
ments are specifically requested from 
governmental employers regarding ap
propriate modifications to the regula
tions to take into account the operation 
of governmental plans. 

Plans maintained by more than one 
employer 

Multiple employer plans must satisfy 
section 401(a)(4) on an employer-by
employer basis rather than on the basis 
of participating employers in the aggre
gate. Any noncollectively bargained 
portion of a multiemployer plan is 
tested as a multiple employer plan. The 
consequences of failure to satisfy sec
tion 401 (a)(4) with respect to any 
component of this testing process may 
affect the plan for all participating 
employers. The regulations do not 
provide an exception to this rule. 
However, where a multiemployer plan 
or a multiple employer plan fails to 
satisfy section 401 (a)(4), the Commis
sioner could, in a proper case, treat the 
plan as satisfying section 401(a)(4) for 
innocent employers by requiring cor
rective and remedial action with respect 
to the plan. Such remedial action could 
include allowing the withdrawal of an 
offending employer, allowing a dis
qualifying defect to be cured within a 
reasonable period of time after the plan 
administrator has or should have 
knowledge of the disqualifying event or 
was otherwise notified by the Service 
of the disqualifying defect, or requiring 
plan amendments to prevent future dis
qualifying events. In addition, it is an
ticipated that guidance on data collec
tion and testing will be provided for 
multi employer plans in the proposed 
revenue procedure on substantiating 
compliance when that document is 
finalized. 



Effect on other laws 

Compliance with the prOVlSIOns of 
these regulations does not ensure com
pliance with other applicable Federal 
laws, including, but not limited to, the 
provisions of Title I of the Employee 
Retirement Income Security Act of 
1974, which are administered by the 
Secretary of Labor pursuant 'to Reorga
nization Plan Number 4 of 1978. Em
ployers should note that plan amend
ments pursuant to this regulation may 
necessitate reporting and disclosure 
under that Act, including requirements 
relating to summary plan descriptions 
and summaries of material 
modifications. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It also has been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking was submitted 
to the Small Business Administration 
for comment on its impact on small 
business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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 1.401-4 is amended 

by revising the section heading and 
paragraph (d) to read as follows: 

§1.401-4 Discrimination as to 
contributions or benefits (before 
1994). 

* * * * * * 

(d)(1) Except as provided in para
graph (d)(2) of this section, the pro-

visions of this section do not apply to 
plan years beginning on or after 
January 1, 1994. For rules applicable to 
plan years beginning on or after 
January 1, 1994, see §§ 1.401 (a)(4)-1 
through 1.401 (a)(4)-13. 

(2) In the case of plans maintained 
by organizations exempt from income 
taxation under section 501(a), including 
plans subject to section 403(b)(12)
(A)(i) (nonelective plans), the provi
sions of this section do not apply to 
plan years beginning on or after 
January 1, 1996. For rules applicable to 
plan years beginning on or after 
January 1, 1996, see §§1.401(a)(4)-1 
through 1.401(a)(4)-13. 

Par. 3. Section 1.401(a)-4 is 
amended by revising the section head
ing and paragraph A-6(a) to read as 
follows: 

§1.401(a)-4 Optional forms of benefit 
(before 1994). 

* * * * * * 

A-6: (a) General effective date-(1) 
In general. Except as otherwise 
provided in this section, the provisions 
of this section are effective January 30, 
1986, and do not apply to plan years 
beginning on or after January 1, 1994. 
For rules applicable to plan years 
beginning on or after January 1, 1994, 
see §§1.401(a)(4)-1 through 1.401-
(a)(4)-13. 

(2) Plans of tax-exempt organiza
tions. In the case of plans maintained 
by organizations exempt from income 
taxation under section 501(a), including 
plans subject to section 403(b)
(12)(A)(i) (nonelective plans), except 
as otherwise provided in this section, 
the provisions of this section are 
effective January 30, 1986, and do not 
apply to plan years beginning on or 
after January 1, 1996. For rules appli
cable to plan years beginning on or 
after January 1, 1996, see §§1.401-
(a)(4)-1 through 1.401 (a)(4)-13. 

* * * * * * 

Par. 4. Sections 1.401(a)(4)-0 
through 1.401(a)(4)-8(c)(2)(iii) and 
§§1.401(a)(4)-8(d) through 1.401(a)
(4)-13(e) are revised and §1.401(a)(4)-
8(c)(2)(iv) is added to read as follows: 

§1.401(a)(4)-O Table of contents. 

This section contains a listing of the 
major headings of §§1.401(a)(4)-1 
through 1.401 (a)(4)-13. 

Section 401 

§1.401(a)(4)-1 Nondiscrimination 
requirements of section 401 (a)(4). 

(a) In general. 
(b) Requirements a plan must satisfy. 

(1) In general. 
(2) Nondiscriminatory amount of 

contributions or benefits. 
(3) Nondiscriminatory availability 

of benefits, rights, and fea
tures. 

(4) Nondiscriminatory effect of 
plan amendments and termi
nations. 

(c) Application of requirements. 
(1) In general. 
(2) Interpretation. 
(3) Plan-year basis of testing. 
(4) Application of section 41O(b) 

rules. 
(5) Collectively-bargained plans. 
(6) Former employees. 
(7) Employee-provided contribu

tions and benefits. 
(8) Allocation of earnings. 
(9) Rollovers, transfers, and 

buybacks. 
(10) Vesting. 
(11) Crediting service. 
(12) Governmental plans. 
(13) Employee stock ownership 

plans. 
(14) Section 401(h) benefits. 
(15) Definitions. 
(16) Effective dates and fresh-

start rules. 
(d) Additional rules. 

§1.401(a)(4)-2 Nondiscrimination in 
amount of employer contributions 
under a defined contribution plan. 

(a) Introduction. 
(1) Overview. 
(2) Alternative methods of sat

isfying nondiscriminatory 
amount requirement. 

(b) Safe harbors. 
( 1 ) In general. 
(2) Safe harbor for plans with 

uniform allocation formula. 
(3) Safe harbor for plans with 

uniform points allocation 
formula. 

(4) Use of safe harbors not pre
cluded by certain plan provi
sions. 

(c) General test for nondiscrimination 
in amount of contributions. 
(1) General rule. 
(2) Determination of allocation 

rates. 
(3) Satisfaction of section 41 O(b) 

by a rate group. 
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(4) Examples. 

§1.401(a)(4)-3 Nondiscrimination in 
amount of employer-provided benefits 
under a defined benefit plan. 

(a) Introduction. 
(1) Overview. 
(2) Alternative methods of satis-

fying nondiscriminatory 
amount requirement. 

(b) Safe harbors. 
(1) In general. 
(2) Uniformity requirements. 
(3) Safe harbor for unit credit 

plans. 
(4) Safe harbor for plans using 

fractional accrual rule. 
(5) Safe harbor for insurance 

contract plans. 
(6) Use of safe harbors not pre-

cluded by certain plan provi-
sions. 

(c) General test for nondiscrimination 
in amount of benefits. 
(I) General rule. 
(2) Satisfaction of section 41O(b) 

by a rate group. 
(3) Certain violations dis

regarded. 
(4) Examples. 

(d) Determination of accrual rates. 
(1) Definitions. 
(2) Rules of application. 
(3) Optional rules. 
(4) Examples. 

(e) Compensation rules. 
(I) In general. 
(2) A verage annual compensa

tion. 
(3) Examples. 

(f) Special rules. 
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( I ) In general. 
(2) Certain qualified disability 

benefits. 
(3) Accruals after normal retire-

ment age. 
(4) Early retirement window 

benefits. 
(5) Unpredictable contingent 

event benefits. 
(6) Determination of benefits on 

other than plan-year basis. 
(7) Adjustments for certain plan 

distributions. 
(8) Adjustment for certain QPSA 

charges. 
(9) Disregard of certain offsets. 
(10) Special rule for multi-

employer plans. 
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§1.401(a)(4)-4 Nondiscriminatory 
availability of benefits. rights. and 
features. 

(a) Introduction. 
(b) Current availability. 

(1) General rule. 

(c) 

(d) 

(2) Determination of current 
availability. 

(3) Benefits, rights, and features 
that are eliminated prospec
tively. 

Effective availability. 
(1) General rule. 
(2) Examples. 
Special rules. 
(1) Mergers and acquisitions. 
(2) Frozen participants. 
(3) Early retirement window 

benefits. 
(4) Permissive aggregation of 

certain benefits, rights, or 
features. 

(5) Certain spousal benefits. 
(6) Special ESOP rules. 
(7) Special testing rule for un

predictable contingent event 
benefits. 

(e) Definitions. 
(I) Optional form of benefit. 
(2) Ancillary benefit. 
(3) Other right or feature. 

§1.401(a)(4)-5 Plan amendments and 
plan terminations. 

(a) Introduction. 
(1) Overview. 
(2) Facts-and-circumstances de

termination. 
(3) Safe harbor for certain 

grants of benefits for past 
periods. 

(4) Examples. 
(b) Pre-termination restrictions. 

(1) Required provisions in de
fined benefit plans. 

(2) Restriction of benefits upon 
plan termination. 

(3) Restrictions on distributions. 
(4) Operational restrictions on 

certain money purchase pen
sion plans. 

§1.401(a)(4)-6 Contributory defined 
benefit plans. 

(a) Introduction. 
(b) Determination of employer

provided benefit. 
(1) General rule. 
(2) Composition-of-work-force 

method. 
(3) Minimum-benefit method. 

(4) Grandfather rules for plans 
in existence on May 14, 
1990. 

(5) Government-plan method. 
(6) Cessation of employee con

tributions. 
(c) Rules applicable in determining 

whether employee-provided bene
fits are nondiscriminatory in 
amount. 
(I) In general. 
(2) Same rate of contributions. 
(3) Total-benefits method. 
(4) Grandfather rule for plans in 

existence on May 14, 1990. 

§1.401(a)(4)-7 Imputation of 
permitted disparity. 

(a) Introduction. 
(b) Adjusting allocation rates. 

(1 ) In general. 
(2) Employees whose plan year 

compensation does not ex
ceed taxable wage base. 

(3) Employees whose plan year 
compensation exceeds tax
able wage base. 

(4) Definitions. 
(5) Example. 

(c) Adjusting accrual rates. 
( 1) In general. 
(2) Employees whose average 

annual compensation does 
not exceed covered compen
sation. 

(3) Employees whose average 
annual compensation exceeds 
covered compensation. 

(4) Definitions. 
(5) Employees with negative un

adjusted accrual rates. 
(6) Example. 

(d) Rules of general application. 
(1) Eligible plans. 
(2) Exceptions from consistency 

requirements. 
(3) Overall permitted disparity. 

§1.401 (a)( 4 )-8 Cross-testing. 

(a) Introduction. 
(b) Nondiscrimination in amount of 

benefits provided under a defined 
contribution plan. 
(1) General rule. 
(2) Determination of equivalent 

accrual rates. 
(3) Safe-harbor testing method 

for target benefit plans. 
(c) Nondiscrimination in amount of 

contributions under a defined 
benefit plan. 
(1) General rule. 



(2) Determination of equivalent 
allocation rates. 

(3) Safe harbor testing method 
for cash balance plans. 

(d) Safe-harbor testing method for 
defined benefit plans that are part 
of a floor-offset arrangement. 
(1) General rule. 
(2) Application of safe-harbor 

testing method to qualified 
offset arrangements. 

§1.401(a)(4)-9 Plan aggregation and 
restructuring. 

(a) Introduction. 
(b) Application of nondiscrimination 

requirements to DBIDC plans. 
(1) General rule. 
(2) Special rules for demonstrat

ing nondiscrimination in 
amount of contributions or 
benefits. 

(3) Optional rules for demon
strating nondiscrimination in 
availability of certain bene
fits, rights, and features. 

(c) Plan restructuring. 
(1) General rule. 
(2) Identification of component 

plans. 
(3) Satisfaction of section 

401(a)(4) by a component 
plan. 

(4) Satisfaction of section 410(b) 
by a component plan. 

(5) Effect of restructuring under 
other sections. 

(6) Examples. 

§1.40I(a)(4)-10 Testing of former 
employees. 

(a) Introduction. 
(b) Nondiscrimination in amount of 

contributions or benefits. 
(1) General rule. 
(2) Permitted disparity. 
(3) Examples. 

(c) Nondiscrimination in availability 
of benefits, rights, or features. 

§1.401(a)(4)-11 Additional rules. 

(a) Introduction. 
(b) Rollovers, transfers, and 

buybacks. 
(1) Rollovers and elective trans

fers. 
(2) Other transfers. [Reserved] 
(3) Employee buybacks. 

(c) Vesting. 
(1) General rule. 
(2) Deemed equivalence of stat

utory vesting schedules. 

(3) Safe harbor for vesting 
schedules. 

(4) Examples. 
(d) Service-crediting rules. 

(1) Overview. 
(2) Manner of crediting service. 
(3) Service-crediting period. 

(e) Family aggregation rules. [Re
served] 

(f) Governmental plans. [Reserved] 
(g) Corrective amendments. 

(1) In general. 
(2) Scope of corrective amend

ments. 
(3) Conditions for corrective 

amendments. 
(4) Corrective amendments must 

have substance. 
(5) Effect under other statutory 

requirements. 
(6) Examples. 

§I.40I(a)(4)-I2 Definitions. 

§I.401(a)(4)-13 Effective dates and 
fresh-start rules. 

(a) General effective dates. 
(1 ) In general. 
(2) Plans of tax-exempt organi

zations. 
(3) Compliance during transition 

period. 
(b) Effective date for governmental 

plans. 
(c) Fresh-start rules for defined bene

fit plans. 
(1) Introduction. 
(2) General rule. 
(3) Definition of frozen. 
(4) Fresh-start formulas. 
(5) Rules of application. 
(6) Examples. 

(d) Compensation adjustments to 
frozen accrued benefits. 
(1) Introduction. 
(2) In general. 
(3) Plan requirements. 
(4) Meaningful coverage as of 

fresh-start date. 
(5) Meaningful ongoing 

coverage. 
(6) Meaningful current benefit 

accruals. 
(7) Minimum benefit adjustment. 
(8) Adjusted accrued benefit. 
(9) Examples. 

(e) Determination of initial theoretical 
reserve for target benefit plans. 
(1) General rule. 
(2) Example. 

(f) Special fresh-start rules for cash 
balance plans. 
(1 ) In general. 

Section 401 

(2) Alternative formula. 
(3) Limitations on formulas. 

§1.40I(a)(4)-I Nondiscrimination 
requirements of section 401 (a)(4). 

(a) In general. Section 401 (a)(4) 
provides that a plan is a qualified plan 
only if the contributions or the benefits 
provided under the plan do not discrim
inate in favor of HCEs. Whether a plan 
satisfies this requirement depends on 
the form of the plan and on its effect in 
operation. In making this determina
tion, intent is irrelevant. This section 
sets forth the exclusive rules for 
determining whether a plan satisfies 
section 401(a)(4). A plan that complies 
in form and operation with the rules in 
this section therefore satisfies section 
401(a)(4). 

(b) Requirements a plan must 
satisfy-(1) In general. In order to 
satisfy section 401 (a)(4), a plan must 
satisfy each of the requirements of this 
paragraph (b). 

(2) Nondiscriminatory amount of 
contributions or benefits-(i) General 
rule. Either the contributions or the 
benefits provided under the plan must 
be nondiscriminatory in amount. It 
need not be shown that both the 
contributions and the benefits provided 
are nondiscriminatory in amount, but 
only that either the contributions alone 
or the benefits alone are nondiscrimina
tory in amount. 

(ii) Defined contribution plans-(A) 
General rule. A defined contribution 
plan satisfies this paragraph (b)(2) if 
the contributions allocated under the 
plan (including forfeitures) are non
discriminatory in amount under § 1.401-
(a)(4)-2. Alternatively, a defined con
tribution plan (other than an ESOP) 
satisfies this paragraph (b)(2) if the 
equivalent benefits provided under the 
plan are nondiscriminatory in amount 
under §1.401(a)(4)-8(b). Section 
1.401(a)(4)-8(b) includes a safe-harbor 
testing method for contributions 
provided under a target benefit plan. 

(B) Section 401(k) plans and section 
40I(m) plans. A section 401(k) plan is 
deemed to satisfy this paragraph (b )(2) 
because § 1.41 O(b )--9 defines a section 
401(k) plan as a plan consisting of 
elective contributions under a qualified 
cash or deferred arrangement (i.e .• one 
that satisfies section 40 I (k)(3), the 
nondiscriminatory amount requirement 
applicable to qualified cash or deferred 
arrangements). A section 401(m) plan 
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satisfies this paragraph (b)(2) only if 
the plan satisfies §§1.401(m)-1(b) and 
1.401 (m)-2. Contributions under a non
qualified cash or deferred arrangement. 
elective contributions described in 
§1.401(k)-I(b)(4)(iv) that fail to satisfy 
the allocation and compensation re
quirements of § 1.401 (k)-l (b)( 4 )(i). 
matching contributions that fail to 
satisfy §1.401(m)-l(b)(4)(ii)(A). and 
qualified nonelective contributions 
treated as elective or matching contri
butions for certain purposes under 
§§1.401(k)-1(b)(5) and 1.401(m)-1-
(b)(5). respectively. are not subject to 
the special rule in this paragraph 
(b)(2)(ii)(B). because they are not 
treated as part of a section 401 (k) plan 
or section 401(m) plan as those terms 
are defined in § 1.41 O(b )-9. The contri
butions described in the preceding 
sentence must satisfy paragraph 
(b )(2)(ii)(A) of this section. 

(iii) Defined benefit plans. A defined 
benefit plan satisfies this paragraph 
(b)(2) if the benefits provided under the 
plan are nondiscriminatory in amount 
under §1.401(a)(4)-3. Alternatively, a 
defined benefit plan satisfies this para
graph (b)(2) if the equivalent alloca
tions provided under the plan are 
nondiscriminatory in amount under 
§ 1.401 (a)(4)-8(c). Section 1.401(a)(4)-
8(c) includes a safe-harbor testing 
method for benefits provided under a 
cash balance plan. In addition, 
§ 1.401(a)(4)-8(d) provides a safe
harbor testing method for benefits 
provided under a defined benefit plan 
that is part of a floor-offset 
arrangement. 

(3) Nondiscriminatory availability of 
benefits. rights. and features. All bene
fits. rights, and features provided under 
the plan must be made available in the 
plan in a nondiscriminatory manner. 
Rules for determining whether this 
requirement is satisfied are set forth in 
§ 1.401 (a)(4)-4. 

(4) Nondiscriminatory effect of plan 
amendments and terminations. The tim
ing of plan amendments must not have 
the effect of discriminating signifi
cantly in favor of HCEs. Rules for 
det.ermining whether this requirement is 
satIsfied ~e set forth in §1.401(a)(4)-
5(a):. SectIOn 1.401(a)(4)-5(b) provides 
addl~lOn~1 requirements regarding plan 
termmatlOns. 

(c) Application of requirements-(l) 
In general. The requirements of para
graph (b) of this section must be 
applied in accordance with the rules set 
forth in this paragraph (c). 
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(2) Interpretation. The provisions of 
§§1.401(a)(4)-1 through 1.401(a)(4)-I3 
must be interpreted in a reasonable 
manner consistent with the purpose of 
preventing discrimination in favor of 
HCEs. 

(3) Plan-year basis of testing. The 
requirements of paragraph (b) of this 
section are generally applied on the 
basis of the plan year and on the basis 
of the terms of the plan in effect during 
the plan year. Thus, unless otherwise 
provided, the compensation, contribu
tions, benefit accruals, and other items 
used to apply these requirements must 
be determined with respect to the plan 
year being tested. However, § 1.401(a)
(4)-11 (g) provides rules allowing for 
corrective amendments made after the 
close of the plan year to be taken into 
account in satisfying certain require
ments under paragraph (b) of this 
section. 

(4) Application of section 4JO(b) 
rules-(i) Relationship between sec
tions 401(a)(4) and 4JO(b). To be a 
qualified plan, a plan must satisfy both 
sections 41O(b) and 401(a)(4). Section 
41O(b) requires that a plan benefit a 
nondiscriminatory group of employees, 
and section 401(a)(4) requires that the 
contributions or benefits provided to 
employees benefiting under the plan 
not discriminate in favor of HCEs. 
Consistent with this requirement, the 
definition of a plan subject to testing 
under section 401(a)(4) is the same as 
the definition of a plan subject to 
testing under section 410(b), i.e .• the 
plan determined after applying the 
mandatory disaggregation rules of 
§1.41O(b)-7(c) and the permissive ag
gregation rules of §1.41O(b)-7(d). In 
addition, whichever testing option is 
used for the plan year under § 1.41O(b)-
8(a) (e.g., quarterly testing) must also 
be used for purposes of determining 
whether the plan satisfies section 
401(a)(4) for the plan year. 

(ii) Special rules for certain aggre
gated plans. Special rules are set forth 
in §~.4~I(~)(4)-9(b) for applying the 
nondlscnmmatory amount and avail
ability requirements of paragraphs 
(b)(2) and (b)(3) of this section to a 
plan that includes one or more defined 
benefit plans and one or more defined 
c~nt?bution plans that have been per
mIssIvely aggregated under § 1.41O(b)-
7(d). 

(iii) Restructuring. In certain cir
cumstances, a plan may be restructured 
on the basis of employee groups and 

treated as comprising two or more 
plans, each of which is treated as a 
separate plan that must independently 
satisfy sections 401(a)(4) and 41O(b). 
Rules relating to restructuring plans for 
purposes of applying the requirements 
of paragraph (b) of this section are set 
forth in §1.401(a)(4)-9(c). 

(iv) References to section 410(b). 
Except as otherwise specifically 
provided, references to satisfying sec
tion 41O(b) in §§1.401(a)(4)-1 through 
1.401(a)(4)-13 mean satisfying 
§ 1.41O(b)-2 (taking into account any 
special rules available in satisfying that 
section, other than the permissive ag
gregation rules of §1.41O(b)-7(d». In 
the case of a plan described in section 
41O(c)(l) that has not made the elec
tion described in section 41O(d) and is 
not subject to section 403(b )(l2)(A)(i). 
references in §§1.401(a)(4)-1 through 
1.401(a)(4)-I3 to satisfying section 
41 O(b) mean satisfying section 
41O(c)(2). 

(5) Collectively-bargained plans. 
The requirements of paragraph (b) of 
this section are treated as satisfied by a 
collectively-bargained plan that auto
matically satisfies section 41O(b) under 
§ 1.41 O(b )-2(b )(7). 

(6) Former employees. In applying 
the nondiscriminatory amount and 
availability requirements of paragraphs 
(b)(2) and (b)(3) of this section, former 
employees are tested separately from 
active employees, unless otherwise 
provided. Rules for applying para
graphs (b)(2) and (b)(3) of this section 
to former employees are set forth in 
§1.401(a)(4)-1O. 

(7) Employee-provided contributions 
and benefits. In applying the non
discriminatory amount requirement of 
paragraph (b )(2) of this section, 
employee-provided contributions and 
benefits are tested separately from 
employer-provided contributions and 
benefits, unless otherwise provided. 
Rules for determining the amount of 
employer-provided benefits under a 
defined benefit plan that include 
employee contributions not allocated to 
separate accounts are set forth in 
~1.401(a)(4)-6(b), and rules for apply
mg paragraph (b )(2) of this section to 
employee contributions under such a 
plan are set forth in §1.401(a)(4)-6(c). 
See paragraph (b)(2)(ii)(B) of this 
section for rules applicable to employee 
contributions allocated to separate 
accounts. 

(8) .Allocation of earnings. Notwith
standmg any other provision in 



§§1.401(a)(4)-1 through 1.401(a)(4)-
13, a defined contribution plan does not 
satisfy paragraph (b)(2) of this section 
if the manner in which income, ex
penses, gains, or losses are allocated to 
accounts under the plan discriminates 
in favor of HCEs or former HCEs. 

(9) Rollovers, transfers, and buy
backs. In applying the requirements of 
paragraph (b) of this section, rollover 
(including direct rollover) contributions 
described in section 402(c), 402(e)(6), 
403(a)(4), 403(a)(5), or 408(d)(3), elec
tive transfers described in § 1.411 (d)-4, 
Q&A-3(b), transfers of assets and 
liabilities described in section 414(1), 
and employee buybacks are treated in 
accordance with the rules set forth in 
§1.401(a)(4)-11(b). 

(10) Vesting. A plan does not satisfy 
the nondiscriminatory amount require
ment of paragraph (b)(2) of this section 
unless it satisfies § 1.401 (a)(4)-11 (c) 
with respect to the manner in which 
employees vest in their accrued 
benefits. 

(11) Crediting service. A plan does 
not satisfy paragraphs (b)(2) and (b)(3) 
of this section unless it satisfies 
§1.401(a)(4)-1l(d) with respect to the 
manner in which employees' service is 
credited under the plan. Service other 
than actual service with the employer 
may not be taken into account in 
determining whether the plan satisfies 
paragraphs (b)(2) and (b)(3) of this 
section except as provided in § 1.401-
(a)(4)-II(d). 

(12) Governmental plans. The rules 
of this section apply to a governmental 
plan within the meaning of section 
414(d), except as provided in §§1.401-
(a)(4)-1l(f) and 1.401(a)(4)-13(b). 

(13) Employee stock ownership 
plans. [Reserved] 

(14) Section 401(h) benefits. In ap
plying the requirements of paragraph 
(b) of this section, the portion of a plan 
providing benefits described in section 
401 (h) is tested separately from the 
portion of the same plan providing 
retirement benefits, and thus is not 
required to satisfy this section. Rules 
applicable to section 40 I (h) benefits 
are set forth in §1.401-l4(b)(2). 

(15) Definitions. In applying the re
quirements of this section, the defini
tions in §1.40l(a)(4)-12 govern. 

(16) Effective dates and fresh-start 
rules. In applying the requirements of 
this section, the effective dates set forth 
in §1.40l(a)(4)-13 govern. Section 

1.40l(a)(4)-13 also provides certain 
transition and fresh-start rules that 
apply for purposes of this section. 

(d) Additional guidance. The Com
missioner may, in revenue rulings, 
notices, and other guidance, published 
in the Internal Revenue Bulletin, 
provide any additional guidance that 
may be necessary or appropriate in 
applying the nondiscrimination require
ments of section 40l(a)(4), including 
additional safe harbors and alternative 
methods and procedures for satisfying 
those requirements. See §601.60l(d)
(2)(ii)(b) of this chapter. 

§1.401(a)(4)-2 Nondiscrimination in 
amount of employer contributions 
under a defined contribution plan. 

(a) Introduction-(1) Overview. This 
section provides rules for determining 
whether the employer contributions 
allocated under a defined contribution 
plan are nondiscriminatory in amount 
as required by §1.40l(a)(4)-1(b)
(2)(ii)(A). Certain defined contribution 
plans that provide uniform allocations 
are permitted to satisfy this requirement 
by meeting one of the safe harbors in 
paragraph (b) of this section. Plans that 
do not provide uniform allocations may 
satisfy this requirement by satisfying 
the general test in paragraph (c) of this 
section. See §1.40l(a)(4)-1(b)(2)(ii)(B) 
for the exclusive tests applicable to 
section 40l(k) plans and section 
40l(m) plans. 

(2) Alternative methods of satisfying 
nondiscriminatory amount requirement. 
A defined contribution plan is permit
ted to satisfy paragraph (b )(2) or (c) of 
this section on a restructured basis 
pursuant to §1.40l(a)(4)-9(c). Alter
natively, a defined contribution plan 
(other than an ESOP) is permitted to 
satisfy the nondiscriminatory amount 
requirement of §1.40l(a)(4)-1(b)(2)
(ii)(A) on the basis of equivalent 
benefits pursuant to § 1.401 (a)(4)-8(b). 

(b) Safe harbors-(1) In general. 
The employer contributions allocated 
under a defined contribution plan are 
nondiscriminatory in amount for a plan 
year if the plan satisfies either of the 
safe harbors in paragraph (b )(2) or 
(b)(3) of this section. Paragraph (b)(4) 
of this section provides exceptions for 
certain plan provisions that do not 
cause a plan to fail to satisfy this 
paragraph (b). 

(2) Safe harbor for plans with uni
form allocation formula-(i) General 

Section 401 

rule. A defined contribution plan satis
fies the safe harbor in this paragraph 
(b)(2) for a plan year if the plan 
allocates all amounts taken into account 
under paragraph (c)(2)(ii) of this sec
tion for the plan year under an al
location formula that allocates to each 
employee the same percentage of plan 
year compensation, the same dollar 
amount, or the same dollar amount for 
each uniform unit of service (not to 
exceed one week) performed by the 
employee during the plan year. 

(ii) Permitted disparity. If a plan 
satisfies section 401(1) in form, dif
ferences in employees' allocations un
der the plan attributable to uniform 
disparities permitted under § 1.40 I (1)-2 
(including differences in disparities that 
are deemed uniform under §1.401(1)-
2(c)(2» do not cause the plan to fail to 
satisfy this paragraph (b )(2). 

(3) Safe harbor for plans with uni
form points allocation formula-(i) 
General rule. A defined contribution 
plan (other than an ESOP) satisfies the 
safe harbor in this paragraph (b)(3) for 
a plan year if it satisfies both of the 
following requirements: 

(A) The plan must allocate amounts 
under a uniform points allocation for
mula. A uniform points allocation 
formula defines each employee's al
location for the plan year as the 
product of the total of all amounts 
taken into account under paragraph 
(c)(2)(ii) of this section and a fraction, 
the numerator of which is the em
ployee's points for the plan year and 
the denominator of which is the sum of 
the points of all employees in the plan 
for the plan year. For this purpose, an 
employee's points for a plan year equal 
the sum of the employee's points for 
age, service, and units of plan year 
compensation for the plan year. Under 
a uniform points allocation formula, 
each employee must receive the same 
number of points for each year of age, 
the same number of points for each 
year of service, and the same number 
of points for each unit of plan year 
compensation. (See §1.401(a)(4)-1l
(d)(3) regarding service that may be 
taken into account as years of service.) 
A uniform points allocation formula 
need not grant points for both age and 
service, but it must grant points for at 
least one of them. If the allocation 
formula grants points for years of 
service, the plan is permitted to limit 
the number of years of service taken 
into account to a single maximum 
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number of years of service. A uniform 
points allocation formula need not grant 
points for units of plan ye~ compensa
tion, but if it does, the urnt used must 
be a single dollar amount for all 
employees that does not exceed $200. 

(B) For the plan year, the aver~ge of 
the allocation rates for the HCEs m the 
plan must not exceed the average .of the 
allocation rates for the NHCEs m the 
plan. For this purpose, allocation ra~es 
are determined in accordance with 

Years of 
Employee Service 

HI 20 

H2 10 

H3 30 

H4 3 

NI 10 

N2 5 

N3 3 

N4 I 

Total -

(b) Under these facts. for the 1994 plan year, 
Plan A allocates amounts under a unifonn points 
allocation fonnula within the meaning of para
graph (b)(3)(i)(A) of this section. 

(c) For the 1994 plan year, the average 
allocation rate for the HCEs (HI through H4) is 
11.3 percent. and the average allocation rate for 
NHCEs (N I through N4) is 11.3 percent. Be
cause the average of the allocation rates for the 
HCEs does not exceed the average of the 
allocation rates for the NHCEs. Plan A satisfies 
paragraph (b)(3)(i)(B) of this section and. thus, 
the safe harbor in this paragraph (b )(3) for the 
1994 plan year. 

(4) Use of safe harbors not pre
cluded by certain plan provisions-(i) 
In general. A plan does not fail to 
satisfy this paragraph (b) merely be
cause the plan contains one or more of 
the provisions described in this para
graph (b)(4). Unless otherwise pro
vided, any such provision must apply 
uniformly to all employees. 

(ii) Entry dates. The plan provides 
one or more entry dates during the plan 
year as permitted by section 41O(a)(4). 

(iii) Certain conditions on alloca
tions. The plan provides that an 
employee's allocation for the plan year 
is conditioned on either the employee's 
employment on the last day of the plan 
year or the employee's completion of a 
minimum number of hours of service 
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paragraph (c)(2) of th~s se~tion, with~ut 
imputing permitted dl~panty and with
out grouping allocatIOn rates und~r 
paragraphs (c)(2)(iv) and (v) of thiS 
section, respectively. 

(ii) Example. The following ~xamp~e 
illustrates the safe harbor m thiS 
paragraph (b)(3): 

Example. (a) Plan A has a single allocation 
fonnula that applies to all employees, under 
which each employee's allocation for the plan 
year equals the product of the total of all 

Plan Year Amount of 
Compensation Points Allocation 

$150,000 1.700 $17,000 

$150,000 1,600 $16,000 

$100,000 1,300 $13,000 

$100,000 1,030 $10,300 

$40,000 500 $5,000 

$35,000 400 $4,000 

$30,000 330 $3,300 

$25,000 260 $2,600 

- 7,120 $71,200 

during the plan year (not to exceed 
1,000), or both. Such a provision may 
include an exception from this condi
tion for all employees whose employ
ment terminates during the plan year or 
only for those employees whose em
ployment terminates during the plan 
year on account of one or more of the 
following circumstances: retirement, 
disability, death, or military service. 

(iv) Certain limits on allocations. 
The plan limits allocations otherwise 
provided under the allocation formula 
to a maximum dollar amount or a 
maximum percentage of plan year 
compensation, limits the dollar amount 
of plan year compensation taken into 
account in determining the amount of 
allocations, or applies the restrictions 
of section 409(n) or the limits of 
section 415. 

(v) Lower allocations for HCEs. The 
allocations provided to one or more 
HCEs under the plan are less than the 
allocations that would otherwise be 
provided to those employees if the plan 
satisfied this paragraph (b) (without 
regard to this paragraph (b)(4)(v». 

(vi) Multiple formulas-(A) General 
rule. The plan provides that an 
employee's allocation under the plan is 
the greater of the allocations deter-

amounts taken into account for all employees for 
the plan year under paragraph (c)(2)(ii) o~ ~s 
section and a fraction, the numerator of which IS 
the employee's points for the plan year ~d the 
denominator of which is the sum of the pomts of 
all employees for the plan year. Plan A grants 
each employee 10 points for each year of service 
(including pre-participation service and im~uted 
service credited under Plan A that satIsfies 
§1.401(a)(4)-II(d)(3» and one point for each 
$100 of plan year compensation. For the 1994 
plan year, the total allocations are $71,200, and 
the total points for all employees are 7,120. Each 
employee's allocation for the 1994 plan year is 
set forth in the table below. 

Allocation Rate 

11.3% 

10.7% 

13.0% 

10.3% 

12.5% 

11.4% 

11.0% 

10.4% 

mined under two or more formulas, or 
is the sum of the allocations deter
mined under two or more formulas. 
This paragraph (b)(4)(vi) does not 
apply to a plan unless each of the 
formulas under the plan satisfies the 
requirements of paragraph (b)(4)(vi)(B) 
through (D) of this section. 

(B) Sole formulas. The formulas 
must be the only formulas under the 
plan. 

(C) Separate testing. Each of the 
formulas must separately satisfy this 
paragraph (b). A formula that is avail
able solely to some or all NHCEs is 
deemed to satisfy this paragraph 
(b)(4)(vi)(C). 

(D) Availability-(l) General rule. 
All of the formulas must be available 
on the same terms to all employees. 

(2) Formulas for NHCEs. A formula 
does not fail to be available on the 
same terms to all employees merely 
because the formula is not available to 
any HCEs, but is available to some or 
all NHCEs on the same terms as all of 
the other formulas in the plan. 

(3) Top-heavy formulas. In the case 
of a plan that provides the greater of 
the allocations under two or more 
formulas, one of which is a top-heavy 
formula, the top-heavy formula does 



not fail to be available on the same 
tenDS to all employees merely because 
it is available solely to all non-key 
employees on the same terms as all the 
other formulas under the plan. Further
more, the top-heavy formula does not 
fail to be available on the same terms 
as the other formulas under the plan 
merely because it is conditioned on the 
plan's being top-heavy within the 
meaning of section 416(g). Finally, the 
top-heavy formula does not fail to be 
available on the same terms as the 
other formulas under the plan merely 
because it is available to all employees 
described in §1.416-1, Q&A M-lO 
(i.e., all non-key employees who have 
not separated from service as of the 
last day of the plan year). The preced
ing sentence does not apply, however, 
unless the plan would satisfy section 
41O(b) if all employees who are bene
fiting under the plan solely as a result 
of receiving allocations under the top
heavy formula were treated as not 
currently benefiting under the plan. For 
purposes of this paragraph (b)(4)(vi)
(D)(3), a top-heavy formula is a 
fOnDula that provides the minimum 
benefit described in section 416( c )(2) 
(taking into account, if applicable, the 
modification in section 416(h)(2)(A)
(ii)(II». 

(E) Provisions may be applied more 
than once. The provisions of this 
paragraph (b)(4)(vi) may be applied 
more than once. For example, a plan 
satisfies this paragraph (b) if an 
employee's allocation under the plan is 
the greater of the allocations under two 
or more formulas, and one or more of 
those formulas is the sum of the 
allocations under two or more other 
formulas, provided that each of the 
formulas under the plan satisfies the 
requirements of paragraph (b)(4)(vi)(B) 
through (D) of this section. 

(F) Examples. The following exam
ples illustrate the rules in this para
graph (b)(4)(vi): 

Example 1. Under Plan A, each employee's 
allocation equals the sum of the allocations 
determined under two formulas. The first formula 
provides an allocation of five percent of plan 
year compensation. The second formula provides 
an allocation of $100. Plan A satisfies this 
paragraph (b)( 4)( vi). 

Example 2. Under Plan B, each employee's 
allocation equals the greater of the allocations 
determined under two formulas. The first formula 
provides an allocation of seven percent of plan 
year compensation and is available to all 
employees who complete at least 1,000 hours of 
service during the plan year and who have not 
separated from service as of the last day of the 

plan year. The second formula is a top-heavy 
formula that provides an allocation of three 
percent of plan year compensation and that is 
available to all employees described in § 1.416-1, 
Q&A M-IO. Plan B does not satisfy the general 
rule in paragraph (b)(4)(vi)(0)(J) of this section 
because the two formulas are not available on 
the same terms to all employees (i.e., an 
employee is requir<!d to complete 1,000 hours of 
service during the plan year to receive an 
allocation under the first formula, but not under 
the second formula). Nonetheless, because the 
second formula is a top-heavy formula, the 
special availability rules for top-heavy formulas 
in paragraph (b)(4)(vi)(0)(3) of this section 
apply. Thus, the second formula does not fail to 
be available on the same terms as the first 
formula merely because the second formula is 
available to all employees described in §1.416-1, 
Q&A M-lO, as long as the plan would satisfy 
section 41O(b) if all employees who are benefit
ing under the plan solely as a result of receiving 
allocations under the top-heavy formula were 
treated as not currently benefiting under the plan. 
This is true even if the plan conditions the 
availability of the second formula on the plan's 
being top-heavy for the plan year. 

Example 3. The facts are the same as in 
Example 2, except that the first formula is 
available to all employees who have not 
separated from service as of the last day of the 
plan year, regardless of whether they complete at 
least 1,000 hours of service during the plan year. 
Plan B still does not satisfy the genera! rule in 
paragraph (b)(4)(vi)(0)(J) of this section because 
the two formulas are not available on the same 
terms to all employees (i.e., the second formula 
is only available to all non-key employees). 
Nonetheless, because the second formula is a 
top-heavy formula, the special availability rules 
for top-heavy formulas in paragraph (b)(4)(vi)
(0)(3) of this section apply. Thus, the second 
formula does not fail to be available on the same 
terms as the first formula merely because the 
second formula is available solely to all non-key 
employees. 

(c) General test for nondiscrimina
tion in amount of contributions-( 1) 
General rule. The employer contribu
tions allocated under a defined contri
bution plan are nondiscriminatory in 
amount for a plan year if each rate 
group under the plan satisfies section 
41O(b). For purposes of this paragraph 
(c), a rate group exists under a plan for 
each HCE and consists of the HCE and 
all other employees in the plan (both 
HCEs and NHCEs) who have an allo
cation rate greater than or equal to the 
HCE's allocation rate. Thus, an 
employee is in the rate group for each 
HCE who has an allocation rate less 
than or equal to the employee's alloca
tion rate. 

(2) Determination of allocation 
rates-(i) General rule. The allocation 
rate for an employee for a plan year 
equals the sum of the allocations to the 
employee's account for the plan year, 
expressed either as a percentage of plan 
year compensation or as a dollar 
amount. 
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(ii) Allocations taken into account. 
The amounts taken into account in 
determining allocation rates for a plan 
year include all employer contributions 
and forfeitures that are allocated or 
treated as allocated to the account of an 
employee under the plan for the plan 
year, other than amounts described in 
paragraph (c)(2)(iii) of this section. For 
this purpose, employer contributions 
include annual additions described in 
§1.415-6(b)(2)(i) (regarding amounts 
arising from certain transactions be
tween the plan and the employer). In 
the case of a defined contribution plan 
subject to section 412, an employer 
contribution is taken into account in the 
plan year for which it is required to be 
contributed and allocated to employees' 
accounts under the plan, even if all or 
part of the required contribution is not 
actually made. 

(iii) Allocations not taken into ac
count. Allocations of income, expenses, 
gains, and losses attributable to the 
balance in an employee's account are 
not taken into account in determining 
allocation rates. 

(iv) Imputation of permitted dis
parity. The disparity permitted under 
section 401(1) may be imputed in 
accordance with the rules of 
§1.401(a)(4)-7. 

(v) Grouping of allocation rates
(A) General rule. An employer may 
treat all employees who have allocation 
rates within a specified range above 
and below a midpoint rate chosen by 
the employer as having an allocation 
rate equal to the midpoint rate within 
that range. Allocation rates within a 
given range may not be grouped under 
this paragraph (c)(2)(v) if the allocation 
rates of HCEs within the range gener
ally are significantly higher than the 
allocation rates of NHCEs in the range. 
The specified ranges within which all 
employees are treated as having the 
same allocation rate may not overlap 
and may be no larger than provided in 
paragraph (c)(2)(v)(B) of this section. 
Allocation rates of employees that are 
not within any of these specified ranges 
are determined without regard to this 
paragraph (c)(2)(v). 

(B) Size of specified ranges. The 
lowest and highest allocation rates in 
the range must be within five percent 
(not five percentage points) of the 
midpoint rate. If allocation rates are 
determined as a percentage of plan year 
compensation, the lowest and highest 
allocation rates need not be within five 
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percent of the midpoint rate, if they are 
no more than one quarter of a percent
age point above or below the midpoint 
rate. 

(vi) Consistency requirement. Al
location rates must be determined in a 
consistent manner for all employees for 
the plan year. 

(3) Satisfaction of section 4JO(b) by 
a rate group-(i) General rule. For 
purposes of determining whether a rate 
group satisfies section 4 lO(b) , the rate 
group is treated as if it were a separate 
plan that benefits only the employees 
included in the rate group for the plan 
year. Thus, for example, under § 1.401-
(a)(4)-I(c)(4)(iv), the ratio percentage 
of the rate group is determined taking 
into account all nonexcludable 
employees regardless of whether they 
benefit under the plan. Paragraph 
(c)(3)(ii) and (iii) of this section 
provide additional special rules for 
determining whether a rate group satis
fies section 41O(b). 

(ii) Application of nondiscriminatory 
classification test. A rate group satis
fies the nondiscriminatory classification 
test of § 1.41O(b)-4 (including the 
reasonable classification requirement of 
§ l.4lO(b )-4(b» if and only if the ratio 
percentage of the rate group is greater 
than or equal to the lesser of-

(A) The midpoint between the safe 
and the unsafe harbor percentages 
applicable to the plan; and 

(B) The ratio percentage of the plan. 
(iii) Application of average benefit 

percentage test. A rate group satisfies 
the average benefit percentage test of 
§1.41O(b)-5 if the plan of which it is a 
part satisfies § 1.41O(b)-5 (without re
gard to §1.41O(b)-5(f». In the case of 
a plan that relies on § 1.41 O(b )-5(f) to 
satisfy the average benefit percentage 
test, each rate group under the plan 
satisfies the average benefit percentage 
test (if applicable) only if the rate 
group separately satisfies § 1.41O(b)-
5(f). 

(4) Examples. The following exam
ples illustrate the general test in this 
paragraph (c): 

Example 1. Employer X maintains two defined 
contribution plans, Plan A and Plan B, that are 
aggregated and treated as a single plan for 
purposes of sections 41O(b) and 401(a)(4) 
pursuant to §1.410(b)-7(d). For the 1994 plan 
year, Employee M has plan year compensation of 
$10,000 and receives an allocation of $200 under 
Plan A and an allocation of $800 under Plan B. 
Employee M's allocation rate under the aggre
gated plan for the 1994 plan year is 10 percent 
(i.e .. $1.000 divided by $10,000). 
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Example 2. The employees in Plan C have the 
following allocation rates (expressed as a per
centage of plan year compensation): 2.75 per
cent, 2.80 percent, 2.85 percent, 3.25 percent, 
6.65 percent, 7.33 percent, 7.34 percent, and 7.35 
percent. Because the first four rates are within a 
range of no more than one quarter of a per
centage point above and below 3.0 percent (a 
midpoint rate chosen by the employer), under 
paragraph (c)(2)(v) of this section the employer 
may treat the employees who have those rate.s as 
having an allocation rate of 3.0 percent (provided 
that the allocation rates of HCEs within the 
range generally are not significantly higher than 
the allocation rates of NHCEs within the range). 
Because the last four rates are within a range of 
no more than five percent above and below 7.0 
percent (a midpoint rate chosen by the 
employer), the employer may treat the employees 
who have those rates as having an allocation rate 
of 7.0 percent (provided that the allocation rates 
of HCEs within the range generally are not 
significantly higher than the allocation rates of 
NHCEs within the range). 

Example 3. (a) Employer Y has only six 
nonexcludable employees, all of whom benefit 
under Plan D. The HCEs are HI and H2, and the 
NHCEs are Nl through N4. For the 1994 plan 
year, HI and NI through N4 have an allocation 
rate of 5.0 percent of plan year compensation. 
For the same plan year, H2 has an allocation rate 
of 7.5 percent of plan year compensation. 

(b) There are two rate groups under Plan D. 
Rate group 1 consists of HI and all those 
employees who have an allocation rate greater 
than or equal to HI's allocation rate (5.0 
percent). Thus, rate group 1 consists of HI, H2, 
and Nl through N4. Rate group 2 consists only 
of H2 because no other employee has an 
allocation rate greater than or equal to H2' s 
allocation rate (7.5 percent). 

(c) The ratio percentage for rate group 2 is 
zero percent-i.e., zero percent (the percentage 
of all nonhighly compensated nonexcludable 
employees who are in the rate group) divided by 
50 percent (the percentage of all highly compen
sated nonexcludable employees who are in the 
rate group). Therefore rate group 2 does not 
satisfy the ratio percentage test under § 1.41 O(b)-
2(b )(2). Rate group 2 also does not satisfy the 
nondiscriminatory classification test of 
§1.410(b)-4 (as modified by paragraph (c)(3) of 
this section). Rate group 2 therefore does not 
satisfy section 41 O(b) and, as a result, Plan D 
does not satisfy the general test in paragraph 
(c)(1) of this section. This is true regardless of 
whether rate group 1 satisfies § 1.41O(b )-2(b )(2). 

Example 4. (a) The facts are the same as in 
Example 3, except that N4 has an allocation rate 
of 8.0 percent. 

(b) There are two rate groups in Plan D. Rate 
group 1 consists of H I and all those employees 
who have an allocation rate greater than or equal 
to HI's allocation rate (5.0 percent). Thus, rate 
group I consists of HI, H2 and NI through N4. 
Rate group 2 consists of H2, and all those 
employees who have an allocation rate greater 
than or equal to H2's allocation rate (7.5 
percent). Thus, rate group 2 consists of H2 and 
N4. 

(c) Rate group I satisfies the ratio percentage 
test under §1.410(b)-2(b)(2) because the ratio 
percentage of the rate group is 100 percent-i.e., 
100 percent (the percentage of all nonhighly 
compensated nonexcludable employees who are 
m the rate group) divided by 100 percent (the 

percentage of all highly compensated nonexclud
able employees who are in the rate group), 

(d) Rate group 2 does not satisfy the ratio 
percentage test of § 1.41O(b )-2(b )(2) because the 
ratio percentage of the rate group is 50 percent
i.e., 25 percent (the percentage of all nonhighly 
compensated nonexcludable employees who are 
in the rate group) divided by 50 percent (the 
percentage of all highly compensated nonexclud
able employees who are in the rate group). 

(e) However, rate group 2 does satisfy the 
nondiscriminatory classification test of 
§ 1.41 O(b)-4 because the ratio percentage of the 
rate group (50 percent) is greater than the safe 
harbor percentage applicable to the plan under 
§ 1.41O(b)-4(c)(4) (45.5 percent). 

(f) Under paragraph (c)(3)(iii) of this section, 
rate group 2 satisfies the average benefit 
percentage test, if Plan D satisfies the average 
benefit percentage test. (The requirement that 
Plan D satisfy the average benefit percentage test 
applies even though Plan D satisfies the ratio 
percentage test and would ordinarily not need to 
run the average benefit percentage test.) If Plan 
D satisfies the average benefit percentage test, 
then rate group 2 satisfies section 41O(b) and 
thus, Plan D satisfies the general test in 
paragraph (c)(I) of this section, because each 
rate group under the plan satisfies section 4!O(b). 

Example 5. (a) Plan E satisfies section 410(b) 
by satisfying the nondiscriminatory classification 
test of § 1.41O(b)-4 and the average benefit 
percentage test of §1.410(b)-5 (without regard to 
§1.410(b)-5(f). See §1.41O(b)-2(b)(3). Plan E 
uses the facts-and-circumstances requirements of 
§ 1.41 O(b )-4( c )(3) to satisfy the nondiscrimina
tory classification test of § 1.41O(b )-4. The safe 
and unsafe harbor percentages applicable to the 
plan under §1.41O(b)-4(c)(4) are 29 and 20 
percent, respectively. Plan E has a ratio percent
age of 22 percent. 

(b) Rate group 1 under Plan E has a ratio 
percentage of 23 percent. Under paragraph 
(c)(3)(ii) of this section, the rate group satisfies 
the nondiscriminatory classification requirement 
of § 1.41 O(b )-4, because the ratio percentage of 
the rate group (23 percent) is greater than the 
lesser of-

(l) The ratio percentage for the plan as a 
whole (22 percent); and 

(2) The midpoint between the safe and unsafe 
harbor percentages (24.5 percent). 

(c) Under paragraph (c)(3)(iii) of this section, 
the rate group satisfies section 41O(b) because 
the plan satisfies the average benefit percentage 
test of § 1.41O(b)-5. 

§JAOJ(a)(4)-3 Nondiscrimination in 
amount of employer-provided benefits 
under a defined benefit plan, 

(a) Introduction-(l) Overview, This 
section provides rules for determining 
whether the employer-provided benefits 
under a defined benefit plan are non
discriminatory in amount as required 
by §1.401(a)(4)-I(b)(2)(iii). Certain de
fined benefit plans that provide unifonn 
benefits are permitted to satisfy this 
requirement by meeting one of the safe 
harbors in paragraph (b) of this section. 
Plans that do not provide unifonn 



benefits may satisfy this requirement 
by satisfying the general test in para
graph (c) of this section. Paragraph (d) 
of this section provides rules for 
determining the individual benefit ac
crual rates needed for the general test. 
Paragraph (e) of this section provides 
rules for determining compensation for 
purposes of applying the requirements 
of this section. Paragraph (f) of this 
section provides additional rules that 
apply generally for purposes of both 
the safe harbors in paragraph (b) of this 
section and the general test in para
graph (c) of this section. See 
§1.401(a)(4)-6 for rules for determin
ing the amount of employer-provided 
benefits under a contributory DB plan, 
and for determining whether the 
employee-provided benefits under such 
a plan are nondiscriminatory in amount. 

(2) Alternative methods of satisfying 
nondiscriminatory amount requirement. 
A defined benefit plan is permitted to 
satisfy paragraph (b) or (c) of this 
section on a restructured basis pursuant 
to § 1.40 l(a)(4)-9(c). Alternatively, a 
defined benefit plan is permitted to 
satisfy the nondiscriminatory amount 
requirement of §1.401(a)(4)-I(b)(2)(iii) 
on the basis of equivalent allocations 
pursuant to §1.401(a)(4)-8(c). In addi
tion, a defined benefit plan that is part 
of a floor-offset arrangement is permit
ted to satisfy this section pursuant to 
§ 1.401 (a)(4)-8(d). 

(b) Safe harbors-(1) In general. 
The employer-provided benefits under 
a defined benefit plan are non
discriminatory in amount for a plan 
year if the plan satisfies each of the 
uniformity requirements of paragraph 
(b)(2) of this section and anyone of 
the safe harbors in paragraphs (b )(3) 
(unit credit plans), (b)(4) (fractional 
accrual plans), and (b )(5) (insurance 
contract plans) of this section. Para
graph (b)(6) of this section provides 
exceptions for certain plan provisions 
that do not cause a plan to fail to 
satisfy this paragraph (b). Paragraph (f) 
of this section provides additional rules 
that apply in determining whether a 
plan satisfies this paragraph (b). 

(2) Uniformity requirements-(i) 
Uniform normal retirement benefit. The 
same benefit formula must apply to all 
employees. The benefit formula must 
provide all employees with an annual 
benefit payable in the same form 
commencing at the same uniform nor
mal retirement age. The annual benefit 
must be the same percentage of average 

annual compensation or the same dollar 
amount for all employees who will 
have the same number of years of 
service at normal retirement age. (See 
§ 1.401 (a)(4 )-l1(d)(3) regarding service 
that may be taken into account as years 
of service.) The annual benefit must 
equal the employee's accrued benefit at 
normal retirement age (within the 
meaning of section 411 (a)(7)(A)(i» and 
must be the normal retirement benefit 
under the plan (within the meaning of 
section 411(a)(9». 

(ii) Uniform post-normal retirement 
benefit. With respect to an employee 
with a given number of years of service 
at any age after normal retirement age, 
the annual benefit commencing at that 
employee's age must be the same 
percentage of average annual compen
sation or the same dollar amount that 
would be payable commencing at nor
mal retirement age to an employee who 
had that same number of years of 
service at normal retirement age. 

(iii) Uniform subsidies. Each subsi
dized optional form of benefit available 
under the plan must be currently 
available (within the meaning of 
§ 1.401 (a)( 4 )-4(b )(2» to substantially 
all employees. Whether an optional 
form of benefit is considered subsi
dized for this purpose may be deter
mined using any reasonable actuarial 
assumptions. 

(iv) No employee contributions. The 
plan must not be a contributory DB 
plan. 

(v) Period of accrual. Each 
employee's benefit must be accrued 
over the same years of service that are 
taken into account in applying the 
benefit formula under the plan to that 
employee. For this purpose, any year in 
which the employee benefits under the 
plan (within the meaning of § 1.41O(b)-
3(a» is included as a year of service in 
which a benefit accrues. Thus, for 
example, a plan does not satisfy the 
safe harbor in paragraph (b)( 4) of this 
section unless the plan uses the same 
years of service to determine both the 
normal retirement benefit under the 
plan's benefit formula and the fraction 
by which an employee's fractional rule 
benefit is multiplied to derive the 
employee's accrued benefit as of any 
plan year. . 

(vi) Examples. The following exam
ples illustrate the rules in this para
graph (b)(2): 

Example 1. Plan A provides a normal retire
ment benefit equal to two percent of average 
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annual compensation times each year of service 
commencing at age 65 for all employees. Plan A 
provides that employees of Division S receive 
their benefit in the form of a straight life annuity 
and that employees of Division T receive their 
benefit in the form of a life annuity with an 
automatic cost-of-living increase. Plan A does 
not provide a uniform normal retirement benefit 
within the meaning of paragraph (b)(2)(i) of this 
section because the annual benefit is not payable 
in the same form to all employees. 

Example 2. Plan B provides a normal retire
ment benefit equal to 1.5 percent of average 
annual compensation times each year of service 
at normal retirement age for all employees. The 
normal retirement age under the plan is the 
earlier of age 65 or the age at which the 
employee completes 10 years of service, but in 
no event earlier than age 62. Plan B does not 
provide a uniform normal retirement benefit 
within the meaning of paragraph (b)(2)(i) of this 
section because the same uniform normal retire
ment age does not apply to all employees. 

Example 3. Plan C is an accumulation plan 
under which the benefit for each year of service 
equals one percent of plan year compensation 
payable in the same form to all employees 
commencing at the same uniform normal retire
ment age. Under paragraph (e)(2) of this section, 
an accumulation plan may substitute plan year 
compensation for average annual compensation. 
Plan C provides a uniform normal retirement 
benefit within the meaning of paragraph (b)(2)(i) 
of this section, because all employees with the 
same number of years of service at normal 
retirement age will receive an annual benefit that 
is treated as the same percentage of average 
annual compensation. 

Example 4. The facts are the same as in 
Example 3, except that the benefit for each year 
of service equals one percent of plan year 
compensation increased by reference to the 
increase in the cost of living from the year of 
service to normal retirement age. Plan C does not 
provide a uniform normal retirement benefit, 
because the annual benefit defined by the benefit 
formula can vary for employees with the same 
number of years of service at normal retirement 
age, depending on the age at which those years 
of service were credited to the employee under 
the plan. 

Example 5. Plan D provides a normal retire
ment benefit of 50 percent of average annual 
compensation at normal retirement age (age 65) 
for employees with 30 years of service at normal 
retirement age. Plan D provides that, in the case 
of an employee with less than 30 years of service 
at normal retirement age, the normal retirement 
benefit is reduced on a pro rata basis for each 
year of service less than 30. However, if an 
employee with less than 30 years of service at 
normal retirement age continues to work past 
normal retirement age, Plan D provides that the 
additional years of service worked past normal 
retirement age are taken into account for 
purposes of the 30 years of service requirement. 
Thus, an employee who has 26 years of service 
at age 65 but who does not retire until age 69 
with 30 years of service will receive a benefit of 
50 percent of average annual compensation. Plan 
D provides uniform post-normal retirement bene
fits within the meaning of paragraph (b)(2)(ii) of 
this section. 

Example 6. (a) Plan E is amended on February 
14, 1994, to provide an early retirement window 
benefit that consists of an unreduced early 
retirement benefit to employees who terminate 
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employment after attainment of age 55 with 10 
years of service and between June I. 1994, and 
November 30, 1994. The early retirement win
dow benefit is a single subsidized optional form 
of benefit. Paragraph (b)(2)(iii) of this section 
requires that the subsidized optional form of 
benefit be currently available (within the mean
ing of §1.401(a)(4~(b)(2» to substantially all 
employees. Section 1.40!(a)(4~(b)(2)(ii)(A)(2) 

provides that age and service requirements are 
not disregarded in determining the current 
availability of an optional form of benefit if 
those requirements must be satisfied within a 
specified period of time. Thus, the early retire
ment window benefit is not currently available to 
an employee unless the employee will satisfy the 
eligibility requirements for the early retirement 
window benefit by the close of the early 
retirement window benefit period. Plan E will 
fail to satisfy paragraph (b)(2)(iii) of this section 
unless substantially all of the employees satisfy 
the eligibility requirements for the early retire
ment window benefit by November 30, 1994. 
However, see §1.401(a)(4)-9(c)(6), Example 2, 
for an example of how a plan with an early 
retirement window benefit may be restructured 
into two component plans, each of which 
satisfies the safe harbors of this paragraph (b). 

(b) A similar analysis would apply if, instead 
of an unreduced early retirement benefit, the 
early retirement window benefit consisted of a 
special schedule of early retirement factors, 
defined by starting with the plan's usual schedule 
and then treating each employee eligible for the 
early retirement window benefit as being five 
years older than the employee actually is, but not 
older than the employee's normal retirement age. 

Example 7. Plan F generally provides a normal 
retirement benefit of 1.5 percent of an 
employee's average annual compensation multi
plied by the employee's years of service with the 
employer. For employees transferred outside of 
the group of employees covered by the plan, the 
plan's benefit formula takes into account only 
years of service prior to the transfer, but 
determines average annual compensation taking 
into account section 414(s) compensation both 
before and after the transfer. Plan F does not 
satisfy the requirements of paragraph (b)(2)(v) of 
this section with respect to transferred 
employees, because their benefits are accrued 
over years of service (i.e., after transfer) that are 
not taken into account in applying the plan's 
benefit formula to them. However, see Example 
2 of paragraph (b)(6)(x)(B) of this section for an 
example of how a plan that continues to take 
transferred employees' section 414(s) compensa
tion into account after their transfer may still 
satisfy this paragraph (b). 

(3) Safe harbor for unit credit 
plans-(i) General rule, A plan satis
fies the safe harbor in this paragraph 
(b)(3) for a plan year if it satisfies both 
of the following requirements: 

(A) The plan must satisfy the 133 
1/3 percent accrual rule of section 
411(b)(l)(B), 

(B) Each employee's accrued benefit 
under the plan as of any plan year must 
be determined by applying the plan's 
benefit formula to the employee's years 
of service and (if applicable) average 
annual compensation, both determined 
as of that plan year. 
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(ii) Example. The following example 
illustrates the rules in this paragraph 
(b)(3): 

Example. Plan A provides that the accrued 
benefit of each employee as of any plan year 
equals the employee' s average annual compensa
tion times a percentage that depends on the 
employee's years of service determined as of that 
plan year. The percentage is two percent for each 
of the first 10 years of service, plus 1.5 percent 
for each of the next IO years of service. plus two 
percent for all additional years of service. Plan A 
satisfies this paragraph (b)(3). 

(4) Safe harbor for plans using 
fractional accrual rule-(i) General 
rule. A plan satisfies the safe harbor in 
this paragraph (b)( 4) for a plan year if 
it satisfies each of the following 
requirements: 

(A) The plan must satisfy the frac
tional accrual rule of section 
411 (b)(1 )(C). 

(B) Each employee's accrued benefit 
under the plan as of any plan year 
before the employee reaches normal 
retirement age must be determined by 
multiplying the employee's fractional 
rule benefit (within the meaning of 
§1.411(b)-I(b)(3)(ii)(A» by a fraction, 
the numerator of which is the 
employee's years of service determined 
as of the plan year, and the denomina
tor of which is the employee's pro
jected years of service as of normal 
retirement age. 

(C) The plan must satisfy one of the 
following requirements: 

(1) Under the plan, it must be 
impossible for any employee to accrue 
in a plan year a portion of the normal 
retirement benefit described in para
graph (b )(2)(i) of this section that is 
more than one third larger than the 
portion of the same benefit accrued in 
that or any other plan year by any other 
employee, when each portion of the 
benefit is expressed as a percentage of 
each employee's average annual com
pensation or as a dollar amount. In 
making this determination, actual and 
potential employees in the plan with 
any amount of service at normal 
retirement must be taken into account 
(other than employees with more than 
33 years of service at normal retire
ment age). In addition, in the case of a 
plan that satisfies section 401 (1) in 
form, an employee is treated as accru
ing benefits at a rate equal to the 
excess benefit percentage in the case of 
a defined benefit excess plan or at a 
rate equal to the gross benefit percent
age in the case of an offset plan. 

(2) The normal retirement benefit 
under the plan must be a flat benefit 
that requires a minimum of 25 years of 
service at normal retirement age for an 
employee to receive the unreduced flat 
benefit, determined without regard to 
section 415. For this purpose, a flat 
benefit is a benefit that is the same 
percentage of average annual compen
sation or the same dollar amount for all 
employees who have a minimum num
ber of years of service at normal 
retirement age (e.g., 50 percent of 
average annual compensation), with a 
pro rata reduction in the flat benefit for 
employees who have less than the 
minimum number of years of service at 
normal retirement age. An employee is 
permitted to accrue the maximum 
benefit permitted under section 415 
over a period of less than 25 years, 
provided that the flat benefit under the 
plan, determined without regard to 
section 415, can accrue over no less 
than 25 years. 

(3) The plan must satisfy the re
quirements of paragraph (b)( 4 )(i)(C)(2) 
of this section (other than the require
ment that the minimum number of 
years of service for receiving the 
unreduced flat benefit is at least 25 
years), and, for the plan year, the 
average of the normal accrual rates for 
all nonhighly compensated nonexclud
able employees must be at least 70 
percent of the average of the normal 
accrual rates for all highly compensated 
nonexcludable employees. The averages 
in the preceding sentence are deter
mined taking into account all nonex
cludable employees (regardless of 
whether they benefit under the plan). In 
addition, contributions and benefits un
der other plans of the employer are 
disregarded. For purposes of this para
graph (b)( 4)(i)(C)(3), normal accrual 
rates are determined under paragraph 
(d) of this section. 

(ii) Examples. The following exam
ples illustrate the rules in this para
graph (b)(4). In each example, it is 
assumed that the plan has never permit
ted employee contributions. 

Example 1. Plan A provides a normaJ retire
ment benefit equal to 1.6 percent of average 
annual compensation times each year of service 
up to 25. Plan A further provides that an 
employee's accrued benefit as of any plan year 
equals the employee's fractional rule benefit 
multiplied by a fraction, the numerator of which 
is the employee's years of service as of the plan 
year, and the denominator of which is the 
employee's projected years of service as of 
normal retirement age. The greatest benefit that 
an employee could accrue in any plan year is 1.6 



percent of average annual compensation (this is 
the case for an employee with 25 or fewer years 
of projected service at normal retirement age). 
Among potential employees with 33 or fewer 
years of projected service at normal retirement 
age, the lowest benefit that an employee could 
accrue in any plan year is 1.212 percent of 
average annual compensation (this is the case for 
an employee with 33 years of projected service 
at normal retirement age). Plan A satisfies 
paragraph (b)(4)(i)(C)(J) of this section because 
1.6 percent is not more than one third larger than 
1.212 percent. 

Example 2. Plan B provides a normal retire
ment benefit equal to 1.0 percent of average 
annual compensation up to the integration level, 
and 1.6 percent of average annual compensation 
above the integration level, times each year of 
service up to 35. Plan B further provides that an 
employee's accrued benefit as of any plan year 
equals the employee's fractional rule benefit 
multiplied by a fraction, the numerator of which 
is the employee's years of service as of the plan 
year and the denominator of which is the 
employee's projected years of service as of 
normal retirement age. For purposes of satisfying 
the one third larger rule in paragraph (b)( 4 )(i)
(C)(l) of this section, because Plan B satisfies 
section 40 I (I) in form, all employees with less 
than 35 projected years of service are assumed to 
accrue benefits at the rate of 1.6 percent of 
average annual compensation (the excess benefit 
percentage under the plan). Plan B satisfies 
paragraph (b)( 4 )(i)(C) of this section because all 
employees with 33 or fewer years of projected 
service at normal retirement age accrue in each 
plan year a benefit of 1.6 percent of average 
annual compensation. 

Example 3. Plan C provides a normal retire
ment benefit equal to four percent of average 
annual compensation times each year of service 
up to 10 and one percent of average annual 
compensation times each year of service in 
excess of 10 and not in excess of 30. Plan C 
further provides that an employee's accrued 
benefit as of any plan year equals the employee's 
fractional rule benefit multiplied by a fraction, 
the numerator of which is the employee's years 
of service as of the plan year, and the 
denominator of which is the employee's pro
jected years of service as of normal retirement 
age. The greatest benefit that an employee could 
accrue in any plan year is four percent of 
average annual compensation (this is the case for 
an employee with 10 or fewer years of projected 
service at normal retirement age). Among 
employees with 33 or fewer years of projected 
service at normal retirement age, the lowest 
benefit that an employee could accrue in a plan 
year is 1.82 percent of average annual compensa
tion (this is the case of an employee with 33 
years of projected service at normal retirement 
age). Plan C fails to satisfy this paragraph (b)(4) 
because four percent is more than one third 
larger than 1.82 percent. See also §1.401(a)(4)-
9(c)(6), Example 3. 

Example 4. Plan 0 provides a normal retire
ment benefit of 100 percent of average annual 
compensation, reduced by four percentage points 
for each year of service below 25 the employee 
has at normal retirement age. Plan 0 further 
provides that an employee's accrued benefit as of 
any plan year is equal to the employee's 
fractional rule benefit multiplied by a fraction, 
the numerator of which is the employee's years 
of service as of the plan year, and the 
denominator of which is the employee's pro-

jected years of service at normal retirement age. 
In the case of an employee who has five years of 
service as of the current plan year, and who is 
projected to have 10 years of service at normal 
retirement age, the employee's fractional rule 
benefit would be 40 percent of average annual 
compensation, and the employee's accrued bene
fit as of the current plan year would be 20 
percent of average annual compensation (the 
fractional rule benefit multiplied by a fraction of 
five years over 10 years). Plan 0 satisfies this 
paragraph (b)( 4). 

Example 5. The facts are the same as in 
Example 4, except that the normal retirement 
benefit is 125 percent of average annual compen
sation, reduced by five percentage points for 
each year of service below 25 that the employee 
has at normal retirement age. Plan 0 satisfies 
this paragraph (b)(4), even though an employee 
may accrue the maximum benefit allowed under 
section 415 (i. e., 100 percent of the participant's 
average compensation for the high three years of 
service) in less than 25 years. 

Example 6. The facts are the same as in 
Example 1, except that the plan determines each 
employee's accrued benefit by mUltiplying the 
employee's projected normal retirement benefit 
(rather than the fractional rule benefit) by the 
fraction described in Example 1. In determining 
an employee's projected normal retirement bene
fit, the plan defines each employee's average 
annual compensation as the average annual 
compensation the employee would have at 
normal retirement age if the employee's annual 
section 414(s) compensation in future plan years 
equaled the employee's plan year compensation 
for the prior plan year. Under these facts, Plan A 
does not satisfy paragraph (b)(4)(i)(B) of this 
section because the employee's accrued benefit is 
determined on the basis of a projected normal 
retirement benefit that is not the same as the 
employee's fractional rule benefit determined in 
accordance with § 1.411 (b )-1 (b )(3)(ii)(A). 

Example 7. Plan E provides a normal retire
ment benefit of 50 percent of average annual 
compensation, with a pro rata reduction for 
employees with less than 30 years of service at 
normal retirement age. Plan E further provides 
that an employee's accrued benefit as of any 
plan year is equal to the employee's fractional 
rule benefit multiplied by a fraction, the numera
tor of which is the employee's years of service 
as of the plan year, and the denominator of 
which is the employee's projected years of 
service at normal retirement age. For purposes of 
determining this fraction, the plan limits the 
years of service taken into account for an 
employee to the number of years the employee 
has participated in the plan. However, all years 
of service (including years of service before the 
employee commenced participation in the plan) 
are taken into account in determining an 
employee's normal retirement benefit under the 
plan's benefit formula. Plan E fails to satisfy this 
paragraph (b)( 4) because the years of service 
over which benefits accrue differ from the years 
of service used in applying the benefit formula 
under the plan. See paragraph (b)(2)(v) of this 
section. 

Example 8. (a) Plan F provides a normal 
retirement benefit equal to 2.0 percent of average 
annual compensation, plus 0.65 percent of 
average annual compensation above covered 
compensation, for each year of service up to 25. 
Plan F further provides that an employee's 
accrued benefit as of any plan year equals the 
sum of-
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(I) The employee's fractional rule benefit 
(determined as if the normal retirement benefit 
under the plan equaled 2.0 percent of average 
annual compensation for each year of service up 
to 25) multiplied by a fraction, the numerator of 
which is the employee's years of service as of 
the plan year and the denominator of which is 
the employee's projected years of service as of 
normal retirement age; plus 

(2) 0.65 percent of the employee's average 
annual compensation above covered compensa
tion multiplied by the employee's years of 
service (up to 25) as of the current plan year. 

(b) Although Plan F satisfies the fractional 
accrual rule of section 411 (b)(1 )(C), the plan 
fails to satisfy this paragraph (b)( 4) because the 
plan does not determine employees' accrued 
benefits in accordance with paragraph 
(b)(4)(i)(B) of this section. 

(5) Safe harbor for insurance con
tract plans. A plan satisfies the safe 
harbor in this paragraph (b )(5) if it 
satisfies each of the following 
requirements: 

(i) The plan must satisfy the accrual 
rule of section 411(b)(1)(F). 

(ii) The plan must be an insurance 
contract plan within the meaning of 
section 412(i). 

(iii) The benefit formula under the 
plan must be one that would satisfy the 
requirements of paragraph (b)( 4) of this 
section if the stated normal retirement 
benefit under the formula accrued 
ratably over each employee's period of 
plan participation through normal re
tirement age in accordance with para
graph (b)( 4 )(i)(B) of this section. Thus, 
the benefit formula may not recognize 
years of service before an employee 
commenced participation in the plan 
because, otherwise, the definition of 
years of service for determining the 
normal retirement benefit would differ 
from the definition of years of service 
for determining the accrued benefit 
under paragraph (b)( 4)(i )(B) of this 
section. See paragraph (b)( 4 )(ii), Exam
ple 7, of this section. Notwithstanding 
the foregoing, an insurance contract 
plan adopted and in effect on Septem
ber 19, 1991, may continue to recog
nize years of service prior to an 
employee's participation in the plan for 
an employee who is a participant in the 
plan on that date to the extent provided 
by the benefit formula in the plan on 
such date. 

(iv) The scheduled premium pay
ments under an individual or group 
insurance contract used to fund an 
employee's normal retirement benefit 
must be level annual payments to 
normal retirement age. Thus, payments 
may not be scheduled to cease before 
normal retirement age. 
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(v) The premium payments for an 
employee who continues benefiting 
after normal retirement age must be 
equal to the amount necessary to fund 
additional benefits that accrue under 
the plan's benefit formula for the plan 
year. 

(vi) Experience gains, dividends, 
forfeitures, and similar items must be 
used solely to reduce future premiums. 

(vii) All benefits must be funded 
through contracts of the same series. 
Among other requirements, contracts of 
the same series must have cash values 
based on the same terms (including 
interest and mortality assumptions) and 
the same conversion rights. A plan 
does not fail to satisfy this requirement, 
however, if any change in the contract 
series or insurer applies on the same 
terms to all employees. But see 
§1.401(a)(4)-5(a)(4), Example 12 
(change in insurer considered a plan 
amendment subject to § 1.401 (a)( 4)-
5(a». 

(viii) If permitted disparity is taken 
into account, the normal retirement 
benefit stated under the plan's benefit 
formula must satisfy § 1.401 (1)-3. For 
this purpose, the 0.75-percent factor in 
the maximum excess or offset al
lowance in § 1.401 (l)-3(b )(2)(i) or 
(b)(3 lei), respectively, adjusted in ac
cordance with §1.40l(l)-3(d)(9) and 
(e), is reduced by multiplying the 
factor by 0.80. 

(6) Use of safe harbors not pre
cluded by certain plan provisions-(i) 
In general. A plan does not fail to 
satisfy this paragraph (b) merely be
cause the plan contains one or more of 
the provisions described in this para
graph (b)(6). Unless otherwise 
provided, any such provision must 
apply uniformly to all employees. 

(ii) Section 401(1) permitted dis
parity . . The plan takes permitted dis
panty Into account in a manner that 
satisfies section 40 I (I) in form. Thus, 
dIfferences in employees' benefits un
der the plan attributable to uniform 
disparit.ies permitted under § 1.401(1)-3 
(inclUding differences in disparities that 
are deemed uniform under §1.401(1)-
3(c)(2)) do not cause a plan to fail to 
satisfy this paragraph (b). 

(iii) Different entry dates. The plan 
provides one or more entry dates 
dunng the plan year as permitted by 
sectIOn 410(a)(4). 

(iv) Certain conditions on accruals. 
The plan provides that an employee's 
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accrual for the plan year is less than a 
full accrual (including a zero accrual) 
because of a plan provision permitted 
by the year-of-participation rules of 
section 4 I I (b)( 4). 

(v) Certain limits on accruals. The 
plan limits benefits otherwise provided 
under the benefit formula or accrual 
method to a maximum dollar amount or 
to a maximum percentage of average 
annual compensation (e.g., by limiting 
service taken into account in the 
benefit formula) or in accordance with 
section 401(a)(5)(D), applies the limits 
of section 415, or limits the dollar 
amount of compensation taken into 
account in determining benefits. 

(vi) Dollar accrual per uniform unit 
of service. The plan determines ac
cruals based on the same dollar amount 
for each uniform unit of service (not to 
exceed one week) performed by each 
employee with the same number of 
years of service under the plan during 
the plan year. The preceding sentence 
applies solely for purposes of the unit 
credit safe harbor in paragraph (b )(3) 
of this section. 

(vii) Prior benefits accrued under a 
different formula. The plan determines 
benefits for years of service after a 
fresh-start date for all employees under 
a benefit formula and accrual method 
that differ from the benefit formula and 
accrual method previously used to 
determine benefit accruals for 
employees in a fresh-start group for 
years of service before the fresh-start 
date. This paragraph (b)(6)(vii) applies 
solely to plans that satisfy § 1.40l(a)
(4)-13(c) with respect to the fresh start. 

(viii) Employee contributions. The 
plan is a contributory DB plan that 
would satisfy the requirements of para
graph. (b) of this section if the plan's 
benefIt formula provided benefits at 
employees' employer-provided benefit 
rates determined under §1.40l(a)(4)-
6(b). This paragraph (b)(6)(viii) does 
not apply to a plan tested under 
paragraph (b)(4) or (b)(5) of this 
section unless the plan satisfies one of 
the methods in §1.401(a)(4)-6(b)(4) 
through (b)(6). A minimum benefit 
added to the plan solely to satisfy 
§1.401(a)(4)-6(b)(3) is not taken into 
account in determining whether this 
paragraph (b)(6)(viii) is satisfied. 

(ix) Certain subsidized optional 
fon:zs. The plan provides a subsidized 
optIOnal form of benefit that is avail
able to fewer than substantially all 
employees because the optional form of 

benefit has been eliminated prospec
tively as provided in §1.401(a)(4)-
4(b)(3). 

(x) Lower benefits for HCEs-(A) 
General rule. The benefits (including 
any subsidized optional form of bene
fit) provided to one or more HCEs 
under the plan are inherently less 
valuable to those HCEs (determined by 
applying the principles of § 1.401 (a)(4)-
4( d)( 4» than the benefits that would 
otherwise be provided to those HCEs if 
the plan satisfied this paragraph (b) 
(determined without regard to this 
paragraph (b)(6)(x)). These inherently 
less valuable benefits are deemed to 
satisfy this paragraph (b). 

(B) Examples. The following exam
ples illustrate the rules in this para
graph (b )(6)(x): 

Example 1. Plan A would satisfy this para
graph (b) (detennined without regard to this 
paragraph (b)(6)(x», except for the fact that it 
fails to satisfy the requirement of paragraph 
(b)(2)(iii) of this section (i.e., a subsidized 
optional form must be available to substantially 
all employees on similar terms). Each subsidized 
optional form in the plan is available to all the 
NHCEs on similar terms, but one of the 
subsidized optional forms of benefit is not 
available to any of the HCEs. Plan A satisfies 
this paragraph (b), because Plan A is a safe 
harbor plan with respect to the NHCEs and 
provides inherently less valuable benefits to the 
HCEs. 

Example 2. (a) Plan B would satisfy this 
paragraph (b) (determined without regard to this 
paragraph (b)(6)(x)), except for the fact that 
some employees are not being credited with 
years of service under the plan, but are 
continuing to accrue benefits as a result of 
compensation increases. These are employees 
who have been transferred from the employer 
that sponsors Plan B to another member of the 
controlled group whose employees are not 
co.vered by Plan B. For these employees, Plan B 
fails to satisfy the requirement of paragraph 
(b)(2)(v) of this section (i.e., each employee's 
benefit must accrue over the same years of 
service used in applying the benefit formula). 

(b) Plan B is restructured into two component 
plans under the provisions of §1.401(a)(4)-9(c). 
One. component plan (Component Plan Bl) 
consIsts of all NHCEs who are not being credited 
WIth years of service under the plan's benefit 
formula but are continuing to accrue benefits as 
a result of compensation increases, and the other 
component plan (Component Plan B2) consists of 
the balance of the employees. 

(c) Component Plan Bl satisfies this section 
and section 41 O(b), because it benefits only 
NHCEs. 

(d) Component Plan B2 is treated as satisfying 
thIS paragraph (b), because Plan B would satisfy 
th~s paragraph (b) (determined without regard to 
thIS paragraph (b)(6)(x» with respect to the 
employees in Component Plan B2 but for the 
fact that it provides inherently less valuable 
b.enefits to some HCEs in that component plan 
(I.e., the employees who are credited only with 
compensation increases rather than both years of 
servIce and compensation increases). 



(e) Under §1.401(a)(4)-9(c), if Component 
Plan B2 satisfies section 41 O(b), then Plan B 
satisfies this section. 

(xi) Multiple formulas-(A) General 
rule. The plan provides that an 
employee's benefit under the plan is 
the greater of the benefits determined 
under two or more formulas, or is the 
sum of the benefits determined under 
two or more formulas. This paragraph 
(b)(6)(xi) does not apply to a plan 
unless each of the formulas under the 
plan satisfies the requirements of para
graph (b)(6)(xi)(B) through (D) of this 
section. 

(B) Sole formulas. The formulas 
must be the only formulas under the 
plan. 

(C) Separate testing. Each of the 
formulas must separately satisfy the 
uniformity requirements of paragraph 
(b )(2) of this section and also sepa
rately satisfy one of the safe harbors in 
paragraphs (b)(3) through (b)(5) of this 
section. A formula that is available 
solely to some or all NHCEs is deemed 
to satisfy this paragraph (b)(6)(xi)(C). 

(D) Availability-(l) General rule. 
All of the formulas must be available 
on the same terms to all employees. 

(2) Formulas for NHCEs. A formula 
does not fail to be available on the 
same terms to all employees merely 
because the formula is not available to 
any HCEs, but is available to some or 
all NHCEs on the same terms as all of 
the other formulas in the plan. 

(3) Top-heavy formulas. Rules paral
lel to those in §1.401(a)(4)-2(b)(4)
(vi)(D)(3) apply in the case of a plan 
that provides the greater of the benefits 
under two or more formulas, one of 
which is a top-heavy formula. For 
purposes of this paragraph (b)(6)
(xi)(D)(3), a top-heavy formula is a 
formula that provides a benefit equal to 
the minimum benefit described in 
section 416(c)(l) (taking into account, 
if applicable, the modification in sec
tion 416(h)(2)(A)(ii)(I). 

(E) Provisions may be applied more 
than once. The provisions of this 
paragraph (b)(6)(xi) may be applied 
more than once. See §1.401(a)(4)-2(b)
(4)(vi)(E) for an example of the ap
plication of these provisions more than 
once. 

(F) Examples. The following exam
ples illustrate the rules in this para
graph (b )(6)(xi): 

Example 1. Under Plan A, each employee's 
benefit equals the sum of the benefits determined 

under two formulas. The first formula provides 
one percent of average annual compensation per 
year of service. The second formula provides $10 
per year of service. Plan A is eligible to apply 
the rules in this paragraph (b)(6)(xi). 

Example 2. Under Plan B, each employee's 
benefit equals the greater of the benefits 
determined under two formulas. The first formula 
provides $15 per year of service and is available 
to all employees who complete at least 500 hours 
of service during the plan year. The second 
formula provides 1.5 percent of average annual 
compensation per year of service and is available 
to all employees who complete at least 1,000 
hours of service during the plan year. Plan B 
does not satisfy this paragraph (b)(6)(xi) because 
the two formulas are not available on the same 
terms to all employees. 

Example 3. Under Plan C, each employee's 
benefit equals the greater of the benefits 
determined under two formulas. The first formula 
provides $15 per year of service and is available 
to all employees who complete at least 1,000 
hours of service during the plan year. The second 
formula provides the minimum benefit described 
in section 416(c)(I) and is available to all non
key employees who complete at least 1,000 
hours of service during the plan year. Plan C 
does not satisfy the general rule in paragraph 
(b )(6)(xi)(D)(1) of this section because the two 
formulas are not available on the same terms to 
all employees (i.e., the second formula is only 
available to all non-key employees). Nonetheless, 
because the second formula is a top-heavy 
formula, the special availability rules for top
heavy formulas in paragraph (b)(6)(xi)(D)(3) of 
this section apply. Thus, the second formula does 
not fail to be available on the same terms as the 
first formula merely because the second formula 
is available solely to all non-key employees on 
the same terms. This is true even if the plan 
conditions the availability of the second formula 
on the plan's being top-heavy for the plan year. 

Example 4. Under Plan D, each employee's 
benefit equals the greater of the benefits 
determined under two formulas. The first formula 
is available to all employees and provides a 
benefit equal to 1.5 percent of average annual 
compensation per year of service. The second 
formula is only available to NHCEs and provides 
a benefit equal to two percent of average annual 
compensation per year of service, minus two 
percent of the primary insurance amount per year 
of service. The amount of the offset is not 
limited to the maximum permitted offset under 
§ 1.401(l)-3(b). Under paragraph (b)(6)(xi)(D)(2) 
of this section, both formulas are treated as 
available to all employees on the same terms. 
Furthermore, even though the second formula 
does not satisfy any of the safe harbors in this 
paragraph (b), the formula is deemed to satisfy 
the separate testing requirement under paragraph 
(b)(6)(xi)(C) of this section, because the formula 
is available solely to some or all NHCEs. 

Example 5. Plan E is a unit credit plan that 
provides a benefit of one percent of average 
annual compensation per year of service to all 
employees. In 1994, the plan is amended to 
provide a benefit of two percent of average 
annual compensation per year of service after 
1993, while continuing to provide a benefit of 
one percent of average annual compensation per 
year of service for all years of service before 
1994. Thus, the plan's amended benefit formula 
provides a benefit equal to the sum of the 
benefits determined under two benefit formulas: 
one percent of average annual compensation per 

Section 401 

year of service, plus one percent of average 
annual compensation per year of service after 
1993. Plan E satisfies this paragraph (b)(6)(xi). 

Example 6. The facts are the same as in 
Example 5, except that the plan amendment in 
1994 decreases the benefit to 0.75 percent of 
average annual compensation per year of service 
after 1993, while retaining the one-percent 
formula for all years of service before 1994. 
Thus, the plan's amended benefit formula 
provides a benefit equal to the sum of the 
benefits determined under two benefit formulas: 
0.75 percent of average annual compensation per 
year of service, plus 0.25 percent of average 
annual compensation per year of service before 
1994. Under these facts, the second formula does 
not separately satisfy any of the safe harbors in 
this paragraph (b) because the years of service 
over which each employee's benefit accrues 
under the second formula (i.e., all years of 
service) are not the same years of service that 
are taken into account in applying the benefit 
formula under the plan to that employee (i.e., 
years of service before 1994). See paragraph 
(b )(2)(v) of this section. But see paragraph 
(b)(6)(vii) of this section and § 1.401 (a)(4)-13, 
which provide rules under which Plan E, as 
amended, may be able to satisfy this paragraph 
(b). 

Example 7. Plan F provides a benefit to all 
employees of one percent of average annual 
compensation per year of service. Employee M 
was hired as the president of the employer in 
December 1994 and was not a HCE under 
section 414( q) during the 1994 calendar plan 
year. In 1994, Plan F is amended to provide a 
benefit that is the greater of the benefit 
determined under the pre-existing formula in the 
plan and a new formula that is available solely to 
some NHCEs (including Employee M). The new 
formula does not satisfy the uniformity require
ments of paragraph (b )(2) of this section, 
because it provides a different benefit for some 
NHCEs than for other NHCEs. As a result of this 
change, Employee M receives a higher accrual in 
1994 than the NHCEs who are not eligible for 
the new formula. In 1995, when Employee M 
first becomes a HCE, the second formula no 
longer applies to Employee M. It would be 
inconsistent with the purpose of preventing 
discrimination in favor of HCEs for Plan F to 
use the special rule for a formula that is 
available solely to some or all NHCEs to satisfy 
the separate testing requirement of paragraph 
(b)(6)(xi)(C) of this section for the 1994 calendar 
plan year. See §1.401(a)(4)-I(c)(2). 

(c) General test for nondiscrimina
tion in amount of benefits-( 1) General 
rule. The employer-provided benefits 
under a defined benefit plan are non
discriminatory in amount for a plan 
year if each rate group under the plan 
satisfies section 41O(b). For purposes 
of this paragraph (c)(1), a rate group 
exists under a plan for each HCE and 
consists of the HCE and all other 
employees (both HCEs and NHCEs) 
who have a normal accrual rate greater 
than or equal to the HCE's normal 
accrual rate, and who also have a most 
valuable accrual rate greater than or 
equal to the HCE's most valuable 
accrual rate. Thus, an employee is in 
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the rate group for each HCE who has a 
nonnal accrual rate less than or equal 
to the employee's nonnal accrual rate, 
and who also has a most valuable 
accrual rate less than or equal to the 
employee's most valuable accrual rate. 

(2) Satisfaction of section 410(b) by 
a rate group. For purposes of detennin
ing whether a rate group satisfies 
section 41 O(b), the same rules apply as 
in § 1.401(a)(4)-2(c)(3). See paragraph 
(c)(4) of this section and §1.401(a)(4)-
2(c)(4), Example 3 through Example 5, 
for examples of this rule. 

(3) Certain violations disregarded. 
A plan is deemed to satisfy paragraph 
(c)( I) of this section if the plan would 
satisfy that paragraph by treating as not 
benefiting no more than five percent of 
the HCEs in the plan, and the Commis
sioner detennines that, on the basis of 

Employee 

N I through N I 00 

NIOI through N500 

N501 through N750 

N751 through N I 000 

HI through H50 

H51 through HIOO 

(b) There are 100 rate groups in Plan A 
because there are 100 HCEs in Plan A. 

(c) Rate group I consists of H I and all those 
employees who have a normal accrual rate 
greater than or equal to HI's normal accrual rate 
(1.5 percent) and who also have a most valuable 
accrual rate greater than or equal to HI's most 
valuable accrual rate (2.0 percent). Thus. rate 
group I consists of HI through HIOO and NIOI 
through N I 000. 

(d) Rate group I satisfies the ratio percentage 
test of §1.410(b)-2(b)(2) because the ratio 
percentage of the rate group is 90 percent. i. e., 
90 percent (the percentage of all nonhighly 
compensated nonexcludable employees who are 
in the rate group) divided by 100 percent (the 
percentage of all highly compensated nonexclud
able employees who are in the rate group). 

(e) Because HI through H50 have the same 
normal accrual rates and the same most valuable 
accrual rates. the rate group with respect to each 
of them is identical. Thus. because rate group I 
satisfies section 410(b). rate groups 2 through 50 
also satisfy section 41 Orb l. 

(t) Rate group 51 consists of H51 and all 
those employees who have a normal accrual rate 
greater than or equal to H51' s normal accrual 
rate (2.0 percent) and who also have a most 
valuable accrual rate greater than or equal to 
H51' s most valuable accrual rate (2.65 percent). 
Thus. rate group 51 consists of H51 through 
HIOO and N501 through NIOOO. (Even though 
N 101 through N500 have a most valuable accrual 
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all of the relevant facts and circum
stances, the plan does not discriminate 
with respect to the amount of 
employer-provided benefits. For this 
purpose, five percent of the number of 
HCEs may be detennined by rounding 
to the nearest whole number (e.g.. 1.4 
rounds to 1 and 1.5 rounds to 2). 
Among the relevant factors that the 
Commissioner may consider in making 
this detennination are-

(i) The extent to which the plan has 
failed the test in paragraph (c)( 1) of 
this section; 

(ii) The extent to which the failure is 
for reasons other than the design of the 
plan; 

(iii) Whether the HCEs causing the 
failure are five-percent owners or are 
among the highest paid nonexcludable 
employees; 

Normal 
Accrual Rate 

1.0 

1.5 

2.0 

2.3 

1.5 

2.0 

rate (3.0 percent) greater than H51's most 
valuable accrual rate (2.65 percent), they are not 
included in this rate group because their normal 
accrual rate (1.5 percent) is less than H51's 
normal accrual rate (2.0 percent).) 

(g) Rate group 51 satisfies the ratio percent
age test of §1.410(b)-2(b)(2) because the ratio 
percentage of the rate group is 100 percent, i.e., 
50 percent (the percentage of all nonhighly 
compensated nonexcludable employees who are 
in the rate group) divided by 50 percent (the 
percentage of all highly compensated nonexclud
able employees who are in the rate group). 

(h) Because H51 through HIOO have the same 
normal accrual rates and the same most valuable 
accrual rates, the rate group with respect to each 
of them is identical. Thus, because rate group 51 
satisfies section 41 O(b), rate groups 52 through 
100 also satisfy section 41O(b). 

(i) The employer-provided benefits under Plan 
A are nondiscriminatory in amount because each 
rate group under the plan satisfies section 41O(b). 

Example 2. The facts are the same as in 
Example 1, except that H96 has a most valuable 
accrual rate of 3.5. Each of the rate groups is the 
same as in Example 1, except that rate group 96 
consists solely of H96 because no other 
employee has a most valuable accrual rate 
greater than 3.5. Because the plan would satisfy 
the test m paragraph (c)(l) of this section by 
treatmg H96 (who constitutes less than five 
percent of the HCEs in the plan) as not 
benefilIng, the Commissioner may determine 
under paragraph (c)(3) of this section that, on the 

(iv) Whether the failure is attributa
ble to an event that is not expected to 
recur (e.g .• a plant closing); and 

(v) The extent to which the failure is 
attributable to benefits accrued under a 
prior benefit structure or to benefits 
accrued when a participant was not a 
HCE. 

(4) Examples. The following exam
ples illustrate the rules in this para
graph (c): 

Example 1. (a) Employer X has 1100 nonex
cludable employees, Nl through NlOOO, who are 
NHCEs, and HI through HlOO, who are HCEs. 
Employer X maintains Plan A, a defined benefit 
plan that benefits all of these nonexcludable 
employees. The normal and most valuable 
accrual rates (determined as a percentage of 
average annual compensation) for the employees 
in Plan A for the 1994 plan year are listed in the 
following table. 

Most Valuable 
Accrual Rate 

1.4 

3.0 

2.65 

2.8 

2.0 

2.65 

basis of all of the relevant facts and circum
stances, the plan does not discriminate with 
respect to the amount of benefits. 

(d) Determination of accrual rates
(1) Definitions-(i) Normal accrual 
rate. The nonnal accrual rate for an 
employee for a plan year is the 
increase in the employee's accrued 
benefit (within the meaning of section 
411(a)(7)(A)(i» during the measure
ment period, divided by the employee's 
testing service during the measurement 
period, and expressed either as a dollar 
amount or as a percentage of the 
employee's average annual compen
sation. 

(ii) Most valuable accrual rate, The 
most valuable accrual rate for an 
employee for a plan year is the 
increase in the employee's most valu
able optional fonn of payment of the 
accrued benefit during the measurement 
period, divided by the employee'S 
testing service during the measurement 
period, and expressed either as a dollar 
amount or as a percentage of the 
employee's average annual compensa
tion. The employee's most valuable 



optional form of payment of the 
accrued benefit is determined by cal
culating for the employee the nor
malized QJSA associated with the 
accrued benefit that is potentially pay
able in the current or any future plan 
year at any age under the plan and 
selecting the largest (per year of testing 
service). If the plan provides a QSUPP, 
the most valuable accrual rate also 
takes into account the QSUPP payable 
in conjunction with the QJSA at each 
age under the plan. Thus, the most 
valuable accrual rate reflects the value 
of all benefits accrued or treated as 
accrued under section 411(d)(6) that 
are payable in any form and at any 
time under the plan, including early 
retirement benefits, retirement-type 
subsidies, early retirement window ben
efits, and QSUPPs. In addition, the 
most valuable accrual rate must take 
into account any such benefits that are 
available during a plan year, even if the 
benefits cease to be available before 
the end of the current or any future 
plan year. 

(iii) Measurement period. The meas
urement period can be-

(A) The current plan year; 
(B) The current plan year and all 

prior years; or 
(C) The current plan year and all 

prior and future years. 
(iv) Testing service-(A) General 

rule. Testing service means an 
employee's years of service as defined 
in the plan for purposes of applying the 
benefit formula under the plan, subject 
to the requirements of paragraph 
(d)(1)(iv)(B) of this section. Alter
natively, testing service means service 
determined for all employees in a 
reasonable manner that satisfies the 
requirements of paragraph (d)(1)(iv)(B) 
of this section. For example, the 
number of plan years that an employee 
has benefited under the plan within the 
meaning of §1.41O(b)-3(a) is an ac
ceptable definition of testing service 
because it determines service in a 
reasonable manner and satisfies para
graph (d)(1)(iv)(B) of this section. See 
also §1.401(a)(4)-11(d)(3) (additional 
limits on service that may be taken into 
account as testing service). 

(B) Requirements for testing 
service-(1) Employees not credited 
with years of service under the benefit 
formula. An employee must be credited 
with testing service for any year in 
which the employee benefits under the 
plan (within the meaning of §1.41O(b)-

3(a», unless that year is part of a 
period of service that may not be taken 
into account under §1.401(a)(4)-
11(d)(3). This rule applies even if the 
employee does not receive service 
credit under the benefit formula for that 
year (e.g., because of a service cap in 
the benefit formula or because of a 
transfer out of the group of employees 
covered by the plan). 

(2) Current year testing service. In 
the case of a measurement period that 
is the current plan year, testing service 
for the plan year equals one (1). 

(2) Rules of application-(i) Consis
tency requirement. Both normal and 
most valuable accrual rates must be 
determined in a consistent manner for 
all employees for the plan year. Thus, 
for example, the same measurement 
periods must be used, and the rules of 
this paragraph (d)(2) and any available 
options described in paragraph (d)(3) of 
this section must be applied consist
ently. If plan benefits are not expressed 
as straight life annuities beginning at 
employees' testing ages, they must be 
normalized. 

(ii) Determining plan benefits, serv
ice and compensation-(A) In general. 
Potential plan benefits, testing service, 
and average annual compensation must 
be determined in a reasonable manner, 
reflecting actual or projected service 
and compensation only through the end 
of the measurement period. The deter
mination of potential plan benefits is 
not reasonable if it incorporates an 
assumption that, in future years, an 
employee's compensation will increase 
or the employee will terminate employ
ment before the employee's testing age 
(other than the assumptions under 
paragraph (d)(1)(ii) of this section that 
the employee's service will end in 
connection with the payment of each 
potential QJSA in future years). 

(B) Section 415 limits. For purposes 
of determining accrual rates under this 
paragraph (d), plan benefits are gener
ally determined without regard to 
whether those benefits are permitted to 
be paid under section 415. However, 
plan provisions implementing any of 
the limits of section 415 may be taken 
into account in applying this paragraph 
(d) if the plan does not provide for 
benefit increases resulting from section 
415(d)(1) adjustments for former 
employees who were employees in a 
plan year in which such plan provisions 
were taken into account in applying 
this paragraph (d). If the limits of 
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section 415 are taken into account 
under this paragraph (d)(2)(ii)(B) as of 
the end of the measurement period, 
they must also be taken into account as 
of the beginning of the measurement 
period. If the limits of section 415 are 
not taken into account in testing the 
plan for the current plan year, but were 
taken into account in testing the plan 
for the preceding plan year, any result
ing increase in the accrued benefits 
taken into account in testing the plan is 
treated as an increase in accrued 
benefits during the current plan year. 

(iii) Requirements for measurement 
period that includes future years-(A) 
Discriminatory pattern of accruals. A 
measurement period that includes fu
ture years (as described in paragraph 
(d)(1)(iii)(C) of this section) may not 
be used if the pattern of accruals under 
the plan discriminates in favor of HCEs 
(i.e., if projected benefits for HCEs are 
relatively frontloaded when compared 
to the degree of frontloading or back
loading for NHCEs). This determina
tion is made based on all of the 
relevant facts and circumstances. 

(B) Future-period limitation. Future 
years beginning after an employee's 
attainment of the employee's testing 
age (or after the employee's assumed 
termination in the case of most valu
able accrual rates) may not be included 
in the measurement period. 

(3) Optional rules-(i) Imputation of 
permitted disparity. The disparity per
mitted under section 401(1) may be 
imputed in accordance with the rules of 
§ 1.401 (a)( 4 )-7. 

(ii) Grouping of accrual rates-(A) 
General rule. An employer may treat 
all employees who have accrual rates 
within a specified range above and 
below a midpoint rate chosen by the 
employer as having an accrual rate 
equal to the midpoint rate within that 
range. Accrual rates within a given 
range may not be grouped under this 
paragraph (d)(3)(ii) if the accrual rates 
of HCEs within the range generally are 
significantly higher than the accrual 
rates of NHCEs in the range. The 
specified ranges within which all 
employees are treated as having the 
same accrual rate may not overlap and 
may be no larger than provided in 
paragraph (d)(3)(ii)(B) of this section. 
Accrual rates of employees that are not 
within any of these specified ranges are 
determined without regard to this para
graph (d)(3)(ii). 

(B) Size of specified ranges. In the 
case of normal accrual rates, the lowest 
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and highest accrual rates in the range 
must be within five percent (not five 
percentage points) of the midpoint rate. 
In the case of most valuable accrual 
rates. the lowest and highest accrual 
rates in the range must be within 15 
percent (not 15 percentage points) of 
the midpoint rate. If accrual rates are 
determined as a percentage of average 
annual compensation. the lowest and 
highest accrual rates need not be within 
five percent (or 15 percent) of the 
midpoint rate. if they are no more than 
one twentieth of a percentage point 
above or below the midpoint rate. 

(iii) Fresh-start alternative-(A) 
General rule. Notwithstanding the defi
nition of measurement period provided 
in paragraph (d)(l)(iii) of this section, 
a measurement period for a fresh-start 
group is permitted to be limited to the 
period beginning after the fresh-start 
date with respect to that group if the 
plan makes a fresh start that satisfies 
§1.401(a)(4)-13(c) (without regard to 
§1.401(a)(4)-13(c)(2)(i) and (ii». If the 
measurement period is so limited or the 
measurement period is the plan year 
(whether or not so limited), any com
pensation adjustments during the meas
urement period to the frozen accrued 
benefit as of the fresh-start date that 
are permitted under the rules of 
§1.401(a)(4)-13(d) may be disregarded 
in determining the increase in accrued 
benefits during the measurement 
period, but only if-

(1) The plan makes a fresh start as 
of the fresh-start date that satisfies 
§1.401(a)(4)-13(c) (without regard to 
§ 1.401 (a)(4)-13(c)(2)(ii» in conjunc
tion with a bona fide amendment to the 
benefit formula or accrual method 
under the plan; and 

(2) The amendment provides for ad
justments to employees' frozen accrued 
benefits as of the fresh-start date in 
accordance with the rules of 
§ 1.401(a)(4)-13(d). 

(B) Application of consistency re
quirements. Limiting the application of 
the fresh-start alternative in this para
graph (d)(3)(iii) to a fresh-start group 
that consists of fewer than all 
employees does not violate the consis
tency requirement of paragraph 
(d)(2)(i) of this section. 

(iv) Floor on most valuable accrual 
rate. In lieu of determining an 
employee's most valuable accrual rate 
in accordance with the definition in 
paragraph (d)( l)(ii) of this section, an 
employer may determine an employee' s 
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most valuable accrual rate for the 
current plan year as the employee's 
highest most valuable accrual rate 
determined for any prior plan year. 
This option may be used only if the 
employee's normal accrual rate has not 
changed significantly from the normal 
accrual rate for the relevant prior plan 
year and, there have been no plan 
amendments in the interim period since 
that prior plan year that affect the 
determination of most valuable accrual 
rate. 

(4) Examples. The following exam
ples illustrate the rules in this para
graph (d): 

Example 1. The employees in Plan A have the 
following normal accrual rates (expressed as 
percentage of average annual compensation): 0.8 
percent, 0.83 percent, 0.9 percent, 1.9 percent, 
2.0 percent, and 2.1 percent. Because the first 
three rates are within a range of no more than 
one twentieth of a percentage point above or 
below 0.85 percent (a midpoint rate chosen by 
the employer), the employer may treat the 
employees who have those rates as having an 
accrual rate of 0.85 percent (provided that the 
accrual rates of HCEs within the range are not 
significantly higher than the accrual rates for 
NHCEs within the range). Because the last three 
rates are within a range of no more than five 
percent above or below 2.0 percent (a midpoint 
rate chosen by the employer), the employer may 
treat the employees who have those rates as 
having an accrual rate of 2.0 percent (provided 
that the accrual rates of HCEs within the range 
are not significantly higher than the accrual rates 
for NHCEs within the range). 

Example 2. Employer X maintains a plan 
under which headquarters employees accrue a 
benefit of 1.25 percent of average compensation 
for the first 10 years of service and 0.75 percent 
of average compensation for subsequent years of 
service, while all other employees accrue a 
benefit of one percent of compensation for all 
years of service. Assume that the group of 
headquarters employees does not satisfy section 
41O(b). Under these facts, the pattern of accruals 
under the plan discriminates in favor of HCEs 
and, therefore, under paragraph (d)(2)(iii)(A) of 
this section, the measurement period for deter
mining accrual rates under the plan may not 
include future service. 

(e) Compensation rules-(l) In gen
eral. This paragraph (e) provides rules 
for determining average annual com
pensation. Safe harbor plans that satisfy 
paragraph (b) of this section must 
determine benefits either as a dollar 
amount unrelated to employees' com
pensation or as a percentage of each 
~mployee's average annual compensa
tIOn. In contrast, plans that must satisfy 
the ~eneral test of paragraph (c) of this 
sectIon are not required under this 
sect~on to determine benefits under any 
particular definition of compensation or 
lD any particular manner, but the 

accrual rates used in testing these plans 
must be expressed either as a dollar 
amount or determined as a percentage 
of each employee's average annual 
compensation. 

(2) Average annual compensation
(i) General rule. An employee's aver
age annual compensation is the average 
of the employee's annual section 414(s) 
compensation determined over the 
averaging period in the employee's 
compensation history during which the 
average of the employee's annual sec
tion 414(s) compensation is the highest. 
For this purpose, an averaging period 
must consist of three or more consecu
tive 12-month periods, but need not be 
longer than the employee's period of 
employment. An employee's compensa
tion history may begin at any time, but 
must be continuous, be no shorter than 
the averaging period, and end in the 
current plan year. 

(ii) Certain permitted modifications 
to average annual compensation-(A) 
Use of plan year compensation. If the 
measurement period for determination 
of accrual rates is the current plan year, 
or the plan is an accumulation plan that 
satisfies paragraph (b) of this section, 
then plan year compensation may be 
substituted for average annual 
compensation. 

(B) Drop-out years. Any of the 
following types of 12-month periods in 
an employee's compensation history 
may be disregarded in determining the 
employee's average annual compensa
tion (including for purposes of the 
requirement to average section 414(s) 
compensation over consecutive 12-
month periods), but only if the plan 
disregards the employee's compensa
tion for those periods in determining 
benefits-

(1) The 12-month period in which 
the employee terminates employment; 

(2) All 12-month periods in which 
the employee performs no services; or 

(3) All 12-month periods in which 
the employee performs services for less 
than a specified number of hours or 
specified period of time in the 12-
month period. The specified number of 
hours or specified period of time may 
be selected by the employer, but may 
not exceed three quarters of the time 
that an employee in the same job 
category working on a full-time basis 
would perform services during that 12-
month period. 

(C) Drop-out months within 12-
month periods. If a plan determines an 



employee's average annual compensa
tion using 12-month periods that do not 
end on a fixed date (e.g., average 
annual compensation as of a date is 
defined as the average of the 
employee's section 414(s) compensa
tion for the 60 consecutive months 
within the compensation history in 
which the average is highest), then, for 
purposes of determining a 12-month 
period, any of the following type of 
months may be disregarded (including 
for purposes of the requirement to 
average section 414(s) compensation 
over consecutive 12-month periods), 
but only if the plan disregards the 
employee's compensation for those 
months in determining benefits-

(1) The month in which the 
employee terminates employment; 

(2) All months in which the 
employee performs no services; or 

(3) All months in which the 
employee performs services for less 
than a specified number of hours or 
specified period of time in the month. 
The specified number of hours or 
specified period of time may be se
lected by the employer, but may not 
exceed three quarters of the time that 
an employee in the same job category 
working on a full-time basis would 
perform services during that month. 

(D) Employees working less than 
full-time. In the case of an employee 
who normally works less than full-time, 
the rules in paragraphs (e)(2)(ii)(B)(3) 
and (e)(2)(ii)(C)(3) of this section may 
be applied in relation to that 
employee's normal work schedule (in
stead of a full-time employee's work 
schedule) by prorating the specified 
number of hours or specified period of 
time, based on the employee's normal 
work schedule as a fraction of a full
time schedule. 

(E) Exception from consecutive
periods requirement for certain plans. 
The requirement that the periods taken 
into account under paragraph (e)(2)(i) 
of this section be consecutive does not 
apply in the case of a plan that is not a 
section 401(1) plan, provided that it 
does not take permitted disparity into 
account under § 1.401 (a)(4)-7. This 
paragraph (e)(2)(ii)(E) applies only if 
the plan does not take into account 
whether 12-month periods of compen
sation are consecutive in determining 
average compensation for purposes of 
calculating benefits. 

(iii) Consistency requirements. Aver
age annual compensation must be 

determined in a consistent manner for 
all employees. 

(3) Examples. The following exam
ples illustrate the rules in this para
graph (e): 

Example 1. Plan A is a defined benefit plan. 
Plan A determines benefits on the basis of the 
average of each employee's annual compensation 
for the five consecutive plan years (or the 
employee's period of employment, if shorter) 
during the employee's compensation history in 
which the average of the employee's annual 
compensation is the highest. The compensation 
history used for this purpose is the last 10 plan 
years, plus the current plan year. In determining 
compensation for each plan year in the compen
sation history, Plan A defines compensation 
using a single definition that satisfies section 
414(s) as a safe harbor definition under 
§1.414(s)-I(c). Plan A determines benefits on 
the basis of average annual compensation. 

Example 2. Plan B is a defined benefit plan. 
Plan B determines benefits on the basis of the 
average of each employee's compensation for the 
five consecutive 12-month periods (or the 
employee's period of employment, if shorter) 
during the employee's compensation history in 
which the average of the employee's annual 
compensation is the highest. The compensation 
history used for this purpose is the 10 consecu
tive 12-month periods ending on the employee's 
termination date. In determining the average, 
Plan B disregards all months in which the 
employee performs services for less than 100 
hours (60 percent of a full-time work schedule of 
173 hours). In the case of an employee whose 
normal work schedule is less than a full-time 
schedule, Plan B disregards all months in which 
that employee performs services for less than 60 
percent of the employee's normal work schedule. 
Plan B defines compensation for each 12-month 
period using a single definition that satisfies 
§ 1.414( s )-1. Plan B determines benefits on the 
basis of average annual compensation. 

Example 3. (a) The facts are the same as in 
Example 1, except that, for plan years prior to 
1996, the compensation for a plan year was 
determined under a rate of pay definition of 
compensation that satisfies section 414(s), while, 
for plan years after 1995, the compensation for a 
plan year is determined using a definition that 
satisfies section 414(s) as a safe harbor definition 
under §1.414(s)-I(c). 

(b) The underlying definition of compensation 
for each plan year in the employee's compensa
tion history is section 414( s) compensation, 
because for each plan year the definition satisfies 
the requirements for section 414(s) compensation 
under §1.4DI(a)(4)-12. Therefore, Plan A deter
mines benefits on the basis of average annual 
compensation, even though the underlying defini
tion used to measure the amount of compensation 
for each plan year in an employee's compensa
tion history is not the same for all plan years. 

Example 4. The facts are the same as in 
Example 1, except that Plan A determines 
benefits on the basis of the average of the 
employee's annual section 4l4(s) compensation 
for the five consecutive l2-month periods ending 
on June 30 during the employee's compensation 
history in which the average is highest. An 
employee's compensation history begins when 
the employee commences participation in the 
plan and ends in the current plan year. In the 
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case of an employee with less than five 
consecutive years of plan participation as of June 
30, the compensation history is extended prior to 
the employee's commencement of participation 
to include the five consecutive l2-month periods 
ending on June 30 of the current plan year (or 
the employee's total period of employment, if 
shorter). Plan A determines benefits on the basis 
of average annual compensation. 

Example 5. The facts are the same as in 
Example 4, except that Plan A determines 
benefits on the basis of the average of each 
employee's compensation for the employee's 
entire compensation history. Plan A determines 
benefits on the basis of average annual 
compensation. 

(0 Special rules-(1) In general. 
The special rules in this paragraph (0 
apply for purposes of applying the 
provisions of this section to a defined 
benefit plan. Any special rule provided 
in this paragraph (0 that is optional 
must, if used, apply uniformly to all 
employees. 

(2) Certain qualified disability bene
fits. In general, qualified disability 
benefits (within the meaning of section 
411(a)(9)) are not taken into account 
under this section. However, a qualified 
disability benefit that results from the 
crediting of compensation or service 
for a period of disability in the same 
manner as actual compensation or 
service is credited under a plan's 
benefit formula is permitted to be taken 
into account under this section as an 
accrued benefit upon the employee's 
return to service with the employer 
following the period of disability, 
provided that the qualified disability 
benefit is then treated in the same 
manner as an accrued benefit for all 
purposes under the plan. 

(3) Accruals after normal retirement 
age-(i) General rule. An employee' s 
accruals for any plan year after the 
plan year in which the employee attains 
normal retirement age are taken into 
account for purposes of this section. 
However, any plan proVISIOn that 
provides for increases in an employee's 
accrued benefit solely because the 
employee has delayed commencing 
benefits beyond the normal retirement 
age applicable to the employee under 
the plan may be disregarded, but only 
if-

(A) The same uniform normal retire
ment age applies to all employees; and 

(B) The percentage factor used to 
increase the employee's accrued benefit 
is no greater than the largest percentage 
factor that could be applied to increase 
actuarially the employee's accrued ben
efit using any standard mortality table 
and any standard interest rate. 
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(ii) Examples. The following exam
ples illustrate the rules of this para
graph (f)(3). In each example, it is 
assumed that the plan satisfies the 
requirements of paragraph (f)(3)(i)(A) 
and (8) of this section. 

Example I. Plan A provides a benefit of two 
percent of average annual compensation per year 
of service for all employees. In addition. Plan A 
provides an actuarial increase in an employee' s 
accrued benefit of six percent for each year that 
an employee defers commencement of benefits 
beyond normal retirement age. For employees 
who continue in service beyond normal retire
ment age. the employee's two-percent accrual for 
the current plan year is offset by the six-percent 
actuarial increase. as permitted under section 
4ll(b)(l }(H)(iii)(II). For purposes of this section. 
the actuarial increase (and hence the offset) may 
be disregarded. and thus all employees may be 
treated as if they were accruing at the rate of two 
percent of average annual compensation per year. 

Example 2. The facts are the same as in 
Example I, except that the employee's two
percent accrual for the current plan year is not 
offset by the six-percent actuarial increase. The 
employer may disregard the actuarial increase 
and thus may treat all employees as if they were 
accruing at the rate of two percent of average 
annual compensation per year. 

(4) Early retirement window 
benefits-(i) General rule. In applying 
the requirements of this section, all 
early retirement benefits, retirement
type subsidies, QSUPPs, and other 
optional forms of benefit under a plan, 
and changes in the plan's benefit 
formula, are taken into account regard
less of whether they are permanent 
features of the plan or are offered only 
to employees whose employment termi
nates within a limited period of time. 
Additional rules and examples relevant 
to the testing of early retirement 
window benefits are found in Example 
6 of paragraph (b )(2)(vi) of this sec
tion; paragraph (b)(2)(ii)(A)(2), Exam
ple 2 of paragraph (c)(2), paragraph 
(d)(3), and Example 3 of paragraph 
(e)(l)(iii) of §IAOl(a)(4)-4; paragraph 
(c)(4)(i) and Example 2 of paragraph 
(c)(6) of §1.40l(a)(4)-9; and the defi
nition of benefit formula in § 1.401-
(a)( 4 )-12. 

(ii) Special rules-CAl Year in which 
early retirement window benefit taken 
into account. Notwithstanding para
graph (f)(4)(i) of this section, an early 
retirement window benefit is dis
regarded for purposes of determining 
whether a plan satisfies this section 
with respect to an employee for all 
plan years other than the first plan year 
in . which the benefit is currently 
avaIlable (within the meaning of 
§ 1.40l(a)(4)-4(b)(2» to the employee. 
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For purposes of this paragraph (f)( 4)
(ii)(A), in determining which plan 
years the benefit is currently available, 
an early retirement window benefit that 
consists of a temporary change in the 
plan's benefit formula is treated as an 
optional form of benefit. 

(8) Treatment of early retirement 
window benefit that consists of tempo
ral}' change in benefit formula. An 
early retirement window benefit is 
disregarded for purposes of determining 
an employee's normal accrual rate, 
even if the early retirement window 
benefit consists of a temporary change 
in a plan's benefit formula. However, if 
an early retirement window benefit 
consists of a temporary change in a 
plan's benefit formula, the plan does 
not satisfy paragraph (b) of this section 
during the period for which the change 
is effective unless the plan satisfies 
paragraph (b) of this section both 
reflecting the temporary change in the 
benefit formula and disregarding that 
change. 

(e) Effect of early retirement win
dow benefit on most valuable accrual 
rate. In determining an employee's 
most valuable optional form of pay
ment of the accrued benefit (which is 
used in determining the employee's 
most valuable accrual rate under para
graphs (d)(l)(ii) and (f)(4)(i) of this 
section), an early retirement window 
benefit that is currently available to the 
employee (within the meaning of para
graph (f)(4)(ii)(A) of this section) and 
that is not disregarded for a plan year 
under paragraph (f)(4)(ii)(A) of this 
section is taken into account in that 
plan year with respect to the 
employee's accrued benefit as of the 
earliest of the employee's date of 
termination, the close of the early 
retirement window, or the last day of 
that plan year. 

(D) Effect of early retirement win
dow benefit on average benefit percent
age test. Notwithstanding paragraph 
(c)(2) of this section, a rate group 
under a plan that provides an early 
retirement window benefit is deemed to 
satisfy the average benefit percentage 
test of §IAlO(b)-5 if-

(1) All. rate groups under the plan 
would satisfy the ratio percentage test 
of § 1.41O(b )-2(b )(2) if the early retire
ment window benefit were disregarded; 
and 

(2) The group of employees to 
whom the early retirement window 
benefit is currently available (within 

the meaning of paragraph (f)(4)(ii)(A) 
of this section) satisfies section 41O(b) 
without regard to the average benefit 
percentage test of § 1.41O(b )-5. 

(iii) Early retirement window benefit 
defined. For purposes of this paragraph 
(f)(4), an early retirement window 
benefit is an early retirement benefit, 
retirement-type subsidy, QSUPP, or 
other optional form of benefit under a 
plan that is available, or a change in 
the plan's benefit formula that is 
applicable, only to employees who 
terminate employment within a limited 
period specified by the plan (not to 
exceed one year) under circumstances 
specified by the plan. A benefit does 
not fail to be described in the preced
ing sentence merely because the plan 
contains provisions under which certain 
employees may receive the benefit 
even though, for bona fide business 
reasons, they terminate employment 
within a reasonable period after the end 
of the limited period. An amendment to 
an early retirement window benefit that 
merely extends the periods in the 
preceding sentences is not treated as a 
separate early retirement window bene
fit, provided that the periods, as ex
tended, satisfy the preceding sentences. 
However, any other amendment to an 
early retirement window benefit creates 
a separate early retirement window 
benefit. 

(iv) Examples. The following exam
ples illustrate the rules of this para
graph (f)(4): 

Example 1. (a) Plan A provides a benefit of 
one percent of average annual compensation per 
year of service and satisfies the requirements of 
paragraph (b )(2) of this section. Thus. the plan 
provides the same benefit to all employees with 
the same years of service under the Plan. Plan A 
is amended to treat all employees with ten or 
more years of service who terminate employment 
after attainment of age 55 and between March 1. 
1999, and January 31. 2000. as if they had an 
additional five years of service under the benefit 
formula. However, in order to ensure the orderly 
implementation of the early retirement window. 
the plan amendment provides that designated 
employees in the human resources department 
who would otherwise be eligible for the early 
retirement window benefit are eligible to be 
treated as having the additional five years of 
service only if they terminate between January 1. 
2000, and April 30. 2000. 

(b) The additional benefits provided under this 
amendment are tested as benefits provided to 
employees rather than former employees. The 
effect of this amendment is temporarily to 
change the benefit formula for employees who 
are eligible for the early retirement window 
benefit because the amendment changes (albeit 
temporaril y) the amount of the benefit payable 
to those employees at normal retirement age. 
See the definition of benefit formula in 



§1.401(a)(4)-12. Assume that the additional 
years of service credited to employees eligible 
for the window benefit do not represent past 
service (within the meaning of §1.401(a)(4)-
11(d)(3)(i)(B» or pre-participation or imputed 
service (within the meaning of §1.401(a)(4)-1l
(d)(3)(ii)(A) or (B), respectively) and thus may 
not be taken into account as years of service. See 
§1.401(a)(4)-1l(d)(3)(i)(A) (regarding years of 
service that may not be taken into account under 
§1.401(a)(4)-I(b)(2». Thus, the window-eligible 
employees are entitled to a larger benefit (as a 
percentage of average annual compensation) than 
other employees with the same number of years 
of service, and the plan does not satisfy the 
uniform normal retirement benefit requirement of 
paragraph (b)(2)(i) of this section. 

(c) Plan A is restructured under the provisions 
of §1.401(a)(4)-9(c) into two component plans: 
Component Plan AI, consisting of all employees 
who are not eligible for the early retirement 
window benefit and all of their accruals and 
benefits, rights, and features under the plan, and 
Component Plan A2, consisting of all employees 
who are eligible for the early retirement window 
benefit (including the designated employees in 
the human resource department) and all of their 
accruals and benefits, rights, and features under 
the plan. 

(d) Component Plan Al still satisfies para
graph (b) of this section, because there has been 
no change for the employees in that component 
plan. Similarly, Component Plan A2 satisfies 
paragraph (b) of this section disregarding the 
change in the benefit formula. 

(e) Because the early retirement window bene
fit consists of a temporary change in the benefit 
formula, paragraph (f)( 4 )(ii)(B) of this section 
requires that the plan satisfy the requirements of 
paragraph (b) of this section reflecting the 
change in order to remain a safe harbor plan. 
After reflecting the change, Component Plan A2 
still provides the same benefit (albeit higher than 
under the regular benefit formula) to all 
employees with the same years of service that 
may be taken into account in testing the plan, 
and thus the benefit formula (as temporarily 
amended) satisfies the requirements of para
graphs (b)(2)(i) and (ii) of this section. 

(f) Since Component Plan A2 also satisfies all 
of the other requirements of paragraph (b )(2) of 
this section and the safe harbor of paragraph 
(b)(3) of this section reflecting the change in the 
benefit formula, Component Plan A2 satisfies 
this paragraph (b) both reflecting and disregard
ing the change in the benefit formula. Thus, 
Component Plan A2 satisfies paragraph (b) of 
this section. 

Example 2. The facts are the same as in 
Example 1, except that Plan A's benefit formula 
used the maximum amount of permitted disparity 
under section 401(1) prior to the amendment. The 
analysis is the same as in paragraphs (a) through 
the first sentence of paragraph (e) of Example 1. 
In order to satisfy the requirements of paragraph 
(b)(2) of this section, a plan that uses permitted 
disparity must satisfy the requirements of section 
401(1) after reflecting the change in the benefit 
formula. Because, as stated in Example 1, the 
additional five years of service may not be taken 
into account for purposes of satisfying paragraph 
(b) of this section, the disparity that results from 
crediting that service exceeds the maximum 
permitted disparity under section 401(1). Thus, 
Component Plan A2 does not satisfy the re
quirements of paragraph (b) of this section. 

Example 3. The facts are the same as in 
Example 1, except that Plan A is tested under the 
general test in paragraph (c) of this section. The 
early retirement window benefit is disregarded 
for purposes of determining the normal accrual 
rates, but is taken into account in 1999 for 
purposes of determining the most valuable 
accrual rates, of employees who were eligible for 
the early retirement window benefit (regardless 
of whether they elected to receive it). As stated 
in Example 1, the additional five years of service 
do not represent past service, pre-participation 
service, or imputed service, and thus under 
§ 1.401(a)(4)-1l(d)(3)(i)(A) may not be taken 
into account as testing service. 

(5) Unpredictable contingent event 
benefits-(i) General rule. In general, 
an unpredictable contingent event bene
fit (within the meaning of section 
412(1)(7)(B)(ii)) is not taken into ac
count under this section until the 
occurrence of the contingent event. 
Thus, the special rule in § 1.401 (a)(4)-
4(d)(7) (treating the contingent event as 
having occurred) does not apply for 
purposes of this section. In the case of 
an unpredictable contingent event that 
is expected to result in the termination 
from employment of certain employees 
within a period of time consistent with 
the rules for defining an early retire
ment window benefit in paragraph 
(f)(4)(iii) of this section, the unpredict
able contingent event benefit available 
to those employees is permitted to be 
treated as an early retirement window 
benefit, thus permitting the rules of 
paragraph (f)(4) of this section to be 
applied to it. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(f)(5): 

Example. (a) Employer X operates various 
manufacturing plants and maintains Plan A, a 
defined benefit plan that covers all of its 
nonexcludable employees. Plan A provides an 
early retirement benefit under which employees 
who retire after age 55 but before normal 
retirement age and who have at least 10 years of 
service receive a benefit equal to their normal 
retirement benefit reduced by four percent per 
year for each year prior to normal retirement age. 
Plan A also provides a plant-closing benefit 
under which employees who satisfy the condi
tions for receiving the early retirement benefit 
and who work at a plant where operations have 
ceased and whose employment has been termi
nated will receive an unreduced normal retire
ment benefit. The plant-closing benefit is an 
unpredictable contingent event benefit. 

(b) During the 1997 plan year, Employer X 
had no plant closings. Therefore, the plant
closing benefit is not taken into account for the 
1997 plan year in determining accrual rates or in 
applying the safe harbors in paragraph (b) of this 
section. 

(c) During the 1998 plan year, Employer X 
begins to close one plant. Employees M through 
Z, who are employees at the plant that is closing, 
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are expected to terminate employment with 
Employer X during the plan year and will satisfy 
the conditions for the plant-closing benefit. 
Therefore, in testing Plan A under this section 
for the 1998 plan year, the availability of the 
plant-closing benefit to Employees M through Z 
must be taken into account in determining their 
accrual rates or in determining whether the plan 
satisfies one of the safe harbors under paragraph 
(b) of this section. 

(d) Because the employees eligible for the 
unpredictable contingent event benefit are ex
pected to terminate employment with Employer 
X during a period consistent with the rules for 
defining an early retirement window benefit, in 
testing Plan A under this section for the 1998 
plan year, the special rules in paragraph (f)(4)(ii) 
of this section may be applied. Thus, for 
example, normal accrual rates may be determined 
without reference to the unpredictable contingent 
event benefit. 

(e) Despite the closing of the plant, Employee 
Q remains an employee into the 1999 plan year. 
Under paragraph (f)(4)(ii)(A) of this section, the 
availability of the plant-closing benefit to 
Employee Q may be disregarded in the 1999 
plan year. 

(6) Determination of benefits on 
other than plan-year basis. For pur
poses of this section, accruals are 
generally determined based on the plan 
year. Nevertheless, an employer may 
determine accruals on the basis of any 
period ending within the plan year as 
long as the period is at least 12 months 
in duration. For example, accruals for 
all employees may be determined based 
on accrual computation periods ending 
within the plan year. 

(7) Adjustments for certain plan dis
tributions. For purposes of this section, 
an employee's accrued benefit includes 
the actuarial equivalent of prior dis
tributions of accrued benefits from the 
plan to the employee if the years of 
service taken into account in determin
ing the accrued benefits that were 
distributed continue to be taken into 
account under the plan for purposes of 
determining the employee's current 
accrued benefit. For purposes of this 
paragraph (f)(7), actuarial equivalence 
must be determined in a uniform 
manner for all employees using reason
able actuarial assumptions. A standard 
interest rate and a standard mortality 
table are among the assumptions con
sidered reasonable for this purpose. 
Thus, for example, if an employee has 
commenced receipt of benefits in ac
cordance with the minimum distribu
tion requirements of section 401(a)(9), 
and the plan reduces the employee's 
accrued benefit to take into account the 
amount of the distributions, the 
employee's accrued benefit for pur
poses of this section is restored to the 
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value it would have had if the distribu
tions had not occurred. 

(8) Adjustment for certain QPSA 
charges. For purposes of this section, 
an employee's accrued benefit includes 
the cost of a qualified preretirement 
survivor annuity (QPSA) that reduces 
the employee's accrued benefit other
wise determined under the plan, as 
permitted under § 1.401 (a)-20, Q&A-
21. Thus, an employee's accrued bene
fit for purposes of this section is 
determined as if the cost of the QPSA 
had not been charged against the 
accrued benefit. This paragraph (f)(8) 
applies only if the QPSA charges apply 
uniformly to all employees. 

(9) Disregard of certain offsets-(i) 
General rule. For purposes of this 
section, an employee's accrued benefit 
under a plan includes that portion of 
the benefit that is offset under an offset 
provision described in §1.401(a)(4)-1l
(d)(3)(i)(D). The rule in the preceding 
sentence applies only to the extent that 
the benefit by which the benefit under 
the plan being tested is offset is 
attributable to periods for which the 
plan being tested credits pre
participation service (within the mean
ing of §1.401(a)(4)-1l(d)(3)(ii)(A» 
that satisfies §1.401(a)(4)-11(d)(3)(iii) 
or past service (within the meaning of 
§1.401(a)(4)-11(d)(3)(i)(B», and only 
if-

(A) The benefit under the plan being 
tested is offset by either-

(1) Benefits under a qualified de
fined benefit plan or defined contribu
tion plan (whether or not terminated); 
or 

(2) Benefits under a foreign plan 
that are reasonably expected to be paid; 
and, 

(B) If any portion of the benefit that 
is offset is nonforfeitable (within the 
meaning of section 411), that portion is 
offset by a benefit (or portion of a 
benefit) that is also nonforfeitable (or 
vested, in the case of a foreign plan). 

(ii) Examples. The following exam
ples illustrate the rules in this para
graph (f)(9): 

Example 1. (a) Employer X maintains two 
qualified defined benefit plans. Plan A and Plan 
B. Plan B provides that. whenever an employee 
transfers to Plan B from Plan A. the service that 
was credited under Plan A is credited in 
determining benefits under Plan B. The Plan A 
service credited under Plan B is pre-participation 
service that satisfies § !.401(a)(4)-ll{dj(3)(iii). 
Plan B offsets the benefits determined under Plan 
B by the employee' s vested benefits under Plan 
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A. Plan A does not credit additional benefit 
service or accrual service after employees 
transfer to Plan B. 

(b) The Plan B provision providing f~r .an 
offset of benefits under Plan A sallsfles 
§1.401(a)(4)-II(d)(3)(i)(D). This is because the 
provision applies to similarly-situated employees 
and the benefits under Plan A that are offset 
against the Plan B benefits are attributable to 
pre-participation service taken into account under 
Plan B. 

(c) This paragraph (f)(9) applies in determin
ing the benefits that are taken into account under 
this section for employees in Plan B who are 
transferred from Plan A. This is because the 
offset provision is described in §1.401(a)(4)
II(d)(3)(i)(D), the benefits under the other plan 
by which the benefits under the plan being tested 
are offset are attributable solely to pre
participation service that satisfies § 1.40 I (a)( 4)
II(d)(3)(iii), and the benefits are offset solely by 
vested benefits under another qualified plan. 
Thus, for example, the accrual rates of 
employees in Plan B are determined as if there 
were no offset, i.e., by adding back the benefits 
that are offset to the net benefits under Plan B. 

(d) The result would be the same even if Plan 
A continued to recognize compensation paid 
after the transfer in the determination of benefits 
under Plan A. However, if Plan A continued to 
credit benefit or accrual service after the transfer, 
then, to the extent that Plan B' s offset of benefits 
under Plan A increased as a result, the additional 
benefits offset under Plan B would not be added 
back in determining the benefits under Plan B 
that are taken into account under this section. 

Example 2. The facts are the same as in 
Example 1, except that Plan A is not a plan 
described in paragraph (f)(9)(i)(A) of this sec
tion. None of the benefits under Plan B that are 
offset by benefits under Plan A may be added 
back in determining the benefits under Plan B 
that are taken into account under this section. 
Thus, benefits under Plan B are tested on a net 
basis. 

(10) Special rule for multiemployer 
plans, For purposes of this section, if a 
multiemployer plan increases benefits 
for service prior to a specific date 
subject to a plan provision requiring 
employees to complete a specified 
amount of service (not to exceed five 
years) after that date, then benefits are 
permitted to be determined disregarding 
the service condition, provided that the 
condition is applicable to all employees 
in the mUltiemployer plan (including 
collectively bargained employees), 

§I.40I(a)(4)--4 Nondiscriminatory 
availability of benefits, rights, and 
features. 

(a) Introduction. This section 
provides rules for determining whether 
the benefits, rights, and features 
provided under a plan (i.e., all optional 
forms of benefit, ancillary benefits, and 
other rights and features available to 
any employee under the plan) are made 

available in a nondiscriminatory man
ner. Benefits, rights, and features 
provided under a plan are made avail
able to employees in a nondiscrimina
tory manner only if each benefit, right, 
or feature satisfies the current avail
ability requirement of paragraph (b) of 
this section and the effective avail
ability requirement of paragraph (c) of 
this section. Paragraph (d) of this 
section provides special rules for apply
ing these requirements. Paragraph (e) 
of this section defines optional form of 
benefit, ancillary benefit, and other 
right or feature. 

(b) Current availability-( I) Gen
eral rule. The current availability re
quirement of this paragraph (b) is 
satisfied if the group of employees to 
whom a benefit, right, or feature is 
currently available during the plan year 
satisfies section 410(b) (without regard 
to the average benefit percentage test 
of § 1.41 O(b )-5). In determining 
whether the group of employees satis
fies section 410(b), an employee is 
treated as benefiting only if the benefit, 
right, or feature is currently available 
to the employee. 

(2) Determination of current 
availability-(i) General rule. Whether 
a benefit, right, or feature that is 
subject to specified eligibility condi
tions is currently available to an 
employee generally is determined based 
on the current facts and circumstances 
with respect to the employee (e.g., 
current compensation, accrued benefit, 
position, or net worth). 

(ii) Certain conditions disre
garded-(A) Certain age and service 
conditions-(l) General rule. Notwith
standing paragraph (b)(2)(i) of t~is 
section, any specified age or servIce 
condition with respect to an optional 
form of benefit or a social security 
supplement is disregarded in detennin
ing whether the optional form of 
benefit or the social security supple
ment is currently available to an 
employee. Thus, for example, an op
tional form of benefit that is available 
to all employees who terminate em
ployment on or after age 55 with at 
least 10 years of service is treated as 
currently available to an employee, 
without regard to the employee's cur
rent age or years of service, and 
without regard to whether the employee 
could potentially meet the age and 
service conditions prior to attaining the 
plan's normal retirement age. 

(2) Time-limited age or service con
ditions not disregarded. Notwithstand-



ing paragraph (b)(2)(ii)(A)(l) of this 
section, an age or service condition is 
not disregarded in detennining the 
current availability of an optional fonn 
of benefit or social security supplement 
if the condition must be satisfied within 
a limited period of time. However, in 
determining the current availability of 
an optional fonn of benefit or a social 
security supplement subject to such an 
age or service condition, the ag~ and 
service of employees may be projected 
to the last date by which the age 
condition or service condition must be 
satisfied in order to be eligible for the 
optional fonn of benefit or social 
security supplement under the plan. 
Thus, for example, an optional fonn of 
benefit that is available only to 
employees who tenninate employment 
between July 1, 1995, and December 
31, 1995, after attainment of age 55 
with at least 10 years of service is 
treated as currently available to an 
employee only if the employee could 
satisfy those age and service conditions 
by December 31, 1995. 

(B) Certain other conditions. Spec
ified conditions on the availability of a 
benefit, right, or feature requiring a 
specified percentage of the employee's 
accrued benefit to be nonforfeitable, 
termination of employment, death, sat
isfaction of a specified health condition 
(or failure to meet such condition), 
disability, hardship, family status, de
fault on a plan loan secured by a 
participant's account balance, execution 
of a covenant not to compete, applica
tion for benefits or similar ministerial 
or mechanical acts, election of a 
benefit fonn, execution of a waiver of 
rights under the Age Discrimination in 
Employment Act or other federal or 
state law, or absence from service, are 
disregarded in determining the 
employees to whom the benefit, right, 
or feature is currently available. In 
addition, if a multi employer plan in
cludes a reasonable condition that 
limits eligibility for an ancillary bene
fit, or other right or feature, to those 
employees who have recent service 
under the plan (e.g., a condition on a 
death benefit that requires an employee 
to have a minimum number of hours 
credited during the last two years) and 
the condition applies to all employees 
in the multiemployer plan (including 
the collectively bargained employees) 
to whom the ancillary benefit, or other 
right or feature, is otherwise currently 
aVailable, then the condition is dis
regarded in determining the employees 

to whom the ancillary benefit, or other 
right or feature, is currently available. 

(C) Certain conditions relating to 
mandatory cash-outs. In the case of a 
plan that provides for mandatory cash
outs of all tenninated employees who 
have a vested accrued benefit with an 
actuarial present value less than or 
equal to a specified dollar amount (not 
to exceed $3,500) as pennitted by 
sections 41l(a)(11) and 417(e), the 
implicit condition on any benefit, right, 
or feature (other than the mandatory 
cash-out) that requires the employee to 
have a vested accrued benefit with an 
actuarial present value in excess of the 
specified dollar amount is disregarded 
in detennining the employees to whom 
the benefit, right, or feature is currently 
available. 

(D) Other dollar limits. A condition 
that the amount of an employee's 
vested accrued benefit or the actuarial 
present value of that benefit be less 
than or equal to a specified dollar 
amount is disregarded in detennining 
the employees to whom the benefit, 
right, or feature is currently available. 

(E) Certain conditions on plan 
loans. In the case of an employee's 
right to a loan from the plan, the 
condition that an employee must have 
an account balance sufficient to be 
eligible to receive a minimum loan 
amount specified in the plan (not to 
exceed $1,000) is disregarded in deter
mining the employees to whom the 
right is currently available. 

(3) Benefits, rights, and features that 
are eliminated prospectively-(i) Spe
cial testing rule. Notwithstanding para
graph (b)(1) of this section, a benefit, 
right, or feature that is eliminated with 
respect to benefits accrued after the 
later of the eliminating amendment's 
adoption or effective date (the elimina
tion date), but is retained with respect 
to benefits accrued as of the elimina
tion date, and that satisfies this para
graph (b) as of the elimination date, is 
treated as satisfying this paragraph (b) 
for all subsequent periods. This rule 
does not apply if the tenns of the 
benefit, right, or feature (including the 
employees to whom it is available) are 
changed after the elimination date. 

(ii) Elimination of a benefit, right, 
or feature-(A) General rule. For 
purposes of this paragraph (b)(3), a 
benefit, right, or feature provided to an 
employee is eliminated with respect to 
benefits accrued after the elimination 
date if the amount or value of the 
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benefit, right, or feature depends solely 
on the amount of the employee's 
accrued benefit (within the meaning of 
section 411(a)(7» as of the elimination 
date, including subsequent income, ex
penses, gains, and losses with respect 
to that benefit in the case of a defined 
contribution plan. 

(B) Special rule for benefits, rights, 
and features that are not section 
41J(d)(6)-protected benefits. Notwith
standing paragraph (b)(3)(ii)(A) of this 
section, in the case of a benefit, right, 
or feature under a defined contribution 
plan that is not a section 41l(d)(6)
protected benefit (within the meaning 
of §1.411(d)-4, Q&A-l), e.g., the 
availability of plan loans, for purposes 
of this paragraph (b )(3 )(ii) each 
employee's accrued benefit as of the 
elimination date may be treated, on a 
unifonn basis, as consisting exclusively 
of the dollar amount of the employee's 
account balance as of the elimination 
date. 

(C) Special rule for benefits, rights, 
and features that depend on adjusted 
accrued benefits. For purposes of this 
paragraph (b)(3), a benefit, right, or 
feature provided to an employee under 
a plan that has made a fresh start does 
not fail to be eliminated as of an 
elimination date that is the fresh-start 
date merely because it depends solely 
on the amount of the employee's 
adjusted accrued benefit (within the 
meaning of §1.401(a)(4)-13(d)(8». 

(c) Effective availability-(1) Gen
eral rule. Based on all of the relevant 
facts and circumstances, the group of 
employees to whom a benefit, right, or 
feature is effectively available must not 
substantially favor HCEs. 

(2) Examples. The following exam
ples illustrate the rules of this para
graph (c): 

Example 1. Employer X maintains Plan A, a 
defined benefit plan that covers both of its highly 
compensated nonexcludable employees and nine 
of its 12 nonhighly compensated nonexcludable 
employees. Plan A provides for a normal 
retirement benefit payable as an annuity and 
based on a normal retirement age of 65, and an 
early retirement benefit payable upon termination 
in the form of an annuity to employees who 
terminate from service with the employer on or 
after age 55 with 30 or more years of service. 
Both HCEs of Employer X currently meet the 
age and service requirement, or will have 30 
years of service by the time they reach age 55. 
All but two of the nine NHCEs of Employer X 
who are covered by Plan A were hired on or 
after age 35 and, thus, cannot qualify for the 
early retirement benefit. Even though the group 
of employees to whom the early retirement 
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benefit is currently available satisfies the ratio 
percentage test of §IAlO(b)-2(b)(1) when age 
and ,en'ice are disregarded pursuant to paragraph 
(b)(1)(ii)(A) of this section. absent other facts. 
the group of employees to whom the early 
retirement benefll is effectively available sub
stantially favors HCEs. 

Example 2. Employer Y maintains Plan B. a 
defined benefit plan that provides for a normal 
retirement benefit payable as an annuity and 
based on a normal retirement age of 65. By a 
plan amendment first adopted and effective 
Decemt>er I. 1998. Employer Y amends Plan B 
to provide an early retirement benefit that is 
available only to employees who terminate 
employment by December 15. 1998. and who are 
at least age 55 with 30 or more years of service. 
Assume that all employees were hired prior to 
attaining age 25 and that the group of employees 
who have. or will have. attained age 55 with 30 
years of service by December 15. 1998. satisfies 
the ratio percentage test of § 1.41 0(b)-2(b)(2). 
Assume. further. that the employer takes no steps 
to inform all eligible employees of the early 
retirement option on a timely basis and that the 
only employees who terminate from employment 
with the employer during the two-week period in 
which the early retirement benefit is available are 
HCEs. Under these facts. the group of employees 
to whom this early retirement window benefit is 
effectively available substantially favors HCEs. 

Example 3. Employer Z amends Plan C on 
June 30. 1999. to provide for a single sum 
optional form of benefit for employees who 
terminate from employment with Employer Z 
after June 30. 1999. and before January 1. 2000. 
The availability of this single sum optional form 
of benefit is conditioned on the employee's 
having a particular disability at the time of 
termination of employment. The only employee 
of the employer who meets this disability 
requirement at the time of the amendment and 
thereafter through December 31. 1999. is a HCE. 
Under paragraph (b)(2)(ii)(B) of this section, the 
disability condition is disregarded in determining 
the current availability of the single sum optional 
form of benefit. Nevertheless. under these facts, 
the group of employees to whom the single sum 
optional form of benefit is effectively available 
substantially favors HCEs. 

(d) Special rules-(1) Mergers and 
acquisitions-(i) Special testing rule. A 
benefit, right, or feature available under 
a plan solely to an acquired group of 
employees is treated as satisfying para
graphs (b) and (c) of this section 
during the period that each of the 
following requirements is satisfied: 

(A) The benefit, right, or feature 
must satisfy paragraphs (b) and (c) of 
this section (determined without regard 
to the special rule in section 
41O(b)(6)(C» on the date that is 
selected by the employer as the latest 
date by which an employee must be 
hired or transferred into the acquired 
trade or business for an employee to be 
included in the acquired group of 
employees. This determination is made 
with reference to the plan of the 
current employer and its nonexcludable 
employees. 
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(B) The benefit, right, or feature 
must be available under the plan of the 
current employer after the transaction 
on the same terms as it was available 
under the plan of the prior employer 
before the transaction. This requirement 
is not violated merely because of a 
change made to the benefit, right, or 
feature that is permitted by section 
411(d)(6), provided that-

(1) The change is a replacement of 
the benefit, right, or feature with 
another benefit, right, or feature that is 
available to the same employees as the 
original benefit, right, or feature, and 
the original benefit, right, or feature is 
of inherently equal or greater value 
(within the meaning of paragraph 
(d)(4)(i)(A) of this section) than the 
benefit, right, or feature that replaces 
it; or 

(2) The change is made before Janu
ary 12, 1993. 

(ii) Scope of special testing rule. 
This paragraph (d)(l) applies only to 
benefits, rights, and features with re
spect to benefits accruing under the 
plan of the current employer, and not 
to benefits, rights, and features with 
respect to benefits accrued under the 
plan of the prior employer (unless, 
pursuant to the transaction, the plan of 
the prior empioyer becomes the plan of 
the current employer, or the assets and 
liabilities with respect to the acquired 
group of employees under the plan of 
the prior employer are transferred to 
the plan of the current employer in a 
plan merger, consolidation, or other 
transfer described in section 414(1». 

(iii) Example. The following exam
ple illustrates the rules of this para
graph (d)(1): 

Example. Employer X maintains Plan A, a 
defined benefit plan with a single sum optional 
form of benefit for all employees. Employer Y 
acquires Employer X and merges Plan A into 
Plan B, a defined benefit plan maintained by 
Employer Y that does not otherwise provide a 
single sum optional form of benefit. Employer Y 
continues to provide the single sum optional 
form of benefit under Plan B on the same terms 
as it was offered under Plan A to all employees 
who were acquired in the transaction with 
Employer X (and to no other employees). The 
optional form of benefit satisfies paragraphs (b) 
and (e) of this section immediately following the 
transaction (determined without taking into ac
count section 410(b)(6)(C) when tested with 
reference to Plan B and Employer y's nonex
cludable employees. Under these facts, Plan B is 
treated as satisfying this section with respect to 
the Single sum optional form of benefit for the 
plan year of the transaction and all subsequent 
plan years. 

(2) Frozen participants. A plan must 
satisfy the nondiscriminatory avail-

ability requirement of this section not 
only with respect to benefits, rights, 
and features provided to employees 
who are currently benefiting under the 
plan, but also separately with respect to 
benefits, rights, and features provided 
to nonexcludable employees with ac
crued benefits who are not currently 
benefiting under the plan (frozen par
ticipants). Thus, each benefit, right, and 
feature available to any frozen partici
pant under the plan is separately 
subject to the requirements of this 
section. A plan satisfies paragraphs (b) 
and (c) of this section with respect to a 
benefit, right, or feature available to 
any frozen participant under the plan 
only if one or more of the following 
requirements is satisfied: 

(i) The benefit, right, or feature must 
be one that would satisfy paragraphs 
(b) and (c) of this section if it were not 
available to any employee currently 
benefiting under the plan. 

(ii) The benefit, right, or feature 
must be one that would satisfy para
graphs (b) and (c) of this section if all 
frozen participants were treated as 
employees currently benefiting under 
the plan. 

(iii) No change in the availability of 
the benefit, right, or feature may have 
been made that is first effective in the 
current plan year with respect to a 
frozen participant. 

(iv) Any change in the availability 
of the benefit, right, or feature that is 
first effective in the current plan year 
with respect to a frozen participant 
must be made in a nondiscriminatory 
manner. Thus, any expansion in the 
availability of the benefit, right, or 
feature to any highly compensated 
frozen participant must be applied on a 
consistent basis to all nonhighly com
pensated frozen participants. Similarly, 
any contraction in the availability of 
the benefit, right, or feature that affects 
any nonhighly compensated frozen par
ticipant must be applied on a consistent 
basis to all highly compensated frozen 
participants. 

(3) Early retirement window bene
fits. If a benefit, right, or feature meets 
the definition of an early retirement 
window benefit in § 1.401 (a)( 4)-
3(f)(4)(iii) (or would meet that defini
tion if the definition applied to all 
benefits, rights, and features), the bene
fit, right, or feature is disregarded for 
purposes of applying this section with 
respect to an employee for all plan 
years other than the first plan year in 



which the benefit is currently available 
to the employee. 

(4) Permissive aggregation of cer
tain benefits, rights, or features-(i) 
General rule. An optional form of 
benefit, ancillary benefit, or other right 
or feature may be aggregated with 
another optional form of benefit, ancill
ary benefit, or other right or feature, 
respectively, and the two may be 
treated as a single optional form of 
benefit, ancillary benefit, or other right 
or feature, if both of the following 
requirements are satisfied: 

(A) One of the two optional forms 
of benefit, ancillary benefit, or other 
rights or features must in all cases be 
of inherently equal or greater value 
than the other. For this purpose, one 
benefit, right, or feature is of inherently 
equal or greater value than another 
benefit, right, or feature only if, at any 
time and under any conditions, it is 
impossible for any employee to receive 
a smaller amount or a less valuable 
right under the first benefit, right, or 
feature than under the second benefit, 
right, or feature. 

(B) The optional form of benefit, 
ancillary benefit, or other right or 
feature of inherently equal or greater 
value must separately satisfy para
graphs (b) and (c) of this section 
(without regard to this paragraph 
(d)(4)). 

(ii) Aggregation may be applied 
more than once. The aggregation rule 
in this paragraph (d)(4) may be applied 
more than once. Thus, for example, an 
optional form of benefit may be aggre
gated with another optional form of 
benefit that itself constitutes two sepa
rate optional forms of benefit that are 
aggregated and treated as a single 
optional form of benefit under this 
paragraph (d)(4). 

(iii) Examples. The following exam
ples illustrate the rules in this para
graph (d)(4): 

Example 1. Plan A is a defined benefit plan 
that provides a single sum optional form of 
benefit to all employees. The single sum optional 
fonn of benefit is available on the same terms to 
all employees, except that, for employees in 
Division S, a five-percent discount factor is 
applied and, for employees of Division T, a 
seven-percent discount factor is applied. Under 
paragraph (e)(l) of this section. the single sum 
optional form of benefit constitutes two separate 
optional forms of benefit. Assume that the single 
sum optional form of benefit available to 
employees of Division S separately satisfies 
paragraphs (b) and (c) of this section without 
taking into account this paragraph (d)(4). Be-

cause a lower discount factor is applied in 
determining the single sum optional form of 
benefit available to employees of Division S than 
is applied in determining the single sum optional 
form of benefit available to employees of 
Division T, the first single sum optional form of 
benefit is of inherently greater value than the 
second single sum optional form of benefit. 
Under these facts, these two single sum optional 
forms of benefit may be aggregated and treated 
as a single optional form of benefit for purposes 
of this section. 

Example 2. The facts are the same as in 
Example 1, except that, in order to receive the 
single sum optional form of benefit, employees 
of Division S (but not employees of Division T) 
must have completed at least 20 years of service. 
The single sum optional form of benefit available 
to employees of Division S is not of inherently 
equal or greater value than the single sum 
optional form of benefit available to employees 
of Division T, because an employee of Division 
S who terminates employment with less than 20 
years of service would receive a smaller single 
sum amount (i.e., zero) than a similarly-situated 
employee of Division T who terminates employ
ment with less than 20 years of service. Under 
these facts, the two single sum optional forms of 
benefit may not be aggregated and treated as a 
single optional form of benefit for purposes of 
this section. 

(5) Certain spousal benefits. In the 
case of a plan that includes two or 
more plans that have been permissively 
aggregated under §1.41O(b)-7(d), the 
aggregated plan satisfies this section 
with respect to the availability of any 
nonsubsidized qualified joint and sur
vivor annuities, qualified preretirement 
survivor annuities, or spousal death 
benefits described in section 
401(a)(I1), if each plan that is part of 
the aggregated plan satisfies section 
401(a)(11). Whether a benefit is con
sidered subsidized for this purpose may 
be determined using any reasonable 
actuarial assumptions. For purposes of 
this paragraph (d)(5), a qualified joint 
and survivor annuity, qualified pre
retirement survivor annuity, or spousal 
death benefit is deemed to be nonsub
sidized if it is provided under a defined 
contribution plan. 

(6) Special ESOP rules. An ESOP 
does not fail to satisfy paragraphs (b) 
and (c) of this section merely because 
it makes an investment diversification 
right or feature or a distrib.u~ion opt~o.n 
available solely to all qualIfied partiCi
pants (within the meaning of section 
401(a)(28)(B)(iii)), or merely because 
the restrictions of section 409(n) apply 
to certain individuals. 

(7) Special testing rule for unpre
dictable contingent event benefits. A 
benefit, right, or feature that is con
tingent on the occurrence of an unpre
dictable contingent event (within the 
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meaning of section 412(1)(7)(B)(ii» is 
tested under this section as if the event 
had occurred. Thus, the current avail
ability of a benefit that becomes an 
optional form of benefit upon the 
occurrence of an unpredictable con
tingent event is tested by deeming the 
event to have occurred and by dis
regarding age and service conditions on 
the eligibility for that benefit to the 
extent permitted for optional forms of 
benefit under paragraph (b )(2) of this 
section. 

(e) Definitions-(l) Optional form of 
benefit-(i) General rule. The term 
optional form of benefit means a 
distribution alternative (including the 
normal form of benefit) that is avail
able under a plan with respect to 
benefits described in section 
411(d)(6)(A) or a distribution alterna
tive that is an early retirement benefit 
or retirement-type subsidy described in 
section 411(d)(6)(B)(i), including a 
QSUPP. Except as provided in para
graph (e)(1)(ii) of this section, different 
optional forms of benefit exist if a 
distribution alternative is not payable 
on substantially the same terms as 
another distribution alternative. The 
relevant terms include all terms affect
ing the value of the optional form, such 
as the method of benefit calculation 
and the actuarial assumptions used to 
determine the amount distributed. Thus, 
for example, different optional forms of 
benefit may result from differences in 
terms relating to the payment schedule, 
timing, commencement, medium of 
distribution (e.g., in cash or in kind), 
election rights, differences in eligibility 
requirements, or the portion of the 
benefit to which the distribution alter
native applies. 

(ii) Exceptions-(A) Differences in 
benefit formula or accrual method. A 
distribution alternative available under 
a defined benefit plan does not fail to 
be a single optional form of benefit 
merely because the benefit formulas, 
accrual methods, or other factors (in
cluding service-computation methods 
and definitions of compensation) under
lying, or the manner in which 
employees vest in, the accrued benefit 
that is paid in the form of the 
distribution alternative are different for 
different employees to whom the dis
tribution alternative is available. Not
withstanding the foregoing, differences 
iil the normal retirement ages of 
employees or in the form in which the 
accrued benefit of employees is pay
able at normal retirement age under a 
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plan are taken into account in deter
mining whether a distribution alterna
tive constitutes one or more optional 
forms of benefit. 

(8) Differences in allocation for
mula. A distribution alternative avail
able under a defined contribution plan 
does not fail to be a single optional 
form of benefit merely because the 
allocation formula or other factors 
(including service-computation 
methods. definitions of compensation. 
and the manner in which amounts 
described in § I.401(a)(4)-2(c)(2)(iii) 
are allocated) underlying. or the man
ner in which employees vest in. the 
accrued benefit that is paid in the form 
of the distribution alternative are dif
ferent for different employees to whom 
the distribution alternative is available. 

(e) Distributions subject to section 
417( e). A distribution alternative avail
able under a defined benefit plan does 
not fail to be a single optional form of 
benefit merely because, in determining 
the amount of a distribution. the plan 
applies a lower interest rate to deter
mine the distribution for employees 
with a vested accrued benefit having an 
actuarial present value not in excess of 
$25.000, as required by section 
417(e)(3) and §I.417(e)-1. 

(D) Differences attributable to uni
form normal retirement age. A distribu
tion alternative available under a de
fined benefit plan does not fail to be a 
single optional form of benefit, to the 
extent that the differences are attributa
ble to differences in normal retirement 
dates among employees, provided that 
the differences do not prevent the 
employees from having the same uni
form normal retirement age under the 
definition of uniform normal retirement 
age in §IAOI(a)(4)-12. 

(iii) Examples. The following exam
ples illustrate the rules in this para
graph (e)(l): 

Example I. Plan A is a defined benefit plan 
that benefits all employees of Divisions Sand T. 
The plan offers a qualified joint and 50-percent 
survivor annuity at normal retirement age. 
calculated by multiplying an employee's single 
life annuity payment by a factor. For an 
employee of Division S whose benefit com
mences at age 65, the plan provides a factor of 
0.90. but for a similarly-situated employee of 
Division T the plan provides a factor of 0.85. 
The qualified joint and survivor annuity is not 
available to employees of Divisions Sand T on 
sub<tantially the same terms, and thus it con
stitutes two separate optional forms of benefit. 

Example 2. Plan B is a defined benefit plan 
that benefits all employees of Divisions U and V. 
The plan offers a single sum distribution 
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alternative available on the same terms and 
determined using the same actuarial assumptions. 
to all employees. However. different benefit 
formulas apply to employees of each division. 
Under the exception provided in paragraph 
(e)( I )(ii)(A) of this section. the single sum 
optional form of benefit available to employees 
of Division U is not a separate optional form of 
benefit from the single sum optional form of 
benefit available to employees of Division V. 

Example 3. Defined benefit Plan C provides an 
early retirement benefit based on a schedule of 
early retirement factors that is a single optional 
form of benefit. Plan C is amended to provide an 
early retirement window benefit that consists of a 
temporary change in the plan's benefit formula 
(e.g .. the addition of five years of service to an 
employee's actual service under the benefit 
formula) applicable in determining the benefits 
for certain employees who terminate employment 
within a limited period of time. Under the 
exception provided in paragraph (e)(l)(ii)(A) of 
this section. the early retirement optional form of 
benefit available to window-eligible employees is 
not a separate optional form of benefit from the 
early retirement optional form of benefit avail
able to the other employees. 

(2) Ancillary benefit. The term an
cillary benefit means social security 
supplements (other than QSUPPs), dis
ability benefits not in excess of a 
qualified disability benefit described in 
section 411(a)(9), ancillary life insur
ance and health insurance benefits, 
death benefits under a defined contribu
tion plan, preretirement death benefits 
under a defined benefit plan, shut-down 
benefits not protected under section 
411(d)(6), and other similar benefits. 
Different ancillary benefits exist if an 
ancillary benefit is not available on 
substantially the same terms as another 
ancillary benefit. Principles similar to 
those in paragraph (e)(1)(ii) of this 
section apply 10 making this 
determination. 

(3) Other right or feature-(i) Gen
eral rule. The term other right or 
feature generally means any right or 
feature applicable to employees under 
the plan. Different rights or features 
exist if a right or feature is not 
available on substantially the same 
terms as another right or feature. 

(ii) Exceptions to definition of other 
right or feature. Notwithstanding para
graph (e)(3)(i) of this section, a right or 
feature is not considered an other right 
or feature if it-

(A) Is an optional form of benefit or 
an ancillary benefit under the plan; 

(B) Is one of the terms that are 
taken into account in determining 
whether separate optional forms of 
benefit or ancillary benefits exist, or 
that would be taken into account but 
for paragraph (e)(1 )(ii) of this section 

(e.g., benefit formulas or the manner ir 
which benefits vest); or 

(C) Cannot reasonably be expected 
to be of meaningful value to an 
employee (e.g., administrative details). 

(iii) Examples. Other rights and fea
tures include, but are not limited to-

(A) Plan loan provisions (other than 
those relating to a distribution of an 
employee's accrued benefit upon de
fault under a loan); 

(B) The right to direct investments; 
(e) The right to a particular fonn of 

investment, including, for example, a 
particular class or type of employer 
securities (taking into account, in deter
mmmg whether different fonns of 
investment exist, any differences in 
conversion, dividend, voting, liquida
tion preference, or other rights con
ferred under the security); 

(D) The right to make each rate of 
elective contributions described in 
§ 1.401 (k)-I(g)(3) (determining the rate 
based on the plan's definition of the 
compensation out of which the elective 
contributions are made (regardless of 
whether that definition satisfies section 
414(s», but also treating different rates 
as existing if they are based on 
definitions of compensation or other 
requirements or formulas that are not 
substantially the same); 

(E) The right to make after-tax 
employee contributions to a defined 
benefit plan that are not allocated to 
separate accounts; 

(F) The right to make each rate of 
after-tax employee contributions de
scribed in §1.401(m)-I(f)(6) (detennin
ing the rate based on the plan's 
definition of the compensation out of 
which the after-tax employee contribu
tions are made (regardless of whether 
that definition satisfies section 414(5»), 
but also treating different rates as 
existing if they are based on definitions 
of compensation or other requirements 
or formulas that are not substantially 
the same); 

(G) The right to each rate of alloca
tion of matching contributions de
scribed in §1.401(m)-I(f)(12) (deter
mining the rate using the amount of 
matching, elective, and after-tax 
employee contributions determined af
ter any corrections under §§1.401(k)-
1 (f)(l)(i), 1.401(m)-1(e)(l)(i), and 
1.401 (m)-2(c), but also treating dif
ferent rates as existing if they are based 
on definitions of compensation or other 
requirements or formulas that are not 
substantially the same); 



(H) The right to purchase additional 
retirement or ancillary benefits under 
the plan; and 

(I) The right to make rollover contri
butions and transfers to and from the 
plan. 

§1.401(a)(4)-5 Plan amendments and 
plan terminations. 

(a) Introduction-(1) Overview. This 
paragraph (a) provides rules for deter
mining whether the timing of a plan 
amendment or series of amendments 
has the effect of discriminating signifi
cantly in favor of HCEs or former 
HCEs. For purposes of this section, a 
plan amendment includes, for example, 
the establishment or termination of the 
plan, and any change in the benefits, 
rights, or features, benefit formulas, or 
allocation formulas under the plan. 
Paragraph (b) of this section sets forth 
additional requirements that must be 
satisfied in the case of a plan 
termination. 

(2) Facts-and-circumstances deter
mination. Whether the timing of a plan 
amendment or series of plan amend
ments has the effect of discriminating 
significantly in favor of HCEs or 
former HCEs is determined at the time 
the plan amendment first becomes 
effective for purposes of section 
401(a), based on all of the relevant 
facts and circumstances. These include, 
for example, the relative numbers of 
current and former HCEs and NHCEs 
affected by the plan amendment, the 
relative length of service of current and 
former HCEs and NHCEs, the length 
of time the plan or plan provision 
being amended has been in effect, and 
the turnover of employees prior to the 
plan amendment. In addition, the rele
vant facts and circumstances include 
the relative accrued benefits of current 
and former HCEs and NHCEs before 
and after the plan amendment and any 
additional benefits provided to current 
and former HCEs and NHCEs under 
other plans (including plans of other 
employers, if relevant). In the case of a 
plan amendment that provides addi
tional benefits based on an employee's 
service prior to the amendment, the 
relevant facts and circumstances also 
include the benefits that employees and 
former employees who do not benefit 
under the amendment would have 
received had the plan, as amended, 
been in effect throughout the period on 
which the additional benefits are based. 

(3) Safe harbor for certain grants of 
benefits for past periods. The timing of 
a plan amendment that credits (or 
increases benefits attributable to) years 
of service for a period in the past is 
deemed not to have the effect of dis
criminating significantly in favor of 
HCEs or former HCEs if the period for 
which the service credit (or benefit 
increase) is granted does not exceed the 
five years immediately preceding the 
year in which the amendment first 
becomes effective, the service credit 
(or benefit increase) is granted on a 
reasonably uniform basis to all 
employees, benefits attributable to the 
period are determined by applying the 
current plan formula, and the service 
credited is service (including pre
particIpation or imputed service) with 
the employer or a previous employer 
that may be taken into account under 
§1.401(a)(4)-11(d)(3) (without regard 
to §1.401(a)(4)-11(d)(3)(i)(B». How
ever, this safe harbor is not available if 
the plan amendment granting the serv
ice credit (or increasing benefits) is 
part of a pattern of amendments that 
has the effect of discriminating signifi
cantly in favor of HCEs or former 
HCEs. 

(4) Examples. The following exam
ples illustrate the rules in this para
graph (a): 

Example 1. Plan A is a defined benefit plan 
that covered both HCEs and NHCEs for most of 
its existence. The employer decides to wind up 
its business. In the process of ceasing operations. 
but at a time when the plan covers only HCEs, 
Plan A is amended to increase benefits and 
thereafter is terminated. The timing of this plan 
amendment has the effect of discriminating 
significantly in favor of HCEs. 

Example 2. Plan B is a defined benefit plan 
that provides a social security supplement that is 
not a QSUPP. After substantially all of the HCEs 
of the employer have benefited from the 
supplement, but before a substantial number of 
NHCEs have become eligible for the supplement, 
Plan B is amended to reduce significantly the 
amount of the supplement. The timing of this 
plan amendment has the effect of discriminating 
significantly in favor of HCEs. 

Example 3. Plan C is a defined benefit plan 
that contains an ancillary life insurance benefit 
available to all employees. The plan is amended 
to eliminate this benefit at a time when life 
insurance payments have been made only to 
beneficiaries of HCEs. Because all employees 
received the benefit of life insurance coverage 
before Plan C was amended, the timing of this 
plan amendment does not have the effect of 
discriminating significantly in favor of HCEs or 
former HCEs. 

Example 4. Plan D provides for a benefit of 
one percent of average annual compensation per 
year of service. Ten years after Plan D is 
adopted. it is amended to provide a benefit of 
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two percent of average annual compensation per 
year of service. including years of service prior 
to the amendment. The amendment is effective 
only for employees currently employed at the 
time of the amendment. The ratio of HCEs to 
former HCEs is significantly higher than the 
ratio of NHCEs to former NHCEs. In the 
absence of any additional factors. the timing of 
this plan amendment has the effect of discrimi
nating significantly in favor of HCEs. 

Example 5. The facts are the same as in 
Example 4, except that. in addition, the years of 
prior service are equivalent between HCEs and 
NHCEs who are current employees. and the 
group of current employees with prior service 
would satisfy the nondiscriminatory classification 
test of § 1.41O(b)-4 in the current and all prior 
plan years for which past service credit is 
granted. The timing of this plan amendment does 
not have the effect of discriminating significantly 
in favor of HCEs or former HCEs. 

Example 6. Employer V maintains Plan E. an 
accumulation plan. In 1994, Employer V amends 
Plan E to provide that the compensation used to 
determine an employee's benefit for all preced
ing plan years shall not be less than the 
employee's average annual compensation as of 
the close of the 1994 plan year. The years of 
service and percentage increases in compensation 
for HCEs are reasonably comparable to those of 
NHCEs. In addition, the ratio of HCEs to former 
HCEs is reasonably comparable to the ratio of 
NHCEs to former NHCEs. The timing of this 
plan amendment does not have the effect of 
discriminating significantly in favor of HCEs or 
former HCEs. 

Example 7. Employer W currently has six 
nonexcludable employees, two of whom, HI and 
H2, are HCEs, and the remaining four of whom, 
NI through N4, are NHCEs. The ratio of HCEs 
to former HCEs is significantly higher than the 
ratio of NHCEs to former NHCEs. Employer W 
establishes Plan F, a defined benefit plan 
providing a benefit of one percent of average 
annual compensation per year of service, includ
ing years of service prior to the establishment of 
the plan. H I and H2 each have 15 years of prior 
service, N I has nine years of past service, N2 
has five years, N3 has three years, and N4 has 
one year. The timing of this plan establishment 
has the effect of discriminating significantly in 
favor of HCEs. 

Example 8. Assume the same facts as in 
Example 7, except that NI through N4 were 
hired in the current year, and Employer W never 
employed any NHCEs prior to the current year. 
Thus, no NHCEs would have received additional 
benefits had Plan F been in existence during the 
preceding 15 years. The timing of this plan 
establishment does not have the effect of 
discriminating significantly in favor of HCEs or 
former HCEs. 

Example 9. The facts are the same as in 
Example 7, except that Plan F limits the grant of 
past service credit to five years, and the grant of 
past service otherwise satisfies the safe harbor in 
paragraph (a)(3) of this section. The timing of 
this plan establishment is deemed not to have the 
effect of discriminating significantly in favor of 
HCEs or former HCEs. 

Example 10. The facts are the same as in 
Example 9, except that. five years after the 
establishment of Plan F. Employer W amends the 
plan to provide a benefit equal to two percent of 
average annual compensation per year of service. 
taking into account all years of service since the 
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establishment of the plan. The ratio of HCEs to 
former HCEs who terminated employment during 
the five-year period since the establishment of 
the plan is significantly higher than the ratio of 
NHCEs to former NHCEs who terminated 
employment during the five-year period since the 
establishment of the plan. Although the amend
ment described in this example might separately 
satisfy the safe harbor in paragraph (a)(3) of this 
section. the safe harbor is not available with 
respect to the amendment because. under these 
facts. the amendment is part of a pattern of 
amendments that has the effect of discriminating 
significantly in favor of HCEs. 

Example II. Employer Y maintains Plan G. a 
defined benefit plan. covering all its employees. 
In 1995. Employer Y acquires Division S from 
Employer Z. Some of the employees of Division 
S had been covered under a defined benefit plan 
maintained by Employer Z. Soon after the 
acquisition. Employer Y amends Plan G to cover 
all employees of Division S and to credit those 
who were in Division S's defined benefit plan 
with years of service for years of employment 
with Employer Z. Because the timing of the plan 
amendment was determined by the timing of the 
transaction. the timing of this plan amendment 
does not have the effect of discriminating 
significantly in favor of HCEs or former HCEs. 
See also §1.40I(a)(4)-II(d)(3) for other rules 
regarding the crediting of pre-participation 
service. 

Example 12. Plan H is an insurance contract 
plan within the meaning of section 412(i). For all 
plan years before 1999. Plan H purchases 
insurance contracts from Insurance Company J. 
In 1999. Plan H shifts future purchases of 
insurance contracts to Insurance Company K. 
The shift in insurance companies is a plan 
amendment subject to this paragraph (a). 

(b) Pre-termination restrictions-( 1) 
Required provisions in defined benefit 
plans. A defined benefit plan has the 
effect of discriminating significantly in 
favor of HCEs or former HCEs unless 
it incorporates provisions restricting 
benefits and distributions as described 
in paragraph (b )(2) and (3) of this 
section at the time the plan is 
established or, if later, as of the first 
plan year to which §§1.401(a)(4)-1 
through 1.401(a)(4)-13 apply to the 
plan under §1.401(a)(4)-13(a) or (b). 
This paragraph (b) does not apply if 
the Commissioner determines that such 
provisions are not necessary to prevent 
the prohibited discrimination that may 
occur in the event of an early termina
tion of the plan. The restrictions in this 
paragraph (b) apply to a plan within 
the meaning of § 1.41 O(b )-7(b) (i.e., a 
section 414(1) plan). Any plan contain
ing a provision described in this 
paragraph (b) satisfies section 411(d)(2) 
and does not fail to satisfy section 
411(a) or (d)(3) merely because of the 
provision. 

(2) Restriction of benefits upon plan 
tennination. A plan must provide that, 
in the event of plan termination, the 
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benefit of any HCE (and any former 
HCE) is limited to a benefit that is 
nondiscriminatory under section 
401(a)(4). 

(3) Restrictions on distributions-(i) 
General rule. A plan must provide that, 
in any year, the payment of benefits to 
or on behalf of a restricted employee 
shall not exceed an amount equal to the 
payments that would be made to or ~n 
behalf of the restricted employee In 

that year under-
(A) A straight life annuity that is the 

actuarial equivalent of the accrued 
benefit and other benefits to which the 
restricted employee is entitled under 
the plan (other than a social security 
supplement); and 

(B) A social security supplement, if 
any, that the restricted employee is 
entitled to receive. 

(ii) Restricted employee defined_ For 
purposes of this paragraph (b), the term 
restricted employee generally means 
any HCE or former HCE. However, an 
HCE or former HCE need not be 
treated as a restricted employee in the 
current year if the HCE or former HCE 
is not one of the 25 (or a larger number 
chosen by the employer) nonexcludable 
employees and former employees of the 
employer with the largest amount of 
compensation in the current or any 
prior year. Plan provisions defining or 
altering this group can be amended at 
any time without violating section 
411(d)(6). 

(iii) Benefit defined. For purposes of 
this paragraph (b), the term benefit 
includes, among other benefits, loans in 
excess of the amounts set forth in 
section 72(p)(2)(A), any periodic in
come, any withdrawal values payable 
to a living employee or former 
employee, and any death benefits not 
provided for by insurance on the 
employee's or former employee's life. 

(iv) Nonapplicability in certain 
cases. The restrictions in this paragraph 
(b)(3) do not apply, however, if any 
one of the following requirements is 
satisfied: 

(A) After taking into account pay
ment to or on behalf of the restricted 
employee of all benefits payable to or 
on behalf of that restricted employee 
under the plan, the value of plan assets 
must equal or exceed 110 percent of 
the value of current liabilities as 
defined in section 412(1)(7). ' 

(B) The value of the benefits pay
able to or on behalf of the restricted 

employee must be less than one percent 
of the value of current liabilities before 
distribution. 

(e) The value of the benefits pay
able to or on behalf of the restricted 
employee must not exceed the amount 
described in section 411 (a)(ll )(A) 
(restrictions on certain mandatory 
distributions). 

(v) Determination of current lia
bilities. For purposes of this paragraph 
(b), any reasonable and consistent 
method may be used for determining 
the value of current liabilities and the 
value of plan assets. 

(4) Operational restrictions on cer
tain money purchase pension plans. A 
money purchase pension plan that has 
an accumulated funding deficiency, 
within the meaning of section 412(a), 
or an unamortized funding waiver, 
within the meaning of section 412(d), 
must comply in operation with the 
restrictions on benefits and distribu
tions as described in paragraphs (b)(2) 
and (b )(3) of this section. Such a plan 
does not fail to satisfy section 
411(d)(6) merely because of restrictions 
imposed by the requirements of this 
paragraph (b)(4). 

§I.40I(a)(4)-6 Contributory defined 
benefit plans. 

(a) Introduction. This section 
provides rules necessary for determin
ing whether a contributory DB plan 
satisfies the nondiscriminatory amount 
requirement of § 1.401 (a)( 4)-1 (b)(2). 
Paragraph (b) of this section provides 
rules for determining the amount of 
benefits derived from employer contri
butions (employer-provided benefits) 
under a contributory DB plan for 
purposes of determining whether the 
plan satisfies §1.401(a)(4)-I(b)(2) with 
respect to such amounts. Paragraph (c) 
of this section provides the exclusive 
rules for determining whether a con
tributory DB plan satisfies §1.401(a)
(4)-1 (b )(2) with respect to the amount 
of benefits derived from employee 
contributions not allocated to separate 
accounts (employee-provided benefits). 
See §1.401(a)(4)-I(b)(2)(ii)(B) for the 
exclusive tests applicable to employee 
contributions allocated to separate ac
counts under a section 401(m) plan. 

(b) Determination of employer
provided benefit-(1) General rule. An 
employee's employer-provided benefit 
under a contributory DB plan for 
purposes of section 401 (a)( 4) equals 



the difference between the employee's 
total benefit and the employee's 
employee-provided benefit under the 
plan. The rules of section 411(c) 
generally must be used to determine 
the employee's employer-provided ben
efit for this purpose. However, para
graphs (b)(2) through (b)(6) of this 
section provide alternative methods for 
determining the employee's employer
provided benefit. 

(2) Composition-of-workforce 
method-(i) General rule. A contribu
tory DB plan that satisfies paragraph 
(b )(2)(ii)(A) and (B) of this section 
may determine employees' employer
provided benefit rates under the rules 
of paragraph (b )(2)(iii) of this section. 

(ii) Eligibility requirements-(A) 
Uniform rate of employee contribu
tions. A contributory DB plan satisfies 
this paragraph (b)(2)(ii)(A) if all 
employees make employee contribu
tions at the same rate, expressed as a 
percentage of plan year compensation 
(the employee contribution rate). A 
plan does not fail to satisfy this 
paragraph (b)(2)(ii)(A) merely because 
it eliminates employee contributions for 
all employees with plan year compen
sation below a specified contribution 
breakpoint that is either a stated dollar 
amount or a stated percentage of cov
ered compensation (within the meaning 
of §1.401(l)-I(c)(7»; or merely be
cause all employees make employee 
contributions at the same rate (ex
pressed as a percentage of plan year 
compensation) with respect to plan year 
compensation up to the contribution 
breakpoint (base employee contribution 
rate) and at a higher rate (expressed as 
a percentage of plan year compensa
tion) that is the same for all employees 
with respect to plan year compensation 
above the contribution breakpoint (ex
cess employee contribution rate). A 
plan described in paragraph (c)( 4 )(i) of 
this section that satisfies paragraph 
(c)(4)(iii) of this section is deemed to 
satisfy this paragraph. 

(B) Demographic requirements-(l) 
In general. A contributory DB plan 
satisfies this paragraph (b)(2)(ii)(B) if 
it satisfies either of the demographic 
tests in paragraph (b)(2)(ii)(B)(2) or (3) 
of this section. 

(2) Minimum percentage test. This 
test is satisfied only if more than 40 
percent of the NHCEs in the plan have 
attained ages at least equal to the 
plan's target age, and more than 20 
percent of the NHCEs in the plan have 

attained ages at least equal to the 
average attained age of the HCEs in the 
plan. For this purpose, a plan's target 
age is the lower of age 50 or the 
average attained age of the HCEs in the 
plan minus X years, where X equals 20 
minus the product of five times the 
employee contribution rate under the 
plan. In no case, however, may X years 
be fewer than zero (0) years. Thus, for 
example, if the average attained age of 
the HCEs in the plan is 53 and the 
employee contribution rate is two per
cent of plan year compensation, the 
plan's target age is 43 years (i.e., 53 -
(20 - (5 X 2))). 

(3) Ratio test. This test is satisfied 
only if the percentage of all nonhighly 
compensated nonexcludable employees, 
who are in the plan and who have 
attained ages at least equal to the 
average attained age of the HCEs in the 
plan, is at least 70 percent of the 
percentage of all highly compensated 
nonexcludable employees, who are in 
the plan and who have attained ages at 
least equal to the average attained age 
of the HCEs in the plan. Attained ages 
must be determined as of the beginning 
of the plan year. In lieu of determining 
the actual distribution of the attained 
ages of the HCEs, an employer may 
assume that 50 percent of all HCEs 
have attained ages at least equal to the 
average attained age of the HCEs. 

(iii) Determination of employer
provided benefit-(A) Safe harbor 
plans other than section 401(1) plans. 
For purposes of applying the exception 
to the safe harbor in § 1.401 (a)( 4)-
3(b)(6)(viii) with respect to employer
provided benefits under a plan other 
than a section 401(1) plan, the 
employee's entire accrued benefit is 
treated as employer-provided. 

(B) Section 401(1) plans-(1) Gen
eral rule. For purposes of applying the 
exception to the safe harbor in 
§1.401(a)(4)-3(b)(6)(viii) with respect 
to employer-provided benefits under a 
section 401(1) plan, an employee's base 
benefit percentage and excess benefit 
percentage are reduced, or an 
employee's gross benefit percentage is 
reduced, by subtracting the product of 
the employee contribution rate and the 
factor determined under paragraph 
(b)(2)(iv) of this section from the 
respective percentages for the plan 
year. For this purpose, the employee 
contribution rate is the highest rate of 
employee contributions applicable to 
any potential level of plan year com-
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pensation for that plan year under the 
plan. 

(2) Excess plans with val}'ing contri
bution rates. In the case of a defined 
benefit excess plan described in the 
second sentence of paragraph (b )(2)(ii)
(A) of this section, solely for purposes 
of reducing an employee's base benefit 
percentage as required under paragraph 
(b)(2)(iii)(B)(1) of this section, it may 
be assumed that the employee's 
employee contribution rate equals the 
weighted average of the base employee 
contribution rate and the excess 
employee contribution rate. In deter
mining this weighted average, the 
weight of the base employee contribu
tion rate is equal to a fraction, the 
numerator of which is the lesser of the 
integration level and the contribution 
breakpoint and the denominator of 
which is the integration level. The 
weight of the excess employee contri
bution rate is equal to the difference 
between one and the weight of the base 
employee contribution rate. 

(3) Offset plans with varying contri
bution rates. In the case of an offset 
plan described in the second sentence 
of paragraph (b )(2)(ii)(A) of this sec
tion, an equivalent adjustment to the 
alternative method in paragraph (b)(2)
(iii)(B)(2) of this section may be made 
to the offset percentage. 

(C) Employer-provided benefits un
der the general test. For purposes of 
applying the general test of 
§ 1.401(a)(4)-3(c) with respect to 
employer-provided benefits, an 
employee's normal and most valuable 
accrual rates otherwise determined un
der §1.401(a)(4)-3(d) (without applying 
any of the options under §1.401(a)(4)-
3(d)(3) other than the fresh-start alter
native of §1.401(a)(4)-3(d)(3)(iii» are 
each reduced by subtracting the product 
of the employee's contributions (ex
pressed as a percentage of plan year 
compensation) and the factor deter
mined under paragraph (b)(2)(iv) of 
this section from the respective accrual 
rates. A plan may then apply the 
optional rules in §1.401(a)(4)-3(d)(3)(i) 
and (ii) to this resulting accrual rate. 

(D) Additional limitation. A plan 
may not use the composition-of
workforce method provided in this 
paragraph (b )(2) to determine an 
employee's base benefit percentage, 
excess benefit percentage, gross benefit 
percentage, offset percentage, or ac
crual rates unless employee contribu
tions have been made at the same rate 
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(or rates) throughout the period after 
the fresh-start date or throughout the 
measurement period used to determine 
accrual rates. 

(iv) Determination of plan factor. 
The factor for a plan is determined 
under the following table based on the 
average entry age of the employees in 
the plan and on whether the plan 
determines benefits based on average 
compensation. For this purpose, aver
age entry age equals the average 
attained age of all employees in the 
plan, minus the average years of 
participation of all employees in the 
plan. A plan is treated as determining 
benefits based on average compensa
tion if it determines benefits based on 
compensation averaged over a specified 
period not exceeding five consecutive 
years (or the employee's entire period 
of employment with the employer, if 
shorter). 

TABLE OF FACTORS 

Factors 

Average 
Compensation 

Average Benefit Other 
Entry Age Formula Formulas 

Less than 30 0.5 0.75 

30 to 40 0.4 0.6 

Over 40 0.2 0.3 

(v) Examples. The 
pIes illustrate the 
paragraph (b)(2): 

following exam
rules of this 

Ex~mple 1. Plan A is a contributory DB plan 
that IS a defined benefit excess plan providing a 
benefit equal to 2.0 percent of employees' 
average annual compensation at or below cov
ered compensation. plus 2.5 percent of average 
a.nnual. compensation above covered compensa
tIOn. times years of service up to 35. Under the 
plan, average annual compensation is determined 
using a five-consecutive-year period for purposes 
of §1.401(a)(4)-3(e)(2). The plan requires 
employee contributions at a rate of four percent 
of plan year compensation for all employees. 
Ass~me that the plan satisfies the demographic 
requirements of paragraph (b)(2)(ii)(B) of this 
section. Under these facts. the plan satisfies the 
eligibilit~ requirements of paragraph (b )(2)(ii) of 
thiS. sectIOn. Assume. further, that the average 
attamed age for all employees in the plan is 55, 
and that the average years of participation of all 
employees in th~ plan is 10. The average entry 
age for the plan IS therefore 45. and. accordingly. 
the appropriate factor under the table is 0.2. 
Thus. in applying the safe harbor requirements of 
§.1.401~a)(4}-3(b) to this plan for the plan year 
(mcludm~ the requirements of §1.40I(l)-3). the 
employee s base benefit percentage and excess 
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benefit percentage are each reduced by 0.8 
percent (4 percent x 0.2) and equal 1.2 percent 
and 1.7 percent. respectively. 

Example 2. The facts are the same as in 
Example 1, except that the employee contribution 
rate is two percent of plan year compensation up 
to the covered compensation level, and four 
percent for plan year compensation at or above 
that contribution breakpoint. The employer elects 
to apply the alternative method in paragraph 
(b)(2)(iii)(B)(2) of this section to determine the 
reduction in the base benefit percentage. Because 
the contribution breakpoint is equal to the 
integration level, the weight of the employee 
contribution rate below the contribution break
point is 100 percent. and the weight of the 
employee contribution rate above the contribu
tion breakpoint is zero. Thus, the weighted 
average of employee contribution rates is two 
percent. Under the alternative method in para
graph (b)(2)(iii)(B)(2) of this section, the reduc
tion in the employee's base benefit percentage is 
0.4. In applying the safe harbor requirements of 
§lo40I(a)(4)-3(b) to this plan (including the 
requirements of §1.40I(l)-3), the employee's 
base benefit percentage is 1.6 percent, and the 
employee's excess benefit percentage is 1.7. 

Example 3. The facts are the same as in 
Example 1, except that the employee contribution 
rate is two percent of plan year compensation up 
to 50 percent of the covered compensation level, 
and four percent for plan year compensation at 
or above that contribution breakpoint. Because 
the contribution breakpoint is equal to 50 percent 
of the integration level, the weight of the 
employee contribution rate below the contribu
tion breakpoint is 50 percent, and the weight of 
the employee contribution rate above the contri
bution breakpoint is 50 percent. Thus, the 
weighted average of employee contribution rates 
is three percent. Under the alternative method in 
paragraph (b)(2)(iii)(B)(2) of this section, the 
reduction in the employee's base benefit percent
age is 0.6. In applying the safe harbor require
ments of §1.401(a)(4)-3(b) to this plan 
(including the requirements of §1.40I(l)-3), the 
employee's base benefit percentage is 104 per
cent, and the employee's excess benefit percent
age is 1.7. 

Example 4. The facts are the same as in 
Example 1, except that the plan is tested using 
the general test in §1.401(a)(4)-3(c). Assume 
Employee M benefits under Plan A and has a 
normal accrual rate for the plan year (calculated 
with respect to Employee M's total accrued 
benefit) of 2.2 percent of average annual 
compensation. In applying the general test in 
§lo4?1(a)(4)-3(c) with respect to employer
proVided benefits, this rate is reduced by 0.8 to 
yield a normal accrual rate of 104 percent. This 
rate may then be adjusted using either of the 
optIOnal rules in §1.401(a)(4)-3(d)(3)(i) or (ii). 

(3~ M.inimum-benefit method-(i) 
AppizcatlOn of uniform factors. A con
tributory DB plan that satisfies the 
unifo~ rate requirement of paragraph 
(b)(2)(1l)(A) of this section and the 
minimum ben.~fit requirement of para
graph (b)(3)(1l~ of this section may 
apply the adjustments provided in 
paragraph (b)(2)(iii) of this section as if 
the average entry age of employees in 
the plan were within the range of 30 to 
40, without regard to the actual demo
graphics of the employees in the plan. 

(ii) Minimum benefit requiremenl 
This requirement is satisfied if the plm 
provides that, in plan years beginnin~ 
on or after the effective date of thesf 
regulations, as set forth in §1.401. 
(a)(4)-13(a) and (b), each employee 
will accrue a benefit that equals 01 

exceeds the sum of-
(A) The accrued benefit derived 

from employee contributions made for 
plan years beginning on or after the 
effective date of these regulations, 
determined in accordance with section 
411(c); and 

(B) Fifty percent of the total benefit 
accrued in plan years beginning on or 
after the effective date of these regula
tions, as determined under the plan 
benefit formula without regard to that 
portion of the formula designed to 
satisfy the minimum benefit require
ment of this paragraph (b)(3)(ii). 

(iii) Example. The following exam
ple illustrates the minimum-benefit 
method of this paragraph (b)(3): 

Example. Plan A is contributory DB plan. For 
the plan year beginning in 1994, Employee M 
participates in Plan A and accrues a benefit 
under the terms of the plan (without regard to 
the minimum benefit requirement of paragraph 
(b )(3)(ii) of this section) of $3,000. The portion 
of Employee M's benefit accrual for the plan 
year beginning in 1994 derived from employee 
contributions is $2,000, determined by applying 
the rules of section 411 (c) to such contributions. 
The requirement of paragraph (b)(3)(ii) of this 
section is not satisfied for the plan year 
beginning in 1994 unless the plan provides that 
Employee M's benefit accrual for the plan year 
beginning in 1994 is equal to $3,500 ($2,000 + 
(50 percent X $3,000». 

(4) Grandfather rule for plans in 
existence on May 14, 1990. A contribu
tory DB plan that satisfies paragraph 
(c)(4) of this section may determine an 
employee's employer-provided benefit 
by subtracting from the employee's 
total benefit the employee-provided 
benefits determined using any reason
able method set forth in the plan, 
provided that it is the same method 
used in determining whether the plan 
satisfies paragraph (c)(4)(ii)(D) of this 
section. 

(5) Government-plan method. A con
tributory DB plan that is established 
and maintained for its employees by 
the government of any state or political 
subdivision or by any agency or 
instrumentality thereof may treat an 
employee's total benefit as entirely 
employer-provided. 

(6) Cessation of employee contribu
tions. If a contributory DB plan 



provides that no employee contribu
tions may be made to the plan after the 
last day of the first plan year begin
ning on or after the effective date of 
these regulations, as set forth in 
§1.401(a)(4)-13(a) and (b), the plan 
may treat an employee's total benefit 
as entirely employer-provided. 

(c) Rules applicable in determining 
whether employee-provided benefits are 
nondiscriminatory in amount-(l) In 
general. A contributory DB plan satis
fies §1.401(a)(4)-I(b)(2) with respect 
to the amount of employee-provided 
benefits for a plan year only if the plan 
satisfies the requirements of paragraph 
(c)(2), (c)(3), or (c)(4) of this section 
for the plan year. This requirement 
applies regardless of the method used 
to determine the amount of employer
provided benefits under paragraph (b) 
of this section. 

(2) Same rate of contributions. This 
requirement is satisfied for a plan year 
if the employee contribution rate 
(within the meaning of paragraph (b)
(2)(ii)(A) of this section) is the same 
for all employees for the plan year. 

(3) Total-benefits method. This re
quirement is satisfied for a plan year 
if-

(i) The total benefits (i.e., the sum 
of employer-provided and employee
provided benefits) under the plan 
would satisfy §1.401(a)(4)-3 if all 
benefits were treated as employer
provided benefits; and 

(ii) The plan's contribution require
ments satisfy paragraph (b)(2)(ii)(A) of 
this section. 

(4) Grandfather rules for plans in 
existence on May 14, 1990-(i) In 
general. This requirement is satisfied 
for a plan year if the plan contained 
provisions as of May 14, 1990, that 
meet the requirements of paragraph 
(c)(4)(ii) or (c)(4)(iii) of this section. 

(ii) Graded contribution rates. The 
plan's provisions meet the requirements 
of this paragraph (c)(4)(ii) if all the 
following requirements are met: 

(A) The provisions require employee 
contributions at a greater rate (ex-

pressed as a percentage of compensa
tion) at higher levels of compensation 
than at lower levels of compensation. 

(B) The required rate of employee 
contributions is not increased after May 
14, 1990, although the level of com
pensation at which employee contribu
tions are required may be increased or 
decreased. 

(C) All employees are permitted to 
make employee contributions under the 
plan at a uniform rate with respect to 
all compensation, beginning no later 
than the last day of the first plan year 
to which these regulations apply, as set 
forth in §1.401(a)(4)-13(a) and (b). 

(D) The benefits provided on ac
count of employee contributions at 
lower levels of compensation are com
parable to those provided on account of 
employee contributions at higher levels 
of compensation. 

(iii) Prior year compensation. The 
plan's provisions meet the requirements 
of this paragraph (c)(4)(iii) if they are 
part of a plan maintained by more than 
one employer that requires employee 
contributions and the rate of required 
employee contributions, expressed as a 
percentage of compensation for the last 
calendar year ending before the begin
ning of the plan year, is the same for 
all employees. 

§1.401(a)(4)-7 Imputation of 
permitted disparity. 

(a) Introduction. In determining 
whether a plan satisfies section 
401(a)(4) with respect to the amount of 
contributions or benefits, section 
401(a)(5)(C) allows the disparities per
mitted under section 401(1) to be taken 
into account. For purposes of satisfying 
the safe harbors of §§1.401(a)(4)-
2(b)(2) and 1.40 1 (a)(4)-3(b), permitted 
disparity may be taken into account 
only by satisfying section 401(1) in 
form in accordance with §1.401(1)-2 or 
1.401(1)-3, respectively. For purposes 
of the general tests of §§1.401(a)(4)-
2(c) and 1.401 (a)(4)-3(c), permitted 
disparity may be taken into account 
only in accordance with the rules of 

A Rate = 2 x unadjusted allocation rate 
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this section. In general, this section 
allows permitted disparity to be arith
metically imputed with respect to 
employer-provided contributions or 
benefits by determining an adjusted 
allocation or accrual rate that appropri
ately accounts for the permitted dis
parity with respect to each employee. 
Paragraph (b) of this section provides 
rules for imputing permitted disparity 
with respect to employer-provided con
tributions by adjusting each employee's 
unadjusted allocation rate. Paragraph 
(c) of this section provides rules for 
imputing permitted disparity with re
spect to employer-provided benefits by 
adjusting each employee's unadjusted 
accrual rate. Paragraph (d) of this 
section provides rules of general 
application. 

(b) Adjusting allocation rates-( 1) 
In general. The rules in this paragraph 
(b) produce an adjusted allocation rate 
for each employee by determining the 
excess contribution percentage under 
the hypothetical formula that would 
yield the allocation actually received by 
the employee, if the plan took into 
account the full disparity permitted 
under section 401(1)(2) and used the 
taxable wage base as the integration 
level. This adjusted allocation rate is 
used to determine whether the amount 
of contributions under the plan satisfies 
the general test of §1.401(a)(4)-2(c) 
and to apply the average benefit 
percentage test on the basis of contri
butions under §1.41O(b)-5(d). Para
graphs (b)(2) and (b)(3) of this section 
apply to employees whose plan year 
compensation does not exceed and does 
exceed, respectively, the taxable wage 
base, and paragraph (b)( 4) of this 
section provides definitions. 

(2) Employees whose plan year com
pensation does not exceed taxable 
wage base. If an employee's plan year 
compensation does not exceed the 
taxable wage base, the employee's 
adjusted allocation rate is the lesser of 
the A rate and the B rate determined 
under the formulas below, where the 
permitted disparity rate and the unad
justed allocation rate are determined 
under paragraph (b)(4)(ii) and (iv) of 
this section, respectively. 

B Rate = unadjusted allocation rate + permitted disparity rate 

(3) Employees whose plan year compensation exceeds taxable wage base. If an employee's plan year compensation 
exceeds the taxable wage base, the employee's adjusted allocation rate is the lesser of the C rate and the D rate determined 
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under the formulas below, where allocations and the permitted disparity rate are determined under paragraph (b)(4)(i) III 

(ii) of this section, respectively. 

_____________ ~al~l=o~ca~t=io~n~s __________ ~--CRate = 
plan year compensation - Y2 taxable wage base 

D R 
allocations + (permitted disparity rate X taxable wage base) 

ate = 

(4) Definitions. In applying this 
paragraph (b), the following definitions 
govern--

(i) Allocations. Allocations means 
the amount determined by multiplying 
the employee's plan year compensation 
by the employee's unadjusted alloca
tion rate. 

(ii) Permitted disparity rate--(A) 
General rule. Permitted disparity rate 
means the rate in effect as of the 
beginning of the plan year under 
section 401(1)(2)(A)(ii) (e.g., S.7 per
cent for plan years beginning in 1990). 

(B) Cumulative permitted disparity 
limit. Notwithstanding paragraph 
(b)(4)(ii)(A) of this section, the permit
ted disparity rate is zero for an 
employee who has benefited under a 
defined benefit plan taken into account 
under §1.401(l)-S(a)(3) for a plan year 
that begins on or after one year from 
the first day of the first plan year to 
which these regulations apply, as set 
forth in §1.401(a)(4)-13(a) and (b), if 
imputing permitted disparity would re
sult in a cumulative disparity fraction 
for the employee, as defined in 
§ 1.401 (l)-S(c)(2), that exceeds 3S. See 
§1.401(l)-S(c)(1) for special rules for 
determining whether an employee has 
benefited under a defined benefit plan 
for this purpose. 

(iii) Taxable wage base. Taxable 
wage base means the taxable wage 
base, as defined in §1.401(l)-I(c)(32), 
in effect as of the beginning of the plan 
year. 

plan year compensation 

(iv) Unadjusted allocation rate. Un
adjusted allocation rate means the em
ployee's allocation rate determined un
der §1.401(a)(4)-2(c)(2)(i) for the plan 
year (expressed as a percentage of plan 
year compensation), without imputing 
permitted disparity under this section. 

(S) Example. The following example 
illustrates the rules in this paragraph (b); 

Example. (a) Employees M and N participate 
in a defined contribution plan maintained by 
Employer X. Employee M has plan year 
compensation of $30,000 in the 1990 plan year 
and has an unadjusted allocation rate of five 
percent. Employee N has plan year compensation 
of $100,000 in the 1990 plan year and has an 
unadjusted allocation rate of eight percent. The 
taxable wage base in 1990 is $51,300. 

(b) Because Employee M's plan year compen
sation does not exceed the taxable wage base, 
Employee M's A rate is 10 percent (2 X 5 
percent), and Employee M's B rate is 10.7 
percent (5 percent + 5.7 percent). Thus, 
Employee M's adjusted allocation rate is 10 
percent, the lesser of the A rate and the B rate. 

(c) Employee N's allocations are $8,000 (8 
percent X $100,000). Because Employee N's 
plan year compensation exceeds the taxable wage 
base, Employee N's C rate is 10.76 percent 
($8,000 divided by ($100,000 - (Y2 X 
$51,300))), and Employee N's D rate is 10.92 
percent «$8,000 + (5.7 percent X $51,300» 
divided by $100,000). Thus, Employee N's 
adjusted allocation rate is 10.76 percent, the 
lesser of the C rate and the D rate. 

(c) Adjusting accrual rates--(1) In 
general. The rules in this paragraph (c) 
produce an adjusted accrual rate for 
each employee by determining the 
excess benefit percentage under the 
hypothetical plan formula that would 

A Rate = 2 X unadjusted accrual rate 

yield the employer-provided accrual 
actually received by the employee, if 
the plan took into account the full 
permitted disparity under section 
401 (l)(3)(A) in each of the first 35 
years of an employee's testing s~rvice 
under the plan and used the employee's 
covered compensation as the integra
tion level. This adjusted accrual rate is 
used to determine whether the amount 
of employer-provided benefits under 
the plan satisfies the alternative safe 
harbor for flat benefit plans I,Inder 
§1.401(a)(4)-3(b)(4)(i)(C)(3) or the 
general test of §1.401(a)(4)-3(c), and 
to apply the average benefit percentage 
test on the basis of benefits under 
§ 1.41O(b)-S. Paragraphs (c)(2) and 
(c )(3) of this section apply to 
employees whose average annual com
pensation does not exceed and does 
exceed, respectively, covered compen
sation, and paragraph (c)( 4) of this 
section provides definitions. Paragraph 
(c)(S) of this section provides a special 
rule for employees with negative unad
justed accrual rates. 

(2) Employees whose average annual 
compensation does not exceed covered 
compensation. If an employee's average 
annual compensation does not exceed 
the employee's covered compensation, 
the employee's adjusted accrual rate is 
the lesser of the A rate and the B rate 
determined under the formulas below, 
where the permitted disparity factor and 
the unadjusted accrual rate are deter
mined under paragraph (c)(4)(iii) and 
(v) of this section, respectively. 

B Rate = unadjusted accrual rate + permitted disparity factor 

(3) Employees whose average annual compensation exceeds covered compensation. If an employee's average annual 
compensation exceeds the employee's covered compensation, the employee's adjusted accrual rate is the lesser of the Crate 
and D rate detennined under the formulas below, where the employer-provided accrual and the permitted disparity factor are 
determined under paragraph (c)(4)(ii) and (iii) of this section, respectively. 

CRate = ____ e_m_p=--l_o"'-y_er_-=-pr_o_v_id_e_d_a_cc_ru_al ___ _ 

average annual compensation -Yz covered compensation 
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(permitted disparity factor X covered compensation) 

(4) Definitions. For purposes of this 
paragraph (c), the following definitions 
apply. 

(i) Covered compensation. Covered 
compensation means covered compen
sation as defined in § 1.401(1)-1 (c)(7). 
Notwithstanding § 1.401(1)-1 (c)(7)(iii), 
an employee's covered compensation 
must be automatically adjusted each 
plan year for purposes of applying this 
paragraph (c). 

(ii) Employer-provided accrual. 
Employer-provided accrual means the 
amount determined by multiplying the 
employee's average annual compensa
tion by the employee's unadjusted 
accrual rate. 

(iii) Permitted disparity factor-(A) 
General rule. Permitted disparity factor 
for an employee means the sum of the 
employee's annual permitted disparity 
factors determined under paragraph 
(c)(4)(iii)(B) of this section for each of 
the years in the measurement period 
used for determining the employee's 
accrual rate in §1.401(a)(4)-3(d)(1), di
vided by the employee's testing service 
during that measurement period. 

(B) Annual permitted disparity fac
tor-(1) Definition. An employee's 
annual permitted disparity factor is 
generally 0.75 percent adjusted, pur
suant to § 1.401 (1)-3(e), using as the 
age at which benefits commence the 
lesser of age 65 or the employee's 
testing age. No adjustments are made 
in the annual permitted disparity factor 
unless an employee's testing age is 
different from the employee's social 
security retirement age. An annual 
permitted disparity factor that is less 
than the annual permitted disparity 
factor described in the first sentence of 
this paragraph (c)(4)(iii)(B)(l) may be 
used if it is a uniform percentage of 
that factor (e.g., 50 percent of the 
annual permitted disparity factor) or a 
fixed percentage (e.g., 0.65 percent) for 
all employees. 

(2) Annual permitted disparity factor 
after 35 years. For purposes of deter
mining the sum described in paragraph 
(c)(4)(iii)(A) of this section, the annual 
permitted disparity factor for each of 
the employee's first 35 years of testing 

average annual compensation 

service is the amount described in 
paragraph (c)(4)(iii)(B)(l) of this sec
tion, and the annual permitted disparity 
factor in any subsequent year equals 
zero. This rule applies regardless of 
whether the end of the measurement 
period extends beyond an employee's 
first 35 years of testing service. Thus, 
for example, if the measurement period 
is the current plan year and the 
employee completed 35 years of testing 
service prior to the beginning of the 
current plan year, under this paragraph 
(c)(4)(iii)(B)(2) the annual permitted 
disparity factor in the current plan year 
(and hence the sum of the annual per
mitted disparity factors for each year in 
the measurement period) is zero. 

(3) Cumulative permitted disparity 
limit. The 35 years used in paragraph 
(c)(4)(iii)(B)(2) of this section must be 
reduced by the employee's cumulative 
disparity fraction, as defined in 
§ 1.401 (1)-5(c)(2), but determined solely 
with respect to the employee's total 
years of service under all plans taken 
into account under § 1.40 1 (1)-5(a)(3) 
during the measurement period, other 
than the plan being tested. 

(iv) Social security retirement age. 
Social security retirement age means 
social security retirement age as de
fined in section 415(b)(8). 

(v) Unadjusted accrual rate. Unad
justed accrual rate means the normal or 
most valuable accrual rate, whichever 
is being determined for the employee 
under §1.401(a)(4)-3(d), expressed as a 
percentage of average annual compen
sation, without imputing permitted dis
parity under this section. 

(5) Employees with negative unad
justed accrual rates. Notwithstanding 
the formulas in paragraph (c)(2) and 
(c)(3) of this section, if an employee's 
unadjusted accrual rate is less than 
zero, the employee's adjusted accrual 
rate is deemed to be the employee's 
unadjusted accrual rate. 

(6) Example. The following example 
illustrates the rules in this paragraph 
(c): 

Example. (a) Employees M and N participate 
in a defined benefit plan that uses a nonnal 
retirement age of 65. The plan is being tested for 

the plan year under §1.401(a)(4)-3(c), using 
unadjusted accrual rates determined using a plan 
year measurement period under §1.401(a)(4)-
3(d)(I)(iii)(A). Employee M has an unadjusted 
nonnal accrual rate of 1.48 percent, average 
annual compensation of $21,000, and an 
employer-provided accrual of $311 (l.48 percent 
X $21,000). Employee N has an unadjusted 
nonnal accrual rate of 1.7 percent, average 
annual compensation of $106,000, and an 
employer-provided accrual of $1,802 (1.7 percent 
X $106,000). The covered compensation of both 
Employees M and N is $25,000, and social 
security retirement age for both employees is 65. 
Neither employee has testing service of more 
than 35 years and neither has ever participated in 
another plan. 

(b) Because Employee M's average annual 
compensation does not exceed covered compen
sation, Employee M's A rate is 2.96 percent (2.0 
X 1.48 percent), and Employee M's B rate is 
2.23 percent (l.48 percent + 0.75 percent). Thus, 
Employee M's adjusted accrual rate is 2.23 
percent, the lesser of the A rate and the B rate. 

(c) Because Employee N's average annual 
compensation exceeds covered compensation, 
Employee N's C rate is 1.93 percent ($1,8021 
($106,000 - (0.5 X $25,000))), and Employee 
N's D rate is 1.88 percent «$1,802 + (0.75 
percent X $25,000»/$106,000). Thus, Employee 
N's adjusted accrual rate is 1.88 percent, the 
lesser of the C rate and the D rate. 

(d) Rules of general application-(1) 
Eligible plans. The rules in this section 
may be used only for those plans to 
which the permitted disparity rules of 
section 401(1) are available. See 
§ 1.401(1)-I(a)(3). 

(2) Exceptions from consistency re
quirements. A plan does not fail to 
satisfy the consistency requirements of 
§1.401(a)(4)-2(c)(2)(vi) or §1.401(a)
(4)-3(d)(2)(i) merely because the plan 
does not impute disparity for some 
employees to the extent required to 
comply with paragraph (d)(3) of this 
section, or because the plan does not 
impute disparity for any employees 
(including self-employed individuals 
within the meaning of section 
401(c)(1» who are not covered by any 
of the taxes under section 3111(a), 
section 3221, or section 1401. 

(3) Overall permitted disparity. The 
annual overall permitted disparity limits 
of § 1.401 (l)-5(b) apply to the 
employer-provided contributions and 
benefits for an employee under all 
plans taken into account under 
§1.401(1)-5(a)(3). Thus, if an employee 
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who benefits under the plan for the 
current plan year also benefits under a 
section 401(1) plan for the plan year 
ending with or within the current plan 
year, pennitted disparity may not be 
imputed for that employee for the plan 
year. See §1.401(l)-5(b)(9), Example 4. 
Similarly, if an employee who benefits 
under the plan for the current plan year 
also benefits under another plan of the 
employer for the plan year ending with 
or within the current plan year, dis
parity may be imputed for that 
employee under only one of the plans. 

§J.40J(a)(4)-8 Cross-testing. 

(a) Introduction. This section pro
vides rules for testing defined ben
efit plans on the basis of equivalent 
employer-provided contributions and 
defined contribution plans on the basis 
of equivalent employer-provided bene
fits under §1.401(a)(4)-I(b)(2). Para
graphs (b)(1) and (c)(1) of this section 
provide general tests for nondiscrimina
tion based on individual equivalent 
accrual or allocation rates determined 
under paragraphs (b)(2) and (c)(2) of 
this section, respectively. Paragraphs 
(b)(3), (c)(3), and (d) of this section 
provide additional safe-harbor testing 
methods for target benefit plans, cash 
balance plans, and defined benefit 
plans that are part of floor-offset 
arrangements, respectively, that gener
ally may be satisfied on a design basis. 

(b) Nondiscrimination in amount of 
benefits provided under a defined con
tribution plan-(1) General rule. 
Equivalent benefits under a defined 
contribution plan (other than an ESOP) 
are nondiscriminatory in amount for a 
plan year if the plan would satisfy 
§1.401(a)(4)-2(c)(l) for the plan year 
if an equivalent accrual rate, as deter
mined under paragraph (b)(2) of this 
section, were substituted for each 
employee's allocation rate in the deter
mination of rate groups. A plan does 
not fail to satisfy this paragraph (b)( I) 
merely because allocations are made at 
the same rate for employees who are 
older than their testing age (determined 
without regard to the current-age rule 
in paragraph (4) of the definition of 
Testing age in §1.401(a)(4)-12) as they 
are made for employees who are at that 
age. 

(2) Determination of equivalent ac
crual rates-(i) Basic definition. An 
employee's equivalent accrual rate for 
a plan year is the annual benefit that is 
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the result of nonnalizing the increas~ in 
the employee's account balance dunng 
the measurement period, divided by the 
number of years in which the employee 
benefited under the plan during the 
measurement period, and expressed 
either as a dollar amount or as a 
percentage of the employee's average 
annual compensation. A measurement 
period that includes future years may 
not be used for this purpose. 

(ii) Rules of application-(A) Det~r
mination of account balance. The .10-

crease in the account balance dunng 
the measurement period taken into 
account under paragraph (b)(2)(i) of 
this section does not include income, 
expenses, gains, or losses allocated 
during the measurement period that are 
attributable to the account balance as of 
the beginning of the measurement 
period, but does include any additional 
amounts that would have been included 
in the increase in the account balance 
but for the fact that they were pre
viously distributed (including a reason
able adjustment for interest). In the 
case of a measurement period that is 
the current plan year, an employer may 
also elect to disregard the income, 
expenses, gains, and losses allocated 
during the current plan year that are 
attributable to the increase in account 
balance since the beginning of the year, 
and thus, determine the increase in 
account balance during the plan year 
taking into account only the allocations 
described in §1.401(a)(4)-2(c)(2)(ii). In 
addition, an employer may disregard 
distributions made to a NHCE as well 
as distributions made to any employee 
in plan years beginning before a 
selected date no later than January I, 
1986. 

(B) Normalization. The account bal
ances determined under paragraph 
(b )(2)(ii)(A) of this section are nor
malized by treating them as single-sum 
benefits that are immediately and un
conditionally payable to the employee. 
A standard interest rate, and a straight 
life annuity factor that is based on the 
same or a different standard interest 
rate and on a standard mortality table, 
must be used in nonnalizing these 
benefits. In addition, no mortality may 
be assumed prior to the employee's 
testing age. 

(iii) Options. Any of the optional 
rules in §1.401(a)(4)-3(d)(3) (e.g., im
putation of permitted disparity) may be 
applied in detennining an employee's 
equivalent accrual rate by substituting 

the employee's equivalent accrual rate 
(determined without regard to the op
tion) for the employee's nonnal accrual 
rate (i.e., not most valuable accrual 
rate) in that section where appropriate. 
For this purpose, however, the last 
sentence of the fresh-start alternative in 
§ 1.401 (a)( 4 )-3(d)(3)(iii)(A) (dealing 
with compensation adjustments to the 
frozen accrued benefit) is not applica
ble. No other options are available in 
determining an employee's equivalent 
accrual rate except those (e.g., selection 
of alternative measurement periods) 
specifically provided in this paragraph 
(b)(2). Thus, for example, none of the 
optional special rules in §1.401(a)(4)-
3(f) (e.g., detennination of benefits on 
other than a plan year basis under 
§1.401(a)(4)-3(f)(6» is available. 

(iv) Consistency rule. Equivalent ac
crual rates must be determined in a 
consistent manner for all employees for 
the plan year. Thus, for example, the 
same measurement periods and stand
ard interest rates must be used, and any 
available options must be applied con
sistently if at all. 

(3) Safe-harbor testing method for 
target benefit plans-(i) General rule. 
A target benefit plan is a money 
purchase pension plan under which 
contributions to an employee's account 
are determined by reference to the 
amounts necessary to fund the 
employee's stated benefit under the 
plan. Whether a target benefit plan 
satisfies section 401(a)(4) with respect 
to an equivalent amount of benefits is 
generally detennined under paragraphs 
(b)(1) and (b )(2) of this section. A 
target benefit plan is deemed to satisfy 
section 40 1 (a)(4) with respect to an 
equivalent amount of benefits, how
ever, if each of the following require
ments is satisfied: 

(A) Stated benefit formula. Each 
employee's stated benefit must be 
detennined as the straight life annuity 
commencing at the employee's nonnal 
retirement age under a fonnula that 
would satisfy the requirements of 
§1.401(a)(4)-3(b)(4)(i)(C)(l) or (2), 
and that would satisfy each of the 
unifonnity requirements in § 1.401(a)
(4)-3(b)(2) (taking into account the 
relevant exceptions provided in 
§1.401(a)(4)-3(b)(6», if the plan were 
a defined benefit plan with the same 
benefit formula. In determining 
whether these requirements are satis
fied, the rules of §1.401(a)(4)-3(f) do 
not apply, and, in addition, except as 



provided in paragraph (b)(3)(vii) of this 
section, an employee's stated benefit at 
normal retirement age under the stated 
benefit formula is deemed to accrue 
ratably over the period ending with the 
plan year in which the employee is 
projected to reach normal retirement 
age and beginning with the latest of: 
the first plan year in which the 
employee benefited under the plan, the 
first plan year taken into account in the 
stated benefit formula, and any plan 
year immediately following a plan year 
in which the plan did not satisfy this 
paragraph (b)(3). Thus, except as 
provided in paragraph (b )(3)( vii) of this 
section, under §1.401(a)(4)-3(b)(2)(v) 
an employee's stated benefit may not 
take into account service in years prior 
to the first plan year that the employee 
benefited under the plan, and an 
employee's stated benefit may not take 
into account service in plan years prior 
to the current plan year unless the plan 
satisfied this paragraph (b)(3) in all of 
those prior plan years. 

(B) Employer and employee contri
butions. Employer contributions with 
respect to each employee must be 
based exclusively on the employee's 
stated benefit using the method 
provided in paragraph (b)(3)(iv) of this 
section, and forfeitures and any other 
amounts under the plan taken into 
account under §1.401(a)(4)-2(c)(2)(ii) 
(other than employer contributions) are 
used exclusively to reduce employer 
contributions. Employee contributions 
(if any) may not be used to fund the 
stated benefit. 

(C) Permitted disparity. If permitted 
disparity is taken into account, the 
stated benefit formula must satisfy 
§1.401(1)-3. For this purpose, the 0.75-
percent factor in the maximum excess 
or offset allowance in § 1.401 (1)-
3(b)(2)(i) or (b)(3)(i), respectively, as 
adjusted in accordance with §1.401(1)-
3(d)(9) (and, if the employee's normal 
retirement age is not the employee's 
social security retirement age, 
§1.401(1)-3(e)), is further reduced by 
multiplying the factor by 0.80. 

(ii) Changes in stated benefit for
mula. A plan does not fail to satisfy 
paragraph (b )(3)(i) of this section 
merely because the plan determines 
each employee's stated benefit in the 
current plan year under a stated benefit 
formula that differs from the stated 
benefit formula used to determine the 
employee's stated benefit in prior plan 
years. 

(iii) Stated benefits after normal re
tirement age. A target benefit plan may 
limit increases in the stated benefit 
after normal retirement age consistent 
with the requirements applicable to 
defined benefit plans under section 
411(b)(1)(H) (without regard to section 
411(b)(1)(H)(iii)), provided that the 
limitation applies on the same terms to 
all employees. Thus, post-normal retire
ment benefits required under §1.401-
(a)(4)-3(b)(2)(ii) must be provided un
der the stated benefit formula, subject 
to any uniformly applicable service cap 
under the formula. 

(iv) Method for determining required 
employer contributions-(A) General 
rule. An employer's required contribu
tion to the account of an employee for 
a plan year is determined based on the 
employee's stated benefit and the 
amount of the employee's theoretical 
reserve as of the date the employer's 
required contribution is determined for 
the plan year (the determination date). 
Paragraph (b)(3)(iv)(B) of this section 
provides rules for determining an 
employee's theoretical reserve. Para
graph (b)(3)(iv)(C) and (D) of this 
section provides rules for determining 
an employer's required contributions. 

(B) Theoretical reserve-(1) Initial 
theoretical reserve. An employee's the
oretical reserve as of the determination 
date for the first plan year in which the 
employee benefits under the plan, the 
first plan year taken into account under 
the stated benefit formula (if that is the 
current plan year), or the first plan year 
immediately following any plan year in 
which the plan did not satisfy this 
paragraph (b)(3), is zero. 

(2) Theoretical reserve in subse
quent plan years. An employee's the
oretical reserve as of the determination 
date for a plan year (other than a plan 
year described in paragraph (b)(3)(iv)
(B)(1) of this section) is the 
employee's theoretical reserve as of the 
determination date for the prior plan 
year, plus the employer's required 
contribution for the prior plan year (as 
limited by section 415, but without 
regard to the additional contributions 
described in paragraph (b)(3)(v) of this 
section) both increased by interest from 
the determination date for the prior 
plan year through the determination 
date for the current plan year, but not 
beyond the determination date for the 
plan year that includes the employee's 
normal retirement date. (Thus, an 
employee's theoretical reserve as of the 
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determination date for a plan year does 
not include the amount of the 
employer's required contribution for 
the plan year.) The interest rate for 
determining employer contributions that 
was in effect on the determination date 
in the prior plan year must be applied 
to determine the required interest ad
justment for this period. For plan years 
beginning after the effective date appli
cable to the plan under § 1.40 1 (a)(4)-
13 (a) or (b), a standard interest rate 
must be used, and may not be changed 
except on the determination date for a 
plan year. 

(C) Required contributions for 
employees under normal retirement 
age. The required employer contribu
tions with respect to an employee 
whose attained age is less than the 
employee's normal retirement age must 
be determined for each plan year as 
follows: 

(1) Determine the employee's frac
tional rule benefit (within the meaning 
of §1.411(b)-1(b)(3)(ii)(A)) under the 
plan's stated benefit formula as if the 
plan were a defined benefit plan with 
the same benefit formula. 

(2) Determine the actuarial present 
value of the fractional rule benefit 
determined in paragraph (b)(3)(iv)
(C)(1) of this section as of the deter
mination date for the current plan year, 
using a standard interest rate and a 
standard mortality table that are set 
forth in the plan and that are the same 
for all employees, and assuming no 
mortality before the employee's normal 
retirement age. 

(3) Determine the excess, if any, of 
the amount determined in paragraph 
(b)(3)(iv)(C)(2) of this section over the 
employee's theoretical reserve for the 
current plan year determined under 
paragraph (b)(3)(iv)(B) of this section. 

(4) Determine the required employer 
contribution for the current plan year 
by amortizing on a level annual basis, 
using the same interest rate used for 
paragraph (b )(3)(iv)(C)(2) of this sec
tion, the result in paragraph (b)(3)
(iv)(C)(3) of this section over the 
period beginning with the determina
tion date for the current plan year and 
ending with the determination date for 
the plan year in which the employee is 
projected to reach normal retirement 
age. 

(D) Required contributions for 
employees over normal retirement age. 
The required employer contributions 
with respect to an employee whose 
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attained age equals or exceeds the 
employee's normal retirement age is 
the excess, if any, of the actuarial 
present value, as of the determination 
date for the current plan year, of the 
employee's stated benefit for the cur
rent plan year (determined using an 
immediate straight life annuity factor 
based on a standard interest rate and a 
standard mortality table, for an 
employee whose attained age equals 
the employee's normal retirement age) 
over the employee's theoretical reserve 
as of the determination date. 

(v) Effect of section 415 and 416 
requirements. A target benefit plan 
does not fail to satisfy this paragraph 
(b)(3) merely because required contri
butions under the plan are limited by 
section 415 in a plan year. Similarly, a 
target benefit plan does not fail to 
satisfy this paragraph (b)(3) merely 
because additional contributions are 
made consistent with the requirements 
of section 416(c)(2) (regardless of 
whether the plan is top-heavy). 

(vi) Certain conditions on alloca
tions. A target benefit plan does not 
fail to satisfy this paragraph (b)(3) 
merely because required contributions 
under the plan are subject to the 
conditions on allocations permitted un
der §1.401(a)(4)-2(b)(4)(iii). 

(vii) Special rules for target benefit 
plans qualified under prior law-(A) 
Service taken into account prior to 
satisfaction of this paragraph. For 
purposes of determining whether the 
stated benefit formula satisfies para
graph (b)(3)(i)(A) of this section (e.g., 
whether the period over which an 
employee's stated benefit is deemed to 
accrue is the same as the period taken 
into account under the stated benefit 
formula as required by paragraph 
(b)(3)(i)(A) of this section), a target 
benefit plan that was adopted and in 
effect on September 19, 1991 , is 
deemed to have satisfied this paragraph 
(b)(3), and an employee is treated as 
benefiting under the plan, in any year 
prior to the effective date applicable to 
the plan under §1.401(a)(4)-13(a) or 
(b) that was taken into account in the 
stated benefit formula under the plan 
on September 19, 1991, if the plan 
satisfied the applicable nondiscrimina
tion requirements for target benefit 
plans for that prior year. 

(B) Initial theoretical reserve. Not
withstanding paragraph (b)(3)(iv)(B)(J) 
of this section, a target benefit plan 
under which the stated benefit formula 
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takes into account service for an 
employee for plan years prior to the 
first plan year in which the plan 
satisfied this paragraph (b)(3), as per
mitted under paragraph (b)(3)(vii)(A) 
of this section, must determine an 
initial theoretical reserve for the 
employee as of the determination date 
for the last plan year beginning before 
such plan year under the rules of 
§ 1.401(a)(4)-13(e). 

(C) Satisfaction of prior law. In 
determining whether a plan satisfied 
the applicable nondiscrimination re
quirements for target benefit plans for 
any period prior to the effective date 
applicable to the plan under §1.401-
(a)(4)-13(a) or (b), no amendments 
after September 19, 1991, other than 
amendments necessary to satisfy sec
tion 401(1), are taken into account. 

(viii) Examples. The following ex
amples illustrate the rules in this 
paragraph (b)(3): 

Example 1. (a) Employer X maintains a target 
benefit plan with a calendar plan year that bases 
contributions on a stated benefit equal to 40 
percent of each employee's average annual 
compensation, reduced pro rata for years of 
participation less than 25, payable annually as a 
straight life annuity commencing at normal 
retirement age. The UP-84 mortality table and an 
interest rate of 7.5 percent are used to calculate 
the contributions necessary to fund the stated 
benefit. Required contributions are determined on 
the last day of each plan year. The normal 
retirement.age under the plan is 65. Employee M 
is 39 years old in 1994, has participated in the 
plan for six years, and has average annual 
compensation equal to $60,000 for the 1994 plan 
year. Assume that Employee M's theoretical 
reserve as of the last day of the 1993 plan year is 
$13,909, determined under §1.401(a)(4)-I3(e), 
and that required employer contributions for 
1993 were determined using an interest rate of 
six percent. 

(b) Under these facts, Employer X's 1994 
required contribution to fund Employee M's 
stated benefit is $1,318, calculated as follows: 

(1) Employee M's fractional rule benefit is 
$24,000 (40 percent of Employee M's average 
annual compensation of $60,000). 

(2) The actuarial present value of Employee 
M's fractional rule benefit as of the last day of 
the 1994 plan year is $30,960 (Employee M's 
fractional rule benefit of $24,000 multiplied by 
1.290, the actuarial present value factor for an 
annual straight life annuity commencing at age 
6~ applicable to a 39-year-old employee, deter
Inlned using the stated interest rate of 7.5 percent 
and th~ UP-84 mortality table, and assuming no 
mortality before normal retirement age). 

(3) The actuarial present value of Employee 
M's fractional rule benefit ($30,960) is reduced 
by Employee M's theoretical reserve as of the 
last day of the 1994 plan year. The theoretical 
reserve on that day is $14,744-the $13,909 
theoretical reserve as of the last day of the 1993 
plan year, increased by interest for one year at 
the rate of six percent. Because the required 

contribution for the 1993 plan year is taken into 
account under §1.401(a)(4)-13(e)(2) in determin
ing the theoretical reserve as of the last day of 
the 1993 plan year, it is not added to the 
theoretical reserve again in this paragraph (b )(3) 
of this Example 1. The resulting difference is 
$16,216 ($30,960 - $14,744). 

(4) The $16,216 excess of the actuarial 
present value of Employee M's fractional rule 
benefit over Employee M's theoretical reserve is 
multiplied by 0.0813, the amortization factor 
applicable to a 39-year-old employee determined 
using the stated interest rate of 7.5 percent. The 
product of $1,318 is the amount of the required 
employer contribution for Employee M for the 
1994 plan year. 

Example 2. (a) The facts are the same as in 
Example 1, except that as of January I, 1995, the 
plan's stated benefit formula is amended to 
provide for a stated benefit equal to 45 percent 
of average annual compensation, reduced pro rata 
for years of participation less than 25, payable 
annually as a straight life annuity commencing at 
normal retirement age. For the 1995 plan year, 
Employee M's average annual compensation 
continues to be $60,000. The mortality table used 
for the calculation of the employer's required 
contributions remains the same as in the prior 
plan year, but the plan's stated interest rate is 
changed to 8.0 percent effective as of December 
31, 1995. 

(b) Under these facts, Employer X's required 
contribution for Employee M is $1,290, calcu
lated as follows: 

(1) Employee M's fractional rule benefit is 
$27,000 (45 percent of $60,000). 

(2) The actuarial present value of Employee 
M's fractional rule benefit as of the last day of 
the 1995 plan year is $32,319 ($27,000 multi
plied by 1.197, the actuarial present value factor 
for an annuity commencing at age 65 applicable 
to a 40-year-old employee, determined using the 
stated interest rate of 8.0 percent and the UP-84 
mortality table, and assuming no mortality before 
normal retirement age). 

(3) The actuarial present value of Employee 
M's fractional rule benefit ($32,319) is reduced 
by Employee M's theoretical reserve as of the 
last day of the 1995 plan year. The theoretical 
reserve as of that day is $17,267-the $14,744 
theoretical reserve as of the last day of the 1994 
plan year plus the $1,318 required contribution 
for the 1994 plan year, both increased by interest 
for one year at the rate of 7.5 percent. The 
resulting difference is $15,052 ($32,319 -
$17,267). 

(4) The result in paragraph (b)(3) of this 
Example 2 is multiplied by 0.0857, the amortiza
tion factor applicable to a 40-year-old employee 
determined using the stated interest rate of 8.0 
percent. The product, $1,290, is the amount of 
the required employer contribution for Employee 
M for the 1995 plan year. 

(c) Nondiscrimination in amount of 
contributions under a defined benefit 
plan-(1) General rule. Equivalent al
locations under a defined benefit plan 
are nondiscriminatory in amount for a 
plan year if the plan would satisfy 
§1.401(a)(4)-3(c)(1) (taking into ac
count §1.401(a)(4)-3(c)(3» for the plan 
year if an equivalent normal and most 
valuable allocation rate, as determined 



under paragraph (c)(2) of this section, 
were substituted for each employee's 
nonnal and most valuable accrual rate, 
respectively, in the determination of 
rate groups. 

(2) Determination of equivalent al
location rates-(i) Basic definitions. 
An employee's equivalent normal and 
most valuable allocation rates for a 
plan year are, respectively, the actuarial 
present value of the increase over the 
plan year in the benefit that would be 
taken into account in determining the 
employee's normal and most valuable 
accrual rates for the plan year, ex
pressed either as a dollar amount or as 
a percentage of the employee's plan 
year compensation. In the case of a 
contributory DB plan, the rules in 
§1.401(a)(4)-6(b)(1), (b)(5), or (b)(6) 
must be used to determine the amount 
of each employee's employer-provided 
benefit that would be taken into ac
count for this purpose. 

(ii) Rules for determining actuarial 
present value. The actuarial present 
value of the increase in an employee's 
benefit must be determined using a 
standard interest rate and a standard 
mortality table, and no mortality may 
be assumed prior to the employee's 
testing age. 

(iii) Options. The optional rules in 
§1.401(a)(4)-2(c)(2)(iv) (imputation of 
permitted disparity) and (v) (grouping 
of rates) may be applied to determine 
an employee's equivalent normal and 
most valuable allocation rates by sub
stituting those rates (determined with
out regard to the option) for the 
employee's allocation rate in that sec
tion where appropriate. In addition, the 
limitations under section 415 may be 
taken into account under §1.401(a)(4)-
3(d)(2)(ii)(B), and qualified disability 
benefits may be taken into account as 
accrued benefits under §1.401(a)(4)-
3(t)(2), in determining the increase in 
an employee's accrued benefit during a 
plan year for purposes of paragraph 
(c)(2)(i) of this section, if those rules 
would otherwise be available. No other 
options are available in determining an 
employee's equivalent normal and most 
valuable allocations rate except those 
(e.g., selection of alternative standard 
interest rates) specifically provided in 
this paragraph (c)(2). Thus, while all of 
the mandatory rules in §1.401(a)(4)-
3(d) and (f) for determining the amount 
of benefits used to determine an 
employee's normal and most valuable 
accrual rates (e.g., the treatment of 

early retirement window benefits in 
§1.401(a)(4)-3(f)(4» are applicable in 
determining an employee's equivalent 
normal and most valuable allocation 
rates, none of the optional rules under 
§1.401(a)(4)-3 is available (except the 
options relating to the section 415 
limits and qualified disability benefits 
noted above). 

(iv) Consistency rule. Equivalent al
location rates must be determined in a 
consistent manner for all employees for 
the plan year. Thus, for example, the 
same standard interest rates must be 
used, and any available options must be 
applied consistently if at all. 

* * * * * * 
(d) Safe-harbor testing method for 

defined benefit plans that are part of a 
floor-offset arrangement-(1) General 
rule. A defined benefit plan that is part 
of a floor-offset arrangement is deemed 
to satisfy the nondiscriminatory amount 
requirement of §1.401(a)(4)-I(b)(2) if 
all of the following requirements are 
satisfied: 

(i) Under the floor-offset arrange
ment, the accrued benefit (as defined in 
section 41 1 (a)(7)(A)(i» that would 
otherwise be provided to an employee 
under the defined benefit plan must be 
reduced solely by the actuarial 
equivalent of all or part of the 
employee's account balance attributable 
to employer contributions under a 
defined contribution plan maintained by 
the same employer (plus the actuarial 
equivalent of all or part of any prior 
distributions from that portion of the 
account balance). If any portion of the 
benefit that is being offset is nonforfei
table, that portion may be offset only 
by a benefit (or portion of a benefit) 
that is also nonforfeitable. In determin
ing the actuarial equivalent of amounts 
provided under the defined contribution 
plan, an interest rate no higher than the 
highest standard interest rate must be 
used, and no mortality may be assumed 
in determining the actuarial equivalent 
of any prior distributions from the 
defined contribution plan or for periods 
prior to the benefit commencement date 
under the defined benefit plan. 

(ii) The defined benefit plan may not 
be a contributory DB plan (unless it 
satisfies §1.401(a)(4)-6(b)(6», and 
benefits under the defined benefit plan 
may not be reduced by any portion of 
the employee's account balance under 
the defined contribution plan (or prior 
distributions from that account) that are 
attributable to employee contributions. 
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(iii) The defined benefit plan and the 
defined contribution plan must benefit 
the same employees. 

(iv) The offset under the defined 
benefit plan must be applied to all 
employees on the same terms. 

(v) All employees must have avail
able to them under the defined contri
bution plan the same investment op
tions and the same options with respect 
to the timing of preretirement 
distributions. 

(vi) The defined benefit plan must 
satisfy the uniformity requirements of 
§1.401(a)(4)-3(b)(2) and the unit credit 
safe harbor in §1.401(a)(4)-3(b)(3) 
without taking into account the offset 
described in paragraph (d)(1)(i) of this 
section (i.e., on a gross-benefit basis), 
and the defined contribution plan must 
satisfy any of the tests in §1.401(a)(4)-
2(b) or (c). Alternatively, the defined 
benefit plan must satisfy any of the 
tests in §1.401(a)(4)-3(b) or (c) with
out taking into account the offset 
described in paragraph (d)(l)(i) of this 
section, and the defined contribution 
plan must satisfy the uniform allocation 
safe harbor in §1.401(a)(4)-2(b)(2). 

(vii) The defined contribution plan 
may not be a section 401(k) plan or a 
section 401(m) plan. 

(2) Application of safe-harbor test
ing method to qualified offset arrange
ments. A defined benefit plan that is 
part of a qualified offset arrangement 
as defined in section 1116(f)(5) of the 
Tax Reform Act of 1986, Pub. L. No. 
99-514, is deemed to satisfy the 
requirements of paragraph (d)(I)(vi) 
and (vii) of this section, if the only 
defined contribution plans included in 
the qualified offset arrangement are 
section 401(k) plans, section 401(m) 
plans, or both, and the defined benefit 
plan would satisfy the requirements of 
paragraph (d)(1)(vi) of this section 
assuming the elective contributions for 
each employee under the defined con
tribution plan were the same (either as 
a dollar amount or as a percentage of 
compensation) for all plan years since 
the establishment of the plan. 

§1.401(a)(4)-9 Plan aggregation and 
restructuring. 

(a) Introduction. Two or more plans 
that are permissively aggregated and 
treated as a single plan under §§1.41O
(b)-7(d) must also be treated as a 
single plan for purposes of section 
401(a)(4). See §1.401(a)(4)-12 (defini-
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tion of plan). An aggregated plan is 
generally tested under the same rules 
applicable to single plans. Paragraph 
(b) of this section, however, provides 
special rules for determining whether a 
plan that consists of one or more 
defined contribution plans and one or 
more defined benefit plans (a DBIDC 
plan) satisfies section 401(a)(4) with 
respect to the amount of employer
provided benefits and the availability of 
benefits, rights, and features. Paragraph 
(c) of this section provides rules 
allowing a plan to be treated as 
consisting of separate component plans 
and allowing the component plans to be 
tested separately under section 
401(a)(4). 

(b) Application of nondiscrimination 
requirements to DB/DC plans-(1) 
General rule. Except as provided in 
paragraph (b)(2) of this section, 
whether a DBIDC plan satisfies section 
401(a)(4) is determined using the same 
rules applicable to a single plan. In 
addition, paragraph (b)(3) of this sec
tion provides an optional rule for 
demonstrating nondiscrimination in 
availability of benefits, rights, and 
features provided under a DBIDC plan. 

(2) Special rules for demonstrating 
nondiscrimination in amount of contri
butions or benefits-(i) Application of 
general tests. A DBIDC plan satisfies 
section 401(a)(4) with respect to the 
amount of contributions or benefits for 
a plan year if it would satisfy 
§1.401(a)(4)-3(c)(1) (without regard to 
the special rule in §1.401(a)(4)-3(c)(3» 
for the plan year if an employee's 
aggregate normal and most valuable 
allocation rates, as determined under 
paragraph (b)(2)(ii)(A) of this section, 
or an employee's aggregate normal and 
most valuable accrual rates, as deter
mined under paragraph (b)(2)(ii)(B) of 
this section, were substituted for each 
employee's normal and most valuable 
accrual rates, respectively, in the deter
mination of rate groups. 

(ii) Determination of aggregate 
rates-(A) Aggregate allocation rates. 
An employee's aggregate normal and 
most valuable allocation rates are deter
mined by treating all defined contribu
tion plans that are part of the DBIDC 
plan as a single plan, and all defined 
benefit plans that are part of the DB/ 
DC plan as a separate single plan; and 
determining an allocation rate and 
equivalent normal and most valuable 
allocation rates for the employee under 
each plan under §§1.401(a)(4)-2(c)(2) 
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and 1.401 (a)(4)-8(c)(2), respectively. 
The employee's aggregate nonnal al
location rate is the sum of the 
employee's allocation rate and 
equivalent nonnal allocation rate deter
mined in this manner, and the 
employee's aggregate most valuable 
allocation rate is the sum of the 
employee's allocation rate and 
equivalent most valuable allocation rate 
determined in this manner. 

(B) Aggregate accrual rates. An 
employee's aggregate nonnal and most 
valuable accrual rates are detennined 
by treating all defined contribution 
plans that are part of the DBIDC plan 
as a single plan, and all defined benefit 
plans that are part of the DBIDC plan 
as a separate single plan; and detennin
ing an equivalent accrual rate and 
nonnal and most valuable accrual rates 
for the employee under each plan under 
§§1.401(a)(4)-8(b)(2) and 1.401(a)(4)-
3(d), respectively. The employee's ag
gregate nonnal accrual rate is the sum 
of the employee's equivalent accrual 
rate and the nonnal accrual rate deter
mined in this manner, and the 
employee's aggregate most valuable 
accrual rate is the sum of the 
employee's equivalent accrual rate and 
most valuable accrual rate detennined 
in this manner. 

(iii) Options applied on an aggre
gate basis. The optional rules in 
§1.401(a)(4)-2(c)(2)(iv) (imputation of 
permitted disparity) and (v) (grouping 
of rates) may not be used to detennine 
an employee's allocation or equivalent 
allocation rate, but may be applied to 
detennine an employee's aggregate 
normal and most valuable allocation 
rates by substituting those rates (deter
mined without regard to the option) for 
the employee's allocation rate in that 
section where appropriate. The optional 
rules in § 1.401 (a)(4)-3(d)(3) (e.g., im
putation of permitted disparity) may 
not be used to determine an employee's 
accrual or equivalent accrual rate, but 
may be applied to detennine an 
employee's aggregate nonnal and most 
valuable accrual rate by substituting 
those rates (determined without regard 
to the option) for the employee's 
normal and most valuable accrual rates, 
respectively, in that section where 
appropriate. 

(iv) Consistency rule-(A) General 
rule. Aggregate nonnal and most valu
able allocation rates and aggregate 
normal and most valuable accrual rates 
must be determined in a consistent 

manner for all employees for the plllll 
year. Thus, for example, the same 
measurement periods and interest rates 
must be used, and any available options 
must be applied consistently, if at all, 
for the entire DBIDC plan. Conse
quently, options that are not permitted 
to be used under §1.401(a)(4)-8 in 
cross-testing a defined contribution 
plan or a defined benefit plan (such ~ 
measurement periods that include fu
ture periods, non-standard interest 
rates, the option to disregard compen
sation adjustments described in 
§1.401(a)(4)-13(d), or the option to 
disregard plan provisions providing for 
actuarial increases after nonnal retire
ment age under §1.401(a)(4)-3(f)(3» 
may not be used in testing a DBIDC 
plan on either a benefits or contribu
tions basis, because their use would 
inevitably result in inconsistent deter
minations under the defined contribu
tion and defined benefit portions of the 
plan. 

(B) Exception for section 415 alter
native. A DBIDC plan does not fail to 
satisfy the consistency rule in para
graph (b)(2)(iv)(A) of this section 
merely because the limitations under 
section 415 are not taken into account, 
or may not be taken into account, 
under §1.401(a)(4)-3(d)(2)(ii)(B) in de
termining employees' accrual or 
equivalent allocation rates under the 
defined benefit portion of the plan, 
even though those limitations are ap
plied in determining employees' alloca
tion and equivalent accrual rates under 
the defined contribution portion of the 
plan. 

(3) Optional rules for demonstrating 
nondiscrimination in availability of 
certain benefits, rights, and features
(i) Current availability. A DBIDC plan 
is deemed to satisfy § 1.401 (a)(4)-
4(b)(1) with respect to the current 
availability of a benefit, right, or 
feature other than a single sum benefit, 
loan, ancillary benefit, or benefit com
mencement date (including the avail
ability of in-service withdrawals), that 
is provided under only one type of plan 
(defined benefit or defined contribu
tion) included in the DBIDC plan, if 
the benefit, right, or feature is currently 
available to all NHCEs in all plans of 
the same type as the plan under which 
it is provided. 

(ii) Effective availability. The fact 
that it may be difficult or impossible to 
provide a benefit, right, or feature 
described in paragraph (b)(3)(i) of this 



section under a plan of a different type 
than the plan or plans under which it is 
provided is one of the factors taken 
into account in determining whether the 
plan satisfies the effective availability 
requirement of § 1.401 (a)(4)-4(c)(1). 

(c) Plan restructuring-(1) General 
rule. A plan may be treated, in 
accordance with this paragraph (c), as 
consisting of two or more component 
plans for purposes of determining 
whether the plan satisfies section 
401(a)(4). If each of the component 
plans of a plan satisfies all of the 
requirements of sections 401(a)(4) and 
410(b) as if it were a separate plan, 
then the plan is treated as satisfying 
section 401(a)(4). 

(2) Identification of component 
plans. A plan may be restructured into 
component plans, each consisting of all 
the allocations, accruals, and other 
benefits, rights, and features provided 
to a selected group of employees. The 
employer may select the group of 
employees used for this purpose in any 
manner, and the composition of the 
groups may be changed from plan year 
to plan year. Every employee must be 
included in one and only one compo
nent plan under the same plan for a 
plan year. 

(3) Satisfaction of section 40J(a)(4) 
by a component plan-(i) General rule. 
The rules applicable in determining 
whether a component plan satisfies 
section 401(a)(4) are the same as those 
applicable to a plan. Thus, for this 
purpose, any reference to a plan in 
section 401(a)(4) and the regulations 
thereunder (other than this paragraph 
(c» is interpreted as a reference to a 
component plan. As is true for a plan, 
whether a component plan satisfies the 
uniformity and other requirements ap
plicable to safe harbor plans under 
§§1.401(a)(4)-2(b) and 1.401(a)(4)-
3(b) is determined on a design basis. 
Thus, for example, plan provisions are 
not disregarded merely because they do 
not currently apply to employees in the 
component plan if they will apply to 
those employees as a result of the mere 
passage of time. 

(ii) Certain testing rules involving 
averaging. The safe harbor in § 1.401-
(a)(4)-2(b)(3) for plans with uniform 
points allocation formulas are not avail
able in testing (and thus cannot be 
satisfied by) contributions under a 
component plan. See §§1.401(k)-I(b)
(3)(iii) and 1.401(m)-I(b)(3)(iii) for 
rules regarding the inapplicability of 

restructuring to section 401(k) plans 
and section 401(m) plans. 

(4) Satisfaction of section 41O(b) by 
a component plan-(i) General rule. 
The rules applicable in determining 
whether a component plan satisfies 
section 41O(b) are generally the same 
as those applicable to a plan. However, 
a component plan is deemed to satisfy 
the average benefit percentage test of 
§1.41O(b)-5 if the plan of which it is a 
part satisfies §1.41O(b)-5 (without re
gard to § 1.41O(b)-5(f). In the case of 
a component plan that is part of a plan 
that relies on § 1.41O(b )-5(f) to satisfy 
the average benefit percentage test, the 
component plan is deemed to satisfy 
the average benefit percentage test only 
if the component plan separately satis
fies §1.410(b)-5(f). In addition, all 
component plans of a plan are deemed 
to satisfy the average benefit percent
age test if the plan makes an early 
retirement window benefit (within the 
meaning of §1.401(a)(4)-3(f)(4)(iii» 
currently available (within the meaning 
of §1.401(a)(4)-3(f)(4)(ii)(A» to a 
group of employees that satisfies sec
tion 41O(b) (without regard to the 
average benefit percentage test), and if 
it would not be necessary for the plan 
or any rate group or component plan of 
the plan to satisfy that test in order for 
the plan to satisfy sections 401(a)(4) 
and 410(b) in the absence of the early 
retirement window benefit. 

(ii) Relationship to satisfaction of 
section 41O(b) by the plan. Satisfaction 
of section 41O(b) by a component plan 
is relevant solely for purposes of 
determining whether the plan of which 
it is a part satisfies section 401(a)(4), 
and not for purposes of determining 
whether the plan satisfies section 
41O(b) itself. The plan must still 
independently satisfy section 41O(b) in 
order to be a qualified plan. Similarly, 
satisfaction of section 41 O(b) by a plan 
is relevant solely for purposes of 
determining whether the plan, and not 
the component plan, satisfies section 
41O(b). Thus, for example, a compo
nent plan that does not satisfy the ratio 
percentage test of § 1.41 O(b )-2(b )(2) 
must still satisfy the average benefit 
test of § 1.41O(b)-2(b)(3), even though 
the plan of which it is a part satisfies 
the ratio percentage test. 

(5) Effect of restructuring under 
other sections. The restructuring rules 
provided in this paragraph (c) apply 
solely for purposes of sections 
401(a)(4) and 401(1), and those por-
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tions of sections 41O(b), 414(s), and 
any other provisions that are specifi
cally applicable in determining whether 
the requirements of section 401(a)(4) 
are satisfied. Thus, for example, a 
component plan is not treated as a 
separate plan under section 401 (a)(26). 

(6) Examples. The following exam
ples illustrate the rules in this para
graph (c): 

Example 1. Employer X maintains a defined 
benefit plan. The plan provides a normal 
retirement benefit equal to 1.0 percent of average 
annual compensation times years of service to 
employees at Plant S, and 1.5 percent of average 
annual compensation times years of service to 
employees at Plant T. Under paragraph (c)(2) of 
this section, the plan may be treated as 
consisting of two component defined benefit 
plans, one providing retirement benefits equal to 
1.0 percent of average annual compensation 
times years of service to the employees at Plant 
S, and another providing benefits equal to 1.5 
percent of average annual compensation times 
years of service to employees at Plant T. If each 
component plan satisfies sections 401 (a)( 4) and 
41O(b) as if it were a separate plan under the 
rules of this paragraph (c), then the entire plan 
satisfies section 401(a)(4). 

Example 2. (a) Employer Y maintains Plan A, 
a defined benefit plan, for its Employees M, N, 
0, P, Q, and R. Plan A provides benefits under a 
uniform formula that satisfies the requirements of 
§1.401(a)(4)-3(b)(2) and (b)(3) before it is 
amended on February 14, 1994. The amendment 
provides an early retirement window benefit that 
is a subsidized optional form of benefit under 
§1.401(a)(4)-3(b)(2)(iii) and that is available on 
the same terms to all employees who satisfy the 
eligibility requirements for the window. The 
early retirement window benefit is available only 
to employees who retire between June I, 1994, 
and November 30, 1994. 

(b) Assume that Employees M, N, and ° will 
be eligible to receive the window benefit by the 
end of the window period and Employees P, Q, 
and R will not. Because substantially all 
employees will not satisfy the eligibility require
ments for the early retirement window benefit by 
the close of the early retirement window benefit 
period, Plan A fails to satisfy the uniform 
subsidies requirement of §1.401(a)(4)-3(b)(2)
(iii). See §1.401(a)(4)-3(b)(2)(vi), Example 6. 

(c) Under paragraph (c)(2) of this section, 
Employees M, N, 0, P, Q, and R may be 
grouped into two component plans, one consist
ing of Employees M, N, and ° and all their 
accruals and other benefits, rights, and features 
under the plan (including the early retirement 
window benefit), and another consisting of 
Employees P, Q, and R, and all their accruals 
and other benefits, rights, and features under the 
plan. Each of the component plans identified in 
this manner satisfies the uniform subsidies 
requirement of §1.401(a)(4)-3(b)(2)(iii), and thus 
satisfies §1.401(a)(4)-3(b). The entire plan satis
fies section 401(a)(4) under the rules of this 
paragraph (c), if each of these component plans 
also satisfies section 41 O(b) as if it were a 
separate plan (including, if applicable, the 
reasonable classification requirement of 
§1.410(b)-4(b), and taking into account the 
special rule of paragraph (c)(4)(i) of this section 
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that forgives the average benefit percentage test 
in certain situations in which the average benefit 
percentage test would be required solely as a 
result of the early retirement window benefit). 

Example 3. (a) Employer Z maintains Plan B. 
a defined benefit plan with a benefit formula that 
provides two percent of average annual compen
sation for each year of service up to 20 to each 
employee. Assume that Plan B would satisfy the 
fractional accrual rule safe harbor in 
§ 1.401(a)(4)-3(b)(4). except that some 
employees accrue a portion of their normal 
retirement benefit in the current plan year that is 
more than one third larger than the portion of the 
same benefit accrued by other employees for the 
current plan year. and the plan therefore fails to 
satisfy the one-third-Iarger-requirement of 
§ 1.40 I (a)(4)-3(b)(4)(i)(C)U). 

(b) Employer Z restructures Plan B into two 
plans. one covering employees with 30 years or 
less of service at normal retirement age. and the 
other covering all other employees. Each compo
nent plan would separately satisfy the one-third
larger requirement of § 1.401 (a)(4)-3(b)(4)(i)
(C)U) if the only employees taken into account 
were those employees included in the component 
plan in the current plan year. Under paragraph 
(c)(3)(i) of this section and §1.401(a)(4)-3(b)
(4)(i)(C)(l). however. the component plans do 
not satisfy the one-third-larger requirement be
cause the safe harbor determination is made 
taking into account the effect of the plan benefit 
formula on any potential employee in the 
component plan (other than employees with more 
than 33 years of service at normal retirement 
age). and not just those employees included in 
the component plan in the current plan year. 

§I.40I(a)(4)-1O Testing of former 
employees. 

(a) Introduction. This section 
provides rules for determining whether 
a plan satisfies the nondiscriminatory 
amount and nondiscriminatory avail
ability requirements of §1.401(a)(4)-
1(b)(2) and (3), respectively, with 
respect to former employees. Generally, 
this section is relevant only in the case 
of benefits provided through an amend
ment to the plan effective in the current 
plan year. See the definitions of 
employee and former employee in 
§1.401(a)(4)-12. 

(b) Nondiscrimination in amount of 
contributions or benefits-(1) General 
rule. A plan satisfies §1.401(a)(4)-
1(b)(2) with respect to the amount of 
contributions or benefits provided to 
former employees if, under all of the 
relevant facts and circumstances, the 
amount of contributions or benefits 
provided to former employees does not 
discriminate significantly in favor of 
former HCEs. For this purpose, contri
butions or benefits provided to former 
employees includes all contributions or 
benefits provided to former employees 
or. at the. employer's option, only those 
contnbutlOns or benefits arising out of 
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the amendment providing the contribu
tions or benefits. A plan under which 
no former employee currently benefits 
(within the meaning of §1.41O(b)-3(b» 
is deemed to satisfy this paragraph (b). 

(2) Permitted disparity. Section 
401(1) and §1.401(a)(4)-7 generally 
apply to benefits provided to former 
employees in the same manner as those 
provisions apply to employees. Thus, 
for example, for purposes of determin
ing a former employee's cumulative 
permitted disparity limit, the sum of 
the former employee's total annual 
disparity fractions (within the meaning 
of § 1.401(1)-5) as an employee con
tinues to be taken into account. How
ever, the permitted disparity rate appli
cable to a former employee is 
determined under § 1.401 (1)-3( e) as of 
the age the former employee com
menced receipt of benefits, not as of 
the date the employee receives the 
accrual for the current plan year. 

(3) Examples. The following exam
ples illustrate the rules in this para
graph (b): 

Example 1. Employer X maintains a section 
401(1) plan. Plan A. that uses maximum permit
ted disparity. Plan A is amended to increase the 
benefits of all former employees in pay status. 
The percentage increase for each former 
employee is reasonably comparable to the 
adjustment in social security benefits under 
section 215(i)(2)(A) of the Social Security Act 
since the former employee commenced receipt of 
benefits. Plan A does not fail to satisfy this 
paragraph (b) merely because of the amendment. 

Example 2. The facts are the same as in 
Example 1. except that the amendment provides 
an across-the-board 20 percent increase in 
benefits for all former employees in pay status. 
The cost of living has increased at an average 
rate of three percent in the two years preceding 
the amendment. and some HCEs have retired and 
become former HCEs during that period. Be
cause this amendment increases the disparity in 
the plan formula beyond the maximum permitted 
disparity adjusted for any reasonable approxima
tion of the increase in the cost of living since the 
~CEs retired. Plan A discriminates significantly 
m favor of former HCEs, and thus does not 
satisfy this paragraph (b). 

Example 3. The facts are the same as in 
Ex~mple 1. except that Plan A is only amended 
to mcrease the benefits of former employees in 
pay status who terminated employment with 
Employer X after attaining early retirement age. 
The determination of whether the amendment 
causes Plan. A to fail to satisfy this paragraph (b) 
must take mto account the relative numbers of 
former HCEs and former NHCEs who have 
terminated employment with Employer X after 
attauung early retirement age. 

(c) Nondiscrimination in availability 
of .benefits, ~ights, or features. A plan 
satIsfies se~tlO~. 401(a)(4) with respect 
to the avaIlabIlIty of benefits, rights, 

and features provided to former 
employees if any change in the avail
ability of any benefit, right, or feature 
to any former employee is applied in a 
manner that, under all of the relevant 
facts and circumstances, does not dis
cnmmate significantly in favor of 
former HCEs. For purposes of demon
strating that a plan satisfies section 
401(a)(4) with respect to the avail
ability of loans provided to former 
employees, an employer may treat 
former employees who are parties in 
interest within the meaning of section 
3(14) of the Employee Retirement 
Income Security Act of 1974 as 
employees. 

§I.40J(a)(4)-1l Additional rules. 

(a) Introduction. This section 
provides additional rules for determin
ing whether a plan satisfies section 
401(a)(4). Paragraph (b) of this section 
provides rules for the treatment of the 
portion of an employee's accrued bene
fit or account balance that is attributa
ble to rollovers, transfers between 
plans, and employee buybacks. Para
graph (c) of this section provides rules 
regarding vesting. Paragraph (d) of this 
section provides rules regarding service 
crediting. Paragraph (e) of this section, 
regarding family aggregation, and para
graph (f) of this section, regarding 
governmental plans, are reserved. Para
graph (g) of this section provides rules 
regarding the extent to which corrective 
amendments may be made for purposes 
of section 401 (a). 

(b) Rollovers, transfers, and 
buybacks-(1) Rollovers and elective 
transfers. The portion of an employee's 
accrued benefit or account balance 
under a plan that is attributable to 
rollover (including direct rollover) con
tributions to the plan that are described 
in section 402(c), 402(e)(6), 403(a)(4), 
403(a)(5), or 408(d)(3), or elective 
transfers to the plan that are described 
in §1.41l(d)-4, Q&A-3(b), is not taken 
into account in determining whether the 
plan satisfies the nondiscriminatory 
amount requirement of §1.401(a)(4)
l(b)(2). 

(2) Other transfers. [Reserved] 
(3) Employee buybacks-(i) Rehired 

employee buyback of previous service. 
An employee's repayment to a plan of 
a prior distribution from the plan 
(including reasonable interest from the 
time of the distribution) that results in 
the restoration of the employee's ac-



crued benefit under the plan (or the 
service associated with that accrued 
benefit) that would otherwise be dis
regarded in determining the employee's 
accrued benefit in accordance with 
section 411 on account of the distribu
tion is not treated as an employee 
contribution for purposes of § § 1.401-
(a)(4)-1 through 1.401 (a)(4)-13. 

(ii) Make-up of missed employee 
contributions. If a contributory DB 
plan gives all employees who did not 
make employee contributions for a 
prior period the right to make the 
missed contributions at a later date 
(including reasonable interest from the 
time of the missed contributions) and, 
once the contributions have been made, 
determines benefits under the plan by 
treating the employee contributions 
(excluding the interest) as if they were 
actually made during that prior period, 
then those contributions must satisfy 
§1.401(a)(4)-6(c) as if they were 
employee contributions actually made 
during that prior period. Thus, for 
example, §1.401(a)(4)-6(c)(2) is not 
satisfied for the current plan year if the 
employee contribution rate (within the 
meaning of §1.401(a)(4)-6(b)(2)(ii)(A) 
but determined without regard to the 
interest) for the employees making up 
missed contributions is different than 
the employee contribution rate applica
ble to other employees during the prior 
period. The rule in this paragraph 
(b)(3)(ii) may be extended to 
employees who did not make employee 
contributions for a period of service 
that is or would otherwise have been 
credited under the plan and that pre
ceded their participation in the plan. 

(c) Vesting-(1) General rule. A 
plan satisfies this paragraph (c) if the 
manner in which employees vest in 
their accrued benefits under the plan 
does not discriminate in favor of HCEs. 
Whether the manner in which 
employees vest in their accrued bene
fits under a plan discriminates in favor 
of HCEs is determined under this 
paragraph ( c ) based on all of the 
relevant facts and circumstances, taking 
into account any relevant provisions of 
sections 401(a)(5)(E), 411(a)(10), 
411(d)(1), 411(d)(2), 411(d)(3), 411(e), 
and 420(c)(2), and taking into account 
any plan provisions that affect the 
nonforfeitability of employees' accrued 
benefits (e.g., plan provisions regarding 
suspension of benefits permitted under 
section 411(a)(3)(B», other than the 
method of crediting years of service for 
purposes of applying the vesting sched
ule provided in the plan. 

(2) Deemed equivalence of statutory 
vesting schedules. For purposes of this 
paragraph (c), the manner in which 
employees vest in their accrued bene
fits under the vesting schedules in 
section 411(a)(2)(A) and (B) are treated 
as equivalent to one another, and the 
manner in which employees vest in 
their accrued benefits under the vesting 
schedules in section 416(b)(1)(A) and 
(B) are treated as equivalent to one 
another. 

(3) Safe harbor for vesting sched
ules. The manner in which employees 
vest in their accrued benefits under a 
plan is deemed not to discriminate in 
favor of HCEs if each combination of 
plan provisions that affect the nonfor
feitability of any employee's accrued 
benefit would satisfy the non
discriminatory availability requirements 
of § 1.40 1 (a)(4)-4 if that combination 
were an other right or feature. 

(4) Examples. The following exam
ples illustrate the rules in this para
graph (c): 

Example 1. Plan A provides the six-year 
graded vesting schedule described in section 
416(b)(l)(B). In 1996, Plan A is amended to 
provide the five-year vesting schedule described 
in section 411(a)(2)(A). To comply with section 
411(a)(lO)(B), the plan amendment also provides 
that all employees with at least three years of 
service may elect to retain the prior vesting 
schedule. The manner in which employees vest 
in their accrued benefits under Plan A does not 
discriminate in favor of HCEs mereiy because 
the prior vesting schedule continues to apply to 
the accrued benefits of electing employees, even 
if, at the time of the election or in future years, 
the prior vesting schedule applies only to a group 
of employees that does not satisfy section 
41O(b). 

Example 2. The facts are the same as in 
Example 1, except that, for administrative 
convenience in complying with section 
411(a)(lO)(B), the plan amendment automatically 
provides all employees employed on the date of 
the amendment with the higher of the nonforfei
table percentages determined under either sched
ule. The manner in which employees vest in their 
accrued benefits under Plan A does not discrimi
nate in favor of HCEs merely because, for 
administrative convenience in complying with 
section 41 I (a)(lO), the amendment exceeds the 
requirements of section 411(a)(lO). The result 
would be the same if the plan amendment 
automatically provided the higher of the nonfor
feitable percentages only to those employees 
with at least three years of service. 

Example 3. (a) Employer Y maintains Plan B 
covering all of its employees. On January I, 
1996, Employer Y sells Division M to Employer 
Z, and all of the employees in Division M 
become employees of Employer Z. Employer Y 
obtains a determination letter that the resulting 
cessation of participation by these employees in 
Plan B constitutes a partial termination. There
fore, in order to satisfy section 411(d)(3), Plan B 
fully vests the accrued benefit of each of the 
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employees of Division M whose participation in 
Plan B ceased as a result of the sale on January 
I, 1996. 

(b) The manner in which employees vest in 
their accrued benefits under Plan B does not 
discriminate in favor of HCEs merely because, in 
order to satisfy section 411 (d)(3), the accrued 
benefits of all employees affected by the partial 
termination become fully vested. This is true 
even if the affected group of employees does not 
satisfy section 41O(b). 

Example 4. (a) The facts are the same as in 
Example 3, except that Employer Y does not 
obtain a determination letter that the sale of 
Division M to Employer Z will cause a partial 
termination. Instead, based on its reasonable 
belief that the sale will cause a partial termina
tion, and in order to ensure that Plan B will 
satisfy section 411(d)(3), Employer Y amends 
Plan B to vest fully the accrued benefit on 
January I, 1996 of each of the employees it 
reasonably believes to be an affected employee. 

(b) The manner in which employees vest in 
their accrued benefits under Plan B does not 
discriminate in favor of HCEs merely because, 
based on Employer Y's reasonable belief that the 
sale will cause a partial termination, Plan B is 
amended to vest fully the accrued benefits of 
each of the employees it reasonably believes to 
be an affected employee. 

(d) Service-crediting rules-(1) 
Overview-(i) In general. A defined 
benefit plan or a defined contribution 
plan does not satisfy this paragraph (d) 
with respect to the manner in which 
service is credited under the plan 
unless the plan satisfies paragraph 
(d)(2) of this section. Paragraph (d)(3) 
of this section provides rules for 
determining whether service other than 
actual service with the employer may 
be taken into account in determining 
whether a defined benefit plan or a 
defined contribution plan satisfies 
§1.401(a)(4)-I(b)(2) or (b)(3). (How
ever, for purposes of cross-testing a 
defined contribution plan, only years in 
which the employee benefited under 
the plan may be taken into account in 
determining equivalent accrual rates. 
See §1.401(a)(4)-8(b)(2)(i).) The rules 
of this paragraph (d) apply separately 
to service credited under a plan for 
each different purpose under the plan, 
including, but not limited to: applica
tion of the benefit formula (benefit 
service), application of the accrual 
method (accrual service), application of 
the vesting schedule (vesting service), 
entitlement to benefits, rights, and 
features (entitlement service), applica
tion of the requirements for eligibility 
to participate in the plan (eligibility 
service). 

(ii) Special rule for pre-effective 
date service. A plan is deemed to 
satisfy this paragraph (d) with respect 
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to service credited for periods prior to 
the effective date applicable to the plan 
under §1.401(a)(4)-13(a) or (b) under a 
plan provision adopted and in effect as 
of February II, 1993 (and any such 
service may be taken into account for 
purposes of satisfying §1.401(a)(4)-
1(b)(2) or (b)(3», if the plan satisfied 
the applicable nondiscrimination re
quirements with respect to the service 
that were in effect for all relevant 
periods prior to the applicable effective 
date. 

(2) Manner of crediting service-(i) 
General rule. A plan satisfies this 
paragraph (d)(2) if, on the basis of all 
of the relevant facts and circumstances, 
the manner in which employees' serv
ice is credited for all purposes under 
the plan does not discriminate in favor 
of HCEs. 

(ii) Equivalent service-crediting 
methods. For purposes of this para
graph (d)(2), a service-crediting method 
used for a specified purpose that is 
based on hours of service, as provided 
in 29 CFR 2530.200b-2, and a service
crediting method used for the same 
purpose that is based on one of the 
equivalencies set forth in 29 CFR 
2530.200b-3, are treated as equivalent 
if the service-crediting methods are 
otherwise the same. 

(iii) Safe harbor for service
crediting. The manner in which service 
is credited under a plan for a specified 
purpose is deemed to satisfy this 
paragraph (d)(2) if each combination of 
service-crediting provisions applied for 
that purpose would satisfy the non
discriminatory availability requirements 
of § lAO I (a)( 4)-4 if that combination 
were an other right or feature. 

(iv) Examples. The following exam
ples illustrate the rules in this para
graph (d)(2): 

Example 1. (a) Plan A covers both salaried 
employees and hourly employees. All of the 
HCEs in Plan A are salaried employees. For 
administrative convenience. salaried employees 
In Plan A (none of whom are part-time) have 
their years of service calculated in accordance 
with the elapsed time provisions in § 1.41O(a)-7. 
Hourly employees in Plan A (most of whom are 
scheduled to work 2.000 hours in a year) have 
their hours of service calculated in accordance 
with 29 CFR 2530.200b-2 and are credited with 
a year of service for each plan year in which 
they complete 1.000 hours of service. 

(b) Plan A does not fail to satisfy this 
paragraph (d)(2) merely because different 
service-crediting provisions are applied to sal
aried and hourly employees for administrative 
convenience. The service-crediting provisions for 
hourly employees in Plan A are reasonably 
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comparable to the service-crediting provisions 
for salaried employees. This is because the 
amount of service credited to hourly employees 
who complete fewer than 1.000 hours of service 
before termination of employment (i.e.. quit. 
retirement. discharge. or death) during the plan 
year (and are treated less favorably than the 
salaried employees with the same period of 
employment during the plan year) is balanced by 
the amount of service credited to hourly 
employees who complete more than 1.000 hours 
of service before termination of employment 
during the plan year (who are treated more 
favorably than the salaried employees with the 
same period of employment during the plan 
year). 

Example 2. (a) The facts are the same as in 
Example 1, except Plan A requires hourly 
employees to complete 2.000 hours of service in 
order to be credited with a full year of service. 
with a pro rata reduction for hourly employees 
who complete fewer than 2.000 hours of service. 

(b) Plan A does not fail to satisfy this 
paragraph (d)(2) merely because different 
service-crediting provisions are applied to sal
aried and hourly employees for administrative 
convenience. The service-crediting provisions for 
hourly employees in Plan A are reasonably 
comparable to the service-crediting provisions 
for salaried employees. This is because the 
amount of service credited to hourly employees 
whose employment terminates (i.e., quit, retire, 
are discharged, or die) during the plan year is 
reasonably comparable to the amount of service 
credited to salaried employees whose employ
ment is terminated during the plan year with the 
same period of employment during the plan year. 

(3) Service-crediting period-(i). 
Limitation on service taken into 
account-(A) General rule. Except as 
otherwise provided in this paragraph 
(d)(3), service for periods in which an 
employee does not perform services as 
an employee of the employer or in 
which the employee did not participate 
in the plan may not be taken into 
account in determining whether the 
plan satisfies §1.401(a)(4)-I(b)(2) and 
(b)(3). In addition, in determining 
whether a plan satisfies §1.401(a)(4)
l(b)(2) and (b)(3), no more than one 
year of service may be taken into 
account with respect to any 12-
consecutive-month period (with adjust
ments for shorter periods, if appropri
ate) unless the additional service is 
required to be credited under section 
410 or 411, whichever is applicable. 

(B) Past service. Notwithstanding 
paragraph (d)(3)(i)(A) of this section 
service for periods in which a~ 
employee performed services as an 
employee of the employer and did not 
participate in a plan, but in which the 
employee would have participated in 
the plan but for the fact that the plan 
(or the plan amendment extending 
coverage to the employee) was not in 
existence during that period, may be 

taken into account in determining 
whether the plan satisfies §1.401(a)(4)-
1(b)(2) and (b)(3). This is because 
service for such periods generally 
would have been credited for the 
employee but for the timing of the plan 
establishment or amendment, and the 
timing of the plan establishment or 
amendment must satisfy §1.401(a)(4)-
5(a). 

(C) Pre-participation and imputed 
service. Notwithstanding paragraph 
(d)(3)(i)(A) of this section, to the 
extent that a plan treats pre
participation service and imputed serv
ice as actual service with the employer, 
such service may be taken into account 
in determining whether the plan satis
fies §1.401(a)(4)-1(b)(2) and (b)(3) if 
the service satisfies each of the require
ments in paragraph (d)(3)(iii) of this 
section taking into account, in the case 
of imputed service, the additional rules 
in paragraph (d)(3)(iv) of this section. 

(D) Additional limitations on 
service-crediting in the case of certain 
offsets. Notwithstanding paragraphs 
(d)(3)(i)(B) and (C) of this section, if a 
plan credits benefit service or accrual 
service under paragraph (d)(3)(i)(B) or 
(C) of this section for a period before 
an employee becomes a participant in 
the plan, but offsets the benefits 
determined under the plan by benefits 
under another plan (whether or not 
qualified or terminated) that are attribu
table to the same period for which that 
service is credited, then that service 
may not be taken into account for 
purposes of determining whether the 
first plan satisfies § 1.401 (a)(4)-1 (b)(2) 
or (b )(3) unless the offset provision 
applies on the same basis to all 
similarly-situated employees (within the 
meaning of paragraph (d)(3)(iii)(A) of 
this section). 

(ii) Definitions-(A) Pre
participation service. For purposes of 
this section, pre-participation service 
includes all years of service credited 
under a plan for years of service with 
the employer or a prior employer for 
periods before the employee com
menced or recommenced participation 
in the plan (other than past service 
described in paragraph (d)(3)(i)(B) of 
this section). 

(B) Imputed service. For purposes of 
this section, imputed service includes 
any service credited for periods after an 
employee has commenced participation 
in a plan while the employee is not 
performing services as an employee for 



the employer (including a period in 
which the employee performs services 
for another employer, e.g., a joint 
venture), or while the employee has a 
reduced work schedule and would not 
otherwise be credited with service at 
the level being credited under the 
general terms of the plan. 

(iii) Requirements for pre
participation and imputed service-(A) 
Provision applied to all similarly
situated employees-(1) General rule. 
A plan prOVIsIOn crediting pre
participation service or imputed service 
to any HCE must apply on the same 
terms to all similarly-situated NHCEs. 
Whether two employees are similarly 
situated for this purpose must be 
determined based on reasonable busi
ness criteria, generally taking into 
account only the circumstances result
ing in the employees being covered 
under the plan or being granted im
puted service and on the situation of 
the employees (e.g., the plan in which 
the employees benefit or the employer 
by which they are employed) during 
the period for which the pre
participation service or imputed service 
is credited. For example, employees 
who enter a plan as a result of a 
particular merger and who participated 
in the same plan of a prior employer 
are generally similarly situated. As 
another example, employees who are 
transferred to different joint ventures or 
different spun-off divisions are gener
ally not similarly situated. 

(2) Examples. The following exam
ples illustrate the rules in this para
graph (d)(3)(iii)(A): 

Example 1. Employer X maintains defined 
benefit Plans A and B and defined contribution 
Plan C. Plan A covers all employees who work 
at the headquarters of Employer X. Plan B 
covers some employees in Division M of 
Employer X, and Plan C covers the other 
employees of Division M. Plans Band C have 
not been aggregated for purposes of satisfying 
section 401(a)(4) or 410(b) for the period for 
which service is being credited. Plan A provides 
that, whenever an employee covered by Plan B 
transfers from Division M to the headquarters, 
the employee's service credited under Plan B is 
credited under Plan A, and the employee's 
benefit under Plan A is offset by the employee's 
benefit under Plan B. However, Plan A provides 
for no similar recognition of service or offset for 
employees covered by Plan C who transfer from 
Division M to the headquarters. Plan A does not 
fail to satisfy this paragraph (d)(3)(iii)(A) merely 
because it credits service for employees transfer
ring from Plan B but not from Plan C, because it 
is reasonable to treat employees participating in 
different plans that have not been aggregated as 
not being similarly situated. 

Example 2. The facts are the same as in 
Example 1, except that Employer X acquires two 

trades or businesses from different employers. 
Employees of the acquired trades or businesses 
become employees of Division M and become 
covered by Plan B. In addition, Plan B is 
amended to credit service with one of the trades 
or businesses but not the other. Plan B does not 
fail to satisfy this paragraph (d)(3)(iii)(A) merely 
because it credits service for one acquired trade 
or business but not another, because it is 
reasonable to treat employees of one acquired 
trade or business as not similarly situated to 
employees of another acquired trade or business. 

(B) Legitimate business reason-(J) 
General rule. There must be a legiti
mate business reason, based on all of 
the relevant facts and circumstances, 
for a plan to credit imputed service or 
for a plan to credit pre-participation 
service for a period of service with 
another employer. 

(2) Relevant facts and circumstances 
when crediting service with another 
employer. The following are examples 
of relevant facts and circumstances for 
determining whether a legitimate busi
ness reason exists for a plan to credit 
pre-participation or imputed service for 
a period of service with another 
employer as service with the employer: 
whether one employer has a significant 
ownership, control, or similar interest 
in, or relationship with, the other 
employer (though not enough to cause 
the two employers to be treated as a 
single employer under section 414); 
whether the two employers share inter
related business operations; whether the 
employers maintain the same multiple
employer plan; whether the employers 
share similar attributes, such as opera
tion in the same industry or the same 
geographic area; and whether the 
employees are an acquired group of 
employees or the employees became 
employed by the other employer in a 
transaction between the two employers 
that was a stock or asset acquisition, 
merger, or other similar transaction 
involving a change in the employer of 
the employees of a trade or business. 
Other factors may also be relevant for 
this purpose, such as the plan's treat
ment of service with other employers 
with which the employer has a similar 
relationship and the type of service 
being credited (e.g., vesting service as 
compared to benefit service or accrual 
service). A legitimate business reason 
is deemed to exist for a plan to credit 
military service as service with the 
employer. 

(3) Examples. The following exam
ples illustrate the rules in this para
graph (d)(3)(iii)(B): 
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Example 1. Twenty unrelated employers 
jointly sponsor a multiple-employer plan that 
covers all employees of the employers. From 
time to time, employees transfer employment 
among the employers. There is a legitimate 
business reason for a disaggregated portion of 
the plan that benefits the employees of one of 
the employers to treat service with any of the 
other employers as service with the employer. 

Example 2. Employer X owns 20 percent of 
the outstanding stock of Employer Y. From time 
to time, employees transfer from Employer X to 
Employer Y at the request of Employer X. 
Employer X maintains defined benefit Plan A. 
Plan A provides that years of service include an 
employee's years of service with Employer Y. 
There is a legitimate business reason for Plan A 
to credit service with Employer Y because 
Employer X, through its 20-percent ownership 
interest, benefits from the service that the 
transferred employees provide to Employer Y. 

Example 3. Employer Z manufactures widgets 
and belongs to the National Widget Manufac
turers' Association. From time to time, Employer 
Z hires employees from other widget manufac
turers. Employer Z maintains a defined benefit 
plan, Plan B, which credits pre-participation 
service for periods of service with all other 
members of the Association located in the 
western half of the United States as service with 
Employer Z. There is a legitimate business 
reason for Plan B to treat service with other 
members of the Association as service with 
Employer Z. 

(C) No significant discrimination
(1) General rule. Based on all of the 
relevant facts and circumstances, a plan 
provision crediting pre-participation or 
imputed service must not by design or 
in operation discriminate significantly 
in favor of HCEs. 

(2) Relevant facts and circum
stances. The following are examples of 
relevant facts and circumstances for 
determining whether a plan provision 
crediting pre-participation service or 
imputed service discriminates signifi
cantly in favor of HCEs: whether the 
service credit does not duplicate bene
fits but merely makes an employee 
whole (i.e., prevents the employee from 
being disadvantaged with respect to 
benefits by a change in job or employer 
or provides the employee with benefits 
comparable to those of other 
employees); the degree of business ties 
between the current employer and the 
prior employer, such as the degree of 
ownership interest or other affiliation; 
the degree of excess coverage under 
section 41O(b) of NHCEs for the plan 
crediting the service, taking into ac
count employees who are credited with 
pre-participation service; whether the 
other employer maintains a qualified 
plan for its employees; the existence of 
reciprocal service credit under other 
plans of the employer or the prior 
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employer; the circumstances underlying 
the employee's transfer into the group 
of employees covered by the plan; the 
type of service being credited; and the 
relative number of employees other 
than five-percent owners or the most 
highly-paid HCEs of the employer 
(determined without regard to the one 
officer rule of section 4l4(q)(5)(B» 
who are being credited with pre
participation service or imputed serv
ice. The relative number referred to in 
the last factor is determined taking into 
account all employees who have been 
over time, or are reasonably expected 
to be in the future, credited with such 
service. 

(3) Examples. The following exam
ples illustrate the rules in this para
graph (d)(3)(iii)(C). It is assumed that 
facts not described in an example do 
not, in the aggregate, suggest that the 
relevant plan provision either does or 
does not discriminate significantly in 
favor of HCEs. 

Example 1. (a) Employer U maintains defined 
benefit Plans A and B. Plan A covers all 
employees who work at the headquarters of 
Employer U. Plan B covers all employees of 
Division M of Employer U. Plan A provides that, 
whenever an employee transfers from Division M 
to the headquarters, the employee's service 
credited under Plan B is credited under Plan A 
and the employee's benefit under Plan A i~ 
offset by the employee's benefit under Plan B. 
Employees, including a meaningful number of 
NHCEs. are periodically transferred from Divi
sion M to the headquarters of Employer U for 
bona fide business reasons. 

(b) The Plan A provision crediting service 
under Plan B does not discriminate significantly 
m favor of HCEs. The provision is designed only 
to pre~ent employees from being disadvantaged 
by bemg transferred from Division M to the 
headquarters, and a meaningful number of 
NHCEs can be expected to benefit from it. 

Example 2. (a) The facts are the same as in 
Example 1, except that the only employees 
transferred from Di vision M to the headquarters 
of Employer U are HCEs (but not the most 
highly-paid HCEs of Employer U). 

(b) Employer U determines that Plan A would 
have satisfied sections 401(a)(4) and 4IO(b) for 
the penod for. which the transferred employees 
are bemg credited With pre-participation service 
had the .employees participated in Plan A during 
that penod. ThiS detennination is based on test 
results under sections 40 I (a)( 4) and 4 IO(b) for 
the currem year, taking into account significant 
demographic changes over this period. 

(c) The Plan A provision crediting service 
under Plan B does not significantly discriminate 
m favor of HCEs in the current year. This 
conclusion is based on the fact that the 
circumstances underlying the transfers indicate 
that they were made for bona fide business 
reasons. that Plan A would have satisfied 
sectIOns 401(a)(4) and 4IO(b) had the transferred 
employees participated in Plan A during the 
penod for which the pre-participation service is 
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credited. and that the transferred employees are 
not the most highly-paid HCEs of Employer U. 

Example 3. (a) The facts are the same as in 
Example 1, except that the only employee who is 
transferred from Division M to the headquarters 
of Employer U is Employee p, who is among the 
most highly-paid HCEs of Employer U. Plan A 
provides an unreduced early retirement benefit at 
age 55 for employees with 20 years of service, 
but Plan B's early retirement benefits are not 
subsidized. Employee P is transferred to the 
headquarters with 20 years of service credited 
under Plan B and shortly before attainment of 
age 55. Employee P is expected to retire upon 
reaching age 55. 

(b) The Plan A provision crediting service 
under Plan B discriminates significantly in favor 
of HCEs in the year of the transfer. This is 
because the circumstances underlying this trans
fer (i.e., its occurrence shortly before Employee 
P's expected retirement and the fact that the 
transfer significantly increased Employee P's 
early retirement benefits) indicate that Employee 
P was transferred to the headquarters primarily to 
obtain the higher pension benefits provided under 
Plan A. 

(c) Because of this conclusion, the pre
participation service credited to Employee P 
cannot be taken into account in determining 
whether Plan A satisfies § 1.401 (a)(4)-1(b)(2) 
and (b)(3). Thus, if Plan A credits the service it 
cannot be a safe harbor plan because the ben~fit 
fonnula will take into account service that may 
not be taken into account under this paragraph 
(d)(3). In addition, Employee P's accrual rates 
under the general test in §1.40l(a)(4)-3(c) are 
likely to be higher than those of other employees 
because, while the pre-participation service may 
be used to detennine Employee P's benefits 
under Plan A, the service must be disregarded in 
determining Employee P's testing service. Also, 
If Employee P's pre-participation service is used 
in detennining Employee P's entitlement to a 
benefit, right, or feature under Plan A, the fact 
that the service must be disregarded in detennin
ing Employee P's entitlement service for pur
poses of § 1.40 1 (a)(4)-4 may cause the benefit, 
nght,. or ~eature to be treated as a separate 
benefit, nght, or feature that is currently 
available only to Employee P. 

Example 4. (a) Employer V manufactures 
widgets and belongs to the National Widget 
Manufacturers' Association. Each member of the 
Association maintains a defined benefit plan that 
cred~ts pre-participation service for periods of 
service With other members and offsets benefits 
under the plan by benefits under the plans of the 
other members. Employer V maintains defined 
benefit Plan C. Employer V periodically hires 
employees from other widget manufacturers who 
are not among its most highly-paid HCEs. In 
1997, however, the only employee hired by 
Employer V from another member of the 
AssociatIOn, IS Employee Q, who is among 
Employer V s most ~Ighly~paid HCEs. Employee 
Q receives pre-participatIOn service credit in 
accordance with the tenns of Plan C. Some of 
the pl.ans maintained by other members of the 
ASSOCiatIOn credited pre-participation service to 
NHCEs for the same. period for which the pre
partiCipatIOn service IS credited to Employee Q. 

(b) Th~ provision of Plan C crediting pre
partiCipatIOn service with other members of the 
ASSOCiatIOn does not discriminate significantly in 
1997, despite the fact that the only employee 
who received pre-participation service credit 
under the provision in that year was among the 

most highly-paid HCEs of Employer V. This 
conclusion is based on the relative number of 
employees other than Employer V's most highly
paid HCEs who have been credited in the past. 
or are reasonably expected to be credited in the 
future, with pre-participation service for periods 
of service with other members of the Associa
tion, and the fact that other employees who are 
NHCEs are being credited with pre-participation 
service under a reciprocal agreement. 

Example 5. Employer W owns 79 percent of 
the outstanding stock of Employer X. From time 
to time. employees transfer from Employer W to 
Employer X at the request of Employer W. The 
only employees who have ever been transferred 
are HCEs. Employer W maintains a defined 
benefit plan. Plan D, which credits employees 
transferred to Employer X with imputed benefit 
and accrual service while employed by Employer 
X. Employer X maintains no qualified plan. Plan 
D would fail either section 401(a)(4) or section 
41O(b) in the current plan year if the individuals 
employed by Employer X were treated as 
employed by Employer W. In addition, Plan D 
would fail either section 40l(a)(4) or section 
41 O(b) in the current plan year if the portion of 
Plan D covering the transferred employees were 
treated as maintained by Employer X. The Plan 
D provision crediting imputed benefit and 
accrual service to employees transferred to 
Employer X significantly discriminates in favor 
of HCEs in the current plan year. 

Example 6. The facts are the same as in 
Example 5, except that Plan D credits the 
individuals who transfer to Employer X only 
with imputed vesting and entitlement service. 
The Pl~n D provision crediting imputed vesting 
and entItlement service to individuals transferred 
to Employer X does not significantly discrimi
nate in favor of HCEs in the current plan year, 
because there is less potential for discrimination 
when the only types of service being imputed are 
vesting and entitlement service. 

(iv) Additional rules for imputed 
service-(A) Legitimate business rea
sons for crediting imputed service-(l) 
General rule. A legitimate business 
~eason does not exist for a plan to 
Impute service after an individual has 
permanently ceased to perform services 
as an employee (within the meaning of 
§ 1.41 O(b )-9) for the employer main
taining the plan, i.e" is not expected to 
resume performing services as an 
em~loyee for the employer. The pre
cedmg sentence does not apply in the 
case of an individual who is not 
performing services for the employer 
because of disability or is performing 
services for another employer under an 
arrangement (such as a transfer of the 
employee to another employer) that 
provides some ongoing business benefit 
to the original employer. The first 
s~ntence in this paragraph (d)(3)
(IV)(A)(l) also does not apply in the 
case of vesting and entitlement service 
if the employee is performing services 
for another employer that is being 
treated under the plan as actual service 
with the original employer. 



(2) Certain presumptions applicable. 
Whether an individual has permanently 
ceased to perform services as an 
employee for an employer is deter
mined taking into account all of the 
relevant facts and circumstances. There 
is a rebuttable presumption for a period 
of up to two years that an individual 
who has ceased to perform services as 
an employee for an employer is none
theless expected to resume performing 
services as an employee for the 
employer, if the employer continues to 
treat the individual as an employee for 
significant purposes unrelated to the 
plan. After two years, there is a 
rebuttable presumption that an individ
ual who has ceased to perform services 
as an employee for the employer is not 
expected to resume performing services 
as an employee for the employer. The 
fact that an individual is absent to 
perform jury duty or military service 
automatically rebuts the latter presump
tion. Other evidence, such as the 
employer's layoff policy, the terms of 
an employment contract, or specific 
leave to pursue a degree requiring more 
than two years of study, may also rebut 
this presumption. 

(3) Imputed service for part-time 
employees. Rules similar to the rules in 
paragraph (d)(3)(iv)(A)(l) and (2) of 
this section apply in the case of an 
employee whose work hours are tem
porarily reduced and who therefore 
would normally be credited with serv
ice at a reduced rate, but who continues 
to be credited with service at the same 
rate as before the reduction (e.g., an 
employee who continues to be credited 
with service as if the employee were a 
full-time employee during a temporary 
change from a full-time to a part-time 
work schedule). 

(B) Additional factors for determin
ing whether a provision crediting im
puted service discriminates 
significantly. In addition to the factors 
described in paragraph (d)(3)(iii)(C)(2) 
of this section, relevant facts and 
circumstances for determining whether 
a plan provision crediting imputed 
service during a leave of absence or a 
period of reduced services discrimi
nates significantly include any 
employer policies or practices that 
restrict the ability of employees to take 
leaves of absence or work temporarily 
on a part-time basis, respectively. 

(v) Satisfaction of other service
crediting rules. A plan does not fail to 
satisfy this paragraph (d)(3) merely 

because it credits service to the extent 
necessary to satisfy the service
crediting rules in section 41O(a), 
411(a), 413, or 414(a), §1.410(a)-7 
(elapsed-time method of service
crediting) or 29 CFR 2530.200b-2 
(regarding hours of service to be 
credited), whichever is applicable, or 
29 CFR §2530.204-2(d) (regarding 
double proration of service and 
compensation). 

(e) Family aggregation rules. 
[Reserved] 

(f) Governmental plans. [Reserved] 
(g) Corrective amendments-(1) In 

general. A corrective amendment that 
satisfies the rules of this paragraph (g) 
is taken into account for purposes of 
satisfying certain section 401(a) re
quirements for a plan year, by treating 
the corrective amendment as if it were 
adopted and effective as of the first day 
of the plan year. These rules apply in 
addition to the rules of section 401(b). 
Paragraph (g)(2) of this section de
scribes the scope of the corrective 
amendments that are permitted to be 
made. Paragraph (g)(3) of this section 
specifies the conditions under which a 
corrective amendment may be made. 
Paragraph (g)( 4) of this section 
provides a rule prohibiting a corrective 
amendment from being taken into 
account to the extent that it does not 
have substance. Paragraph (g)(5) of this 
section discusses the effect of the 
corrective amendments permitted under 
this paragraph (g) under provisions 
other than section 401(a). 

(2) Scope of corrective amendments. 
For purposes of satisfying the mini
mum coverage requirements of section 
41O(b), the nondiscriminatory amount 
requirement of §1.401(a)(4)-I(b)(2), or 
the nondiscriminatory plan amendment 
requirement of §1.401(a)(4)-I(b)(4), a 
corrective amendment may retroac
tively increase accruals or allocations 
for employees who benefited under the 
plan during the plan year being cor
rected, or may grant accruals or alloca
tions to individuals who did not benefit 
under the plan during the plan year 
being corrected. In addition, for pur
poses of satisfying the nondiscrimina
tory current availability requirement of 
§1.401(a)(4)-4(b) for benefits, rights, 
or features, a corrective amendment 
may make a benefit, right, or feature 
available to employees to whom it was 
previously not available. A corrective 
amendment may not, however, correct 
for a failure to incorporate the pre-
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termination restrictions of § 1.401-
(a)(4)-5(b). 

(3) Conditions for corrective 
amendments-(i) In general. A correc
tive amendment is not taken into 
account prior to its adoption under this 
paragraph (g) unless it satisfies each of 
the requirements of paragraph (g)(3)(ii) 
through (vii) of this section, whichever 
are applicable. Thus, for example, if 
any of the applicable requirements are 
not satisfied, any additional accruals 
arising from an amendment adopted 
after the end of a plan year are not 
given retroactive effect and, thus, are 
tested in the plan year in which the 
amendment is adopted. 

(ii) Benefits not reduced. Except as 
permitted under paragraph (g)(3)(vi)
(C)(2) of this section, the corrective 
amendment may not result in a reduc
tion of an employee's benefits (includ
ing any benefit, right, or feature), 
determined based on the terms of the 
plan in effect immediately before the 
amendment. 

(iii) Amendment effective for all pur
poses. For purposes of determining an 
employee's rights and benefits under 
the plan, the corrective amendment 
must generally be effective as if the 
amendment had been made on the first 
day of the plan year being corrected. 
Thus, if the corrective amendment is 
made after the close of the plan year 
being corrected, an employee's alloca
tions or accruals, along with the 
associated benefits, rights, and features, 
must be increased to the level at which 
they would have been had the amend
ment been in effect for the entire 
preceding plan year. Accordingly, such 
increases are taken into account for 
testing purposes as if the increases had 
actually occurred in the prior plan year. 
However, to the extent that an amend
ment makes a benefit, right, or feature 
available to a group of employees, the 
amendment does not fail to satisfy this 
paragraph (g)(3)(iii) merely because it 
is not effective prior to the date of 
adoption and, therefore, the benefit, 
right, or feature is not made currently 
available to those employees before 
that date. 

(iv) Time when amendment must be 
adopted and put into effect-(A) Gen
eral rule. Any corrective amendment 
intended to apply to the preceding plan 
year must be adopted and implemented 
on or before the 15th day of the 10th 
month after the close of the plan year 
in order to be taken into account for 
the preceding plan year. 
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(B) Determination letter requested 
by employer or plan administra~or. If, 
on or before the end of the penod set 
forth in paragraph (g)(3)(iv)(A) of t~is 
section, the employer or plan admIn
istrator files a request pursuant to 
§601.201 (0) of this chapter (State~ent 
of Procedural Rules) for a determIna
tion letter on the amendment, the initial 
or continuing qualification of the plan, 
or the trust that is part of the plan, the 
period set forth in paragraph (g)(3!
(iv)(A) of this section is extended In 
the same manner as provided for an 
extension of the remedial amendment 
period under § 1.401 (b )-1 (d)(3). 

(v) Corrective amendment for 
coverage or amounts testing-(A) 
Retroactive benefits must be provided 
to nondiscriminatory group. Except as 
provided in paragraph (g)(3)(v)(B) of 
this section, if the corrective amend
ment is adopted after the close of the 
plan year, the additional allocations or 
accruals for the preceding year result
ing from the corrective amendment 
must separately satisfy section 
401(a)(4) for the preceding plan year 
and must benefit a group of employees 
that separately satisfies section 41O(b) 
(determined by applying the same rules 
as are applied in determining whether a 
component plan separately satisfies 
section 41O(b) under §1.401(a)(4)-
9(c)(4». Thus, for example, in applying 
the rules of this paragraph (g)(3)(v), an 
employer may not aggregate the addi
tional accruals or allocations for the 
preceding plan year resulting from the 
corrective amendment with the other 
accruals or allocations already provided 
under the terms of the plan as in effect 
during the preceding plan year without 
regard to the corrective amendment. 

(B) Corrective amendment to con
form to safe harbor. The requirements 
of paragraph (g)(3)(v)(A) of this sec
tion need not be met if the corrective 
amendment is for purposes of conform
ing the plan to one of the safe harbors 
in §1.401(a)(4)-2(b) or §1.401(a)(4)-
3(b) (including for purposes of apply
ing the requirements of those safe 
harbors under the optional testing 
methods in § 1.401 (a)( 4 )-8(b )(3) or 
(c)( 3», or ensuring that the plan 
continues to meet one of those safe 
harbors. 

(vi) Conditions for corrective 
amendment of the availability of bene
fits. rights. and features A corrective 
amendment may not be taken into 
account under this paragraph (g) for 
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purposes of satisfying § 1.401 (a)(4)-
4(b) for a given plan year unless-

(A) The corrective amendment is ?ot 
part of a pattern of amendments being 
used to correct repeated failures with 
respect to a particular benefit, right, or 
feature; 

(B) The relevant provisions of ~he 
plan immediately after the correctIve 
amendment with respect to the bene!it, 
right, or feature (including a correctI~e 
amendment eliminating the benefI~, 
right, or feature) remain in effec~ u~tIl 
the end of the first plan year begInmng 
after the date of the amendment; and 

(C) The corrective amendment 
either-

(1) Expands the group of employe~s 
to whom the benefit, right, or feature IS 
currently available so that for each plan 
year in which the correc~ive ame~d
ment is taken into account In deterrmn
ing whether the plan satisfies 
§ 1.401(a)(4)-4(b), the group of 
employees to whom the benefit, right, 
or feature is currently available, after 
taking into account the amendmen~, 
satisfies the nondiscriminatory classI
fication requirement of § 1.41 O(b)-4 
(and thus the current availability re
quirement of §1.401(a)(4)-4(b» with a 
ratio percentage greater than or equal 
to the lesser of-

(i) The safe harbor percentage appli
cable to the plan; and 

(ii) The ratio percentage of the plan; 
or 

(2) Eliminates the benefit, right, or 
feature (to the extent permitted under 
section 411(d)(6» on or before the last 
day of the plan year for which the 
corrective amendment is taken into 
account. 

(vii) Special rules for section 401 (k) 
plans and section 401(m) plans-(A) 
Minimum coverage requirements. In the 
case of a section 401(k) plan, a 
corrective amendment may only be 
taken into account for purposes of 
satisfying §1.41O(b)-3(a)(2)(i) under 
this paragraph (g) for a given plan year 
to the extent that the corrective amend
ment grants qualified nonelective con
tributions within the meaning of 
§1.401(k)-l(g)(13)(ii) (QNECs) to non
highly compensated nonexcludable 
employees who were not eligible 
employees within the meaning of 
§1.401(k)-l(g)(4) for the given plan 
year, and the amount of the QNECs 
granted to each nonhighly compensated 
nonexcludable employee equals the 

product of the nonhighly compensated 
nonexcludable employee's plan year 
compensation an~ the actual ~eferral 
percentage (within the meamng of 
section 401(k)(3)(B» for the given plan 
year for the group of ~~CEs w~o are 
eligible employees. SImIlarly, In the 
case of a section 401(m) plan, a 
corrective amendment may only be 
taken into account for purposes of 
satisfying § 1.41 O(b )-3(a)(2)(i) UI1der 
this paragraph (g) for a given plan year 
to the extent that the corrective amend
ment grants qualified nonelective con
tributions (QNECs) to nonhighly 
compensated nonexcludable employees 
who were not eligible employees 
within the meaning of §1.401(m)-
1(f)(4) for the given plan year, and the 
amount of the QNECs granted to each 
nonhighly compensated nonexcludable 
employee equals the product of the 
nonhighly compensated nonexcludable 
employee's plan year compensation and 
the actual contribution percentage 
(within the meaning of section 
401(m)(3» for the given plan year for 
the group of NHCEs who are eligible 
employees. 

(B) Correction of rate of match. In 
the case of a section 401 (m) plan, 
allocations for a given plan year 
granted under a corrective amendment 
to NHCEs who made contributions for 
the plan year eligible for a matching 
contribution may be treated as match
ing contributions. These allocations 
treated as matching contributions may 
be taken into account for purposes of 
satisfying the current availability ~e
quirement of § 1.401 (a)(4)-4(b) With 
respect to the right to a rate of match, 
but may not be taken into account for 
satisfying other amounts testing. 

(4) Corrective amendments must 
have substance. A corrective amend
ment is not taken into account in 
determining whether a plan satisfies 
section 401 (a)(4) or 41O(b) to the 
extent the amendment affects non vested 
employees whose employment with the 
employer terminated on or before the 
close of the preceding year, and who 
therefore would not have received any 
economic benefit from the amendment 
if it had been made in the prior year. 
Similarly, in determining whether t~e 
requirements of paragraph (g)(3)(vl)
(C)(1) of this section are satisfied, a 
corrective amendment making a bene
fit, right, or feature available to 
employees is not taken into account to 
the extent the benefit, right, or feature 
is not currently available to any of 



those employees immediately after the 
amendment. However, a plan will not 
fail to satisfy the requirements of 
paragraph (g)(3)(vi)(C)(l) of this sec
tion by operation of the provisions in 
this paragraph (g)( 4) if the benefit, 
right, or feature is made available to all 
employees in the plan as of the date of 
the amendment. 

(5) Effect under other statutory re
quirements. A corrective amendment 
under this paragraph (g) is treated as if 
it were adopted and effective as of the 
first day of the plan year only for the 
specific purposes described in this 
paragraph (g). Thus, for example, the 
corrective amendment is taken into 
account not only for purposes of 
sections 401(a)(4) and 41O(b), but also 
for purposes of determining whether 
the plan satisfies sections 401(1). By 
contrast, the amendment is not given 
retroactive effect for purposes of sec
tion 404 (deductions for employer 
contributions) or section 412 (minimum 
funding standards), unless otherwise 
provided for in rules applicable to 
those sections. 

(6) Examples. The following exam
ples illustrate the rules in this para
graph (g): 

Example 1. Employer U maintains a calendar 
year defined benefit plan that in 1994 is tested 
using the safe harbor for flat benefit plans in 
§1.401(a)(4)-3(b)(4). In 1996, Employer U is 
concerned that the plan will not satisfy the 
demographic requirement in § 1.401 (a)(4)-3(b)
(4)(i)(C)(3) for the 1995 plan year because the 
average' of the normal accrual rates for all 
NHCEs is less than 70 percent of the average of 
the normal accrual rates for all HCEs. Provided 
the corrective amendment would otherwise sat
isfy this paragraph (g), Employer U may make a 
corrective amendment to the plan to increase the 
number of NHCEs so that the amended plan 
satisfies the safe harbor for the 1995 plan year. 
The corrective amendment need not satisfy 
paragraph (g)(3)(v)(A) of this section because 
Employer U is retroactively amending the plan to 
conform to a safe harbor in §1.401(a)(4)-3(b). 
See paragraph (g)(3)(v)(B) of this section. 

Example 2. (a) Employer V maintains a 
calendar year defined contribution plan covering 
all the employees in Division M and Division N. 
Under the plan, only employees in Division M 
have the right to direct the investments in their 
account. For plan years prior to 1996, the plan 
met the current availability requirement of 
§1.401(a)(4)-4(b) because the employees in 
Division M were a group of employees that 
satisfied the nondiscriminatory classification test 
of § 1.41O(b )-4. Because of attrition in the 
employee population in Division M in 1996, the 
group of employees to whom the right to direct 
mvestments is available during that plan year no 
longer meets the nondiscriminatory classification 
test of § 1.41O(b )-4. Thus, the right to direct 
IDvestments under the plan does not meet the 
current availability requirement of §1.401(a)(4)-
4(b) during the 1996 plan year. 

(b) Employer V may amend the plan in 1997 
(but on or before October 15) to make the right 
to direct investments available from the date of 
the corrective amendment to a larger group of 
employees and the corrective amendment may be 
taken into account for purposes of satisfying the 
current availability requirement of §J.401(a)(4)-
4(b) for 1996 if the amendment satisfies this 
paragraph (g). Thus, for example, the group of 
employees to whom the right to direct invest
ments is currently available. after taking into 
account the corrective amendment, must satisfy 
the nondiscriminatory classification test of 
§ 1.41O(b)-4 for 1996 using a safe harbor 
percentage (or if lower, the ratio percentage of 
the plan for 1996). In addition, the corrective 
amendment making the right to direct invest
ments available to a larger group of employees 
must remain in effect though the end of the 1998 
plan year. 

(c) In order for Employer V to take the 
corrective amendment into account for purposes 
of satisfying the current availability requirement 
of §1.401(a)(4)-4(b) for the portion of the 1997 
plan year before the amendment, the group of 
employees to whom the right to direct invest
ments is currently available, taking into account 
the amendment, must satisfy the nondiscrimina
tory classification test of § 1.41 O(b)-4 for 1997 
using a safe harbor percentage (or if lower, the 
ratio percentage of the plan for 1997). 

(d) Alternatively, if Employer V adopts the 
corrective amendment before the end of the 1996 
plan year, the corrective amendment need only 
remain in force through the end of the 1997 plan 
year, or the corrective amendment may eliminate 
the right to direct investments (provided that the 
elimination remains in effect through the end of 
the 1997 plan year). 

Example 3. The facts are the same as in 
Example 2. In 1997, Employer V makes a 
corrective amendment to extend the plan to 
employees of Division 0 as well as Divisions M 
and N. Assume that the corrective amendment 
satisfies paragraph (g)(3)(v)(A) of this section, 
and thus, may be taken into account for purposes 
of satisfying the nondiscriminatory amounts 
requirement of § 1.40 I (a)( 4 )-1 (b )(2) or the mini
mum coverage requirements of section 41O(b). 
However, the employees in Division 0 will not 
be taken into account in determining whether the 
right to direct investments meets the current 
availability requirements of § 1.401 (a)( 4 )-4(b) 
unless the corrective amendment meets the 
requirements of paragraph (g)(3)(vi) of this 
section. Thus, for example, the group of 
employees to whom the right to direct invest
ments is made available as a result of the 
expansion of coverage, after taking into account 
the corrective amendment, must satisfy the 
nondiscriminatory clarification test of § J.41O(b)-
4 for 1996 using a safe harbor percentage (or if 
lower, the ratio percentage of the plan for 1996). 
In addition, the amendment making the right to 
direct investments available to a larger group of 
employees must remain in effect though the end 
of the 1998 plan year. 

Example 4. Employer W maintains a defined 
benefit plan that covers all employees and that 
offsets an employee's benefit by the employee's 
projected primary insurance amount. The plan is 
not eligible to use the safe harbors under 
§ 1.401(a)(4)-3(b) because the plan does not 
satisfy section 40 I (1). Under the plan, the accrual 
rates for all HCEs (determined under the general 
test of §1.401(a)(4)-3(c)) for 1998 are less than 
1.5 percent of average annual compensation, and 
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the accrual rates for all NHCEs (determined 
under the general test of §1.401(a)(4)-3(c)) for 
1998 are two percent of average annual compen
sation. If Employer W adopts a corrective 
amendment adopted in 1999 that retroacti vel y 
increases HCEs' benefits under the plan so that 
their accrual rates equal those of the NHCEs, the 
corrective amendment may not be taken into 
account in testing the 1998 plan year (i.e .. the 
accruals that result from the corrective amend
ment are treated as 1999 accruals), because the 
accruals for the 1998 plan year resulting from 
the corrective amendment would not separately 
satisfy sections 41O(b) and 401(a)(4). This is the 
case even if, after taking the amendment into 
account, the plan would satisfy sections 41O(b) 
and 401(a)(4) for the 1998 plan year. 

Example 5. Employer X maintains two plans
Plan A and Plan B. Plan A satisfies the ratio 
percentage test of § I AIO(b )-2(b )(2), but Plan B 
does not. Thus, in order to satisfy section 41O(b), 
Plan B must satisfy the average benefits test of 
§ 1.41O(b )-2(b )(3). The average benefit percent
age of Plan B is 60 percent. Employer X may 
take into account a corrective amendment that 
increases the accruals under either Plan A or 
Plan B so that the average benefit percentage 
meets the 70 percent requirement of the average 
benefits test, if the amendment satisfies para
graph (g)(3)(v) of this section. 

Example 6. Employer Y maintains Plan C, 
which does not satisfy section 401 (a)(4) in a plan 
year. Under the terms of paragraph (g)(2) of this 
section, Employer Y amends Plan C to increase 
the benefits of certain employees retroactively. In 
designing the amendment, Employer Y identifies 
those employees who have terminated without 
vested benefits during the period after the end of 
the prior plan year and before the adoption date 
of the amendment, and the amendment provides 
increases in benefits primarily to those 
employees. It would be inconsistent with the 
purpose of preventing discrimination in favor of 
HCEs for Plan C to treat the amendment as 
retroactively effective under this paragraph (g). 
See § 1.401(a)(4)-i(c)(2). 

Example 7. Employer Z maintains both a 
section 401(k) plan and a section 401(m) plan 
that provides matching contributions at a rate of 
50 percent with respect to elective contributions 
under the section 401(k) plan. In plan year 1995, 
the section 401 (k) plan fails to satisfy the actual 
deferral percentage test of section 401(k)(3). In 
order to satisfy section 401(k)(3), Employer Z 
makes corrective distributions to HCEs HI 
through H 10 of their excess contributions as 
provided under §IAOl(k)-I(f). The matching 
contributions that HI through HIO had received 
on account of their excess contributions are not 
forfeited, however. Thus, the effective rate of 
matching contributions provided to H I through 
HI0 is increased as a result of the corrective 
distributions. See § 1.401 (a)(4)-4(e)(3)(iii)(G). 
Since no NHCE in the section 401(m) plan is 
provided with an equivalent rate of matching 
contributions, the rate of matching contributions 
provided to HI through H 10 does not satisfy the 
nondiscriminatory availability requirement of 
§J.401(a)(4)-4 in plan year 1995. Employer Z 
makes a corrective amendment by October 15, 
1996, that grants allocations to NHCEs who 
made contributions for the 1995 plan year 
eligible for a matching contribution. Employer Z 
may treat the allocations granted under the 
corrective amendment to those NHCEs as match
ing contributions for the 1995 plan year and. as a 
result, take them into account in determining 

1993-2 C.B. 175 



Section 401 

whether the availability of the rate of matching 
contributions provided to H I through HI 0 
satisfies the current availability requirement of 
§1.401(a)(4)-4(b) for the 1995 plan year. 

§1.401(a)(4)-12 Definitions. 

Unless otherwise provided. the defi
nitions in this section govern in apply
ing the provisions of §§ 1.401 (a)( 4 )-1 
through 1.401 (a)(4)-13. 

Accumulation plan. Accumulation 
plan means a defined benefit plan 
under which the benefit of every 
employee for each plan year is sepa
rately determined. using plan year 
compensation (if benefits are deter
mined as a percentage of compensation 
rather as than a dollar amount) sepa
rately calculated for the plan year, and 
each employee's total accrued benefit 
as of the end of a plan year is the sum 
of the separately determined benefit for 
that plan year and the total accrued 
benefit as of the end of the preceding 
plan year. 

Acquired group of employees. Ac
quired group of employees means 
employees of a prior employer who 
become employed by the employer in a 
transaction between the employer and 
the prior employer that is a stock or 
asset acquisition, merger, or other 
similar transaction involving a change 
in the employer of the employees of a 
trade or business, plus employees hired 
by or transferred into the acquired trade 
or business on or before a date selected 
by the employer that is within the 
transition period defined in section 
41O(b)(6)(C)(ii). In addition, in the case 
of a transaction prior to the effective 
date of these regulations, the date by 
which employees must be hired by or 
transferred into the acquired trade or 
business in order to be included in the 
acquired group of employees may be 
any date prior to February 11, 1993, 
without regard to whether it is later 
than the end of the transition period 
defined in section 41O(b)(6)(C)(ii). 

Actuarial equivalent. An amount or 
benefit is the actuarial equivalent of, or 
is actuarially equivalent to, another 
amount or benefit at a given time if the 
actuarial present value of the two 
amounts or benefits (calculated using 
the same actuarial assumptions) at that 
time is the same. 

Actuarial present value. Actuarial 
present value means the value as of a 
specified date of an amount or series of 
amounts due thereafter, where each 
amount is-
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(1) Multiplied by the probability ~at 
the condition or conditions on WhICh 
payment of the amount is contingent 
will be satisfied; and 

(2) Discounted according to an as
sumed rate of interest to reflect the 
time value of money. 

Ancillary benefit. Ancillary benefit is 
defined in §1.401(a)(4)~(e)(2). 

A verage annual compensation. A ver
age annual compensation is defined in 
§ 1.401 (a)(4)-3(e)(2). 

Base benefit percentage. Base benefit 
percentage is defined in §1.401(1)
l(c)(3). 

Benefit formula. Benefit fonnula 
means the fonnula a defined benefit 
plan applies to determine the accrued 
benefit (within the meaning of section 
411(a)(7)(A)(i» in the fonn of an 
annual benefit commencing at nonnal 
retirement age of an employee who 
continues in service until nonnal retire
ment age. Thus, for example, the 
benefit formula does not include the 
accrual method the plan applies (in 
conjunction with the benefit formula) 
to determine the accrued benefit of an 
employee who terminates employment 
before normal retirement age. For 
purposes of this definition, a change in 
plan provisions that applies only to 
certain employees who terminate within 
a limited period of time (e.g., an early 
retirement window benefit) is treated as 
a change in the plan's benefit formula 
for the employees to whom the change 
is potentially applicable during the 
period that the change is potentially 
applicable to them. The preceding 
sentence applies only to the extent that 
the change in plan provisions would 
result in a change in the benefit 
formula if it were permanent and 
applied without regard to when the 
employees' employment was 
terminated. 

Benefit, right, or feature. Benefit, 
right, or feature means an optional 
form of benefit, an ancillary benefit, or 
an other right or feature within the 
meaning of §1.401(a)(4)~(e). 

Contributory DB plan. Contributory 
DB plan means a defined benefit plan 
that includes employee contributions 
not allocated to separate accounts. 

Defined benefit excess plan. Defined 
benefit excess plan is defined in 
§ 1.401 (1)-1 (c)(16)(i). 

Defined benefit plan. Defined benefit 
plan is defined in § 1.41O(b )-9. 

Defined contribution plan. Defined 
contribution plan is defined in 
§1.410(b)-9. 

Determination date. Determination 
date is defined in §1.401(a)(4)-8(b)
(3)(iv)(A). 

Employee. With respect to a plan for 
a given plan year, employee means an 
employee (within the meaning of 
§ 1.41 O(b )-9) who benefits as an 
employee under the plan for the plan 
year (within the meaning of §1.41O(b)-
3). 

Employer. Employer is defined in 
§1.410(b)-9. 

ESOP. ESOP is defined in 
§ 1.41O(b )-9. 

Excess benefit percentage. Excess 
benefit percentage. is defined in 
§ 1.401 (1)-1 (c)(14). 

Former employee. With respect to a 
plan for a given plan year, fonner 
employee means a fonner employee 
(within the meaning of § 1.410(b)-9). 

Former HCE. Fonner HCE means a 
highly compensated former employee 
as defined in § 1.41 O(b )-9. 

Former NHCE. Former NHCE 
means a fonner employee who is not a 
former HCE. 

Fresh-start date. Fresh-start date is 
defined in §1.40l(a)(4)-13(c)(5)(iii). 

Fresh-start group. Fresh-start group 
is defined in § 1.401 (a)(4)-13(c)(5)(ii). 

Gross benefit percentage. Gross ben
efit percentage is defined in § 1.401(1)-
1(c)(18). 

HCE. HCE means a highly compen
sated employee as defined in 
§ 1.41 O(b )-9 who benefits under the 
plan for the plan year (within the 
meaning of §1.41O(b)-3). 

Integration level. Integration level is 
defined in §1.40l(I)-1(c)(20). 

Measurement period. Measurement 
period is defined in § 1.401 (a)(4)-
3(d)(1)(iii). 

Multiemployer plan. Multiemployer 
plan is defined in §1.41O(b)-9. 

NHCE. NHCE means an employee 
who is not a HCE. 

Nonexcludable employee. Nonexclud
able employee means an employee 
within the meaning of §1.41O(b)-9, 
other than an excludable employee with 
respect to the plan as determined under 
§1.4l0(b)-6. A nonexcludable 
employee may be either a highly or 
nonhighly compensated nonexcludable 
employee, depending on the nonexclud-



able employee's status under section 
414(q). 

Normalize. With respect to a benefit 
payable to an employee in a particular 
form, normalize means to convert the 
benefit to an actuarially equivalent 
straight life annuity commencing at the 
employee's testing age. The actuarial 
assumptions used in normalizing a 
benefit must be reasonable and must be 
applied on a gender-neutral basis. A 
standard interest rate and a standard 
mortality table are among the assump
tions considered reasonable for this 
purpose. 

Offset plan. Offset plan is defined in 
§ 1.401 (1)-1 (c )(24). 

Optional form of benefit. Optional 
form of benefit is defined in § 1.401-
(a)(4)-4(e)(1). 

Other right or feature. Other right or 
feature is defined in §1.401(a)(4)-
4(e)(3). 

Plan. Plan means a plan within the 
meaning of §1.41O(b)-7(a) and (b), 
after application of the mandatory 
disaggregation rules of § 1.41O(b )-7 (c) 
and the permissive aggregation rules of 
§ l.4lO(b )-7( d). 

Plan year. Plan year is defined in 
§1.41O(b)-9. 

Plan year compensation-(1) In gen
eral. Plan year compensation means 
section 414(s) compensation for the 
plan year determined by measuring 
section 414(s) compensation during one 
of the periods described in paragraphs 
(2) through (4) of this definition. 
Whichever period is selected must be 
applied uniformly to determine the plan 
year compensation of every employee. 

(2) Plan year. This period consists 
of the plan year. 

(3) Twelve-month period ending in 
the plan year. This period consists of a 
specified 12-month period ending with 
or within the plan year, such as the 
calendar year or the period for deter
mining benefit accruals described in 
§ 1.40 1 (a)(4)-3(f)(6). 

(4) Period of plan participation dur
ing the plan year. This period consists 
of the portion of the plan year during 
which the employee is a participant in 
the plan. This period may be used to 
determine plan year compensation for 
the plan year in which participation 
begins, the plan year in which par
ticipation ends, or both. This period 
may be used to determine plan year 
compensation when substituted for 

average annual compensation in 
§1.40I(a)(4)-3(e)(2)(ii)(A) only if the 
plan year is also the period for 
determining benefit accruals under the 
plan rather than another period as 
permitted under §1.40I(a)(4)-3(f)(6). 
Further, selection of this period must 
be made on a reasonably consistent 
basis from plan year to plan year in a 
manner that does not discriminate in 
favor of HCEs. 

(5) Special rule for new employees. 
Notwithstanding the uniformity require
ment of paragraph (1) of this defini
tion, if employees' plan year compen
sation for a plan year is determined 
based on a 12-month period ending 
within the plan year under paragraph 
(3) of this definition, then the plan year 
compensation of any employees whose 
date of hire was less than 12 months 
before the end of that 12-month period 
must be determined uniformly based 
either on the plan year or on the 
employees' periods of participation 
during the plan year, as provided in 
paragraphs (2) and (4), respectively, of 
this definition. 

QJSA. QJSA means a qualified joint 
and survivor annuity as defined in 
section 417(b). 

QSUPP-(1) In general. QSUPP or 
qualified social security supplement 
means a social security supplement that 
meets each of the requirements in 
paragraphs (2) through (6) of this 
definition. 

(2) Accrual-(i) General rule. The 
amount of the social security supple
ment payable at any age for which the 
employee is eligible for the social 
security supplement must be equal to 
the lesser of-

(A) The employee's old-age insur
ance benefit, unreduced on account of 
age, under title II of the Social Security 
Act; and 

(B) The accrued social security sup
plement, determined under one of the 
methods in paragraph (2)(ii) through 
(iv) of this definition. 

(ii) Section 401 (l) plans. In the case 
of a section 401(1) plan that is a 
defined benefit excess plan, each 
employee's accrued social security sup
plement equals the employee's average 
annual compensation up to the integra
tion level, multiplied by the disparity 
provided by the plan for the 
employee's years of service used in 
determining the employee's accrued 
benefit under the plan. In the case of a 
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section 40 I (I) plan that is an offset 
plan, each employee's accrued social 
security supplement equals the dollar 
amount of the offset accrued for the 
employee under the plan. 

(iii) PIA offset plan. In the case of a 
PIA offset plan, each employee's ac
crued social security supplement equals 
the dollar amount of the offset accrued 
for the employee under the plan. For 
this purpose, a PIA offset plan is a plan 
that reduces an employee's benefit by 
an offset based on a stated percentage 
of the employee's primary insurance 
amount under the Social Security Act. 

(iv) Other plans. In the case of any 
other plan, each employee's social 
security supplement accrues ratably 
over the period beginning with the later 
of the employee's commencement of 
participation in the plan or the effective 
date of the social security supplement 
and ending with the earliest age at 
which the social security supplement is 
payable to the employee. The effective 
date of the social security supplement 
is the later of the effective date of the 
amendment adding the social security 
supplement or the effective date of the 
amendment modifying an existing so
cial security supplement to comply 
with the requirements of this definition. 
If, by the end of the first plan year to 
which these regulations apply, as set 
forth in §1.401(a)(4)-13(a) and (b), an 
amendment is made to a social security 
supplement in existence on September 
19, 1991, the employer may treat the 
accrued portion of the social security 
supplement, as determined under the 
plan without regard to amendments 
made after September 19, 1991, as 
included in the employee's accrued 
social security supplement, provided 
that the remainder of the social security 
supplement is accrued under the 
otherwise-applicable method. 

(3) Vesting. The plan must provide 
that an employee's right to the accrued 
social security supplement becomes 
nonforfeitable within the meaning of 
section 411 as if it were an early 
retirement benefit. 

(4) Eligibility. The plan must impose 
the same eligibility conditions on re
ceipt of the social security supplement 
as on receipt of the early retirement 
benefit in conjunction with which the 
social security supplement is payable. 
Furthermore, if the service required for 
an employee to become eligible for the 
social security supplement exceeds 15 
years, then the ratio percentage of the 
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group of employees who actually s~t
isfy the eligibility conditions on receipt 
of the QSUPP in the current plan year 
must equal or exceed the unsafe harbor 
percentage applicable to the plan under 
§ 1.41O(b)-4(c)(4)(ii). 

(5) QJSA. At each age, the most 
valuable QSUPP commencing at that 
age must be payable in conjunction 
with the QJSA commencing at that age. 
In addition, the plan must provide that, 
in the case of a social security supple
ment payable in conjunction with a 
QJSA, the social security supplement 
will be paid after the employee' s dea~ 
on the same terms as the QJSA, but 10 

no event for a period longer than the 
period for which the social security 
supplement would have been paid to 
the employee had the employee. n?t 
died. For example, if the QJSA IS 10 

the form of a joint annuity with a 50-
percent survivor's benefit, the social 
security supplement must provide a 50-
percent survivor's benefit. Whe~ s~c
tion 417(c) requires the determmatlOn 
of a QJSA for purposes of determining 
a qualified pre-retirement survivor's 
annuity as defined in section 417(c) 
(QPSA), the social security supplement 
payable in conjunction with that QJSA 
must be paid in conjunction with the 
QPSA. 

(6) Protection. The plan must specif
ically provide that the social security 
supplement is treated as an early 
retirement benefit that is protected 
under section 411(d)(6) (other than for 
purposes of sections 401(a)(11) and 
417). Thus, the accrued social security 
supplement must continue to be pay
able notwithstanding subsequent 
amendment of the plan (including the 
plan's termination), and an employee 
may meet the eligibility requirements 
for the social security supplement after 
plan termination. 

Qualified plan. Qualified plan means 
a plan that satisfies section 401(a). For 
this purpose, a qualified plan includes 
an annuity plan described in section 
403(a). 

Rate group. Rate group is defined in 
§ 1.401 (a)(4)-2(c)(l) or is defined in 
§ 1.401 (a)( 4 )-3( c)( 1). 

Ratio percentage. Ratio percentage is 
defined in § 1.41O(b )-9. 

Section 401(a)(l7) employee. Section 
401(a)(17) employee is defined in 
§ 1.401 (a)(17)-1 (e )(2)(ii). 

Section 401(k) plan. Section 401(k) 
plan is defined in §1.410(b)-9. 
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Section 401(1) plan. Section 401(1) 
plan is defined in §1.410(b)-9. 

Section 401(m) plan. Section 401(m) 
plan is defined in § 1.41 O(b )-9. 

Section 414( s) compensation-(1) 
General rule. When used with refer
ence to compensation for a plan ~~ar, 
12-month period, or other speclf~ed 
period, section 414(s) compe~sat1on 
means compensation measured usmg an 
underlying definition that satisfies sec
tion 414(s) for the applicable pl.a~ year. 
Whether an underlying defimtlOn of 
compensation satisfies section 414(s) .is 
determined on a year-by-year baSIS, 
based on the provisions of section 
414(s) in effect for the applicable pl~n 
year and, if relevant, the employer s 
HCEs and NHCEs for that plan year. 
See §1.414(s)-1(i) for transition rules 
for plan years beginning before the 
effective date applicable to the plan 
under §1.401(a)(4)-13(a) or (b). For a 
plan year or 12-month period beginning 
before January 1, 1988, any underlying 
definition of compensation may be 
used to measure the amount of 
employees' compensation for purposes 
of this definition, provided that the 
definition was nondiscriminatory based 
on the facts and circumstances in 
existence for that plan year or for the 
plan year in which that 12-month 
period ends. 

(2) Determination period for section 
414( s) nondiscrimination require
ment-(i) General rule. If an underly
ing definition of compensation must 
satisfy the nondiscrimination require
ment in §1.414(s)-1(d)(3) in order to 
satisfy section 414(s) for a plan year, 
anyone of the following determination 
periods may be used to satisfy the 
nondiscrimination requirement-

(A) The plan year; 

(B) The calendar year ending in the 
plan year; or 

(C) The 12-month period ending in 
the plan year that is used to determine 
the underlying definition of 
compensation. 

(ii) Exception for partiaL plan year 
compensation. Notwithstanding the 
general rule in paragraph (2)(i) of this 
definition, if the period for measuring 
the underlying compensation is the 
portion of the plan year during which 
each employee is a participant in the 
plan (as provided in paragraph (4) of 
the definition of plan year compensa
tion in this section), that period must 
be used as the determination period. 

(3) Plans using permitted disparity. 
In the case of a section 401(1) plan or a 
plan that imput.es permitted disparity in 
accordance With §1.401(a)(4)-7, an 
underlying definition of compen~atio~ 
is not section 414(s) compensation If 
the definition results in significant 
under-inclusion of compensation for 
employees. 

(4) Double proration of servi~e and 
compensation. If a defined benefit plan 
prorates benefit accruals as pe~~ed 
under section 411(b)(4)(B) by creditmg 
less than full years of participation, 
then compensation for a plan year, 12-
month period, or other specified period 
that is used to determine the amount of 
an employee's benefits under the plan 
will not fail to be section 414(s) 
compensation, merely because the 
amount of compensation for that period 
is adjusted to reflect the equivalent of 
full-time compensation to the extent 
necessary to satisfy the requirements of 
29 CFR 2530.204-2(d) (regarding dou
ble proration of service and compensa
tion). This adjustment is disregarded in 
determining whether the underlying 
definition of compensation used satis
fies the requirements of section 414(s). 
Thus, for example, if the underlying 
definition of compensation is an alter
native definition that must satisfy the 
nondiscrimination requirement of 
§1.414(s)-I(d)(3), in determining 
whether that requirement is satisfied 
with regard to the underlying defini
tion, the compensation included for any 
employee is determined without any 
adjustment to reflect the equivalent of 
full-time compensation required by 29 
CFR 2530.204-2(d). 

Social security supplement. Social 
security supplement is defined in 
§ 1.411(a)-7(c)( 4)(ii). 

Standard interest rate. Standard in
terest rate means an interest rate that is 
neither less than 7.5 percent nor greater 
than 8.5 percent, compounded annually. 
The Commissioner may, in revenue 
rulings, notices, and other guidance ~f 
general applicability, change the defim
tion of standard interest rate. 

Standard mortality table. Standard 
mortality table means one of the 
following tables: the UP-1984 Mor
tality Table (Unisex); the 1983 Group 
Annuity Mortality Table (1983 G~) 
(Female); the 1983 Group Annuity 
Mortality Table (1983 GAM) (Mal~); 
the 1983 Individual Annuity Mortahty 
Table (1983 lAM) (Female); the 1983 
Individual Annuity Mortality Table 



(1983 lAM) (Male); the 1971 Group 
Annuity Mortality Table (1971 GAM) 
(Female); the 1971 Group Annuity 
Mortality Table (1971 GAM) (Male); 
the 1971 Individual Annuity Mortality 
Table (1971 lAM) (Female); or the 
1971 Individual Annuity Mortality 
Table (1971 lAM) (Male). These stand
ard mortality tables are available from 
the Society of Actuaries, 475 N. 
Martingale Road, Suite 800, Schaum
berg, Illinois 60173. The Commissioner 
may, in revenue rulings, notices, and 
other guidance of general applicability, 
change the definition of standard mor
tality table. See §601.601(d)(2)(ii)(b) of 
this Chapter. 

Straight life annuity. Straight life 
annuity means an annuity payable in 
equal installments for the life of the 
employee that terminates upon the 
employee's death. 

Testing age. With respect to an 
employee, testing age means the age 
determined for the employee under the 
following rules: 

(1) If the plan provides the same 
uniform normal retirement age for all 
employees, the employee's testing age 
is the employee's normal retirement 
age under the plan. 

(2) If a plan provides different uni
form normal retirement ages for dif
ferent employees or different groups of 
employees, the employee's testing age 
is the employee's latest normal retire
ment age under any uniform normal 
retirement age under the plan, regard
less of whether that particular uniform 
normal retirement age actually applies 
to the employee under the plan. 

(3) If the plan does not provide a 
uniform normal retirement age, the 
employee's testing age is 65. 

(4) If an employee is beyond the 
testing age otherwise determined for 
the employee under paragraphs (1) 
through (3) of this definition, the 
employee's testing age is the 
employee's current age. The rule in the 
preceding sentence does not apply in 
the case of a defined benefit plan that 
fails to satisfy the requirements of 
§1.401(a)(4)-3(f)(3)(i) (permitting cer
tain increases in benefits that com
mence after normal retirement age to 
be disregarded). 

Testing service. Testing service is 
defined in §1.401(a)(4)-3(d)(1)(iv). 

Uniform normal retirement age-(1) 
General rule. Uniform normal retire
ment age means a single normal 

retirement age under the plan that does 
not exceed the maximum age in para
graph (2) of this definition and that is 
the same for all of the employees in a 
given group. A group of employees 
does not fail to have a uniform normal 
retirement age merely because the plan 
contains provisions described in para
graphs (3) and (4) of this definition. 

(2) Maximum age. The maximum 
age is generally 65. However, if all 
employees have the same social se
curity retirement age (within the mean
ing of section 415(b)(8», the maximum 
age is the employees' social security 
retirement age. Thus, for example, a 
component plan has a uniform normal 
retirement age of 67 if it defines 
normal retirement age as social security 
retirement age and all employees in the 
component plan have a social security 
retirement age of 67. 

(3) Stated anniversary date-(i) 
General rule. A group of employees 
does not fail to have a uniform normal 
retirement age merely because the plan 
provides that the normal retirement age 
of all employees in the group is the 
later of a stated age (not exceeding the 
maximum age in paragraph (2) of this 
definition) or a stated anniversary no 
later than the fifth anniversary of the 
time each employee commenced par
ticipation in the plan. For employees 
who commenced participation in the 
plan before the first plan year begin
ning on or after January I, 1988, the 
stated anniversary date may be later 
than the anniversary described in the 
preceding sentence if it is no later than 
the earlier of the tenth anniversary of 
the date the employee commenced 
participation in the plan (or such earlier 
anniversary selected by the employer, 
if less than lO) or the fifth anniversary 
of the first day of the first plan year 
beginning on or after January I, 1988. 

(ii) Use of service other than anni
versary of commencement of participa
tion. In lieu of using a stated 
anniversary date as permitted under 
paragraph (3)(i) of this definition, a 
plan may use a stated number of years 
of service measured on another basis, 
provided that the determination is made 
on a basis that satisfies section 
411(a)(8) and that the stated number of 
years of service does not exceed the 
number of anniversaries permitted un
der paragraph (3)(i) of this definition. 
For example, a uniform normal retire
ment age could be based on the earlier 
of the fifth anniversary of the com-
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mencement of participation and the 
completion of five years of vesting 
service. 

(4) Conversion of normal retirement 
age to normal retirement date. A group 
of employees does not fail to have a 
uniform normal retirement age merely 
because a defined benefit plan provides 
for the commencement of normal re
tirement benefits on different retirement 
dates for different employees if each 
employee's normal retirement date is 
determined on a reasonable basis with 
reference to an otherwise uniform 
normal retirement age and the dif
ference between the normal retirement 
date and the uniform normal retirement 
age cannot exceed six months for any 
employee. Thus, for example, benefits 
under a plan do not fail to commence 
at a uniform normal retirement age of 
age 62 for purposes of § 1.40 1 (a)(4)-
3(b)(2)(i), merely because the plan's 
normal retirement date is defined as the 
last day of the plan year nearest 
attainment of age 62. 

Year of service. Year of service 
means a year of service as defined in 
the plan for a specific purpose, includ
ing the method of crediting service for 
that purpose under the plan. 

§J.40J(a)(4)-13 Effective dates and 
fresh-start rules. 

(a) General effective dates-(1) In 
general. Except as otherwise provided 
in this section, §§1.401(a)(4)-1 through 
1.401(a)(4)-13 apply to plan years 
beginning on or after January I, 1994. 

(2) Plans of tax-exempt organiza
tions. In the case of plans maintained 
by organizations exempt from income 
taxation under section 501(a), including 
plans subject to section 403(b )(12)
(A)(i) (nonelective plans), 
§§ 1.401(a)(4)-1 through 1.401(a)(4)-13 
apply to plan years beginning on or 
after January 1, 1996. 

(3) Compliance during transition 
period. For plan years beginning before 
the effective date of these regulations, 
as set forth in paragraph (a)(1) and (2) 
of this section, and on or after the first 
day of the first plan year to which the 
amendments made to section 4lO(b) by 
section 1112(a) of the Tax Reform Act 
of 1986 (TRA '86) apply, a plan must 
be operated in accordance with a 
reasonable, good faith interpretation of 
section 401 (a)(4), taking into account 
pre-existing guidance and the amend
ments made by TRA '86 to related 
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provisions of the Code (including, for 
example, sections 401(1), 401(a)(17), 
and 41O(b». Whether a plan is operated 
in accordance with a reasonable, good 
faith interpretation of section 401(a)(4) 
will generally be determined on the 
basis of all the relevant facts and 
circumstances, including the extent to 
which an employer has resolved un
clear issues in its favor. A plan will be 
deemed to be operated in accordance 
with a reasonable, good faith inter
pretation of section 401(a)(4) if it is 
operated in accordance with the terms 
of §§1.40I(a)(4)-1 through 
1.401(a)(4)-13. 

(b) Effective date for governmental 
plans. In the case of governmental 
plans described in section 414(d), 
including plans subject to section 
403(b)(12)(A)(i) (nonelective plans), 
§§1.401(a)(4)-1 through 1.401(a)(4)-13 
apply to plan years beginning on or 
after the later of January 1, 1996, or 90 
days after the opening of the first 
legislative session beginning on or after 
January 1, 1996, of the governing body 
with authority to amend the plan, if 
that body does not meet continuously. 
Such plans are deemed to satisfy 
section 401(a)(4) for plan years before 
that effective date. For purposes of this 
paragraph (b), the governing body with 
authority to amend the plan is the 
legislature, board, commission, council, 
or other governing body with authority 
to amend the plan. 

(c) Fresh-start rules for defined ben
efit plans-(1) Introduction. This para
graph (c) provides rules that must be 
satisfied in order to use the fresh-start 
testing options for defined benefit plans 
in §1.40I(a)(4)-3(b)(6)(vii) and 
(d)(3)(iii), relating to the safe harbors 
and the general test, respectively. 
Those fresh-start options are designed 
to allow a plan to be tested without 
regard to benefits accrued before a 
selected fresh-start date. To the extent 
provided in paragraph (d) of this 
section, those options also may be used 
to disregard certain increases in bene
fits attributable to compensation in
creases after a fresh-start date. Al
though this paragraph (c) generally 
requires a plan to be amended to freeze 
employees' accrued benefits as of a 
fresh-start date and to provide any 
additional accrued benefits after the 
fresh-start date solely in accordance 
with certain specified formulas, certain 
of these requirements do not apply to a 
plan that is tested under the general test 
of §1.401(a)(4)-3(c). See §1.401(a)(4)-
3(b)(6)(vii) and (d)(3)(iii). 
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(2) General rule. A defined benefit 
plan satisfies this paragraph (c) if-

(i) Accrued benefits of employees in 
the fresh-start group are frozen as of 
the fresh-start date in accordance with 
paragraph (c)(3) of this section; 

(ii) Accrued benefits after the fresh
start date for employees in the fresh
start group are determined under one of 
the fresh-start formulas in paragraph 
(c)(4) of this section; and 

(iii) Paragraph (c)(5) of this section 
is satisfied. 

(3) Definition of frozen-(i) General 
rule. An employee's accrued benefit 
under a plan is frozen as of the fresh
start date if it is determined as if the 
employee terminated employment with 
the employer as of the fresh-start date 
(or the date the employee actually 
terminated employment with the 
employer, if earlier), and without re
gard to any amendment to the plan 
adopted after that date, other than 
amendments recognized as effective as 
of or before that date under section 
401(b) or §1.401(a)(4)-11(g). The as
sumption that an employee has termi
nated employment applies solely for 
purposes of this paragraph (c)(3). Thus, 
for example, the fresh start has no 
effect on the service taken into account 
for purposes of determining vesting and 
eligibility for benefits, rights, and 
features under the plan. 

(ii) Permitted compensation adjust
ments. An employee's accrued benefit 
under a plan that satisfies paragraph (d) 
of this section does not fail to be 
frozen as of the fresh-start date merely 
because the plan makes the adjustments 
described in paragraph (d)(7) and (8) of 
this section with regard to the fresh
start date. In addition, if the frozen 
accrued benefit of an employee under 
the plan includes top-heavy minimum 
benefits, an employee's accrued benefit 
under a plan does not fail to be frozen 
as of the fresh-start date merely be
cause the plan increases the frozen 
accrued benefit of each employee in 
the fresh-start group solely to the 
extent necessary to comply with the 
average compensation requirement of 
section 416(c)(l)(D)(i). 

(iii) Permitted changes in optional 
forms. An employee's accrued benefit 
under a plan does not fail to be frozen 
as of the fresh-start date merely be
cause the plan provides a new optional 
form of benefit with respect to the 
frozen accrued benefit, if-

(A) The optional form is provided 
with respect to each employee's entire 
accrued benefit (i.e., accrued both 
before and after the fresh-start date); 

(B) The plan provided meaningful 
coverage as of the fresh-start date, as 
described in paragraph (d)(4) of this 
section; and 

(C) The plan provides meaningful 
current benefit accruals as described in 
paragraph (d)(6) of this section. 

(iv) Floor-offset plans. In the case of 
a plan that was a floor-offset plan 
described in § 1.401 (a)(4)-8(d) prior to 
the fresh-start date, an employee's 
accrued benefit as of the fresh-start 
date does not fail to be frozen merely 
because the actuarial equivalent of the 
account balance in the defined contri
bution plan that is offset against the 
defined benefit plan varies as a result 
of investment return that is different 
from the assumed interest rate used to 
determine the actuarial equivalent of 
the account balance. 

(4) Fresh-start formulas-(i) For
mula without wear-away. An em
ployee's accrued benefit under the plan 
is equal to the sum of-

(A) The employee's frozen accrued 
benefit; and 

(B) The employee's accrued benefit 
determined under the formula applica
ble to benefit accruals in the current 
plan year (current formula) as applied 
to the employee's years of service after 
the fresh-start date. 

(ii) Formula with wear-away. An 
employee's accrued benefit under the 
plan is equal to the greater of-

(A) The employee's frozen accrued 
benefit; or 

(B) The employee's accrued benefit 
determined under the current formula 
as applied to the employee's total years 
of service (before and after the fresh
start date) taken into account under the 
current formula. 

(iii) Formula with extended wear
away. An employee's accrued benefit 
under the plan is equal to the greater 
of-

(A) The amount determined under 
paragraph (c)(4)(i) of this section; Of 

(B) The amount determined under 
paragraph (c)( 4 )(ii)(B) of this section. 

(5) Rules of application-(i) Consis
tency requirement. This paragraph 
(c)(5) is not satisfied unless the fresh
start rules in this paragraph (c) (and 
paragraph (d) of this section, if applica-



ble) are applied consistently to all 
employees in the fresh-start group. 
Thus, for example, the same fresh-start 
date and fresh-start formula (within the 
meaning of paragraph (c)(4) of this 
section) must apply to all employees in 
the fresh-start group. Similarly, if a 
plan makes a fresh start for all 
employees with accrued benefits on the 
fresh-start date and, for a later plan 
year, is aggregated for purposes of 
section 401(a)(4) with another plan that 
did not make the same fresh start, the 
aggregated plan must make a new fresh 
start in order to use the fresh-start rules 
for that later plan year or any subse
quent plan year. 

(ii) Definition of fresh-start group. 
Generally, the fresh-start group with 
respect to a fresh start consists of all 
employees who have accrued benefits 
as of the fresh-start date and have at 
least one hour of service with the 
employer after that date. However, a 
fresh-start group with respect to a fresh 
start may consist exclusively of all 
employees who have accrued benefits 
as of the fresh-start date, have at least 
one hour of service with the employer 
after that date, and are-

(A) Section 401(a)(17) employees; 
(B) Members of an acquired group 

of employees (provided the fresh-start 
date is the date determined under 
paragraph (c)(5)(iii)(B) of this section); 
or 

(C) Employees with a frozen ac
crued benefit that is attributable to 
assets and liabilities transferred to the 
plan as of a fresh-start date in connec
tion with the transfer (provided the 
fresh-start date is the date determined 
under paragraph (c )(5)(iii)(C) of this 
section) and for whom the current 
formula is different from the formula 
used to determine the frozen accrued 
benefit. 

(iii) Definition of fresh-start date. 
Generally, the fresh-start date is the 
last day of a plan year. However, a 
plan may use a fresh-start date other 
than the last day of the plan year if-

(A) The plan satisfied the safe har
bor rules of §1.401(a)(4)-3(b) for the 
period from the beginning of the plan 
year through the fresh-start date; 

(B) The fresh-start group is an ac
quired group of employees, and the 
fresh-start date is the latest date of hire 
or transfer into an acquired trade or 
business selected by the employer for 
any employees to be included in the 
acquired group of employees; or 

(C) The fresh-start group IS the 
group of employees with a frozen 
accrued benefit that is attributable to 
assets and liabilities transferred to the 
plan and the fresh-start date is the date 
as of which the employees begin 
accruing benefits under the plan. 

(6) Examples. The following exam
ples illustrate the rules in this para
graph (c): 

Example 1. (a) Employer X maintains a 
defined benefit plan with a calendar plan year. 
The plan formula provides an employee with a 
normal retirement benefit at age 65 of one 
percent of average annual compensation up to 
covered compensation multiplied by the 
employee's years of service for Employer X, 
plus 1.5 percent of average annual compensation 
in excess of covered compensation, multiplied by 
the employee's years of service for Employer X 
up to 40. 

(b) For plan years beginning after 1994, 
Employer X amends the plan formula to provide 
a normal retirement benefit of 0.75 percent of 
average annual compensation up to covered 
compensation multiplied by the employee's total 
years of service for Employer X up to 35, plus 
1.4 percent of average annual compensation in 
excess of covered compensation multiplied by 
the employee's years of service for Employer X 
up to 35. For plan years after 1994, each 
employee's accrued benefit is determined under 
the fresh-start formula in paragraph (c)(4)(iii) of 
this section (formula with extended wear-away), 
using December 31, 1994, as the fresh-start date. 

(c) As of December 31, 1994, Employee M 
has 10 years of service for Employer X, has 
average annual compensation of $38,000, and 
has covered compensation of $30,000. Employee 
M's accrued benefit as of December 31, 1994, is 
therefore $4,200 «(1 percent X $30,000 X 10 
years) + (1.5 percent X $8,000 X 10 years». As 
of December 31, 1995, Employee M has 11 
years of service for Employer X, has average 
annual compensation of $40,000 (determined by 
taking into account compensation before and 
after the fresh-start date), and has covered 
compensation of $32,000. Employee M's accrued 
benefit as of December 31, 1995, is $4,552, the 
greater of-

(1) $4,552, the sum of Employee M's accrued 
benefit frozen as of December 31, 1994, ($4,200) 
and the amended formula applied to Employee 
M's years of service after 1994 «0.75 percent X 
$32,000 X 1 year) + (1.4 percent X $8,000 X 1 
year), or $352); or 

(2) $3,872, the amended formula applied to 
Employee M's total years of service «0.75 
percent X $32,000 X 11 years) + (1.4 percent X 

$8,000 X 11 years». 
Example 2. (a) Employer Y maintains a 

defined benefit plan, Plan A, that has a calendar 
plan year. For the 1995 plan year, Plan A 
satisfies the requirements for a safe harbor plan 
in § 1.401(a)(4)-3(b). Employer Y selects a date 
in 1995 for all the employees, freezes the 
employees' accrued benefits as of that date under 
the rules of paragraph (c)(3) of this section, and, 
in accordance with the rules of this paragraph 
(c), amends Plan A to determine benefits for all 
employees after that date using the formula with 
wear-away described in paragraph (c)(4)(ii) of 
this section. The new benefit formula would 
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satisfy the requirements for a safe harbor plan in 
§ 1.40 I (a)(4)-3(b) if all accrued benefits were 
determined under it. 

(b) Because Plan A satisfied the requirements 
for a safe harbor plan for the period from the 
beginning of the plan year through the selected 
date, paragraph (c )(5)(iii)(A) of this section 
permits the selected date to be a fresh-start date, 
even if it is not the last day of the plan year. 
Thus, Plan A satisfies the requirements in this 
paragraph (c) for a fresh start as of the fresh-start 
date. 

(c) Under § 1.401 (a)(4)-3(b)(6)(vii), a plan 
does not fail to satisfy the requirements of 
§1.401(a)(4)-3(b), merely because of benefits 
accrued under a different formula prior to a 
fresh-start date. Thus, Plan A still satisfies the 
safe harbor requirements of §1.401(a)(4)-3(b) 
after the amendment to the benefit formula. 
Because Plan A satisfied the requirements for a 
safe harbor plan for the period from the 
beginning of the plan year, taking the amend
ment into account, Employer Y may select any 
date within the plan year (which may be the 
same date as the first fresh-start date) and apply 
the fresh-start rules in this paragraph (c) a 
second time as of that date. 

(d) Compensation adjustments to 
frozen accrued benefits-( 1) Introduc
tion. In addition to the fresh-start rules 
in paragraph (c) of this section, this 
paragraph (d) sets forth requirements 
that must be satisfied in order for a 
plan to disregard increases in benefits 
accrued as of a fresh-start date that are 
attributable to increases in employees' 
compensation after the fresh-start date. 

(2) In general. In the case of a 
defined benefit plan that is tested under 
the safe harbors in §1.401(a)(4)-3(b) or 
§1.401(a)(4)-8(c)(3), an employee's ad
justed accrued benefit (determined un
der the rules in paragraph (d)(8) of this 
section) may be substituted for the 
employee's frozen accrued benefit in 
applying the formulas in paragraph 
(c)( 4) of this section (or paragraph 
(f)(2) of this section, if applicable) if 
paragraphs (d)(3) through (d)(7) of this 
section are satisfied. Thus, for example, 
in determining whether such a plan 
satisfies §1.401(a)(4)-3(b), any com
pensation adjustments to the 
employee's frozen accrued benefit de
scribed in paragraph (d)(8) of this 
section are disregarded. Similarly, in 
the case of a defined benefit plan tested 
under the general test in §1.401(a)(4)-
3(c), the compensation adjustments de
scribed in paragraph (d)(8) of this 
section may be disregarded under the 
rules of §1.401(a)(4)-3(d)(3)(iii) if 
paragraphs (d)(3) through (d)(7) of this 
section are satisfied. Of course, any 
increases in accrued benefits exceeding 
these adjustments must be taken into 
account under the general test, and a 
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plan providing such excess increases 
generally will fail to satisfy the safe 
harbor requirements of §1.40I(a)(4)-
3(b). Where paragraphs (d)(3) through 
(d)(7) of this section are satisfied with 
respect to a plan as of the fresh-start 
date, but one or more of those para
graphs fail to be satisfied for a later 
plan year, further compensation adjust
ments described in paragraph (d)(8) of 
this section may not be disregarded in 
testing the plan under §1.401(a)(4)-3. 

(3) Plan requirements-(i) Pre
fresh-start date. As of the fresh-start 
date, the plan must have contained a 
benefit formula under which benefits of 
each employee in the fresh-start group 
that are accrued as of the fresh-start 
date and are attributable to service 
before the fresh-start date would be 
affected by the employee's compensa
tion after the fresh-start date. A plan 
satisfies this requirement, for example, 
if it based benefits on an employee's 
highest average pay over a fixed period 
of years or on an employee's average 
pay over the employee's entire career 
with the employer. A plan does not 
satisfy this paragraph (d)(3)(i) if the 
Commissioner determines, based on all 
of the relevant facts and circumstances, 
that the plan provision described in the 
first sentence of this paragraph (d)(3) 
was added primarily in order to provide 
additional benefits to HCEs that are 
disregarded under the special testing 
rules described in this paragraph (d). 

(ii) Post-fresh-start date. The plan by 
its terms must provide that the accrued 
benefits of each employee in the fresh
start group after the fresh-start date be 
at least equal to the employee's ad
justed accrued benefit (i.e .. the frozen 
accrued benefit as of the fresh-start 
date, adjusted as provided under para
graph (d)(7) of this section, plus the 
compensation adjustments described in 
paragraph (d)(8) of this section). 

(4) Meaningful coverage as of fresh
start date. The plan must have 
provided meaningful coverage as of the 
fresh-start date. A plan provided mean
ingful coverage as of the fresh-start 
date if the group of employees with 
accrued benefits under the plan as of 
the fresh-start date satisfied the mini
mum coverage requirements of section 
410( b ) as in effect on that date 
(determined without regard to section 
41O(b)(6)(C». In order to satisfy the 
requirement in the preceding sentence, 
an employer may amend the plan to 
grant past service credit under the 
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formula in effect as of the fresh-start 
date to NHCEs, if the amount of past 
service granted them is reasonably 
comparable, on average, to the amount 
of past service HCEs have under the 
plan. Any benefit increase that results 
from the grant of past service credit to 
a NHCE under this paragraph (d)(4) is 
included in the employee's frozen 
accrued benefit. 

(5) Meaningful ongoing coverage
(i) General rule. The fresh-start group 
must have satisfied the minimum 
coverage requirements of section 
41 O(b) for all plan years from the first 
plan year beginning after the fresh-start 
date through the current plan year. 
Thus, if a fresh-start group fails to 
satisfy the minimum coverage require
ments of section 41 O(b) for any plan 
year, this paragraph (d)(5) is not 
satisfied for that plan year or any 
subsequent plan year; however, such a 
failure is not taken into account in 
determining whether this paragraph 
(d)(5) is satisfied for any previous plan 
year. 

(ii) Alternative rules. Notwithstand
ing paragraph (d)(5)(i) of this section, a 
fresh-start group is deemed to satisfy 
this paragraph (d)(5) for all plan years 
following the fresh-start date if anyone 
of the following requirements is 
satisfied: 

(A) Section 41O(b) coverage for first 
five years. The fresh-start group must 
have satisfied the minimum coverage 
requirements of section 41O(b) for the 
first five plan years beginning after the 
fresh-start date. 

(B) Ratio percentage coverage as of 
fresh-start date. The fresh-start group 
must have satisfied the ratio percentage 
test of § 1.41 O(b )-2(b )(2) as of the 
fresh-start date. 

(C) Fresh start for acquired group 
of employees. The fresh-start group 
must consist of an acquired group of 
employees that satisfied the minimum 
coverage requirements of section 
41O(b) (determined without regard to 
section 410(b)(6)(C» as of the fresh
start date. 

(D) Fresh start before applicable 
effective date. The fresh-start date with 
respect to the fresh-start group must 
have been on or before the effective 
date applicable to the plan under 
paragraph (a) or (b) of this section. 

(6) Meaningful current benefit ac
cruals. The benefit formula and accrual 
method under the plan that apply to the 

fresh-start group in the aggregate must 
provide benefit accruals in the current 
plan year (other than increases in 
benefits accrued as of the fresh-start 
date) at a rate that is meaningful in 
comparison to the rate at which bene
fits accrued for the fresh-start group in 
plan years beginning before the fresh
start date. Whether this requirement is 
satisfied with respect to a fresh-start 
group that does not include all 
employees in the plan with an hour of 
service after the fresh-start date may be 
determined taking into account the rate 
at which benefits are provided to other 
employees in the plan. 

(7) Minimum benefit adjustment-(i) 
In general. In the case of a section 
401(1) plan or a plan that imputes 
disparity under §1.40I(a)(4)-7, the plan 
must make the minimum benefit adjust
ment described in paragraph (d)(7)(ii) 
or (iii) of this section. 

(ii) Excess or offset plans. In the 
case of a plan that is a defined benefit 
excess plan as of the fresh-start date, 
each employee's frozen accrued benefit 
is adjusted so that the base benefit 
percentage is not less than 50 percent 
of the excess benefit percentage. In the 
case of a plan that is a PIA offset plan 
(as defined in paragraph (2)(iii) of the 
definition of QSUPP in §1.40I(a)(4)-
12) as of the fresh-start date, each 
employee's offset as applied to deter
mine the frozen accrued benefit is 
adjusted so that it does not exceed 50 
percent of the benefit determined with
out applying the offset. 

(iii) Other plans. In the case of a 
plan that is not described in paragraph 
(d)(7)(ii) of this section, each 
employee's frozen accrued benefit is 
adjusted in a manner that is economi
cally equivalent to the adjustment 
required under that paragraph, taking 
into account the plan's benefit formula, 
accrual rate, and relevant employee 
factors, such as period of service. 

(8) Adjusted accrued benefit-(i) 
General rule. The term adjusted ac
crued benefit means an employee's 
frozen accrued benefit that is adjusted 
as provided in paragraph (d)(7) of this 
section and then multiplied by a 
fraction (not less than one), the numer
ator of which is the employee's com
pensation for the current plan year and 
the denominator of which is the 
employee's compensation as of the 
fresh-start date determined under the 
same definition. For purposes of this 
adjustment, the compensation definition 



must be either the same compensation 
definition and formula used to deter
mine the frozen accrued benefit or 
average annual compensation (deter
mined without regard to §1.401(a)(4)-
3(e)(2)(ii)(A) (use of plan year 
compensation)). 

(ii) Alternative formula for pre
effective-date fresh starts. In the case 
of a fresh-start date before the effective 
date that applies to the plan under 
paragraph (a) or (b) of this section, the 
adjusted accrued benefit may be deter
mined by multiplying the frozen ac
crued benefit by a fraction (not less 
than one) determined under this para
graph (d)(8)(ii). The numerator of the 
fraction is the employee's average 
annual compensation for the current 
plan year. The denominator of the 
fraction is the employee's reconstructed 
average annual compensation as of the 
fresh-start date. An employee's recon
structed average annual compensation 
is determined by-

(A) Selecting a single plan year 
beginning after the fresh-start date but 
beginning not later than the last day of 
the first plan year to which these 
regulations apply under paragraph (a) 
or (b) of this section; 

(B) Determining the employee's 
average annual compensation for the 
selected plan year under the same 
method used to determine the 
employee's average annual compensa
tion for the current plan year under this 
paragraph (d)(8)(ii); and 

(C) Multiplying the employee's 
average annual compensation for the 
selected plan year by a fraction, the 
numerator of which is the employee's 
compensation as of the fresh-start date 
determined under the same compensa
tion definition and formula used to 
determine the employee's frozen ac
crued benefit and the denominator of 
which is the employee's compensation 
for the selected plan year determined 
under the compensation definition and 
formula used to determine the 
employee's frozen accrued benefit. 

(iii) Effect of section 40J(a)(l7). In 
determining the numerators and the de
nominators of the fractions described in 
this paragraph (d)(8), the annual com
pensation limit under section 
401(a)(l7) generally applies. See, how
ever, §1.401(a)(l7)-1(e)(4) for special 
rules applicable to section 401(a)(l7) 
employees. 

(iv) Option to make less than the full 
permitted adjustment. A plan may limit 

the increase in an employee's frozen 
accrued benefit for the current and all 
future years to a percentage (not more 
than 100 percent) of the increase 
otherwise provided under this para
graph (d)(8). Furthermore, the plan 
may, at any time, terminate all future 
adjustments permitted under this para
graph (d). 

(v) Alternative determination of ad
justed accrued benefit. In lieu of 
applying the fractions in paragraph 
(d)(8)(i) or (ii) of this section, a plan 
may determine an employee's adjusted 
accrued benefit by substituting the 
employee's compensation for the cur
rent plan year (determined under the 
same compensation formula and under
lying definition of compensation used 
to determine the employee's frozen 
accrued benefit) in the benefit formula 
used to determine the frozen accrued 
benefit. For this purpose, insignificant 
changes in the underlying definition of 
compensation to reflect current com
pensation practices will not be treated 
as a change in the definition of 
compensation. A plan may apply the 
alternative in this paragraph (d)(8)(v), 
only if it is reasonable to expect as of 
the fresh-start date that, over time, the 
use of this method instead of the 
general rule of paragraph (d)(8)(i) will 
not discriminate significantly in favor 
of HCEs. 

(9) Examples. The following exam
ples illustrate the rules of this para
graph (d). 

Example 1. (a) Employer X maintains a 
defined benefit plan that is an excess plan with a 
calendar plan year. For plan years before 1989, 
the plan is integrated with benefits provided 
under the Social Security Act, providing each 
employee with a normal retirement benefit equal 
to one percent of the employee's average annual 
compensation in excess of the employee's 
covered compensation, multiplied by the 
employee's years of service for Employer X. The 
benefit formula thus provides no benefit with 
respect to average annual compensation up to 
covered compensation. 

(b) As of December 31, 1988, Employee M 
has 10 years of service for Employer X and has 
covered compensation of $25,000 and average 
annual compensation of $20,000. Employee M's 
average annual compensation has never exceeded 
$20,000. Therefore, as of December 31, 1988, 
Employee M's accrued benefit under the plan is 
zero. 

(c) Effective with the 1989 plan year, the plan 
is amended to provide each employee with a 
normal retirement benefit of 0.6 percent of 
average annual compensation up to covered 
compensation plus 1.2 percent of average annual 
compensation in excess of covered compensation, 
multiplied by the employee's years of service up 
to 35. The plan also provides that, for plan years 
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after 1988, each employee's accrued benefit is 
determined under the formula in paragraph 
(c)(4)(i) of this section (formula without wear
away) and, in applying the fresh-start formula, 
each employee's frozen accrued benefit under 
paragraph (c)(4)(i) of this section will be 
adjusted under this paragraph (d), using the same 
compensation definition and formula used to 
determine the frozen accrued benefit under 
paragraph (d)(8)(i) of this section. 

(d) The plan uses the permitted disparity of 
section 401(1) and thus must also make the 
minimum benefit adjustment under paragraph 
(d)(7) of this section. Because the excess benefit 
percentage under the plan for years before 1989 
was one percent, the plan must provide a base 
benefit percentage for those years of at least 0.5 
percent. After the minimum benefit adjustment, 
Employee M's accrued benefit as of December 
31, 1988, is $1,000 (0.5 percent X $20,000 X 10 
years). 

(e) As of December 31, 1992, Employee M 
has 14 years of service and has covered 
compensation of $30,000 and average annual 
compensation of $35,000. Employee M's ad
justed accrued benefit as of December 31, 1992, 
is $1,750 ($1,000 X $35,000/$20,000), and 
Employee M's accrued benefit as of December 
31, 1992, is $2,710 (the sum of $1,750 plus $960 
«0.6 percent X $30,000 X 4 years) plus (1.2 
percent X $5,000 X 4 years»). 

Example 2. (a) The facts are the same as in 
Example 1, except that in determining adjusted 
accrued benefits, the plan specifies the alterna
tive method of paragraph (d)(8)(v) of this 
section. This method may be used because it is 
reasonable to expect as of the fresh-start date 
that, over time, the use of this method instead of 
the general rule of paragraph (d)(8)(i) will not 
discriminate significantly in favor of HCEs. 

(b) As of December 31, 1992, Employee M's 
adjusted accrued benefit is $2,000 (10 years of 
service prior to the fresh-start date X (0.5 
percent of $30,000 + 1.0 percent of the excess of 
$35,000 over $30,000)). 

(c) Alternatively, Employer X may choose to 
use the method of paragraph (d)(8)(v) of this 
section but freezes the covered compensation 
level at the dollar level in place as of the fresh
start date. In such case, Employee M's adjusted 
accrued benefit as of December 31, 1992, would 
have been $2,250 (10 years of service prior to 
the fresh-start date x (0.5 percent of $25,000 + 
1.0 percent of the excess of $35,000 over 
$25,000)). This method may be used because it 
is reasonable to expect as of the fresh-start date 
that, over time, the use of this method instead of 
the general rule of paragraph (d)(8)(i) will not 
discriminate significantly in favor of HCEs. 

Example 3. (a) The facts are the same as in 
Example 1, except that for plan years before 
1989, the plan provided a minimum benefit to 
certain employees equal to $120 per year of 
service. Employee M is entitled to the minimum 
benefit, and thus, Employee M's frozen accrued 
benefit as of December 31, 1988 was $1.200 (the 
greater of 10 years of service X $120 and 
$1,000, Employee M's benefit under the underly
ing formula, after the minimum benefit adjust
ment of paragraph (d)(7) of this section). 

(b) Employer X's plan specifies instead the 
alternative method of adjusting accrued benefits 
described in paragraph (d)(8)(v) of this section. 
(The fact that a minimum benefit applying to 
certain employees is not adjusted under the 
alternative method of paragraph (d)(8)(v) of this 
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section, but would be adjusted under the general 
rule of paragraph (d)(8)(i) of this section does not 
change the conclusion in Example 2, that the plan 
may apply the alternative method). 

(e) Determination of initial theoreti
cal reserve for target benefit plans-( I) 
General rule. In the case of a target 
benefit plan the stated benefit fonnula 
under which takes into account service 
for years in which the plan did not 
satisfy § 1.401 (a)(4)-8(b)(3), as pennit
ted under § 1.401 (a)(4)-8(b)(3)(vii), the 
theoretical reserve as of the detennina
tion date for the last plan year beginning 
before the first day of the first plan year 
in which the plan satisfies §1.401(a)(4)-
8(b)(3) of an employee who was a 
participant in the plan on that deter
mination date, is detennined as follows: 

(i) Detennine the actuarial present 
value, as of that detennination date, of 
the stated benefit that the employee is 
projected to have at the employee's 
nonnal retirement age, using the actu
arial assumptions, the provisions of the 
plan, and the employee's compensation 
as of that detennination date. For an 
employee whose attained age equals or 
exceeds the employee's nonnal retire
ment age, detennine the actuarial pres
ent value of the employee's stated 
benefit at the employee's current age, 
but using an immediate straight life 
annuity factor for an employee whose 
attained age equals the employee's 
nonnal retirement age. 

(ii) Calculate the actuarial present 
value of future required employer con
tributions (without regard to limitations 
under section 415 or additional contribu
tions described in § 1.401 (a)(4)-
8(b)(3)(v» as of that detennination date 
(i.e., the actuarial present value of the 
level contributions due for each plan 
year through the end of the plan year in 
which the employee attains nonnal 
retirement age). This calculation is made 
assuming that the required contribution 
in each future year will be equal to the 
required contribution for the plan year 
that includes that detennination date 
and applying the interest rate that wa~ 
used in detennining that required 
contribution. 

(iii) Detennine the excess, if any, of 
the amount determined in paragraph 
(e)(l)(i) of this section over the amount 
determined in paragraph (e)(l)(ii) of this 
section: This excess is the employee's 
theoretIcal reserve on that detennination 
date. 

(2) Example. The following example 
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illustrates the detennination of an 
employee's theoretical reserve. 

Example. (a) A target benefit plan was adopted 
and in effect before September 19, 1991, and 
satisfied the requirements of Rev. Rui. 76-464, 
1976-2 C.B. 115, with respect to all years credited 
under the stated benefit fonnula through 1993. 
The plan provides a stated benefit equal to 40 
percent of compensation, payable annually as a 
straight life annuity beginning at nonnal retirement 
age. Nonnal retirement age under the plan is 65. 
The stated interest rate under the plan is six 
percent. The determination date for required 
contributions under the plan is the last day of the 
plan year. Employee M is 38 years old on the 
detennination date for the 1993 plan year, has 
participated in the plan for five years, and has 
compensation equal to $60,000 in 1993. The 
amount of employer contribution to Employee M's 
account for 1993 was $2,468. 

(b) Under these facts, Employee M's theoretical 
reserve is equal to $13,909, calculated as follows: 

(1) The actuarial present value of Employee 
M's stated benefit is calculated using the actuarial 
assumptions, provisions of the plan and Employee 
M's compensation as of the detennination date for 
the 1993 plan year. This amount is equal to 
$46,512, Employee M's stated benefit of $24,000 
($60,000 multiplied by 40 percent), multiplied by 
1.938, the actuarial present value factor applicable 
to a participant who is 38 years old using a stated 
interest rate of six percent. 

(2) The actuarial present value of future 
employer contributions is calculated assuming that 
the required contribution in each future year will 
be equal to the required contribution for the 1993 
plan year and assuming the same interest rate as 
was used in detennining that contribution. This 
amount is equal to $32,603, which is equal to the 
amount of the level annual employer contribution 
($2,468) multiplied by a factor of 13.2105 (the 
temporary annuity factor for a period of 27 years, 
assuming the six percent interest rate that was 
used to determine the required employer 
contribution). 

(3) Employee M's theoretical reserve is 
$13,909, the excess of the amount detennined in 
paragraph (b)(l) of this Example over the amount 
detennined in paragraph (b)(2) of this Example. 

* * * * * * 

Par. 5. Section 1.41 I (d)-4 is amended 
by revising the sentence at the end of 
paragraph A-l(b)(1) to read as follows: 

§l.4l1(d)-4 Section 411(d)(6) 
protected benefits. 

* * * * * * 

A-I: *** 

(b) *** (1) ***See §1.401(a)(4)-
4(d) for the definition of an optional 
f~nn of benefit for plan years begin
nmg on or after January I, 1994 (or 
Jan.u~ I, 1996, in the case of plans 
mamta~ned by organizations exempt 
from mcome taxation under section 
501(a), including plans subject to sec-

tion 403(b)( 12)(A)(i) (nonelective 
plans». 

* * * * * * 
Margaret Milner Richardson, 

Commissioner of 
Internal Revenue. 

Approved August 23, 1993, 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 30, 1993, 2:23 p.m., and published in 
the issue of the Federal Register for September 
3, 1993, 58 F.R. 46773) 

26 CFR 1.401(a)(5)-1: Special rules relating 
to nondiscrimination requirements. 

T.D. 8486 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Permitted Disparity with Respect to 
8enefits and Contributions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the final regulations 
under section 401(1) of the Internal 
Revenue Code of 1986, which provides 
for pennitted disparity in employer 
contributions to, and employer
provided benefits under, qualified 
plans. The regulations reflect changes 
made by the Tax Refonn Act of 1986 
and the Technical and Miscellaneous 
Revenue Act of 1988. The regulations 
provide guidance necessary to comply 
with the law and affect sponsors of, 
and participants in, tax-qualified retire
ment plans. 

DATES: These regulations are effective 
January 1, 1994, and apply to plan 
years beginning on or after January 1, 
1994, except as provided in the transi
tion rules of §1.401(1)-6. 

SUPPLEMENTARY INFORMATION: 

Background 

On September 19, 1991, final regula
tions under sections 401(a)(5) and 



401.(1) (T.D. 8359 [1991-2 C.B. 70]) 
were published in the Federal Register 
(56 FR 47610). In the Federal Register 
of August 10, 1992, (57 FR 35536 
[EE-6-92, 1992-2 C.B. 667]), the 
Internal Revenue Service published 
proposed regulations to extend the 
effective date of the final regulations 
under section 401(a)(4), section 
401(a)(5), section 401(1), and related 
regulations generally to plan years 
beginning on or after January 1, 1994. 

On April 21, 1993, proposed regula
tions amending the final regulations 
were published in the Federal Register 
(58 FR 21426 [EE-3-93, 1993-1 c.B. 
712]). Written comments were received 
from the public on the proposed 
regulations, and a public hearing was 
held on June 7, 1993. After considera
tion of all of the written comments 
received and the statements made at the 
public hearing, these regulations are 
adopted as modified by this Treasury 
decision. 

Explanation of Provisions 

1. Overview 

Section 401(a)(4) requires that con
tributions or benefits not discriminate 
in favor of highly compensated em
ployees. Section 401(a)(5) provides that 
a plan does not discriminate merely 
because the contributions or benefits 
under the plan bear a uniform relation
ship to compensation, taking into ac
count the permitted disparity under 
section 401(1). The regulations under 
section 401(a)(4) provide certain safe 
harbor plan designs that use the permit
ted disparity under section 401(1). 

The April 1993 proposed regulations 
amend the September 1991 regulations 
generally to address issues raised since 
the publication of the 1991 regulations. 
In addition, the proposed regulations 
make coordinating amendments to the 
September 1991 regulations under sec
tion 401(1) to take into account the 
changes proposed in the January 1993 
proposed section 401(a)(4) regulations. 
Major changes in the proposed regula
tions include the following: 

• Allowing a defined benefit plan 
that offsets an employee's benefit by a 
percentage of the employee's primary 
insurance amount (PIA offset plan) to 
satisfy section 401(1) if the offset is 
limited to the maximum offset permit
ted under section 401(1). 

• Allowing application of the 
cumulative disparity limit on a 
formula-by-formula basis in the case of 
a defined benefit plan providing the 
greater of the benefits under two 
formulas and allowing similar treatment 
in plan offset arrangements. 

• Expanding the exception for op
tional forms of benefit subject to 
section 417(e) to allow the employer to 
use the same interest rates for all such 
forms. 

• Allowing a plan to provide a 
qualified disability benefit within the 
meaning of section 411(a)(9) without 
having to use a reduced disparity rate. 

In general, comments received on the 
changes contained in the proposed 
regulations were favorable. Accord
ingly, these final regulations incorpo
rate those changes. In addition, in 
response to comments, certain modi
fications and clarifications have been 
made to the regulations. The more 
significant changes made in these final 
regulations are discussed below. 

2. Overall disparity 

a. Background 

Section 401(1) of the Code limits the 
disparity permitted with respect to any 
year of service and with respect to all 
years of service. The September 1991 
regulations provide annual and cumula
tive overall permitted disparity limits, 
that is, limits on the disparity that can 
be provided to an employee for one 
year under more than one plan and for 
the employee's total years of service. 
For purposes of the overall disparity 
limits, all plans of the employer are 
taken into account. In addition, plans of 
another employer are taken into ac
count for years of service with the 
other employer which are also credited 
by the current employer. The reason for 
taking the other employer's plan into 
account is to assure that the current 
employer does not duplicate the dis
parity provided for years of service 
with the other employer, thus exceed
ing the disparity limits. 

The overall disparity limits are ap
plied by determining an annual dis
parity fraction for the employee for 
each year of service under a plan, 
reflecting the portion of the disparity 
maximum used under the plan for that 
year. The cumulative disparity limit 
prohibits the sum of the employee's 
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annual disparity fractions from exceed
ing 35. Generally, if a defined benefit 
plan provides a benefit equal to the 
greater of the benefits under two 
formulas, or if the benefits under the 
plan are offset by benefits under 
another defined benefit plan (offset 
arrangement), the annual disparity frac
tion for a given year is the larger of the 
fractions determined separately under 
each formula or under each plan in an 
offset arrangement. In addition, because 
of the difficulty in measuring the 
amount of disparity used prior to the 
1989 effective date of section 401(1), 
the September 1991 regulations set the 
disparity fraction equal to one for any 
year of service before 1989. 

b. Greater of two formulas 

The proposed regulations provide a 
special rule under which a defined 
benefit plan providing the greater of 
the benefits under two or more for
mulas is deemed to satisfy the cumula
tive disparity limit if each formula 
separately satisfies the cumulative 
limit. In order to avoid the complexity 
of coordinating the annual disparity 
fractions under each formula with 
disparity provided under another plan, 
the special rule applies only if an 
employee never benefited under an
other plan using permitted disparity. 

Commentators asked that the special 
rule be expanded to apply in the case 
where an employee has benefited under 
another plan using permitted disparity, 
but where neither plan provides service 
credit for the period of service credited 
under the other plan. (In the case of 
plans covering nonoverlapping years of 
service, the annual disparity fractions 
under each plan are determined without 
regard to the disparity provided under 
the other plan.) The final regulations 
expand the special rule to cover that 
case, provided that certain conditions 
are satisfied. 

c. Mergers and acquisitions 

Commentators requested certain 
changes to the overall disparity rules 
when an employer acquires a business 
and gives the employees of that busi
ness credit under the employer's de
fined benefit plan for years of service 
with the business. Under the regula
tions, if the employees were credited 
with the same service under a plan of 
the previous owner of the business 
(previous owner's plan), that plan must 
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be taken into account in applying the 
overall disparity limits. 

Commentators asked that the provi
sions for applying the overall disparity 
limits in an offset arrangement be 
available when the new employer 
credits past service with the business 
and offsets benefits under its plan by 
the benefits accrued under the previous 
owner's plan. Commentators also asked 
that the overall disparity limits be 
applied to the current employer's plan 
without regard to any plan maintained 
by a previous owner because in many 
cases the current employer does not 
know the level of disparity provided in 
a previous owner's plan or even 
whether such a plan exists. 

The final regulations change the rule 
for offset arrangements to apply to an 
offset by benefits under a previous 
owner's plan. However, the regulations 
do not allow a previous owner's plan to 
be disregarded in applying the overall 
disparity limits. The Treasury and the 
Service recognize that infonnation on a 
previous owner's plan is not always 
available to the current employer. 
However, allowing the current plan to 
provide disparity for years of service 
with the previous owner, without re
gard to whether the previous owner's 
plan also provided disparity for those 
years, would be inconsistent with the 
statutory disparity limits. Moreover, as 
a result of the change noted above, the 
current employer can comply with the 
overall disparity limits by offsetting 
benefits under its plan by benefits 
under the previous owner's plan, thus 
avoiding in most cases the need to 
detennine disparity fractions under the 
previous owner's plan, or by limiting 
the service taken into account under its 
plan to service after the date of 
acquisition. 

d. Disparity fraction for pre-J989 
\'ears 

Commentators have stated that ap
plication of a disparity fraction of one 
for an employee's years of service 
before 1989 is inappropriate in the case 
of a new plan that applies a fonnula 
satisfying section 401(1) to all years of 
service because no other disparity has 
been provided for those years. The 
regulations clarify that the deemed one 
rule applies to plans in existence as of 
the end of the 1988 plan year. Thus, if, 
before the first plan year beginning on 
or after January I, 1989, an employee 
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never participated in or benefited under 
any other plan of the e~plo~er, the 
employee's total annual dlspanty frac
tions are detennined under the gener
ally applicable overall permitted dis
parity rules (and without regard to the 
deemed one rule). 

3. Relationship to other requirements 

The regulations provide that com
pliance with section 401(1) does not 
allow a plan to decrease a.ny 
employee's accrued benefit in violat~on 
of section 411 (d)( 6} and sectlOn 
411(b}(l}(G). Commentators requested 
removal of the reference in the pro
posed regulations to an increase in 
covered compensation as an example of 
a decrease in accrued benefit. They 
believe section 411 does not prohibit a 
decrease in accrued benefit resulting 
solely from an increase in covered 
compensation. 

After considering the comments, the 
Treasury and the Service have deter
mined that the regulations under sec
tion 401(1) are not the proper vehicle 
for addressing the correct application of 
section 411 to this situation. Accord
ingly, the reference to an increase in 
covered compensation has been re
moved from the regulations, but no 
inference should be drawn from this 
revision as to the correct interpretation 
of section 411. 

4. PiA offset safe harbor 

These regulations implement the PIA 
offset safe harbor described in Notice 
92-32, 1992-2 C.B. 362. The regula
tions allow a PIA offset plan to satisfy 
section 401(1} (and thus to satisfy the 
nondiscriminatory amount requirement 
under section 401 (a)(4) on a safe 
harbor basis) if the plan limits the 
offset to the maximum offset permitted 
under section 4010} (the section 401(1) 
overlay), which is detennined as a 
percentage of covered compensation 
rather than PIA. 

Commentators asked that certain PIA 
offset plan designs be allowed to 
satisfy section 401(a)(4} on a safe 
harbor basis without having to apply 
the section 4010) overlay. They stated 
that these plans (i.e., those with low 
offset percentages relative to the gross 
benefit) easily satisfy the general test 
for defined benefit plans under section 
40 I (a)( 4) and should be spared the 
necessity of actually perfonning the 
test. 

The Treasury and the Service have 
carefully considered these comments 
regarding PIA offset plans, but believe 
that application of the section 401(1) 
overlay is essential to carrying out the 
statutory purpose of section 401(1) in a 
safe harbor context. In addition, the 
fact that such a plan passes the general 
test today does not ensure that it will 
pass in the future. Future changes in 
the relationship between covered com
pensation and PIA may change the re
sults of the general test. Finally, the 
section 401(1) overlay eliminates the 
need to limit the PIA offset percentage 
to take into account early retirement 
benefits and other distribution alterna· 
tives under the plan, thus pennitting 
the obsolescence of many revenue 
rulings issued under prior law. How
ever, Rev. Rul. 84-45, 1984-1 C.B. 
115, continues to apply in detennining 
the compensation history on which an 
employee's PIA can be based. 

Effective Dates 

The regulations generally are effec
tive for plan years beginning on or 
after January 1, 1994, or, in the case of 
plans maintained by tax-exempt organi
zations, for plan years beginning on or 
after January 1, 1996. For plan years 
beginning on or after January 1989, 
and before the applicable regulatory 
effective date, § 1.401 (l)-6( c) provides 
that a plan must be operated in ac
cordance with a reasonable, good faith 
interpretation of section 401(1). 
Whether a plan is operated in accord
ance with a reasonable, good faith 
interpretation of section 401(1) will 
generally be determined based on all of 
the relevant facts and circumstances, 
including the extent to which an 
employer has resolved unclear issues in 
its favor. A plan will be deemed to be 
operated in accordance with a reason
able, good faith interpretation of sec
tion 40 I 0) if it is operated in accord
ance with these final regulations, the 
April 1993 proposed regulations, the 
September 1991 regulations, the May 
1990 proposed section 401(1) regula
tions, or the November 1988 proposed 
section 401(1) regulations. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It also has been determined 



that section 553(b) of the Administra
tive 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 Regula
tory flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking was submitted 
to the Small Business Administration 
for comment on its impact on small 
business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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 1.401 (a)(5)-1 is 

amended by: 
1. Removing paragraph (e)(7); 

2. Redesignating paragraph (e)(8) as 
(e)(7); 

3. Adding paragraph (h) to read as 
follows: 

§1.401(a)(5)-1 Special rules relating 
to nondiscrimination requirements 

* * * * * * 

(h) Effective date-(1) In general. 
Except as provided in paragraph (h)(2) 
of this section, this section is effective 
for plan years beginning on or after 
January 1, 1994. 

(2) Plans of tax-exempt organiza
tions. In the case of plans maintained 
by organizations exempt from income 
taxation under section 501(a), including 
plans subject to section 403 (b)(l 2)
(A)(i) (nonelective plans), this section 
is effective for plan years beginning on 
or after January 1, 1996. 

(3) Compliance during transition 
period. For plan years beginning before 
the effective date of these regulations, 
as set forth in paragraphs (h)(1) and 
(h)(2) of this section, and on or after 
the first day of the first plan year to 
which the amendments made to section 
401(a)(5) by section 1111(b) of the Tax 
Reform Act of 1986 (TRA '86) apply, 
a plan must be operated in accordance 

with a reasonable, good faith inter
pretation of section 401(a)(5), taking 
into account pre-existing guidance and 
the amendments made by TRA '86 to 
related provisions of the Code. Whether 
a plan is operated in accordance with a 
reasonable, good faith interpretation of 
section 401(a)(5) will generally be 
determined based on all of the relevant 
facts and circumstances, including the 
extent to which an employer has re
solved unclear issues in its favor. A 
plan will be deemed to be operated in 
accordance with a reasonable, good 
faith interpretation of section 401(a)(5) 
if it is operated in accordance with the 
terms of this section. 

Par. 3. Section 1.401(1)-0 is 
amended by: 

1. Removing the entries for § 1.40 1-
(1)-1, paragraphs (b)(1) and (2). 

2. Revising the entry for §1.401(1)-
1, paragraph (c)(6). 

3. Redesignating the entries for 
§1.401(l)-I, paragraphs (c)(22) through 
(c)(24) and paragraphs (c)(25) through 
(c)(33), as §1.401(1)-1, paragraphs 
(c)(23) through (c)(25) and (c)(27) 
through (c)(35) respectively. 

4. Adding entries for § 1.401(1)-1 , 
new paragraphs (c)(22) and (c)(26). 

5. Adding entries for § 1.401 (1)-3, 
paragraphs (c)(2)(vi)(A), (B) and (C), 
(c)(2)(ix), and (d)(8)(iii)(D). 

6. Removing the entry for §1.401(l)-
3, paragraph (e)(4), and redesignating 
the entries for § 1.401 (1)-3, paragraphs 
(e)(5) and (e)(6), as §1.401(1)-3, para
graphs (e)(4) and (e)(5), respectively. 

7. Revising the entry for §1.401(1)-
3, paragraph (g). 

8. Adding entries for §1.401(1)-5, 
paragraphs (b)(5)(i) and (ii), (b)(8)(v), 
and (c)(l)(v) and (vi). 

9. Removing the entries for § 1.401-
(1)-5, paragraphs (c)(3)(i) and (ii). 

10. Redesignating the entry for 
§1.401(l)-5, paragraph (c)(4), as 
§ 1.401 (1)-5, paragraph (c )(5). 

11. Adding entries for §1.401(1)-5, 
new paragraphs (c)(4), (c)(4)(i), (c)(4)
(i)(A), (c)(4)(i)(B), (c)(4)(i)(C), 
(c)(4)(ii), (c)(4)(ii)(A), (c)(4)(ii)(B), 
and (c)(4)(ii)(C). 

12. Revising the entries for § 1.401-
(1)-6, paragraphs (a) through (c). 

13. Removing the entry for § 1.401-
(1)-6, paragraph (d). 

14. The added and revised entries 
read as follows: 
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§1.401(1)-O Table of contents. 

* * * * * * 

§1.401(l)-1 Permitted disparity with 
respect to employer-provided 
contributions or benefits. 

* * * * * * 

(c) *** 
(6) Benefit, right, or feature. 

* * * * * * 

(22) N onhighly compensated 
employee. 

* * * * * * 

(26) PIA. 

* * * * * * 

§1.401(l)-3 Permitted disparity for 
defined benefit plans. 

* * * * * * 

(c) *** 
(2) *** 
(vi) *** 
(A) In general. 

(B) Unit credit plans. 

(C) Fractional accrual plans. 

* * * * * * 

(ix) PIA offsets. 

(d) *** 
(8) *** 

* * * * * * 

(iii) *** 
(D) Individual disparity reductions. 

* * * * * * 

(g) No reductions in 0.75-percent 
factor for ancillary benefits. 

* * * * * * 

§1.401(1)-5 Overall permitted 
disparity limits. 

(b) *** 
(5) *** 

* * * * * * 

(i) In general. 

(ii) PIA offset plans. 

* * * * * * 

(8) *** 
(v) Fractional accrual plans. 
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(c) *** 
(I) *** 

* * * * * * 

(v) Applicable plan years. 
(vi) Transition rule for defined con

tribution plans. 

* * * * * * 

(4) Special rules for greater of for-
mulas and offset arrangements. 

(i) Greater of formulas. 
(A) In general. 
(B) Separate satisfaction by 

formulas. 
(C) Single plan. 
(ii) Offset arrangements. 
(A) In general. 
(B) Separate satisfaction by plans. 
(C) No other plan. 

* * * * * * 

§J.40J(l)-6 Effective dates and 
transition rules. 

(a) Statutory effective date. 
(1) In general. 
(2) Collectively bargained plans. 
(b) Regulatory effective date. 
(1) In general. 
(2) Plans of tax-exempt organi-

zations. 
(3) Defined contribution plans. 
(4) Defined benefit plans. 
(c) Compliance during transition 

period. 

Par. 4. Section 1.401(1)-1 is 
amended as follows: 

1. The fourth sentence of paragraph 
(a)(I) is amended by removing the 
reference "1.401(a)(4)-2(b)(3)" and 
adding "1.401(a)(4)-2(b)(2)" in its 
place. 

2. The last sentence of paragraph 
(a)(3) is removed. 

3. Paragraph (b) is revised. 
4. Paragraphs (c)(2), (c)(6), (c)(9), 

(c)(l7)(i), (c)(19), and (c)(21) are 
revised. 

5. Paragraphs (c)(22) through (c)(24) 
and paragraphs (c)(25) through (c)(33) 
are redesignated as (c)(23) through 
(c)(25) and (c)(27) through (c)(35) 
respectively, and new paragraphs 
(c)(22) and (c)(26) are added. 

6. Newly designated paragraph 
(c )(35) is revised. 
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7. The additions and revisions read 
as follows: 

§1.40J(l)-1 Permitted disparity in 
employer-provided contributions or 
benefits. 

* * * * * * 

(b) Relationship to other require
ments. Unless explicitly provided other
wise, section 401(1) does not provide 
an exception to any other requirement 
under section 401(a). Thus, for exam
ple, even if the plan complies with 
section 401(1), the plan may not 
provide a benefit lower than the 
minimum benefit required under sec
tion 416. Moreover, a plan may not 
adjust benefits in any manner that 
results in a decrease in any employee's 
accrued benefit in violation of section 
411 (d)(6) and section 411 (b)(1)(G). 
However, a plan does not fail to satisfy 
section 401(1) merely because, in order 
to ensure compliance with section 411, 
an employee's accrued benefit under 
the plan is defined as the greater of the 
employee's previously accrued benefit 
and the benefit determined under a 
strict application of the plan's benefit 
formula and accrual method. See sec
tion 401 (a)(15) for additional rules 
relating to circumstances under which 
plan benefits may not be decreased 
because of increases in social security 
benefits. 

(c) *** 
(2) Average annual compensation. 

A verage annual compensation means 
average annual compensation within 
the meaning of §1.401(a)(4)-3(e)(2). 

* * * * * * 

(6) Benefit, right, or feature. Benefit, 
right, or feature means a benefit, right, 
or feature within the meaning of 
§ 1.401(a)(4)-12. 

* * * * * * 

(9) Defined contribution plan. De
fined contribution plan means a defined 
contribution plan within the meaning of 
§1.41O(b)-9. In addition, for purposes 
of §§I.401(l)-1 through 1.401(1)-6, a 
defined contribution plan includes a 
simplified employee pension as defined 
in section 408(k) (SEP), other than a 
SEP (or portion or a SEP) that is a 
salary reduction arrangement described 
in section 408(k)(6) (SARSEP). 

* * * * * * 

(17) Final average compensation-

(i) In general. Final average com pen, 
sation for an employee means the 
average of the employee's annual sec
tion 414(s) compensation for the 
3-consecutive-year period ending with 
or within the plan year or for the 
employee's period of employment if 
shorter. The year in which an employee 
terminates employment may be dis
regarded in determining final average 
compensation. The definition of final 
average compensation used in the plan 
must be applied consistently with re
spect to all employees. For example, if 
the plan provides that the year in which 
the employee terminates employment is 
disregarded in determining final aver
age compensation, the year must be 
disregarded for all employees who 
terminate employment in that year. The 
plan may specify any 3-consecutive
year period ending in the plan year, 
provided the period is determined 
consistently for all employees. See 
§1.401(a)(4)-II(d)(3)(iii) and 
§1.414(s)-I(f) for rules permitting 
service and compensation with another 
employer to be taken into account for 
purposes of nondiscrimination testing, 
including satisfying section 401 (1). 

* * * * * * 

(19) Highly compensated employee. 
Highly compensated employee means 
HCE within the meaning of 
§1.401(a)(4)-12. 

* * * * * * 

(21) Nonexcludable employee. Non
excludable employee means nonexclud
able employee within the meaning of 
§1.401(a)(4)-12. 

(22) Nonhighly compensated 
employee. Nonhighly compensated 
employee means NHCE within the 
meaning of §1.401(a)(4)-12. 

* * * * * * 

(26) PIA. PIA or primary insurance 
amount means the old-age insurance 
benefit under section 202 of the Social 
Security Act (42 U.S.C. 402) payable 
to each employee at a single age that is 
not earlier than age 62 and not later 
than age 65. PIA must be determined 
under the Social Security Act as in 
effect at the time the employee's offset 
is determined. Thus, it is determined 
without assuming any future increases 
in compensation, any future increases 
in the taxable wage base, any changes 
in the formulas used under the Social 
Security Act to determine PIA (for 



example, changes in the breakpoints), 
or any future increases in the consumer 
price index. However, it may be as
sumed that the employee will continue 
to receive compensation at the same 
rate as that received at the time the 
offset is being determined, until reach
ing the single age described in the first 
sentence of this paragraph (c)(26). PIA 
must be determined in a consistent 
manner for all employees and in ac
cordance with revenue rulings or other 
guidance provided by the Commis
sioner. 

* * * * * * 
(3S) Year of service. Year of service 

means a year of service as defined in 
the plan for purposes of the benefit 
formula and the accrual method under 
the plan, unless the context clearly 
indicates otherwise. See §1.401(a)(4)
II(d)(3) for rules on years of service 
that may be taken into account for 
purposes of nondiscrimination testing, 
including satisfying section 401(1). 

Par. S. Section 1.401(1)-2 is 
amended as follows: 

1. The second sentence of paragraph 
(a)(1) is amended by removing the 
reference "1.401(a)(4)-2(b)(S)" and 
adding "1.401(a)(4)-2(b)(4)" in its 
place. 

2. The third sentence of paragraph 
(a)(1) is amended by removing the 
reference "1.401 (a)(4)-8(b )(3)(i)(E)" 
and adding "1.40I(a)(4)-8(b)(3)(i)(C)" 
in its place. 

Par. 6. Section 1.401(1)-3 is 
amended as follows: 

1. The second sentence of paragraph 
(a)(1) is amended by removing the 
reference "1.401(a)(4)-3(b)(8)" and 
adding "1.401(a)(4)-3(b)(6)" in its 
place. 

2. The third sentence of paragraph 
(a)(1) is amended by removing the 
reference "1.401 (a)( 4)-3(b )(7)(viii)" 
and adding "1.401(a)(4)-3(b)(S)(viii)" 
in its place. 

3. The first sentence of paragraph 
(b)(4)(iii)(C) is amended by removing 
the reference "1.40I(a)(4)-3(d)(S)(iv)" 
and adding "1.401(a)(4)-12" in its 
place. 

4. Paragraph (b)(4)(iii)(E) is revised. 

S. Example 9 in paragraph (b)(S) is 
revised. 

6. Paragraph (c)(2)(i) is amended by 
removing the reference "paragraphs 
(c)(2)(ii) through (viii)" and adding 

"paragraphs (c )(2)(ii) through (ix)" in 
its place. 

7. Paragraph (c)(2)(ii) is amended by 
removing the reference "or 1.401(a)
(4)-3(b)(S)(i)(B)" . 

8. Paragraph (c)(2)(iii) is amended 
by removing the reference "or 1.401-
(a)(4)-3(b)(S)(i)(B)" . 

9. Paragraph (c)(2)(vi) is revised. 

10. Paragraph (c)(2)(ix) is added. 

11. Example 2 in paragraph (c)(3) is 
amended by removing the reference 
"1.401(a)(4)-3(b)(S)(i)(B)" and adding 
"1.401(a)(4)-3(b)(4)(i)(B)" in its 
place. 

12. Paragraph (d)(8)(iii) introductory 
text is revised. 

13. Paragraph (d)(8)(iii)(D) is added. 
14. Paragraph (e)(1) is amended by 

removing the reference "(e)(4)" from 
the second sentence and adding "(g)" 
in its place and by removing the 
reference "(e)(S)" from the fourth 
sentence and adding "(e)(4)" in its 
place. 

IS. Paragraph (e)(4) is removed and 
paragraphs (e)(S) and (e)(6) are re
designated as paragraphs (e)(4) and 
(e)(S) respectively. 

16. Newly designated paragraph 
(e)(4)(i) is amended by removing the 
reference "(e)(S)(ii)" and adding 
"(e)(4)(ii)" in its place. 

17 . Newly designated paragraph 
(e)(4)(ii) is amended by removing the 
reference "(e)(S)(ii)" and adding 
"(e)(4)(ii)" in its place. 

18. Example 6 in newly designated 
paragraph (e)(S) is amended by remov
ing the phrase "(other than a tempo
rary disability benefit)" from the sev
enth sentence. 

19. Paragraph (g) and paragraph (h) 
are revised. 

20. The added and revised provi
sions read as follows: 

§I.40I(I)-3 Permitted disparity for 
defined benefit plans. 

(b) *** 
(4) *** 

* * * * * * 

(iii) *** 
(E) Section 417(e) exception. A plan 

will not fail to satisfy this paragraph 
(b) merely because the disparity in a 
benefit that is subject to the interest 
rate restrictions of sections 401(a)(11) 
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and 417 (e) exceeds the maximum dis
parity that would otherwise be allowed 
under this paragraph (b) if the increase 
in disparity is required to satisfy 
§1.417(e)-I(d). In applying the excep
tion in this paragraph (b)(4)(iii)(E), for 
purposes of determining what is re
quired under §1.417(e)-I(d), a plan 
may use the rate described in § 1.417-
(e)-I(d)(2)(i) for all employees, with
out regard to whether the present value 
of an employee's vested benefit ex
ceeds $2S,000. 

(S) *** 
Example 9. Plan U is a defined benefit excess 

plan that provides a normal retirement benefit of 
1.0 percent of average annual compensation up 
to the integration level, plus 1.7 percent of 
average annual compensation in excess of the 
integration level, for each year of service up to 
35, payable in the form of a straight life annuity. 
Plan U provides a single sum optional form of 
benefit at normal retirement age equal to 100 
times the monthly annuity payable at that age. 
Thus, if an employee elects the single sum 
optional form of benefit, the base portion of the 
single sum benefit is 8.33 percent (100 times 1.0 
percentll2) of average annual compensation up 
to the integration level per year of service, and 
the excess portion of the single sum benefit is 
14.17 percent (100 times 1.7 percentll2) of 
average annual compensation in excess of the 
integration level per year of service. Each 
respective portion of the single sum option is 
normalized to a straight life annuity commencing 
at normal retirement age, using 8-percent interest 
and the UP-84 mortality table. After normaliza
tion, the base portion of the benefit is 1.02 
percent of average annual compensation up to 
the integration level, and the excess portion of 
the benefit is 1.73 percent of average annual 
compensation in excess of the integration level. 
The single sum optional form of benefit satisfies 
this paragraph (b) because the disparity provided 
in the optional form of benefit does not exceed 
the maximum excess allowance. 

(c) *** 
(2) *** 
(vi) Overall permitted disparity

(A) In general. The benefit formula 
provides that, with respect to each 
employee's years of service after reach
ing the cumulative permitted disparity 
limit applicable to the employee under 
§1.401(1)-S(c), employer-provided ben
efits are determined with respect to the 
employee's total average annual com
pensation at a rate equal to the 
nondisparate percentage. For purposes 
of this paragraph (c)(2)(vi), the non
disparate percentage is generally the 
excess benefit percentage or gross 
benefit percentage otherwise applicable 
under the benefit formula to an 
employee with the same number of 
years of service. 

(B) Unit credit plans. In the case of 
a unit credit plan described in 
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§ 1.401(a)(4)-3(b)(3), if the 411-
(b)(1 )(B) limit percentage is less than 
the nondisparate percentage, the 
411 (b)(1)(B) limit percentage must be 
substituted for the nondisparate per
centage. For this purpose, the 411(b)
(I)(B) limit percentage is 133 113 percent 
of the smallest base benefit percentage, 
or 133V3 percent of the smallest dif
ference between the gross benefit per
centage and the offset percentage, 
whichever is applicable, where the 
smallest base benefit percentage or 
difference is determined by reference to 
the benefit formula as applied to 
employees with no more years of 
service than the employee. 

(C) Fractional accrual plans. In the 
case of a fractional accrual plan de
scribed in §1.401(a)(4)-3(b)(4), the 
benefit formula must provide for the 
nondisparate percentage with respect to 
years of service after the employee 
would reach the cumulative permitted 
disparity limit applicable to the 
employee under §1.401(1)-5(c) as mod
ified by this paragraph (c)(2)(vi)(C). 
Solely for purposes of this paragraph 
(c)(2)(vi)(C), the employee's annual 
disparity fractions (and thus the year in 
which the employee would reach the 
cumulative permitted disparity limit) 
are determined using the disparity 
provided under the benefit formula 
(rather than the special rule for frac
tional accrual plans in §1.401(l)-
5(b)(8)(v». 

* * * * * * 
(ix) PIA offsets. In the case of an 

offset plan, the plan provides that the 
offset applied to each employee's bene
fit is the lesser of a specified percent
age of the employee's PIA and an 
offset that otherwise satisfies the re
quirements of this section (the "section 
401(1) overlay"). The specified per
centage of PIA must be the same for 
all employees with the same number of 
years of service. In the case of a plan 
that determines each employee's ac
crued benefit under the fractional ac
crual method of section 411(b)(I)(C), 
the specified percentage of PIA is 
deemed to be the same for all em
ployees with the same number of years 
of service if the plan satisfies either of 
the deemed uniformity rules in para
graph (c)(2)(ii) or (iii) of this section, 
substituting "offset, expressed as a 
percentage of PIA, per year of service" 
for the term "offset percentage" (in 
addition to satisfying either of those 
rules with respect to the section 401(1) 
overlay). 
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(d) *** 
(8) *** 

* * * * * * 

(iii) Nondiscrimination. requirement. 
The requirement of thiS . paragraph 
(d)(8)(iii) is satisfied only If at least 
one of the following tests in paragraphs 
(d)(8)(iii)(A) through (0) of this sec
tion is satisfied. 

* * * * * * 
(0) Individual disparity reduction~. 

This test is satisfied only if the plan IS 
an offset plan that uses an offset level 
of each employee's final average co~
pensation and makes individual diS
parity reductions as permit~ed u~der 
paragraph (d)(9)(iii)(B) of thiS sectIOn. 

* * * * * * 
(g) No reductions in O.75-percent 

factor for ancillary benefits. For pur
poses of applying the maximum excess 
allowance or the maximum offset al
lowance under paragraph (b)(2) or (3) 
of this section, no reduction is made to 
the 0.75-percent factor merely because 
the plan provides disparity in qualified 
disability benefits (within the meaning 
of section 411(a)(9» or preretirement 
death benefits and the relevant benefits 
are payable before an employee's so
cial security retirement age. 

(h) Benefits attributable to employee 
contributions not taken into account. 
Benefits attributable to employee con
tributions to a defined benefit plan are 
not taken into account in determining 
whether the disparity provided under a 
defined benefit excess plan or an offset 
plan exceeds the maximum permitted 
disparity described in paragraph (b) of 
this section. See §1.401(a)(4)-6(b) for 
methods of determining the employer
provided benefit under a plan that 
includes employee contributions not 
allocated to separate accounts (i.e., a 
contributory OB plan), including 
§1.401(a)(4)-6(b)(2)(iii)(B) for adjust
ments to the base and excess benefit 
percentages or the gross benefit per
centage under a section 401(1) plan. If, 
after adjustment, the employee's base 
benefit percentage or gross benefit 
percentage (whichever is applicable) is 
less than zero, such percentage is 
deemed to be zero for purposes of the 
maximum excess allowance or max
imum offset allowance under paragraph 
(b)(2) or (3) of this section. 

* * * * * * 
Par. 7. Section 1.40 I (1)-5 is 

amended as follows: 

1. Paragraph (b)(5) is revised. 
2. Paragraph (b)(8)(iii)(A) is revised 

by removing the words "of the 
employer" and adding "taken into 
account under paragraph (a)(3) of this 
section as" in their place. 

3. Paragraph (b)(8)(v) is added. 
4. Paragraphs (c)( l)(i) through (iii) 

are revised and new paragraphs 
(c)(l)(v) and (vi) are added. 

5. Paragraph (c)(2) is amended by 
removing the reference "(b)(3)" and 
adding "(b)(2)" in its place. 

6. Paragraph (c)(3) is revised. 
7. Paragraph (c)( 4) is redesignated 

as paragraph (c)(5) and a new para
graph (c)(4) is added. 

8. Newly designated paragraph 
(c)(5) is amended by removing the 
language "paragraph (b)(2) or (b)(3) of 
this section" from the third sentence 
and adding "§1.401(l)-3(b)(2) or (3)" 
in its place and by adding a new 
Example 5. 

9. The added and revised provisions 
read as follows: 

§1.401(1)-5 Overall permitted 
disparity limits. 

* * * * * * 
(b) *** 
(5) Annual offset plan disparity 

fraction-(i) In general. For a plan 
year, the annual offset plan disparity 
fraction for an employee benefiting 
under an offset plan that is a section 
401(1) plan is a fraction-

(A) The numerator of which is the 
disparity provided under the plan for 
the plan year; and 

(B) The denominator of which is the 
maximum offset allowance under 
§1.401(1)-3(b)(3) for the plan year. 

(ii) PIA offset plans. In the case of 
an offset plan that applies an offset of 
a specified percentage of the 
employee's PIA, as permitted under 
§1.401(1)-3(c)(2)(ix), the numerator of 
the annual offset plan disparity fraction 
is the offset percentage used in the 
section 401 (1) overlay under the plan. 

* * * * * * 
(8) *** 
(v) Fractional accrual plans. If a 

section 40 I (1) plan determines each 
employee's accrued benefit under the 
fractional accrual method of section 
411(b)(1)(C), the numerator of an 



employee's annual disparity fraction is 
based on the disparity provided in the 
benefit accrued for the employee for 
the plan year. 

* * * * * * 

(c) Cumulative permitted disparity 
limit-(l) In general-(i) Employees 
who benefit under defined benefit 
plans. In the case of an employee who 
has benefited under one or more de
fined benefit plans for a plan year 
described in paragraph (c)(1)(v) of this 
section, the cumulative permitted dis
parity limit is satisfied if the 
employee's cumulative disparity frac-' 
tion, as defined in paragraph (c)(2) of 
this section, does not exceed 35. 

(ii) Employees who do not benefit 
under defined benefit plans. In the case 
of an employee who has not benefited 
under a defined benefit plan for any 
plan year described in paragraph 
(c)(l)(v) of this section, the cumulative 
permitted disparity limit is satisfied. 

(iii) Certain plan years disregarded. 
For purposes of this paragraph (c), an 
employee is not treated as benefiting 
under a defined benefit plan for a plan 
year described in paragraph (c)(1)(v) of 
this section if the employer can 
establish that for that plan year the 
defined benefit plan was not a section 
401(1) plan and did not impute permit
ted disparity under §1.401(a)(4)-7. 

* * * * * * 

(v) Applicable "plan years. In apply
ing paragraphs (c)(1)(i), (ii), and (iii) 
of this section, for purposes of deter
mining whether an employee benefits 
under a defined benefit plan, the 
applicable plan years are all plan years 
that begin on or after the regulatory 
effective date, as set forth in §1.401(1)-
6(b), or, in the case of governmental 
plans, as set forth in §1.401(a)(4)-
13(b). 

(vi) Transition rule for defined con
tribution plans. A defined contribution 
plan is deemed to satisfy the cumula
tive permitted disparity limit for the 
first plan year to which these regula
tions apply, as set forth in §1.401(1)-
6(b), or, in the case of governmental 
plans, as set forth in §1.401(a)(4)-
13(b). 

* * * * * * 

(3) Determination of total annual 
disparity fractions for prior years. For 
each of the employee's years of service 

credited as of the end of the last plan 
year beginning before January I, 1989, 
not to exceed 35, under all plans as of 
that time that are taken into account 
under paragraph (a)(3) of this section 
(whether or not terminated), the 
employee's total annual disparity frac
tion is one. Therefore, if, before the 
first plan year beginning on or after 
January I, 1989, an employee never 
participated in or benefited under any 
plan taken into account under para
graph (a)(3) of this section, the 
employee's total annual disparity frac
tions are determined without regard to 
this paragraph (c)(3). An employer may 
apply the rule in this paragraph (c)(3) 
with respect to all employees, using a 
year (including the current year) that is 
chosen by the employer and is later 
than 1989. Thus, for example, in lieu 
of calculating annual disparity fractions 
for all plan years, the employer may 
assume that the full disparity limit has 
been used in each prior plan year for 
which an employee has been credited 
with a year of service. 

(4) Special rules for greater of 
formulas and offset arrangements-(i) 
Greater of formulas-(A) In general. A 
defined benefit plan that is a section 
401(1) plan and that provides a benefit 
equal to the greater of the benefits 
determined under two or more formulas 
is deemed to satisfy the cumulative 
permitted disparity limit with respect to 
an employee if each of the require
ments in paragraphs (c)(4)(i)(B) and 
(C) of this section is satisfied. For this 
purpose, a plan that uses a fresh-start 
formula that determines the accrued 
benefit as the greater of two amounts 
under §1.401(a)(4)-13(c)(4)(ii) or (iii) 
provides a benefit equal to the greater 
of the benefits determined under two or 
more formulas. 

(B) Separate satisfaction by for
mulas. Each formula under the plan 
would satisfy the cumulative permitted 
disparity limit if it were the only 
formula under the plan. In the case of a 
current formula that applies to the 
employee's total years of service (as, 
for example, under §1.401(a)(4)-
13(c)(4)(ii)(B) or (iii)(B», for purposes 
of determining whether that formula 
would satisfy the cumulative permitted 
disparity limit if it were the only 
formula under the plan, the special rule 
for prior years under paragraph (c)(3) 
of this section may be disregarded. 

(C) Single plan. The employee has 
never benefited under another plan 
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taken into account under paragraph 
(a)(3) of this section that is a section 
401(1) plan or that satisfies section 
401(a)(4) by relying on §1.401(a)(4)-7. 
For this purpose, if the benefit under 
the plan is offset in an offset arrange
ment described in paragraph (b )(8)
(iii)(B) of this section, the other plan is 
disregarded. In addition, a plan does 
not fail the requirements of this para
graph (c)(4)(i)(C) merely because the 
employee benefits under another de
fined benefit plan, provided that-

(1) With respect to each benefit 
formula under the plan, no years of 
service taken into account under that 
benefit formula are taken into account 
under a benefit formula of the other 
plan; and 

(2) Paragraph (c)(4)(i)(B) of this 
section would be satisfied if the plans 
were treated as a single plan that 
provided a benefit equal to the greater 
of the benefits provided under two or 
more formulas. For this purpose, a 
formula consists of the sum of a 
formula for the years of service taken 
into account under one plan and a 
formula for the years of service taken 
into account under the other plan. 
Thus, each possible combination of the 
formulas under the plans must satisfy 
paragraph (c)( 4 )(i)(B) of this section. 

(ii) Offset arrangements-(A) In 
general. If a defined benefit plan is a 
section 401(1) plan and the benefit 
under the plan (the gross benefit plan) 
is offset by the benefit under another 
plan (the offsetting plan) in an offset 
arrangement described in paragraph 
(b)(8)(iii)(B) of this section, the gross 
benefit plan is deemed to satisfy the 
cumulative permitted disparity limit 
with respect to an employee if each of 
the requirements in paragraphs 
(c)(4)(ii)(B) and (C) of this section is 
satisfied. 

(B) Separate satisfaction by plans. 
This requirement is satisfied if the 
gross benefit plan would satisfy the 
cumulative disparity limit if no offset 
applied, and the offsetting plan satisfies 
the cumulative permitted disparity 
limit, not taking into account the gross 
benefit plan. 

(C) No other plan. Except for the 
plans in the offset arrangement, the 
employee has never benefited under 
another plan taken into account under 
paragraph (a)(3) of this section that is a 
section 401(1) plan or that satisfies 
section 401(a)(4) by relying on 
§1.401(a)(4)-7. An offset arrangement 

1993-2 C.B. 191 



Section 401 

does not fail the requirements of this 
paragraph (c)(4)(ii)(C) merely because 
the employee benefits under another 
defined benefit plan, provided no years 
of service taken into account under a 
benefit formula of any plan in the 
offset arrangement are also taken into 
account under a benefit formula of the 
other plan. 

(5) *** 
Example 5. (a) Plan 0 is a noncontributory 

defined benefit excess plan. Plan 0 provides an 
employee whose social security retirement age is 
65 with the greater of the benefits determined 
under two formulas. The first formula provides a 
benefit of I percent of average annual compensa
tion up to covered compensation, plus 1.75 
percent of average annual compensation above 
covered compensation, for each year of service 
up to 35. The second formula provides a benefit 
of I percent of average annual compensation up 
to covered compensation, plus 1.6 percent of 
average annual compensation above covered 
compensation, for each year of service up to 40. 

(b) Under paragraph (b)(4) of this section, an 
employee's annual defined benefit excess plan 
fraction for each of the 35 years under the first 
formula is 0.75/0.75 or one, and an employee's 
annual defined benefit excess plan fraction for 
each of the 40 years under the second formula is 
0.6/0.75 or O.S. Under paragraph (b)(S)(ii) of this 
section, an employee's annual defined benefit 
excess plan fraction (and total annual disparity 
fraction because the employee benefits only 
under Plan 0) for the plan year is the larger 
fraction under the two formulas or one. There
fore, after 35 years, the employee has a 
cumulative disparity fraction of 35. The disparity 
provided under the second formula for years of 
service after 35 thus exceeds the cumulative 
permitted disparity limit unless the plan qualifies 
for the special rule in paragraph (c)(4)(i) of this 
section. 

(c) Assume the condition in paragraph (c)(4)
(i)(C) of this section is satisfied because no 
employee has benefited under another plan taken 
into account under paragraph (a)(3) of this 
section. In addition, the largest cumulative 
disparity fraction possible under the first formula 
is 35 times one or 35, and the largest cumulative 
disparity fraction possible under the second 
formula is 40 times O.S or 32. Thus, the 
requirement of paragraph (c)(4)(i)(B) of this 
section is also satisfied because each formula 
would satisfy the cumulative permitted disparity 
limit if it were the only formula under the plan. 
Under paragraph (c)(4)(i) of this section, the plan 
is deemed to satisfy the cumulative permitted 
disparity limit with respect to an employee 
whose social security retirement age is 65. 

* * * * * * 
Par. 8. Section 1.401(1)-6 is revised 

to read as follows: 

§1.40i(I)-6 Effective dates and 
transition rules. 

(a) Statutory effective date-(1) in 
general. Except as otherwise provided 
in paragraph (a)(2) of this section, 
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section 401(a)(S)(C) is effective for 
plan years beginning on or after 
January 1, 1989, and section 401(1) is 
effective with respect to plan years, 
and benefits attributable to plan years, 
beginning on or after January 1, 1989. 
The preceding sentence is applicable to 
a plan without regard to whether the 
plan was in existence as of a particular 
date. 

(2) Collectively bargained plans. (i) 
In the case of a plan maintained pursu
ant to 1 or more collective bargaining 
agreements between employee repre
sentatives and 1 or more employers 
ratified before March 1, 1986, sections 
401(a)(S) and 401(1) are applicable for 
plan years beginning on or after the 
later of-

(A) January I, 1989; or 
(B) The date on which the last of 

such collective bargaining agreements 
terminates (determined without regard 
to any extension of any such agreement 
occurring on or after March 1, 1986). 
However, notwithstanding the preced
ing sentence, sections 401 (a)(S) and 
401(1) apply to plans described in this 
paragraph (a)(2) no later than the first 
plan year beginning after January 1, 
1991. 

(ii) For purposes of paragraph 
(a)(2)(i)(B) of this section, a change 
made after October 22, 1986, in the 
terms or conditions of a collectively 
bargained plan, pursuant to a collective 
bargaining agreement ratified before 
March 1, 1986, is not treated as a 
change in the terms and conditions of 
the plan. 

(iii) In the case of a collectively 
bargained plan described in paragraph 
(a)(2)(i) of this section, if the date in 
paragraph (a)(2)(i)(B) of this section 
precedes November 15, 1988, then the 
date in this paragraph (a)(2) is replaced 
with the date on which the last of any 
collective bargaining agreements in 
effect on November 15, 1988, termi
nates, provided that the plan complies 
during this period with a reasonable 
good faith interpretation of section 
401(1). 

(iv) Whether a plan is maintained 
pursuant to a collective bargaining 
agreement is determined under the 
principles applied under section 
1017(c) of the Employee Retirement 
Income Security Act of 1974. See H.R. 
Rep. No. 1280, 93d Cong., 2d Sess. 
266 (1974). In addition, a plan is not 
treated as maintained under a collective 
bargaining agreement unless the 

employee representatives satisfy section 
7701 (a)(46) of the Internal Revenue 
Code after March 31, 1984. See 
§301.7701-17T of this chapter for 
other requirements for a plan to be 
considered to be collectively bargained. 

(b) Regulatory effective date-(1) In 
general. Except as otherwise provided 
in paragraph (b)(2) of this section, 
§§ 1.401(1)-1 through 1.401(1)-6 apply 
to plan years beginning on or after 
January 1, 1994. 

(2) Plans of tax-exempt organiza
tions. In the case of plans maintained 
by an organization exempt from income 
taxation under section 501(a), including 
plans subject to section 403(b )(12)
(A)(i) (nonelective plans), §§ 1.401(1)-1 
through 1.401(1)-6 apply to plan years 
beginning on or after January 1, 1996. 

(3) Defined contribution plans. A 
defined contribution plan satisfies sec
tion 401(1) with respect to a plan year 
beginning on or after the effective date 
of these regulations, as set forth in 
paragraphs (b)(1) and (b)(2) of this 
section, if it satisfies the applicable 
requirements of § § 1.401 (1)-1 through 
1.401(1)-5 for the plan year. 

(4) Defined benefit plans. A defined 
benefit excess plan or offset plan 
satisfies section 401(1) with respect to 
all plan years, and benefits attributable 
to all plan years, beginning on or after 
the effective date of these regulations, 
as set forth in paragraphs (b)(1) and 
(b )(2) of this section, by satisfying the 
applicable requirements of §§1.401(l)-1 
through 1.401(1)-5 and the require
ments of §1.401(a)(4)-13(c) (and 
§1.401(a)(4)-13(d), if applicable), 
using a fresh-start date that is on or 
after December 31, 1988, and before 
the effective date of these regulations. 
A defined benefit excess plan or offset 
plan that does not satisfy section 401(1) 
with respect to all plan years beginning 
on or after the effective date of these 
regulations may, under the rules of 
§1.401(a)(4)-13(c) (and §1.401(a)(4)-
13(d), if applicable), satisfy section 
401(1) for plan years beginning after a 
fresh-start date by satisfying the appli
cable requirements of §§ 1.401 (1}-1 
through 1.401(1)-5 after the fresh-start 
date. 

(c) Compliance during transition 
period. For plan years beginning on or 
after January 1, 1989, and before the 
effective date of these regulations, as 
set forth in paragraph (b) of this 
section, a plan must be operated in 
accordance with a reasonable, good 



faith interpretation of section 401(1). 
Whether a plan is operated in accord
ance with a reasonable, good faith 
interpretation of section 401(1) will 
generally be detennined based on all of 
the relevant facts and circumstances, 
including the extent to which an 
employer has resolved unclear issues in 
its favor. A plan will be deemed to be 
operated in accordance with a reason
able, good faith interpretation of section 
401(1) if it is operated in accordance 
with the terms of §§I.401(l)-1 through 
1.401(1)-5. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved August 23, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 31, 1993, 9:02 p.m., and published in 
the issue of the Federal Register for September 
3, 1993, 58 F.R. 46828) 

Subpart B.-Special Rules 

Section 410.-Minimum Participation 
Standards 
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DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Minimum Coverage Requirements 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the final regulations 
under section 41O(b), which provides 
minimum coverage requirements. The 
regulations reflect changes made by the 
Tax Reform Act of 1986 and by the 
Technical and Miscellaneous Revenue 
Act of 1988. The regulations provide 
guidance necessary to comply with the 
law and affect sponsors of, and partici
pants in, tax-qualified retirement plans 
and certain other employee benefit 
plans. 

DATES: These regulations are effective 
January I, 1994, and apply to plan 
years beginning on or after January I, 
1994, except as provided in the transi
tion rules of §1.41O(b)-1O. 

SUPPLEMENTARY INFORMATION: 

Background 

On September 19, 1991, final regula
tions under section 41O(b) (T.D. 8363 
[1991-2 c.B. 287]) were published in 
the Federal Register (56 FR 47638). 
Amendments to those regulations were 
published in the Federal Register on 
December 4, 1991, (56 FR 63420), in 
connection with finalizing the separate 
line of business regulations (T.D. 8376 
[1991-2 C.B. 245]) under section 
414(r) of the Code. In the Federal 
Register of August 10, 1992, (57 FR 
35536 [EE-6-92, 1992-2 C.B. 667]), 
the Internal Revenue Service published 
proposed regulations to extend the 
effective date of the final regulations 
under section 41O(b) and related reg
ulations generally to plan years begin
ning on or after January I, 1994. 

On April 21, 1993, proposed regula
tions amending the final regulations 
were published in the Federal Register 
(58 FR 21417 [EE-4-93 , 1993-1 C.B. 
718]). Written comments were received 
from the public on the proposed 
regulations, and a public hearing was 
held on June 7, 1993. After considera
tion of all of the written comments 
received and the statements made at the 
public hearing, these regulations are 
adopted as modified by this Treasury 
decision. 

Explanation of Provisions 

1. Overview 

Section 41O(b) provides a minimum 
coverage requirement that a plan must 
meet in order to be tax qualified. In 
addition, the minimum coverage re
quirement is also relevant under the 
related section 401(a)(4) regulations in 
determining whether certain require
ments of those regulations are satisfied. 

The September 1991 final regulations 
under section 41O(b) provide that a 
plan can meet the section 41O(b) 
minimum coverage requirement by sat
isfying one of two tests, the section 
41O(b)(1)(A) and (B) ratio percentage 
test or the section 41O(b)(2) average 
benefit test. To satisfy the ratio per-
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centage test for a plan year, a plan 
must have a ratio percentage of at least 
70 percent. A plan's ratio percentage is 
the percentage of the employer's non
highly compensated employees who 
benefit under the plan divided by the 
percentage of the employer's highly 
compensated employees who benefit 
under the plan. 

To satisfy the average benefit test, 
two requirements must be met-the 
nondiscriminatory classification test of 
section 41O(b)(2)(A)(i) and the average 
benefit percentage test of section 
41 O(b )(2)(A)(ii). The nondiscriminatory 
classification test requires a plan to 
benefit employees who qualify under a 
reasonable employer-determined classi
fication that does not discriminate in 
favor of highly compensated em
ployees. The average benefit percent
age test requires that the average of the 
employee benefit percentages for non
highly compensated employees be at 
least 70 percent of the average of the 
employee benefit percentages for 
highly compensated employees, gener
ally taking into account all the plans of 
the employer. 

The April 1993 regulations proposed 
to amend the September 1991 regula
tions generally to simplify them and to 
address other issues raised since the 
publication of those regulations. In 
addition, the proposed regulations make 
coordinating amendments to the Sep
tember 1991 regulations under section 
41O(b) to take into account the changes 
proposed in the January 1993 proposed 
section 401 (a)(4) regulations. Major 
changes in the April 1993 proposed 
regulations include the following: 

• Replacing the rules for the average 
benefit percentage test in their entirety 
with less detailed roles that coordinate 
the determination of these percentages 
with the determination of accrual rates 
under the section 401(a)(4) regulations. 

• Replacing objective testing of 
coverage of former employees with 
a flexible facts-and-circumstances 
analysis. 

• Expanding the situations where 
employees in a multi employer plan 
may continue to be treated as collec
tively bargained employees after they 
have switched from collectively bar
gained to noncollectively bargained 
status. 

• Providing that the portion of a 
plan benefiting employees who have 
not satisfied the greatest permissible 
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minimum age and service conditions 
may be disaggregated for purposes of 
the average benefit percentage test. 

In general, comments received on the 
changes in the proposed regulations 
were favorable. Accordingly, these fi
nal regulations incorporate those 
changes. In addition, in response to 
comments, certain modifications have 
been made to further simplify and 
increase flexibility in compliance alter
natives. The more significant changes 
made in these final regulations are 
discussed below. 

2. Special multiemployer plan rules 

The September 1991 regulations 
provide that a plan benefiting both 
collectively bargained employees (as 
defined in the regulations) and non
collectively bargained employees is 
treated as two separate plans for 
section 41O(b) purposes. The portion of 
the plan benefiting collectively bar
gained employees is deemed to satisfy 
the section 401(a)(4) and section 
41O(b) requirements automatically. In 
testing the portion of the plan benefit
ing noncollectively bargained employ
ees, all collectively bargained employ
ees are treated as excludable. 

The April 1993 proposed regulations 
contain several special rules that allow 
noncollectively bargained employees in 
a multi employer plan who were for
merly collectively bargained employees 
to continue to be treated as collectively 
bargained employees. These rules rep
resent an exception to the general 
requirement that benefits provided to 
noncollectively bargained employees be 
tested under sections 401(a)(4) and 
41 O(b). 

In view of the practical problems for 
plan trustees in identifying and ac
counting for noncollectively bargained 
employees of different employers, one 
of the special rules in the proposed 
regulations permits formerly collec
tively bargained employees to continue 
to be treated as collectively bargained 
employees indefinitely. This exception 
applies only if no more than two 
percent of the employees covered under 
the multiemployer plan are in this 
category and the terms of the plan 
providing for benefit accruals treat 
those employees in the same manner as 
similarly situated employees who are 
collectively bargained. In addition, in 
order to use this special alumni rule, 
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the employees treated as collectively 
bargained must be performing services 
for one or more employers that are 
parties to the collective bargaining 
agreement. 

The Treasury and the Service believe 
that this exception for alumni is appro
priate only if those noncollectively 
bargained employees represent a lim
ited percentage of the multiemployer 
plan's population. However, commenta
tors on the April 1993 regulations 
requested that the two-percent limit for 
the alumni rule be expanded to make 
this exception available to additional 
multiemployer plans. After weighing 
both the practical concerns expressed 
by the commentators and the impor
tance of limiting this exemption from 
nondiscrimination testing (which could 
apply for an indefinite period of time), 
the Treasury and the Service have 
increased the percentage from two 
percent to five percent. In addition, it is 
anticipated that guidance on data col
lection and testing will be provided for 
multiemployer plans in the revenue 
procedure on substantiating compliance 
(proposed in Announcement 92-81, 
1992-22 I.R.B. 56) when that docu
ment is finalized shortly. 

In response to comments, these 
regulations also liberalize and clarify 
the special multiemployer plan rules in 
a number of respects. For example, 
certain of the rules are conditioned on 
the noncollectively bargained em
ployees being treated under the plan in 
the same manner as similarly situated 
collectively bargained employees. 
These regulations require only that the 
noncollectively bargained employees be 
treated in a manner that is generally no 
more favorable than similarly situated 
collectively bargained employees and 
clarify that only the terms of the plan 
providing for benefit accruals must 
treat the noncollectively bargained 
employees in this manner. Thus, for 
example, differences in vesting that 
may arise because the non collectively 
bargained employees are subject to 
different statutory vesting schedules 
than collectively bargained employees 
will not prevent a multi employer plan 
from using the special rules. These 
regulations also make clear that these 
special rules apply if the employee 
performs services for the plan or for 
the employee representative. In addi
tion, among other clarifications, these 
regulations provide that the term "col
lective bargaining agreement" as used 
in these rules includes any successor 
agreement. 

3. Employees benefiting under a plan 

The regulations generally provide 
that an employee is treated as benefit
ing under a defined benefit plan for a 
plan year only if there is an increase in 
the employee's accrued benefit. In 
response to comments, a revision has 
been made to these regulations that is 
intended to clarify that increases in the 
dollar amount of the accrued benefit 
merely because of the passage time or 
because of a change in indices affect
ing the accrued benefit do not cause an 
employee to be treated as benefiting. 

The regulations provide that in cer
tain situations, however, an employee 
in a defined benefit plan will be treated 
as benefiting for a plan year even 
though the employee does not receive 
an accrual for the plan year. One of 
these situations is where an employee's 
accrued benefit would have increased if 
a previously accrued benefit were 
disregarded, such as where the plan 
utilizes a "wear-away" formula. The 
regulations include an increase in cov
ered compensation or a decrease in the 
employee's compensation for the plan 
year as further examples of situations 
where this might occur. These exam
ples have been eliminated in order to 
remove any possible inference concern
ing the proper interpretation of section 
411(d)(6) or section 411(b)(l)(G) in 
these situations, but no inference 
should be drawn from this revision as 
to the correct interpretation of section 
411. 

4. Employees transferring between 
plans that are mandatorily 
disaggregated 

The regulations require that certain 
plans be mandatorily disaggregated and 
treated as separate plans for purposes 
of section 41 O(b). Among the situations 
in which a plan must be dis aggregated 
are those in which a plan benefits 
employees of different qualified sepa
rate lines of business, employees of 
more than one employer, or both 
collectively bargained and noncollec
tively bargained employees. Questions 
have arisen regarding the treatment of 
employees who change from being 
tested under one portion of a disaggre
gated plan to another portion of the 
dis aggregated plan due to a change in 
status. To address these questions, 
proposed amendments to the mandatory 
disaggregation rules will be published 
in the proposed qualified separate line 



of business regulations, rather than in 
these final regulations. 

5. Governmental plans 

Under the regulations, a plan that 
benefits employees of more than one 
employer (treating all members of a 
controlled group of employers under 
section 414 as a single employer) is 
treated as consisting of separate plans, 
each of which is maintained by a 
separate employer. Each of these plans 
must satisfy coverage and test for 
nondiscrimination with reference only 
to the applicable employer's 
employees. 

Some commentators have requested, 
in the absence of specific controlled 
group rules applicable to governmental 
entities, that they be permitted to treat 
all federal instrumentalities as a single 
employer and, thus, test a plan benefit
ing employees of more than one federal 
instrumentality on a plan-wide basis. 
The commentators note that such plan
wide testing would simplify compliance 
and reduce additional administrative 
costs for plans sponsored by federal 
instrumentalities. 

Under a special transition rule, gov
ernmental plans described in section 
414(d) are deemed to satisfy the 
regulations under section 401(a)(4), 
section 41 O(b) and related non
discrimination requirements generally 
for plan years beginning before 1996. 
A principal purpose of the transition 
rule is to provide the Treasury and the 
Service additional time to receive com
ments from governmental employers 
regarding appropriate modifications to 
the regulations to take into account the 
special circumstances of governmental 
plans. Consequently, treating federal 
instrumentalities as members of a con
trolled group will be considered, to
gether with other comments received 
on the unique features of governmental 
plans, in developing future appropriate 
modifications to the regulations for 
governmental plans. 

6. Changes to minimum participation 
requirements 

These regulations finalize the effec
tive date change for governmental 
plans and certain 403(b) annuities 
under §1.401(a)(26)-9(b)(l) that was 
proposed in August, 1992. In addition, 
they conform the language in the 
special testing rule in §1.401(a)(26)-

l(b)(4) for section 401(k) plans main
tained by certain governmental or tax
exempt entities to the corresponding 
language used for such plans under the 
excludable employee rules in 
§1.41O(b)-6(g) of the regulations. 

Effective Dates 

The regulations generally are effec
tive for plan years beginning on or 
after January 1, 1994, or, in the case of 
governmental plans and plans main
tained by tax-exempt organizations, for 
plan years beginning on or after 
January 1, 1996. For plan years begin
ning on or after the first day of the first 
plan year to which the amendments 
made by section 1112(a) of the Tax 
Reform Act of 1986 (TRA '86) apply 
and before the applicable regulatory 
effective date, § 1.41O(b )-10 provides 
that a plan must be operated in 
accordance with a reasonable, good 
faith interpretation of the requirements 
of section 41O(b). Whether a plan is 
operated in accordance with a reason
able, good faith interpretation of sec
tion 410(b) generally will be deter
mined based on all of the relevant facts 
and circumstances, including the extent 
to which an employer has resolved 
unclear issues in its favor. A plan will 
be deemed to be operated in accord
ance with a reasonable, good faith 
interpretation of section 41O(b) if it is 
operated in accordance with these final 
regulations, the April 1993 proposed 
regulations, the September 1991 regula
tions, the May 1990 proposed section 
41 O(b) regulations, or the May 1989 
proposed section 41O(b) regulations. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It also has been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking was submitted 
to the Small Business Administration 
for comment on its impact on small 
business. 

* * * * * * 
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Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
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 1.401(a)(26)-I(b)(4) 

is revised to read as follows: 

§1.401(a)(26)-1 Minimum 
participation requirements. 

* * * * * * 

(b) *** 
(4) Section 401(k) plan maintained 

by employers that include certain gov
ernmental or tax-exempt entities. Sec
tion 401(k)(4)(B) prevents certain State 
and local governments and tax-exempt 
organizations from maintaining a 
qualified cash or deferred arrangement. 
A plan (or portion of a plan) that is 
either a section 401(k) plan or a section 
401(m) plan that is provided under the 
same general arrangement as a section 
401(k) plan may be treated as a 
separate plan that satisfies section 
401(a)(26) for a plan year if the 
following requirements are satisfied: 

(i) The section 401(k) plan is main
tained by an employer who has em
ployees precluded from being eligible 
employees under the arrangement by 
reason of section 401 (k)(4)(B), and 

(ii) More than 95 percent of the 
employees of the employer who are not 
precluded from being eligible 
employees under a section 401(k) plan 
by reason of section 401(k)(4)(B) bene
fit under the section 401(k) plan. 

Par. 3. Section 1.401 (a)(26)-9(b)(1) 
is revised to read as follows: 

§1.401(a)(26)-9 Effective dates and 
transition rules. 

* * * * * * 

(b) *** 
(1) Governmental plans and certain 

section 403(b) annuities. Section 
401(a)(26) is treated as satisfied for 
plan years beginning before the later of 
January 1, 1996, or 90 days after the 
opening of the first legislative session 
beginning on or after January I, 1996, 
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of the governing body with authority to 
amend the plan, if that body does not 
meet continuously, in the case of 
governmental plans described in section 
414(d), including plans subject to sec
tion 403(b )(l2)(A)(i) (nonelective 
plans). For purposes of this paragraph 
(b)(l), the term "governing body with 
authority to amend the plan" means 
the legislature, board, commission, 
council, or other governing body with 
authority to amend the plan. 

* * * * * * 

Par. 4. Section 1.410(b)-O is 
amended by: 

I. Revising the introductory text and 
the section headings for §§ 1.41O(b )-1 
and 1.41O(b )-2. 

2. Removing the entries for § 1.410-
(b)-2(c)(2)(i) and (ii). 

3. Amending the entries for §1.410-
(b)-3 by: 

a. Revising the entries for para
graphs (a)(2)(iii) and (a)(2)(iv). 

b. Removing the entry for paragraph 
(a)(2)(v). 

4. Revising the entries for § 1.41 0-
(b)-S, paragraphs (d) and (e). 

S. Amending the entries for §1.410-
(b)-6 by: 

a. Revising the entry for paragraph 
(d)(2)(ii). 

b. Correctly designating the entry for 
paragraph (i), Previously excludable 
employees, as the entry for paragraph 
(h)(3) and adding a new entry for 
paragraph (i). 

6. Amending the entries for § 1.410-
(b )-9 by removing the following: De
fined benefit excess plan, Excess 
benefit percentage, Gross benefit per
centage, and Offset plan; 

7. Revising the entries for § 1.410-
(b)-lO. 

8. The revisions and addition read as 
follows: 

§1.41O(b)-O Table of Contents. 

This section contains a listing of the 
major headings of §§ 1.41O(b)-1 
through 1.41O(b)-1O. 

§1.41O(b)-1 Minimum coverage 
requirements (before 1994). 

* * * * * * 
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§1.410(b)-2 Minimum coverage 
requirements (after 1993). 

* * * * * * 

§1.4JO(b)-3 Employees and former 
employees who benefit under a plan. 

(a) *** 
(2) *** 
(iii) Certain employees treated as 

benefiting. 
(iv) Section 412(i) plans. 

* * * * * * 

§1.4JO(b)-5 Average benefit 
percentage test. 

* * * * * * 

(d) Determination of employee bene
fit percentages. 

(1) Overview. 
(2) Employee contributions and 

employee-provided benefits 
disregarded. 

(3) Plans and plan years taken into 
account. 

(i) Testing group. 
(ii) Testing period. 

(4) Contributions or benefits basis. 
(S) Determination of employee bene-

fit percentage. 
(i) General rule. 

(ii) Plans with differing plan years. 
(iii) Options and consistency 

requirements. 
(6) Permitted disparity. 
(i) In general. 

(ii) Plans which may not use permit
ted disparity. 

(7) Requirements for certain plans 
providing early retirement benefits. 

(i) General rule. 
(ii) Exception. 

(e) Additional optional rules. 
(1) Overview. 

(2) Determination of employee bene
fit percentages as the sum of separately 
determined rates. 

(i) In general. 

(ii) Exception from consistency 
requirement. 

(iii) Permitted inconsistencies. 

(3) Determination of employee bene
fit percentages without regard to plans 
of another type. 

(i) General rule. 

(ii) Restriction on use of separate 
testing group determination method. 

(iii) Treatment of permitted 
disparity. 

(iv) Example. 

(4) Simplified method for determin
ing employee benefit percentages for 
certain defined benefit plans. 

(i) In general. 

(ii) Simplified method. 

(5) Three-year averaging period. 

(6) Alternative methods of determin
ing compensation. 

* * * * * * 

§ 1.41 O(b)-6 Excludable employees. 

(d) *** 
(2) *** 

* * * * * * 

(ii) Special rules for certain 
employees in multiemployer plans. 

* * * * * * 

(i) Former employees treated as 
employees. 

* * * * * * 

§1.4JO(b)-10 Effective dates and 
transition rules. 

(a) Statutory effective dates. 
(1) In general. 
(2) Special statutory effective date 

for collective bargaining agreements. 
(i) In general. 
(ii) Example. 

(iii) Plan maintained pursuant to a 
collective bargaining agreement. 

(b) Regulatory effective dates. 
(1) In general. 

(2) Plans of tax-exempt organi
zations. 

(c) Compliance during transition 
period. 

(d) Effective date for governmental 
plans. 

Par. 5. Section 1.410(b)-1 is 
amended by revising the section head
ing to read as follows: 

§l.4JO(b)-l Minimum coverage 
requirements (before 1994). 

Par. 6. Section 1.410(b)-2 is 
amended by: 

1. Revising the section heading. 



2. Revising paragraph (c)(2); 

3. Revising the last sentence of 
paragraph (d). 

4. Revising the last sentence of 
paragraph (e) and adding a sentence at 
the end of paragraph (e).; 

5. Revising paragraph (f). 

6. The revisions and addition read as 
follows: 

§1.4JO(b)-2 Minimum coverage 
requirements (after 1993). 

* * * * * * 

(c) *** 
(2) Testing former employees. A 

plan satisfies section 41O(b) with re
spect to former employees if and only 
if, under all of the relevant facts and 
circumstances (including the group of 
nonexcludable former employees not 
benefiting under the plan), the group of 
former employees benefiting under the 
plan does not discriminate significantly 
in favor of highly compensated former 
employees. 

* * * * * * 

(d) *** For plan years beginning 
before the effective date set forth in 
§1.410(b)-1O(d), any plan described in 
section 410(c)(1)(A) (regarding govern
mental plans) satisfies the requirements 
of this section. 

(e) *** For plan years beginning 
before the effective date set forth in 
§1.410(b)-10(d), any plan described in 
section 41O(c)(1)(A) (regarding govern
mental plans) satisfies the requirements 
of this section and is thus treated as 
satisfying the requirements of section 
401(a)(3) as in effect on September 1, 
1974. See §1.41O(b)-1O(b)(2) for a 
special rule for plans of tax -exempt 
organizations. 

(f) Certain acquisitions or disposi
tions. Section 41O(b)(6)(C) (relating to 
certain acquisitions or dispositions) 
provides a special rule whereby a plan 
may be treated as satisfying section 
41O(b) for a limited period of time 
after an acquisition or disposition if it 
satisfies section 41O(b) (without regard 
to the special rule) immediately before 
the acquisition or disposition and there 
is no significant change in the plan or 
in the coverage of the plan other than 
the acquisition or disposition. For 
purposes of section 41O(b)(6)(C) and 
this paragraph (f), the terms "acquisi
tion" and "disposition" refer to an 

asset or stock acqulSltlOn, merger, or 
other similar transaction involving a 
change in employer of the employees 
of a trade or business. 

* * * * * * 

Par. 7. Section 1.41O(b)-3 is 
amended by: 

1. Revising paragraphs (a)(1), and 
(a)(2)(ii) through (a)(2)(iv) as set forth 
below. 

2. Removing paragraph (a)(2)(v). 

§1.41O(b)-3 Employees and former 
employees who benefit under a plan. 

(a) *** (1) In general. Except as 
provided in paragraph (a)(2) of this 
section, an employee is treated as 
benefiting under a plan for a plan year 
if and only if for that plan year, in the 
case of a defined contribution plan, the 
employer receives an allocation taken 
into account under § 1.40 1 (a)( 4)-
2(c)(2)(ii), or in the case of a defined 
benefit plan, the employee has an 
increase in a benefit accrued or treated 
as an accrued benefit under section 
411(d)(6). 

(2) *** 
(ii) Section 415 limits-(A) General 

rule for defined benefit plans. In 
determining whether an employee is 
treated as benefiting under a defined 
benefit plan for a plan year, plan 
provisions that implement the limits of 
section 415 are disregarded. Any plan 
provision that provides for increases in 
an employee's accrued benefit under 
the plan due solely to adjustments 
under section 415(d)(I), additional 
years of participation or service under 
section 415(b)(5), or changes in the 
defined contribution fraction under sec
tion 415(e) is also disregarded, but 
only if such provision applies uni
formly to all employees in the plan. 

(B) Defined benefit plans taking sec
tion 415 limits into account under 
section 401 (a)(4) testing. Paragraph 
(a)(2)(ii)(A) of this section does not 
apply in the case of a defined benefit 
plan that uses the option in § 1.401-
(a)(4)-3(d)(2)(ii)(B) to take into ac
count plan provisions implementing the 
provisions of section 415 in determin
ing accrual rates under the section 
401(a)(4) general test. 

(C) Defined contribution plans. A 
defined contribution plan is permitted 
to apply the rule in the first sentence of 
paragraph (a)(2)(ii)(A) of this section 
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in determining whether an employee is 
treated as benefiting under the plan, 
provided it applies the rule on a 
consistent basis for all employees in 
the plan. 

(iii) Certain employees treated as 
benefiting-(A) In general. An 
employee is treated as benefiting under 
a plan for a plan year if the employee 
satisfies all of the applicable conditions 
for accruing a benefit or receiving an 
allocation for the plan year but fails to 
have an increase in accrued benefit or 
to receive an allocation solely because 
of one or more of the conditions set 
forth in paragraphs (a)(2)(iii)(B) 
through (F) of this section. 

(B) Certain plan limits. The 
employee's benefit would otherwise 
exceed a limit that is applicable on a 
uniform basis to all employees in the 
plan. Thus, for example, if the formula 
under a defined benefit plan takes into 
account only the first 30 years of 
service for accrual purposes, an 
employee who has completed more 
than 30 years of service is still treated 
as benefiting under the plan. 

(C) Benefits previously accrued. The 
benefit previously accrued by the 
employee is greater than the benefit 
that would be determined under the 
plan if the benefit previously accrued 
were disregarded. This could happen, 
for example, when the plan is applying 
the wear-away formula of § 1.401 (a)
(4)-13(c)(4)(ii) and the employee's 
frozen accrued benefit exceeds the 
benefit determined under the current 
formula. 

(D) Benefit offset arrangements. The 
plan offsets the employee's current 
benefit accrual under an offset arrange
ment described in §1.401(a)(4)-3(f)(9) 
(without regard to whether thl! offset is 
attributable to pre-participation service 
or past service). 

(E) Target benefit plans. In the case 
of a target benefit plan that satisfies the 
nondiscriminatory amount requirement 
of §1.401(a)(4)-I(b)(2) by satisfying 
the safe harbor in §1.401(a)(4)-8(b)(3), 
the employee's theoretical reserve is 
greater than or equal to the actuarial 
present value of the fractional rule 
benefit. 

(F) Post-normal retirement age ad
justments. The employee has attained 
normal retirement age under a defined 
benefit plan and fails to accrue a 
benefit because of the provisions of 
section 411 (b)(1 )(H)(iii) regarding ad
justments for delayed retirement. 
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(iv) Section 412(i) plans-(A) Gen
eral rule. Notwithstanding paragraph 
(a)(1) of this section, an employee is 
treated as benefiting under an insurance 
contract plan within the meaning of 
section 412(i) for a plan year if and 
only if a premium is paid on behalf of 
the employee for the plan year. 

(B) Exceptions. Notwithstanding 
paragraph (a)(2)(iv)(A) of this section, 
an employee is treated as benefiting 
under an insurance contract plan within 
the meaning of section 412(i) for a 
plan year if the sole reason that a 
premium is not paid on behalf of the 
employee is one of the reasons de
scribed in paragraph (a)(2)(iii) of this 
section. In addition, an employee is 
treated as benefiting under an insurance 
contract plan, within the meaning of 
section 412(i), that is a defined benefit 
plan if a premium is not paid on behalf 
of the employee solely because the 
insurance contracts that have previously 
been purchased on behalf of the 
employee guarantee to provide for the 
employee's projected normal retirement 
benefit without regard to future pre
mium payments. 

* * * * * * 

Par. 8. Section 1.41O(b)-5 is 
amended by revising paragraphs (d) 
and (e) to read as follows: 

§J.4JO(b)-5 Average benefit 
percentage test. 

* * * * * * 

(d) Determination of employee bene
fit percentages-(l) Overview. This 
paragraph (d) provides rules for deter
mining employee benefit percentages. 
See paragraph (e) of this section for 
alternative methods for determining 
employee benefit percentages. 

(2) Employee contributions and 
employee-provided benefits dis
regarded. Only employer-provided con
tributions and benefits are taken into 
account in determining employee bene
fit percentages. Therefore, employee 
contributions (including both employee 
contributions allocated to separate ac
counts and employee contributions not 
allocated to separate accounts), and 
benefits derived from such contribu
tions, are not taken into account in 
determining employee benefit percent
ages. 

(3) Plans and plan years taken into 
account-(i) Testing group. All plans 
included in the testing group under 
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§1.41O(b)-7(e)(1), and only those 
plans, are taken into account in deter
mining an employee's employee benefit 
percentage. 

(ii) Testing period. An employee's 
employee benefit percentage is deter
mined on the basis of plan years ending 
with or within the same calendar year. 
These plan years are referred to in this 
section as the relevant plan years or, in 
the aggregate, as the testing period. 

(4) Contributions or benefits basis. 
Employee benefit percentages may be 
determined on either a contributions or 
a benefits basis. Employee benefit per
centages for any testing period must be 
determined on the same basis (contri
butions or benefits) for all plans in the 
testing group. 

(5) Determination of employee bene
fit percentage-(i) General rule. The 
employee benefit percentage for an 
employee for a testing period is the 
rate that would be determined for that 
employee for purposes of applying the 
general test for nondiscrimination in 
§§1.401(a)(4)-2, 1.401(a)(4)-3, 
1.401(a)(4)-8 or 1.401 (a)(4)-9, if all 
the plans in the testing group were 
aggregated for purposes of section 
41O(b). Thus, if employee benefit per
centages are determined on a contribu
tions basis, each employee's employee 
benefit percentage is the aggregate 
normal allocation rate that would be 
determined for the employee under 
§1.401(a)(4)-9(b)(2)(ii)(A) (if the plans 
in the testing group include both 
defined benefit and defined contribu
tion plans), the allocation rate that 
would be determined for the employee 
under § 1.40 1 (a)(4)-2(c)(2) (if the plans 
in the testing group include only 
defined contribution plans), or the 
equivalent normal allocation rate that 
would be determined for the employee 
under §1.401(a)(4)-8(c)(2) (if the plans 
in the testing group include only 
defined benefit plans). Similarly, if 
employee benefit percentages are deter
mined on a benefits basis, each 
employee's employee benefit percent
age is the aggregate normal accrual rate 
that would be determined for the 
employee under §1.401(a)(4)-
9(b )(2)(ii)(B), the normal accrual rate 
that would be determined for the 
employee under §1.401(a)(4)-3(d), or 
the equivalent accrual rate that would 
be determined for the employee under 
§1.401(a)(4)-8(b)(2), depending on 
whether the plans in the testing group 
include both defined benefit and de-

fined contribution plans, only defined 
benefit plans, or only defined contribu
tion plans. 

(ii) Plans with differing plan years. 
If not all the plans in the testing group 
share the same plan year, §1.410(b)-
7(d)(5) would ordinarily prohibit them 
from being aggregated for purposes of 
section 41O(b). In such a case, em
ployee benefit percentages are deter
mined by applying the rules of para
graph (d)(5)(i) of this section separately 
to each subset of plans in the testing 
group that share the same plan year (or 
the same accrual computation period) 
and aggregating the results for all plans 
in the testing group. Thus, an em
ployee's employee benefit percentage is 
determined as the sum of these separate 
employee benefit percentages that are 
determined consistently for all the 
plans in the testing group (except for 
differences attributable solely to the 
differences in plan years). 

(iii) Options and consistency re
quirements. In determining employee 
benefit percentages under this para
graph (d)(5), any optional or alternative 
methods or rules available for deter
mmmg rates in §§1.401(a)(4)-2, 
1.401(a)(4)-3, 1.401(a)(4)-8, or 
1.40 1 (a)(4)-9, whichever is applicable, 
may be applied. Thus, for example, 
employee benefit percentages may gen
erally be calculated using any of the 
alternative methods of determining 
average annual compensation or plan 
year compensation under §1.401(a)(4)-
12, and using any underlying definition 
of compensation that satisfies section 
414(s). Except as otherwise specifically 
permitted, the determination of em
ployee benefit percentages must be 
made on a consistent basis for all 
employees and for all plans in the 
testing group as required by §§1.401-
(a)(4 )-2(c)(2)(vi), 1.401 (a)(4)-
3(d)(2)(i), 1.401 (a)( 4 )-8(b )(2)(iv), 
1.401 (a)(4)-8(c)(2)(iv) or 1.401(a)(4)-
9(b)(2)(iv). 

(6) Permitted disparity-(i) In gen
eral. Permitted disparity may be im
puted in determining employee benefit 
percentages as provided in §§1.40l(a)
(4)-2, 1.401(a)(4)-3, 1.40 1 (a)(4)-8, or 
1.401 (a)(4)-9, whichever is applicable. 
When separate employee benefit per
centages are determined for individual 
plans under paragraph (e)(2) of this 
section (or for subsets of plans that 
have the same plan year as described in 
paragraph (d)(5)(ii) of this section), 
permitted disparity may be imputed for 



an employee only in one individual 
plan (or subset of plans) and may not 
be imputed for the same employee in 
another individual plan (or subset of 
plans). However, if the same average 
annual compensation or plan year 
compensation is used to determine 
employee benefit percentages in more 
than one plan, the employee's 
employee benefit percentages for those 
plans may be summed prior to imput
ing permitted disparity. 

(ii) Plans which may not use permit
ted disparity. Permitted disparity may 
be reflected in the determination of 
rates only to the extent that the plans 
for which rates are being determined 
are plans for which the permitted 
disparity of section 401(1) is available. 
Thus, for example, if a section 401(k) 
plan is included in the testing group 
and permitted disparity is imputed 
under §1.401(a)(4)-2(c)(iv), then 
employee benefit percentages are deter
mined by first calculating an adjusted 
allocation rate (within the meaning of 
§1.401(a)(4)-7(b)(1)) without regard to 
the amount of allocations under the 
section 401(k) plan and adding to it the 
allocation rate for the section 401(k) 
plan. See §1.401(1)-1(a)(4) for a list of 
types of plans for which permitted 
disparity is not available. 

(7) Requirements for certain plans 
providing early retirement benefits-(i) 
General rule. If any defined benefit 
plan in the testing group provides for 
early retirement benefits in addition to 
normal retirement benefits to any 
highly compensated employee, and the 
average actuarial reduction for anyone 
of these benefits commencing in the 
five years prior to the plan's normal 
retirement age is less than four percent 
per year, then the aggregate most 
valuable allocation rate, equivalent 
most valuable allocation rate, aggregate 
most valuable accrual rate, or most 
valuable accrual rate must be sub
stituted for the related normal rates in 
paragraph (d)(5) of this section. 

(ii) Exception. Paragraph (d)(7)(i) of 
this section does not apply if early 
retirement benefits with average actu
arial reductions described in that para
graph are currently available, within 
the meaning of §1.401(a)(4)-4(b), un
der plans in the testing group to a 
percentage of nonhighly compensated 
employees that is at least 70 percent of 
the percentage of highly compensated 
employees to whom these benefits are 
currently available. 

(e) Additional optional rules-(l) 
Overview. This paragraph (e) contains 
various alternative methods for deter
mining employee benefit percentages 
for a testing period. 

(2) Determination of employee bene
fit percentages as the sum of separately 
determined rates-(i) In general. 
Employee benefit percentages may be 
determined as the sum of separately 
determined employee benefit percent
ages for each of the plans in the testing 
group that are aggregated under para
graphs (d)(5)(i) or (ii) of this section, 
provided that these employee benefit 
percentages are determined on a consis
tent basis for all of these plans 
pursuant to paragraph (d)(5)(iii) of this 
section. 

(ii) Exception from consistency re
quirement. The consistency requirement 
of paragraph (e)(2)(i) of this section is 
not violated merely because employee 
benefit percentages are not determined 
in a consistent manner for all of the 
plans in the testing group and the 
inconsistencies in determination of 
rates among plans are described in 
paragraph (e)(2)(iii) of this section. The 
exception in this paragraph (e)(2)(ii) 
applies only if it is reasonable to 
believe that the inconsistencies do not 
result in an average benefit percentage 
that is significantly higher than the 
average benefit percentage that would 
be determined had employee benefit 
percentages been determined on a 
consistent basis pursuant to paragraph 
(d)(5)(iii) of this section. 

(iii) Permitted inconsistencies. The 
following inconsistencies between plans 
are permitted under this paragraph 
(e)(2)-

(A) Use of different underlying defi
nitions of section 414(s) compensation 
in the determination of rates; 

(B) Use of different definitions of 
average annual compensation; 

(C) Use of different testing ages; 

(D) Use of different fresh-start 
dates; 

(E) Use of different actuarial as
sumptions for normalization; or 

(F) Disregard of actuarial increases 
after normal retirement age and QPSA 
charges without regard to any require
ment for uniformity in the actuarial 
increases or QPSA charges. 

(3) Determination of employee bene
fit percentages without regard to plans 
of another type-(i) General rule. 
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Employee benefit percentages may be 
determined under plans of one type 
(i.e., defined benefit plans or defined 
contribution plans) by treating all plans 
of the other type (i.e., defined contribu
tion plans or defined benefit plans, re
spectively) as if they were not part of 
the testing group, using the method 
provided in this paragraph (e)(3). If 
this method is used to determine 
whether a defined contribution plan 
satisfies the average benefit percentage 
test, employee benefit percentages un
der all defined contribution plans in the 
testing group must be determined on a 
contributions basis, and benefits under 
any defined benefit plans may not be 
included in the employee benefit per
centage. Similarly, if this method is 
used to determine whether a defined 
benefit plan satisfies the average bene
fit percentage test, employee benefit 
percentages under all defined benefit 
plans in the testing group must be 
determined on a benefits basis, and 
allocations under any defined contribu
tion plans may not be included in the 
employee benefit percentage. 

(ii) Restriction on use of separate 
testing group determination method. A 
plan does not satisfy the average 
benefit percentage test using the 
method provided in this paragraph 
(e)(3) unless each of the plans in the 
testing group of the other type (i.e., 
defined benefit plan or defined contri
bution plan) than the plan being tested 
satisfies the average benefit test of 
§ 1.41O(b )-2(b )(3) using the method in 
this paragraph (e)(3) or satisfies the 
ratio percentage test of § 1.41 O(b)-
2(b)(2). 

(iii) Treatment of permitted dis
parity. Although under the general rule 
of this paragraph (e)(3) plans of 
another type are disregarded in deter
mining employee benefit percentages, 
the permitted disparity used by those 
plans (including any permitted disparity 
that is used by those plans to satisfy 
§1.401(a)(4)-I(b)(2» is nonetheless 
taken into account in determining the 
extent to which permitted disparity may 
be used in determining employee bene
fit percentages. 

(iv) Example. The following exam
ple illustrates the rules of this para
graph (e)(3): 

Example. Employer A maintains two defined 
benefit plans, neither of which covers a group of 
employees that satisfies the ratio percentage test 
of §1.41O(b)-2(b)(2), and a profit-sharing plan 
and a section 401(k) plan, each of which benefits 
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a group of employees that satisfies the ratio 
percentage test of §1.41O(b)-2(b)(2). The defined 
benefit plans will satisfy the average benefit 
percentage test if the actual benefit percentage of 
all nonexcludable nonhighly compensated em
ployees, computed on a benefits basis without 
regard to contributions under the profit-sharing 
plan or the section 401(k) plan, is at least 70 
percent of the actual benefit percentage of all 
nonexcludable highly compensated employees, 
computed on a benefits basis without regard to 
contributions under the profit-sharing plan or the 
section 401(k) plan. 

(4) Simplified method for determin
ing employee benefit percentages for 
certain defined benefit plans-(i) In 
general. An employee's employee ben
efit percentage with respect to a plan 
may be determined under the simplified 
method of paragraph (e)(4)(ii) of this 
section, provided the following condi
tions are satisfied: 

(A) The only plans included in the 
testing group are defined benefit plans, 
and employee benefit percentages un
der these plans are determined on a 
benefits basis. 

(B) Employee benefit percentages 
under the plans in the testing group are 
not required to be determined by taking 
into account early retirement benefits 
under paragraph (d)(7) of this section. 

(C) The plan is a safe harbor defined 
benefit plan described in §1.401(a)(4)-
3(b). 

(ii) Simplified method-(A) Section 
401(1) plans. Under the simplified 
method of this paragraph (e)(4)(ii), an 
employee's employee benefit percent
age with respect to a section 401(1) 
plan described in §1.401(a)(4)-3(b)(3) 
(i.e., a unit credit plan) may be deemed 
equal to the employee's excess benefit 
percentage or gross benefit percentage 
(as defined in §1.401(l)-I(c)(l4) or 
(18), respectively), whichever is appli
cable under the plan's benefit formula 
in the plan year. In the case of a 
section 401(1) plan described in 
§ 1.401 (a)(4)-3(b)(4) (i.e., a fractional 
accrual plan), an employee's employee 
benefit percentage with respect to that 
plan may be deemed equal to the rate 
at which the excess or gross benefit, 
whichever is applicable, accrues for the 
employee in the plan year, taking into 
account the plan's benefit formula and 
the employee's projected service at 
normal retirement age. The use of this 
simplified method will be treated as an 
imputation of permitted disparity. See 
paragraph (d)(6) of this section for a 
restriction on multiple use of permitted 
disparity. 
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(B) Other plans. Under the sim
plified method of this paragraph 
(e)(4)(ii), an employee's employee ben
efit percentage with respect to a plan 
described in §1.401(a)(4)-3(b)(3) that 
is not a section 40 I (I) plan and that is 
not imputing permitted disparity may 
be deemed equal to the employee's 
benefit rate in the plan year under the 
plan's benefit formula. In the case of a 
plan described in §1.401(a)(4)-3(b)(4) 
that is not a section 40 I (I) plan and 
that is not imputing permitted disparity, 
an employee's employee benefit per
centage with respect to that plan may 
be deemed equal to the rate at which 
the benefit accrues for the employee in 
the plan year, taking into account the 
plan's benefit formula and an em
ployee's projected service at normal 
retirement age. 

(5) Three-year averaging period. An 
employee's employee benefit percent
age may be determined for a testing 
period as the average of the employee's 
employee benefit percentages deter
mined separately for the testing period 
and for the immediately preceding one 
or two testing periods (referred to in 
this section as an averaging period). 
Employee benefit percentages of a 
particular employee that are averaged 
together within an averaging period 
must be determined on a consistent 
basis for all testing periods within the 
averaging period. 

(6) Alternative methods of determin
ing compensation. Employee benefit 
percentages may be determined on the 
basis of any definition of compensation 
that satisfies §1.414(s)-I(d) (without 
regard to whether the definition satis
fies §1.414(s)-I(d)(3», provided that 
the same definition is used for all 
employees and it is reasonable to 
believe that the definition does not 
result in an average benefit percentage 
that is significantly higher than the 
average benefit percentage that would 
be determined had employee benefit 
percentages been determined using a 
definition of compensation that also 
satisfies §1.414(s)-I(d)(3). 

* * * * * * 

Par. 9. Section 1.410(b)-6 is 
amended by: 

1. Removing the reference "(b) 
t~~~u.gh. (h)" an~ adding "(b) through 
(1) In Its place In the first sentence of 
paragraph (a)(1) and in the second and 
third sentence of paragraph (a)(2). 

2. Revising paragraphs (b)(l), (b)(2), 
(d)(2), and (g) as set forth below. 

3. Adding paragraph (i) as set forth 
below. 

§I.4/O(b)-6 Excludable employees. 

* * * * * * 
(b) Minimum age and service exclu. 

sions-(l) In general. If a plan applies 
minimum age and service eligibility 
conditions permissible under section 
41O(a)(1) 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 
with respect to that plan. An employee 
is treated as meeting the age and 
service requirements on the date that 
any employee with the same age and 
service (including service permitted to 
be taken into account for purposes of 
nondiscrimination testing under 
§1.401(a)(4)-l1(d)(3» would be 
eligible to commence participation in 
the plan, as provided in section 
41O(b)(4)(C). 

(2) Multiple age and service condi
tions. If a plan, including a plan for 
which an employer chooses the treat
ment under paragraph (b)(3) of this 
section, has two or more different sets 
of minimum age and service eligibility 
conditions, those employees who fail to 
satisfy all of the different sets of age 
and service conditions are excludable 
employees with respect to the plan. 
Except as provided in paragraph (b)(3) 
of this section, an employee who 
satisfies anyone of the different sets of 
conditions is not an excludable em
ployee with respect to the plan. Dif
ferences in the manner in which service 
is credited (e.g., hours of service 
calculated in accordance with 29 CPR 
2530.200b-2 for hourly employees and 
elapsed time calculated in accordance 
with §1.410(a)-7 for salaried 
employees) for purposes of applying a 
service condition are not taken into 
account in determining whether multi
ple age and service eligibility condi
tions exist. 

* * * * * * 

(d) *** 
(2) Definition of collectively bar

gained employee-(i) In general. A 
collectively bargained employee is an 
employee who is included in a unit of 
employees covered by an agreement 
that the Secretary of Labor finds to be 
a collective bargaining agreement be
tween employee representatives and 



one or more employers, provided that 
there is evidence that retirement bene
fits were the subject of good faith 
bargaining between employee repre
sentatives and the employer or 
employers. An employee is a collec
tively bargained employee regardless of 
whether the employee benefits under 
any plan of the employer. See section 
7701(a)(46) and §301.7701-17T of this 
chapter for additional requirements ap
plicable to the collective bargaining 
agreement. An employee who performs 
hours of service during the plan year as 
both a collectively bargained employee 
and a noncollectively bargained 
employee is treated as a collectively 
bargained employee with respect to the 
hours of service performed as a collec
tively bargained employee and a non
collectively bargained employee with 
respect to the hours of service per
formed as a noncollectively bargained 
employee. See § 1.41 O(b )-7 (c) for dis
aggregation rules for plans benefiting 
collectively bargained and noncollec
tively bargained employees. 

(ii) Special rules for certain 
employees in multiemployer plans-(A) 
In general. For purposes of this para
graph (d), in testing the disaggregated 
portion of a multiemployer plan bene
fiting noncollecti vely bargained 
employees, a noncollectively bargained 
employee who benefits under the plan 
may be treated as a collectively bar
gained employee with respect to all of 
the employee's hours of service under 
the rules of paragraphs (d)(2)(ii)(B) 
through (E) of this section, if the 
employee is or was a member of a unit 
of employees covered by a collective 
bargaining agreement and that agree
ment or a successor agreement provides 
for the employee to benefit under the 
plan in the current plan year. For this 
purpose, provisions of a participation 
agreement or similar document are 
taken into account in determining 
whether a collective bargaining agree
ment provides for an employee to 
benefit under a multiemployer plan. 

(B) Employees who were collectively 
bargained employees during a portion 
of the current plan year. An employee 
described in paragraph (d)(2)(ii)(A) of 
this section who performs services for 
one or more employers that are parties 
to the collective bargaining agreement, 
for the plan, or for the employee 
representative both as a collectively 
bargained employee and as a non
collectively bargained employee during 
a plan year may be treated as a col-

lectively bargained employee for the 
plan year, provided that at least half of 
the employee's hours of service during 
the plan year are performed as a 
collectively bargained employee. 

(C) Employees who were collectively 
bargained employees during the col
lective bargaining agreement. An 
employee described in paragraph 
(d)(2)(ii)(A) of this section who was a 
collectively bargained employee with 
respect to all of the employee's hours 
of service during a plan year (including 
employees who are treated as collec
tively bargained employees with re
spect to all of their hours of service 
during a plan year under paragraph 
(d)(2)(ii)(B) or (E) of this section) may 
be treated as a collectively bargained 
employee with respect to all of the 
employee's hours of service for the 
duration of the collective bargaining 
agreement applicable for such plan year 
or, if later, until the end of the 
following plan year. For this purpose, a 
collective bargaining agreement is ap
plicable for a plan year if it provided 
for the employee to benefit in the plan 
and was effective for any portion of 
that plan year. This paragraph (d)(2)
(ii)(C) does not apply unless the terms 
of the plan providing for benefit 
accruals treat the employee in a manner 
that is generally no more favorable 
than similarly-situated employees who 
are collectively bargained employees. 

(D) Employees who previously were 
collectively bargained employees. An 
employee who was treated as a collec
tively bargained employee pursuant to 
paragraph (d)(2)(ii)(C) of this section 
may be treated as a collectively bar
gained employee with respect to all of 
the employee's hours of service after 
the end of the period described in 
paragraph (d)(2)(ii)(C) of this section, 
provided that the employee is perform
ing services for one or more employers 
that are parties to the collective bar
gaining agreement, for the plan, or for 
the employee representative. This para
graph (d)(2)(ii)(D) does not apply 
unless the terms of the plan providing 
for benefit accruals treat the employee 
in a manner that is generally no more 
favorable than similarly-situated em
ployees who are collectively bargained 
employees, and no more than five 
percent of the employees covered under 
the multiemployer plan are noncollec
tively bargained employees (determined 
without regard to this paragraph 
(d)(2)(ii)(D». In determining whether 
more than five percent of the 
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employees covered under the multi
employer plan are noncollectively bar
gained employees, those employees 
who are described in paragraphs (d)(2)
(ii)(B) and (C) of this section are 
treated as collectively bargained 
employees. 

(E) Transition rule. For a plan year 
beginning before the applicable effec
tive date of these regulations as set 
forth in §1.41O(b)-10(b) or (d), any 
employee described in paragraph 
(d)(2)(ii)(A) of this section may be 
treated as a collectively bargained 
employee with respect all of the 
employee's hours of service for that 
plan year. 

(F) Consistency requirement. The 
rules in paragraphs (d)(2)(i) and (ii) of 
this section must be applied to all 
employees on a reasonable and consis
tent basis for the plan year. 

* * * * * * 

(g) Employees of certain governmen
tal or tax-exempt entities precluded 
from maintaining a section 401(k) plan. 
For purposes of testing either a section 
40l(k) plan or a section 40l(m) plan 
that is provided under the same general 
arrangement as a section 40l(k) plan, 
an employer may treat as excludable 
those employees of governmental or 
tax-exempt entities who are precluded 
from being eligible employees under a 
section 40l(k) plan by reason of 
section 401(k)(4)(B), if more than 95 
percent of the employees of the 
employer who are not precluded from 
being eligible employees by section 
40l(k)(4)(B) benefit under the plan for 
the plan year. 

* * * * * * 

(i) Former employees treated as 
employees. An employer may treat as 
excludable employees all formerly non
highly compensated employees who are 
treated as employees of the employer 
under § 1.41O(b )-9 solely because they 
have increases in accrued benefits 
under a defined benefit plan that are 
based on ongoing service or compensa
tion credits (including imputed service 
or compensation) after they cease to 
perform services for the employer. 

* * * * * * 

Par. 10. Section 1.41O(b)-7 is 
amended by: 

1. Removing the last sentence 10 

paragraph (d)(5). 
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2. Removing the reference "(c)(l) 
through (c)(3)" and adding "(c)(l) and 
(c)(2)" in its place in the last sentence 
of paragraph (e)(1). 

Par. II. Section 1.41 O(b )-9 is 
amended by: 

I. Removing the definitions Defined 
benefit excess plan and Excess benefit 
percentage. 

2. Revising the definitions Employee 
and Former employee as set forth 
below. 

3. Removing the definition 
benefit percentage. 

4. Revising the definitions 
compensated employee and 
compensated former employee 
forth below. 

Gross 

Highly 
Highly 
as set 

5. Removing the definition Offset 
plan. 

6. Removing the reference "§ 1.401-
(a)(4)-2(b)(3)" and adding "§1.401(a)
(4)-2(b)(2)" in its place in paragraph 
(2) of the definition Section 401 (l) 
plan. 

7. Removing the word "engineer" 
from the definition Professional 
employee. 

§J.4JO(b)-9 Definitions. 

* * * * * * 
Employee. Employee means an indi

vidual who performs services for the 
employer who is either a common law 
employee of the employer, a self
employed individual who is treated as 
an employee pursuant to section 
40 I (c)( 1), or a leased employee (not 
excluded under section 414(n)(5» who 
is treated as an employee of the 
employer-recipient under section 
414(n)(2) or 414(0)(2). Individuals that 
an employer treats as employees under 
section 414(n) pursuant to the require
ments of section 414(0) are considered 
to be leased employees for purposes of 
this rule. In addition, an individual 
must be treated as an employee with 
respect to allocations under a defined 
contribution plan taken into account 
under §1.401(a)(4)-2(c)(ii) and with 
respect to increases in accrued benefits 
(within the meaning of 411(a)(7» 
under a defined benefit plan that are 
based on ongoing service or compensa
tion (including imputed service or 
compensation) credits. 

* * * * * * 
Former employee. Former employee 
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means an individual who was, but has 
ceased to be, an employee of the 
employer (i.e., the in~ividual has 
ceased performing serVIces as. a.n 
employee for the employer). An mdI
vidual is treated as a former employee 
beginning on the day after the day. on 
which the individual ceases performmg 
services as an employee for the 
employer. Thus, an ind~vidual who 
ceases performing serVIces as an 
employee for an employer during a 
plan year is both an employee and a 
former employee for the plan ~e~. 
Notwithstanding the foregoing, an mdI
vidual is an employee (and not a 
former employee) to the extent that the 
individual is treated as an employee 
with respect to the plan for the plan 
year under the definition of employee 
in this section. 

* * * * * * 
Highly compensated employee. 

Highly compensated employee means 
an employee who is a highly compen
sated employee within the meaning of 
section 414(q) or a former employee 
treated as an employee under the 
definition of employee in this section 
who is a highly compensated former 
employee within the meaning of sec
tion 414(q). 

Highly compensated former 
employee. Highly compensated former 
employee means a former employee 
who is a highly compensated former 
employee within the meaning of sec
tion 414(q). 

* * * * * * 
Par. 12. Section 1.41O(b)-1O is re

vised to read as follows: 

§J.4JO(b)-JO Effective dates and 
transition rules. 

(a) Statutory effective dates-(l) In 
general. Except as set forth in para
graph (a)(2) of this section, the mini
mum coverage rules of section 41 O(b) 
as amended by section 1112 of the Tax 
Reform Act of 1986 apply to plan 
years beginning on or after January 1, 
1989. 

(2) Special statutory effective date 
for collective bargaining agreements
(i) In general. As provided for by 
section 1112(e)(2) of the Tax Reform 
Act of 1986, in the case of a plan 
maintained pursuant to one or more 
collective bargaining agreements be
tween employee representatives and 

one or more employers ratified before 
March I, 1986, the minimum coverage 
rules of section 41O(b) as amended by 
section 1112 of the Tax Reform Act of 
1986 do not apply to employees 
covered by any such agreement in plan 
years beginning before the earlier of-

(A) January 1, 1991; or 

(B) The later of January I, 1989, or 
the date on which the last of such 
collective bargaining agreements termi
nates (detennined without regard to any 
extension thereof after February 28, 
1986). For purposes of this paragraph 
(a)(2), any extension or renegotiation 
of a collective bargaining agreement, 
which extension or renegotiation is 
ratified after February 28, 1986, is to 
be disregarded in determining the date 
on which the agreement terminates. 

(ii) Example. The following example 
illustrates this paragraph (a)(2). 

Example. Employer A maintains Plan 
pursuant to a collective bargaining agreement. 
Plan 1 covers 100 of Employer A's noncollec
tively bargained employees and 900 of Employer 
A's collectively bargained employees. Employer 
A also maintains Plan 2, which covers Employer 
A's other 400 noncollectively bargained 
employees. The collective bargaining agreement 
under which Plan 1 is maintained was entered 
into on January 1, 1986, and expires December 
31, 1992. Because Plan I is a plan maintained 
pursuant to a collective bargaining agreement, 
section 41O(b) applies to the first plan year 
beginning on or after January I, 1991. In 
applying section 410(b) to Plan 2, the 100 
noncollectively bargained employees in Plan I 
must be taken into account. The deferred 
effective date for plans maintained pursuant to a 
collective bargaining agreement is not applicable 
in determining how section 41O(b) is applied to a 
plan that is not maintained pursuant to a 
collective bargaining agreement. 

(iii) Plan maintained pursuant to a 
collective bargaining agreement. For 
purposes of this paragraph (a)(2), a 
plan is maintained pursuant to one or 
more collective bargaining agreements 
between employee representatives and 
one or more employers, if one or more 
of the agreements were ratified before 
March 1, 1986. Only plans maintained 
pursuant to agreements that the Sec!e
tary of Labor finds to be collec~lve 
bargaining agreements and that satisfy 
section 7701(a)(46) are eligible for the 
deferred effecti ve date under this para
graph (a)(2). A plan will not be treated 
as a plan maintained pursuant to one or 
more collective bargaining agreements 
eligible for the deferred effective date 
under this paragraph (a)(2) unless the 
plan would be a plan maintai~ed 
pursuant to one or more collective 



bargaining agreements under the princi
ples applied under section 1017(c) of 
the Employee Retirement Income Se
curity Act of 1974. See H.R. Rep. No. 
1280, 93rd Congo 2d Sess. 266 (1974). 

(b) Regulatory effective dates-(1) 
In general. Except as otherwise 
provided in this section, §§ 1.41O(b )-2 
through 1.41 O(b )-9 apply to plan years 
beginning on or after January 1, 1994. 

(2) Plans of tax-exempt organiza
tions. In the case of plans maintained 
by organizations exempt from income 
taxation under section 501(a), including 
plans subject to section 403(b )(12)
(A)(i) (nonelective plans), §§1.41O(b)-2 
through 1.41O(b)-9 apply to plan years 
beginning on or after January 1, 1996, 
to the extent such plans are subject to 
section 41O(b). 

(c) Compliance during transition 
period. For plan years beginning before 
the effective date of these regulations, 
as set forth in paragraph (b) of this 
section, and on or after the statutory 
effective date as set forth in paragraph 
(a) of this section, a plan must be 
operated in accordance with a reason
able, good faith interpretation of sec
tion 41O(b). Whether a plan is operated 
in accordance with a reasonable, good 
faith interpretation of section 41 O(b) 
will generally be determined based on 
all of the relevant facts and circum
stances, including the extent to which 
an employer has resolved unclear is
sues in its favor. If a plan's classifica
tion has been determined by the 
Commissioner to be nondiscriminatory 
and there have been no significant 
changes in or omissions of a material 
fact, the classification will be treated as 
nondiscriminatory for the relevant plan 
year. A plan will be deemed to be 
operated in accordance with a reason
able, good faith interpretation of sec
tion 41O(b) if it is operated in 
accordance with the terms of 
§§1.410(b)-2 through 1.41O(b)-9. 

(d) Effective date for governmental 
plans. In the case of governmental 
plans described in section 414(d), 
including plans subject to section 
403(b)(12)(A)(i) (nonelective plans) 
§ 1.41O(b )-2 through § 1.41O(b )-10 ap
ply to plan years beginning on or after 
January I, 1996, or 90 days after the 
opening of the first legislative session 
beginning on or after January 1, 1996, 
of the governing body with authority to 
amend the plan, if that body does not 
meet continuously. Such plans are 
deemed to satisfy section 41O(b) (and 

in the case of such plans that are not 
subject to section 403(b)(12)(A)(i), sec
tion 401(a)(3) as in effect on Septem
ber 1, 1974) for plan years before that 
effective date. For purposes of this 
section, the governing body with au
thority to amend the plan is the 
legislature, board, commission, council, 
or other governing body with authority 
to amend the plan. See §1.41O(b)-2(d) 
and (e). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved August 23, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 31, 1993, 4:02 p.m., and published in 
the issue of the Federal Register for September 
3, 1993, 58 F.R. 46835) 

Section 412.-Minimum Funding 
Standards 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55, page 263. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64, page 264. 

The adjusted applicable federal short -term, 
mid-term, and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71, page 266. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82, page 267. 
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26 CFR 1.412(c)(l)-3: Applying the minimum 
funding requirements to restored plans. 

T.D. 8494 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Minimum Funding Requirements-Plan 
Restoration 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the final regulations 
under section 412 of the Internal 
Revenue Code of 1986. These regula
tions govern the application of the 
minimum funding requirements of sec
tion 412 to pension plans that are being 
or have been terminated pursuant to 
section 4041(c) or 4042 of the 
Employee Retirement Income Security 
Act of 1974 (ERISA) and are restored 
to their sponsoring employers by order 
of the Pension Benefit Guaranty Corpo
ration (PBGC) pursuant to section 4047 
of ERISA. The regulations provide 
taxpayers with guidance necessary to 
determine the amount that must be 
contributed to a restored plan in order 
to satisfy the minimum funding re
quirements of section 412. 

EFFECTIVE DATE: These regulations 
are effective on October 22, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

On October 23, 1990, a notice of 
proposed rulemaking by cross-reference 
to temporary regulations was published 
in the Federal Register (55 FR 42728 
[EE-86-90, 1990-2 C.B. 729]). On the 
same day, temporary regulations were 
published in the Federal Register (55 
FR 42704 [T.D. 8317, 1990-2 C.B. 
72]). These temporary regulations sup
plement the existing regulations on the 
minimum funding requirements under 
section 412 of the Internal Revenue 
Code of 1986 (Code). The temporary 
regulations provide guidance on the 
proper application of the minimum 
funding requirements to plans that have 
been or are being restored to their 
sponsoring employers by order of the 
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PBGC as authorized under section 4047 
of ERISA. 

Written comments were received 
from the public on the proposed 
regulations incorporated by cross
reference in the notice of proposed 
rulemaking, and on July 19, 1991, the 
Internal Revenue Service held a public 
hearing concerning these proposed 
regulations. After consideration of all 
of the written comments received and 
the statements made at the public 
hearing, the proposed regulations are 
adopted as revised by this Treasury 
decision. 

l. Overview 

Section 4047 of ERISA authorizes 
the PBGC to restore a terminated 
pension plan to its sponsoring employer 
whenever the PBGC determines that 
this action is appropriate and consistent 
with its duties under Title IV of 
ERISA. The statutory provisions of 
section 4047 grant broad authority to 
the PBGC to take any actions necessary 
to restore terminated plans in situations 
where it determines the action to be 
necessary and appropriate. The legisla
tive history further demonstrates spe
cific Congressional intent to confer 
broad authority on the PBGC to control 
the details of plan restorations. 

This regulation provides rules for 
applying the minimum funding provi
sions of section 412 of the Code to a 
plan that has been terminated and 
restored under section 4047 of ERISA. 
The application of the minimum fund
ing standards of section 412 of the 
Code to a restored pension plan pres
ents unique problems because a 
restored plan is being or has been 
terminated and administered as a termi
nated plan during the time from the 
date of termination of the plan to the 
date of the restoration (or its imple
mentation). During the period between 
the dates of termination and restoration 
(or its implementation), Schedule B of 
Form 5500 will not have been com
pleted by the plan actuary, nor will 
contributions have been made to the 
plan. When the PBGC acts to restore 
the plan, the funding standard account 
required by section 412 of the Code 
must be reestablished and maintained 
for all subsequent plan years. 

The restoration of a terminated plan 
under section 4047 of ERISA retroac
tively reinstates benefit accruals under 
the plan because the statute provides 
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for restoration of the plan to its pre
termination status. Because the plan 
will have been underfunded upon plan 
termination and because the plan spon
sor will ordinarily not have made any 
contributions to the plan while it was 
being administered as a terminated 
plan, the plan is likely to be even more 
underfunded on restoration. This under
funding will be significantly increased 
if the plan has been administered a~ a 
terminated plan for an extended penod 
of time. 

2. Explanation of provisions 

Restoration funding method 

These regulations create a special 
funding method, known as the restora
tion method, which adapts the underly
ing funding method used by the plan :0 
the special circumstances that eXIst 
when the PBGC restores a terminated 
pension plan to the plan sponsor 
pursuant to section 4047 of ERISA. 
The regulations require the use of the 
restoration method by plans that have 
been or are being terminated and 
restored under Title IV of ERISA. 

The restoration method rules con
tained in these regulations give the 
PBGC flexibility in determining the 
timing and amount of the contributions 
to be made to fund plan liabilities 
arising prior to the first valuation date 
after the restoration of the plan by 
providing for the funding of a restored 
plan under a restoration payment 
schedule order issued by the PBGC that 
specifies the timing and amount of 
contributions to amortize plan liabilities 
arising prior to the first valuation date 
after restoration. The regulations also 
contain minimum standards designed to 
assure that plan funding does not 
become worse while the restoration 
payment schedule order is in effect, 
and that the employer makes systematic 
progress toward funding the outstand
ing liabilities of the plan while it is 
being funded under a restoration pay
ment schedule order. The final regula
tions adopt these provisions essentially 
as proposed with minor clarifications in 
response to comments. 

Certification by the PBGC 

The final regulations retain the re
quirement that when the PBGC issues a 
restoration payment schedule order, the 
Executive Director of the PBGC must 

certify to the PBGC's Board of Direc
tors, and to the Internal Revenue 
Service, that the PBGC has reviewed 
the funding of the plan, the financial 
condition of the plan sponsor and its 
controlled group members, the pay
ments required under the restoration 
payment schedule (taking into account 
the availability of the deferrals per
mitted under the regulations), and any 
other factor that the PBGC deems 
relevant, and, based on that review, 
determines that it is in the best interests 
of participants and beneficiaries of the 
plan and the pension insurance program 
that the restored plan not be 
reterminated. 

Requirement that restored plan must 
use restoration method 

Under the final regulations, as in the 
proposed regulations, a plan that is 
being or has been terminated and re
stored, must use the restoration method 
until the initial restoration amortization 
base has been fully amortized. Use of 
the restoration method continues to be 
permitted without securing prior ap
proval from the Commissioner. 

Initial restoration amortization base 

Section 1.412(c)(l)-3(b) of the regu
lations describes a special amortization 
base, known as the initial restoration 
amortization base, that consists of the 
unfunded liability of the plan as of the 
valuation for the plan year in which the 
initial post restoration valuation date 
falls, based upon the assets and lia
bilities restored by the PBGC. The 
regulation prescribes procedures for the 
amortization of this base over not more 
than 30 years in accordance with a 
restoration payment schedule order 
issued by the PBGC under §1.412(c)
(1)-3(c). 

The outstanding balance of the initial 
restoration amortization base must be 
calculated each year in conformity with 
the usual actuarial practice applicable 
to other amortization bases established 
under section 412(b) of the Internal 
Revenue Code. In determining the out
standing balance of this base, however, 
the calculation must be based upon the 
charges under the restoration payment 
schedule. Under the regulations, the 
PBGC may grant a deferral of the pay
ment required under the restoration 
payment schedule for a particular year, 
under the conditions and in the manner 
provided in the regulations. 



Charges and credits to funding 
standard account 

The nonnal operation of the funding 
standard account, and the other provi
sions of section 412 and the regulations 
thereunder, are unchanged except as 
provided in this plan restoration regula
tion §1.412(c)(l)-3. If the actuarial 
assumptions and methods used in cal
culating the assets and liabilities of the 
plan are changed consistent with the 
requirements of section 412(c)(3), the 
plan administrator must notify the 
PBGC of the changes so that the PBGC 
can make any appropriate changes to 
the restoration payment schedule. 

Some commentators on the proposed 
regulations requested clarification of 
the relationship between the payments 
in the restoration payment schedule 
order and the charges and credits to the 
funding standard account of the plan. 
Paragraph (d) of the regulation has 
been corrected to state that each annual 
payment under the restoration payment 
schedule shall be charged against the 
funding standard account of the plan 
for the plan year to which that payment 
is attributed in the restoration payment 
schedule. A sentence has been added to 
paragraph (d) stating that if the restora
tion payment schedule requires pay
ments before the end of the plan year, 
the annual charge to the funding 
standard account is equal to the sum of 
the periodic payments for the plan year 
accumulated with interest at the valua
tion rate to the last day of the plan 
year. 

Section 412(1) calculations under 
the restoration method 

When a plan is under the restoration 
method, the deficit reduction contribu
tion under section 412(1)(2) of the 
Internal Revenue Code is composed of 
the unfunded section 412(1) restoration 
liability amount plus the unfunded new 
liability amount. The regulation pro
vides rules allowing the PBGC to 
prescribe the timing and amounts of the 
annual installments to amortize the 
unfunded section 412(1) restoration lia
bility over a period of not more than 30 
years. 

Deferral by PBGC of scheduled 
charges 

Paragraph (c)(4) of the regulation 
authorizes the PBGC to grant a deferral 

of the charges required under a restora
tion payment schedule if the PBGC 
detennines that the plan sponsor and its 
controlled group members are unable to 
make the scheduled restoration pay
ments without experiencing temporary 
substantial business hardship. The 
PBGC may grant no more than five 
deferrals during the restoration payment 
period and no more than three of these 
deferrals may be granted during the 
first ten years of that period. In 
response to comments received on the 
proposed regulation, the final regula
tion has been clarified to state that the 
deferrals granted under this authority 
override the minimum annual charges 
and the interim amortization require
ments otherwise applicable. 

Modification of restoration payment 
schedule order by PBGC 

The PBGC retains the authority to 
modify the restoration payment sched
ule at any time during the period of up 
to 30 years that the schedule is 
effective. Any modification must, how
ever, comply with the requirements of 
the regulation, including the minimum 
payment requirements and the require
ment that the 30-year period not be 
extended. In addition, the PBGC must 
conduct a funding review of the plan at 
least once a year, and may conduct a 
funding review at any time it deems 
appropriate. As part of the required 
annual funding review, the Executive 
Director of the PBGC must certify to 
the PBGC's Board of Directors, and to 
the Internal Revenue Service, that the 
PBGC has reviewed the funding of the 
plan, the financial condition of the plan 
sponsor and its controlled group mem
bers, the payments required under the 
restoration payment schedule (taking 
into account the availability of the 
deferrals allowed under the regula
tions), and any other factor that the 
PBGC deems relevant, and, based on 
that review, detennines that it is in the 
best interests of participants and bene
ficiaries of the plan and the pension 
insurance program that the restored 
plan not be reterrninated. 

Effect on other laws 

Pursuant to the Reorganization Plan 
No.4 of 1978, satisfaction of the res
toration method requirements set forth 
in these regulations will be treated as 
satisfaction of the minimum funding 
requirements under section 302 of 
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Subtitle B of Title I of the Employee 
Retirement Income Security Act of 
1974 (ERISA). Failure to make a pay
ment required to avoid a deficiency in 
the funding standard account under the 
restoration method may be treated by 
the Secretary of Labor as a failure to 
meet the minimum funding standard 
under ERISA section 302 for purposes 
of the notice required under ERISA 
section 101(d). 

Effective date 

These regulations are effective on 
October 22, 1993. They continue and 
make pennanent the authority of the 
PBGC to issue restoration payment 
schedule orders contained in § 1.412-
(c)(1)-3, published as TD 8317, 55 FR 
42704 (1990). Under the temporary 
regulations, the PBGC has been author
ized to issue restoration payment 
schedule orders to the sponsoring 
employers of restored plans, provided 
that certain requirements are satisfied. 
All restoration payment schedule orders 
issued pursuant to the temporary reg
ulations remain in force under these 
regulations unless and until modified or 
withdrawn by the PBGC. 

Special Analyses 

It has been detennined that these 
rules do not constitute a significant 
regulatory action as defined in Execu
tive Order 12866. Therefore, a Regula
tory Impact Analysis is not required. It 
has also 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking was submitted 
to the Small Business Administration 
for comment on its impact on small 
business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR Part is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 continues to read, in part, as 
follows: 
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Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.412(c)(l)-3 is 

added to read as follows: 

§l.4J2(c)( 1 )-3 Applying the minImum 
funding requirements to restored 
plans. 

(a) In general-( I) Restoration 
method. The restoration method is a 
funding method that adapts the under
lying funding method of section 412 in 
the case of certain plans that are or 
have been terminated and are later 
restored by the Pension Benefit Guar
anty Corporation (PBGC). The normal 
operation of the funding standard ac
count. and all other provisions of 
section 412 and the regulations there
under. are unchanged except as pro
vided in this §1.412(c)(1)-3. Under the 
restoration method. the PBGC shall 
determine a restoration payment sched
ule. extending over no more than 30 
years. that replaces all charges and 
credits to the funding standard account 
attributable to pre-restoration amortiza
tion bases. The restoration payment 
schedule is determined on the basis of 
an actuarial valuation of the accrued 
liability of the plan on the initial post
restoration valuation date less the actu
arial value of the plan assets on that 
date. The initial post-restoration valua
tion date is the date of the valuation 
that falls in the first plan year begin
ning on or after the date of the 
restoration order. 

(2) Applicability of restoration 
method. A plan must use the restoration 
method if. and only if-

(i) The plan is being or has been 
terminated pursuant to section 4041 (c) 
or section 4042 of the Employee 
Retirement Income Security Act of 
1974 (ERISA); and 

(ii) The plan has been restored by 
the PBGC pursuant to its authority 
under section 4047 of ERISA. 

(b) Computation and effect of the 
initial restoration amortization base
(1) In general. The initial restoration 
amortization base is determined under 
the underlying funding method used by 
the plan. When the plan uses a spread 
gain funding method that does not 
maintain an unfunded liability. the plan 
must change either to an immediate 
gain method that directly calculates an 
accrued liability or to a spread gain 
method that maintains an unfunded 
liability. A plan may adopt any cost 
method that satisfies this requirement 

206 1993-2 C.B. 

and that is acceptable under section 
412 and the regulations thereunder. 
provided that the plan administrator 
follows the procedures established by 
the Commissioner for changes in fund
ing methods. The initial restoration 
amortization base is determined using 
the valuation for the plan year in which 
the initial post-restoration valuation 
date falls. The initial restoration amor
tization base equals the accrued lia
bility with respect to plan benefit 
liabilities returned by the PBGC less 
the value of the plan assets returned by 
the PBGC. The initial restoration amor
tization base replaces all prior amorti
zation bases including those under 
section 412(b)(2)(B). (C). and (D) and 
under section 412(b)(3)(B). Any base 
resulting from a change in funding 
method. including a change required 
under this paragraph. is treated as a 
prior amortization base within the 
meaning of this paragraph (b). Any 
accumulated funding deficiency or 
credit balance in the funding standard 
account is set equal to zero when the 
initial restoration amortization base is 
established. 

(2) Example. The following example 
illustrates the provisions of this para
graph (b): 

Example. A pension plan uses the calendar 
year as its plan year, makes its annual periodic 
valuation as of January 1, and uses the unit 
credit actuarial cost method for funding pur
poses. The plan is in the process of being 
terminated. By order of the PBGC the plan is 
restored as of July 1, 1991. The initial post
restoration valuation date is January 1, 1992, and 
a restoration payment schedule order is issued on 
October 31, 1992. If, as of 1 anuary 1, 1992, the 
accrued liability of the plan is $1,000,000 and 
the value of the plan assets is $200,000, the 
initial restoration amortization base is $800,000. 

(c) Establishment of a restoration 
payment schedule-(1) Certification re
quirement. When the PBGC establishes 
a restoration payment schedule. the 
Executive Director of the PBGC must 
certify to the PBGC's Board of Direc
tors. and to the Internal Revenue 
Service. that the PBGC has reviewed 
the funding of the plan, the financial 
condition of the plan sponsor and its 
controlled group members, the pay
ments required under the restoration 
payment schedule (taking into account 
the availability of deferrals authorized 
under paragraph (c)(4) of this section), 
and any other factor that the PBGC 
deems relevant, and. based on that re
view. determines that it is in the best 
interests of participants and benefici-

aries of the plan and the pension 
insurance program that the restored 
plan not be reterminated. 

(2) Requirements for restoration 
payment schedule-(i) Amortization of 
base over period of no more than 30 
years. The restoration payment sched
ule must be prescribed in an order 
requiring the employer to make stated 
contributions to the plan sufficient to 
amortize the initial restoration amorti
zation base over a period extending not 
more than 30 years after the initial 
post-restoration valuation date (the res
toration payment period). Payments 
included in the restoration payment 
schedule order are charged to the 
funding standard account of the plan at 
the end of each plan year in accordance 
with paragraph (d) of this section. The 
restoration payment schedule must pro· 
vide for total charges that are sufficient 
to amortize the entire amount of the 
initial restoration amortization base by 
the end of the restoration payment 
period. The scheduled charges need not 
be in level amounts. but the present 
value of the prescribed charges on the 
initial post-restoration valuation date. 
computed with interest at the valuation 
rate, must equal the initial restoration 
amortization base. 

(ii) Minimum annual charge. The 
restoration payment schedule must pre· 
scribe annual charges that are sufficient 
to prevent the outstanding balance of 
the initial restoration amortization base 
from exceeding whichever of the fol
lowing amounts is applicable-

(A) During the first 10 plan years on 
the restoration payment schedule. the 
amount of the initial restoration amor
tization base on the date the base was 
established; or 

(B) During plan years 11 through 20 
on the restoration payment schedule, 
the maximum permitted outstanding 
balance of the initial restoration amor
tization base at the end of the tenth 
plan year, as calculated under para· 
graph (c)(2)(iii) of this section; or 

(C) During plan years 21 through 
the end of the restoration payment 
schedule, the maximum permitted out
standing balance of the initial restora
tion amortization base at the end of the 
twentieth plan year, as calculated under 
paragraph (c )(2)(iii) of this section. 

(iii) Interim amortization require
ments. The restoration payment sched
ule must provide for sufficient periodic 
charges so that the outstanding balance 
of the initial restoration amortization 



base at the end of the tenth plan year 
and at the end of the twentieth plan 
year of the restoration payment period 
will not be larger than the outstanding 
balance that would have remained at 
the end of the tenth plan year and at 
the end of the twentieth plan year, 
respectively, if the initial restoration 
amortization base had been amortized 
in level annual amounts over the 
restoration payment period at the valua
tion rate. 

(3) Amendments to the restoration 
payment schedule. The order establish
ing the restoration payment schedule 
may be amended by the PBGC from 
time to time with respect to any 
remaining payments, provided that no 
amendment may extend the restoration 
payment period beyond 30 years from 
the initial post-restoration valuation 
date, and provided further that the 
restoration payment schedule, as 
amended, satisfies the requirements of 
paragraph (c)(2) of this section. 

(4) Deferral of minimum scheduled 
annual payment amounts-(i) Authority 
to grant deferral. Not later than 2-1/2 
months following the end of the plan 
year, the PBGC may grant a deferral of 
the charges required in the restoration 
payment schedule for that plan year if 
the requirements in paragraph (c)(4)(ii) 
of this section are satisfied. The PBGC 
may require the plan sponsor and its 
controlled group members to provide 
security to the plan as a condition to 
granting a deferral. 

(ii) Determination of business hard
ship. Before granting a deferral under 
this paragraph (c)(4), the PBGC must 
make a determination that the granting 
of the deferral is in the best interests of 
plan participants and the plan termina
tion insurance system, and that the plan 
sponsor and its controlled group mem
bers are unable to make the scheduled 
restoration payments without experienc
ing temporary substantial business 
hardship. In making these determina
tions, the factors the PBGC shall 
consider, include, but are not limited 
to, the following-

(A) Whether the plan sponsor and its 
controlled group members are operating 
at an economic loss; 

(B) Whether there is substantial un
employment or underemployment in the 
trades or businesses of the plan sponsor 
and its controlled group members; 

(C) Whether the sales and profits of 
the industry or industries are depressed 
or declining; and 

(D) Whether it is reasonable to ex
pect that the plan termination insurance 
system will suffer a greater loss if the 
plan is terminated than if it is con
tinued as a restored plan. 

(iii) Amount of deferral. The amount 
of the deferral for any particular plan 
year may not exceed the lesser of the 
amount that would have been required 
to be contributed under the restoration 
payment schedule for that year or 
interest at the valuation rate on the 
outstanding balance of the initial restor
ation amortization base for that year. 
An amortization payment for a deferral 
granted for a prior plan year may not 
be deferred. No deferral may extend 
the overall restoration payment period 
beyond 30 years. 

(iv) Modification of payment sched
ule. The restoration payment schedule 
must be adjusted to reflect any deferral 
granted for a plan year in the manner 
prescribed in this paragraph (c). The 
charge otherwise specified in the 
schedule is reduced by the amount of 
any deferral. The charges under the 
restoration payment schedule for the 
subsequent plan years are increased by 
the amounts in paragraph (c)(4)(v) of 
this section. 

(v) Amortization of deferred amount. 
The amount of any deferral granted by 
the PBGC for any plan year must be 
amortized in level amounts over five 
years or such shorter period as may be 
prescribed by the PBGC, at the valua
tion rate, beginning with the plan year 
following the year of the deferral. 

(vi) Number of deferrals permitted. 
The PBGC may not grant more than 
five deferrals of the minimum sched
uled payments as required by this 
section during the restoration payment 
period and no more than three of these 
deferrals may be granted during the 
first ten years of that period. 

(vii) Deferrals override minimum 
annual charges and interim amortiza
tion requirements. In determining the 
minimum annual charge under para
graph (c)(2)(ii) of this section and in 
applying the interim amortization re
quirements of paragraph (c )(2)(iii) of 
this section, the unamortized balances 
of any deferrals granted by the PBGC 
under this paragraph shall be added to 
the outstanding balance of the initial 
restoration amortization base otherwise 
allowable. 

(d) Charging the scheduled restora
tion payments to the funding standard 
account. In addition to any other 
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charges and credits prescribed in the 
normal operation of the funding stand
ard account under section 412, the 
amount of each payment specified in 
the restoration payment schedule shall 
be charged against the funding standard 
account of the plan for the plan year to 
which that payment is attributed in the 
restoration payment schedule. To the 
extent that the restoration payment 
schedule provides for payments before 
the end of the plan year, the annual 
charge to the funding standard account 
attributable to the restoration payment 
schedule is equal to the sum of the 
periodic payments for the plan year 
accumulated with interest at the valua
tion rate to the last day of the plan 
year. 

(e) Changes in actuarial assump
tions or methods. The plan administra
tor must notify the PBGC of any 
changes in the actuarial assumptions or 
methods used by the plan. Upon 
notification of any such change, the 
PBGC may make any changes to the 
restoration payment schedule that it 
deems appropriate. 

(f) Change to restoration method. A 
plan that has been restored must use 
the restoration method until the initial 
restoration amortization base has been 
fully amortized. The use of this method 
does not require prior approval from 
the Commissioner. A plan using the 
restoration method must compute the 
charges to the funding standard account 
to amortize the initial restoration amor
tization base in accordance with the 
order of the PBGC and in accordance 
with this section. 

(g) Deficit reduction contribution
(1) Calculation of deficit reduction 
contribution. For any plan using the 
restoration method, the deficit reduc
tion contribution under section 412-
(1)(2) is equal to the sum of-

(i) The unfunded section 412(1) res
toration liability amount; plus 

(ii) The unfunded new liability 
amount. 

(2) Unfunded section 412(1) restora
tion liability amount. The unfunded 
section 412(1) restoration liability 
amount is the amount necessary to 
amortize fully the unfunded section 
412(1) restoration liability in install
ments, as prescribed by the PBGC, 
over not more than 30 years. The 
annual amount need not be level, but at 
all times the present value of the future 
amortization charges prescribed under 
the restoration payment schedule. at the 
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current liability interest rate, must 
equal the outstanding balance of the 
unfunded section 412(1) restoration lia
bility and the schedule must provide 
that at the end of no more than 30 
years the entire amount of the un
funded section 412(1) restoration lia
bility base will have been fully 
amortized. The schedule prescribed for 
amortization of the unfunded section 
412(1) restoration liability must comply 
with the requirements imposed in para
graph (c) of this section on the 
restoration payment schedule, except as 
provided in paragraph (g)(7) of this 
section and except that the maximum 
permitted outstanding balance of the 
unfunded section 412(1) restoration lia
bility at the end of the tenth plan year 
must not be greater than the outstand
ing balance of the section 412(1) 
restoration liability that would have 
remained at the end of the tenth plan 
year if the unfunded section 412(1) 
restoration liability had been amortized 
in level amounts over the restoration 
payment period at the actual current 
liability interest rate for each year, 
increased by the current liability inter
est rate differential as defined under 
paragraph (g)(7) of this section. The 
unfunded section 412(1) restoration lia
bility amount for the tenth plan year 
otherwise prescribed under the restora
tion payment schedule is increased by 
any outstanding current liability interest 
rate differential. By issuing an appro
priate order, the PBGC may permit the 
outstanding current liability interest 
rate differential to be amortized over 
the tenth through the fourteenth plan 
years. If the PBGC permits the amor
tization of the outstanding current 
liability interest rate differential, then 
the unfunded section 412(1) restoration 
liability amount for each year to which 
an amortization payment is attributed 
under the order shall be increased by 
such payment. The outstanding balance 
otherwise required by paragraph (g)(2) 
of this section is increased by the 
outstanding balance, if any, of the base 
resulting from the amortization of the 
current liability interest rate differen
tial. The PBGC may amend the amor
tization schedule for the unfunded 
section 412(1) restoration liability sub
ject to the limits on amendments to the 
amortization schedule prescribed for 
the initial restoration amortization base. 

(3) Establishment of unfunded sec
tion 412(1) restoration liability. In the 
plan year in which the initial post
restoration valuation date falls, the 
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unfunded section 412(1) restoration lia
bility is equal to the unfunded current 
liability of the plan. 

(4) Unfunded new liability amount. 
In the case of a plan using the 
restoration method, the unfunded new 
liability amount is the applicable per
centage, as defined in section 
412(1)(4)(C), of the unfunded new 
liability determined under paragraph 
(g)(5) of this section. 

(5) Unfunded new liability. The un
funded new liability of a plan using the 
restoration method is the excess, if any, 
of the unfunded current liability of the 
plan, within the meaning of section 
412(1)(8)(A) for the plan year (deter
mined without taking into account any 
unpredictable contingent event benefits, 
even if the event has occurred) over the 
outstanding balance of the unfunded 
section 412(1) restoration liability deter
mined under paragraph (g)(3) of this 
section. 

(6) Offset of amortization charges. 
The amounts charged to the funding 
standard account pursuant to the restor
ation payment schedule in order to 
amortize the initial restoration base, as 
described in paragraph (d) of this 
section, must be offset against the 
deficit reduction contribution in para
graph (g)(1) of this section along with 
any other applicable amounts provided 
in section 412(1)( l)(A)(ii). 

(7) Interest rate differential. During 
the first 10 plan years after the initial 
post-restoration valuation date, the res
toration payment schedule must pre
scribe an unfunded section 412(1) 
restoration liability amount for each 
plan year that is sufficient to prevent 
the outstanding balance of the un
funded section 412(1) restoration lia
bility from exceeding the initial amount 
of the unfunded section 412(1) restora
tion liability increased by the current 
liability interest rate differential. The 
current liability interest rate differential 
at any point during the first ten years 
of the restoration payment period is the 
excess, if any, of the outstanding 
balance of the unfunded section 412(1) 
restoration liability determined using 
the actual current liability interest rate 
for each year, taking into account the 
charges described in paragraph (d) of 
this section, over the outstanding bal
ance of the unfunded section 412(1) 
restoration liability determined using 
the lowest, for each year, of the initial 
current liability interest rate, the current 
liability interest rate for the computa-

tion year, and the valuation interest 
rate, taking into account the charges 
described in paragraph (d) of this 
section. 

(h) Election of the alternative mini
mum funding standard. A plan using 
the restoration method may not elect 
the alternative minimum funding stand
ard under section 412(g). 

(i) Funding review by the PBGC. 
The PBGC must review the funding of 
any plan using the restoration method 
at least once in each plan year. As a 
result of a funding review, the PBGC 
may amend the restoration payment 
schedule as provided in paragraph 
(c)(3) of this section. As part of the 
funding review, the Executive Director 
of the PBGC must certify to the 
PBGC's Board of Directors, and to the 
Internal Revenue Service, that the 
PBGC has reviewed the funding of the 
plan, the financial condition of the plan 
sponsor and its controlled group mem
bers, the payments required under the 
restoration payment schedule (taking 
into account the availability of deferrals 
authorized under paragraph (c)(4) of 
this section), and any other factor that 
the PBGC deems relevant, and, based 
on that review, determines that it is in 
the best interests of participants and 
beneficiaries of the plan and the 
pension insurance program that the 
restored plan not be reterminated. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved October 12, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
October 21, 1993, 8:45 a.m., and published in 
the issue of the Federal Register for October 
22, 1993, 58 F.R. 54489) 

Section 414.-Definitions and 
Special Rules 

26 CFR l.414(s)-l: Definition of 
compensation. 

T.D. 8488 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 



Definition of Compensation for 
Qualified Plans 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the final regulations 
under section 414(s) of the Internal 
Revenue Code of 1986, which concerns 
the definition of compensation for 
qualified plans. The regulations reflect 
changes made by the Tax Reform Act 
of 1986 and the Technical and Mis
cellaneous Revenue Act of 1988. The 
regulations provide guidance necessary 
to comply with the law and affect 
sponsors of, and participants in, tax
qualified retirement plans. 

DATES: These regulations are effective 
January 1, 1994, and apply to plan 
years beginning on or after January 1, 
1994, except as provided in the transi
tion rules of §1.414(s)-I(j). 

SUPPLEMENTARY INFORMATION: 

Background 

On September 19, 1991, final regula
tions under section 414(s) were pub
lished in the Federal Register (56 FR 
47659 [T.D. 8361, 1991-2 C.B. 310)). 
In the Federal Register of August 10, 
1992, (57 FR 35536 [EE-6-92, 1992-2 
C.B. 667)), the Internal Revenue Serv
ice published proposed regulations to 
extend the effective date of the final 
regulations under section 414(s) and 
related regulations generally to plan 
years beginning on or after January 1, 
1994. 

. On April 21, 1993, proposed regula
tIons amending the final regulations 
were published in the Federal Register 
(58 FR 21412 [EE-5-93, 1993-1 c.B. 
728]). Written comments were received 
from the public on the proposed 
regulations, and a public hearing was 
held on June 7, 1993. After considera
tion of all of the written comments 
received and the statements made at the 
~ublic hearing, the proposed regula
tIons are adopted as modified by this 
Treasury Decision. 

Explanation of provisions 

1. Overview of regulations 

Section 414( s) provides rules for 
defining compensation for purposes of 

applying any provision that specifically 
refe~s to section 414(s). For example, 
sectIOn 414(s) is explicitly referred to 
i~ ~any of the nondiscrimination pro
VlSIOns applicable to pension, profit
shar.i~g, and stock bonus plans 
quahfled under section 401(a). The 
amount of plan benefits or contribu
tions, expressed as a percentage of 
co~pensation within the meaning of 
sectIOn 414(s), is generally one of the 
key factors in determining whether 
these nondiscrimination provisions are 
satisfied. 

In general, these regulations retain 
the structure of the September 1991 
regulations. The September 1991 reg
ulations implemented section 414(s) by 
providing design-based safe harbor def
initions of compensation and by 
providing that any other definition of 
compensation will satisfy section 
414(s) if the definition is reasonable (as 
determined under the regulations), does 
not by design favor highly compen
sated employees, and satisfies a non
discrimination test. 

The proposed regulations issued in 
April, 1993, make a number of signifi
cant changes to the September 1991 
regulations that increase the flexibility 
of the regulatory requirements. Major 
changes in the proposed regulations 
include the following: 

• Allowing defined benefit plans to 
credit compensation with another 
employer (both for the periods before 
and after employment with the 
employer maintaining the plan) or 
during a leave of absence in a wide 
range of circumstances. 

• Allowing a safe harbor definition 
of compensation to be modified to 
exclude any portion of the compensa
tion of some or all of the employer's 
highly compensated employees. 

• Making rate of pay definitions of 
compensation more flexible to accom
modate certain common practices. 

In general, comments received on 
changes contained in the proposed 
regulations were favorable. Accord
ingly, these final regulations incorpo
rate those changes and make additional 
minor revisions. 

2. Pre-participation and imputed 
compensation 

These regulations permit a defined 
benefit plan to credit compensation 
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with another employer (both for the 
periods before and after employment 
with the employer maintaining the 
plan) or during a leave of absence, 
provided certain facts-and-cir
cumstances standards are met. If im
puted compensation is credited to an 
employee under an alternative defini
tion of compensation subject to the 
nondiscrimination test in the regula
tions, the regulations generally require 
that the imputed compensation be taken 
into account under that test. However, 
in order to avoid distorting the results 
of the nondiscrimination test, the reg
ulations limit the employee's plan 
compensation taken into account in 
applying that test to 100 percent of the 
employee's actual compensation for the 
period. In response to comments, the 
description of this special rule has been 
rewritten in order to clarify how it is 
applied in the nondiscrimination test. 

3. Exclusions from compensation only 
applicable to highly compensated 
employees 

The regulations allow safe harbor 
definitions of compensation to be mod
ified to exclude any portion of the 
compensation of some or all of the 
employer's highly compensated em
ployees. An alternative definition of 
compensation also may exclude any 
portion of the compensation of some or 
all of the employer's highly compen
sated employees without violating the 
consistency requirement in the regula
tions. These regulations expand the 
rules permitting exclusions from some 
or all highly compensated employees to 
apply also in determining the section 
414(s) compensation of self-employed 
individuals. 

For purposes of calculating the aver
age compensation percentages used in 
the nondiscrimination test for an alter
native definition of compensation, the 
regulations require that amounts ex
cluded from compensation under a pro
vision in an alternative definition of 
compensation that does not apply con
sistently to all highly compensated 
employees also be excluded from each 
employee's total compensation. Ai
though this rule was criticized by 
certain commentators as being incon
sistent with the general principle that 
discrimination among highly compen
sated employees is disregarded, the 
Service and the Treasury believe that 
this rule is appropriate because of the 
averaging nature of the section 414(s) 
nondiscrimination test. 
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4. Use of rate-of-pay definition for 
purposes of section 414(s) 

These regulations retain the require
ments for rate-of-pay definitions of 
compensation contained in the pro
posed regulations, including the restric
tion that compensation based on an 
employee's rate of pay generally may 
not be credited for more than 31 days 
after an employee terminates employ
ment. Some commentators requested 
that the regulations allow compensation 
based on an employee's rate of pay to 
be credited to the end of the year in 
which an employee's employment ter
minates, or otherwise allow, even for 
plans not using a rate of pay definition, 
annualization of the employee's com
pensation for that year, subject to an 
anti-abuse rule. They assert that an
nualization would prevent employees 
from being penalized for retiring or 
terminating employment mid-year, and 
that a facts and circumstances anti
abuse rule could be included in the 
regulations to prevent annualization 
from causing significant discrimination. 
The Service and the Treasury believe 
that Congress intended section 414(s) 
compensation to be actual compensa
tion and that any departures from 
actual compensation should be limited. 
Appropriate departures from actual 
compensation already have been pro
vided for in these regulations to ad
dress significant practical difficulties 
arising both under the imputed com
pensation provisions and in the provi
sions of the section 401(a)(4) regula
tions that accommodate the prohibition 
against double proration of service and 
compensation. Any other annualization 
of partial year compensation is not 
allowed under the regulations because 
it would give undue weight to the 
partial year compensation while the 
suggested facts and circumstances anti
abuse rule needed to prevent annualiza
tion of unrepresentative compensation 
would require a type of subjective 
analysis that presents significant admin
istrative difficulties. 

Effective Dates 

The regulations generally are effec
tive for years beginning on or after 
January 1, 1994, or, in the case of 
plans maintained by tax-exempt organi
zations, for plan years beginning on or 
after January 1, 1996. However, section 
414(s) is effective for years beginning 
on or after January 1, 1987. For plan 
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years beginning before the effective 
date of these regulations and on or 
after the statutory effective date, a plan 
must be operated in accordance with a 
reasonable, good faith interpretation of 
section 414(s). Whether a plan is 
operated in accordance with a reason
able, good faith interpretation of sec
tion 414(s) generally will be deter
mined based on all relevant facts and 
circumstances, including the extent to 
which an employer has resolved un
clear issues in its favor. A plan will be 
deemed to be operated in accordance 
with a reasonable, good faith inter
pretation of section 414(s)(1) and (2) if 
it is operated in accordance with these 
regulations, the September 1991 regula
tions, the May 1990 temporary regula
tions, or the February 1988 temporary 
regulations. In addition, for these tran
sition years, a definition of compensa
tion is deemed to satisfy section 414(s) 
as an alternative method of determining 
compensation under section 414(s)(3) 
if, based on all the relevant facts and 
circumstances in effect for the year, 
use of the definition does not cause 
discrimination in favor of highly com
pensated employees. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It also has been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice 
of proposed rulemaking was submitted 
to the Small Business Administration 
for comment on its impact on small 
business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

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 *** 
§ 1.414( s )-1 also issued under 26 
U.S.C. 414(s). *** 

Par. 2. Section 1.414(s)-1 is 
amended by: 

I. Revising the fourth sentence of 
paragraph (a)(3). 

2. Removing the reference "(t)" in 
the fifth sentence of paragraph (a)(3) 
and adding "(g)" in its place. 

3. Removing the reference "(g)" in 
the sixth sentence of paragraph (a)(3) 
and adding "(h)" in its place. 

4. Designating the text of paragraph 
(b)(2) as paragraph (b)(2)(i) and adding 
a paragraph heading for paragraph 
(b)(2)(i). 

5. Adding paragraph (b)(2)(ii). 
6. Revising the first sentence of 

paragraph (b)(3), removing reference 
"paragraph (c)(3), (d), or (e)" in the 
third and fourth sentences of paragraph 
(b)(3) and adding "paragraph (c)(3), 
(d), (e), or (f)" in their places, and 
removing the reference "(f)" in the 
fourth sentence of paragraph (b)(3) and 
adding "(g)" in its place. 

7. Removing the reference "402(a)
(8)" in paragraph (c)(4)(i) and adding 
"402(e)(3)" in its place. 

8. Revising paragraphs (c)(5), (d)(2)
(i), (d)(2)(ii), (d)(3)(ii), (d)(3)(iii)(A), 
and adding (d)(3)(iii)(C). 

9. Removing "the applicable" from 
the first sentence of paragraph (d)(3)(v) 
and adding "all the relevant" in its 
place. 

10. Adding paragraph (d)(3)(vi). 
11. Revising paragraph (e). 
12. Redesignating paragraphs (f) 

through (i) as (g) through U) 
respectively. 

13. Adding new paragraph (t). 

14. Removing reference "paragraph 
(c)(3), (d), or (e)" in the first sentence 
of newly designated paragraph (g)(1)(i) 
and adding "paragraph (c)(3), (d), (e), 
or (f)" in its place. 

15. Removing the reference "(e)(4)
(ii)" in the second sentence of newly 
designated paragraph (g)(l)(i) and 
adding "(d)(3)(vi)" in its place. 

16. Adding new paragraph (g)(1)
(iii). 

17. Revising newly designated para
graph (h). 

18. Revising newly designated para
graph (j). 

19. The revisions and additions read 
as follow: 



§1.414(s)-1 Definition of 
compensation. 

(a) *** 
(3) Overview. *** Paragraphs (e) 

and (f) of this section provide special 
rules pennitting the use of rate of 
compensation, or prior-employer com
pensation or imputed compensation, 
rather than actual compensation, under 
a definition of compensation that satis
fies section 414(s). *** 

(b) *** 
(2) Consistency rule-(i) General 

rule. *** 
(ii) Scope of consistency rule. Com

pensation will not fail to be defined 
consistently for a group of employees 
merely because some employees do not 
receive one or more of the types of 
compensation included in the defini
tion. For example, a definition of 
compensation that includes salary, reg
ular or scheduled pay, overtime, and 
specified types of bonuses will not fail 
to define compensation consistently 
merely because only salaried em
ployees receive salary and these spec
ified types of bonuses and only hourly 
employees receive regular or scheduled 
pay and overtime. 

(3) Self-employed individuals. Not
withstanding paragraph (b)(1) of this 
section, self-employed individuals' 
compensation can only be determined 
under paragraph (c)(2) of this section 
(with or without the modification per
mitted by paragraph (c)(4) of this 
section or a modification permitted by 
paragraph (c)(5) of this section) or by 
using an equivalent alternative compen
sation amount determined in accord
ance with paragraph (g)(1) of this 
section. *** 

(c) *** 
(5) Exclusions applicable solely to 

highly compensated employees. Any 
definition of compensation that satisfies 
paragraph (c)(2) or (c)(3) of this 
section, with or without the modifica
tion permitted by paragraph (c)(4) of 
this section, may be modified to 
exclude any portion of the compensa
tion of some or all of the employer's 
highly compensated employees (includ
ing, for example, anyone or more of 
the types of elective contributions or 
deferred compensation described in 
paragraph (c)(4) of this section). 

(d) *** 
(2) Reasonable definition of 

compensation-(i) General rule. An 

alternative definition of compensation 
under this paragraph (d) is reasonable 
under section 414(s) if it is a definition 
of compensation provided in paragraph 
(c) of this section, modified to exclude 
all or any portion of one or more of the 
types of compensation described in 
paragraph (d)(2)(ii) of this section. See 
paragraph (e) of this section, however, 
for special rules that pennit definitions 
of compensation based on employees' 
rates of compensation and paragraph (f) 
of this section for special rules that 
permit definitions of compensation that 
include prior-employer compensation or 
imputed compensation. 

(ii) Items that may be excluded. A 
reasonable definition of compensation 
is permitted to exclude, on a consistent 
basis, all or any portion of irregular or 
additional compensation, including (but 
not limited to) one or more of the 
following: any type of additional com
pensation for employees working out
side their regularly scheduled tour of 
duty (such as overtime pay, premiums 
for shift differential, and call-in pre
miums), bonuses, or anyone or more 
of the types of compensation excluded 
under the safe harbor alternative defini
tion in paragraph (c)(3) of this section. 
Whether a type of compensation is 
irregular or additional is detennined 
based on all the relevant facts and 
circumstances. A reasonable definition 
is also permitted to include, on a 
consistent basis, all or any portion of 
the types of elective contributions or 
deferred compensation described in 
paragraph (c)( 4) of this section and, 
thus, need not include all those types of 
elective contributions or deferred com
pensation as otherwise required under 
paragraph (c)( 4) of this section. 

* * * * * * 
(3) *** 
(ii) Total compensation-(A) Gen

eral rule. For purposes of this para
graph (d)(3), total compensation must 
be determined using a definition of 
compensation provided in paragraph 
(c)(2) of this section, either with or 
without the modification permitted by 
paragraph (c)( 4) of this section. Thus, 
total compensation does not include 
prior-employer compensation or im
puted compensation described in para
graph (f)(1) of this section (including 
imputed compensation for a period 
during which an employee performs 
services for another employer). Total 
compensation taken into account for 
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each employee (including, if added, the 
elective contributions and deferred 
compensation described in paragraph 
(c)(4) of this section) may not exceed 
the annual compensation limit of sec
tion 401(a)(17). 

(B) Alternative definitions with ex
clusions applicable solely to highly 
compensated employees. If an alterna
tive definition of compensation con
tains a provision that excludes amounts 
from compensation and, as described in 
paragraph (c)(5) of this section, the 
provision only applies in defining the 
compensation of some highly compen
sated employees, then, for purposes of 
this paragraph (d)(3), the total compen
sation of any highly compensated 
employee subject to the provision must 
be reduced by any amount excluded 
from the employee's compensation as a 
result of the provision. However, if the 
provision applies consistently in defin
ing the compensation of all highly 
compensated employees, this adjust
ment to total compensation is not 
required. 

(iii) Employees taken into account
(A) General rule. In applying the 
requirement of this paragraph (d)(3), 
the employees taken into account are 
the same employees taken into account 
in satisfying the requirements of the 
applicable provision for the determina
tion period. For example, in determin
ing whether a plan satisfies section 
401(a)(4), an alternative definition must 
satisfy this paragraph (d)(3) taking into 
account all employees who benefit 
under the plan for the plan year (within 
the meaning of §1.41O(b)-3(a». If an 
employer is using the same alternative 
definition of compensation to determine 
whether more than one separate plan 
satisfies section 401(a)(4), the 
employer is permitted to take into 
account all the employees who benefit 
under all of those plans for the plan 
year in determining whether the alter
native definition of compensation being 
used satisfies this paragraph (d)(3). 

* * * * * * 
(C) Certain employees disregarded. 

If an employee's total compensation for 
the determination period, determined 
under paragraph (d)(3)(ii) and (d)(3)
(vi)(B) of this section, is zero, the 
employee is disregarded in determining 
whether the nondiscrimination require
ment of paragraph (d)(3) of this section 
is satisfied for that determination 
period. For example, an employee who 
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does not receive any actual compensa
tion during a determination period 
because the employee is on unpaid 
leave of absence for the entire period, 
but who is credited with imputed 
compensation described in paragraph 
(f)(l) of this section, is disregarded in 
determining whether the nondiscrimina
tion requirement of this paragraph 
(d)(3) is satisfied for that determination 
period. 

* * * * * * 
(vi) Special rules for definitions of 

compensation based on rate of compen
sation or that include prior-employer 
or imputed compensation-(A) Special 
rule for determining compensation in
cluded under an alternative definition. 
If an alternative definition uses rate of 
compensation or includes prior
employer compensation or imputed 
compensation, the amount of each em
ployee's compensation for a determina
tion period that is treated as included 
under the alternative definition for 
purposes of determining the average 
percentages for the nondiscrimination 
requirement (i.e. the amount used in 
the numerator) must not be more than 
100 percent of the employee's total 
compensation for that period, deter
mined under paragraph (d)(3)(ii) and 
(d)(3)(vi)(B) of this section. This limit 
on the amount of compensation treated 
as included under the alternative defini
tion applies even if the amount of 
compensation actually credited to the 
employee for the determination period 
under the definition and, thus, used as 
compensation within the meaning of 
section 414(s), exceeds the employee's 
total compensation for the period. 

(B) Special rule for determining to
tal compensation. If an alternative 
definition uses rate of compensation or 
includes prior-employer compensation 
or imputed compensation, each em
ployee's total compensation for pur
poses of determining the average per
centages for the nondiscrimination 
requirement (i.e. the amount used in 
the denominator) must include all the 
types of elective contributions and 
deferred compensation described in 
paragraph (c)(4) of this section. 

(e) Rate of compensation-(1) Gen
eral rule. A definition of compensation 
satisfies section 414(s) as a reasonable 
definition of compensation even though 
it defines the amount of each em
ployee's basic or regular compensation 
using the employee's basic or regular 
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rate of compensation rather than using 
the employee's actual basic or regular 
compensation from the employer if the 
definition satisfies the requirements 
specified in paragraph (e)(3) of this 
section and otherwise satisfies the 
requirements of paragraph (d) of this 
section, including the nondiscrimination 
test in paragraph (d)(3) of this section. 
For this purpose, the employee's rate of 
compensation must be determined 
using an hourly pay scale, weekly 
salary, or similar unit of basic or 
regular compensation applicable to the 
employee. A definition will not fail to 
satisfy the requirements of this para
graph (e) merely because it defines 
compensation as including each 
employee's basic or regular compensa
tion, the amount of which is deter
mined using each employee's basic or 
regular rate of compensation, plus 
actual amounts of irregular or addi
tional compensation, such as overtime 
or bonuses. In addition, a definition of 
compensation will not fail to satisfy 
section 414(s) merely because it de
fines compensation for each employee 
as the greater of the employee's actual 
compensation, the amount of which is 
determined using a definition that 
would otherwise satisfy paragraph (c) 
or (d)(2) of this section, or the 
employee's basic or regular compensa
tion, the amount of which is deter
mined using the employee's basic or 
regular rate of compensation. 

(2) Not applicable to certain contri
butions. This paragraph (e) does not 
apply to a definition of compensation 
used in determining whether elective 
deferrals (as defined in section 
402(g)(3», matching contributions (as 
defined in section 401(m)(4», or 
employee contributions subject to sec
tion 401(m) satisfy any applicable 
provision. Thus, for example, a defini
tion of compensation that defines com
pensation based on each employee's 
basic or regular rate of compensation 
may not be used to measure compensa
tion for purposes of determining if a 
qualified cash or deferred arrangement 
satisfies the actual deferral percentage 
test in section 401(k)(3). 

(3) Requirements for definitions of 
compensation based on rate of com
pensation-(i) Benefit determination. 
The definition of compensation must 
actually be used to calculate the 
benefits, contributions, or other 
amounts, that are subject to the appli
cable provision. For example, a defini
tion of compensation that defines com-

pensation based on each employee's 
basic or regular rate of compensation 
may not be used to determine whether 
a plan satisfies section 401(a)(4) unless 
the benefits, contributions, or other 
amounts for each employee in the plan 
are determined using that definition of 
compensation. 

(ii) Period for determining compen
sation. The amount of each employee's 
basic or regular compensation for the 
determination period must be deter
mined using the employee's basic or 
regular rate of compensation as of a 
designated date in the determination 
period. For example, if the determina
tion period is a calendar year, this 
requirement would be satisfied if the 
amount of each employee's basic or 
regular compensation for the calendar 
year is determined using the 
employee's basic or regular rate of 
compensation as of January I of the 
calendar year. Alternatively, the 
amount of each employee's basic or 
regular compensation for a determina
tion period can be the sum of the 
amounts separately determined for 
shorter specified periods (e.g., weeks or 
months) within the dett;rmination 
period provided the amount of each 
employee's basic or regular compensa
tion for each specified period is deter
mined using the employee's basic or 
regular rate of compensation as of a 
designated date within the specified 
period. 

(iii) Dates for determining rate of 
compensation. One or more dates may 
be used to determine employees' rates 
of compensation for a determination 
period or specified period provided 
that, if the same date is not used for all 
employees, the dates selected are de
signed to determine the rates of com
pensation for that period on a consis
tent basis for all employees taken into 
account for the determination period. 
For example, if annual compensation 
increases are provided to different 
groups of employees on different dates 
during the year, it would be consistent 
to choose a different date for each 
group in order to include the annual 
increase in the employees' rates of 
compensation for the determination 
period. In addition, the date or dates 
selected, by themselves, must not cause 
the portion of total compensation in
cluded to vary significantly among 
employees. 

(iv) Periods without compensation 
or with reduced compensation. An 



employee's compensation may gener
ally only be determined using the 
employee's rate of compensation for 
employment periods during which the 
employer actually compensates the 
employee. However, if an employee 
terminates employment or otherwise 
stops performing services (such as for a 
leave of absence, layoff or similar 
event) either without compensation or 
with reduced compensation during a 
determination period, the employer may 
continue to credit the employee with 
compensation based on the employee's 
rate of compensation for a period of up 
to 31 days after the event, but not 
beyond the end of the determination 
period. Paragraph (f) of this section 
contains special rules for crediting 
imputed compensation for periods ex
tending beyond 31 days during which 
an employee is not compensated or an 
employee's compensation is reduced. 
See also the definition of Section 
414(s) compensation in §1.401(a)(4)-
12 .that, for purposes of satisfying 
sectIOn 401 (a)(4), permits adjustments 
to compensation to reflect the 
equivalent of full-time compensation to 
the extent necessary to satisfy the 
requirements of 29 CFR 2530.204-2(d) 
(regarding double proration of service 
and compensation). 

(t) Prior-employer compensation and 
imputed compensation-(1) General 
rule. Solely for purposes of determin
ing whether a defined benefit plan, as 
defined in § 1.41O(b )-9, satisfies section 
401(a)(4) or 410(b), an alternative 
definition that includes prior-employer 
compensation or imputed compensation 
satisfies section 414(s) as a reasonable 
alternative definition if the definition 
satisfies the requirements specified in 
paragraphs (f)(2) and (3) of this sec
tion. For this purpose, prior-employer 
compensation is compensation from an 
employer other than the employer 
(determined at the time that the com
pens~tion is paid) maintaining the plan 
that IS credited for periods prior to the 
employee's employment with the 
em~loyer maintaining the plan and 
dun~g which the employee performed 
se~lces for the other employer. For 
thiS purpose, imputed compensation is 
compensation credited for periods after 
an employee has commenced or recom
menced participation in a plan while 
the employee is not compensated by 
the employer maintaining the plan or is 
compensated at a reduced rate by that 
employer because the employee is not 
performing services as an employee for 

the. employer (including a period in 
which the employee performs services 
for another employer, e.g., a joint 
venture) or because the employee has a 
reduced work schedule. 

(2) Requirements for definitions of 
compensation crediting prior-employer 
co"!pens~tion or imputed compen
satlOn-(I) General requirement. The 
definition must otherwise be described 
in paragraph (c) of this section or must 
otherwise satisfy the requirements of 
paragraph (d) or (e) of this section for 
~ltern~tive definitions of compensation, 
mcludmg the nondiscrimination re
quirement in paragraph (d)(3) of this 
section. 

(ii) Benefit determination. A defini
tion of compensation that credits prior
employer compensation or imputed 
compensation must actually be used to 
calculate the benefits under the plan. 
For example, the definition may not be 
used to determine whether a defined 
benefit plan satisfies section 401(a)(4) 
~nless the benefits for each employee 
10 the plan are determined using that 
definition of compensation. 

(iii) Provision applied to all 
similarly-situated employees. A provi
sion in a plan's definition of compensa
tion crediting prior-employer compen
sation or imputed compensation must 
apply on the same terms to all 
similarly-situated employees in the 
plan. The criteria for determining 
whether employees are similarly situ
ated for this purpose are the same as 
the criteria for determining whether a 
plan provision crediting pre
participation or imputed service satis
fies the requirements of § 1.401 (a)(4)
II(d)(3)(iii)(A). 

(iv) Legitimate business purpose. 
There must be a legitimate business 
purpose, based on all of the relevant 
facts and circumstances, for crediting 
prior-employer compensation or im
puted compensation to an employee for 
the period being credited. The standard 
for determining whether crediting prior
employer compensation or imputed 
compensation satisfies this requirement 
is the same as the standard for 
determining whether crediting pre
participation or imputed service under a 
plan satisfies the requirements of 
§1.401(a)(4)-II(d)(3)(iii)(B) and 
whether crediting imputed service satis
fies the additional requirements of 
§ 1.401 (a)(4 )-11(d)(3)(iv)(A). However, 
if the legitimate business reason for 
crediting imputed compensation relates 
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to the services the employee is per
forming for another employer and the 
reason satisfies the standard in 
§1.401(a)(4)-11(d)(3)(iii)(B), the addi
tional requirements of §1.401(a)(4)
II(d)(3)(iv)(A) are deemed to be satis
fied. For example, if an employee 
becomes employed by another em
ployer as a result of a merger, acquisi
tion or similar transaction with the 
other employer and imputed compensa
tion is credited to the employee while 
the employee is performing services for 
the other employer, the crediting of 
imputed compensation to the employee 
satisfies the standard in § 1.401 (a)( 4)
II(d)(3)(iii)(B). Thus, under that exam
ple, crediting the imputed compensa
tion to the employee is deemed to 
satisfy the additional requirements of 
§1.401(a)(4)-11(d)(3)(iv)(A), even if 
the employee is not performing those 
services under an arrangement that 
provides an ongoing business benefit to 
the employer maintaining the plan. 

(v) No significant discrimination. 
Based on all of the relevant facts and 
circumstances, crediting prior-employer 
compensation or imputed compensation 
must not by design or in operation 
discriminate significantly in favor of 
highly compensated employees. The 
standard for determining whether cred
iting prior-employer compensation or 
imputed compensation satisfies this 
requirement is the same as the standard 
for determining whether crediting pre
participation or imputed service satis
fies the requirement in §1.401(a)(4)
II(d)(3)(iii)(C) and whether crediting 
imputed service satisfies the additional 
requirement of § 1.401 (a)( 4 )-11 (d)
(3)(iv)(B). 

(3) Reasonable method-(i) General 
rule. Any reasonable method may be 
used to determine the amount of prior
employer compensation or imputed 
compensation provided that the require
ments of paragraph (f)(3)(ii) or (iii) of 
this section are satisfied, whichever is 
applicable. 

(ii) Requirements for prior-employer 
compensation. Prior-employer compen
sation credited to an employee for a 
period that an employee is performing 
services for another employer must be 
compensation for the employee from 
the other employer (or be based on the 
employee's basic or regular rate of 
compensation from the other employer) 
for that period. In addition, prior 
employer compensation credited to an 
employee must not exceed the amount 
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of compensation from the other 
employer that would have been in
cluded under the definition of compen
sation in effect for that period for 
compensation from the employer main
taining the plan. Reasonable assump
tions may be made in determining the 
amount of compensation received from 
another employer for a period that 
would have been included under the 
definition of compensation in effect for 
that period for compensation from the 
employer maintaining the plan. 

(iii) Requirements for imputed 
compensation-(A) General rule. The 
amount of imputed compensation cred
ited to an employee during any period, 
when combined with the amount of any 
actual compensation being included, 
must not exceed an amount that, based 
on all of the relevant facts and 
circumstances, is reasonably representa
tive of the amount of compensation 
that the employee would have received 
and that would have been included 
under the definition of compensation in 
effect for the period if the employee 
had continued to perform services for 
the employer during that period at the 
same level as the employee was per
forming before the employee stopped 
performing services or changed to a 
reduced work schedule. The relevant 
facts and circumstances include the 
compensation that the employee was 
receiving immediately before the 
employee stopped performing services 
or changed to a reduced work schedule, 
and, if applicable, the rate of compen
sation in effect while the employee is 
not performing services or has a 
reduced work schedule that is applica
ble to the employee's specific job 
grade immediately before the change 
occurred. 

(B) Imputed compensation from an
other employer. Imputed compensation 
credited for a period that an employee 
is performing services for another 
employer is deemed to satisfy para
graph (f)(3)(iii)(A) of this section if the 
amount of compensation credited satis
fies the requirements of paragraph 
(f)(3 )(ii) of this section for prior
employer compensation. Thus, for ex
ample, the amount of imputed compen
sation credited to an employee for a 
period that the employee is performing 
services for another employer is 
deemed to satisfy paragraph 
(f)(3)(iii)(A) of this section if the 
amount credited is compensation for 
the employee from the other employer 
(or is based on the employee's basic or 
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regular rate of compensation from the 
other employer) for that period, and the 
amount credited does not exceed the 
compensation from the other employer 
that would be included for the 
employee under the definition of com
pensation in effect for that period for 
compensation from the employer main
taining the plan. 

(4) Special nondiscrimination rule 
for safe harbor definitions. If a defini
tion of compensation crediting prior
employer or imputed compensation is 
otherwise described in paragraph (c) of 
this section, and the prior-employer 
compensation or imputed compensation 
credited satisfies the requirements of 
paragraphs (f)(l), (2), and (3) of this 
section, then the definition is deemed 
to satisfy paragraph (d) of this section 
(i.e., it is deemed to be nondis
criminatory) . 

(g) *** (1) *** 
(iii) Reductions in equivalent alter

native compensation amount applicable 
only to highly compensated employees. 
An alternative definition of compensa
tion may provide that compensation 
under the alternative definition for 
some or all self-employed individuals 
who are highly compensated employees 
is a specified portion of, rather than 
equal to, the equivalent compensation 
amount determined under paragraph 
(g)( 1 )(i). 

* * * * * * 

(h) Definitions. The following defi
nitions apply for purposes of this 
section: 

(1) Applicable provision. Applicable 
provision means a provision that spe
cifically refers to section 414(s) or this 
section. 

(2) Determination period. Deter
mination period means a period during 
which the amount of compensation is 
measured for use in determining 
whether the requirements of an applica
ble provision are satisfied. If no period 
is provided under the applicable provi
sion for measuring compensation, the 
determination period is the period for 
which the applicable provision must be 
satisfied. The applicable provision may 
provide additional rules concerning the 
determination period to be used for 
satisfying the nondiscrimination re
quirement in paragraph (d) of this 
section. 

(3) Employee. 
employee within 
§1.410(b)-9. 

Employee means 
the meaning of 

(4) Highly compensated employee. 
Highly compensated employee means 
highly compensated employee within 
the meaning of § 1.41 O(b )-9. 

(5) Nonhighly compensated em
ployee. Nonhighly compensated 
employee means nonhighly compen
sated employee within the meaning of 
§ 1.410(b)-9. 

(6) Self-employed individual. Self
employed indi vidual means self
employed individual within the mean
ing of section 401 (c)(1). 

* * * * * * 

U) Effective date and transition 
rules-(1) Statutory effective date. Sec
tion 414(s) applies to years beginning 
on or after January 1, 1987. 

(2) Regulatory effective date-(i) In 
general. Except as otherwise provided 
in paragraph (j)(2)(ii) of this section, 
§1.414(s)-I(a) through (i) apply to 
years beginning on or after January I, 
1994. 

(ii) Plans of tax-exempt organiza
tions. In the case of a plan maintained 
by an organization that is exempt from 
income taxation pursuant to section 
501(a), including plans subject to sec
tion 403(b)(12)(A)(i) (nonelective 
plans), § 1.414(s)-I(a) through (i) apply 
to plan years beginning on or after 
January 1, 1996. 

(3) Compliance during transition 
period. For plan years beginning before 
the effective date of these regulations, 
as set forth in paragraph (j)(2) of this 
section, and on or after the statutory 
effective date as set forth in paragraph 
(j)(1) of this section, a plan must be 
operated in accordance with a reason
able, good faith interpretation of sec
tion 414(s). Whether a plan is operated 
in accordance with a reasonable, good 
faith interpretation of section 414(s) 
will generally be determined based on 
all relevant facts and circumstances, 
including the extent to which an 
employer has resolved unclear issues in 
its favor. A plan will be deemed to be 
operated in accordance with a reason
able, good faith interpretation of sec
tion 414(s)(1) and (2) if it is operated 
in accordance with the terms of 
§1.414(s)-I(a) through (i). For years 
beginning on or after the statut~ry 
effective date and before the effective 
date of these regulations, a definition 
of compensation is also deemed. to 
satisfy section 414(s) as an alternative 
method of determining compensation 



under section 414(s)(3) if the definition 
satisfies the requirements of §1.414(s)
l(a) through (i) or if the definition 
satisfies the prior regulation provisions 
of §1.414(s)-lT. (See §1.414(s)-IT as 
contained in the CFR edition revised as 
of April 1, 1991.) In addition, for those 
transition years, a definition of com
pensation is deemed to satisfy section 
414(s) as an alternative method of 
determining compensation under sec
tion 414(s)(3) if, based on all the 
relevant facts and circumstances in 
effect for the year, use of the definition 
does not cause discrimination in favor 
of highly compensated employees. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved August 23, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
September 1, 1993, 4:15 p.m., and published 
in the issue of the Federal Register for 
September 7, 1993, 58 F.R. 47061) 

Subchapter E.-Accounting Periods and Methods 
of Accounting 
Part II.-Methods of Accounting 
Subpart A.-Methods of Accounting in General 

Section 446.-General Rule for 
Methods of Accounting 

26 CFR 1.446-1: General rule for methods of 
accounting. 

Rules by which a taxpayer may change its 
method of accounting for notional principal 
contracts as required by section 446 of the Code 
and the regulations thereunder. See Rev. Proc. 
93-48, page 580. 

26 CFR 1.446-3: Notional principal contracts. 

T.D. 8491 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Regulations Under Section 446 of 
the Internal Revenue Code of 1986; 
Application of Section 446 With 
Respect to Notional Principal 
Contracts 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final Income Tax Regulations relating 
to the timing of income and deductions 
with respect to notional principal con
tracts. The regulations provide tax
payers and IRS personnel with guid
ance necessary to account for notional 
principal contracts. The regulations also 
define actively traded personal property 
under section 1092(d). 

EFFECTIVE DATES: These regula
tions are effective October 14, 1993. 

For applicability of these regulations, 
see "Effective Dates" under the 
"SUPPLEMENTARY INFORMA
TION" portion of the preamble. 

SUPPLEMENTARY INFORMATION: 

Background 

On July 10, 1991, the IRS published 
in the Federal Register a notice of 
proposed rulemaking at 56 FR 31350 
(FI-16-89, 1991-2 C.B. 951) under 
sections 446(b) (relating to general 
rules for methods of accounting) and 
1092(d) (relating to definitions and 
special rules with respect to straddles) 
of the Internal Revenue Code of 1986 
(Code). The proposed regulations de
fined a "notional principal contract" 
and prescribed rules for the timing of 
income and deductions from these con
tracts. The proposed regulations also 
provided an election by which dealers 
and traders in notional principal con
tracts and other derivative financial in
struments could mark their derivative 
instruments to market. Finally, the pro
posed regulations defined "actively 
traded personal property' , and pre
scribed the extent to which notional 
principal contracts are treated as actively 
traded for purposes of section 1092. 

The IRS received a number of 
written comments on the proposed 
regulations and held a public hearing 
on the regulations on October 7, 1991. 
After consideration of all the com
ments, the regulations proposed by FI-
16-89 are adopted as revised by this 
Treasury decision. The revisions are 
discussed below. 

Explanation of provisions 

Definitions and scope. Most com
menters felt that the definitions of 
"notional principal contract," "spec-
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ified index," and "notional principal 
amount" provided in the proposed 
regulations adequately covered most 
notional principal contracts. Several 
commenters, however, requested that 
the definitions be expanded to include 
specified indices based on property that 
is not publicly traded and notional 
principal amounts that amortize or 
otherwise vary over the term of the 
contract. To accommodate these re
quests, the final regulations provide 
that a specified index may be almost 
any fixed rate or variable rate, price, or 
amount based on current, objectively 
determinable financial or economic in
formation. In light of the broad defini
tion of specified index, the IRS is 
considering whether notional principal 
contracts involving certain specified 
indices (e.g., one issuer's stock) should 
be excluded from the general sourcing 
rules of sections 861 through 865 and 
whether contracts involving other spec
ified indices (e.g., United States real 
property) are subject to section 897. 

The final regulations also allow the 
notional principal amount to vary and 
clarify that the regulations apply to 
currency swaps, except to the extent 
that section 988 and the regulations 
thereunder provide different rules for 
those contracts. The final regulations 
further provide that notional principal 
contracts that may be extended or 
terminated at the option of a party to 
the contract are contracts covered by 
this regulation. 

Periodic payments. The provisions in 
the final regulations for the taxable 
year of inclusion and deduction of 
periodic payments generally follow the 
proposed regulations. In lieu of the 
proposed rule on short first or last 
intervals, the definition of a periodic 
payment is revised to refer to all 
payments that are made at intervals of 
one year or less during the entire term 
of the contract. 

To provide further flexibility, pay
ments based on a notional principal 
amount that varies may be periodic 
payments if the obligations of the other 
party are measured by a notional 
principal amount that varies in the same 
proportion. For example, if a swap calls 
for one party to make payments based 
on a dollar notional amount and the 
counterparty to make payments based on 
a fixed number of ounces of gold, the 
swap may also provide that both no
tional amounts decline by the same 
predetermined percentage each year dur
ing the term of the swap. 
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Nonperiodic payments. The final reg
ulations retain the general rules for 
amortizing nonperiodic payments for 
swaps, caps, and floors in accordance 
with the prices of a series of cash
settled forward contracts (in the case of 
a swap) or option contracts (in the case 
of a cap or floor) in order to reflect the 
economic substance of the contract. 
Several commenters asked whether 
these rules mean that periodic pay
ments are treated as if underlying 
forward or option contracts are being 
settled or are expiring. For ,ax pur
poses, the regulations treat a notional 
principal contract as a single instru
ment. Although a series of hypothetical 
forward or option contracts may be 
used to determine how to amortize a 
non periodic payment with respect to 
the contract, nothing in the regulations 
supports characterizing either periodic 
or nonperiodic payments as attributable 
to the settlement, exercise, cancellation, 
lapse, expiration, or other termination 
of forward or option contracts. 

Several commenters complained that 
the rules for amortizing nonperiodic 
payments in the proposed regulations 
were too complex. The final regulations 
address these concerns by expanding 
the availability of simplified alternative 
methods. The proposed regulations, for 
example, limited the "level payment 
constant yield to maturity" amortiza
tion method to a non periodic payment 
made with respect to an interest rate 
swap. Under the final regulations, a 
nonperiodic payment made or received 
with respect to any swap contract may 
be amortized using the level payment 
method, and taxpayers may use more 
than one discount rate (such as the zero 
coupon bond curve) in determining the 
level payments. 

The preamble to the proposed regula
tions included a sample revenue proce
dure that would have provided a table 
for amortizing cap and floor premiums. 
The commenters felt that the amortiza
tion table was inflexible and therefore 
of limited utility. Under the final 
regulations, the payment for a cap or a 
floor that hedges debt instruments held 
or issued by the taxpayer may instead 
be amortized using the same level 
payment method permitted for swaps. 
For example, a cap or floor premium 
paid at the inception of the contract is 
amortIzed as a series of payments made 
over the term of the contract, and is 
therefore recognized in increasing 
amounts that reflect amortization ot 
principal on a deemed level payment 
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self-amortlZlng loan. For timing pur
poses, the level payment method has 
the effect of treating the cap or floor 
premium as a discount or ~remium on 
the debt instrument (or mstruments) 
being hedged. The IRS co~tinues. to 
consider the possibility of mtegratIOn 
or hedge accounting rules for n?tio~al 
principal contracts and other denvatlve 
financial instruments. 

The final regulations also include an 
example that clarifies the application of 
the alternative amortization methods to 
nonperiodic payments that are paid 
other than at the inception of the 
contract. The final regulations provide 
that, solely for timing purposes, these 
nonperiodic payments are treated as an 
upfront payment and a loan from the 
payee to the payor. See Example 6 in 
§1.446-3(f)(4). The IRS considered a 
number of alternative amortization 
methods that produce similar results. 
The IRS selected this method because 
it was included in the proposed regula
tion and can be extended to caps, 
floors, and swaps regardless of when 
the nonperiodic payments are made. 
The final regulations do not include 
any examples of how to treat non
ptriodic payments that are not fixed in 
amount at the inception of the contract. 
The IRS expects to address contingent 
payments in future regulations, and 
welcomes comments on the treatment 
of those payments. 

Special rules. The special rules in 
the proposed regulations have been 
slightly modified in the final regula
tions. In particular, the proposed reg
ulations did not allow a taxpayer to use 
the optional methods for amortizing 
nonperiodic payments if a notional 
principal contract was hedged with 
other financial instruments. The final 
regulations clarify that this rule does 
not apply to a notional principal 
contract that hedges debt. Although 
many commenters requested that the 
IRS define more explicitly what con
stitutes a "significant" nonperiodic 
swap payment, the final regulations 
retain the test set out in the proposed 
regulations. The IRS is working on a 
project dealing more generally with 
off-market and prepaid financial instru
ments, however, and may amend these 
regulations to accord with the decisions 
reached in that project. Because the 
IRS anticipates that the regulations 
governing off-market and prepaid fi
nancial instruments will address in-the
money caps, floors, forwards, and 
options in a comprehensive fashion, the 

rules on significantly in-the-mone) 
caps and floors found in § 1.446-
3(e)(4)(iv) of the proposed regulations 
remain in proposed form. The IRS 
welcomes comments and suggestions 
from taxpayers on when a swap, cap, 
or floor should be treated as including 
a loan under the rules being developed. 

Termination payments. Many com
menters objected to the rule in the 
proposed regulations that a termination 
payment is recognized by all of the 
parties to the contract. Of particular 
concern was the effect of this rule 
where one party to a swap assigns its 
rights and obligations and the counter
party is deemed to have made or 
received a termination payment. This 
rule has been revised to reflect that 
whether an assignment by one party 
results in a deemed exchange of con
tracts by the counterparty (and, there
fore, realization of gain or loss by the 
counterparty) is determined under sec
tion 1001 of the Code and the regula
tions thereunder. A recent notice of 
proposed rulemaking (FI-31-92 [1992-
2 C.B. 683], published at 57 FR 57034) 
deals with similar issues raised by the 
modification of debt instruments. The 
final regulations make it clear that any 
gain or loss realized on an actual or 
deemed exchange of a notional princi
pal contract is a termination payment. 
The final regulations also clarify that 
certain payments made or received to 
assign only the rights or the obligations 
under a notional principal contract are 
not termination payments. These pay
ments are either loans or nonperiodic 
payments. 

Definition of actively traded personal 
property. Finally, the IRS received a 
variety of comments that questioned 
the decision to treat notional principal 
contracts as actively traded personal 
property for purposes of section 1092. 
The IRS believes that the term "ac
tively traded" under section 1092 was 
intended to cover financial instruments 
that are liquid or easily offset, even 
when those instruments are not traded 
on an exchange or in a recognized 
secondary market. 

The final regulations generally adopt 
the rule in the proposed regulations. In 
response to several comments, hoW
ever, the final regulations specify that a 
notional principal contract is treated as 
actively traded only when contracts 
with the same (or substantially similar) 
indices are purchased, sold, or entered 
into on established financial markets, 



and clarifies the interaction of that rule 
with section 1234A. See § 1.1 092( d)
l(c)(2), which states that the rights and 
obligations of a party to a notional 
principal contract are rights and obliga
tions with respect to personal property. 
Taxpayers should note that a straddle 
under section 1092 may also be treated 
as a conversion transaction under new 
section 1258. 

The final regulations also reflect 
comments received on the definition of 
publicly traded property in the pro
posed regulations and in proposed 
regulations under sections 1271 through 
1275 of the Code. The IRS will con
sider requests for administrative relief 
in instances where the proposed regula
tions have been changed and a taxpayer 
detrimentally relied on the proposed 
regulations. 

Regulations not made final. As de
scribed above, the special rules for 
significantly in-the-money caps and 
floors found in §1.446-3(e)(4)(iv) of 
the proposed regulations remain in 
proposed form. In addition, in view of 
the enactment of section 475 of the 
Code, which requires dealers to mark 
certain securities to market, § 1.446-4 
of the proposed regulations is being 
withdrawn by separate notice. 

Effective Dates 

Except for § 1.1092(d)-I, these reg
ulations are effective for notional prin
cipal contracts entered into on or after 
December 13, 1993. For contracts 
entered into before that date, the 
Commissioner generally will treat a 
method of accounting as clearly reflect
ing income if it takes payments into 
account over the life of the contract 
under a reasonable amortization 
method, whether or not the method 
satisfies the rules in the proposed or 
final regulations. See Notice 89-21, 
1989-1 C.B. 651, 652. The IRS intends 
to issue a revenue procedure prescrib
ing the terms and conditions for 
effecting method changes to comply 
with the final regulations. The revenue 
procedure will generally permit ex
pedited method changes on a Form 
3115 attached to the tax return for the 
year of change. Section 1.1092(d)-
1 (b)(1)(vii) is effective for positions 
entered into on or after October 14, 
1993, and §1.1092(d)-I(c) is effective 
for positions entered into on or after 
July 8, 1991. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not re
quired. 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 Regulatory 
Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the 
Internal Revenue Code, the notice of 
proposed rulemaking 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 
Regulations 

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 1.61-14(b) is 

amended by adding paragraph (b )(7) to 
read as follows: 

§1.61-14 Miscellaneous items of 
gross income. 

* * * * * * 

(b) *** 
(7) Notional principal contracts, see 

§1.446-3. 
Par. 3. Section 1.162-1 is amended 

by adding paragraph (b)(8) to read as 
follows: 

§1.162-1 Business expenses. 

* * * * * * 

(b) *** 
(8) For the tlmmg of deductions 

with respect to notional principal con
tracts, see § 1.446-3. 

Par. 4. Section 1.446-3 is added to 
read as follows: 

§1.446-3 Notional principal contracts. 

(a) Table of contents. This paragraph 
(a) lists captioned paragraphs contained 
in §1.446-3. 
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§1.446-3 Notional principal contracts. 

(a) Table of contents. 
(b) Purpose. 
(c) Definitions and scope. 
(1) Notional principal contract. 
(i) In general. 
(ii) Excluded contracts. 
(iii) Transactions within section 475. 
(iv) Transactions within section 988. 
(2) Specified index. 
(3) Notional principal amount. 
(4) Special definitions. 
(i) Related person and party to the 

contract. 
(ii) Objective financial information. 
(iii) Dealer in notional principal con

tracts. 
(d) Taxable year of inclusion and 

deduction. 
(e) Periodic payments. 
(1) Definition. 
(2) Recognition rules. 
(i) In general. 
(ii) Rate set in arrears. 
(iii) Notional principal amount set in 

arrears. 
(3) Examples. 
(f) Nonperiodic payments. 
(1) Definition. 
(2) Recognition rules. 
(i) In general. 
(ii) General rule for swaps. 
(iii) Alternative methods for swaps. 
(A) Prepaid swaps. 
(B) Other nonperiodic swap payments. 
(iv) General rule for caps and floors. 
(v) Alternative methods for caps and 

floors that hedge debt instruments. 
(A) Prepaid caps and floors. 
(B) Other caps and floors. 
(C) Special method for collars. 
(vi) Additional methods. 
(3) Term of extendible or terminable 

contracts. 
(4) Examples. 
(g) Special rules. 
(1) Disguised notional principal con

tracts. 
(2) Hedged notional principal con

tracts. 
(3) Options and forwards to enter into 

notional principal contracts. 
(4) Swaps with significant non

periodic payments. 
(5) Caps and floors that are signifi-

cantly in-the-money. [Reserved] 
(6) Examples. 
(h) Termination payments. 
(1) Definition. 
(2) Taxable year of inclusion and 

deduction by original 
parties. 
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(3) Taxable year of inclusion and 
deduction by assignees. 

(4) Special rules. 
(i) Assignment of one leg of a 

contract. 
(ii) Substance over form. 
(5) Examples. 
(i) Anti-abuse rule. 
U) Effective date. 

(b) Purpose. The purpose of this 
section is to enable the clear reflection 
of the income and deductions from 
notional principal contracts by prescrib
ing accounting methods that reflect the 
economic substance of such contracts. 

(c) Definitions and scope-(l) No
tional principal contract-(i) In gen
eral. A notional principal contract is a 
financial instrument that provides for 
the payment of amounts by one party 
to another at specified intervals calcu
lated by reference to a specified index 
upon a notional principal amount in 
exchange for specified consideration or 
a promise to pay similar amounts. An 
agreement between a taxpayer and a 
qualified business unit (as defined in 
section 989(a» of the taxpayer, or 
among qualified business units of the 
same taxpayer, is not a notional princi
pal contract because a taxpayer cannot 
enter into a contract with itself. No
tional principal contracts governed by 
this section include interest rate swaps, 
currency swaps, basis swaps, interest 
rate caps, interest rate floors, com
modity swaps, equity swaps, equity 
index swaps, and similar agreements. A 
collar is not itself a notional principal 
contract, but certain caps and floors 
that comprise a collar may be treated 
as a single notional principal contract 
under paragraph (f)(2)(v)(C) of this 
section. A contract may be a notional 
principal contract governed by this 
section even though the term of the 
contract is subject to termination or 
extension. Each confirmation under a 
master agreement to enter into agree
ments governed by this section is 
treated as a separate notional principal 
contract. 

(ii) Excluded contracts. A contract 
described in section 1256(b), a futures 
contract, a forward contract, and an 
option are not notional principal con
tracts. An instrument or contract that 
constitutes indebtedness under general 
principles of Federal income tax law is 
not a notional principal contract. An 
option or forward contract that entitles 
or obligates a person to enter into a 
notional principal contract is not a 
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notional principal contract, but pay
ments made under such an option or 
forward contract may be governed by 
paragraph (g)(3) of this section. 

(iii) Transactions within section 475. 
To the extent that the rules provided in 
paragraphs (e) and (f) of this section 
are inconsistent with the rules that 
apply to any notional principal contract 
that is governed by section 475 and 
regulations thereunder, the rules of 
section 475 and the regulations there
under govern. 

(iv) Transactions within section 988. 
To the extent that the rules provided in 
this section are inconsistent with the 
rules that apply to any notional princi
pal contract that is also a section 988 
transaction or that is integrated with 
other property or debt pursuant to 
section 988(d), the rules of section 988 
and the regulations thereunder govern. 

(2) Specified index. A specified in
dex is-

(i) A fixed rate, price, or amount; 
(ii) A fixed rate, price, or amount 

applicable in one or more specified 
periods followed by one or more 
different fixed rates, prices, or amounts 
applicable in other periods; 

(iii) An index that is based on 
objective financial information (as de
fined in paragraph (c)( 4 )(ii) of this 
section); and 

(iv) An interest rate index that is 
regularly used in normal lending trans
actions between a party to the contract 
and unrelated persons. 

(3) Notional principal amount. For 
purposes of this section, a notional 
principal amount is any specified 
amount of money or property that, 
when multiplied by a specified index, 
measures a party's rights and obliga
tions under the contract, but is not 
borrowed or loaned between the parties 
as part of the contract. The notional 
principal amount may vary over the 
term of the contract, provided that it is 
set in advance or varies based on 
objective financial information (as de
fined in paragraph (c)(4)(ii) of this 
section). 

(4) Special definitions-(i) Related 
person and party to the contract. A 
related person is a person related 
(within the meaning of section 267(b) 
or 707(b)(l» to one of the parties to 
the notional principal contract or a 
member of the same consolidated group 
(as defined in §1.l502-I(h» as one of 
the parties to the contract. For purposes 

of this paragraph (c), a related person 
is considered to be a party to the 
contract. 

(ii) Objective financial information. 
For purposes of this paragraph (c), 
objective financial information is any 
current, objectively determinable finan
cial or economic information that is not 
within the control of any of the parties 
to the contract and is not unique to one 
of the parties' circumstances (such as 
one party's dividends, profits, or the 
value of its stock). Thus, for example, 
a notional principal amount may be 
based on a broadly-based equity index 
or the outstanding balance of a pool of 
mortgages, but not on the value of a 
party's stock. 

(iii) Dealer in notional principal 
contracts. A dealer in notional princi
pal contracts is a person who regularly 
offers to enter into, assume, offset, 
assign, or otherwise terminate positions 
in notional principal contracts with 
customers in the ordinary course of a 
trade or business. 

(d) Taxable year of inclusion and 
deduction. For all purposes of the 
Code, the net income or net deduction 
from a notional principal contract for a 
taxable year is included in or deducted 
from gross income for that taxable 
year. The net income or net deduction 
from a notional principal contract for a 
taxable year equals the total of all of 
the periodic payments that are recog
nized from that contract for the taxable 
year under paragraph (e) of this section 
and all of the non periodic payments 
that are recognized from that contract 
for the taxable year under paragraph (f) 
of this section. 

(e) Periodic payments-(l) Defini
tion. Periodic payments are payments 
made or received pursuant to a notional 
principal contract that are payable at 
intervals of one year or less during the 
entire term of the contract (including 
any extension periods provided for in 
the contract), that are based on a 
specified index described in paragraph 
(c)(2)(i), (iii), or (iv) of this section 
(appropriately adjusted for the length of 
the interval), and that are based on 
either a single notional principal 
amount or a notional principal amount 
that varies over the term of the contract 
in the same proportion as the notional 
principal amount that measures the 
other party's payments. Payments to 
purchase or sell a cap or a floor, 
however, are not periodic payments. 

(2) Recognition rules-(i) In ge~' 
eral. All taxpayers, regardless of theIr 



method of accounting, must recognize 
the ratable daily portion of a periodic 
payment for the taxable year to which 
that portion relates. 

(ii) Rate set in arrears. If the 
amount of a periodic payment is not 
determinable at the end of a taxable 
year because the value of the specified 
index is not fixed until a date that 
occurs after the end of the taxable year, 
the ratable daily portion of a periodic 
payment that relates to that taxable 
year is generally based on the specified 
index that would have applied if the 
specified index were fixed as of the 
last day of the taxable year. If a 
taxpayer determines that the value of 
the specified index as of the last day of 
the taxable year does not provide a 
reasonable estimate of the specified 
index that will apply when the payment 
is fixed, the taxpayer may use a 
reasonable estimate of the specified 
index each year, provided that the 
taxpayer (and any related person that is 
a party to the contract) uses the same 
method to make the estimate consist
ently from year to year and uses the 
same estimate for purposes of all 
financial reports to equity holders and 
creditors. The taxpayer's treatment of 
notional principal contracts with sub
stantially similar specified indices will 
be considered in determining whether 
the taxpayer's estimate of the specified 
index is reasonable. Any difference 
between the amount that is recognized 
under this paragraph (e)(2)(ii) and the 
corresponding portion of the actual 
payment that becomes fixed under the 
contract is taken into account as an 
adjustment to the net income or net 
deduction from the notional principal 
contract for the taxable year during 
which the payment becomes fixed. 

(iii) Notional principal amount set in 
arrears. Rules similar to the rules of 
paragraph (e)(2)(ii) of this section 
apply if the amount of a periodic 
payment is not determinable at the end 
of a taxable year because the notional 
principal amount is not fixed until a 
date that occurs after the end of the 
taxable year. 

(3) Examples. The following exam
ples illustrate the application of para
graph (e) of this section. 

Example 1. Accrual of periodic swap pay
ments. (a) On April 1, 1995, A enters into a 
contract with unrelated counterparty B under 
Which, for a term of five years, A is obligated to 
make a payment to B each April I, beginning 
April I, 1996, in an amount equal to the London 

Interbank Offered Rate (LIBOR), as determined 
on the immediately preceding April I, multiplied 
by a notional principal amount of $100 million. 
Under the contract, B is obligated to make a 
payment to A each April I, beginning April I, 
1996, in an amount equal to 8% multiplied by 
the same notional principal amount. A and B are 
calendar year taxpayers that use the accrual 
method of accounting. On April I, 1995, LIBOR 
is 7.80%. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)( 1) of this 
section, and both LIB OR and a fixed interest rate 
of 8% are specified indices under paragraph 
(c)(2) of this section. All of the payments to be 
made by A and B are periodic payments under 
paragraph (e)(1) of this section because each 
party's payments are based on a specified index 
described in paragraphs (c)(2)(iii) and (c)(2)(i) of 
this section, respectively, are payable at periodic 
intervals of one year or less throughout the term 
of the contract, and are based on a single 
notional principal amount. 

(c) Under the terms of the swap agreement, on 
April I, 1996, B is obligated to make a payment 
to A of $8,000,000 (8% x $100,000,000) and A 
is obligated to make a payment to B of 
$7,800,000 (7.80% x $100,000,000). Under 
paragraph (e)(2)(i) of this section, the ratable 
daily portions for 1995 are the amounts of these 
periodic payments that are attributable to A's and 
B's taxable year ending December 31, 1995. The 
ratable daily portion of the 8% fixed leg is 
$6,010,929 (275 days/366 days X $8,000,000), 
and the ratable daily portion of the floating leg is 
$5,860,656 (275 days/366 days x $7,800,000). 
The net amount for the taxable year is the 
difference between the ratable daily portions of 
the two periodic payments, or $150,273 
($6,010,929 - $5,860,656). Accordingly, A has 
net income of $150,273 from this swap for 1995, 
and B has a corresponding net deduction of 
$150,273. 

(d) The $49,727 unrecognized balance of the 
$200,000 net periodic payment that is made on 
April I, 1996, is included in A's and B's net 
income or net deduction from the contract for 
1996. 

(e) If the parties had entered into the contract 
on February I, 1995, the result would not change 
because no portion of either party's obligation to 
make a payment under the swap relates to the 
period prior to April I, 1995. Consequently, 
under paragraph (e)(2) of this section, neither 
party would accrue any income or deduction 
from the swap for the period from February I, 
1995, through March 31, 1995. 

Example 2. Accrual of periodic swap payments 
by cash method taxpayer. (a) On April I, 1995, 
C enters into a contract with unrelated counter
party D under which, for a period of five years, 
C is obligated to make a fixed payment to D 
each April I, beginning April I. 1996, in an 
amount equal to 8% multiplied by a notional 
principal amount of $100 million. D is obligated 
to make semi-annual payments to C each April 1 
and October I, beginning October I, 1995, in an 
amount equal to one-half of the LIBOR amount 
as of the first day of the preceding 6-month 
period multiplied by the notional principal 
amount. The payments are to be calculated using 
a 30/360 day convention. C is a calendar year 
taxpayer that uses the accrual method of ac
counting. D is a calendar year taxpayer that uses 
the cash receipts and disbursements method of 
accounting. LIBOR is 7.80% on April I, 1995, 
and 7.46% on October I, 1995. 
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(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of this 
section, and LIBOR and the fixed interest rate of 
8% are each specified indices under paragraph 
(c)(2) of this section. All of the payments to be 
made by C and D are periodic payments under 
paragraph (e)(1) of this section because they are 
each based on appropriate specified indices, are 
payable at periodic intervals of one year or less 
throughout the term of the contract, and are 
based on a single notional principal amount. 

(c) Under the terms of the swap agreement, D 
pays C $3,900,000 (0.5 X 7.8% x 
$100,000,000) on October I, 1995. In addition, 
D is obligated to pay C $3,730,000 (0.5 X 
7.46% x $100,000,000) on April I, 1996. C is 
obligated to pay D $8,000,000 on April I. 1996. 
Under paragraph (e)(2)(i) of this section, C's and 
D's ratable daily portions for 1995 are the 
amounts of the periodic payments that are 
attributable to their taxable year ending Decem
ber 31, 1995. The ratable daily portion of the 8% 
fixed leg is $6,000,000 (270 days/360 days x 
$8,000,000), and the ratable daily portion of the 
floating leg is $5,765,000 ($3,900,000 + (90 
days/I80 days X $3,730,000». Thus, C's net 
deduction from the contract for 1995 is $235,000 
($6,000,000 - $5,765,000) and D reports 
$235,000 of net income from the contract for 
1995. 

(d) The net unrecognized balance of $135,000 
($2,000,000 balance of the fixed leg -
$1,865,000 balance of the floating leg) is 
included in C's and D's net income or net 
deduction from the contract for 1996. 

Example 3. Accrual of swap payments on 
index set in arrears. (a) The facts are the same 
as in Example 1, except that A's obligation to 
make payments based upon LIB OR is determined 
by reference to LIB OR on the day each payment 
is due. LIB OR is 8.25% on December 31, 1995, 
and 8.16% on April I, 1996. 

(b) On December 31, 1995, the amount that A 
is obligated to pay B is not known because it 
will not become fixed until April I, 1996. Under 
paragraph (e)(2)(ii) of this section, the ratable 
daily portion of the periodic payment from A to 
B for 1995 is based on the value of LIBOR on 
December 31, 1995 (unless A or B determines 
that the value of LIBOR on that day does not 
reasonably estimate the value of the specified 
index). Thus, the ratable daily portion of the 
floating leg is $6,198,770 (275 days/366 days X 
8.25% X $100,000,000), while the ratable daily 
portion of the fixed leg is $6,010,929 (275 
days/366 days X $8,000,000). The net amount 
for 1995 on this swap is $187,841 ($6,198,770 -
$6,010,929). Accordingly, B has $187,841 of net 
income from the swap in 1995, and A has a net 
deduction of $187,841. 

(c) On April 1, 1996, A makes a net payment 
to B of $160,000 ($8,160,000 payment on the 
floating leg - $8,000,000 payment on the fixed 
leg). For purposes of determining their net 
income or net deduction from this contract for 
the year ended December 31, 1996, B and A 
must adjust the net income and net deduction 
they recognized in 1995 by $67,623 (275 
days/366 days X ($8,250,000 presumed payment 
on the floating leg - $8,160,000 actual payment 
on the floating leg». 

(f) Nonperiodic payments-(1) Defi
nition. A nonperiodic payment is any 
payment made or received with respect 
to a notional principal contract that is 
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not a periodic payment (as defined in 
paragraph (e)(1) of this section) or a 
termination payment (as defined in 
paragraph (h) of this section). Exam
ples of nonperiodic payments are the 
premium for a cap or floor agreement 
(even if it is paid in installments), the 
payment for an off-market swap agree
ment, the prepayment of part or all of 
one leg of a swap, and the premium for 
an option to enter into a swap if and 
when the option is exercised. 

(2) Recognition rules-(i) In general. 
All taxpayers, regardless of their 
method of accounting, must recognize 
the ratable daily portion of a non
periodic payment for the taxable year 
to which that portion relates. Generally, 
a nonperiodic payment must be recog
nized over the term of a notional 
principal contract in a manner that 
reflects the economic substance of the 
contract. 

(ii) General rule for swaps. A 
nonperiodic payment that relates to a 
swap must be recognized over the term 
of the contract by allocating it in 
accordance with the forward rates (or, 
in the case of a commodity, the for
ward prices) of a series of cash-settled 
forward contracts that reflect the spec
ified index and the notional principal 
amount. For purposes of this allocation, 
the forward rates or prices used to 
determine the amount of the non
periodic payment will be respected, if 
reasonable. See paragraph (f)(4) Exam
ple 7 of this section. 

(iii) Alternative methods for swaps. 
Solely for purposes of determining the 
timing of income and deductions, a 
nonperiodic payment made or received 
with respect to a swap may be allo
cated to each period of the swap 
contract using one of the methods 
described in this paragraph (f)(2)(iii). 
The alternative methods may not be 
used by a dealer in notional principal 
contracts (as defined in paragraph 
(c)(4)(iii) of this section) for swaps 
entered into or acquired in its capacity 
as a dealer. 

(A) Prepaid swaps. An upfront pay
ment on a swap may be amortized by 
assuming that the nonperiodic payment 
represents the present value of a series 
of equal payments made throughout the 
term of the swap contract (the level 
payment method), adjusted as appropri
ate to take account of increases or 
decreases in the notional principal 
amount. The discount rate used in this 
calculation must be the rate (or rates) 
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used by the parties to determine the 
amount of the nonperiodic payment. If 
that rate is not readily ascertainable, 
the discount rate used must be a rate 
that is reasonable under the circum
stances. Under this method, an upfront 
payment is allocated by dividing each 
equal payment into its principal recov
ery and time value components. The 
principal recovery components of the 
equal payments are treated as periodic 
payments that are deemed to be made 
on each of the dates that the swap 
contract provides for periodic payments 
by the payor of the nonperiodic pay
ment or, if none, on each of the dates 
that the swap contract provides for 
periodic payments by the recipient of 
the nonperiodic payment. The time 
value component is needed to compute 
the amortization of the non periodic 
payment, but is otherwise disregarded. 
See paragraph (f)(4) Example 5 of this 
section. 

(B) Other nonperiodic swap pay
ments. Nonperiodic payments on a 
swap other than an upfront payment 
may be amortized by treating the 
contract as if it provided for a single 
upfront payment (equal to the present 
value of the nonperiodic payments) and 
a loan between the parties. The dis
count rate (or rates) used in determin
ing the deemed upfront payment and 
the time value component of the 
deemed loan is the same as the rate (or 
rates) used in the level payment 
method. The single upfront payment is 
then amortized under the level payment 
method described in paragraph (f)(2)
(iii)(A) of this section. The time value 
component of the loan is not treated as 
interest, but, together with the amor
tized amount of the deemed upfront 
payment, is recognized as a periodic 
payment. See paragraph (f)(4) Example 
6 of this section. If both parties make 
nonperiodic payments, this calculation 
is done separately for the nonperiodic 
payments made by each party. 

(iv) General rule for caps and 
floors. A payment to purchase or sell a 
cap or floor must be recognized over 
the term of the agreement by allocating 
it in accordance with the prices of a 
series of cash-settled option contracts 
that reflect the specified index and the 
notional principal amount. For purposes 
of this allocation, the option pricing 
used by the parties to determine the 
total amount paid for the cap or floor 
will be respected, if reasonable. Only 
the portion of the purchase price that is 
allocable to the option contract or 

contracts that expire during a particular 
period is recognized for that period. 
Thus, under this paragraph (f)(2)(iv), 
straight-line or accelerated amortization 
of a cap premium is generally not per
mitted. See paragraph (f)(4) Examples 
1 and 2 of this section. 

(v) Alternative methods for caps and 
floors that hedge debt instruments. 
Solely for purposes of determining the 
timing of income and deductions, if a 
cap or floor is entered into primarily to 
reduce risk with respect to a specific 
debt instrument or group of debt in
struments held or issued by the tax
payer, the taxpayer may amortize a 
payment to purchase or sell the cap or 
floor using the methods described in 
this paragraph (f)(2)(v), adjusted as 
appropriate to take account of increases 
or decreases in the notional principal 
amount. The alternative methods may 
not be used by a dealer in notional 
principal contracts (as defined in para
graph (c)(4)(iii) of this section) for 
caps or floors entered into or acquired 
in its capacity as a dealer. 

(A) Prepaid caps and floors. A 
premium paid upfront for a cap or a 
floor may be amortized using the 
"level payment method" described in 
paragraph (f)(2)(iii)(A) of this section. 
See paragraph (f)( 4) Example 3 of this 
section. 

(B) Other caps and floors. Non
periodic payments on a cap or floor 
other than an upfront payment are 
amortized by treating the contract as if 
it provided for a single upfront pay
ment (equal to the present value of the 
nonperiodic payments) and a loan 
between the parties as described in 
paragraph (f)(2)(iii)(B) of this section. 
Under the level payment method, a cap 
or floor premium paid in level annual 
installments over the term of the 
contract is effectively included or de
ducted from income ratably, in accord
ance with the level payments. See 
paragraph (f)(4) Example 4 of this 
section. 

(C) Special method for collars. A 
taxpayer may also treat a cap and a 
floor that comprise a collar as a single 
notional principal contract and may 
amortize the net nonperiodic payment 
to enter into the cap and floor over the 
term of the collar in accordance with 
the methods prescribed in this para
graph (f)(2)(v). 

(vi) Additional methods. The Com
missioner may, by a revenue ruling or 
a revenue procedure published in the 



Internal Revenue Bulletin, provide al
ternative methods for allocating non
periodic payments that relate to a 
notional principal contract to each year 
of the contract. See §601.601(d)(2)(ii)
(b) of this chapter. 

(3) Term of extendible or terminable 
contracts. For purposes of this para
graph (f), the term o! a ~otional 
principal contract that IS subject to 
extension or termination is the reason
ably expected term of the contract. 

(4) Examples. The following exam
ples illustrate the application of para
graph (f) of this section. 

Example 1. Cap premium amortized using 
general rule. (a) On January 1, 1995, when 
LmOR is 8%, F pays unrelated party E 
$600,000 for a contract that obligates E to make 
a payment to F each quarter equal to one-quarter 
of the excess, if any, of three-month LIBOR over 
9% with respect to a notional principal amount 
of $25 million. Both E and F are calendar year 
taxpayers. E provides F with a schedule of 
allocable premium amounts indicating that the 
cap was priced according to a reasonable 
variation of the Black-Scholes option pricing 
formula and that the total premium is allocable 
to the following periods: 

Pricing allocation 
1995 $ 55,000 
1996 225,000 
1997 320,000 

$600;000 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of this 
section, and LIBOR is a specified index under 
paragraph (c)(2)(iii) of this section. Any pay
ments made by E to F are periodic payments 
under paragraph (e)(1) of this section because 
they are payable at periodic intervals of one year 
or less throughout the term of the contract, are 
based on an appropriate specified index, and are 
based on a single notional principal amount. The 
$600,000 cap premium paid by F to E is a 
nonperiodic payment as defined in paragraph 
(f)(l) of this section. 

(c) The Black-Scholes model is recognized in 
the financial industry as a standard technique for 
pricing interest rate cap agreements. Therefore, 
because E has used a reasonaple option pricing 
model, the schedule generated by E is consistent 
with the economic substance of the cap, and may 
be used by both E and F for calculating their 
ratable daily portions of the cap premium. Under 
paragraph (f)(2)(iv) of this section, E recognizes 
the ratable daily portion of the cap premium as 
income, and F recognizes the ratable daily 
portion of the cap premium as a deduction based 
on the pricing schedule. Thus, E and F account 
for the contract as follows: 

Ratable 
daily portion 

1995 $ 55,000 
1996 225,000 
1997 320,000 

$600,000 

(d) Any periodic payments under the cap 
agreement (that is, payments that E makes to F 
because LIBOR exceeds 9%) are included in the 
parties' net income or net deduction from the 
contract in accordance with paragraph (e )(2) of 
this section. 

Example 2. Cap premium allocated to proper 
period. (a) The facts are the same as in Example 
1, except that the cap is purchased by F on 
November I, 1994. The first determination date 
under the cap agreement is January 31, 1995 (the 
last day of the first quarter to which the contract 
relates). LIBOR is 9.1% on December 31, 1994, 
and is 9.15% on January 31, 1995. 

(b) E and F recognize $9,192 (61 days/365 
days X $55,000) as the ratable daily portion of 
the nonperiodic payment for 1994, and include 
that amount in their net income or net deduction 
from the contract for 1994. If E's pricing model 
allocated the cap premium to each quarter 
covered by the contract, the ratable daily portion 
would be 61 days/92 days times the premium 
allocated to the first quarter. 

(c) Under paragraph (e)(2)(ii) of this section, 
E and F calculate the payments using LmOR as 
of December 31, 1994. F recognizes as income 
the ratable daily portion of the presumed 
payment, or $4,144 (61 days/92 days X .25 X 
.001 X $25,000,000). Thus, E reports $5,048 of 
net income from the contract for 1994 ($9,192 -
$4,144), and F reports a net deduction from the 
contract of $5,048. 

(d) On January 31, 1995, E pays F $9,375 
(.25 X .0015 X $25,000,000) under the terms of 
the cap agreement. For purposes of determining 
their net income or net deduction from this 
contract for the year ended December 31, 1995, 
E and F must adjust their respective net income 
and net deduction from the cap by $2,072 (61 
days/92 days X ($9,375 actual payment under 
the cap on January 31, 1995 - $6,250 presumed 
payment under the cap on December 31, 1994». 

Example 3. Cap premium amortized using 
alternative method. (a) The facts are the same as 
in Example 1, except that the cap provides for 
annual payments by E and is entered into by F 
primarily to reduce risk with respect to a debt 
instrument issued by F. F elects to amortize the 
cap premium using the alternative level payment 
method provided under paragraph (f)(2)(v)(A) of 
this section. Under that method, F amortizes the 
cap premium by assuming that the $600,000 is 
repaid in 3 equal annual payments of $241,269, 
assuming a discount rate of 10%. Each payment 
is divided into a time value component and a 
principal component, which are set out below. 

Level Time Value Principal 
Payment Component Component 

1995 $241,269 $ 60,000 $181,269 
1996 241,269 41,873 199,396 
1997 241,269 21,934 219,335 

$723,807 $123,807 $600,000 

(b) The net of the ratable daily portions of the 
principal component and the payments, if any, 
received from E comprise F's annual net income 
or net deduction from the cap. The time value 
components are needed only to compute the 
ratable daily portions of the cap premium, and 
are otherwise disregarded. 

Example 4. Cap premium paid in level 
installments and amortized using alternative 
method. (a) The facts are the same as in Example 
3, except that F agrees to pay for the cap in 
three level installments of $241,269 (a total of 
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$723,807) on December 31, 1995, 1996, and 
1997. The present value of three payments of 
$241,269, discounted at 10%, is $600,000. For 
purposes of amortizing the cap premium under 
the alternative method provided in paragraph 
(f)(2)(v)(B) of this section, F is treated as paying 
$600,000 for the cap on January 1, 1995, and 
borrowing $600,000 from E that will be repaid in 
three annual installments of $241,269. The time 
value component of the loan is computed as 
follows: 

Loan Time Value Principal 
Balance Component Component 

1995 $600,000 $ 60,000 $181,269 
1996 418,731 41,873 199,396 
1997 219,335 21,934 219,335 

$123,807 $600,000 

(b) F is treated as making periodic payments 
equal to the amortized principal components 
from a $600,000 cap paid in advance (as 
described in Example 3), increased by the time 
value components of the $600,000 loan, which 
totals $241,269 each year. The time value 
components of the $600,000 loan are included in 
the periodic payments made by F, but are not 
characterized as interest income or expense. The 
effect of the alternative method in this situation 
is to allow F to amortize the cap premium in 
level installments, the same way it is paid. The 
net of the ratable daily portions of F's deemed 
periodic payments and the payments, if any, 
received from E comprise F's annual net income 
or net deduction from the cap. 

Example 5. Up/ront interest rate swap pay
ment amortized using alternative method. (a) On 
January 1, 1995, G enters into an interest rate 
swap agreement with unrelated counterparty H 
under which, for a term of five years, G is 
obligated to make annual payments at 11 % and 
H is obligated to make annual payments at 
LIBOR on a notional principal amount of $100 
million. At the time G and H enter into this swap 
agreement, the rate for similar on-market swaps 
is LIB OR to 10%. To compensate for this 
difference, on January 1, 1995, H pays G a yield 
adjustment fee of $3,790,786. G provides H with 
information that indicates that the amount of the 
yield adjustment fee was determined as the 
present value, at 10% compounded annually, of 
five annual payments of $1,000,000 (1% X 
$100,000,000). G and H are calendar year 
taxpayers. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of this 
section. The yield adjustment fee is a non
periodic payment as defined in paragraph (f)(1) 
of this section. 

(c) Under the alternative method described in 
paragraph (f)(2)(iii)(A) of this section, the yield 
adjustment fee is recognized over the life of the 
agreement by assuming that the $3,790,786 is 
repaid in five level payments. Assuming a 
constant yield to maturity and annual compound
ing at 10%, the ratable daily portions are 
computed as follows: 

1995 
1996 
1997 
1998 
1999 

Level 
Payment 

$1,000,000 
1,000,000 
1,000,000 
1,000,000 
1,000,000 

$5,000,000 

Time Value 
Component 
$ 379,079 

316,987 
248,685 
173,554 
90,909 

$1,209,214 

Principal 
Component 
$ 620,921 

683,013 
751,315 
826,446 
909,091 

$3,790,786 

(d) G also makes swap payments to H at 11 %, 
while H makes swap payments to G based on 
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LIBOR. The net of the ratable daily portions of 
the II % payments by G. the LIB OR payments 
by H. and the principal component of the yield 
adjustment fee paid by H determines the annual 
net income or net deduction from the contract for 
both G and H. The time value components are 
needed only to compute the ratable daily portions 
of the yield adjustment fee paid by H. and are 
otherwise disregarded. 

Example 6. Backloaded interest rate swap 
payment amortized using alternative method. (a) 
The facts are the same as in Example 5. but H 
agrees to pay G a yield adjustment fee of 
$6.105.100 on December 31. 1999. Under the 
alternative method in paragraph (f)(2)(iii)(B) of 
this section. H is treated as paying a yield 
adjustment fee of $3.790.786 (the present value 
of $6.105.100. discounted at a 10% rate with 
annual compounding) on January I, 1995. Solely 
for timing purposes, H is treated as borrowing 
$3.790.786 from G. Assuming annual compound
ing at 10%, the time value component is 
computed as follows: 

Loan Time Value Principal 
Balance Component Component 

1995 $3,790,786 $379,079 $-0-
1996 4,169.865 416,987 -0-
1997 4,586,852 458,685 -0-
1998 5,045,537 504,554 -0-
1999 5,550,091 555,009 6,105,100 

(b) The amortization of H's yield adjustment 
fee is equal to the amortization of a yield 
adjustment fee of $3,790,786 paid in advance (as 
described in Example 5), increased by the time 
value component of the $3,790,786 deemed loan 
from G to H. Thus, the amount of H's yield 
adjustment fee that is allocated to 1995 is 
$1.000,000 ($620,921 + $379,079). The time 
value components of the $3,790,786 loan are 
included in the periodic payments paid by H, but 
are not characterized as interest income or 
expense. The net of the ratable daily portions of 
the 11 % swap payments by G, and the LIB OR 
payments by H, added to the principal compo
nents from Example 5 and the time value com
ponents from this Example 6, determines the 
annual net income or net deduction from the 
contract for both G and H. 

Example 7. Nonperiodic payment on a com
modity swap amortized under general rule. (a) 
On January 1. 1995, I enters into a commodity 
swap agreement with unrelated counterparty J 
under which, for a term of three years, I is 
obligated to make annual payments based on a 
fixed price of $2.35 per bushel times a notional 
amount of 100,000 bushels of com and J is 
obligated to make annual payments equal to the 
spot price times the same notional amount. 
Assume that on January I, 1995, the price of a 
one year forward for com is $2.40 per bushel, of 
a two year forward $2.55 per bushel, and of a 3 
year forward $2.75 per bushel. To compensate 
for the below-market fixed price provided in the 
swap agreement. I pays J $53,530 for entering 
into the swap. I and J are calendar year 
taxpayers. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of this 
section. and $2.35 and the spot price of com are 
specified indices under paragraphs (c)(2)(i) and 
(iii) of this section. respectively. The $53,530 
payment is a nonperiodic payment as defined by 
paragraph (f)( 1) of this section. 

(cl Assuming that I does not use the alter
native methods provided under paragraph (f)(2)-
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(iii) of this section, paragraph (f)(2)(ii) of this 
section requires that I recognize the non periodic 
payment over the term of the agreement by 
allocating the payment to each forward contract 
in accordance with the forward price of com. 
Solely for timing purposes, I treats the $53,530 
nonperiodic payment as a loan that J will repay 
in three installments of $5,000, $20,000, and 
$40,000, the expected payouts on the in-the
money forward contracts. With annual com
pounding at 8%, the ratable daily portions are 
computed as follows: 

Expected 
Forward Time Value Principal 
Payment Component Component 

1995 $ 5,000 $ 4,282 $ 718 
1996 20,000 4,225 15,775 
1997 40,000 2,963 37,037 

$65,000 $11.470 $53,530 

(d) The ratable daily portion of the principal 
component is added to I's periodic payments in 
computing its net income or net deduction from 
the notional principal contract for each taxable 
year. The time value components are needed 
only to compute the principal components, and 
are otherwise disregarded. 

(g) Special rules-(1) Disguised no
tional principal contracts. The Com
missioner may recharacterize all or part 
of a transaction (or series of transac
tions) if the effect of the transaction (or 
series of transactions) is to avoid the 
application of this section. 

(2) Hedged notional principal con
tracts. If a taxpayer, either directly or 
through a related person (as defined in 
paragraph (c)(4)(i) of this section), 
reduces risk with respect to a notional 
principal contract by purchasing, sell
ing, or otherwise entering into other 
notional principal contracts, futures, 
forwards, options, or other financial 
contracts (other than debt instruments), 
the taxpayer may not use the alterna
tive methods provided in paragraphs 
(f)(2)(iii) and (v) of this section. 
Moreover, where such positions are 
entered into to avoid the appropriate 
timing or character of income from the 
contracts taken together, the Commis
sioner may require that amounts paid to 
or received by the taxpayer under the 
notional principal contract be treated in 
a manner that is consistent with the 
economic substance of the transaction 
as a whole. 

(3) Options and forwards to enter 
into notional principal contracts. An 
option or forward contract that entitles 
or obligates a person to enter into a 
notional principal contract is subject to 
the general rules of taxation for options 
or. forward contracts. Any payment 
With respect to the option or forward 
contract is treated as a nonperiodic 

payment for the underlying notional 
principal contract under the rules of 
paragraphs (f) and (g)(4) or (g)(5) of 
this section if and when the underlying 
notional principal contract is entered 
into. 

(4) Swaps with significant non
periodic payments. A swap with sig
nificant nonperiodic payments is treated 
as two separate transactions consisting 
of an on-market, level payment swap 
and a loan. The loan must be accounted 
for by the parties to the contract 
independently of the swap. The time 
value component associated with the 
loan is not included in the net income 
or net deduction from the swap under 
paragraph (d) of this section, but is 
recognized as interest for all purposes 
of the Internal Revenue Code. See 
paragraph (g)(6) Example 3 of this 
section. For purposes of section 956, 
the Commissioner may treat any nOD
periodic swap payment, whether or not 
it is significant, as one or more loans, 

(5) Caps and floors that are signifi
cantly in-the-money. [Reserved] 

(6) Examples. The following exam
ples illustrate the application of para
graph (g) of this section. 

Example 1. Cap hedged with options. (a) On 
January I, 1995, K sells to unrelated counter
party L three cash settlement European-style put 
options on Eurodollar time deposits with a strike 
rate of 9%. The options have exercise dates of 
January I, 1996, January I, 1997, and January I, 
1998, respectively. If LIBOR exceeds 9% on any 
of the exercise dates, L will be entitled, by 
exercising the relevant option, to receive from K 
an amount that corresponds to the excess of 
LIBOR over 9% times $25 million. L pays K 
$650,000 for the three options. Furthermore, K is 
related to F, the cap purchaser in paragraph 
(f)(4) Example 1 of this section. 

(b) K's option agreements with L reduce risk 
with respect to F's cap agreement with E. 
Accordingly, under paragraph (g)(2) of this 
section, F cannot use the alternative methods 
provided in paragraph (f)(2)(v) of this section to 
amortize the premium paid under the cap agree
ment. F must amortize the cap premium it paid 
in accordance with paragraph (f)(2)(iv) of this 
section. 

(c) The method that E may use to account for 
its agreement with F is not affected by the appli
cation of paragraph (g)(2) of this section to F. 

Example 2. Nonperiodic payment that is not 
significant. (a) On January I, 1995, G enters into 
an interest rate swap agreement with unrelated 
counterparty H under which, for a term of five 
years, G is obligated to make annual payments at 
11 % and H is obligated to make annual pay
ments at LmOR on a notional principal amount 
of $100 million. At the time G and H enter into 
this swap agreement, the rate for similar 00-

market swaps is LIBOR to 10%. To compensate 
for this difference, on January I, 1995, H pays G 
a yield adjustment fee of $3,790,786. G provides 



H with information that indicates that the amount 
of the yield adjustment fee was determined as 
the present value, at 10% compounded annually, 
of five annual payments of $1,000,000 (1% X 
$100,000,000). G and H are calendar year 
taXpayers. (These facts are the same as in 
paragraph (f)(4) Example 5 of this section.) 

(b) In this situation, the yield adjustment fee 
of $3,790,786 is not a significant nonperiodic 
payment within the meaning of paragraph (g)( 4) 
of this section, in light of the amount of the fee 
in proportion to the present value of the total 
amount of fixed payments due under the con
tract. Accordingly, no portion of the swap is 
recharacterized as a loan for purposes of this 
section. 

Example 3. Significant nonperiodic payment. 
(a) On January 1, 1995, unrelated parties M and 
N enter into an interest rate swap contract. Under 
the terms of the contract, N agrees to make five 
annual payments to M equal to LIBOR times a 
notional principal amount of $100 million. In 
return, M agrees to pay N 6% of $100 million 
annually, plus $15,163,147 on January 1, 1995. 
At the time M and N enter into this swap 
agreement the rate for similar on-market swaps is 
LIB OR to 10%, and N provides M with 
information that the amount of the initial 
payment was determined as the present value, at 
10% compounded annually, of five annual 
payments from M to N of $4,000,000 (4% of 
$100,000,000). 

(b) Although the parties have characterized 
this transaction as an interest rate swap, the 
$15,163,147 payment from M to N is significant 
when compared to the present value of the total 
fixed payments due under the contract. Accord
ingly, under paragraph (g)(4) of this section, the 
transaction is recharacterized as consisting of 
both a $15,163,147 loan from M to N that N 
repays in installments over the term of the 
agreement, and an interest rate swap between M 
and N in which M immediately pays the in
stallment payments on the loan back to N as part 
of its fixed payments on the swap in exchange 
for the LIBOR payments by N. 

(c) The yield adjustment fee is recognized 
over the life of the agreement by treating the 
$15,163,147 as a loan that will be repaid with 
level payments over five years. Assuming a 
constant yield to maturity and annual compound
ing at 10%, M and N account for the principal 
and interest on the loan as follows: 

Level Interest Principal 
Payment Component Component 

1995 $ 4,000,000 $1,516,315 $ 2,483,685 
1996 4,000,000 1,267,946 2,732,054 
1997 4,000,000 994,741 3,005,259 
1998 4,000,000 694,215 3,305,785 
1999 4,000,000 363,636 3,636,364 

$20,000,000 $4,836,853 $15,163,147 

(d) M recognizes interest income, and N 
claims an interest deduction, each taxable year 
equal to the interest component of the deemed 
installment payments on the loan. These interest 
amounts are not included in the parties' net 
income or net deduction from the swap contract 
under paragraph (d) of this section. The principal 
components are needed only to compute the 
interest component of the level payment for the 
fOllowing period, and do not otherwise affect the 
parties' net income or net deduction from this 
contract. 

(e) N also makes swap payments to M based 
On LmOR, and receives swap payments from M 

at a fixed rate that is equal to the sum of the 
stated fixed rate and the rate calculated by 
dividing the deemed level annual payments on 
the loan by the notional principal amount. Thus, 
the fixed rate on this swap is 10%, which is the 
sum of the stated rate of 6% and the rate 
calculated by dividing the annual loan payment 
of $4,000,000 by the notional principal amount 
of $100,000,000, or 4%. Using the methods 
provided in paragraph (e)(2) of this section, the 
swap payments from M to N of $10,000,000 
(10% of $100,000,000) and the LIB OR swap 
payments from N to M are included in the 
parties' net income or net deduction from the 
contract for each taxable year. 

Example 4. Swaps recharacterized as a loan. 
(a) The facts are the same as in Example 3, 
except that on January I, 1995, N also enters 
into an interest rate swap agreement with un
related counterparty 0 under which, for a term of 
five years, N is obligated to make annual 
payments at 12% and 0 is obligated to make 
annual payments at LIB OR on a notional 
principal amount of $100 million. At the time N 
and 0 enter into this swap agreement, the rate 
for similar on-market swaps is LIBOR to 10%. 
To compensate for this difference, 0 pays N an 
upfront yield adjustment fee of $7,581,574. This 
yield adjustment fee equals the present value, at 
10% compounded annually, of five annual pay
ments of $2,000,000 (2% of $100,000,000). 

(b) In substance, these two interest rate swaps 
are the equivalent of a fixed rate borrowing by N 
of $22,744,721 ($15,163,147 from M plus 
$7,581,574 from 0). Under paragraph (g)(2) of 
this section, if these positions were entered into 
to avoid interest character on a net loan position, 
the Commissioner may recharacterize the swaps 
as a loan which N will repay with interest in five 
annual installments of $6,000,000 each (the 
difference between the 12% N pays under the 
swap with 0 and the 6% N receives under the 
swap with M, multiplied by the $100,000,000 
notional principal amount). 

(c) N recognizes no net income or net 
deduction from these contracts under paragraph 
(d) of this section because, as to N, there is no 
notional principal contract income or expense. 
However, the recharacterization of N's separate 
transactions as a loan has no effect on the way M 
and 0 must each account for their notional 
principal contracts under paragraphs (d) through 
(g) of this section. 

(h) Termination payments-(1) Defi
nition. A payment made or received to 
extinguish or assign all or a proportion
ate part of the remaining rights and 
obligations of any party under a 
notional principal contract is a termina
tion payment to the party making the 
termination payment and the party 
receiving the payment. A termination 
payment includes a payment made 
between the original parties to the 
contract (an extinguishment), a pay
ment made between one party to the 
contract and a third party (an assign
ment), and any gain or loss realized on 
the exchange of one notional principal 
contract for another. Where one party 
assigns its remaining rights and obliga
tions to a third party, the original 
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nonassigning counterparty realizes gain 
or loss if the assignment results in a 
deemed exchange of contracts and a 
realization event under section 1001. 

(2) Taxable year of inclusion and 
deduction by original parties. Except 
as otherwise provided (e.g., in section 
453 or 1092), a party to a notional 
principal contract recognizes a termina
tion payment in the year the contract is 
extinguished, assigned, or exchanged. 
When the termination payment is rec
ognized, the party also recognizes any 
other payments that have been made or 
received pursuant to the notional prin
cipal contract, but that have not been 
recognized under paragraph (d) of this 
section. If only a proportionate part of 
a party's rights and obligations is 
extinguished, assigned, or exchanged, 
then only that proportion of the unre
cognized payments is recognized under 
the previous sentence. 

(3) Taxable year of inclusion and 
deduction by assignees. A termination 
payment made or received by an 
assignee pursuant to an assignment of a 
notional principal contract is recog
nized by the assignee under the rules of 
paragraphs (f) and (g)(4) or (g)(5) of 
this section as a nonperiodic payment 
for the notional principal contract that 
is in effect after the assignment. 

(4) Special rules-(i) Assignment of 
one leg of a contract. A payment is not 
a termination payment if it is made or 
received by a party in exchange for 
assigning all or a portion of one leg of 
a notional principal contract at a time 
when a substantially proportionate 
amount of the other leg remains unper
formed and unassigned. The payment is 
either an amount loaned, an amount 
borrowed, or a nonperiodic payment, 
depending on the economic substance 
of the transaction to each party. This 
paragraph (h)( 4 )(i) applies whether or 
not the original notional principal con
tract is terminated as a result of the 
assignment. 

(ii) Substance over form. Any 
economic benefit that is given or 
received by a taxpayer in lieu of a 
termination payment is a termination 
payment. 

(5) Examples. The following ex
am pIes illustrate the application of 
this paragraph (h). All of the examples 
assume that no loss deferral rules 
apply. 

Example 1. Termination by extinguishment. (a) 
On January I, 1995, P enters into an interest rate 
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swap agreement with unrelated counterparty Q 
under which. for a term of seven years. P is 
obligated to make annual payments based on 
10% and Q is obligated to make semi-annual 
payments based on LIBOR and a notional 
principal amount of $100 million. P and Q are 
both calendar year taxpayers. On January I. 
1997. when the fixed rate on a comparable 
LIBOR swap has fallen to 9.5%. P pays Q 
$1.895.393 to terminate the swap. 

(b) The payment from P to Q extinguishes the 
swap contract and is a termination payment. as 
defined in paragraph (h)( I) of this section. for 
both parties. Accordingly. under paragraph (h)(2) 
of this section. P recognizes a loss of $1.895.393 
in 1997 and Q recognizes $1.895,393 of gain in 
1997. 

Example 2. Termination by assignment. (a) 
The facts are the same as in Example }, except 
that on January I. 1997. P pays unrelated party R 
$1.895.393 to assume all of p's rights and 
obligations under the swap with Q. In return for 
this payment. R agrees to pay 10% of $100 
million annually to Q and to receive LIBOR 
payments from Q for the remaining five years of 
the swap. 

(b) The payment from P to R terminates P's 
interest in the swap contract with Q and is a 
termination payment. as defined in paragraph 
(h)( I) of this section. for P. Under paragraph 
(h)(2) of this section. P recognizes a loss of 
$1.895.393 in 1997. Whether Q also has a 
termination payment with respect to the payment 
from P to R is determined under section 1001. 

(c) Under paragraph (h)(3) of this section. the 
assignment payment that R receives from P is a 
nonperiodic payment for an interest rate swap. 
Because the assignment payment is not a 
significant non periodic payment within the mean
ing of paragraph (g)(l) of this section. R 
amortizes the $1.895.393 over the five year term 
of the swap agreement under paragraph (f)(2) of 
this section. 

Example 3. Assignment of swap with yield 
adjustment fee. (a) The facts are the same as in 
Example 2, except that on January I. 1995. Q 
paid P a yield adjustment fee to enter into the 
seven year interest rate swap. In accordance with 
paragraph (f)(2) of this section. P and Q included 
the ratable daily portions of that nonperiodic 
payment in their net income or net deduction 
from the contract for 1995 and 1996. On January 
I. 1997. $300.000 of the nonperiodic payment 
has not yet been recognized by P and Q. 

(b) Under paragraph (h)(2) of this section. P 
recognizes a loss of $1.595.393 ($1.895.393 _ 
$300.000) in 1997. R accounts for the termina
tion payment in the same way it did in Example 
2; the existence of an unamortized payment with 
respect to the original swap has no effect on R. 

Example 4. Assignment of one leg of a swap. 
(a) On January I. 1995. S enters into an interest 
rate swap agreement with unrelated counterparty 
T under which. for a term of five years. S will 
make annual payments at 10% and T will make 
annual payments at LIBOR on a notional 
principal amount of $50 million. On January I. 
1996. unrelated party U pays T $15.849.327 for 
the right to recei ve the four remaining 
$5.000.000 payments from S. Under the terms of 
the agreement between S and T. S is notified of 
this assignment. and S is contractually bound 
thereafter to make its payments to U on the 
appropriate payment dates. S' s obligation to pay 
U is conditioned on T making its LIB OR pay
ment to S on the appropriate payment dates. 
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(b) Because T has assigned to U its rights to 
the fixed rate payments. but not its floating rate 
obligations under the notional principal contract, 
U's payment to T is not a termination payment 
as defined in paragraph (h)(I) of this section, but 
is covered by paragraph (h)( 4 )(i) of this section. 
The economic substance of the transaction 
between T and U is a loan that does not affect 
the way that S and T account for the notional 
principal contract under this section. 

(i) Anti-abuse rule. If a taxpayer 
enters into a transaction with a princi
pal purpose of applying the rules of 
this section to produce a material 
distortion of income, the Commissioner 
may depart from the rules of this 
section as necessary to reflect the 
appropriate timing of income and de
ductions from the transaction. 

U) Effective date. These regulations 
are effective for notional principal 
contracts entered into on or after 
December 13, 1993. 

Par. 5. Section 1.451-1 is amended 
by adding paragraph (f) to read as 
follows: 

§1.451-1 General rule for taxable 
year of inclusion. 

* * * * * * 

(f) Timing of income from notional 
principal contracts. For the timing of 
income with respect to notional princi
pal contracts, see §1.446-3. 

Par. 6. Section 1.461-4 is amended 
by adding paragraph (f) to read as 
follows: 

§1.461-4 Economic performance. 

* * * * * * 

(f) Timing of 
tional principal 
performance on 
contract occurs 
§1.446-3. 

deductions from no
contracts. Economic 
a notional principal 
as provided under 

Par. 7. Section 1.988-2 is amended 
by adding paragraph (h) to read as 
follows: 

§1.988-2 Recognition and 
computation of exchange gain or 
loss. 

* * * * * * 

(h) Timing of income and deductions 
from notional principal contracts. Ex
cept as otherwise provided (e.g., in 
§ 1.988-5 or 1.446-3(g», income or 
loss from a notional principal contract 
described in §1.988-1(a)(2)(iii)(B) 

(other than a currency swap) is ex
change gain or loss. For the rules 
governing the timing of income and 
deductions with respect to notional 
principal contracts, see § 1.446-3. See 
paragraph (e)(2) of this section with 
respect to currency swaps. 

Par. 8. Section 1.1092(d)-1 is added 
to read as follows: 

§1.1092(d)-1 Definitions and Special 
Rules. 

(a) Actively traded. Actively traded 
personal property includes any personal 
property for which there is an 
established financial market. 

(b) Established financial market
(1) In general. For purposes of this 
section, an established financial market 
includes-

(i) A national securities exchange 
that is registered under section 6 of the 
Securities Exchange Act of 1934 (I5 
U.S.c. 78f); 

(ii) An interdealer quotation system 
sponsored by a national securities 
association registered under section 
15A of the Securities Exchange Act of 
1934; 

(iii) A domestic board of trade des
ignated as a contract market by the 
Commodities Futures Trading Commis
sion; 

(iv) A foreign securities exchange or 
board of trade that satisfies analogous 
regulatory requirements under the law 
of the jurisdiction in which it is 
organized (such as the London Interna
tional Financial Futures Exchange, the 
Marche a Terme International de 
France, the International Stock Ex
change of the United Kingdom and the 
RepUblic of Ireland, Limited, the 
Frankfurt Stock Exchange, and the 
Tokyo Stock Exchange); 

(v) An interbank market; 

(vi) An interdealer market (as de
fined in paragraph (b)(2)(i) of this 
section); and 

(vii) Solely with respect to a debt 
instrument, a debt market (as defined in 
paragraph (b)(2)(ii) of this section). 

(2) Definitions-(i) Interdealer mar
ket. An interdealer market is charac
terized by a system of general circu
lation (including a computer listing 
disseminated to subscribing brokers, 
dealers, or traders) that provides a 
reasonable basis to determine fair mar
ket value by disseminating either recent 



price quotations (including rates, 
yields, or other pricing information) of 
one or more identified brokers, dealers, 
or traders or actual prices (including 
rates, yields, or other pricing informa
tion) of recent transactions. An inter
dealer market does not include a 
directory or listing of brokers, dealers, 
or traders for specific contracts (such 
as yellow sheets) that provides neither 
price quotations nor actual prices of 
recent transactions. 

(ii) Debt market. A debt market 
exists with respect to a debt instrument 
if price quotations for the instrument 
are readily available from brokers, 
dealers, or traders. A debt market does 
not exist with respect to a debt 
instrument if-

(A) No other outstanding debt in
strument of the issuer (or of any person 
who guarantees the debt instrument) is 
traded on an established financial mar
ket described in paragraph (b)(1 )(i), 
(ii), (iii), (iv), (v), or (vi) of this 
section (other traded debt); 

(B) The original stated principal 
amount of the issue that includes the 
debt instrument does not exceed $25 
million; 

(C) The conditions and covenants 
relating to the issuer's performance 
with respect to the debt instrument are 
materially less restrictive than the 
conditions and covenants included in 
all of the issuer's other traded debt 
(e.g., the debt instrument is subject to 
an economically significant subordina
tion provision whereas the issuer's 
other traded debt is senior); or 

(D) The maturity date of the debt 
instrument is more than 3 years after 
the latest maturity date of the issuer's 
other traded debt. 

(c) Notional principal contracts. For 
purposes of section 1092(d)-

(1) A notional principal contract (as 
defined in §1.446-3(c)(1» constitutes 
personal property of a type that is 
actively traded if contracts based on the 
same or substantially similar specified 
indices are purchased, sold, or entered 
into on an established financial market 
within the meaning of paragraph (b) of 
this section; and 

(2) The rights and obligations of a 
party to a notional principal contract 
are rights and obligations with respect 
to personal property and constitute an 
interest in personal property. 

(d) Effective dates. Paragraph 
(b)(1)(vii) of this section applies to 

positions entered into on or after 
October 14, 1993. 

Paragraph (c) of this section applies 
to positions entered into on or after 
July 8, 1991. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved October 4, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
October 8, 1993, 1:26 p.m., and published in 
the issue of the Federal Register for October 
14, 1993, 58 F.R. 53125 as corrected by 59 
F.R. 9410) 

26 CFR 1.446-3: Notional principal contracts. 

Rules by which a taxpayer may change its 
method of accounting for notional principal 
contracts as required by section 446 of the Code 
and the regulations thereunder. See Rev. Proc. 
93-48, page 580. 

Subpart B.-Taxable Year for Which Items of 
Gross Income Included 

Section 453.-lnstallment Method 

(Also Sections 61, 165.) 

Installment method of accounting; 
year-end sale of stock or securities. A 
cash basis taxpayer must report the 
gain or loss realized from a year-end 
sale of stock or securities, traded on an 
established securities market, in the 
year in which the trade date falls. Rev. 
Ruls. 70-344, 78-270, and 82-227 
obsoleted. 

Rev. Rul. 93-84 

ISSUE 

In what taxable year must a cash 
method taxpayer report the gain or loss 
realized from a year-end sale of stock 
or securities that are traded on an 
established securities market? 

FACTS 

A uses the cash receipts and dis
bursements method of accounting and 
files returns on a calendar year basis. 
For several years A held stock that is 
traded on the E Exchange, an estab-

Section 453 

lished securities market. On December 
31, 1992, A contacted a broker and 
placed a regular-way sale order on the 
stock. The broker executed the trade on 
the same day (the trade date). As 
permitted by the rules of the exchange, 
A delivered the stock certificates to the 
broker, and the broker delivered the 
proceeds of the sale to A, on January 8, 
1993 (the settlement date). 

LAW AND. ANALYSIS 

Section 453(k) of the Internal Reve
nue Code, as added by section 812(a) 
of the Tax Reform Act of 1986, 1986-
3 (Vol. 1) C.B. 288, provides that any 
installment obligation arising out of a 
sale of stock or securities traded on an 
established securities market is not 
eligible for the installment method of 
reporting income under section 453(a), 
and all payments to be received shall 
be treated as received in the year of 
disposition. The Senate Report states 
that, for sales made on an established 
market, if cash settlement of transac
tions customarily occurs several busi
ness days after the date on which a 
trade is made, gain or loss will be 
recognized for federal income tax 
purposes by both cash and accrual 
method taxpayers on the date the trade 
is executed. S. Rep. No. 313, 99th 
Cong., 2d Sess. 131 (1986), 1986-3 
(Vol. 3) C.B. 131. The conference 
agreement adopted the Senate amend
ment. 2 H.R. Conf. Rep. No. 841, 99th 
Cong., 2d Sess. 11-297 (1986), 1986-3 
(Vol. 4) C.B. 297. 

Accordingly, the year of disposition 
of a regular-way sale of stock or 
securities traded on an established 
securities market is the year that 
includes the trade date. Therefore, A 
may not report the gain from the sale 
of the stock under the installment 
method, and A must recognize and 
report any gain or loss in 1992, the 
year in which the trade date falls. 

HOLDING 

A cash basis taxpayer must report 
the gain or loss realized from a year
end sale of stock or securities, traded 
on an established securities market, in 
the year in which the trade date falls. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 82-227, 1982-2 C.B. 89, 
which holds under similar circum-
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stances that gain realized on the sale of 
stock is eligible for treatment under the 
installment method of accounting; Rev. 
Rul. 78-270. 1978-2 C.B. 215. which 
holds that gain from the sale of stock is 
taxable in the year the sale proceeds 
are received; and Rev. Rul. 70-344. 
1970-2 C.B. 50. which allows losses 
resulting from the sale of stocks and 
bonds to be recognized in the year of 
sale rather than year of delivery. are 
obsolete. 

Subpart C.-Taxable Year for Which Deductions 
Taken 

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

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42. 
page 260. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51. 
page 262. 

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55. page 263. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64. page 264. 

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82. page 267. 

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

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 
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The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-

55. page 263. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64. page 264. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82. page 267. 

Section 468B.-Special Rules for 
Designated Settlement Funds 

26 CFR 1.468B: Designated settlement funds. 

If certain specified requirements are satisfied, 
a designated or qualified settle~ent fund will ~: 
considered "a party to the SUIt or agreement 
for purposes of section 130 of the Code. See 
Rev. Proc. 93-34. page 470. 

26 CFR 1.468B-l: Qualified settlement funds. 

If certain specified requirements are satisfied. 
a designated or qualified settlement fund will be 
considered "a party to the suit or agreement" 
for purposes of section 130 of the Code. See 
Rev. Proc. 93-34, page 470. 

Section 469.-Passive Activity 
Losses and Credits Limited 

26 CFR 1.469-fJ: Table of contents. 

T.D. 8495 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Passive Activity Loss Limitations
Developer Rule 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains 
final and temporary regulations relating 
to the limitations on passive activity 
losses and credits. The final regulations 
clarify the treatment of tenant solicita-

tion (lease-up services) for purposes of 
applying the income recharacterization 
rules that are part of these limitations. 
The final regulations affect taxpayers 
who develop, rent out, and then sell 
certain property less than 12 months 
after the rental starts. 

DATES: These regulations are effective 
November 4, 1993. These regulations 
apply to tax years ending after May 10, 
1992. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains final regula
tions under §§ 1.469-2T(f)(5)(ii), (iii), 
and (iv) of the temporary regulations. 
Section 1.469-2T(f)(5) was first issued 
by T.D. 8175 [1988-1 C.B. 191], 53 
FR 5686 (February 25, 1988), and was 
amended by T.D. 8253 [1989-1 C.B. 
121], 54 FR 20527 (May 12, 1989), 
and T.D. 8318 [1990-2 C.B. 103], 55 
FR 48107 (November 19, 1990). Sec
tion 1.469-2T(f)(5)(i) was adopted as 
final by T.D. 8417 [1992-1 C.B. 173], 
57 FR 20747 (May 15, 1992). 

No written comments and no re
quests for a public hearing were 
received in response to the cross 
reference notice of proposed rulemak
ing (PS-071-89 [1990-2 C.B. 877]) 
published November 19, 1990, 55 FR 
48135. 

This document also amends the 
temporary regulations to provide cross 
references to the final regulations. 

Explanation of Provisions 

The preamble to the temporary reg
ulations explains the final regulations. 

Effective Date 

The final regulations are effective for 
tax years ending after May 10, 1992 
(see § 1. 469-11 (a)(1 ) of the regula
tions). 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. It has also 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 for 
these regulations was submitted to the 
Small Business Administration for 
comment on its impact on small 
business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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 1.469-0 is amended 

by: 
1. Revising the entries for desig

nated § 1.469-2, paragraphs (f)(5)(ii) 
through (iv). 

2. Revising the entries for desig
nated § 1.469-2T, paragraphs (f)(5)(ii) 
through (iv). 

3. The revisions read as follows: 

§1.469-O Table of contents. 

* * * * * * 

§1.469-2 Passive aCtivity loss. 

(f) *** 
(5) *** 

* * * * * * 

(ii) Commencement of use. 
(iii) Services performed for the pur

pose of enhancing the value of 
property. 

(iv) Examples. 

* * * * * * 

§1.469-2T Passive activity loss 
(temporary). 

(f) *** 
(5) *** 

* * * * * * 

(ii) Commencement of use [Re
served]. 

(iii) Services performed for the pur
pose of enhancing the value of property 
[Reserved]. 

(iv) Examples [Reserved]. 

* * * * * * 

Par. 3. Section 1.469-2 is amended 
by revIsIng paragraphs (f)(5)(ii) 
through (iv) to read as follows: 

§1.469-2 Passive activity loss. 

(f) *** 
(5) *** 

* * * * * * 

(ii) Commencement of use-(A) In 
general. For purposes of paragraph 
(f)(5)(i)(B) of this section, a taxpayer's 
use of an item of property in an 
activity involving the rental of the 
property commences on the first date 
on which-

(1) The taxpayer owns an interest in 
the property; 

(2) Substantially all of the property 
is rented (or is held out for rent and is 
in a state of readiness for rental); and 

(3) No significant value-enhancing 
services (within the meaning of para
graph (f)(5)(ii)(B) of this section) 
remain to be performed. 

(B) Value-enhancing services. For 
purposes of this paragraph (f)(5)(ii), the 
term value-enhancing services means 
the services described in paragraphs 
(f)(5)(i)(C) and (iii) of this section, 
except that the term does not include 
lease-up. Thus, in cases in which this 
paragraph (f)(5) applies solely because 
substantial lease-up remains to be 
performed (see paragraph (f)(5)(iii)(C) 
of this section), the twelve month 
period described in paragraph 
(f)(5)(i)(B) of this section will begin 
when the taxpayer acquires an interest 
in the property if substantially all of 
the property is held out for rent and is 
in a state of readiness for rental on that 
date. 

(iii) Services performed for the pur
pose of enhancing the value of prop
erty. For purposes of paragraph 
(f)(5)(i)(C) of this section, services that 
are treated as performed for the pur
pose of enhancing the value of an item 
of property include but are not limited 
to-

(A) Construction; 

(B) Renovation; and 

(C) Lease-up (unless more than 50 
percent of the property is leased on the 
date that the taxpayer acquires an 
interest in the property). 

Section 469 

(iv) Examples. The following exam
ples illustrate the application of this 
paragraph (f)(5): 

Example 1. (i) A, a calendar year individual, is 
a partner in P, a calendar year partnership, which 
develops real estate. In 1993, P acquires an 
interest in undeveloped land and arranges for the 
financing and construction of an office building 
on the land. Construction is completed in 
February 1995, and substantially all of the 
building is either rented or held out for rent and 
in a state of readiness for rental beginning on 
March 1, 1995. Twenty percent of the building is 
leased as of March 1, 1995. 

(ii) P rents the building (or holds it out for 
rent) for the remainder of 1995 and all of 1996, 
and sells the building on February 1, 1997, 
pursuant to a contract entered into on January 15, 
1996. P did not hold the building (or any other 
buildings) for sale to customers in the ordinary 
course of P's trade or business (see paragraph 
(c)(2)(v) of this section). A's distributive share 
of P's taxable losses from the rental of the 
building is $50,000 for 1995 and $30,000 for 
1996. All of A's losses from the rental of the 
building are disallowed under §1.469-1(a)(I)(i) 
(relating to the disallowance of the passive 
activity loss for the taxable year). A's distribu
tive share of P's gain from the sale of the 
building is $150,000. A has no other gross 
income or deductions from the activity of renting 
the building. 

(iii) The real estate development activity that 
A holds through P in 1993, 1994, and 1995 
involves the performance of services (e.g., 
construction) for the purpose of enhancing the 
value of the building. Accordingly, an amount 
equal to A's net rental activity income from the 
building may be treated as gross income that is 
not from a passive activity if A's use of the 
building in an activity involving the rental of the 
building commenced less that 12 months before 
the date of the disposition of the building. In this 
case, the date of the disposition of the building is 
January 15, 1996, the date of the binding 
contract for its sale. 

(iv)(A) A taxpayer's use of an item of 
property in an activity involving the rental of the 
property commences on the first date on which-

(1) The taxpayer owns an interest in the item 
of property; 

(2) Substantially all of the property is rented 
(or is held out for rent and is in a state of 
readiness for rental); and 

(3) No significant value-enhancing services 
(within the meaning of paragraph (f)(5)(ii)(B) of 
this section) remain to be performed. 

(B) In this case, A's use of the building in an 
activity involving the rental of the building 
commenced on March 1, 1995, less than 12 
months before January 15, 1996, the date of 
disposition. Accordingly, if A materially (or 
significantly) participated in the real estate 
development activity in 1993, 1994, or 1995 
(without regard to whether A materially partici
pated in the activity in more than one of those 
years), an amount of A's gross rental activity 
income from the building for 1997 equal to A's 
net rental activity income from the building for 
1997 is treated under this paragraph (f)(5) as 
gross income that is not from a passive activity. 
Under paragraph (f)(9)(iv) of this section, A's 
net rental activity income from the building for 
1997 is $70,000 ($150,000 distributive share of 
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gain from the disposition of the building minus 
$80.000 of reasonably allocable passive activity 
deductions). 

Example 2. (i) X. a calendar year taxpayer 
subject to section 469. acquires a building on 
February 1. 1994. when the building is 25 percent 
leased. During 1994. X rents the building (or 
holds it out for rent) and materially participates in 
an activity that involves the lease-up of the 
building. X's activities do not otherwise involve 
the performance of construction or other services 
for the purpose of enhancing the value of the 
building. and X does not hold the building (or any 
other building) for sale to customers in the 
ordinary course of X' s trade or business. X sells 
the building on December 1. 1994. 

(ii)(A) Under paragraph (f)(5)(iii)(C) of this 
section. lease-up is considered a service performed 
for the purpose of enhancing the value of property 
unless more than 50 percent of the property is 
leased on the date the taxpayer acquires an interest 
in the property. Under paragraph (f)(5)(ii)(B) of 
this section. however. lease-up is not considered a 
value-enhancing service for purposes of determin
ing when the taxpayer commences using an item 
of property in an activity involving the rental of 
the property. Accordingly. X's acquisition of the 
building constitutes a commencement of X's use 
of the building in a rental activity. because 
February I. 1994. is the ftrst date on which-

(1) The taxpayer owns an interest in the item of 
property; 

(2) Substantially all of the property is held out 
for rent; and 

(3) No signiftcant value-enhancing services 
(within the meaning of paragraph (f)(5)(ii)(B) of 
this section) remain to be performed. 

(~) In this case. X disposes of the property 
wlthm 12 months of the date X commenced using 
the building in a rental activity. Accordingly. an 
amount of X's gross rental activity income for 
1994 equal to X's net rental activity income from 
the building for 1994 is treated under this 
paragraph (f)(5) as gain that is not from a passive 
actIVIty. 

Example 3. The facts are the same as in 
Example 2. except that at the time X acquires the 
buildin~ it is 60 percent leased. Under paragraph 
(f)(5)(m)(C) of this section. lease-up is not 
conSIdered a service performed for the purpose of 
enhancing the value of property if more than 50 
percent of the property is leased on the date the 
taxpayer acquires an interest in the property. 
Therefore .. addItIOnal lease-up performed by X is 
not taken mto account under this paragraph (f)(5). 
Smce X's activities do not otherwise involve the 
performance of services for the purpose of 
enhancmg the value of the building. none of X's 

gross rental activity income from the building will 
be treated as income that is not from a passive 
activity under this paragraph (f)(5). 

* * * * * * 

Par. 4. Section 1.469-2T is amended 
by revising paragraphs (f)(5)(ii) through 
(iv) to read as follows: 

§1.469-2T Passive activity loss 
(temporary). 

(f) *** 
(5) *** 

* * * * * * 

(ii) Commencement. [Reserved] See 
§ 1.469-2(f)(S)(ii) for rules relating to 
this paragraph (f)(S)(ii). 

(iii) Services performed for the pur
pose of enhancing the value of prop
erty. [Reserved] See § 1.469-2(f)(S)(iii) 
for rules relating to this paragraph 
(f)(S)(iii). 

(iv) Examples. [Reserved] See 
§ 1.469-2(f)(S)(iv) for examples relating 
to this paragraph (f)(S)(iv). 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved October 13, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
November 3, 1993,8:45 a.m., and published in 
the issue of the Federal Register for November 
4. 1993. 58 F.R. 58787) 

26 CFR 1.469-2T: Passive activity loss 
(temporary). 

If an individual who is neither a dealer nor a 
trader in stock or securities borrows money to 
purchase the stock of a C corporation to protect 

the individual's employment with the corpora
tion, is the interest on the loan "investment 
interest" for purposes of the section 163( d) of 
the Code investment interest deduction limita
tion? See Rev. Rul. 93-68. page 72. 

Subpart D.-Inventories 

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

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The March 1993 Bureau of 
Labor Statistics price indexes are ac
cepted for use by department stores 
employing the retail inventory and last
in, first-out inventory method for valu
ing inventories for tax years ended on, 
or with reference to, March 31, 1993, 

Rev. Rul. 93-44 

The following Department Store In
ventory Price Indexes for March 1993 
were issued by the Bureau of Labor 
Statistics on April 9, 1993. The indexes 
are accepted by the Internal Revenue 
Service, under section 1.472-1(k) of 
the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for 
appropriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inven
tory methods for tax years ended on, or 
with reference to, March 31, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

Groups 
March March Percent Change from 
1992 1993 March 1992 to March 19931 

469.S 476.9 1.6 
633.3 624.7 -1.4 
638.4 648.1 I.S 
907.7 912.0 O.S 
609.8 602.8 -1.1 

1. Piece Goods ............................ . 
2. Domestics and Draperies. . . . . . . . . . . 
3. Women's and Children's Shoes ............. . 
4. Men's Shoes .................... :::::::::· 
5. Infants' Wear. . ............................ 

228 1993-2 C.B. 



Section 472 

March March Percent Change from 
Groups 1992 1993 March 1992 to March 19931 

6. Women's Underwear ...................... . 514.9 515.5 
7. Women's Hosiery ......................... . 270.1 270.4 
8. Women's and Girls' Accessories ............ . 560.1 574.1 
9. Women's Outerwear and Girls' Wear ....... . 441.8 453.7 

10. Men's Clothing ........................... . 589.8 607.2 
11. Men's Furnishings ........................ . 569.2 570.4 
12. Boys' Clothing and Furnishings ............ . 495.0 488.0 
13. Jewelry .................................. . 933.6 948.4 
14. Notions .................................. . 610.9 573.0 
15. Toilet Articles and Drugs .................. . 810.8 827.4 
16. Furniture and Bedding ..................... . 609.2 614.1 
17. Floor Coverings .......................... . 525.0 536.5 
18. Housewares .............................. . 766.7 763.4 
19. Major Appliances ......................... . 246.7 247.3 
20. Radio and Television ...................... . 88.8 87.4 
21. Recreation and Education2 ..•..••........... 114.9 115.1 
22. Home Improvements2 ••••••••.••••••.••..... 118.4 123.6 
23. Auto Accessories2 .•..........•..........•• 108.6 106.8 

Groups 1-15: Soft Goods ..................... . 588.8 595.0 
Groups 16-20: Durable Goods .................. . 459.3 458.5 
Groups 21-23: Misc. Goods2 .••.•.•..••.••..••.. 114.2 114.8 

Store TotaP .............................. . 545.4 549.1 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2Indexes on a January 1986= 100 base. 

0.1 
0.1 
2.5 
2.7 
3.0 
0.2 

-1.4 
1.6 

-6.2 
2.0 
0.8 
2.2 

-0.4 
0.2 

-1.6 
0.2 
4.4 

-1.7 

1.1 
-0.2 

0.5 

0.7 

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The April 1993 Bureau of 
Labor Statistics price indexes are ac
cepted for use by department stores 
emloying the retail inventory and last
in, first-out inventory methods for valu
ing inventories for tax years ended on, 
or with reference to, April 30, 1993. 

Rev. Rul. 93-47 

The following Department Store In-

ventory Price Indexes for April 1993 
were issued by the Bureau of Labor 
Statistics on May 13, 1993. The in
dexes are accepted by the Internal 
Revenue Service, under section 1.472-
1 (k) of the Income Tax Regulations 
and Rev. Proc. 86-46, 1986-2 C.B. 
739, for appropriate application to in
ventories of department stores employ
ing the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
April 30, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

April April Percent Change from 
Groups 1992 1993 April 1992 to April 1993 1 

1. Piece Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . ... . 454.4 464.8 2.3 
2. Domestics and Draperies ..................... . 631.2 628.2 -0.5 
3. Women's and Children's Shoes ............... . 644.8 653.5 1.3 
4. Men's Shoes ............................... . 913.0 912.1 -0.1 
5. Infants' Wear .............................. . 626.1 605.2 -3.3 
6. Women's Underwear ........................ . 515.4 522.1 1.3 
7. Women's Hosiery ........................... . 270.8 270.4 -0.1 
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April April 

Groups 1992 1993 

8. Women's and Girls' Accessories ............ ··· 
9. Women's Outerwear and Girls' Wear ......... . 

10. Men's Clothing ...... , ...................... . 
II. Men's Furnishings .......................... . 
12. Boys' Clothing and Furnishings .............. . 
13. Jewelry ....................... ·············· 
14. Notions ...................... ··············· 
15. Toilet Articles and Drugs .................... . 
16. Furniture and Bedding ....................... . 
17. Floor Coverings ............................ . 
18. Housewares ........................ ········· 
19. Major Appliances ........................... . 
20. Radio and Television ........................ . 
21. Recreation and Education2 .............•...... 

560.5 588.2 
440.7 458.5 
592.8 601.2 
570.8 578.7 

494.4 488.4 

921.3 972.3 

616.2 573.7 
815.7 827.1 
619.0 615.1 

525.2 532.1 
764.9 765.5 
248.1 249.4 

88.5 87.4 
115.1 115.0 

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

117.6 126.1 
108.1 107.0 

Groups 1-15: Soft Goods ....................... . 
Groups 16-20: Durable Goods .................... . 
Groups 21-23: Misc. Goods2 ..................... . 

589.5 600.0 
460.3 459.7 
114.1 115.2 

Store TotaP ................................ . 546.0 552.5 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

21ndexes on a January 1986=100 base. 

Percent Change from 
April 1992 to April 1993 1 

4.9 
4.0 
1.4 
1.4 

-1.2 
5.5 

-6.9 
1.4 

-0.6 
1.3 
0.1 
0.5 

-1.2 
-0.1 

7.2 
-1.0 

1.8 
-0.1 

1.0 

1.2 

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last·in, first-out inventories. 

LIFO; price indexes; department 
stores. The May 1993 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, May 31, 1993. 

Rev. Rul. 93-52 

The following Department Store In-

ventory Price Indexes for May 1993 
were issued by the Bureau of Labor 
Statistics on June 15, 1993. The 
indexes are accepted by the Internal 
Revenue Service, under section 1.472-
l(k) of the Income Tax Regulations 
and Rev. Proc. 86-46, 1986-2 C.B. 
739, for appropriate application to in
ventories of department stores employ
ing the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
May 31, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

Groups 

I . Piece Goods ................................ . 
') 

3. 
4. 
5. 

Domestics and Draperies ...................... . 
Women's and Children's Shoes ................ . 
Men's Shoes ................................ . 
Infants ' Wear ............................... . 

6. Women's Underwear ......................... . 
7. Women's Hosiery ............................ . 
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May 
1992 

453.9 
634.7 
643.9 
922.9 
620.1 
515.5 
272.7 

May 
1993 

453.7 
629.9 
655.3 
918.1 
611.1 
514.1 
267.6 

Percent Change from 
May 1992 to May 1993 1 

0.0 
-0.8 

1.8 
-0.5 
-1.5 
-0.3 
-1.9 



Groups 

8. Women's and Girls' Accessories ............... . 
9. Women's Outerwear and Girls' Wear .......... . 

10. Men's Clothing .............................. . 
11. Men's Furnishings ........................... . 
12. Boys' Clothing and Furnishings ............... . 
13. Jewelry ..................................... . 
14. Notions ..................................... . 
15. Toilet Articles and Drugs ..................... . 
16. Furniture and Bedding ........................ . 
17. Floor Coverings ............................. . 
18. Housewares ................................. . 
19. Major Appliances ............................ . 
20. Radio and Television ......................... . 
21. Recreation and Education2 ..................•.. 

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

Groups 1-15: Soft Goods ........................ . 
Groups 16-20: Durable Goods ..................... . 
Groups 21-23: Misc. Goods2 ...................... . 

Store TotaP ................................. . 

May 
1992 

564.2 
438.5 
590.5 
576.4 
482.1 
917.1 
616.2 
810.5 
611.4 
526.8 
768.2 
247.3 

89.1 
115.1 
115.8 
108.4 

588.8 
460.5 
113.8 

545.4 

May 
1993 

586.4 
443.6 
601.0 
574.2 
492.2 
956.6 
602.9 
831.2 
615.9 
528.9 
765.8 
250.3 

86.5 
114.2 
123.5 
106.5 

594.7 
459.1 
114.2 

548.5 

Section 472 

Percent Change from 
May 1992 to May 1993 1 

3.9 
1.2 
1.8 

-0.4 
2.1 
4.3 

-2.2 
2.6 
0.7 
0.4 

-0.3 
1.2 

-2.9 
-0.8 

6.6 
-1.8 

1.0 
-0.3 

0.4 

0.6 

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

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The June 1993 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, June 30, 1993. 

Rev. Rul. 93-57 

The following Department Store In-

ventory Price Indexes for June 1993 
were issued by the Bureau of Labor 
Statistics on July 14, 1993. The in
dexes are accepted by the Internal 
Revenue Service, under section 1.472-
1 (k) of the Income Tax Regulations 
and Rev. Proc. 8~6, 1986-2 C.B. 
739, for appropriate application to in
ventories of department stores employ
ing the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
June 30, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

June June Percent Change from 
Groups 1992 1993 June 1992 to June 1993 1 

1. Piece Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 456.9 471.8 3.3 
2. Domestics and Draperies ...................... . 627.3 627.1 0.0 
3. Women's and Children's Shoes ................ . 640.8 645.9 0.8 
4. Men's Shoes ................................ . 912.4 902.4 -1.1 
5. Infants' Wear ............................... . 617.7 610.7 -1.1 
6. Women's Underwear ......................... . 508.4 511.4 0.6 

269.8 268.2 -0.6 
566.5 575.1 1.5 

7. Women's Hosiery ............................ . 
8. Women's and Girls' Accessories ............... . 
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Groups 

9. Women's Outerwear and Girls' Wear .......... . 
10. Men's Clothing .............................. . 
11. Men's Furnishings ........................... . 
12. Boys' Clothing and Furnishings ............... . 
13. Jewelry ..................................... . 
14. Notions .................................. ···· 
15. Toilet Articles and Drugs ..................... . 
16. Furniture and Bedding ........................ . 
17. Hoor Coverings ............................. . 
18. Housewares ................................. . 
19. Major Appliances ............................ . 
20. Radio and Television ......................... . 
21. Recreation and Education2 .................... . 
22. Home Improvements2 ••..•••.••••••.•..•.•••••• 

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

Groups 1-15: Soft Goods ........................ . 
Groups 16-20: Durable Goods ..................... . 
Groups 21-23: Misc. Goods2 .••• , •••.••••••.••••••• 

Store TotaP ................................. . 

June 
1992 

422.4 
585.8 
570.2 
473.1 
918.9 
619.7 
810.0 
613.0 
538.5 
765.4 
246.2 
88.5 
114.8 
115.8 
108.1 

580.6 
459.7 
113.6 

540.5 

June 
1993 

423.2 
593.9 
559.7 
489.6 
959.7 
601.4 
834.3 
621.1 
533.1 
768.0 
248.3 
86.3 
114.5 
119.6 
105.7 

584.4 
459.7 
113.5 

542.5 

Percent Change from 
June 1992 to June 19931 

0.2 
1.4 

-1.8 
3.5 
4.4 

-3.0 
3.0 
1.3 

-1.0 
0.3 
0.9 

-2.5 
-0.3 

3.3 
-2.2 

0.7 
0.0 

-0.1 

0.4 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2Indexes on a January 1986=100 base. 
3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last·in, first·out inventories. 

LIFO; price indexes; department 
stores. The July 1993 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, July 31, 1993. 

Rev. Rul. 93-66 

The following Department Store In-

ventory Price Indexes for July 1993 
were issued by the Bureau of Labor 
Statistics on August 13, 1993. The 
indexes are accepted by the Internal 
Revenue Service, under section 1.472-
l(k) of the Income Tax Regulations 
and Rev. Proc. 86-46, 1986-2 C.B. 
739, for appropriate application to in
ventories of department stores employ
ing the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
July 31, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

Groups 
July July Percent Change from 

1992 1993 July 1992 to July 19931 

1. Piece Goods ................................. . 
2. Domestics and Draperies ....................... . 
3. Women's and Children's Shoes ................. . 

460.6 478.6 3.9 
629.0 628.0 -0.2 
633.3 637.2 0.6 

4. Men's Shoes ................................. . 916.6 897.8 -2.1 
5. Infants' Wear ................................ . 615.3 607.2 -1.3 
6. Women's Underwear .......................... . 510.7 517.6 1.4 
7 . Women's Hosiery ............................. . 
8. Women's and Girls' Accessories ................ . 

270.2 270.0 -0.1 
570.1 557.9 -2.1 

9. Women's Outerwear and Girls' Wear ........... . 406.6 405.5 -0.3 
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Groups 
july July Percent Change from 
1992 1993 July 1992 to July 1993 1 

10. Men's Clothing ............................... . 574.6 592.4 3.1 
11. Men's Furnishings ............................ . 561.1 552.8 -1.5 
12. Boys' Clothing and Furnishings ................ . 470.4 479.5 1.9 
13. Jewelry ...................................... . 931.7 962.5 3.3 
14. Notions ...................................... . 619.7 611.4 -1.3 
15. Toilet Articles and Drugs ...................... . 816.1 839.1 2.8 
16. Furniture and Bedding ......................... . 612.5 619.8 1.2 
17. Floor Coverings .............................. . 528.6 539.4 2.0 
18. Housewares .................................. . 765.2 766.4 0.2 
19. Major Appliances ............................. . 248.0 247.3 -0.3 
20. Radio and Television .......................... . 88.3 86.5 -2.0 
21. Recreation and Education2 •.•.•..••.•..•••..•.•. 115.1 114.0 -1.0 
22. Home Improvements2 .....••...•.•.............. 116.2 118.5 2.0 
23. Auto Accessories2 ...••••...................... 107.8 105.8 -1.9 

Groups 1-15: Soft Goods ......................... . 574.6 577.0 0.4 
Groups 16-20: Durable Goods ...................... . 459.5 459.3 0.0 
Groups 21-23: Misc. Goods2 ••.•••..••....•.•.•...•. 113.8 113.1 -0.6 

Store TotaP .................................. . 537.4 537.9 0.1 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2Indexes on a January 1986= 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The August 1993 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, 1993. 

Rev. Rul. 93-78 

The following Department Store In-

ventory Price Indexes for August 1993 
were issued by the Bureau of Labor 
Statistics on September 14, 1993. The 
indexes are accepted by the Internal 
Revenue Service, under section 1.472-
1 (k) of the Income Tax Regulations 
and Rev. Proc. 86--46, 1986-2 C.B. 
739, for appropriate application to in
ventories of department stores employ
ing the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
August 31, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

Groups 

1. Piece Goods ................................ . 
2. Domestics and Draperies ...................... . 
3. Women's and Children's Shoes ................ . 
4. Men's Shoes ................................ . 
5. Infants' Wear ............................... . 
6. Women's Underwear ......................... . 
7. Women's Hosiery ............................ . 
8. Women's and Girls' Accessories ............... . 
9. Women's Outerwear and Girls' Wear .......... . 

10. Men's Clothing .............................. . 

Aug. 
1992 

477.5 
638.3 
637.8 
914.7 
616.7 
515.1 
270.1 
587.4 
412.7 
581.7 

Aug. 
1993 

473.9 
638.5 
633.0 
897.9 
613.0 
522.0 
274.4 
551.5 
418.4 
599.3 

Percent Change from 
Aug. 1992 to Aug. 1993 1 

-0.8 
0.0 

-0.8 
-1.8 
-0.6 

1.3 
1.6 

-6.1 
1.4 
3.0 
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Groups 

11. Men's Furnishings ........................... . 
12. Boys' Clothing and Furnishings ............... . 
13. Jewelry .................................... ·· 
14. Notions ........................ ·············· 
IS. Toilet Articles and Drugs ..................... . 
16. Furniture and Bedding ........................ . 
17. Floor Coverings ............................. . 
18. Housewares ......................... ········· 
19. Major Appliances ............................ . 
20. Radio and Television ......................... . 
21. Recreation and Education2 .................... . 
22. Home Improvements2 ......................... . 
23. Auto Accessories2 ........................... . 

Groups 1-15: Soft Goods ........................ . 
Group 16-20: Durable Goods ...................... . 
Groups 21-23: Misc. Goods2 ..................... . 

Store TotaP ................................. . 

Aug. 
1992 

550.1 
469.4 
924.2 
615.6 
817.2 
604.1 
527.4 
763.5 
248.5 
88.3 
115.0 
116.7 
108.0 

577.3 
458.0 
113.9 

538.5 

Aug. 
1993 

551.1 
485.0 
965.9 
619.4 
839.6 
619.5 
540.5 
764.6 
247.6 
86.9 
113.8 
118.1 
105.6 

583.1 
459.3 
112.8 

541.0 

I Absence of a minus sign before percentage change in this column signifies price increase. 

2lndexes on a January 1986= 100 base. 

Percent Change from 
Aug. 1992 to Aug. 19931 

0.2 
3.3 
4.5 
0.6 
2.7 
2.5 
2.5 
0.1 

-0.4 
-1.6 
-1.0 

1.2 
-2.2 

1.0 
0.3 

-1.0 

0.5 

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The September 1993 Bureau of 
Labor Statistics price indexes are ac
cepted for use by department stores em
ploying the retail inventory and last-in, 
first-out inventory methods for valuing 
inventories for tax years ended on, or 
with reference to, September 30, 1993. 

Rev. Rul. 93-89 

ventory Price Indexes for September 
1993 were issued by the Bureau of 
Labor Statistics on October 15, 1993. 
The indexes are accepted by the 
Internal Revenue Service, under section 
1.472-1(k) of the Income Tax Regula
tions and Rev. Proc. 8~6, 1986-2 
C.B. 739, for appropriate application to 
inventories of department stores em
ploying the retail inventory and last-in, 
first-out inventory methods for tax 
years ended on, or with reference to, 
September 30, 1993. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three special 
combinations of the major groups-soft 
goods, durable goods, and miscellane
ous goods, and (c) a store total, which 
covers all departments, including some 
not listed separately, except for the 
following: candy, foods, liquor, to
bacco, and contract departments. 

The following Department Store In-

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

(January 1941 = 100, unless otherwise noted) 

Groups 
Sept. Sept. 
1992 1993 

477.9 495.0 
632.5 640.6 
643.5 644.0 
923.7 914.6 
622.3 604.0 
515.6 523.8 
268.1 273.4 
585.6 560.8 
430.4 438.4 
598.5 609.4 
558.8 555.4 

1. Piece Goods ............................... . 
2. Domestics and Draperies ..................... . 
3 . Women's and Children's Shoes ............... . 
4. Men's Shoes ............................... . 
5. Infants' Wear .............................. . 
6. Women's Underwear .................... " .. . 
7. Women's Hosiery ........................... . 
8. Women's and Girls' Accessories .............. . 
9. Women's Outerwear and Girls' Wear ......... . 

10. Men's Clothing ............................. . 
II. Men's Furnishings .......................... . 
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Percent Change from 
Sept. 1992 to Sept. 19931 

3.6 
1.3 
0.1 

-1.0 
-2.9 

1.6 
2.0 

-4.2 
1.9 
1.8 

-0.6 



Groups 

12. Boys' Clothing and Furnishings .............. . 
13. Jewelry .................................... . 
14. Notions .................................... . 
15. Toilet Articles and Drugs .................... . 
16. Furniture and Bedding ....................... . 
17. Floor Coverings ............................ . 
18. Housewares ................................ . 
19. Major Appliances ........................... . 
20. Radio and Television ........................ . 
21. Recreation and Education2 ................... . 

22. Home Improvements2 .•••••••......•••.....•.• 

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

Groups 1-15: Soft Goods ....................... . 
Groups 16-20: Durable Goods .................... . 
Groups 21-23: Misc. Goods2 •..•.......•••..•...•• 

Store TotaP ................................ . 

Sept. 
1992 

476.0 
926.6 
611.0 
816.6 
601.7 
522.1 
760.5 
248.1 

88.4 
115.2 
117.6 
108.3 

585.4 
456.7 
114.2 

542.8 

Sept. 
1993 

498.8 
997.5 
596.0 
838.1 
623.4 
537.8 
765.7 
248.1 

86.5 
114.4 
117.9 
105.9 

593.8 
459.7 
113.3 

547.4 

Section 475 

Percent Change from 
Sept. 1992 to Sept. 1993 1 

4.8 
7.7 

-2.5 
2.6 
3.6 
3.0 
0.7 
0.0 

-2.1 
-0.7 

0.3 
-2.2 

1.4 
0.7 

-0.8 

0.8 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2Indexes on a January 1986= 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 

Section 475.-Mark to Market 
Accounting Method for Dealers in 
Securities 

Guidance under section 475 mark
to-market rules. The Service provides 
guidance concerning the definition of a 
dealer in securities, how to identify 
securities and how to compute a net 
section 481(a) adjustment. Notice 93-
45 amplified and superseded. 

Rev. Rul. 93-76 1 

PURPOSE 

This revenue ruling provides guid
ance under section 475 of the Internal 
Revenue Code to enable taxpayers to 
comply with the mark-to-market re
quirements of section 475. 

LAW 

Section 475 of the Code was enacted 
on August 10, 1993, in the Revenue 
Reconciliation Act of 1993 (the 
"Act"). Pub. L. No. 103-66, section 
13223, 107 Stat. 481. It requires mark-

lAs corrected by Rev. Rul. 94-7. 1994-3 I.R.B. 
6. 

to-market accounting treatment for cer
tain securities held by a "dealer in 
securities" as defined in section 
475(c)(1). Section 475 is effective for 
all taxable years ending on or after 
December 31, 1993. 

Section 475(a) of the Code sets forth 
two mark-to-market rules. First, any 
security that is inventory in the hands 
of a dealer must be included in in
ventory at its fair market value. Sec
ond, any security that is not inventory 
in the hands of a dealer and that is held 
at the close of any taxable year is 
treated as sold by the dealer for its fair 
market value on the last business day 
of that taxable year, and any gain or 
loss is required to be taken into 
account for that taxable year. 

Section 475(b)(1) of the Code 
provides that the mark-to-market rules 
do not apply to: (1) any security held 
for investment; (2) any evidence of 
indebtedness that is acquired (including 
originated), or any obligation to acquire 
an evidence of indebtedness that is 
entered into, by a dealer in the ordinary 
course of its trade or business, but only 
if the evidence of indebtedness or 
obligation to acquire an evidence of 
indebtedness is not held for sale; (3) 
any security that is a hedge with re
spect to a security that is not subject to 

the mark-to-market rules; and (4) any 
security that is a hedge of a position, 
right to income, or liability that is not a 
security in the hands of the taxpayer. 
Under section 475(b )(2), a security 
must be clearly identified in the 
dealer's records as being covered by 
one of the exceptions described in 
section 475(b)(1) before the close of 
the day on which the security was 
acquired, originated, or entered into. 

In addition to the identification re
quirements in section 475(b), section 
475(c)(2)(F)(iii) of the Code requires a 
dealer in securities to identify a posi
tion that is not a security described in 
sections 475(c)(2)(A)-(E), but that is 
treated as a security because it is a 
hedge with respect to such a security. 

Notice 93-45, page 334, this Bul
letin, extended to October 31, 1993, the 
date by which a dealer in securities 
must identify certain securities for pur
poses of section 475(b) of the Code. 

ISSUES AND HOLDINGS 

Issue 1: If a taxpayer believes that it 
is not a dealer in securities within the 
meaning of section 475(c)(I) of the 
Code but nevertheless timely identifies 
all of its securities as being covered by 
one of the exceptions in section 475(b)-
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(1), does that "protective identifica
tion" cause the taxpayer to be treated 
as a dealer? 

Holding 1: No. A taxpayer that is 
not a dealer in securities within the 
meaning of section 475(c)(1) of the 
Code does not become a dealer in 
securities, or create an inference that it 
is a dealer in securities, by making a 
protective identification of its secur
ities. 

Issue 2: Is a bank or an insurance 
company excepted from the mark-to
market rules on the grounds that it is, 
per se, not a dealer in securities within 
the meaning of section 475(c)(1) of the 
Code? 

Holding 2: No. A bank or an in
surance company is subject to the 
mark-to-market rules if its activities 
bring it within the definition of a dealer 
in securities in section 475(c)(1) of the 
Code. For example, many banks are 
dealers because they regularly originate 
and sell loans. As another example, an 
insurance company that regularly 
makes and sells policyholder loans is a 
dealer for purposes of section 475. 

Issue 3: If a taxpayer's sole business 
consists of trading in securities (that is, 
the taxpayer does not purchase from, 
sell to, or otherwise enter into transac
tions with customers), is the taxpayer a 
dealer in securities within the meaning 
of section 475(c) of the Code? 

Holding 3: No. A taxpayer whose 
sole business consists of trading in 
securities is not a dealer in securities 
within the meaning of section 475(c) of 
the Code because that taxpayer does 
not purchase from, sell to, or enter into 
transactions with, customers in the 
ordinary course of a trade or business. 

Issue 4: Does the classification of a 
security under financial accounting 
principles, including FASB Statement 
No. 115 (Accounting for Certain In
vestments in Debt and Equity Se
curities) determine whether the security 
qualifies for one of the exceptions to 
the mark-to-market rules under section 
475(b)(l) of the Code? 

Holding 4: No. The classification of 
a security under financial accounting 
principles is not dispositive of the 
treatment of the security for federal 
income tax purposes. For example, for 
purposes of section 475 of the Code, a 
security may in certain cases qualify 
for the held-for-investment exception to 
the mark-to-market rules even though, 
under applicable financial accounting 
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principles, the security is classified as 
available for sale. 

Issue 5: Does an identification of a 
security as "held for investment" 
under section 1236 of the Code serve 
to identify that security as "held for 
investment" (within the meaning of 
section 475(b)(1)(A» or as "not held 
for sale" (within the meaning of 
section 475(b)(1)(B»? 

Holding 5: No. Taxpayers ~ay 
choose not to identify under sectIOn 
475(b )(2) some or all of the securities 
that they identify under section 
1236(a)(1). (But see Holding 9(1) 
below and section 1.475(b)-2T(a)(1) of 
the temporary regulations for a special 
transition rule.) Accordingly, even if a 
section 1236 identification has been 
made, an identification of a security or 
hedge is a valid identification for 
purposes of section 4 75(b )(2) only i~ it 
contains a specific reference to sectIOn 
475; this specific reference, however, 
may be effected by any reasonable 
method. For instance, certain accounts 
may be identified in such a way that 
placing a security or hedge in the 
account identifies the security or hedge 
for purposes of both section 1236(a)(1) 
and section 475(b)(1)(A), (B), or (C). 
See Holding 6 below. 

Issue 6: Is a dealer in securities 
required to use a special procedure to 
comply with the identification require
ments under section 475 of the Code, 
including identification of a security as 
being excepted from mark-to-market 
accounting? 

Holding 6: No. Until further guid
ance is published, a dealer may comply 
with the identification requirements 
under section 475 of the Code using 
any reasonable method (see, for exam
ple, guidance concerning identification 
requirements under sections 988(a)(1)
(B), 1221, 1236(a)(1), and 1256(e)(2)
(C) of the Code). The identification, 
however, must be made on, and re
tained as part of, the dealer's books 
and records. The dealer's records must 
clearly indicate the specific security or 
hedge being identified, and the identi
fication must clearly indicate that it is 
being made for purposes of section 
475. Alternatively, the dealer may 
identify specific accounts as containing 
only securities or hedges that are 
covered by a particular exception, so 
that placing a security or hedge in the 
account identifies the security or hedge 
as being covered by that exception. 

Analogously, under Rev. Rul. 64-
160, 1964-1 (Part I) C.B. 306, modi-

fied, Rev. Rul. 7~89, 1976-2 C.B. 
250, dealers can identify specified 
accounts as containing only securities 
held for investment for purposes of 
section 1236(a)(1). Accordingly, 
dealers can satisfy the identification 
requirements of section 475(b)(2) by 
unambiguously indicating that all of the 
securities or hedges in one or more of 
these accounts are also described in 
section 475(b)(1)(A), (B), or (C). Once 
such an identification of an account is 
made, placing a security or hedge in 
the account identifies the security or 
hedge not only as being "held for 
investment" for purposes of section 
1236 but also as being described in the 
applicable subparagraph of section 
475(b)(1). 

In addition, rather than identifying 
specific securities, hedges, or accounts 
as being covered by an exception 
described in section 475(b)(1), a dealer 
may comply with the identification 
requirement under section 475(b) by 
clearly indicating the specific se
curities, hedges, or accounts that are 
not covered by an exception and 
identifying all other securities, hedges, 
or accounts as being excepted. 

Issue 7: If a taxpayer held securities 
(within the meaning of section 
475(c)(2) of the Code) on August 10, 
1993, or acquires, originates, or enters 
into securities between August 10, 
1993, and October 31, 1993, is an 
otherwise proper identification timely 
for purposes of section 475(b)(2) or 
section 475(c)(2)(F)(iii) if made on or 
before October 31, 1993? 

Holding 7: Yes. In the case of 
securities (within the meaning of sec
tion 475(c)(2) of the Code) that are 
held on August 10, 1993, an identifica
tion is timely for purposes of section 
475(b)(2) or section 475(c)(2)(F)(iii) if 
it is made on or before October 31, 
1993. 

In the case of securities acquired, 
originated, or entered into between 
August 10, 1993, and October 31, 
1993, an identification is timely for 
these purposes if it is made on or 
before October 31, 1993, or (for certain 
secuntIes described in section 
475(c)(2)(C» such later time as 
provided in Holding 8. 

Issue 8: If a dealer in securities 
originates or acquires an evidence of 
indebtedness in the ordinary course of 
a trade or business, are there any 
exceptions to the requirement that the 
dealer make an identification under 



section 475(b)(2) of the Code before 
the close of the day on which it 
originates or acquires the security? 

Holding 8: Yes. Pending further 
guidance, if a financial institution (as 
defined in section 265(b )(5) of the 
Code) originates or acquires an evi
dence of indebtedness in the ordinary 
course of a trade or business, an 
identification of the evidence of in
debtedness is timely if it is made in 
accordance with the dealer's accounting 
practice, but no later than 30 calendar 
days after the date of origination or 
acquisition. The preceding sentence 
applies to any dealer in securities for 
evidences of indebtedness that are 
mortgage loans. 

Also, pending further guidance, a 
dealer in securities that enters into 
commitments to acquire mortgage loans 
may identify those commitments as 
being held for investment if the dealer 
acquires the mortgage loans and holds 
the mortgages as investments. This 
identification of commitments to ac
quire mortgage loans must be made in 
accordance with the dealer's accounting 
practice, but no later than 30 calendar 
days after the date of origination or 
acquisition of the mortgage loans. 

Issue 9: If, for the first taxable year 
ending on or after December 31, 1993 
("the year of change"), a taxpayer is 
required to change its method of ac
counting for securities to comply with 
section 475 and take into account any 
resulting net section 481(a) adjustment, 
how does the taxpayer determine which 
of the securities it held at the close of 
the taxable year immediately preceding 
the year of change must be marked to 
market under the new method of 
accounting? 

Holding 9: To compute a net section 
481(a) adjustment, a taxpayer needs to 
determine which of the securities it 
held at the close of the taxable year 
immediately preceding the year of 
change are marked to market as of the 
beginning of the year of change. Any 
security not treated as identified as 
being covered by an exception to the 
mark-to-market rules must be marked 
to market as of the beginning of the 
year of change and thus must be taken 
into account in computing the amount 
of the net section 481 (a) adjustment. 
Pursuant to the legislative history, and 
solely for purposes of determining the 
securities that are to be marked to 
market as of the beginning of the year 
of change, a dealer in securities that is 

required to change its method of ac
counting for securities must apply the 
standards that follow. 

(1) Certain securities previously 
identified under section 1236. If, as of 
the close of the last taxable year ending 
before December 31, 1993, a security 
was identified under section 1236 as a 
security held for investment, the se
curity is treated as being identified as 
held for investment for purposes of 
section 475(b). Section 1.475(b)-
2T(a)(1) of the temporary regulations. 

(2) Consistency requirement for 
other securities. In the case of a 
security (including a security described 
in section 475(c)(2)(F)) that is not 
described in the preceding paragraph 
and that was held by the taxpayer as of 
the close of the last taxable year ending 
before December 31, 1993, the security 
is treated as having been properly 
identified under section 475(b)(2) or 
section 475(c)(2)(F)(iii) if the informa
tion contained in the dealer's books 
and records as of the close of that year 
supports the identification. If there is 
any ambiguity in those records, the 
taxpayer must, no later than January 
31, 1994, place in its records a 
statement resolving this ambiguity and 
indicating unambiguously which se
curities are to be treated as properly 
identified. Any information that sup
ports treating a security as having been 
properly identified under section 
475(b)(2) or section 475(c)(2)(F)(iii) 
must be applied consistently from one 
security to another. Section 1.475(b)-
2T(a)(2) of the temporary regulations. 

Issue 10: How is the net section 
481(a) adjustment computed for a 
change to mark-to-market accounting 
required in the first taxable year that 
ends on or after December 31, 1993 
("the year of change")? 

Holding 10: A dealer's net section 
481(a) adjustment is determined with 
reference to the securities described in 
Holding 9. The amount of the adjust
ment is the difference between (1) the 
bases of those securities under the new 
method of accounting at the beginning 
of the year of change (that is, the fair 
market value of those securities as of 
the close of the taxable year imme
diately preceding the year of change), 
and (2) the adjusted bases of those 
securities under the taxpayer's old 
method of accounting as of the close of 
the taxable year immediately preceding 
the year of change. 

Issue 11: Over what period is the net 
section 481(a) adjustment spread? 

Se,Ption 483 

Holding 11: Section 13223(c)(2)(C) 
of the Act generally requires a dealer 
to take its net section 481(a) adjust
ment (whether positive or negative) 
into account ratably over the 5-taxable
year period beginning with the year of 
change. In the case of a floor specialist 
or market maker that used the LIFO 
method of accounting with respect to 
certain qualified securities for the 
5-taxable-year period ending with its 
last taxable year ending before Decem
ber 31, 1993, however, section 13223-
(c)(3) of the Act provides a special 
rule. The portion (if any) of the 
taxpayer's net section 481(a) adjust
ment that is attributable to the use of 
the LIFO method of accounting is 
taken into account ratably over the 15-
taxable-year period beginning with the 
year of change, and the balance of the 
taxpayer's net section 481(a) adjust
ment is taken into account ratably over 
the 5-taxable-year period that applies to 
all other dealers. The portion of the 
taxpayer's net section 481(a) adjust
ment that is attributable to the use of 
the LIFO method for qualified se
curities equals the lesser of (a) the 
taxpayer's net section 481(a) adjust
ment, or (b) the taxpayer's LIFO 
recapture amount attributable to 
qualified securities, computed under 
section 312(n)( 4) without regard to the 
effective date of that section. 

EFFECT ON OTHER DOCUMENTS 

Notice 93-45, page 334, this Bul
letin, which extended the time period in 
which a dealer in securities can timely 
identify certain securities held on Au
gust 10, 1993, and certain securities 
acquired, originated, or entered into 
between August 10, 1993, and October 
31, 1993, is amplified and superseded. 

Part III.-Adjustments 

Section 483.-lnterest on Certain 
Deferred Payments 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42. 
page 260. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
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the month of August 1993. See Rev, Rul. 93-51. 
page 262. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55. page 263. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64. page 264. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82. page 267. 

Subchapter F.-Exempt Organizations 
Part III.-Taxation of Business Income of Certain 
Exempt Organizations 

Section 513.-Unrelated Trade or 
Business 

The Service is providing inflation adjustments 
to the maximum amount of a "Iow cost article"' 
for calendar year 1994. This safe harbor ensures 
that funds raised through a charity' s distribution 
of articles will not be treated as unrelated 
business income to the charity. See Rev. Proc 
93-49. page 581. 

Subchapter H.-Banking Institutions 
Part I.-Rules of General Application to Banking 
Institutions 

Section 585.-Reserves for Losses 
on Loans of Banks 

26 CFR 1.585-1: Reserves for losses 011 loans 
of banks. 

May a commercial bank use the 10-year net 
operating loss carryback provision of section 
1 72(b)(l )(0) of the Code for the portion of its 
net operating loss that is attributable to a 
deduction allowed under section 585(a)( I) for an 
addition to its bad debt reserve. See Rev. Rul. 
93-69. page 75. 

Subchapter I.-Natural Resources 
Part I.-Deductions 

Section 611.-Allowance of 
Deduction for Depletion 

26 CFR 1.611-1: Allowance of deduction for 
depletion. 

The owner of a royalty interest is allowed an 
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allocable share of the credit provided in section 
29 of the Code where the mineral in which the 
royalty owner has an interest is a qualified fuel 
extracted. See Rev. Rul. 93-46. page 3. 

Section 614.-Definition of Property 

26 CFR 1.614-1: Definitioll of property. 

The owner of a royalty interest is allowed an 
allocable share of the credit provided in section 
29 of the Code where the mineral in which the 
royalty owner has an interest is a qualified fuel 
extracted. See Rev. Rul. 93-46. page 3. 

Subchapter K.-Partners and Partnerships 

Part I.-Determination of Tax liability 

Section 704.-Partner's Distributive 
Share 

26 CFR 1.704-1: Partner's distributive share. 

Is there a minimum gain charge back under 
section 1.704-2(f) of the regulations because of a 
partnership termination pursuant to section 
708(b)(l)(B) of the Code? See Rev. Rul. 93-90, 
below. 

26 CFR 1.704-2: Allocatiolls attributable to 
nonrecourse liabilities. 
(Also Section 708; 1.704-1, 1.708-1.) 

No minimum gain chargeback upon 
section 708(b)(1 )(B) termination. 
There is no minimum gain chargeback 
under section 1.704-2(f) of the regula
tions because of a partnership termina
tion pursuant to section 708(b)(1 )(B) of 
the Code. 

Rev. Rul. 93-90 

ISSUE 

Is there a minimum gain chargeback 
under section 1.704-2(f) of the Income 
Tax Regulations because of a partner
ship termination pursuant to section 
708(b)( I )(B) of the Internal Revenue 
Code. 

FACTS 

Partnership P has two equal partners, 
A and B. P has been operating for 
several years and has nonrecourse lia
bilities subject to the allocation rules of 
section 1.704-2 of the regulations. P 
also has partnership minimum gain_ On 
January I, 1993, B sells B's interest to 
C, and P terminates under section 
708(b)(1)(B) of the Code. 

LAW AND ANALYSIS 

Section 708(b)( 1 )(B) of the Code 
provides that a partnership terminates if 
within a 12-month period there is a 
sale or exchange of 50 percent or more 
of the total interest in partnership 
capital and profits. 

Section 1.708-1(b)(1)(iv) of the, reg
ulations provides that if a partnership 
terminates by a sale or exchange of an 
interest, the following is deemed to 
occur: The partnership distributes its 
properties to the purchaser and the 
other remaining partners in proportion 
to their respective interests in the 
partnership properties; and, imme
diately thereafter, the purchaser and the 
other remaining partners contribute the 
properties to a new partnership. 

Section 1.1001-2(a) of the regula
tions provides that to the extent a 
nonrecourse liability exceeds the ad
justed basis of the property it encum
bers, a disposition of that property will 
generate gain at least equal to that 
excess. When the liability encumbers 
partnership property, section 1.704-
2(b )(2) defines the excess of the 
liability over the property's book basis 
as partnership minimum gain. 

Section 1.704-2(f)(1) of the regula
tions provides that if there is a net 
decrease in partnership minimum gain 
for a partnership taxable year, whether 
from a sale of property or otherwise, 
each partner must be allocated items of 
partnership income and gain for that 
year equal to that partner's share of the 
net decrease in partnership minimum 
gain (the minimum gain chargeback 
requirement). 

Section 1.704-2(d)(4) of the regula
tions provides that if there is a decrease 
in partnership minimum gain because 
the partners' capital accounts are in
creased pursuant to section 1.704-l(b)
(2)(iv)(d), (j), or (r), there will be 
no minimum gain chargeback arising 
solely from the revaluation. Section 
1.704-2(f)(5) provides that the Com
missioner may, by revenue ruling, pro
vide additional exceptions to the mini
mum gain chargeback requirement. 

Section 1.704-1 (b)(2)(iv)(l) of the 
regulations provides that if the transfer 
of a partnership interest terminates the 
partnership under section 708(b)(1)(B) 
of the Code, the transferee partner's 
capital account will be adjusted in 
accordance with section 1.704-1(b}
(2)(iv)(e)_ 



To satisfy the capital account main
tenance rules of section 1.704-1 (b)
(2)(iv) of the regulations, the capital 
account adjustments must meet certain 
requirements. Section 1.704-1 (b)(2)
(iv)(e) requires that a partner's capital 
account be decreased by the fair market 
value of property distributed by the 
partnership to the partner. To satisfy 
this requirement, the capital accounts 
of the partners first must be adjusted to 
reflect the manner that the unrealized 
income, gain, loss, and deduction inher
ent in the property (not previously 
reflected in the capital accounts) would 
be allocated among the partners if there 
were a taxable disposition of the 
property for the fair market value of 
the property (taking section 770l(g) of 
the Code into account) on the date of 
distribution. 

The sale of B's interest in P to C 
caused P to terminate under section 
708(b)(1)(B) of the Code. Upon the 
termination, P is. deemed to have dis
tributed to each of A and Cone-half 
the partnership property; immediately 
thereafter A and C are deemed to have 
each contributed the property to a new 
partnership. 

Pursuant to section 1.704-1 (b )(2)
(iv)(e) of the regulations, the book 
capital accounts of A and C are each 
adjusted to reflect the manner in which 
the partnership gain would be shared if 
the partnership property were sold for 
its fair market value immediately prior 
to P's termination. After revaluation, 
P's partnership minimum gain is re
duced to zero, which would ordinarily 
trigger a minimum gain chargeback. 

Nevertheless, under section 1.704-
2(f)(5), no minimum gain chargeback is 
required because when a partnership 
terminates under section 708(b)(1)(B) of 
the Code, minimum gain is accounted 
for by the partners without a minimum 
gain chargeback. B's share of the 
minimum gain is taken into account by 
8 upon the sale of the partnership 
interest; B's amount realized reflects the 
fair market value of the encumbered 
property (taking into account section 
7701(g)), and, therefore, gain or loss 
recognized by B includes gain equal to 
8's share of the partnership minimum 
gain. A's share of the minimum gain is 
taken into account upon the deemed 
distribution of the partnership assets to 
A and C and their deemed recontribution 
to the partnership. On the deemed 
distribution, the basis of the assets in 
A's hands reflects A's basis in the 
Partnership (section 732(b)), and on the 
deemed recontribution, the difference 

between the assets' fair market value 
and basis is taken into account under 
section 704(c) and section 1.752-3 of 
the regulations. 

HOLDING 

There is no mInImUm gain charge
back under section 1.704-2(f) of the 
regulations because of a partnership 
termination pursuant to section 
708(b)(1)(B) of the Code. 

Section 708.-Continuation of 
Partnership 

26 CFR 1.708-1: Continuation of partnership. 

Is there a minimum gain chargeback under 
section 1.704-2(f) of the regulations because of a 
partnership termination pursuant to section 
708(b)(l)(B) of the Code? See Rev. Rul. 93-90, 
page 238. 

Part n.-Contributions, Distributions, and 
Transfers 
Subpart A.-Contributions to a Partnership 

Section 721.-Nonrecognition of Gain 
or Loss on Contribution 

26 CFR 1.721-1: Nonrecognition of gain or 
loss on contribution. 

If a person receives a profits interest for the 
provision of services to or for the benefit of a 
partnership in a partner capacity or in anticipa
tion of being a partner, the Service will not treat 
the receipt of such an interest as a taxable event 
for the partner or the partnership. See Rev. Proc. 
93-27, page 343. 

Subchapter B.-Distributions by a Partnership 

Section 731.-Extent of Recognition 
of Gain or Loss on Distribution 

26 CFR 1.731-1: Extent of recognition of gain 
or loss on distribution. 
(Also Sections 165, 741, 752, 1011.) 

Abandonment or worthlessness of a 
partnership interest. A loss incurred on 
the abandonment or worthlessness of a 
partnership interest is an ordinary loss 
if sale or exchange treatment does not 
apply. If there is an actual or deemed 
distribution to the partner, or if the 
transaction is otherwise in substance a 
sale or exchange, the partner's loss is 
capital (except as provided in section 
751(b) of the Code). Rev. Rul. 70-355 
clarified and superseded; Rev. Rul. 76-
189 revoked. 

Section 731 

Rev. Rul. 93-80 

ISSUE 

Is a loss incurred on the abandon
ment or worthlessness of a partnership 
interest a capital or an ordinary loss? 

FACTS 

Situation 1. PRS is a general part
nership in which A, B, and C were 
equal partners. During 1993, PRS be
came insolven.t, and C abandoned C's 
partnership interest. C took all steps 
necessary to effect a proper abandon
ment, including written notification to 
PRS. PRS's partnership agreement was 
amended to indicate that C was no 
longer a partner. At the time C 
abandoned the partnership interest, 
PRS's only liabilities were nonrecourse 
liabilities of l20x dollars, shared 
equally by A, B, and C. C had a 
remaining adjusted basis in the part
nership interest of l80x dollars. C did 
not receive any money or property on 
leaving the partnership. 

Situation 2. LP is a limited part
nership in which D and E were general 
partners and F was one of the limited 
partners. During 1993, LP became 
insolvent, and F abandoned F's limited 
partnership interest. F took all steps 
necessary to effect a proper abandon
ment, including written notification to 
LP. LP's partnership agreement was 
amended to indicate that F was no 
longer a partner. At the time F 
abandoned the partnership interest, F 
had a remaining adjusted basis of 200x 
dollars in the partnership interest. F did 
not bear the economic risk of loss for 
any of the partnership liabilities and 
was not entitled to include a share of 
the partnership liabilities in the basis of 
F's partnership interest. F did not 
receive any money or property on 
leaving the partnership. 

LAW 

Section 165(a) of the Internal Reve
nue Code allows a deduction for any 
loss sustained during the taxable year 
and not compensated for by insurance 
or otherwise. Section 165(b) provides 
that the basis for determining the 
amount of a deduction for any loss is 
the adjusted basis provided in section 
1011 for determining the loss from the 
sale or other disposition of property. 
Section 1.165-1(b) of the Income Tax 
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Regulations provides that a loss must 
be evidenced by closed and completed 
transactions, fixed by identifiable 
events, and actually sustained during 
the taxable year. 

Section 165(f) of the Code provides 
that losses from sales or exchanges of 
capital assets are allowed only to the 
extent allowed in sections 1211 or 
1212. Under section 1.165-2 of the 
regulations, however, absent a sale or 
exchange a loss that results from the 
abandonment or worthlessness of non
depreciable property is an ordinary loss 
even if the abandoned or worthless 
asset is a capital asset (such as a 
partnership interest). 

To establish the abandonment of an 
asset, a taxpayer must show an intent 
to abandon the asset, and must overtly 
act to abandon the asset. CRST, Inc. v. 
Commissioner, 92 T.C. 1249 (1989), 
aft'd, 909 F.2d 1146 (8th Cir. 1990); 
Dezendorf v. Commissioner, T.C.M. 
1961-280, aft'd, 312 F.2d 95 (5th Cir. 
1963). An asset is worthless when it in 
fact has no value. Laport v. Commis
sioner, 671 F.2d 1028 (7th Cir. 1982); 
Boehm v. Commissioner, 326 U.S. 287 
(1945). 

Section 731(a) of the Code provides 
that in the case of a distribution by a 
partnership to a partner, loss is recog
nized by the partner only upon distribu
tion in liquidation of the interest in a 
partnership, and only where no prop
erty other than money, unrealized re
ceivables, and inventory is distributed 
to that partner. Loss is recognized by 
the partner to the extent the adjusted 
basis of the partner's partnership inter
est exceeds the money distributed and 
the basis to the distributee partner in 
any unrealized receivables and inven
tory items distributed. Any loss recog
nized under section 731(a) is consid
ered a loss from the sale or exchange 
of the partnership interest of the 
distributee partner. 

Section 741 of the Code provides 
that in the case of a sale or exchange 
of a partnership interest, gain or loss is 
recognized to the transferor partner. 
The gain or loss is considered gain or 
loss from the sale or exchange of a 
capital asset, except as otherwise 
provided in section 751 (relating to 
inventory items that have appreciated 
substantially in value and unrealized 
receivables). 

Section 752(b) of the Code provides 
that any decrease in a partner's share 
of the liabilities of a partnership, or 
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any decrease in a partner's individual 
liabilities by reason of the assumption 
by the partnership of the individual 
liabilities, is considered a distribution 
of money to the partner by the 
partnership. 

In Rev. Rul. 70-355, 1970-2 C.B. 
51, a taxpayer paid cash for an interest 
as a limited partner in a partnership, 
and the taxpayer's capital account was 
credited with an amount less than the 
cash paid. The partnership agreement 
provided that losses would first be 
allocated against each partner's capital 
account and any balance would be 
shared only by the general partners. In 
a subsequent taxable year, the part
nership sustained a loss in its business 
operations, entered into bankruptcy, 
and dissolved. The taxpayer's distribu
tive share of the partnership loss for 
the taxable year reduced the taxpayer's 
capital account to zero. In addition, the 
taxpayer's adjusted basis in the part
nership interest, which was greater than 
the taxpayer's capital account, was 
reduced by the taxpayer's distributive 
share of the loss. However, the tax
payer's adjusted basis in the part
nership interest was not reduced to 
zero. The taxpayer did not receive any 
cash or other consideration in liquida
tion of the taxpayer's partnership 
interest. 

Rev. Rul. 70-355 concludes that the 
taxpayer's loss is deductible as an 
ordinary loss under section 165(a) of 
the Code. The taxpayer's loss was 
composed of the taxpayer's distributive 
share of the partnership loss equal to 
the taxpayer's capital account and the 
balance of the taxpayer's adjusted basis 
in the partnership interest. 

In Rev. Rul. 76-189, 1976-1 C.B. 
181, D purchased a one-third interest in 
the ABC partnership from taxpayer A. 
ABC sustained a net loss from its 
business operations for the taxable year 
and terminated at the end of that 
taxable year. At termination, ABC had 
no remaining assets or liabilities. D's 
distributive share of the partnership 
loss did not reduce D's basis in D's 
partnership interest to zero. 

Rev. Rul. 76-189 concludes that D 
has an ordinary loss deduction for D's 
distributive share of the partnership 
loss under section 702(a) of the Code 
and a capital loss deduction for any 
remaining adjusted basis in D's part
nership interest under section 731(a) on 
the date the partnership terminated. 
This was so even though there was no 

actual or deemed distribution from the 
partnership. 

ANALYSIS 

The abandonment or worthlessness 
of a partnership interest may give rise 
to a loss deductible under section 
165(a) of the Code. Whether a loss 
from the abandonment or worthlessness 
of a partnership interest is capital or 
ordinary depends on whether or not the 
loss results from the sale or exchange 
of a capital asset. 

Sections 731 and 741 of the Code 
apply to any transaction in which the 
partner receives an actual distribution of 
money or property from the partnership. 
These provisions likewise apply to any 
transaction in which a partner is deemed 
to receive a distribution from the 
partnership (e.g., section 752(b». Thus, 
whether there is an actual distribution or 
a deemed distribution, the transaction is 
treated as a sale or exchange of the 
partnership interest, and any loss result
ing from the transaction is capital 
(except as provided in section 751(b». 
Such a transaction is not treated for tax 
purposes as involving a loss from the 
abandonment or worthlessness of a part
nership interest regardless of the amount 
of the consideration actually received or 
deemed received in the exchange. 

Any decrease in a partner's share of 
partnership liabilities is deemed to be a 
distribution of money to the partner 
under section 752(b). The section 752(b) 
deemed distribution triggers the distri
bution on liquidation rule of section 
731 (a) for recognition of loss. For 
purposes of determining whether or not 
section 752(b) applies to create a 
deemed distribution upon abandonment 
or worthlessness, liability shifts that take 
place in anticipation of such event are 
treated as occurring at the time of the 
abandonment or worthlessness under 
general tax principles. See also section 
1.731-1(a)(2) of the regulations provid
ing that the liquidation of a partner's 
interest in a partnership may take place 
by means of a series of distributions. 

A loss from the abandonment or 
worthlessness of a partnership interest 
will be ordinary if there is neither an 
actual nor a deemed distribution to the 
partner under the principles described 
above. Even a de minimis actual or 
deemed distribution makes the entire 
loss a capital loss. Citron v. Commis
sioner. 97 T.C. 200, 216 n.l4 (1991). 
In addition, the loss will be ordinary 



only if the transaction is not otherwise 
in substance a sale or exchange. For 
example, a partner's receipt of consid
eration from another partner (or a party 
related thereto) may, depending upon 
the facts and circumstances, establish 
that a purported abandonment or worth
lessness of a partnership interest is in 
substance a sale or exchange. 

Partner D in Rev. Rul. 76-189 
satisfied all of the requirements for 
ordinary loss treatment. Partner D did 
not receive any actual distributions, and 
D was not deemed to receive any 
distributions under section 752(b) of 
the Code as a result of liability shifts. 
Nevertheless, Rev. Rul. 76-189 denied 
D ordinary loss treatment because the 
Service concluded that for partnership 
terminations section 731 applied as if 
an actual distribution had taken place. 
The Service will no longer follow Rev. 
Rul. 76-189. 

The taxpayer in Rev. Rul. 70-355 
also satisfied all of the requirements for 
ordinary loss treatment. Unlike Rev. 
Rul. 76-189, however, Rev. Rul. 70-
355 concludes that the taxpayer's loss 
is ordinary without discussing the 
relevance of partnership liabilities in 
determining whether a partner has an 
ordinary loss under section 165(a) of 
the Code upon the abandonment or 
worthlessness of a partnership interest. 
Further, some taxpayers have inter
preted the partnership's bankruptcy as 
an essential fact in Rev. Rul. 70-355. 
Thus, although the conclusion in Rev. 
Rul. 70-355 is consistent with the 
conclusion in this revenue ruling, to 
avoid further confusion, Rev. Rul. 70-
355 is clarified and superseded. 

In Situation 1, when C abandons the 
interest in PRS, which has liabilities in 
which C shares, a deemed distribution 
of 40x dollars is made to C under 
section 752(b) of the Code. The 
deemed distribution reduces the basis 
of C's interest to 140x dollars (180x-
40x = 140x). Because there is a deemed 
distribution to C, section 731(a) applies 
and any loss allowed is capital. Thus, 
C's entire 140x dollars loss from 
abandoning the PRS interest is a capital 
l?ss even though the deemed distribu
tIon under section 752(b) is only 40x 
dollars. The results would be the same 
if C's interest in PRS were found to be 
worthless. Because C shares in the 
liabilities of PRS a deemed distribution 
is made to C on ~ finding of worthless
ness, section 731 applies, and any loss 
allowed is capital. 

In Situation 2, F permanently aban
dons F's interest in LP. Section 731 of 

the Code does not apply because F did 
not receive any actual or deemed 
dist~ibution f~om the partnership. F 
receIved nothmg in exchange for F's 
interest in LP. Accordingly, F realizes 
an ordinary loss of 200x dollars for the 
adjusted basis of F's partnership inter
est, which may be deducted under 
section 165(a) as an ordinary loss 
subject to all other applicable rules of 
the Code. The results would be the 
same if F's partnership interest in LP 
had become worthless. 

HOLDING 

A loss incurred on the abandonment 
or worthlessness of a partnership inter
est is an ordinary loss if sale or 
exchange treatment does not apply. If 
there is an actual or deemed distribu
tion to the partner, or if the transaction 
is otherwise in substance a sale or 
exchange, the partner's loss is capital 
(except as provided in section 751(b)). 

EFFECTS ON OTHER REVENUE 
RULINGS 

Rev. Rul. 70-355 is clarified and 
superseded. Rev. Rul. 76-189 is 
revoked. 

PROSPECTIVE APPLICATION 

Pursuant to the authority granted in 
section 7805(b) of the Code, taxpayers 
may rely upon Rev. Rul. 76-189, for 
closed and completed transactions oc
curring before November 10, 1993, the 
date of release of this revenue ruling. 

Subpart C.-Transfers of Interest in a Partnership 

Section 741.-Recognition and 
Character of Gain or Loss on Sale or 
Exchange 

A loss incurred on the abandonment or worth
lessness of a partnership interest is an ordinary 
loss if sale or exchange treatment does not apply. 
If there is an actual or deemed distribution to the 
partner, or if the transaction is otherwise in 
substance a sale or exchange, the partner's loss 
is capital (except as provided in section 751(b)). 
See Rev. Rul. 93-80, page 239. 

Subpart D.-Provisions Common to Other Subparts 

Section 752.-Treatment of Certain 
Liabilities 

A loss incurred on the abandonment or worth-

Section 807 

lessness of a partnership interest is an ordinary 
loss if sale or exchange treatment does not apply. 
If there is an actual or deemed distribution to the 
partner, or if the transaction is otherwise in 
substance a sale or exchange. the partner's loss 
is capital (except as provided in section 751(b». 
See Rev. Rul. 93-80. page 239. 

Subchapter L.-Insurance Companies 

Part I.-Life Insurance Companies 
Subpart C.-Life Insurance Deductions 

Section 807.-Rules for Certain 
Reserves 

Insurance companies; interest rates. 
Prevailing state assumed interest rates 
and applicable federal interest rates are 
provided for the determination of re
serves under section 807 of the Code 
for contracts issued in taxable years 
beginning after December 31, 1991. 
Rev. Rul. 92-19 supplemented. 

Rev. Rul. 93-58 

For purposes of sections 807(d)(4) 
and 807(d)(5) of the Internal Revenue 
Code, for taxable years beginning after 
December 31, 1991, this ruling supple
ments the schedules of prevailing state 
assumed interest rates set forth in Rev. 
Rul. 92-19, 1992-1 C.B. 227. This 
information is to be used by insurance 
companies in computing their reserves 
for (1) life insurance and supplemen
tary total and permanent disability 
benefits, (2) individual annuities and 
pure endowments, and (3) group an
nuities and pure endowments. As sec
tion 807(d)(2)(B) requires that the 
interest rate used to compute these 
reserves be the greater of (1) the 
applicable federal interest rate, or (2) 
the prevailing state assumed interest 
rate, the table of applicable federal 
interest rates in Rev. Rul. 92-19 is also 
supplemented. 

Following are supplements to sched
ules A, B, C, and D to Part III of Rev. 
Rul. 92-19, providing prevailing state 
assumed interest rates for insurance 
products with different features issued 
in 1992 and 1993, and a supplement to 
the table in Part IV of Rev. Rul. 92-19, 
providing the applicable federal interest 
rates under section 807(d)(4)(A) for 
1993. This ruling does not supplement 
Parts I and II of Rev. Rul. 92-19. 
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Part III. Prevailing State Assumed Interest Rates-Products Issued in Years After 1982. * 

Schedule A 

STATUTORY VALUATION INTEREST RATES 
BASED ON THE 1980 AMENDMENTS TO THE 

NAIC STANDARD V ALUA TION LAW 

A. Life insurance valuation: 

Guarantee Duration (years) 

10 or fewer 
More than 10 
but not more than 20 
More than 20 

Calendar Year of Issue 
19934 

6.00 
6.00 

5.00 

Source: Rates calculated from the monthly averages, ending June 30, 1992, of Moody's 
Corporate Bond Yield Average-Monthly Average Corporates. 

4 As the applicable federal interest rate for 1993 of 8.10 percent exceeds the prevailing state 
assumed interest rate for 1993 shown in Part IV of this ruling, the interest rate to be used for 
this product for section 807 purposes, pursuant to section 807(d)(2)(B), is the applicable federal 
interest rate. Note, however, that section 807(d)(4)(A)(ii) permits an election to recompute the 
applicable federal interest rate if certain conditions are satisfied. See also footnote 3 to Schedule 
A, Part III, Rev. Rul. 92-19 at 1992-1 C.B. 231. 

* The terms used in the schedules in this ruling and in Part III of Rev. Rul. 92-19 are those 
used in the Standard Valuation Law, and are defined in Rev. Rul. 92-19. 

Part III, Schedule B 

STATUTORY VALUATION INTEREST RATES 
BASED ON THE 1980 AMENDMENTS TO THE 

NAIC STANDARD VALUATION LAW 

B. Single premium immediate annuities and annuity benefits involving life contingencies arising 
from other annuities with cash settlement options and from guaranteed interest contracts with 
cash settlement options: 

Calendar Year of Issue 

1992 

Valuation Interest Rate 

7.75* 

Source: Rates calculated from the monthly averages, ending June 30, 1992, of Moody's 
Corporate Bond Yield Average-Monthly Average Corporates. The terms used in this schedule 
are those used in the Standard Valuation Law as defined in Rev. Rul. 92-19. 

* The applicable federal interest rates for 1988 and later years must be used in computing 
re~erves under section 807 if they exceed the prevailing state assumed interest rates specified in 
thIS schedule. See applicable federal interest rates set forth in Part IV of Rev. Rul. 92-19 as 
supplemented by this ruling. 

242 1993-2 C.B. 



Part III, Schedule CI0 - 1992 

STATUTORY VALUATION INTEREST RATES 
BASED ON NAIC STANDARD VALUATION LAW 

FOR 1992 CALENDAR YEAR BUSINESS 
GOVERNED BY THE 1980 AMENDMENTS 

Section 807 

C. Valuation interest rates for other annuities and guaranteed interest contracts that are valued on an issue year basis: 

Cash Future Valuation Interest Rate 
Settlement Interest Guarantee Duration For Plan Type 
Options? Guarantee? (years) A B C 

Yes Yes 5 or fewer 7.75* 6.50* 6.00* 
More than 5, but not 7.50* 6.50* 6.00* 

more than 10 
More than 10, but not 6.75* 6.00* 5.75* 

more than 20 
More than 20 5.75* 5.00* 5.00* 

Yes No 5 or fewer 8.00* 6.75* 6.25* 
More than 5, but not 7.75* 6.75* 6.25* 

more than 10 
More than 10, but not 7.00* 6.25* 6.00* 

more than 20 
More than 20 6.00* 5.25* 5.25* 

No Yes or No 5 or fewer 7.75* 
More than 5, but not 7.50* 

more than 10 NOT APPLICABLE 
More than 10, but not 6.75* 

more than 20 
More than 20 5.75* 

Source: Rates calculated from the monthly averages, ending June 30, 1992, of Moody's Corporate Bond Yield 
Average-Monthly Average Corporates. 

* As the applicable federal interest rate for 1992 of 8.40 percent exceeds this prevailing state assumed interest rate, the 
interest rate to be used for this product under section 807 is 8.40 percent. 
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Part III, Schedule DI0 - 1992 

STATUTORY VALUATION INTEREST RATES 
BASED ON NAIC STANDARD VALUATION LAW 

FOR 1992 CALENDAR YEAR BUSINESS 
GOVERNED BY THE 1980 AMENDMENTS 

D. Valuation interest rates for other annuities and guaranteed interest contracts that are contracts with cash settlement 

options and that are valued on a change in fund basis: 

Cash 
Settlement 
Options? 

Yes 

Yes 

Future 
Interest 

Guarantee? 

Yes 

No 

Guarantee Duration 
(years) 

5 or fewer 
More than 5, but not 

more than 10 
More than 10, but not 

more than 20 
More than 20 
5 or fewer 
More than 5, but not 

more than 10 
More than 10, but not 

more than 20 
More than 20 

A 

8.50 
8.25* 

7.75* 

6.50* 
9.00 
8.50 

8.00* 

6.75* 

Valuation Interest Rate 
For Plan Type 

B C 

8.00* 6.25* 
8.00* 6.25* 

7.50* 6.00* 

6.50* 5.25* 
8.25* 6.50* 
8.25* 6.50* 

7.75* 6.25* 

6.75* 5.75* 

Source: Rates calculated from the monthly averages, ending June 30, 
Monthly Average Corporates. 

1992, of Moody's Corporate Bond Yield Average-

* As the applicable federal interest rate for 1992 of 8.40 percent exceeds this prevailing state assumed interest rate, the 
interest rate to be used for this product under section 807 is 8.40 percent. 

Part IV. Applicable Federal Interest Rates. 

TABLE OF 
APPLICABLE FEDERAL INTEREST RATES 

FOR PURPOSES OF SECTION 807 

Year Interest Rate 

1993 8.10 

Source: Rev. Rul. 92-104, 1992-2 C.B. 212. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 92-19 is supplemented by 
the addition to Part III of that ruling of 
prevailing state assumed interest rates 
under section 807 for certain insurance 
products issued in 1992 and 1993 and 
is further supplemented by an addition 
to the table in Part IV of Rev. Rul. 92-
19 listing applicable federal interest 
rates. Parts I and II of Rev. Rul. 92-19 
are not affected by this ruling. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42. 
page 260. 
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The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55, page 263. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64, page 264. 

The adjusted applicable federal short-term 
mid-term, and long-term rates are set forth fo; 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1993. See Rev. Rui. 93-
82, page 267. 

Section 809.-Reduction in Certain 
Deductions of Mutual Life Insurance 
Companies 

Mutual life insurance companies; 
differential earnings rate. The dif
ferential earnings rate for 1992 and the 
recomputed differential earnings rate 
for 1991 are set forth for use by mutual 
life insurance companies to compute 
their income tax liability for 1992. 

Rev. Rul. 93-59 

This revenue ruling contains the dif
ferential earnings rate for 1992 and the 



recomputed differential earnings rate 
for 1991. Under section 809 of the 
Internal Revenue Code, mutual life 
insurance companies use these rates in 
computing their income tax liability for 
1992. This revenue ruling also contains 
some of the figures on which the de
terminations of these rates are based. 
Notice 93-15, 1993-1 C.B. 301, con
tained tentative detenninations of these 
same rates. 

Section 809(a) of the Code provides 
that, in the case of any mutual life 
insurance company, the amount of the 
deduction allowable under section 808 
for policyholder dividends shall be 
reduced (but not below zero) by the 
"differential earnings amount." Any 
excess of the "differential earnings 
amount" over the amount of the 
deduction allowable under section 808 
shall be taken into account as a 
reduction in the closing balance of 
reserves under subsections (a) and (b) 
of section 807. The "differential earn
ings amount" for any taxable year is 
an amount equal to the product of (a) 
the life insurance company's average 
equity base for the taxable year multi
plied by (b) the "differential earnings 
rate" for the taxable year. The "dif
ferential earnings rate" for the taxable 
year is the excess of (a) the "imputed 

earnings rate" for the taxable year over 
(b) the "average mutual earnings rate" 
for the second calendar year preceding 
the calendar year in which the taxable 
year begins. The "imputed earnings 
rate" for any taxable year is an amount 
which bears the same ratio to 16.5 
percent as the "current stock earnings 
rate" for the taxable year bears to the 
"base period stock earnings rate." 

Section 809(f) of the Code provides 
that, in the case of any mutual life 
insurance company, if the "recomputed 
differential earnings amount" for any 
taxable year exceeds the differential 
earnings amount for that taxable year, 
the excess shall be included in life 
insurance gross income for the suc
ceeding taxable year. If the differential 
earnings amount for any taxable year 
exceeds the "recomputed differential 
earnings amount" for such taxable 
year, the excess shall be allowed as a 
life insurance deduction for the suc
ceeding taxable year. The "recomputed 
differential earnings amount" for any 
taxable year is an amount calculated in 
the same manner as the differential 
earnings amount for the 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 

Rev. Rul. 93-59 Table 1 

Section 809 

second calendar year preceding the 
calendar year in which the taxable year 
begins. 

Notice 88-106, 1988-2 C.B. 444, 
states that regulations under section 
809 will provide that the differential 
earnings rate and the recomputed dif
ferential earnings rate may not be 
negative. Thus, for any taxable year, if 
the imputed earnings rate for the 
taxable year is less than the average 
mutual earnings for the second calendar 
year preceding the calendar year in 
which the taxable year begins, the 
differential earnings rate for the taxable 
year is zero. Similarly, for any taxable 
year, if the imputed earnings rate for 
the taxable year is less than the average 
mutual earnings rate for the calendar 
year in which the taxable year begins, 
then the recomputed rate is zero. 
Proposed regulations under section 809 
were published in the Federal Register 
on August 19, 1992 (57 FR 37495). 

For purposes of section 809 of the 
Code, the differential earnings rate for 
1992, the rate used to calculate the 
recomputed differential earnings 
amount for 1991 (the recomputed dif
ferential earnings rate for 1991), and 
the figures on which these two rates 
are based are set forth in Table 1. 

Differential earnings rate for 1992.............................................. ............ ····· 4.561 
0* 
15.962 
18.221 
17.627 
17.316 
18.812 
18.535 
18.106 
15.108 
19.667 
11.401 
16.483 

Recomputed differential earnings rate for 1991 ................................................... . 
Imputed earnings rate for 1992 .. . ............................................................. . 
Base period stock earnings rate ................................................................ . 
Current stock earnings rate for 1992 .................................................... ········· 
Stock earnings rate for 1981 ................................................... ················· 
Stock earnings rate for 1982 ........................................... ·.······················· 
Stock earnings rate for 1983 ......................................... ··························· 
Stock earnings rate for 1989 ........................................... ························· 
Stock earnings rate for 1990 ....................................... ····························· 
Stock earnings rate for 1991............................. ......... ······························ 
Average mutual earnings rate for 1990 ..................................... ······················ 
Average mutual earnings rate for 1991.......... ........................ ·.······················· 

* But for the rule described in Notice 88-106, 1988-2 C.B. 444, and the proposed regulations under section 809, 
this figure would be -2.426. 

Final regulations under section 809 
of the Code have not yet been issued, 
and when these regulations are issued, 
they may be effective prior to the date 
of their issuance. Even if that is the 
case, however, in detennining the rates 
that are to be used in computing 1992 

tax liability, the Internal Revenue Serv
ice will not change the administrative 
procedures that govern its detennina
tion of the rates announced in this 
revenue ruling. Moreover, the Service 
generally will not restate any of the 
rates announced in this ruling to reflect 

subsequent changes in the data on 
which the rate is based, such as change 
resulting from the audit of a life 
insurance company. Regulations or 
other pronouncements, however, may 
result in a change in these and other 
procedures for determination of the 
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rates to be used in computing the tax 
liability of subsequent years. 

26 CFR 1.1109-9: Complltation of the differential 
earnings rate and the recomplIted differential 
earnings rate. 

T.D. 8499 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Differential Earnings Rate and Recom
puted Differential Earnings Rate of a 
Mutual life Insurance Company 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the dif
ferential earnings rate and the recom
puted differential earnings rate, which 
are used in determining the deduction 
for policyholder dividends of a mutual 
life insurance company. The final reg
ulations provide that these rates cannot 
be negative. The applicable law was 
enacted as part of the Tax Reform Act 
of 1984. The final regulations provide 
guidance to mutual life insurance 
companies. 

DATES: These regulations are effective 
December 10, 1993. For dates of ap
plicability, see § 1.809-9(c) of these 
regulations. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to the Income Tax Regulations (26 
CFR part I) to provide guidance 
relating to the differential earnings rate 
and the recomputed differential earn
ings rate under section 809 of the 
Internal Revenue Code (Code). The 
final regulations reflect the addition of 
section 809 to the Code by section 
211 (a) of the Tax Reform Act of 1984 
(Pub. L. 98-369, 98 Stat. 733 [1984-3 
C.B. (Vol. I) I, 241]). 

Proposed regulations under section 
809 (FI-159-84 [1992-2 C.B. 680]) 
were published in the Federal Register 
on August 19. 1992 (57 FR 37495). 
Written comments were received from 
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the public, and a public hearing was 
held on December 7, 1992. 

After consideration of all of the 
comments, the regulations proposed by 
FI-1S9-84 are adopted without sub
stantive change by this Treasury 
decision. 

Statutory formula for reducing 
policyholder dividends 

Section 809(a) of the Code provides 
that, in the case of any mutual life 
insurance company, the amount of the 
deduction allowable under section 808 
for policyholder dividends is reduced 
(but not below zero) by the differential 
earnings amount. The differential earn
ings amount is the portion of policy
holder dividends deemed to be a distri
bution of a mutual company's profits to 
policyholders in their capacity as 
owners of the company. See H.R. Rep. 
No. 432 (Part 2), 98th Cong., 2d Sess., 
1422 (1984). In effect, otherwise de
ductible policyholder dividends equal 
in amount to the differential earnings 
amount are not deductible. Any excess 
of the differential earnings amount over 
the policyholder dividends deduction 
allowable under section 808 is taken 
into account as an adjustment to 
reserves under subsections (a) and (b) 
of section 807. 

A mutual life insurance company's 
differential earnings amount for any 
taxable year is an amount equal to the 
product of the company's average 
equity base for the year multiplied by 
the differential earnings rate for the 
year. 

The differential earnings rate is the 
excess of (a) the imputed earnings rate 
for the taxable year over (b) the 
average mutual earnings rate for the 
second calendar year preceding the 
calendar year in which the taxable year 
begins. The imputed earnings rate for 
any taxable year is an amount which 
bears the same ratio to 16.5 percent as 
the current stock earnings rate for the 
taxable year bears to the base period 
stock earnings rate. 

To correct for the difference between 
the average mutual earnings rate for the 
calendar year in which the taxable year 
begins and the average mutual earnings 
rate for the second preceding calendar 
year, section 809(f) provides a mecha
nism under which the differential earn
ings amount for the taxable year is 
recomputed in the following taxable 
year. This amount is known as the 

recomputed differential earnings 
amount. The recomputed differential 
earnings amount for any taxable year is 
calculated in the same manner as the 
differential earnings amount for the 
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 
revised rate is known as the recom
puted differential earnings rate. If the 
recomputed differential earnings 
amount for any taxable year exceeds 
the differential earnings amount for the 
taxable year, the excess is included in 
life insurance gross income for the 
succeeding taxable year. Conversely, if 
the differential earnings amount ex
ceeds the recomputed differential earn
ings amount, the excess is allowed as a 
life insurance deduction for the suc
ceeding taxable year. 

Explanation of Provision 

The IRS publishes both the tentative 
and final differential earnings rate and 
recomputed differential earnings rate. 
These rates are used by mutual life 
insurance companies in calculating 
their federal income tax liability. An
nouncement 88-47, 1988-12 I.R.B. 56, 
stated that the tentative recomputed 
differential earnings rate for 1986 was 
-1.700. However, both the differential 
earnings rate and the recomputed dif
ferential earnings rate are detennined 
based on "the excess of" the imputed 
earnings rate over the average mutual 
earnings rate. Whenever the average 
mutual earnings rate is greater than the 
imputed earnings rate, there is no 
"excess of" the imputed rate over the 
average mutual earnings rate. By refer
ring to the excess of the imputed 
earnings rate over the average mutual 
earnings rate, the statutory fonnula 
does not permit the differential earn
ings rate to be negative. Accordingly. 
the Internal Revenue Service subse
quently issued Notice 88-106, 1988-2 
C.B. 444, which stated that regulations 
under section 809 would provide that 
the differential earnings rate may not 
be a negative rate. See also Rev. Rul. 
88-80, 1988-2 C.B. 129; Rev. Rul. 89-
106, 1989-2 C.B. 108; Rev. Rul. 91-
52, 1991-2 C.B. 331; and Rev. Rul. 
92-78, 1992-2 C.B. 143. 

Congress added section 809 to limit 
the deductibility of dividends paid by 



mutual life insurance companies to 
their policyholders in recognition of the 
fact that these dividends are, to some 
extent, distributions of the companies' 
earnings to the policyholders as 
owners. Section 809(a) states that the 
deduction allowed under section 808 
"shall be reduced (but not below zero) 
by the differential earnings amount." 
The use of the term reduce reflects 
Congress's intention that the purpose. of 
section 809 is to limit an otherWise 
deductible amount, not to create a new 
deduction. A negative differential earn
ings rate or a negative recomputed 
differential earnings rate would allow 
mutual life insurance companies to 
deduct an amount in excess of divi
dends paid to policyholders. This 
would be contrary to the intent of 
section 809. 

The proposed regulations provided 
that neither the differential earnings 
rate under section 809( c) nor the 
recomputed differential earnings rate 
that is used in computing the recom
puted differential earnings amount un
der section 809(f)(3) may be less than 
zero. 

Two comments were received con
cerning the proposed regulations. 

The first commentator states that the 
adoption of the proposed regulations in 
final form is necessary to preserve the 
integrity of section 809. The comment 
contends that section 809 is simply the 
mechanism to determine the amount of 
the reduction to a mutual life insurance 
company's policyholder dividend de
ductions to reflect distributions to 
policyholders in their role as owners of 
the company. The differential earnings 
rate is based on Congress' belief that 
"the average pre-tax return on equity 
of mutual companies falls below that 
for a comparable group of stock com
panies" and that "this difference is 
attributable to distribution by mutual 
companies of earnings to their 
owners." See H.R. Rep. 432 (Part 2), 
98th Cong., 2nd Sess. 1422 (1984). 
Thus, the commentator concludes that 
the only difference in stock and mutual 
earnings rates that Congress intended to 
utilize is the positive difference by 
which the stock companies' (or im
puted) earnings rate exceeds the mutual 
companies' earnings rate. 

The first commentator further states 
that section 809(f)(2) does not support 
recognition of a negative recomputed 
differential earnings rate to permit a 
deduction for policyholder dividends in 

excess of the dividends actually paid or 
accrued during the taxable year to 
which the recomputed rate relates. 
Rather, the deduction provided by 
section 809(f)(2) merely compensates 
the taxpayer for what more current data 
indicate to have been an excessive 
disallowance in an earlier year. 

Finally, the first commentator states 
that section 809 should not be inter
preted merely to limit over an extended 
period of time mutual life insurance 
companies' deductions for policyholder 
dividends. The comment points out that 
sections 808(c) and 809 expressly 
require computation of a deduction 
limit separately for each taxable year. 

The second commentator states that 
there is no need for any regulations to 
be issued regarding negative differen
tial earnings rates and that the proposed 
regulations represent an erroneous in
terpretation of section 809. Specifi
cally, the comment points out that the 
Internal Revenue Service on five occa
sions has expressed its view that 
neither the differential rate nor the 
recomputed differential earnings rate 
may be negative. See Notice 88-106, 
Rev. Rul. 88-80, Rev. Rul. 89-106, 
Rev. Rul. 91-52, Rev. Rul. 92-78. In 
addition, the comment contends that 
adoption of the proposed regulations 
would result in inappropriate and ex
cessive taxation of mutual life insur
ance companies. 

In American Mutual Life Insurance 
Company v. United States, Civil No. 4-
92-70347 (S.D. Iowa, November 2, 
1993), the court held that the taxpayer 
could deduct an amount equal to the 
excess of the differential earnings 
amount for the 1986 taxable year over 
the negative recomputed differential 
earnings amount for 1986. In its 
opinion, the court stated that the parties 
agreed that the statutory formula pro
duced a 1986 recomputed differential 
earnings rate of -1.695. The court also 
noted that in its briefs in the case, and 
at oral argument, the government had 
conceded that the statutory formula 
produced a negative 1986 recomputed 
differential earnings rate. Thus, the 
issue of whether the statutory formula 
can produce a negative rate was not 
before the court. 

The final regulations clarify that the 
statute provides that the differential 
earnings rate and the recomputed dif
ferential earnings rate cannot be 
negative. 

Section 809 

Effective date 

Notice 88-106 set forth guidance 
that would be contained in forthcoming 
regulations. The notice stated that 
regulations would be issued that would 
provide that neither the differential 
earnings rate nor the recomputed dif
ferential earnings rate may be negative. 
Rev. Rul. 88-80 stated that the final 
recomputed differential earnings rate 
for 1986 was zero even though the 
calculated rate was negative, and indi
cated that when the regulations were 
issued they may be effective prior to 
the date of issuance. As the final 
regulations involve the application of 
the guidance provided in Rev. Rul. 88-
80, concerning the 1987 taxable year, 
the final regulations provide an effec
tive date of taxable years beginning 
after December 31, 1986. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. It has also 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 for 
these regulations was 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 
Regulations 

Accordingly, 26 CFR part 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 1.809-9 is added to 

read as follows: 
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§1.B09-9 Computation of the 
differential earnings rate and the 
recomputed differential earnings rate. 

(a) In general. Neither the differen
tial earnings rate under section 809( c) 
nor the recomputed differential earn
ings rate that is used in computing the 
recomputed differential earnings 
amount under section 809(f)(3) may be 
less than zero. 

(b) Defini tions-(l) Recomputed dif
ferential earnings amount. The recom
puted differential earnings amount, 
with respect to any taxable year, is the 
amount equal to the product of-

(i) The life insurance company's 
average equity base for the taxable 
year; multiplied by 

(ii) The recomputed differential 
earnings rate for that taxable year. 

(2) Recomputed differential earnings 
rate. The recomputed differential earn
ings rate for any taxable year equals 
the excess of-

(i) The imputed earnings rate for the 
taxable year; over 

(ii) The average mutual earning rate 
for the calendar year in which the 
taxable year begins. 

(c) Effective date. The regulations 
are effective for all taxable years 
beginning after December 31, 1986. 

Michael P. Dolan, 
Acting Commissioner of 

the Treasury. 

Approved November 8, 1993. 

Leslie Samuels, 
Assistant Secretary of 

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

December 7. 1993. 4:03 p.m .. and published in 
the issue of the Federal Register for December 
10. 1993. 58 F.R. 64897) 

26 CFR 1.809-IOT: Computation of equity 
base (temporary). 

T.O. 8484 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Computation of Equity Base 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Temporary regulations. 
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SUMMARY: This document contains 
temporary regulations that provide 
guidance to life insurance companies in 
determining the equity base for pur
poses of computing the differential 
earnings amount and recomputed dif
ferential earnings amount. Section 809 
of the Internal Revenue Code, enacted 
as part of the Tax Reform Act of 1984, 
provides that these amounts are used in 
determining the deduction for policy
holder dividends of a mutual life 
insurance company. 

In response to certain changes in 
state regulatory requirements, the tem
porary regulations provide that the 
equity base includes the amount of any 
asset valuation reserve and the amount 
of any interest maintenance reserve 
reported on the annual statement pre
scribed by the National Association of 
Insurance Commissioners (NAIC) for 
filing with the insurance regulatory 
authorities of a state. The text of the 
temporary regulations set forth in this 
document also serves as the text of pro
posed regulations cross-referenced in the 
notice of proposed rulemaking in *** 
[FI-29-93, page 612, this Bulletin]. 

DATES: These temporary regulations 
are effective September 7, 1993. 

For dates of applicability of these 
temporary regulations, see § 1.809-
lOT(b) of these regulations. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to the Income Tax Regulations (26 
CFR part 1) to provide guidance 
relating to the determination of the 
equity base under section 809 of the 
Internal Revenue Code (Code). Section 
809 was added to the Code by section 
211(a) of the Tax Reform Act of 1984 
(Pub. L. 98-369, 98 Stat. 733 [1984-3 
C.B. (Vol. 1) 1, 241]). 

Need for temporary regulations 

. I~mediate guidance is necessary for 
hfe Insurance companies that file 1992 
Form 1120L, U.S. Life Insurance Com
pany Income Tax Return, and 1992 
Form 8390, Information Return for 
Determination of Life Insurance Com
pany Earnings Rate Under Section 809. 
Therefore, good cause is found to 
dispense with the public notice require
ment of 5 U.S.C. 553(b) and the 

delayed effective date requirement of 5 
U.S.C. 553(d). 

Explanation of Provision 

Section 809(a) of the Code provides 
that, in the case of any mutual life 
insurance company, the amount of the 
deduction allowable under section 808 
for policyholder dividends is reduced 
(but not below zero) by the differential 
earnings amount. For purposes of the 
computations under section 809, a life 
insurance company must determine its 
equity base. The equity base of a life 
insurance company includes the capital 
and surplus of the company as well as 
the reserves specified in section 
809(b)(5). 

The first reserve listed in section 
809(b )(5) is the mandatory securities 
valuation reseI1'e. From the time sec
tion 809 was enacted through 1991, the 
mandatory securities valuation reserve 
was required to be reported on the 
NAIC annual statement filed by all life 
insurance companies. During these 
years, the NAIC annual statement re
quired insurers to allocate surplus from 
capital gains on securities (stocks and 
bonds) to fund the mandatory securities 
valuation reserve. Thus, the mandatory 
securities valuation reserve was not a 
true actuarial reserve; rather, it repre
sented a fund of allocated surplus, 
earmarked as a contingency reserve 
against particular types of unexpected 
catastrophic losses, or expected capital 
losses on securities owned by an 
insurer. 

For NAIC annual statements cover
ing 1992 and later years, the NAIC 
replaced the mandatory securities valu
ation reserve with the asset valuation 
reserve and interest maintenance re
serve. This change reflected the recog
nition by the NAIC that it was neces
sary to protect against fluctuations in 
value in mortgages, real estate, and 
other investments as well as fluctua
tions in value in stocks and bonds and 
that interest-related changes in asset 
values might appropriately be differen
tiated from other changes. Accordingly, 
these new reserves cover an expanded 
class of assets and differentiate be
tween (1) equity and credit-related 
capital gains and losses, and (2) 
interest-related capital gains and losses. 

The asset valuation reserve reflects 
changes in the value of equity invest
ments and also changes in the value of 
debt investments where the changes are 



credit-related. Both realized and unre
alized capital gains and losses are 
reflected in the asset valuation reserve. 

The interest maintenance reserve re
flects realized capital gains and losses 
from bonds, mortgages, and other 
fixed-income obligations to the extent 
that they are interest-related. Because 
the value of U.S. Government se
curities, together with the value of 
securities of agencies backed by the 
full faith and credit of the U.S. 
Government, are safe from credit
related risks and are only subject to 
interest-related risks, the capital gains 
and losses on those securities are 
allocated solely to the interest mainte
nance reserve. 

To carry out Congressional intent in 
enacting section 809, it is essential to 
preserve the integrity of the equity base 
computation under that provision. Be
cause the NAIC annual statement no 
longer includes the mandatory se
curities valuation reserve, it is neces
sary to compute the equity base with 
reference to the reserves set forth in the 
current NAIC annual statement. Thus, 
the temporary regulations provide that, 
for section 809 purposes, the equity 
base includes both the amount of any 
asset valuation reserve and the amount 
of any interest maintenance reserve. 

In connection with the publication of 
the temporary regulations, the Service 
is publishing Announcement 93-117, 
1993-29 I.R.B. 85, to provide guidance 
regarding filing of 1992 Form 1120L, 
U.S. Life Insurance Company Income 
Tax Return. 

Special Analyses 

It has been determined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 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 
Regulations 

Accordingly, 26 CPR 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 1.809-10T is added 

to read as follows: 

§1.B09-JOT Computation of equity 
base (temporary). 

(a) In general. For purposes of 
section 809, the equity base of a life 
insurance company includes the amount 
of any asset valuation reserve and the 
amount of any interest maintenance 
reserve. 

(b) Effective date. This section is 
effective for taxable years ending after 
December 31, 1991. 

Phil Brand, 
Acting Commissioner of 

Internal Revenue. 

Approved August 6, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
September 3, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
September 7, 1993, 58 F.R. 47060) 

Part II.-Other Insurance Companies 

Section 832.-lnsurance Company 
Taxable Income 

26 CFR 1.832-4: Gross income. 

The salvage discount factors are set forth for 
the 1993 accident year. These factors will be 
used for computing estimated salvage recover
able for purposes of section 832 of the Code. See 
Rev. Proc. 93-30, page 352. 

Part III.-Provisions of General Application 

Section 846.-Discounted Unpaid 
Losses Defined 

Section 852 

mid-term, and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42. 
page 260. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55, page 263. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64, page 264. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71, page 266. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82, page 267. 

26 CFR 1.846-1: Application of discount 
factors. 

The loss payment patterns and discount factors 
are set forth for the 1993 accident year. These 
factors will be used for computing discounted 
unpaid losses under section 846 of the Code. See 
Rev. Proc. 93-29, page 344. 

26 CFR 1.846-1: Application of discount 
factors. 

The salvage discount factors are set forth for 
the 1993 accident year. These factors will be 
used for computing estimated salvage recover
able for purposes of section 832 of the Code. See 
Rev. Proc. 93-30, page 352. 

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 1.852-12: Non-R1C earnings and 
profits. 
(Also Section 857; 1.857-11.) 

The adjusted applicable federal short-term, T.D. 8483 
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DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Earnings and Profits of Regulated 
Investment Companies and Real 
Estate Investment Trusts 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final Regulations. 

SUMMARY: This document contains 
final income tax regulations relating to 
regulated investment companies (RICs) 
and real estate investment trusts 
(REITs). The regulations provide guid
ance to RICs and REITs that have 
earnings and profits (E&P) accumu
lated by a corporation during a taxable 
year when the corporation was not 
taxable as a RIC or REIT. This 
guidance is needed to clarify the 
requirements for maintaining RIC or 
REIT status after a merger or other 
reorganization. The regulations also 
provide procedural guidance to REITs 
that distribute non-REIT E&P. 

DATES: The effective date of these 
regulations is December 22, 1992. 

These regulations apply to taxable 
years ending on or after December 22, 
1992. 

SUPPLEMENTARY INFORMATION: 

Background 

This document adds 1.852-12 and 
1.857-11 to the Income Tax Regula
tions (26 CFR part 1) under sections 
852 and 857 of the Internal Revenue 
Code (Code). 

On December 23, 1992, the Internal 
Revenue Service published a notice of 
proposed rulemaking in the Federal 
Register (57 FR 61017 [FI-59-92, 
1993-1 C.S. 780]). One commentator 
submitted written comments concerning 
the proposed regulations and requested 
a public hearing. A public hearing on 
those comments was held on March 1, 
1993. 

Explanation of Provisions 

This document provides guidance to 
a RIC or REIT that has non-RIC or 
non-REIT E&P (that is, E&P that was 
accumulated by a corporation during a 
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taxable year when the corporation was 
not taxable as a RIC or REIT). The 
regulations clarify that a company is 
not taxable as a RIC or REIT for a 
taxable year if it has non-RIC or non
RElT E&P at the close of the taxable 
year, even if the E&P was succeeded to 
in a reorganization. 

The regulations prescribe identical 
rules for both RICs and REITs. Under 
the regulations, a RIC that succeeds to 
non-RIC E&P is generally required to 
distribute that E&P if the RIC is to 
continue to be taxable as a RIC. 
Similarly, a REIT that succeeds to non
REIT E&P is generally required to 
distribute that E&P if the REIT is to 
continue to be taxable as a REIT. 

The one commentator on the pro
posed regulations questioned the scope 
of the regulations and argued that the 
statutory language of section 852(a)(2) 
of the Code is directed at a non-RIC 
that elects RIC status and not at a non
RIC that attains RIC status through a 
merger or other reorganization with an 
existing RIC. The commentator sug
gested that the E&P acquired by a RIC 
when it acquires a non-RIC through a 
merger or other reorganization is not 
"accumulated" for purposes of section 
852(a)(2) of the Code since, under 
section 38l(c)(2), the RIC succeeds to 
the E&P on the date of the re
organization. The commentator also 
suggested that, in enacting section 
852(a)(2), Congress was concerned 
with operating companies that would 
sell their assets used in business, 
purchase investment assets, and then 
elect RIC status without distributing 
accumulated E&P. The commentator 
reasoned that Congress was not con
cerned with this happening through a 
merger of a non-RIC into a RIC 
because the continuity of business 
enterprise requirement for a reorganiza
tion would not be satisfied. 

As asserted by the commentator, the 
legislative history of section 852(a)(2) 
of the Code indicates that Congress 
was concerned with operating com
panies that sold their assets, invested 
the proceeds in passive investment 
assets, and obtained conduit treatment 
without distributing the earnings from 
the operating activities. H.R. Rep. No. 
432, 98th Cong., 2d Sess., pI. 2, at 
1744 ff. (1984). There is no indication, 
however, that Congress intended to 
limit the application of the statute to 
that particular fact situation. The result
ing statute clearly is broader than the 

transaction described in the legislative 
history and applies to all non-RIC 
E&P, no matter what its source. 

The same concerns arise no matter 
how the non-RIC E&P comes to be 
held by a RIC. For instance, a historic 
investment business may not elect RIC 
status without distributing its non-RIC 
E&P. There is no reason to distinguish 
between that transaction and one in 
which the same company merges into a 
RIC. Moreover, any interpretation of 
the statute that distinguishes between 
corporations electing RIC status and 
corporations reorganizing into RICs 
would result in inconsistent tax treat
ment based solely on the form of the 
transaction. 

After consideration of the comments, 
the Service continues to believe that 
the regulations are supported by legis
lative history and accurately reflect 
congressional concern. Section 852(a)
(2) of the Code was intended to require 
a RIC that had non-RIC E&P, from 
whatever source, to distribute that E&P 
as a prerequisite to the RIC being 
taxable under subchapter M, part I. 

The legislative history of section 
857(a)(3) of the Code indicates that 
section 857(a)(3) serves a purpose 
similar to that of section 852(a)(2): 
Congress did not want companies to be 
taxable as REITs if they had non-RElT 
E&P. S. Rep. No. 313, 99th Cong., 2d 
Sess. 769, 775 (1986). As with RICs, 
the same principles apply to non-REIT 
E&P, whether it is carried over when 
the company converts to REIT status or 
it is succeeded to when a REIT 
reorganizes with a corporation that is 
not taxable as a REIT. 

Finally, the regulations retain the 
rule in the proposed regulations that 
distribution rules similar to those in 
section 852(e) are to apply to REITs. 
No comments were received on this 
portion of the proposed regulations. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra
tive 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, these regula
tions were 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 
Regulations 

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. Sections 1.852-12 and 1.857-

11 are added to read as follows: 

1.852-12 Non-RIC earnings and 
profits. 

(a) Applicability of section 
852(a)(2)(A)-(1) In general. An in
vestment company does not satisfy 
section 852(a)(2)(A) unless-

(i) Part I of subchapter M applied to 
the company for all its taxable years 
ending on or after November 8, 1983; 
and 

(ii) For each corporation to whose 
earnings and profits the investment 
company succeeded by the operation of 
section 381, part I of subchapter M 
applied for all the corporation's taxable 
years ending on or after November 8, 
1983. 

(2) Special rule. See section 
1071(a)(5)(D) of the Tax Reform Act 
of 1984, Pub. L. 98-369, for a special 
rule which treats part I of subchapter 
M as having applied to an investment 
company's first taxable year ending 
after November 8, 1983. 

(b) Applicability of section 
852(a)(2)(B)-(1) In general. An in
vestment company does not satisfy 
section 852(a)(2)(B) unless, as of the 
close of the taxable year, it has no 
earnings and profits other than earnings 
and profits that-

(i) Were earned by a corporation in 
a year for which part I of subchapter M 
applied to the corporation and, at all 
times thereafter, were the earnings and 
profits of a corporation to which part I 
of subchapter M applied; 

(ii) By the operation of section 381 
pursuant to a transaction that occurred 

before December 22, 1992, became the 
earnings and profits of a corporation to 
which part I of subchapter M applied 
and, at all times thereafter, were the 
earnings and profits of a corporation to 
which part I of subchapter M applied; 

(iii) Were accumulated in a taxable 
year ending before January I, 1984, by 
a corporation to which part I of 
subchapter M applied for any taxable 
year ending before November 8, 1983; 
or 

(iv) Were accumulated in the first 
taxable year of an investment company 
that began business in 1983 and that 
was not a successor corporation. 

(2) Prior law. For purposes of para
graph (b) of this section, a reference to 
part I of subchapter M includes a 
reference to the corresponding provi
sions of prior law. 

(c) Effective date. This regulation is 
effective for taxable years ending on or 
after December 22, 1992. 

§1.857-11 Non-REIT earnings and 
profits. 

(a) Applicability of section 
857(a)(3)(A). A real estate investment 
trust does not satisfy section 
857(a)(3)(A) unless-

(1) Part II of subchapter M applied 
to the trust for all its taxable years 
beginning after February 28, 1986; and 

(2) For each corporation to whose 
earnings and profits the trust succeeded 
by the operation of section 381, part II 
of subchapter M applied for all the 
corporation's taxable years beginning 
after February 28, 1986. 

(b) Applicability of section 
857(a)(3)(B)-(1) In general. A real 
estate investment trust does not satisfy 
section 857(a)(3)(B) unless, as of the 
close of the taxable year, it has no 
earnings and profits other than earnings 
and profits that-

(1 ) Were earned by a corporation in 
a year for which part II of subchapter 
M applied to the corporation and, at all 
times thereafter, were the earnings and 
profits of a corporation to which part II 
of subchapter M applied; or 

(2) By the operation of section 381 
pursuant to a transaction that occurred 
before December 22, 1992, became the 
earnings and profits of a corporation to 
which part II of subchapter M applied 
and, at all times thereafter, were the 
earnings and profits of a corporation to 
which part II of subchapter M applied. 

Section 894 

(c) Distribution procedures similar 
to those for regulated investment com
panies to apply. Distribution proce
dures similar to those in section 852(e) 
for regulated investment companies 
apply to non-REIT earnings and profits 
of real estate investment trusts. 

(d) Effective date. This regulation is 
effective for taxable years ending on or 
after December 22, 1992. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved July 13, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 17. 1993, 8:45 a.m., and published in 
the issue of the Federal Register for August 
18, 1993, 58 F.R. 43797) 

Part II.-Real Estate Investment Trusts 

Section 857.-Taxation of Real 
Estate Investment Trusts and 
Their Beneficiaries 

26 CFR 1.857-11: Non-REIT earnings and 
profits. 

Guidance is provided to RICs and RElTs that 
have earnings and profits accumulated by a 
corporation during a taxable year when the 
corporation was not taxable as a RIC or REIT. 
See T.D. 8483, page 249. 

Subchapter N.-Tax Based on Income from 
Sources Within or Without the United States 

Part II.-Nonresident Aliens and Foreign 
Corporations 
Subpart D.-Miscellaneous Provisions 

Section 894.-lncome Affected by 
Treaty 

26 CFR 1.894-1: Income affected by treaty. 

Under most U.S. income tax treaties. an alien 
student, teacher. or researcher at a United States 
university or other education institution who re
ceives income for personal services is generally 
exempt from income tax provided certain re
quirements are met. The alien can claim a with
holding exemption by submitting Form 8233 to 
the withholding agent along with representations 
providing the conditions under which the income 
is exempt under treaty. Representations are pro
vided that an alien must include in Form 8233 to 
claim a withholding exemption under the newly 
ratified treaties with Germany (Article 20), India 
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(Article 22). Indonesia (Articles 19 & 20). Spain 
(Article 22). and Tunisia (Article 20). See Rev. 
Proc. 93-22A. page 343. 

Part III.-Income From Sources Without the 
United States 

Subpart B.-Earned Income of Citizens or 
Residents of United States 

Section 911.-Citizens or Residents 
of the United States Living Abroad 

26 CFR 1.911-7: Procedural rules. 

T.D. 8480 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Extension of Time for Making a 
Valid Election to Exclude Foreign 
Earned Income and Housing Cost 
Amounts 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final Income Tax Regulations relating 
to the application of section 911 with 
respect to the requirement of a return 
in order to make a valid election to 
exclude foreign earned income and the 
housing cost amount. These regulations 
will provide the public with guidance 
necessary to comply with the Economic 
Recovery Tax Act of 1981 and will 
affect individuals claiming the foreign 
earned income exclusion and the hous
ing cost amount. 

DATES: Effective June 30, 1993. 
These regulations apply to taxable 
years beginning after December 31 
1981. ' 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
t? part 1 of the Income Tax Regula
tIOns under section 911 of the Internal 
Revenue Code of 1986 (Code). These 
amendments will provide the public 
w~th guidance necessary to comply 
wIth the Economic Recovery Tax Act 
of 1981. 
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Explanation of Provisions 

Section 911(a) provides that at the 
election of a qualified individual, there 
shall be excluded from gross income 
and exempt from tax the foreign earned 
income and the housing cost amount of 
such individual. 

Section 1.911-7(a) provides that in 
order to receive either exclusion 
provided by section 911(a), a qualified 
individual must separately elect each 
exclusion. The election may be made 
on Form 2555 or on a comparable 
form. Section 1.911-7(a)(2)(i) provides 
that in order to make a valid election, 
the election must be made (A) with an 
income tax return that is timely filed 
(including any extensions of time to 
file), (B) with a later return filed within 
the period described in section 651l(a) 
amending the foregoing timely filed 
income tax return, or (C) with an 
original income tax return that is filed 
within one year after the due date of 
the return (determined without regard 
to any extension of time to file). The 
one-year period in (C) above does not 
constitute an extension of time for any 
purpose; it is merely a period during 
which a valid election may be made on 
a late return. 

Section 1.91l-7(a)(2)(i)(D) is added 
to provide that a qualified individual 
may make an election at dates later 
than provided in paragraphs (a)(2)(i)
(A), (B) and (C) in two situations. If 
the taxpayer owes no federal income 
tax after taking into account the exclu
sion, the taxpayer may file under this 
paragraph (a)(2)(i)(D)(1) Form 1040 
with Form 2555 or a comparable form 
attached either before or after the 
Internal Revenue Service discovers that 
the taxpayer failed to elect the exclu
sion. If, however, the taxpayer owes 
federal income tax after taking into 
account the exclusion, the taxpayer 
may file under paragraph (a)(2)(i)
(D)(2) Form 1040 with Form 2555 or a 
comparable form attached provided the 
filing is before the Internal Revenue 
S~rvice discovers that the taxpayer 
failed ~o elect the exclusion. Paragraph 
(a)(2)(I)(D)(3) provides that a taxpayer 
who files an income tax return pursuant 
to (a)(2)(i)(D)(1) or (2) must state at 
the top of the return that the return was 
fil~d pursuant to §1.91l-7(a)(2)(i)(D). 
ThIS change shall apply to taxable 
years beginning after December 31 
1981. ' 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. It has further 
been determined that immediate guid
ance in this area is necessary. The 
issuance of this regulation removes a 
temporal restriction presently imposed 
on taxpayers by allowing them to claim 
a benefit without making a timely 
election. Therefore, it has been deter
mined pursuant to 5 U.S.C. 553(b)(B) 
that good cause exists to dispense with 
prior notice and public procedure. 
Because no notice of proposed rule
making is required for this rule, the 
provisions of the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply. 
Pursuant to section 7805(0 of the 
Internal Revenue Code, a copy of these 
regulations has been submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 

* * * * * * 
Amendments to the Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding a 
citation in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** Sec
tion 1.911-7 also issued under 26 
U.S.C. 911(d)(9). *** 

Par. 2. Section 1.911-7(a)(2)(i) is 
amended as follows: 

1. Paragraph (a)(2)(i)(B) is amended 
by removing the word "or" at the end 
of the sentence. 

2. Paragraph (a)(2)(i)(C) is amended 
by removing the period at the end of 
the sentence and by adding the lan
guage ", or" in its place. 

3. Paragraph (a)(2)(i)(D) is added. 

4. The added provision reads as 
follows: 

§1.911-7 Procedural rules. 

(a) *** 
(2) *** (i) *** 

* * * * * * 



(D) With an income tax return filed 
after the period described in paragraphs 
(a)(2)(i)(A), (B), or (C) of this section 
provided-

(1) The taxpayer owes no federal 
income tax after taking into account the 
exclusion and files Form 1040 with 
Form 2555 or a comparable form 
attached either before or after the 
Internal Revenue Service discovers that 
the taxpayer failed to elect the exclu
sion; or 

(2) The taxpayer owes federal in
come tax after taking into account the 
exclusion and files Form 1040 with 
Form 2555 or a comparable form 
attached before the Internal Revenue 
Service discovers that the taxpayer 
failed to elect the exclusion. 

(3) A taxpayer filing an income tax 
return pursuant to paragraph (a)(2)(i)
(D)(1) or (2) of this section must type 
or legibly print the following statement 
at the top of the first page of the Form 
1040: "Filed Pursuant to Section 
1.91l-7(a)(2)(i)(D). " 

* * * * * * 
Michael P. Dolan, 

Acting Commissioner of 
the Treasury. 

Approved June 16, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 29, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 30, 
1993, 58 F.R. 34885) 

Part IV.-Domestic International Sales 
Corporations 

Subpart B.-Treatment of Distribution to 
Shareholders 

Section 995.-Taxation of DISC 
Income to Shareholders 

Taxation of DISC income to share
holder. The "base period T-Bill rate" 
for the period ending September 30, 
1993, is published, as required by 
section 995(f)(4) of the Code. 

Rev. Rul. 93-77 

Section 995(f)(1) of the Internal 
Revenue Code provides that a share
holder of a DISC shall pay interest 
each taxable year in an amount equal to 

the product of the shareholder's DISC
related deferred tax liability for the 
year and the "base period T -bill rate." 
Under section 995(f)(4), the base 
period T-bill rate is the annual rate of 
interest determined by the Secretary to 
be equivalent to the average investment 
yield of United States Treasury bills 
with maturities of 52 weeks which 
were auctioned during the one-year 
period ending on September 30 of the 
calendar year ending with (or of the 
most recent calendar year ending be
fore) the close of the taxable year of 
the shareholder. The base period T -bill 
rate for the period ending September 
30, 1993, is 3.47 percent. 

Pursuant to section 6622 of the 
Code, interest must be compounded 
daily. The table below provides factors 
for compounding the base period T -bill 
rate daily for any number of days in 
the shareholder's taxable year (includ
ing a 52-53 week accounting period) 
for the 1993 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 corresponding 
to the number of days in the share
holder's taxable year for which the 
interest charge is being computed. 
Generally, 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 
determined is a short taxable year, if 
the shareholder uses the 52-53 week 
taxable year, or if the shareholder's 
taxable year is a leap year. 

For the base period T -bill rates for 
the periods ending in prior years, see 
Rev. Rul. 86-132, 1986-2 C.B. 137; 
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; and 
Rev. Rul. 92-98, 1992-2 C.B. 201. 

Annual Rate 
Compounded Daily 

Days 3.47 Percent Factor 

1 0.000095068 
2 0.000190146 
3 0.000285233 
4 0.000380328 
5 0.000475433 
6 0.000570547 

Days 

7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 
64 
65 
66 
67 
68 
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3.47 Percent Factor 

0.000665669 
0.000760801 
0.000855942 
0.000951092 
0.001046251 
0.001141419 
0.001236596 
0.001331782 
0.001426977 
0.001522181 
0.001617394 
0.001712616 
0.001807848 
0.001903088 
0.001998337 
0.002093596 
0.002188863 
0.002284140 
0.002379426 
0.002474720 
0.002570024 
0.002665337 
0.002760659 
0.002855990 
0.002951330 
0.003046679 
0.003142037 
0.003237404 
0.003332781 
0.003428166 
0.003523560 
0.003618964 
0.003714376 
0.003809798 
0.003905229 
0.004000668 
0.004096117 
0.004191575 
0.004287042 
0.004382518 
0.004478003 
0.004573497 
0.004669001 
0.004764513 
0.004860035 
0.004955565 
0.005051105 
0.005146653 
0.005242211 
0.005337778 
0.005433354 
0.005528939 
0.005624533 
0.005720136 
0.005815749 
0.005911370 
0.006007000 
0.006102640 
0.006198289 
0.006293946 
0.006389613 
0.006485289 
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Days 3.47 Percent Factor Days 3.47 Percent Factor Days 3.47 Percent Factor 

69 0.006580974 131 0.012531247 193 0.018516694 

70 0.006676668 132 0.012627507 194 0.018613523 

71 0.006772372 133 0.012723776 195 0.018710361 

72 0.006868084 134 0.012820054 196 0.018807208 

73 0.006963805 135 0.012916341 197 0.018904064 

74 0.007059536 136 0.013012638 198 0.019000930 

75 0.007155276 137 0.013108943 199 0.019097805 

76 0.007251024 138 0.013205258 200 0.019194689 

77 0.007346782 139 0.013301582 201 0.019291582 

78 0.007442549 140 0.013397915 202 0.019388485 

79 0.007538325 141 0.013494257 203 0.019485397 

80 0.007634110 142 0.013590608 204 0.019582317 
81 0.007729905 143 0.013686969 205 0.019679248 
82 0.007825708 144 0.013783339 206 0.019776187 
83 0.007921520 145 0.013879717 207 0.019873136 
84 0.008017342 146 0.013976105 208 0.019970093 
85 0.008113173 147 0.014072503 209 0.020067060 
86 0.008209012 148 0.014168909 210 0.020164037 
87 0.008304861 149 0.014265325 211 0.020261022 
88 0.008400719 150 0.014361749 212 0.020358017 
89 0.008496587 151 0.014458183 213 0.020455021 
90 0.008592463 152 0.014554626 214 0.020552034 
91 0.008688348 153 0.014651078 215 0.020649056 
92 0.008784243 154 0.014747540 216 0.020746088 
93 0.008880146 155 0.014844010 217 0.020843129 
94 0.008976059 156 0.014940490 218 0.020940179 
95 0.009071981 157 0.015036979 219 0.021037238 
96 0.009167912 158 0.015133477 220 0.021134306 
97 0.009263852 159 0.015229984 221 0.021231384 
98 0.009359801 160 0.015326500 222 0.021328471 
99 0.009455759 161 0.015423026 223 0.021425567 

100 0.009551727 162 0.015519561 224 0.021522672 
101 0.009647703 163 0.015616104 225 0.021619787 
102 0.009743689 164 0.015712658 226 0.021716911 
103 0.009839684 165 0.015809220 227 0.021814044 
104 0.009935688 166 0.015905791 228 0.021911186 
105 0.010031701 167 0.016002372 229 0.022008338 
106 0.010127723 168 0.016098962 230 0.022105499 
107 0.010223754 169 0.016195561 231 0.022202669 
108 0.010319795 l70 0.016292169 232 0.022299848 
109 0.010415844 171 0.016388786 233 0.022397036 
110 0.010511903 172 0.016485413 234 0.022494234 
III 0.010607971 173 0.016582049 235 0.022591441 
112 0.010704048 l74 0.016678693 236 0.022688657 
113 0.010800134 175 0.016775348 237 0.022785883 
114 0.010896229 l76 0.016872011 238 0.022883118 
115 0.010992334 177 0.016968683 239 0.022980362 
116 O.oI 1088447 178 0.017065365 240 0.023077615 117 0.011184570 179 0.017162056 241 0.023174877 118 0.011280702 180 0.017258756 242 0.023272149 119 0.011376843 181 O.oI 7355465 243 0.023369430 120 0.011472993 182 O.oI 7452184 244 0.023466720 121 0.011569152 183 O.oI 7548911 245 0.023564019 122 0.011665320 184 0.017645648 246 0.023661328 123 0.01l761498 185 0.017742394 247 0.023758646 124 0.011857684 186 0.0l7839149 248 0.023855973 125 0.011953880 187 0.0l7935914 249 0.023953310 126 0.012050085 188 0.018032688 250 0.024050655 127 0.012146299 189 0.018129470 251 0.024148010 128 0.012242522 190 0.018226262 252 0.024245375 129 0.012338755 191 0.018323064 253 0.024342748 130 0.012434996 192 0.018419874 254 0.024440131 

254 1993-2 C.B. 



Days 

255 
256 
257 
258 
259 
260 
261 
262 
263 
264 
265 
266 
267 
268 
269 
270 
271 
272 
273 
274 
275 
276 
277 
278 
279 
280 
281 
282 
283 
284 
285 
286 
287 
288 
289 
290 
291 
292 
293 
294 
295 
296 
297 
298 
299 
300 
301 
302 
303 
304 
305 
306 
307 
308 
309 
310 
311 
312 

3.47 Percent Factor 

0.024537523 
0.024634924 
0.024732335 
0.024829754 
0.024927183 
0.025024622 
0.025122069 
0.025219526 
0.025316992 
0.025414467 
0.025511952 
0.025609446 
0.025706949 
0.025804461 
0.025901983 
0.025999514 
0.026097054 
0.026194604 
0.026292163 
0.026389731 
0.026487308 
0.026584895 
0.026682490 
0.026780096 
0.026877710 
0.026975334 
0.027072967 
0.027170609 
0.027268261 
0.027365921 
0.027463592 
0.027561271 
0.027658960 
0.027756658 
0.027854365 
0.027952081 
0.028049807 
0.028147542 
0.028245287 
0.028343041 
0.028440804 
0.028538576 
0.028636358 
0.028734148 
0.028831949 
0.028929758 
0.029027577 
0.029125405 
0.029223243 
0.029321089 
0.029418945 
0.029516811 
0.029614685 
0.029712569 
0.029810462 
0.029908365 
0.030006277 
0.030104198 

Days 

313 
314 
315 
316 
317 
318 
319 
320 
321 
322 
323 
324 
325 
326 
327 
328 
329 
330 
331 
332 
333 
334 
335 
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 

3.47 Percent Factor 

0.030202128 
0.030300068 
0.030398017 
0.030495975 
0.030593943 
0.030691920 
0.030789907 
0.030887902 
0.030985907 
0.031083921 
0.031181945 
0.031279978 
0.031378020 
0.031476072 
0.031574133 
0.031672203 
0.031770282 
0.031868371 
0.031966469 
0.032064577 
0.032162694 
0.032260820 
0.032358955 
0.032457100 
0.032555254 
0.032653418 
0.032751590 
0.032849773 
0.032947964 
0.033046165 
0.033144375 
0.033242595 
0.033340823 
0.033439061 
0.033537309 
0.033635566 
0.033733832 
0.033832108 
0.033930392 
0.034028687 
0.034126990 
0.034225303 
0.034323625 
0.034421957 
0.034520298 
0.034618648 
0.034717008 
0.034815377 
0.034913755 
0.035012143 
0.035110540 
0.035208946 
0.035307362 
0.035405787 
0.035504221 
0.035602665 
0.035701119 
0.035799581 
0.035898053 
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Subchapter D.-Gain or Loss on Disposition of 
Property 

Part II.-Basis Rules of General Application 

Section 10 11.-Adjusted Basis for 
Determining Gain or Loss 

A loss incurred on the abandonment or worth
lessness of a partnership interest is an ordinary 
loss if sale or exchange treatment does not apply. 
If there is an actual or deemed distribution to the 
partner, or if the transaction is otherwise in sub
stance a sale or exchange, the partner's loss is 
capital (except as provided in section 751(b». 
See Rev. Rul. 93-80, page 239. 

Section 10 l6.-Adjustments to Basis 

26 CFR 1.1016-3: Exhaustion, wear and tear, 
obsolescence, amortization, and depletion for 
periods 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 al
lowance arrangement. See Rev. Proc. 93-51. 
page 593. 

Subchapter P.-Capital Gains or Losses 

Part III.-General Rules for Determining Capital 
Gains and Losses 

Section 1221.-Capital Asset Defined 

26 CFR 1.1221-27: Hedging transactions 
(temporary). 

T.D. 8493 

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

Hedging Transactions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations clarifying the 
character of gain or loss from business 
hedges. The temporary regulations ad
dress questions that have arisen as a 
result of the decision of the United 
States Supreme Court in Arkansas Best. 
The temporary regulations provide 
guidance to taxpayers entering into 
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hedging transactions and serve as a 
basis for resolving pending cases in
volving gains and losses from hedging. 
The text of the temporary regulations 
set forth in this document also serves 
as the text of the proposed regulations 
cross-referenced in the notice of pro
posed rulemaking *** [FI-46-93, page 
613. this Bulletin]. 

DATES: These temporary regulations 
are effective October 20, 1993. 

For dates of applicability of these 
temporary regulations, see the discus
sion in the "Dates of Applicability" 
paragraph in the "SUPPLEMENTARY 
INFORMATION" portion of the 
preamble. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

This regulation is being issued with
out prior notice and public procedure 
pursuant to the Administrative Proce
dure 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 
1545-1403. The estimated annual bur
den per recordkeeper varies from .10 to 
10.00 hours, depending on individual 
circumstances, with an estimated aver
age of .50 hour. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual record
keepers may require greater or less 
time. depending on their particular 
circumstances. 

.For furth~r information concerning 
this collectIOn of information, and 
where to submit comments on this 
collection of information, the accuracy 
~f the estimated burden, and sugges
tIOns for reducing this burden, please 
refer to the preamble to the cross
referencing notice of proposed rule
making published in *** [FI-46-93, 
page 613, this Bulletin]. 

Background 

This document contains temporary 
regulations amending the Income Tax 

256 1993-2 C.B. 

Regulations (26 CFR part 1) under 
section 1221 of the Internal Revenue 
Code (Code) (relating to the definition 
of capital asset). The provisions af
fected relate to the determination of the 
character of gain or loss from hedging 
transactions. The tax treatment of the 
gain or loss generally depends upon 
whether property used as a hedge is 
characterized as a capital asset. 

In Arkansas Best Corp. v. Commis
sioner, 485 U.S. 212 (1988) (Arkansas 
Best), the Supreme Court held that the 
taxpayer realized a capital loss on a 
sale of stock even though the stock was 
purchased with a business motive 
rather than an investment motive. In so 
holding, the Court rejected the business 
motive test (the Corn Products doc
trine) that had developed following the 
Court's decision in Corn Products 
Refining Co. v. Commissioner, 350 
U.S. 46 (1955) (Corn Products). The 
Court reaffirmed its holding in Corn 
Products on the grounds that the 
futures contracts at issue in that case 
came within the inventory exception of 
section 1221(1) of the Code. 

Arkansas Best has caused uncertainty 
with respect to the tax treatment of 
business hedging generally. Prior to 
Corn Products, it had been widely 
recognized that gain or loss realized on 
a hedge of a non-capital asset was 
treated as ordinary income or loss. 
After Corn Products, however, vir
tually all hedging transactions were 
thought to be within the business 
motive test of the Corn Products 
doctrine. Thus, there was little new 
authority on the subject of hedging 
during the 30 years preceding the 
Arkansas Best decision. 

Arkansas Best itself did not involve a 
business hedging transaction, and the 
Court did not directly address the tax 
treatment of hedging. Nonetheless, 
based on the Court's narrow interpreta
tion of its earlier decision in Corn 
Products, the Service, in individual 
cas~s, has treated various types of 
~usmess h~dging. transactions as giving 
nse to capital gam or loss. Issues with 
~espect to business hedging are present 
m many cases at an administrative 
~evel, and several cases involving these 
Issues are pending in the courts. 

. I~ Federal National Mortgage Asso
CIatIOn v. Commissioner, 100 T.C. No. 
36 (June 17, 1993) (FNMA), the Tax 
Court rejected the Service's position 
and held that the taxpayer's business 
hedges gave rise to ordinary gain or 

loss. In that case, the taxpayer used 
short positions in futures contracts, put 
options, and short sales of Treasury 
securities to hedge the spread between 
the rate of interest on mortgages that it 
held or had committed to buy and the 
rate of interest on indebtedness to be 
incurred to carry the mortgages. The 
court found that the mortgages were 
not capital assets and that the hedges 
were so integrally related to the mort
gages that they also were entitled to 
ordinary treatment. The court cited 
with favor the pre-Corn Products cases 
involving business hedges and ex
pressed a willingness to extend ordi
nary treatment to "short" hedges as 
well as "long" hedges and to liability 
hedges as well as asset hedges. 

Although the Service may disagree 
with some aspects of the FNMA 
opinion, the court clearly found 
Arkansas Best not to be an impediment 
to treating gains and losses on business 
hedging transactions as ordinary rather 
than capital. 

The result reached by the court 
avoids the character mismatches that 
result from treating business hedges as 
capital. Moreover, it comports with 
substantial evidence that Congress has 
long assumed that business hedges give 
rise to ordinary gain or loss. The 
legislati ve history of the 1954 Code, 
for example, expressly notes that 
hedges were ordinary under then
current law and that Congress intended 
to continue that treatment. H.R. Rep. 
No. 1337, 83d Cong., 2d Sess. A278 
(1954). In addition, a number of 
statutory provisions that provide special 
treatment to taxpayers that engage in 
hedging transactions are premised on 
Congress' understanding that business 
hedges receive ordinary treatment. See, 
e.g., sections 1256(e), 1092(e), 263(g)
(3), and 1233(g) of the Code. 

In light of the above, the Service has 
decided to abandon the position it has 
taken with respect to the character of 
many common business hedges and to 
resolve that issue with these regula
tions. Cases pending at the administra
tive level and in the courts will be 
disposed of in a manner consistent with 
the regulations. On a prospective basis, 
the regulations provide an identification 
and record-keeping requirement that is 
necessary for the Service to locate and 
evaluate transactions that taxpayers 
believe should qualify for hedge 
treatment. 



Need for Temporary Regulations 

Immediate guidance is needed with 
respect to gains and losses on business 
hedging transactions. This Treasury 
decision will enable Service personnel 
to resolve in a fair and consistent 
manner the many cases pending either 
at the administrative level or in the 
courts. Moreover, the clarification is 
needed because the uncertainty caused 
by Arkansas Best regarding the tax 
treatment of business hedges may be 
influencing business decisions as to 
whether and how to hedge business 
risks. Therefore, good cause is found to 
dispense with the public notice require
ment of 5 U.S.C. 553(b) and the de
layed effective date requirement of 5 
U.S.C. 553(d). 

Explanation of provisions 

Paragraph (a)(1) of §1.1221-2T pro
vides that property that is part of a 
hedging transaction, as defined in the 
regulations, is not a capital asset. This 
rule is effective for all open years. 

Paragraph (a)(2) of §1.1221-2T pro
vides a similar rule for short sales and 
options. Where a short sale or option is 
part of a hedging transaction, as 
defined, any gain or loss on the short 
sale or option is ordinary. Although the 
character of gain or loss on a short sale 
or option generally is determined under 
sections 1233 and 1234 rather than 
section 1221, the rule for short sales 
and options has been included here to 
provide a unified set of rules for 
determining the character of gain or 
loss on hedging transactions. New 
temporary regulations under sections 
1233 and 1234 provide that § 1.1221-
2T governs the character of gain or 
loss on short sales and options that are 
part of hedging transactions. 

Under paragraph (a)(3) of §1.1221-
2T, the fact that property, a short sale, 
or an option serves a hedging function 
makes gain or loss on the property, 
short sale, or option ordinary only if 
the property, short sale, or option is 
part of a hedging transaction as defined 
in the regulations. For example, if a 
transaction falls outside the regulations, 
gain or loss from the transaction is not 
made ordinary by the fact that property 
is a "surrogate" for a non-capital asset 
or that the transaction serves as "insur
ance" against a business risk. 

Paragraph (a)(4) of §1.1221-2T de
scribes the relationship between 

§ 1.1221-2T and certain other sections. 
Section 988 transactions are excluded 
from these regulations because gain or 
loss on those transactions is ordinary 
under section 988(a)(1). The regula
tions do apply, however, to transactions 
that predate the effective date of 
section 988. Paragraph (a)(4) of 
§1.1221-2T also makes clear that the 
definition of a hedging transaction 
under §1.1221-2T(b) does not apply 
for purposes of certain hedging excep
tions to the subpart F rules of section 
954 and certain hedge identification 
rules in the interest allocation regula
tions under section 864(e). 

In defining the term hedging transac
tion, paragraph (b)(1) of §1.1221-2T 
adopts the concept of hedging in sec
tion 1256(e)(2)(A) of the Code. A 
hedging transaction generally is a trans
action that a taxpayer enters into in the 
normal course of the taxpayer's busi
ness primarily to reduce the risk of 
interest rate or price changes or cur
rency fluctuations. Thus, the regula
tions do not provide ordinary treatment 
for gain or loss from the disposition of 
stock where, for example, the stock 
was acquired to protect the goodwill or 
business reputation of the acquirer or to 
ensure the availability of goods. 

The definition of a hedging transac
tion covers most, but not all, common 
business hedges. For example, the 
regulations do not apply where a tax
payer hedges a dividend stream, the 
overall profitability of a business unit, 
or other business risks that do not 
relate directly to interest rate or price 
changes or currency fluctuations. More
over, because a hedging transaction 
must reduce the taxpayer's risk, the 
regulation does not apply where a 
taxpayer hedges the risk of a related 
party. The Service welcomes comments 
on the scope of the definition and on 
the treatment of transactions between 
related parties. 

A second element of the definition of 
a hedging transaction is that the risk 
being reduced must relate to ordinary 
property or obligations or to the tax
payer's borrowings. Paragraph (b)(2) of 
§ 1.1221-2T defines the terms ordinary 
property and ordinary obligations. 
Property is ordinary property if a sale 
or exchange of the property could 
never produce capital gain or loss. An 
obligation is an ordinary obligation if 
performing or terminating the obliga
tion could never produce capital gain 
or loss. For example, a taxpayer's 
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obligation with respect to a short sale 
of a capital asset is not an ordinary 
obligation. 

Hedges of property within the excep
tions to section 1221 and property that 
produces ordinary gain or loss under, 
for example, section 582(c) generally 
come within the definition of the term 
"hedging transaction." The Service 
believes that it is inappropriate, how
ever, to have a loss on a hedge treated 
as ordinary when gain on the item or 
items being hedged could be treated as 
capital gain. Thus, a hedge of a section 
1231 asset or a hedge of the ordinary 
income produced by a capital asset is 
excluded from the definition. Hedges of 
non-inventory supplies are also ex
cluded because they are capital assets, 
notwithstanding the fact that they give 
rise to ordinary deductions when they 
are consumed in the taxpayer's 
business. 

Paragraph (b)(3) of §1.1221-2T clar
ifies that a transaction that hedges an 
aggregate risk qualifies for ordinary 
treatment under the regulations only if 
all of the risk, or all but a de minimis 
amount of the risk, being hedged is re
lated to ordinary property and lia
bilities. Thus, a bank could hedge the 
aggregate interest rate exposure on a 
large pool of its assets and treat any 
gain or loss from the hedge as ordinary 
gain or loss, even if a de minimis 
amount of the aggregate interest rate 
risk is related to capital assets. All of 
the risk being hedged, however, must 
be interest rate, price, or currency risk. 
Thus, the regulations do not permit 
ordinary treatment where a taxpayer 
hedges the overall profitability of one 
or more business units. 

Paragraphs (c)( 1) and (c )(3) of 
§1.1221-2T impose a same-day identi
fication and record-keeping requirement 
with respect to hedging transactions 
entered into on or after January I, 
1994. In the case of transactions that 
were entered into before January 1, 
1994, and that remain in existence on 
March 31, 1994, the same requirement 
applies except that the identification 
may be made until March 31, 1994. 
These requirements, authorized by sec
tions 6001 and 7805, are designed to 
aid the Internal Revenue Service in 
administering the law and to prevent 
manipulation, such as recharacterization 
of transactions in view of later de
velopments. In all cases, a taxpayer 
must identify a hedging transaction 
unambiguously. The identification is to 
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be made on. and retained as part of, the 
taxpayer's books and records and must 
specify both the hedging position and 
the item. items. or aggregate risk that is 
being hedged. 

The Service is considering what re
quirements should be met in order for 
an identification to satisfy § 1.1221-
2T( c). The proposed regulations that 
cross reference the text of this Treasury 
decision also contain proposed special 
identification requirements for specific 
types of hedging transactions. An addi
tional matter to be decided is what 
transaction-by-transaction records are 
required. For example, some taxpayers 
today make identifications for purposes 
of section 1256(e) by checking a work
paper box that refers explicitly to that 
statutory provision. The Service solicits 
comments on this point and on how a 
taxpayer should identify a global or 
other aggregate hedge. Pending more 
specific guidance. the Service will ac
cept any reasonable method of identify
ing the item. items, or aggregate risk 
being hedged. 

The taxpayer's identification of a 
transaction as a hedging transaction IS 

binding on the taxpayer. Thus, a 
taxpayer who identifies a transaction as 
a hedging transaction must treat any 
gain from the transaction as ordinary 
gain, even if the transaction does not 
meet the definition of a hedging 
transaction. Misidentifying a nonhedg
ing transaction as a hedge, however, 
does not transform a capital loss from 
the transaction into an ordinary loss. A 
taxpayer may not use the identification 
procedure to obtain a benefit to which 
the taxpayer is not entitled under the 
substantive rule. This rule is similar to 
the rule in section I 256(f)( I) of the 
Code. 

Similarly, the absence of identifica
tion generally is binding on a taxpayer 
and establishes that a transaction is not 
a hedging transaction. A taxpayer who 
does not identify a transaction may not 
claim the benefit of the regulations and 
must treat a loss from the transaction 
as a capital loss unless ordinary loss 
treatment is available without reference 
to whether the transaction serves a 
hedging function. An exception to this 
rule is provided where the taxpayer can 
show that the transaction in question 
was a hedging transaction and that the 
failure to identify the transaction was 
due to inadvertent error. Finally, if a 
hedging transaction was not identified 
and the taxpayer had no reasonable 
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basis for treating the transaction as 
other than a hedging transaction, gain 
from the transaction is ordinary. 

Dates of Applicability 

These temporary regulations gener
ally apply to all open taxable years. 
The identification requirements of para
graphs (c)(1) and (c)(3) of §1.l221-2T 
apply to transactions entered into on or 
after January 1, 1994, and to transac
tions that were entered into before 
January I, 1994, and that remain in 
existence on March 31, 1994. 

Special Analyses 

It has been determined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 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, 
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 
regulations 

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

Paragraph I. The authority citation 
for part I is amended by adding a 
citation in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.1221-2T also issued under 

26 U.S.c. 6001. *** 
Par. 2. Section 1.1221-2T is added 

to read as follows: 

§I.I22I-2T Hedging transactions 
(temporary). 

(a) Treatment of hedging trans
actions-(l) In general. This section 
go~ems the treatment of hedging trans
actIOns under section 1221. Except as 
provided in paragraph (d)(2) of this 
section (and notwithstanding the provi-

sions of § 1.1221-1 (a)), the term capital 
asset does not include property that is 
part of a hedging transaction defined in 
paragraph (b) of this section. 

(2) Short sales and options. This 
section also governs the character of 
gain or loss from a short sale or option 
that is part of a hedging transaction. 
See §§1.l233-2T and 1.1234-4T. Ex
cept as provided in paragraph (d)(2) of 
this section, gain or loss on a short sale 
or option that is part of a hedging 
transaction defined in paragraph (b) of 
this section is ordinary income or loss. 

(3) Exclusivity. Gain or loss on 
property, a short sale, or an option is 
ordinary on the grounds that the prop
erty, short sale, or option serves a 
hedging function only if the property, 
short sale, or option is part of a hedg
ing transaction as defined in paragraph 
(b) of this section. 

(4) Coordination with other 
sections-(i) Section 988. This section 
does not apply to gain or loss realized 
on a section 988 transaction as defined 
in section 988( c)(1) or to any qualified 
fund as defined in section 988( c)( I )(E)
(iii). This section does apply, however, 
to transactions or payments that would 
be subject to section 988 but for the 
date that the transactions were entered 
into or the date that the payments were 
made. 

(ii) Sections 954(c) and 864(e). The 
definition of a hedging transaction in 
paragraph (b) of this section does not 
apply for purposes of section 954(c)
(l)(C), section 954(c)(l)(D), and 
§ 1.861-9T(b )(6)(iv)(C). 

(b) Hedging transaction-(l) In gen
eral. A hedging transaction is a trans
action that a taxpayer enters into in the 
normal course of the taxpayer's trade 
or business primarily-

(i) To reduce risk of price changes 
or currency fluctuations with respect to 
ordinary property (as defined in para
graph (b )(2) of this section) that is held 
or to be held by the taxpayer; or 

(ii) To reduce risk of interest rate or 
price changes or currency fluctuations 
with respect to borrowings made or to 
be made, or ordinary obligations in
curred or to be incurred, by the 
taxpayer. 

(2) Ordinary property and obliga
tions. Property is ordinary property if a 
sale or exchange of the property by the 
taxpayer could not produce capital gain 
or loss regardless of the taxpayer's 
holding period when the sale or ex-



change occurs. Thus, for example, 
property used in the trade or business 
within the meaning of section 1231 (b) 
(determined without regard to the hold
ing period specified in that section) is 
not ordinary property. An obligation is 
an ordinary obligation if performance 
or termination of the obligation by the 
taxpayer could not produce capital gain 
or loss. . 

(3) Hedging an aggregate risk. The 
term hedging transaction includes a 
transaction that reduces an aggregate 
risk of interest rate changes, price 
changes, and/or currency fluctuations 
only if all of the risk, or all but a de 
minimis amount of the risk, is with 
respect to ordinary property, ordinary 
obligations, and borrowings. 

(c) Identification and record-keeping 
requirements-(l) In general. A tax
payer that enters into a hedging trans
action must identify the transaction as a 
hedging transaction before the close of 
the day on which the taxpayer enters 
into the transaction. The identification 
must be made on, and retained as part 
of, the taxpayer's books and records 
and must specify both the hedging 
transaction and the item, items, or 
aggregate risk that is being hedged. 

(2) Additional identification require
ments for certain hedging transactions. 
[RESERVED] 

(3) Presence or absence of identi
fication must be unambiguous. The 
presence or absence of an identification 
for purposes of this paragraph (c) must 
be unambiguous. The identification of a 
hedging transaction for financial ac
counting or regulatory purposes does 
not satisfy this requirement unless the 
taxpayer's books and records indicate 
that the identification is also being 
made for tax purposes. The taxpayer 
may indicate that individual hedging 
transactions, or a class or classes of 
hedging transactions, that are identified 
for financial accounting or regulatory 
purposes are also being identified as 
hedging transactions for purposes of 
this section. 

(4) Consistency with section 1256-
(e)(2)(C). [RESERVED] 

(5) Effective date-(i) In general. 
Paragraphs (c)(1) and (c)(3) of this 
section apply to transactions that-

(A) Are entered into on or after 
January 1, 1994, or 

(B) Are entered into before that date 
and remain in existence on March 31, 
1994. 

(ii) Special rule for paragraphs 
(c)(2) and (c)(4). [RESERVED] 

(6) Transition rule. In the case of 
hedging transactions described in para
graph (c)(5)(i)(B) of this section, an 
identification is timely if it is made 
before the close of business on March 
31, 1994. 

(d) Effect of identification and non
identification-( 1) Transactions identi
fied. If the taxpayer identifies a trans
action as a hedging transaction for 
purposes of paragraph (c) of this sec
tion, the identification is binding with 
respect to gain, whether or not all of 
the requirements of that paragraph are 
satisfied. Thus, gain from that transac
tion is ordinary income. If the transac
tion is not in fact a hedging transaction 
described in paragraph (b) of this 
section, however, paragraphs (a)(1) and 
(a)(2) of this section do not apply and 
the character of loss is determined 
without reference to whether the trans
action serves a hedging function. Thus, 
the taxpayer's identification of the 
transaction as a hedging transaction 
does not itself make loss from the 
transacti on ordinary. 

(2) Transactions not identified-(i) 
In general. Except as provided in 
paragraphs (d)(2)(ii) and (d)(2)(iii) of 
this section, the absence of an identi
fication that satisfies the requirements 
of paragraph (c) of this section is 
binding and establishes that a transac
tion is not a hedging transaction. Thus, 
subject to the exceptions, the rules of 
paragraphs (a)(1) and (a)(2) of this 
section do not apply and the character 
of gain or loss is determined without 
reference to whether the transaction 
serves a hedging function. 

(ii) Inadvertent error. If a taxpayer 
does not make an identification that 
satisfies the requirements of paragraph 
(c) of this section, the taxpayer may 
treat gain or loss from the transaction 
as ordinary income or loss under 
paragraph (a)(1) or (a)(2) of this sec
tion only if-

(A) The transaction is a hedging 
transaction (as defined in paragraph (b) 
of this section); 

(B) The failure to identify the trans
action was due to inadvertent error; and 

(C) All of the taxpayer's hedging 
transactions in all open years are being 
treated on either original or, if neces
sary, amended returns as provided in 
paragraphs (a)(l) and (a)(2) of this 
section. 

Section 1221 

(iii) Anti-abuse rule. If a taxpayer 
does not make an identification that 
satisfies the requirements of paragraph 
(c) of this section, but the taxpayer has 
no reasonable basis for treating the 
transaction as other than a hedging 
transaction, gain from the transaction is 
ordinary. Thus, a taxpayer may not 
elect to treat gain or loss from a 
hedging transaction as capital gain or 
loss. The reasonableness of the tax
payer's failure to identify a transaction 
is determined by taking into considera
tion not only the requirements of para
graph (b) of this section, but also the 
taxpayer's treatment of the transaction 
for financial accounting or other pur
poses and the taxpayer's identification 
of similar transactions as hedging 
transactions. 

Par. 3. Section 1.1233-2T is added 
to read as follows: 

§1.1233-2T Hedging transactions 
(temporary ). 

The character of gain or loss on a 
short sale that is part of a hedging 
transaction is determined under the 
rules of §1.1221-2T. 

Par. 4. Section 1.1234-4T is added 
to read as follows: 

§1.1234-4T Hedging transactions 
(temporary). 

The character of gain or loss on an 
acquired or a written option that is part 
of a hedging transaction is determined 
under the rules of § 1.1221-2T. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION 
ACT 

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

Authority: 26 U.S.C. 7805. 

Par. 6. Section 602.101(c) is 
amended by adding an entry in numeri
cal order to the table to read as 
follows: 

§602.JOI OMB Control numbers. 

* * * * * * 
(c) *** 

1993-2 C.B. 259 



Section 1221 

CFR part or section 

where identified 

and described 

Current OMB 

control number 

* * * * * * 

1.1221-2T(c) . . . . . . . . . . .. 1545-1403 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved October 6, 1993. 

Samuel Y. Sessions, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
October 18, 1993, 10:00 a.m., and published in 
the issue of the Federal Register for October 20, 
1993, 58 F.R. 54037) 

Part V.-Special Rules for Bonds and Other Debt 
Instruments 
Subpart A.-Original 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. 
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 1993. 

Rev. Rul. 93-42 

This revenue ruling provides various 
prescribed rates for federal income tax 

REV. RUL. 93--42 TABLE 1 

purposes for July 1993 (the current 
month). Table 1 contains the short
term, mid-term, and long-term applica
ble 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
exempt rate described in section 382(0. 
Table 4 contains the appropriate per
centages for determining 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 term 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 1993 

Period for Compounding 

Annual Semiannual Quarterly Monthly 
Short-Term 

AFR 3.95% 3.91% 3.89% 3.88% 
1l0% AFR 4.35% 4.30% 4.28% 4.26% 
120% AFR 4.74% 4.69% 4.66% 4.64% 
Mid-Term 

AFR 5.54% 5.47% 5.43% 5.41% 
1l0% AFR 6.11% 6.02% 5.98% 5.95% 
120% AFR 6.67% 6.56% 6.51% 6.47% 
150% AFR 8.38% 8.21% 8.13% 8.07% 
175% AFR 9.80% 9.57% 9.46% 9.38% 
Long-Term 

AFR 6.61% 6.50% 
110% AFR 

6.45% 6.41% 
7.28% 7.15% 

120% AFR 7.95% 
7.09% 7.05% 

7.80% 7.73% 7.68% 
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REV. RUL. 93-42 TABLE 2 

Adjusted APR July 1993 

Period for Compounding 

Annupl Semiannual 

Short-term 
adjusted AFR 2.98% 2.96% 

Mid-term 
adjusted AFR 4.44% 4.39% 

Long-term 
adjusted AFR 5.47% 5.40% 

REV. RUL. 93-42 TABLE 3 

Rates Under Section 382 for July 1993 

Adjusted federal long-term rate for the current month 

Quarterly 

2.95% 

4.37% 

5.36% 

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. 93-42 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for July 1993 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-42 TABLE 5 

Rate Under Section 7520 for July 1993 

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 

REV. RUL. 93-42 TABLE 6 

Blended Annual Rate for 1993 

Section 7872(e)(2) blended annual rate for 1993 

Section 1274 

Monthly 

2.94% 

4.35% 

5.34% 

5.47% 

5.49% 

8.42% 

3.61% 

6.6% 

4.16% 
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(Also Sections 42. 280G. 382. 412. 467. 468. 
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 1993. 

Rev. Rul. 93-51 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for August 1993 (the current 
month). Table 1 contains the short
term. mid-term. and long-term applica
ble 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-

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in 
section 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 
reversionary interest for purposes of 
section 7520. 

REV. RUL. 93-51 TABLE 1 

Applicable Federal Rates (AFR) for August 1993 

Short-Term 
AFR 

110% AFR 
120% AFR 

Mid-Term 
AFR 

110% AFR 
120% AFR 
150% AFR 
175% AFR 

Long-Term 
AFR 

110% AFR 
120% AFR 

Short-Term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual 

3.85% 
4.23% 
4.62% 

5.32% 
5.86% 
6.40% 
8.04% 
9.40% 

6.36% 
7.01% 
7.65% 

Annual 

2.76% 

4.32% 

5.27% 

Period for Compounding 

Semiannual 

3.81% 
4.19% 
4.57% 

5.25% 
5.78% 
6.30% 
7.88% 
9.19% 

6.26% 
6.89% 
7.51% 

REV. RUL. 93-51 TABLE 2 

Adjusted AFR for August 1993 

Quarterly 

3.79% 
4.17% 
4.54% 

5.22% 
5.74% 
6.25% 
7.80% 
9.09% 

6.21% 
6.83% 
7.44% 

Period for Compounding 

Semiannual Quarterly 

2.74% 2.73% 

4.27% 4.25% 

5.20% 5.17% 

REV. RUL. 93-51 TABLE 3 

Rates Under Section 382 for August 1993 

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) 
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Monthly 

3.78% 
4.15% 
4.53% 

5.19% 
5.71% 
6.22% 
7.75% 
9.02% 

6.18% 
6.79% 
7.40% 

Monthly 

2.72% 

4.23% 

5.14% 

5.27% 

5.47% 
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REV. RUL. 93-51 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for August 1993 

Appropriate percentage for the 70% present value low-income housing credit 8.37% 

3.59% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-51 TABLE 5 

Rate Under Section 7520 for August 1993 

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 6.4% 

(Also Sections 42, 280G, 382, 412, 467, 468, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purpose of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for September 1993. 

Rev. Rul. 93-55 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for September 1993 (the 
current month). Table 1 contains the 
short-term, mid-term, and long-term 
applicable 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-

REV. RUL. 93-55 TABLE 1 

term tax-exempt rate described in sec
tion 382(f). Table 4 contains the 
appropriate percentages for determining 
the low-income housing credit de
scribed 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 term of years, or a remainder 
or a reversionary interest for purposes 
of section 7520. 

Applicable Federal Rates (AFR) for September 1993 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 3.91% 3.87% 3.85% 3.84% 

110% AFR 4.31% 4.26% 4.24% 4.22% 
120% AFR 4.69% 4.64% 4.61% 4.60% 

Mid-Term 
AFR 5.35% 5.28% 5.25% 5.22% 

110% AFR 5.89% 5.81% 5.77% 5.74% 
120% APR 6.44% 6.34% 6.29% 6.26% 
150% AFR 8.08% 7.92% 7.84% 7.79% 
175% APR 9.45% 9.24% 9.14% 9.07% 

Long-Term 
APR 6.28% 6.18% 6.13% 6.10% 

110% APR 6.92% 6.80% 6.74% 6.71% 
120% APR 7.56% 7.42% 7.35% 7.31% 
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Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual 

2.88% 

4.28% 

5.27% 

REV. RUL. 93-55 TABLE 2 

Adjusted AFR September 1993 

Period for Compounding 

Semiannual Quarterly 

2.86% 2.85% 

4.24% 4.22% 

5.20% 5.17% 

REV. RUL. 93-55 TABLE 3 

Monthly 

2.84% 

4.20% 

5.14% 

Rates Under Section 382 for September 1993 

Adjusted federal long-term rate for the current month 5.27% 

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) 5.47% 

REV. RUL. 93-55 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for September 1993 

Appropriate percentage for the 70% present value low-income housing credit 8.36% 

3.58% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-55 TABLE 5 

Rate Under Section 7520 for September 1993 

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 6.4% 

(Also Sections 42, 280G, 382, 412, 467, 468, 
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 1993. 

Rev. Rul. 93-64 

This revenue ruling provides various 

264 1993-2 C.B. 

prescribed rates for federal income tax 
purposes for October 1993 (the current 
month). Table 1 contains the short
term, mid-term, and long-term applica
ble 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-

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low· 
income housing credit described in 
section 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 
reversionary interest for purposes of 
section 7520. 



Short-Term 
AFR 

110% AFR 
120% AFR 

Mid-Term 
AFR 

110% AFR 
120% AFR 
150% AFR 
175% AFR 

Long-Term 
AFR 

110% AFR 
120% AFR 

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

REV. RUL. 93-64 TABLE 1 

Applicable Federal Rates (AFR) for October 1993 

Annual 

3.69% 
4.07% 
4.44% 

5.00% 
5.50% 
6.02% 
7.55% 
8.84% 

5.84% 
6.44% 
7.03% 

Annual 

2.83% 

4.07% 

5.05% 

Period for Compounding 

Semiannual 

3.66% 
4.03% 
4.39% 

4.94% 
5.43% 
5.93% 
7.41% 
8.65% 

5.76% 
6.34% 
6.91% 

REV. RUL. 93-64 TABLE 2 

Adjusted AFR October 1993 

Quarterly 

3.64% 
4.01% 
4.37% 

4.91% 
5.39% 
5.89% 
7.34% 
8.56% 

5.72% 
6.29% 
6.85% 

Period for Compounding 

Semiannual Quarterly 

2.81% 2.80% 

4.03% 4.01% 

4.99% 4.96% 

REV. RUL. 93-64 TABLE 3 

Rates Under Section 382 for October 1993 

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. 93-64 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for October 1993 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-64 TABLE 5 

Rate Under Section 7520 for October 1993 

Applicable federal rate for determining the present value of an annuity, an interest for life or a 

Section 1274 

Monthly 

3.63% 
4.00% 
4.35% 

4.89% 
5.37% 
5.86% 
7.30% 
8.50% 

5.69% 
6.26% 
6.81% 

Monthly 

2.79% 

4.00% 

4.94% 

5.05% 

5.27% 

8.27% 

3.54% 

tenn of years, or a remainder or reversionary interest 6.0% 
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(A/so Sections -12. 280G. 382. 412. 467. -168. 
483. 807. 846. 1288. 7520. 7872.1 

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 1993. 

Rev. Rul. 93-71 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for November 1993 (the 
current month). Table 1 contains the 
short-term. mid-term. and long-term 
applicable 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-

REV. RUL. 93-71 TABLE I 

term tax-exempt rate described in sec
tion 382(f). Table 4 contains the 
appropriate percentages for determining 
the low-income housing credit de
scribed 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 term of years, or a remainder 
or a reversionary interest for purposes 
of section 7520. 

Applicable Federal Rates (AFR) for November 1993 

Short-Term 
AFR 

110% AFR 
120% AFR 

Mid-Term 
AFR 

110% AFR 
120% AFR 
150% AFR 
175% AFR 

Long-Term 
AFR 

110% AFR 
120% AFR 

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual 

3.68% 
4.06% 
4.43% 

4.92% 
5.42% 
5.91% 
7.42% 
8.69% 

5.84% 
6.44% 
7.03% 

Annual 

2.80% 

3.94% 

4.94% 

Period for Compounding 

Semiannual 

3.65% 
4.02% 
4.38% 

4.86% 
5.35% 
5.83% 
7.29% 
8.51% 

5.76% 
6.34% 
6.91% 

REV. RUL. 93-71 TABLE 2 

Adjusted AFR November 1993 

Quarterly 

3.63% 
4.00% 
4.36% 

4.83% 
5.31% 
5.79% 
7.22% 
8.42% 

5.72% 
6.29% 
6.85% 

Period for Compounding 

Semiannual Quarterly 

2.78% 2.77% 

3.90% 3.88% 

4.88% 4.85% 

REV. RUL. 93-71 TABLE 3 

Rates Under Section 382 for November 1993 

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). 
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Monthly 

3.62% 
3.99% 
4.34% 

4.81% 
5.29% 
5.76% 
7.18% 
8.36% 

5.69% 
6.26% 
6.81% 

Monthly 

2.76% 

3.87% 

4.83% 

4.94% 

5.27% 
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REV. RUL. 93-71 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for November 1993 

Appropriate percentage for the 70% present value low-income housing credit 8.26% 

3.54% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-71 TABLE 5 

Rate Under Section 7520 for November 1993 

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 6.0% 

(Also Sections 42. 280G. 382. 412. 467. 468. 
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 1993. 

Rev. Rul. 93-82 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for December 1993 (the cur
rent month). Table 1 contains the short
term, mid-term, and long-term applica
ble 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
exempt rate described in section 382(f). 

REV. RUL. 93-82 TABLE 1 

Table 4 contains the appropriate per
centages for determining 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 determin
ing the present value of an annuity, an 
interest for life or for a term of years, 
or a remainder or a reversionary in
terest for purposes of section 7520. 
Finally, Table 6 contains the applicable 
rate of interest for 1994 for purposes of 
sections 846 and 807. 

Applicable Federal Rates (AFR) for December 1993 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 3.83% 3.79% 3.77% 3.76% 

110% AFR 4.21% 4.17% 4.15% 4.13% 
120% AFR 4.60% 4.55% 4.52% 4.51% 

Mid-Term 
AFR 5.07% 5.01% 4.98% 4.96% 

110% AFR 5.59% 5.51% 5.47% 5.45% 
120% AFR 6.10% 6.01% 5.97% 5.94% 
150% AFR 7.66% 7.52% 7.45% 7.40% 
175% AFR 8.96% 8.77% 8.68% 8.61% 

Long-Term 
AFR 6.06% 5.97% 5.93% 5.90% 

110% AFR 6.68% 6.57% 6.52% 6.48% 
120% AFR 7.29% 7.16% 7.10% 7.06% 
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REV. RUL. 93-82 TABLE 2 

Adjusted AFR December 1993 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

2.86% 

4.01% 

5.06% 

2.84% 

3.97% 

5.00% 

REV. RUL. 93-82 TABLE 3 

Rates Under Section 382 for December 1993 

Adjusted federal long-term rate for the current month 

2.83% 

3.95% 

4.97% 

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. 93-82 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for December 1993 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 93-82 TABLE 5 

Rate Under Section 7520 for December 1993 

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 

REV. RUL. 93-82 TABLE 6 

Rates Under Sections 846 and 807 

Applicable rate of interest for 1994 for purposes of sections 846 and 807 
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Monthly 

2.82% 

3.94% 

4.95% 

5.06% 

5.06% 

8.30% 

3.56% 

6.2% 

7.45% 



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 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-tenn rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term, 
mid-tenn, and long-tenn rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55, page 263. 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-tenn rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64, page 264. 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-tenn rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71, page 266. 

The adjusted applicable federal short-term, 
mid-tenn, and long-tenn rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82, page 267. 

Subchapter S.-Tax Treatment of S Corporations 
and Their Shareholders 

Part I.-In General 

Section 1362.-Election; Revocation; 
Termination 

State court order retroactive ef
fect. Purported retroactive effect of a 
state court order reforming a trust to be 
a "qualified subchapter S trust" will 
not be recognized for federal tax 
purposes when the trust is a share
holder in a corporation that has filed an 
S election. The Service will not follow 
Flitcroft v. Commissioner, 328 F.2d 
449 (9th Cir. 1964). 

Rev. Rul. 93-79 

ISSUE 

If a state court order retroactively 
reforms a trust to meet the require-

ments of section 1361(d)(3) of the 
Internal Revenue Code for a "qualified 
subchapter S trust" (QSST), does the 
order have retroactive effect for pur
poses of determining the trust's eligi
bility to be a shareholder of an S 
corporation? 

FACTS 

X, a corporation, filed an election on 
March 15, 1992, to be an S corporation 
for its taxable year beginning January 
1, 1992. A trust (the Trust) was one of 
the shareholders participating in the S 
corporation election. 

The terms of the Trust satisfy the 
requirements for QSSTs set forth in 
section 1361(d)(3)(A)(i), (iii), and (iv), 
as well as section 1361(d)(3)(B) of the 
Code. However, the terms of the Trust 
also provide that, under certain circum
stances, a portion of the Trust's corpus 
may be distributed to a person other 
than the current income beneficiary. 
The terms of the Trust, therefore, do 
not satisfy the corpus distribution re
quirement of section 1361(d)(3)(A)(ii). 

On January 31, 1993, the benefici
aries of the Trust executed an agree
ment reforming the trust instrument's 
terms to provide that during the life of 
the current income beneficiary no trust 
beneficiary other than the current in
come beneficiary would be entitled to 
receive distributions of trust corpus. On 
February 15, 1993, the appropriate state 
court issued an order ruling that the 
Trust was reformed retroactive to De
cember 31, 1991. 

LAW AND ANALYSIS 

Section 1361(a)(1) of the Code de
fines the term "S corporation" as a 
small business corporation for which an 
election under section 1362(a) is in 
effect for the taxable year. 

Section 1361 (b)( 1) of the Code, 
which defines the term "small business 
corporation," permits only individuals, 
estates, and certain trusts (described in 
section 1361(c)(2» to be shareholders 
of a small business corporation. Section 
1361(b)(1)(B). 

Section 1361(c)(2)(A) of the Code 
provides that, for purposes of section 
1361(b)(1)(B), certain trusts may be 
shareholders of a small business corpo
ration. Under section 1361(d)(1), a 
QSST is treated as a trust described in 
section 1361 (c )(2)(A)(i). 

Section 1362 

Section 1361(d)(3) of the Code de
fines the term "qualified subchapter S 
trust." For a trust to meet that 
definition, section 1361 (d)(3 )(B) re
quires that all of the income (within the 
meaning of section 643(b» of the trust 
must be distributed (or required to be 
distributed) currently to one individual 
who is a citizen or resident of the 
United States. In addition, section 
1361 (d)(3 )(A) provides that the terms 
of the trust must require that (i) during 
the life of the current income benefi
ciary there may be only one income 
beneficiary of the trust; (ii) any corpus 
distributed during the life of the current 
income beneficiary may be distributed 
only to that beneficiary; (iii) the 
income interest of the current income 
beneficiary in the trust must terminate 
on the earlier of that beneficiary's 
death or the termination of the trust; 
and (iv) upon the termination of the 
trust during the life of the current 
income beneficiary, the trust must 
distribute all of its assets to that 
beneficiary. 

Section 1362(a) of the Code provides 
that a small business corporation may 
elect to be an S corporation. 

Section 1362(b)( 1) of the Code re
quires that the electing corporation 
must satisfy the S corporation eligibil
ity requirements when the election is 
filed. 

Section 1362(b)(2) of the Code 
provides, in part, that if an election is 
made on or before the 15th day of the 
third month of the taxable year, but on 
one or more days during that year, and 
before the election was made, the 
corporation did not meet the require
ments of section 1361 (b), then the 
election will be treated as made for the 
following taxable year. 

Section 1362(g) of the Code provides 
that, if a small business corporation has 
made an election under section 1362(a) 
and if the election has been terminated 
under section 1362(d), the corporation 
(and any successor corporation) is not 
eligible to make an election under 
section 1362(a) for any taxable year 
before its fifth tax year that begins 
after the first taxable year for which 
the termination is effective, unless the 
Secretary consents to the election. 

In the present situation, the original 
terms of the Trust did not satisfy the 
requirements of section 1361(d)(3)(A)
(ii) of the Code regarding distributions 
of corpus. Consequently, the Trust was 
not a QSST and was ineligible to be an 
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S corporation shareholder. Thus, the S 
corporation election filed by X on 
March 15, 1992, was ineffective be
cause the Trust held shares of X at the 
time the election was filed. In an effort 
to cure the ineffective election, the 
Trust's beneficiaries obtained a court
approved retroactive reformation of the 
governing trust instrument. 

Retroactive changes of the legal 
effects of a transaction through judicial 
nullification of a transfer or judicial 
reformation of a document do not have 
retroactive effect for federal tax pur
poses. American Nurseryman Publish
ing Company v. Commissioner, 75 T.e. 
271. 276-277 (1980), aff'd without 
published opinion, 673 F.2d 1333 (7th 
Cir. 1982); Estate of Hill v. Commis
simler, 64 T.e. 867 (1975), aff'd 
without published opinion, 568 F.2d 
1365 (5th Cir. 1978); Emerson Institute 
v. United States, 356 F.2d 824 (D.e. 
Cir. 1966), cert. denied, 385 U.S. 822 
(1966); Piel v. Commissioner, 340 F.2d 
887 (2d Cir. 1965); M. T. Straight Trust 
v. Commissioner, 245 F.2d 327 (8th 
CiT. 1957); Eisenberg v. Commissioner, 
161 F.2d 506 (3d CiT. 1947), cert. 
denied, 332 U.S. 767 (1947); Sinopoulo 
v. Jones, 154 F.2d 648 (lOth Cir. 
1946). 

American Nurseryman considered 
whether an S corporation election was 
terminated when stock in the corpora
tion was transferred to a trust. A state 
court found that the stock transfer was 
a mistake and held it to be void. The 
Tax Court disregarded the effect of the 
state court action for purposes of 
determining the federal tax status of the 
corporation and found that the S 
election was terminated. The court 
followed the consistently expressed 
judicial opinion that judicial reforma
tion cannot operate to change the 
federal tax consequences of a com
pleted transaction. 

Quoting its opinion in M. T. Straight 
Trust v. Commissioner, 24 T.e. 69 
(1955), aff'd. 245 F.2d 327 (8th CiT. 
1957), the court in American Nurseno
man said that it recognized th'at 
"[t]here are numerous cases in which 
the construction or interpretation of an 
instrument by a decision of a State 
court involving the taxpayer and ren
dered subsequent to the taxable period 
involved has been relied upon to 
determine the tax consequences of the 
document. " but the court stated that 
.. In the instant case, however, the 
reformation decree is not a determina-
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tion of the legal effect of the original 
trust instrument under local law, nor 
does it purport to be such a determina
tion. On the contrary, it alters and 
modifies the instrument." 75 T.e. 275. 
The court went on to observe that "as 
a general rule a reformation of an 
instrument has retroactive effect as 
between the parties to the instrument, 
but not as to third parties who pre
viously acquired rights under the in
strument." 75 T.e. 276. 

In Flitcroft v. Commissioner, 328 
F.2d 449 (9th Cir. 1964), rev 'g. 39 
T.e. 52 (1962), the taxpayers estab
lished trusts that were not by their 
terms irrevocable. State law mandated 
that a trust was not irrevocable unless 
expressly stated in the trust instrument. 
A state court reformed the trusts, based 
on the asserted original intent of the 
grantors, and decreed that the trusts 
were irrevocable from their execution. 
The Ninth Circuit held that the trusts 
were irrevocable for federal tax pur
poses. The Service does not follow the 
Ninth Circuit's decision in Flitcroft to 
the extent it requires the Service to 
give effect to a retroactive reformation. 

Accordingly, the reformation of the 
Trust will not be recognized retroac
tively to cure the defective S corpora
tion election filed by X. Because an 
ineligible trust held shares of X stock at 
the time X's S corporation election was 
filed, X was not a small business 
corporation on that date (as required by 
section 1362(a) of the Code) and on 
each day of 1992 before that date (as 
required by section 1362(b )(2)(B lei)). 
Therefore, X never became an S 
corporation because the S corporation 
election filed by X on March 15, 1992, 
was ineffective. Furthermore, the provi
sion of section 1362(b )(2) permitting 
certain otherwise ineffective elections 
to be effective for the following taxable 
year does not permit the election filed 
by X to be valid for the following 
taxable year, 1993, because X was not 
a small business corporation when the 
election was filed. 

The trust reformation, however, will 
be recognized prospectively. Therefore, 
because X has never been an S 
corporation, it may file a new S 
corporation election for a subsequent 
taxable year without waiting the 5-year 
period specified in section 1362(g) of 
the Code for new S corporation elec
tions by corporations whose previous 
elections have terminated. 

HOLDING 

A state court order, which retroac
tively reforms a trust to meet the 
requirements of a qualified subchapter 
S trust, does not have retroactive effect 
for purposes of determining the trust's 
eligibility to be a shareholder of an S 
corporation. 

Chapter 3.-Withholding of Tax on Nonresident 
Aliens and Foreign Corporations 

Subchapter A.-Nonresident Aliens and Foreign 
Corporations 

Section 1441.-Withholding of Tax 
on Nonresident Aliens 

Rules by which withholding under section 
1441 is not required if an alien student, teacher, 
or researcher who has income exempt under 
treaty submits Form 8233 along with certain 
representations to the withholding agent. See 
Rev. Proc. 93-22A, page 343. 

Subtitle B.-Estate and Gift Taxes 

Chapter 11.-Estate Tax 

Subchapter A.-Estates of Citizens or Residents 

Part II.-Credits Against Tax 

Section 2013.-Credit for Tax on 
Prior Transfers 

26 CFR 20.2013-4: Valuation of property 
transferred. 

For purposes of the credit for tax on prior 
transfers, the value of the transferred property 
is not reduced by post-death interest accruing 
on deferred federal estate taxes payable from 
the transferred property. See Rev. RuJ. 93-48, 
below. 

Part IV.-Taxable Estate 

Section 2055.-Transfers for Public, 
Charitable, and Religious Uses 

26 CFR 20.2055-1: Deduction for transfers 
for public, charitable and religious uses; in 
general. 
(Also Sections 2013, 2056; 20.2013-4, 
20.2056( b )-4.) 

Value of transfers. The Service 
has adopted the result of recent court 
decisions, which hold that post-death 
interest accruing on deferred federal 
estate tax payable from a testamentary 
transfer does not ordinarily reduce the 



date-of-death value of the transfer. Rev. 
Rul. 82-6 revoked; Rev. Ruls. 66-233 
and 73-98 modified; Rev. Rui. 80-159 
clarified. 

Rev. Rul. 93-48 

The Internal Revenue Service has 
reconsidered Rev. Rui. 82-6, 1982-1 
C.B. 137, in view of recent court 
decisions in Estate of Richardson v. 
Commissioner, 89 T.C. 1193 (1987), 
Estate of Street v. Commissioner, 974 
F.2d 723 (6th Cir. 1992), and Estate of 
Whittle v. Commissioner, 994 F.2d 379 
(7th Cir. 1993). 

Rev. Rui. 82-6 holds that, if deferred 
federal estate taxes and post-death 
interest thereon are payable out of a 
residuary estate, the value of a residu
ary charitable bequest for purposes of 
section 2055 of the Internal Revenue 
Code must be reduced by an estimate 
of the maximum amount of the interest 
that is expected to be paid out of the 
residuary estate. In light of the cases 
cited above, Rev. Rui. 82-6 is revoked. 

Rev. Rui. 66-233, 1966-2 C.B. 428, 
holds that, for purposes of section 2013 
of the Code, the value of a residuary 
bequest transferred by a prior decedent 
is to be reduced by the amount of all 
administrative expenses payable from 
the residuary bequest. Rev. Rui. 66-
233 is modified to apply to administra
tion expenses other than interest accru
ing on obligations payable from the 
residuary bequest. 

Rev. Rui. 73-98, 1973-1 C.B. 407, 
holds that, for purposes of section 2055 
of the Code, the value of a residuary 
charitable bequest is reduced by the 
amount of administrative expenses pay
able from the income of the residuary 
property. Rev. Rui. 73-98 is modified 
to apply to administrative expenses 
other than interest accruing on obliga
tions payable from the residuary princi
pal or income. 

Rev. Rui. 80-159, 1980-1 C.B. 206, 
holds that, for purposes of section 2056 
of the Code, the value of a residuary 
~arital bequest is not reduced by any 
Interest paid on deferred federal estate 
taxes where state law requires both 
estate tax and interest on the tax to be 
paid from portions of the estate other 
than the residuary marital bequest. Rev. 
Rul. 80-159 is clarified to hold that the 
value of the marital bequest for pur
poses of section 2056(b)( 4) is not 
reduced by post-death interest expense 
accruing on taxes even if state law 

requires payment from the marital 
bequest of estate tax and interest on the 
tax. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rui. 82-6 is revoked. Rev. Rui. 
66-233 and Rev. Rui. 73-98 are 
modified. Rev. Rui. 80-159 is clarified. 

Section 2056.-Bequests, etc., to 
Surviving Spouse 

26 CFR 20.2056(b)-4: Marital deduction; 
valuation of interest passing to surviving 
spouse. 

For purposes of the marital deduction. the 
value of the marital bequest property is not 
reduced by post -death interest accruing on 
deferred federal estate taxes payable from the 
marital bequest property. See Rev. Rul. 93-48. 
page 270. 

Subtitle C.-Employment Taxes 

Chapter 22.-Railroad Retirement Tax Act 

Subchapter C.-Tax on Employers 

Section 3221.-Rate of Tax 

[Railroad Retirement Tax Act] 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
section 3221 (c) of the Railroad Retire
ment Tax Act (28 U.S.c. 3221(c», the 
Railroad Retirement Board has deter
mined that the excise tax imposed by 
such section 3221 (c) on every 
employer, with respect to having indi
viduals 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, 1993, shall be at the rate of 31 cents. 

In accordance with directions in 
section 15(a) of the Railroad Retire
ment Act of 1974, the Railroad Retire
ment Board has determined that for the 
quarter beginning July 1, 1993, 30.5 
percent of the taxes collected under 
sections 3211(b) and 3221(c) of the 
Railroad Retirement Tax Act shall be 

Section 3221 

credited to the Railroad Retirement 
Account and 69.5 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: June 2, 1993. 

By Authority of the Board. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
June 9. 1993. 8:45 a.m .. and published in the 
issue of the Federal Register for June 10. 
1993. 58 F.R. 32553) 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
section 3221(c) of the Railroad Retire
ment Tax Act (26 U.S.c., section 
3221 (c», the Railroad Retirement 
Board has determined that the excise 
tax imposed by such section 3221(c) on 
every employer, with respect to having 
indiviuals 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, 1993, shall be at 
the rate of 31 cents. 

In accordance with directions in 
section 15(a) of the Railroad Retire
ment Act of 1974, the Railroad Retire
ment Board has determined that for the 
quarter beginning October 1, 1993, 
31.2 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 68.8 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 25, 1993. 

By Authority of the Board. 

Beatric Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
September 2, 1933, 8:45 a.m., and published 
in the issue of the Federal Register for 
September 3, 1993, 58 F.R. 47005) 
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Chapter 24.-Collection of Income Tax at Source 
on Wages 

Subchapter A.-Withholding from Wages 

Section 3402.-lncome Tax Collected 
at Source 

Rules by which withholding under section 
3402 is not required if an alien student. teacher. 
or researcher who has income exempt under 
treaty submits Form 8233 along with certain 
representations to the withholding agent. See 
Rev. Proc. 93-22A. page 343. 

Section 3406.-Backup Withholding 

26 CFR 31.3406(d)-5: Backup withholding 
,,"hen the Serl'ice or a broker notifies the 
pavor to withhold because the payee's 
taxpayer identification number is incorrect. 

The notices that the Service sends to a payor 
I B notices) about the payee's incorrect taxpayer 
identification number are revised primarily to 
reflect the statutory increase in the rate of 
backup withholding from 20 to 31 percent for 
amounts paid after December 31, 1992. See Rev. 
Proc. 93-37, page 477. 

Chapter 25.-General Provisions Relating to 
Employment Taxes 

Section 3504.-Acts to be Performed 
by Agents 

26 CFR 31.3504-1: Acts to be performed by 
agents. 

Requirements for the filing of Form 940 on 
magnetic tape by reporting agents. See Rev. 
Proc. 93-46, page 545. 

Subtitle D.-Miscellaneous Excise Taxes 
Chapter 31.-Retail Excise Taxes 

Part I.-Imposition of Taxes 

Subpart A.-Passenger Vehicles, Boats, and 
Aircraft 

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 1994. See Rev. Proc. 
93-49. page 581. 

Section 4003.-Special Rules 

The Service is providing inflation adjustments 
(0 (he price abO\ e which a passenger vehicle 
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becomes subject to an excise tax for transactions 
occurring in calendar year 1994. (Price includes 
the price of installation of parts or accessories on 
a passenger vehicle within six months of the date 
after the vehicles was first placed in service.) 
See Rev. Proc. 93-49, page 581. 

Subchapter B.-Special Fuels 

Section 4041.-lmposition of Tax 

26 CFR 48.4041-18: Fuels containing alcohol. 

Whether methanol produced from methane gas 
formed in waste disposal sites is "alcohol 
produced from natural gas" for purposes of the 
alcohol fuel provisions of sections 40, 4041, 
4081.4091, and 6427 of the Code. See Rev. RuL 
93-67, page 4. 

26 CFR 48.4041-19: Exemption for qualified 
methanol and ethanol fuel. 

Whether methanol produced from methane gas 
formed in waste disposal sites is "alcohol 
produced from natural gas" for purposes of the 
alcohol fuel provisions of sections 40, 4041, 
4081, 4091, and 6427 of the Code. See Rev. RuL 
93-67, page 4. 

Chapter 32.-Manufacturers Excise Taxes 

Subchapter A.-Automotive and Related Items 

Part ilL-Petroleum Products 

Subpart A.-Gasoline 

Section 4081.-lmposition of Tax 

T.D. 8498 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 47 

Fuel Floor Stocks Taxes Under the 
Omnibus Budget Reconciliation Act of 
1993 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
floor stocks taxes on gasoline, diesel 
fuel, and aviation fuel held on October 
I, 1993; on diesel fuel held on January 
I, 1994; and on commercial aviation 
fuel held on October I, 1995. These 
rules reflect changes to the law made 
by the Omnibus Budget Reconciliation 

Act of 1993 (Act). The temporary 
regulations provide guidance relating to 
the persons liable for the taxes, excep
tions to the taxes, and the times for 
reporting and paying the taxes. 

EFFECTIVE DATE: These regulations 
are effective October 1, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

The Act makes several changes to 
the Internal Revenue Code with respect 
to the taxation of motor fuels. First, 
effective October 1, 1993, it increases 
the rates of excise taxes on gasoline, 
diesel fuel, and aviation fuel. The 
gasoline tax, under section 4081, in
creases from 14.1 cents per gallon to 
18.4 cents per gallon; the diesel fuel 
tax, under section 4091, increases from 
20.1 cents per gallon to 24.4 cents per 
gallon; and the aviation fuel tax, under 
section 4091, increases from 17.6 cents 
per gallon to 21.9 cents per gallon. 
These new rates include the O.I-cent
per-gallon tax that funds the Leaking 
Underground Storage Tank (LUST) 
Trust Fund. Second, effective January 
1, 1994, the Act generally moves the 
point of imposition of tax on diesel 
fuel to the tenninal rack. Third, effec
tive October 1, 1995, the Act increases 
the tax on fuel used in commercial 
aviation by 4.3 cents per gallon. 

The Act also imposes three floor 
stocks taxes, which are not codified, on 
these fuels. The taxes are to be paid by 
persons holding fuel on the effective 
dates of the taxes. 

The first floor stocks tax is a one
time tax on gasoline, diesel fuel, and 
aviation fuel that are held at the first 
moment of October I, 1993, at a point 
in the distribution chain where these 
fuels would not otherwise be subject to 
the increased tax rates. The rate of the 
October I, 1993, floor stocks tax is 4.3 
cents per gallon. 

The second floor stocks tax is a one
time tax on diesel fuel held by any 
person at the first moment of January 
1, 1994, if (A) no tax was imposed on 
the fuel under section 4041(a) or 4091 
as in effect on December 31, 1993, and 
(B) tax would have been imposed by 
section 4081, as amended by the Act, 
on any prior removal, entry, or sale of 
the fuel had section 4081 applied to the 
fuel for periods before January 1, 1994. 
The rate of the January I, 1994, floor 
stocks tax is 24.4 cents per gallon. 



The third floor stocks tax is a one
time tax on commercial aviation fuel 
held by any person at the first moment 
of October 1, 1995, on which the 
LUST tax was imposed under section 
4091 before October 1, 1995. The rate 
of the October 1, 1995, floor stocks tax 
is 4.3 cents per gallon. 

Explanation of provisions 

The temporary regulations provide 
definitions relating to the floor stocks 
taxes. The definitions of "aviation 
fuel" and "diesel fuel" are in sub
stance the same as the existing defini
tions under the Fuel Floor Stocks Tax 
of 1990 Regulations (26 CFR 42.2). 
The definition of "gasoline" is in 
substance the same as the existing 
definition under §48.4081-1 (i) of the 
Manufacturers and Retailers Excise Tax 
Regulations (26 CFR Part 48). A new 
definition is added for "commercial 
aviation fueL" "Commercial aviation 
fuel" is any liquid (other than any 
product taxable under section 4081) 
that is suitable for use as fuel in an 
aircraft and is held for use or sale for 
use in a business of transporting 
persons or property for compensation 
or hire by air. 

The regulations identify the fuels 
subject to the floor stocks taxes, list the 
applicable rates of tax, and identify the 
persons liable for the taxes. 

Exceptions to the floor stocks taxes 

The regulations also provide rules 
relating to exceptions to the floor 
stocks taxes. First, the floor stocks 
taxes generally do not apply to fuel 
held exclusively for an exempt use. An 
exempt use is any use of a fuel (other 
than use in producing gasohol or a 
diesel fueUalcohol mixture, or use as 
fuel in a train) that is described in 
s~ction 6420, 6421, or 6427 and gives 
nse to a credit or payment from the 
IRS equal to the tax imposed under 
section 4081 or 4091, as the case may 
be. Generally, the regulations provide 
that fuel is held exclusively for an 
exempt use only if the person holding 
the fuel at the first moment of the tax 
imposition date actually uses the fuel in 
an exempt use. Accordingly, fuel is not 
?eld exclusively for an exempt use if it 
IS held for resale (including resale to a 
person who will use the fuel for an 
exempt use). However, the ultimate 
purchaser of fuel for an exempt use 
may be entitled to a credit or payment 

equal to the floor stocks tax pursuant to 
section 34, 6416, 6420, 6421, or 6427. 

Generally, diesel fuel held for use in 
a train is not treated as held for an 
exempt use and, therefore, a floor 
stocks tax applies to such fuel. Fuel 
held for the exclusive use of a State or 
local government in a train, however, is 
treated as exempt and is not subject to 
the floor stocks tax. 

Second, the October 1, 1993, floor 
stocks tax does not apply to gasoline or 
diesel fuel held at the first moment of 
October 1, 1993, in the fuel supply 
tank of a motor vehicle or motorboat. 

Third, a person is not liable for the 
October 1, 1993, floor stocks tax on 
gasoline if the amount of gasoline held 
by the person at the first moment of 
October 1, 1993, does not exceed 4,000 
gallons. In determining whether this 
threshold is crossed, the amount of 
gasoline a person holds exclusively for 
an exempt use and the amount of gaso
line held by a person in the fuel supply 
tank of a motor vehicle or motorboat 
are not taken into account. If a person 
holds more than 4,000 gallons of gaso
line, then the floor stocks tax is im
posed on all gasoline that is held by 
the person and that is not otherwise 
exempt. 

Members of certain controlled groups 
must aggregate the gasoline held by all 
members in determining whether they 
hold no more than 4,000 gallons of 
gasoline. If holdings of all members in 
aggregate exceed 4,000 gallons, then 
the de minimis exception does not 
apply to any member of the group. The 
aggregation rule for controlled groups 
does not affect the requirement that 
each separate person liable for the floor 
stocks tax file a return. 

Similar rules apply with respect to 
the October 1, 1993, floor stocks tax 
on diesel fuel and aviation fuel and the 
October 1, 1995, floor stocks tax on 
commercial aviation fuel, but the 
threshold amount under these rules is 
2,000 gallons. There is no similar de 
minimis exception to the January 1, 
1994, floor stocks tax on diesel fuel. 

The temporary regulations provide 
that the January 1, 1994, floor stocks 
tax does not apply to any diesel fuel 
that would satisfy the dyeing and other 
requirements of section 4082, as 
amended by section 13242 of the Act. 
Temporary regulations providing rules 
relating to dyeing of diesel fuel and 
other requirements of section 4082 will 
be issued soon. 

Section 4081 

No specific exception is provided to 
any of the floor stocks taxes for fuel 
held in "dead storage" (i.e.. the 
amount of fuel that will not be pumped 
out of a storage tank because the fuel 
is below the mouth of the draw pipe). 
Although exceptions to the floor stocks 
taxes are provided for fuel held for an 
exempt use and for dyed fueL undyed 
fuel held in dead storage is not held for 
an exempt use and is, therefore, subject 
to the floor stocks taxes. 

The temporary regulations define 
diesel fuel as a liquid suitable for use 
as a fuel in a diesel-powered highway 
vehicle or a diesel-powered train, avia
tion fuel as a liquid suitable for use as 
fuel in an aircraft, and gasoline as a 
product that is commercially known or 
sold as gasoline and is suitable for use 
as a motor fuel. Thus, the contents of a 
fuel storage tank are not subject to tax 
to the extent the owner can establish 
that they are not suitable for use as a 
fuel. However, the possibility that some 
liquids held in dead storage may not be 
suitable for use as a fuel does not 
justify a blanket exemption for other
wise taxable fuel that is held in dead 
storage. 

Payment and return 

The tax must be paid with a return 
on Form 720, Quarterly Federal Excise 
Tax Return, filed by the applicable 
return date. Persons that are also 
required to report other excise taxes 
must report the floor stocks tax and the 
other excise taxes for the same calen
dar quarter on one Form 720. The due 
date for the return is the later of the 
floor stocks return date or the return 
date for the other excise taxes due for 
the same calendar quarter. This rule 
does not extend the time for making 
deposits or payments of the other 
excise taxes. 

These regulations do not propose any 
specific recordkeeping requirements 
with respect to the floor stocks taxes. 
However, the general recordkeeping 
requirements applicable to Form 720 
apply. In determining the amount of 
fuel subject to floor stocks taxes any 
acceptable method may be used. For 
example, inventories based on actual 
measurement, on a work-forward or 
work-back method, or any other 
method that accurately reflects fuel 
held are acceptable. 

The applicable Form 720 and its 
separate instructions may be obtained 
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at many local IRS offices or by calling 
the following toll-free number: 
1-800-829-3676. 

Special Analvses 

It has been determined that this 
Treasury Decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. 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, 
these temporary regulations will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on their 
impact on small business. 

* * * * * * 
Amendments to the Regulations 

Accordingly, 26 CFR Part 47 is 
amended as follows: 

PART 47-FLOOR STOCKS TAXES 

Paragraph 1. The authority citation 
for part 47 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Subpart C is added to read as 

follows: 

SUBPART C-Fuel Floor Stocks 
Taxes Under the Omnibus Budget 
Reconciliation Act of 1993 

Sec. 

47.3-IT Scope of subpart C and 
effective date (temporary). 

47.3-2T Definitions relating to the 
floor stocks taxes under subpart C 
(temporary). 

47.3-3T Imposition of floor stocks tax 
on fuel held on October I, 1993 
(temporary). 

47.3-4T Exceptions to the October I, 
1993. floor stocks tax (temporary). 

47.3-5T Requirements with respect to 
payment and return for the October I, 
1993. floor stocks tax (temporary). 

47.3-6T Imposition of the January 1. 
1994. floor stocks tax on diesel fuel 
held on January 1. 1994 (temporary). 
47.3-7T Exception to the January 1, 
1994. floor stocks tax (temporary). 
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47.3-8T Requirements with respect to 
payment and return for the January 1, 
1994, floor stocks tax (temporary). 

47.3-9T Imposition of the October 1, 
1995, floor stocks tax on commercial 
aviation fuel held on October 1, 1995 
(temporary). 
47.3-10T Exceptions to the October 1, 
1995, floor stocks tax (temporary). 

47.3-1lT Requirements with respect to 
payment and return for the October 1, 
1995, floor stocks tax (temporary). 

SUBPART C-Fuel Floor Stocks 
Taxes Under the Omnibus Budget 
Reconciliation Act of 1993 

§47.3-1T Scope of subpart C and 
effective date (temporary). 

The regulations in this subpart C 
relate to the fuel floor stocks taxes 
imposed by sections 13241(h), 13243, 
and 13245 of the Omnibus Budget 
Reconciliation Act of 1993 (107 Stat. 
312). The tax under section 13241(h) is 
imposed on previously taxed gasoline, 
diesel fuel, and aviation fuel held by 
any person at the first moment of 
October 1, 1993 (the October 1, 1993, 
floor stocks tax). The tax under section 
13243 is imposed on untaxed diesel 
fuel that does not satisfy the require
ments of section 4082 (as amended by 
section 13242 of the Act) and that is 
held by any person at the first moment 
of January 1, 1994, at a point in the 
distribution chain outside the bulk 
transfer/terminal system (the January 1, 
1994, floor stocks tax). The tax under 
section 13245 is imposed on commer
cial aviation fuel on which tax was 
imposed under section 4091 (even if 
only at the Leaking Underground Stor
age Tank Trust Fund financing rate) 
before October 1, 1995, and that is 
held by any person at the first moment 
of October 1, 1995 (the October 1, 
1995, floor stocks tax). The regulations 
in this subpart describe the specific 
fuels subject to tax, the rates of tax, 
and the persons liable for tax. The 
regulations in this subpart also provide 
exceptions to tax and requirements for 
payment of tax and filing a return 
reporting tax. This subpart is effective 
on October 1, 1993. 

§47.3-2T Definitions relating to the 
floor stocks taxes under subpart C 
(temporary). 

Act is the Omnibus Budget Recon
ciliation Act of 1993 (107 Stat. 312). 

A viation fuel is any liquid (other 
than any product taxable under section 
4081) that is commonly or commer
cially known or sold as a fuel that is 
suitable for use in an aircraft. 

Commercial aviation fuel is any 
aviation fuel that is held for use or sale 
for use in a business of transporting 
persons or property for compensation 
or hire by air. 

Controlled group means-
(1) Any controlled group of corpora

tions within the meaning of section 
1563(a), except that the phrase "more 
than 50 percent" is substituted for the 
phrase "at least 80 percent" each place 
it appears therein and a controlled 
group of corporations includes mem
bers that are described in section 
1563(b )(2) (relating to excluded mem
bers); and 

(2) Any other group of organiza
tions, at least one member of which is 
not a corporation, that is a brother
sister group under common control or a 
combined group under common con
trol, with terms having the following 
meanings for this purpose: 

(i) Organization means a sole pro
prietorship, a partnership, a trust, an 
estate, or a corporation. 

(ii) Brother-sister group under com
mon control means two or more 
organizations if-

(A) The same five or fewer persons 
who are individuals, estates, or trusts 
own (directly and with the application 
of §1.414(c)-4 of this chapter) a con
trolling interest of each organization; 

(B) Taking into account the owner
ship of each person only to the extent 
that person's ownership is identical 
with respect to each organization, such 
persons are in effective control of each 
organization; and 

(C) The five or fewer persons whose 
ownership is considered for purposes of 
the controlling interest requirement for 
each organization are the same persons 
whose ownership is considered for 
purposes of the effective control 
requirement. 

(iii) Controlling interest means
(A) In the case of a corporation, 

ownership of stock possessing at least 
50 percent of the total combined voting 
power of all classes of stock entitled to 
vote or at least 50 percent of the total 
value of the shares of all classes of 
stock of the corporation; 

(B) In the case of a trust or estate, 
ownership of an actuarial interest (de-



termined under § 1.52-1 (f) of this chap
ter) of at least 50 percent of the trust or 
estate; 

(C) In the case of a partnership, 
ownership of at least 50 percent of the 
profit interest or capital interest of the 
partnership; and 

(D) In the case of a sole proprietor
ship, ownership of the sole proprietor
ship. 

(iv) Effective control has the mean
ing given that term in §1.52-1(d)(3) of 
this chapter. 

(v) Combined group under common 
control has the meaning given that 
tenn in § 1.52-1 (e) of this chapter. 

Diesel fuel means any liquid (other 
than gasoline) that is suitable for use in 
a diesel-powered highway vehicle, 
diesel-powered train, or, after Decem
ber 31, 1993, diesel-powered boat. 

Fuel means gasoline, diesel fuel, and 
aviation fuel (including after September 
30, 1995, commercial aviation fuel). 

Gasoline means-

(1) All products (including gasohol) 
that are commonly or commercially 
known or sold as gasoline and are 
suitable for use as a motor fuel (other 
than products that are not sold as 
gasoline and have an American Society 
for Testing Materials octane number of 
less than 75 as determined by the 
motor method); and 

(2) Gasoline blend stocks (as defined 
in §48.4081-1(j) of this chapter). 

Person includes each business unit 
that has, or is required to have, its own 
employer identification number. 

§47.3-3T Imposition of floor stocks 
tax on fuel held on October I, 1993 
(temporary). 

(a) Fuels subject to tax. Section 
13241(h)(1) of the Act imposes a floor 
stocks tax on gasoline (including gas
ohol), diesel fuel, and aviation fuel-

(1) On which tax was imposed under 
section 4081 or 4091 before October 1, 
1993; and 

(2) That is held at the first moment 
of October 1, 1993, by any person. 

(b) Rate of tax. The rate of the 
October 1, 1993, floor stocks tax is 4.3 
cents per gallon. 

(c) Person liable for tax. The person 
liable for tax on any fuel subject to the 
October 1, 1993, floor stocks tax is the 
person that holds the fuel at the first 

moment of October 1, 1993. Fuel is 
held by a person if the person has title 
to the fuel (whether or not delivery to 
that person has been made) at such 
time, as determined under applicable 
local law. 

§47.3-4T Exceptions to the October 
I, 1993, floor stocks tax (temporary). 

(a) Exception for fuel held for an 
exempt use-(l) Gasoline. The October 
1, 1993, floor stocks tax does not apply 
to gasoline held exclusively for an 
exempt use. In determining whether 
gasoline is held exclusively for an 
exempt use, the following rules apply: 

(i) An exempt use, with respect to 
gasoline, is any use of gasoline (other 
than use in producing gasohol) that is 
described in section 6420, 6421, or 
6427 and that entitles the ultimate 
purchaser to a credit or payment equal 
to the tax imposed by section 4081. 
Thus, for example, exempt use of gaso
line includes use on a farm for farming 
purposes; use in an off-highway busi
ness use; use in certain intercity, local, 
and school buses; exclusive use by a 
State or local government or nonprofit 
educational organization; and use in 
commercial aircraft. 

(ii) Gasoline is held exclusively for 
an exempt use only if the person that 
holds gasoline at the first moment of 
October 1, 1993, actually uses the 
gasoline in an exempt use. 

(iii) Gasoline is not held exclusively 
for an exempt use if, at the first 
moment of October 1, 1993, the gaso
line is held for resale (including resale 
to a person that will use the gasoline in 
an exempt use). Thus, for example, 
gasoline held by a gasoline service 
station for sale to a farmer for use on a 
farm for farming purposes is not 
exempt from the October 1, 1993, floor 
stocks tax. However, the farmer would 
be eligible to claim an income tax 
credit for an amount equal to the tax 
under sections 34 and 6420. 

(2) Diesel fuel. The October 1, 1993, 
floor stocks tax does not apply to 
diesel fuel held exclusively for an 
exempt use. In determining whether 
diesel fuel is held exclusively for an 
exempt use, the following rules apply: 

(i) An exempt use, with respect to 
diesel fuel, is any use of diesel fuel 
(other than use in producing a diesel 
fuel/alcohol mixture or as fuel in a 
diesel-powered train) that is described 
in section 6427 and that entitles the 
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ultimate purchaser to a credit or 
payment equal to the tax imposed by 
section 4091. Thus, for example, ex
empt uses of diesel fuel include use 
other than as a fuel in a diesel-powered 
highway vehicle (as defined in 
§48.4041-8(b)(4) of this chapter), use 
on a farm for farming purposes, exclu
sive use by a State or local government 
or nonprofit educational organization, 
and use in an off-highway business use. 

(ii) Diesel fuel held for use in a 
diesel-powered train is not exempt 
from the October 1, 1993, floor stocks 
tax under this paragraph (a)(2) unless 
the fuel is held by a State or local 
government. Thus, the exemptions for 
use other than as fuel in a diesel
powered highway vehicle and off
highway business use do not apply to 
fuel used in a diesel-powered train. See 
section 6427(1)(3) as amended by sec
tion 13241 of the Act. 

(iii) Diesel fuel is held exclusively 
for an exempt use only if the person 
that holds the fuel at the first moment 
of October 1, 1993, actually uses the 
diesel fuel in an exempt use. 

(iv) Diesel fuel is not held ex
clusively for an exempt use if, at the 
first moment of October 1, 1993, the 
diesel fuel is held for resale (including 
resale to a person that will use the 
diesel fuel in an exempt use). Thus, for 
example, diesel fuel held by a retailer 
for sale to a construction company for 
use in the construction company's off
road machinery is not exempt from the 
October 1, 1993, floor stocks tax. How
ever, the construction company would 
be eligible to claim a credit or payment 
equal to the tax under section 6427. 

(3) Aviation fuel. The October 1, 
1993, floor stocks tax does not apply to 
aviation fuel held exclusively for an 
exempt use. In determining whether 
aviation fuel is held exclusively for an 
exempt use, the following rules apply: 

(i) An exempt use, with respect to 
aviation fuel, is any use of aviation 
fuel that is described in section 6427 
and that entitles the ultimate purchaser 
to a credit or payment equal to the tax 
imposed by section 4091. Thus, for 
example, exempt use of aviation fuel 
includes any use on a farm for farming 
purposes, exclusive use by a State or 
local government or nonprofit educa
tional organization, and use other than 
use as a fuel in an aircraft in noncom
mercial aviation (as defined in section 
4041 (c ». 

(ii) Aviation fuel is held exclusively 
for an exempt use only if the person 
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that holds the aVIatIOn fuel at the first 
moment of October I. 1993, actually 
uses the aviation fuel in an exempt use. 

(iii) Aviation fuel is not held ex
clusively for an exempt use if. at the 
first moment of October 1, 1993, the 
aviation fuel is held for resale (includ
ing resale to a person that will use the 
aviation fuel in an exempt use). Thus, 
for example, aviation fuel held by a 
fixed-base operator for sale to an 
airline for use in commercial aviation 
is not exempt from the October 1, 
1993, floor stocks tax. However, the 
airline would be eligible to claim a 
credit or payment equal to the tax 
under section 6427. 

(b) Exception for gasoline or diesel 
fuel held in vehicle fuel supply tank. 
The October I. 1993, floor stocks tax 
does not apply to gasoline or diesel 
fuel held at the first moment of 
October 1, 1993, in the fuel supply 
tank of a motor vehicle (as defined in 
§48.4041-8(c) of this chapter) or 
motorboat. This exception does not 
apply to fuel held in the fuel supply 
tank of a train or an aircraft. 

(c) Exception for certain amounts of 
fuel-( I) In general. The October 1, 
1993, floor stocks tax does not apply 
to-

(i) Gasoline that a person holds at 
the first moment of October 1, 1993, if 
the aggregate amount of gasoline held 
by that person at that moment does not 
exceed 4,000 gallons; and 

(ii) Diesel fuel or aviation fuel that a 
person holds at the first moment of 
October 1, 1993, if the aggregate 
amount of diesel fuel or the aggregate 
amount of aviation fuel held by that 
person at that moment does not exceed 
2,000 gallons. 

(2) Additional rules-(i) Coordina
tioll with other exemptions. In deter
mining the aggregate amount of gaso
line, diesel fuel, or aviation fuel held 
by a person at the first moment of 
October I, 1993, there is excluded the 
amount of gasoline, diesel fuel, or 
aviation fuel exempt from the October 
I, 1993, floor stocks tax by reason of 
paragraph (a) of this section (relating to 
fuel held for exempt uses), or para
graph (b) of this section (relating to 
gasolIne and diesel fuel held in the fuel 
supply tank of a motor vehicle or 
motorboat). 

(ii) All amounts held subject to t(L'( if 
threshold exceeded. The October I 
1993, floor stocks tax applies to ali 
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amounts of gasoline, diesel fuel, or 
aviation fuel (as the case may be) held 
by a person (and not exempt from tax 
under paragraph (a) or (b) of this 
section) if the aggregate amount of fuel 
held by the person at the first moment 
of October I. 1993, exceeds 4,000 gal
lons in the case of gasoline or 2,000 
gallons in the case of diesel fuel or 
aviation fuel. 

(iii) Controlled groups. A member 
of a controlled group (as defined in 
§47.3-2T) holds more than 4,000 gal
lons of gasoline if the aggregate 
amount of all gasoline held by all 
members of the controlled group ex
ceeds 4,000 gallons. A member of a 
controlled group holds more than 2,000 
gallons of diesel fuel or aviation fuel if 
the aggregate amount of all diesel fuel 
or aviation fuel, as the case may be, 
held by all members of the controlled 
group exceeds 2,000 gallons. 

(3) Examples. The following exam
ples illustrate the rules of this section: 

Example 1. On October 1, 1993, A holds 
10,000 gallons of gasoline, 6,000 gallons of 
which are held exclusively for use on a farm for 
farming purposes. The remaining 4,000 gallons 
are held for use in A's highway vehicles. A is 
not a member of a controlled group. A is not 
liable for the floor stocks tax on any of the 
10,000 gallons because the aggregate amount of 
fuel held by A for uses other than exempt uses 
does not exceed 4,000 gallons. 

Example 2. On October 1, 1993, B holds 1,900 
gallons of diesel fuel and 3,900 gallons of 
gasoline. B is not a member of a controlled 
group. B is not liable for the floor stocks tax on 
diesel fuel because B' s holdings of diesel fuel do 
not exceed 2,000 gallons. B is not liable for the 
floor stocks tax on gasoline because B' s holdings 
of gasoline do not exceed 4,000 gallons. 

Example 3. On October 1, 1993, C holds 4,100 
gallons of gasoline for resale at a service station. 
C is liable for a floor stocks tax of $176.30 
(4, I 00 x $.043) on that gasoline. 

§47.3-5T Requirements with respect 
to payment and return for the 
October I, 1993, floor stocks tax 
(temporary ). 

(a) Payment of tax. The October 1, 
1 ~93, floor stocks tax is to be paid 
wIthout assessment or notice on or 
before November 30, 1993. 

(b) Filing of returns-(l) Form 720. 
Every person liable for the October 1, 
1993, floor stocks tax must make a 
return of the tax on Form 720, 
Quarterly Federal Excise Tax Return. 
The return is to be prepared and filed 
in accordance with the instructions 
relating to the return. 

(2) Time for jiling-(i) In general. 
The Form 720 required by paragraph 
(b)( 1) of this section must be filed on 
or before November 30, 1993, and is a 
return for the third calendar quarter of 
1993. A first return reporting only the 
October 1, 1993, floor stocks tax is 
also a final return and therefore, in 
accordance with the instructions to 
Form 720, the box for "final retum" 
must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 for 
a quarter. If a person is required under 
part 40 of this chapter to file Form 720 
for the third calendar quarter of 1993 
for other excise taxes earlier than 
November 30, 1993, that person files a 
single Form 720 for the quarter on or 
before November 30, 1993. This rule 
does not extend the time for making 
deposits or paying any excise tax. 

§47.3-6T Imposition of the January 
I, 1994, floor stocks tax on diesel 
fuel held on January I, 1994 
(temporary ). 

(a) Fuel subject to tax. Section 
13243 of the Act imposes a floor 
stocks tax on diesel fuel held at the 
first moment of January 1, 1994, by 
any person if-

(1) No tax was imposed on the 
diesel fuel under section 4041(a) or 
4091 as in effect on December 31, 
1993; and 

(2) Tax would have been imposed 
by section 4081, as amended by section 
13242 of the Act, on any prior re
moval, entry, or sale of the diesel fuel 
had section 4081 applied to the diesel 
fuel for periods before January 1, 1994. 

(b) Rate of tax. The rate of the 
January 1, 1994, floor stocks tax is 
24.4 cents per gallon. 

(c) Person liable for tax. The person 
liable for tax on any diesel fuel subject 
to the January 1, 1994, floor stocks tax 
is the wholesale distributor or other 
registered producer, recreational boat 
operator, or other person that holds the 
fuel at the first moment of January 1, 
1994. Fuel is held by a person if the 
person has title to the fuel (whether or 
not delivery to that person has been 
made) at such time, as determined 
under applicable local law. 

§47.3-7T Exception to the January /, 
1994, floor stocks tax (temporary). 

(a) In general. The January 1, 1994, 
floor stocks tax does not apply to 



diesel fuel held exclusively for an 
exempt use. In determining whether 
diesel fuel is held exclusively for an 
exempt use, the following rules apply: 

(1) An exempt use, with respect to 
diesel fuel, is any use of diesel fuel 
(other than in producing a diesel fuell 
alcohol mixture or as fuel in a diesel
powered train) that is described in 
section 6427 (as in effect on January 1, 
1994) and that would entitle the 
ultimate purchaser to a credit or 
payment equal to any tax imposed by 
section 4081 (as in effect on such 
date). Thus, for example, exempt uses 
of diesel fuel include use other than as 
a fuel in a diesel-powered highway 
vehicle (as defined in §48.4041-8(b)(4) 
of this chapter), use on a farm for 
farming purposes, exclusive use by a 
State or local government or nonprofit 
educational organization, and use in an 
off-highway business use. 

(2) Diesel fuel held for use in a 
diesel-powered train is not exempt 
from the January 1, 1994, floor stocks 
tax under paragraph (a)(1) of this 
section unless the fuel is held by a 
State or local government. Thus, the 
exemptions for use other than as fuel in 
a diesel-powered highway vehicle and 
off-highway business use do not apply 
to fuel used in a diesel-powered train. 
For circumstances in which diesel fuel 
held for use in a diesel-powered train 
may be exempt from the January 1, 
1994, floor stocks tax, see paragraph 
(b) of this section (relating to the 
exemption for dyed fuel) and §47.3-
6T(a)(1), which exempts fuel that was 
previously taxed under section 4041(a) 
or 4091 (as in effect on December 31, 
1993). 

(3) Diesel fuel is held exclusively 
for an exempt use only if the person 
that holds the fuel at the first moment 
of January 1, 1994, actually uses the 
diesel fuel in an exempt use. 

(4) Diesel fuel is not held ex
clusively for an exempt use if, at the 
first moment of January 1, 1994, the 
diesel fuel is held for resale (including 
resale to a person that will use the 
diesel fuel in an exempt use). Thus, for 
example, except in the case of dyed 
fuel described in paragraph (b) of this 
section, diesel fuel held by a heating 
oil retailer for sale for use as home 
heating oil is not exempt from the 
January 1, 1994, floor stocks tax. 
However, a homeowner who uses the 
fuel for heating purposes would be 
eligible to claim a credit or may be 

eligible for a payment equal to the tax 
under section 6427. 

(b) Exception for dyed fuel. The 
January 1, 1994, floor stocks tax does 
not apply to diesel fuel that would have 
satisfied the requirements of section 
4082 (relating to the exemption from 
the diesel fuel tax for dyed fuel) had 
that section, as amended by the Act, 
been in effect on the date the diesel 
fuel was removed from the terminal. 
(See §47.3-6T(a)(2), which provides 
that the January 1, 1994, floor stocks 
tax applies only if tax would have been 
imposed by section 4081, as amended 
by section 13242 of the Act, on the 
removal of the fuel.) Thus, for exam
ple, diesel fuel held by a heating oil 
retailer for sale for use as home heating 
oil is exempt from the January 1, 1994, 
floor stocks tax if the fuel was re
moved from an approved terminal and, 
at the time of its removal, was dyed in 
the manner prescribed by section 4082. 

§47.3-ST Requirements with respect 
to payment and return for the 
January 1. 1994. floor stocks tax 
(temporary). 

(a) Payment of tax. The January 1, 
1994, floor stocks tax is to be paid 
without assessment or notice on or 
before July 31, 1994. 

(b) Filing of returns-(1) Form 720. 
Every person liable for the January 1, 
1994, floor stocks tax must make a 
return of the tax on Form 720, 
Quarterly Federal Excise Tax Return. 
The return is to be prepared and filed 
in accordance with the instructions 
relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)( 1) of this section must be filed on 
or before July 31, 1994, and is a return 
for the second calendar quarter of 1994. 
A first return reporting only January 1, 
1994, floor stocks tax is also a final 
return and therefore, in accordance 
with the instructions to Form 720, the 
box for "final return" must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 for 
a quarter. If a person is required under 
part 40 of this chapter to file Form 720 
for the second calendar quarter of 1994 
for other excise taxes on or before 
August 31, 1994, that person files a 
single Form 720 for the quarter on or 
before August 31, 1994. This paragraph 
(b )(2)(ii) does not extend the time for 
making deposits or paying any excise 
tax. 

Section 4081 

§47.3-9T Imposition of the October 
1. 1995. floor stocks tax on 
commercial aviation fuel held on 
October 1. 1995 (temporary). 

(a) Fuel subject to tax. Section 
13245 of the Act imposes a floor 
stocks tax on commercial aviation fuel 
on which tax was imposed under sec
tion 4091 before October 1, 1995, and 
which is held on the first moment of 
that date by any person. Tax is 
imposed under section 4091 even if 
imposed only at the Leaking Under
ground Storage Tank Trust Fund fi
nancing rate under that section. 

(b) Rate of tax. The rate of the 
October 1, 1995, floor stocks tax is 4.3 
cents per gallon. 

(c) Person liable for tax. The person 
liable for tax on any commercial avia
tion fuel subject to the October 1, 
1995, floor stocks tax is the person that 
holds the commercial aviation fuel at 
the first moment of October 1, 1995. 
Fuel is held by a person if the person 
has title to the fuel (whether or not 
delivery to that person has been made) 
at such time, as determined under 
applicable local law. 

§47.3-JOT Exceptions to the October 
1. 1995. floor stocks tax (temporary). 

(a) Exception for commercial avia
tion fuel held for use as supplies for 
vessels or aircraft. The October I, 
1995, floor stocks tax does not apply to 
commercial aviation fuel held ex
clusively for use as supplies for vessels 
or aircraft within the meaning of 
section 4221(d)(3). In determining 
whether commercial aviation fuel is 
held exclusively for such use, the 
following rules apply: 

(1) Commercial aviation fuel is held 
exclusively for use as supplies for 
vessels or aircraft only if the person 
that holds the commercial aviation fuel 
at the first moment of October 1, 1995, 
actually uses the aviation fuel in that 
exempt use. 

(2) Commercial aviation fuel is not 
held exclusively for use as supplies for 
vessels or aircraft if, at the first 
moment of October 1, 1995, the com
mercial aviation fuel is held for resale 
(including resale to a person that will 
use the aviation fuel as supplies for 
vessels or aircraft). Thus, for example, 
commercial aVIatIOn fuel held by a 
fixed base operator for sale to an 
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airline for use in foreign trade is not 
exempt from the October 1, 1995, floor 
stocks tax. However, the airline would 
be eligible to claim a credit or payment 
equal to the tax under section 6427. 

(b) Exception for certain amounts of 
fuel-( I) In general. The October I, 
1995. floor stocks tax does not apply to 
commercial aviation fuel that a person 
holds at the first moment of October I, 
1995, if the aggregate amount of com
mercial aviation fuel held by that 
person at that moment does not exceed 
2,000 gallons. 

(2) Additional rules relating to the 
2,000 gallon exception-(i) Coordina
tion with other exemptions. In deter
mining the aggregate amount of com
mercial aviation fuel held by a person 
at the first moment of October 1, 1995, 
there is to be excluded the amount of 
commercial aviation fuel exempt from 
the October 1, 1995, floor stocks tax 
by reason of paragraph (a) of this 
section (relating to fuel held for an 
exempt use). 

(ii) All amounts held subject to tax if 
threshold exceeded. The October 1, 
1995, floor stocks tax applies to all 
amounts of commercial aviation fuel 
held by a person (and not exempt from 
tax under paragraph (a) of this section) 
if the aggregate amount of commercial 
aviation fuel held by the person at the 
first moment of October 1, 1995, 
exceeds 2,000 gallons. 

(iii) Controlled groups. A member 
of a controlled group (as defined in 
§47.3-2T) holds more than 2,000 gal
lons of commercial aviation fuel if the 
aggregate amount of all commercial 
aviation fuel held by all members of 
the controlled group exceeds 2,000 
gallons. 

(3) Example. The following example 
illustrates the rules of this paragraph 
(b): 

Example. D. E. and F are members of the 
same controlled group. On October I. 1995. D 
holds 2.000 gallons of commercial aviation fuel. 
E holds 1.500 gallons of commercial aviation 
fuel. and F holds 500 gallons of commercial 
aviation fuel. None of the commercial aviation 
fuel is held for an exempt use. Because the 
aggregate amount held by all members of the 
group is 4.000 gallons. which exceeds 2.000 
gallons. all commercial aviation fuel held by 
each member is subject to the floor stocks tax. 
Thus. D is liable for tax of $86.00 (2.000 x 
$.043). E is liable for tax of $64.50 (1.500 x 
$.043). and F is liable for tax of $21.50 (500 x 
$.043) 
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§47.3-11T Requirements with respect 
to payment and return for the 
October 1, 1995, floor stocks tax 
(temporary). 

(a) Payment of tax. The October 1, 
1995, floor stocks tax is to be paid 
without assessment or notice on or 
before April 30, 1996. 

(b) Filing of returns-(1) Form 720. 
Every person liable for the October 1, 
1995, floor stocks tax must make a 
return of the tax on Form 720, 
Quarterly Federal Excise Tax Return. 
The return is to be prepared and filed 
in accordance with the instructions 
relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)(1) of this section must be filed on 
or before April 30, 1996, and is a 
return for the first calendar quarter of 
1996. A first return reporting only 
October 1, 1995, floor stocks tax is 
also a final return and therefore, in 
accordance with the instructions to 
Form 720, the box for "final return" 
must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 for 
a quarter. If a person is required under 
part 40 of this chapter to file Form 720 
for the first calendar quarter of 1996 
for other excise taxes on or before May 
31, 1996, that person files a single 
Form 720 for the quarter on or before 
May 31, 1996. This paragraph (b)(2)(ii) 
does not extend the time for making 
deposits or paying any excise tax. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved November 10, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
November 22, 1993, 8:34 p.m., and published 
in the issue of the Federal Register for 
November 29, 1993, 58 F.R. 62526 as cor
rected by 59 F.R. 4251) 

26 CFR 48.4081-6: Gasoline tax; gasohol. 

Whether methanol produced from methane gas 
formed in waste disposal sites is "alcohol 
produced from natural gas" for purposes of the 
alcohol fuel provisions of sections 40, 4041. 
4081. 4091, and 6427 of the Code. See Rev. Rul. 
93-67. page 4. 

subpart B.-Diesel Fuel and Aviation Fuel 

Section 4091.-lmposition of Tax 

Whether methanol produced from methane gas 
formed in waste disposal sites is "alcohol 
produced from natural gas" for purposes of the 
alcohol fuel provisions of sections 40, 4041. 
4081.4091, and 6427 of the Code. See Rev. Rul. 
93-67, page 4. 

Subchapter C.-Certain Vaccines 

Section 4131.-lmposition of Tax 

T.D. 8497 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 47 

Vaccine Floor Stocks Tax of 1993 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
floor stocks tax on vaccines held on 
August 10, 1993. These rules reflect 
changes to the law made by the 
Omnibus Budget Reconciliation Act of 
1993 (Act). The temporary regulations 
provide guidance relating to the person 
liable for the tax, an exception to the 
tax, and the time for reporting and 
paying the tax. 

EFFECTIVE DATE: These regulations 
are effective August 10, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

The Act reinstates the manufacturers 
excise tax on vaccines under section 
4131 of the Internal Revenue Code 
(Code) effective August 11, 1993. The 
vaccine tax is imposed on DPT (diph
theria, pertussis, tetanus) vaccine at the 
rate of $4.56 per dose, DT (diphtheria. 
tetanus) vaccine at the rate of $0.06 per 
dose, MMR (measles, mumps, rubella) 
vaccine at the rate of $4.44 per dose. 
and polio vaccine at the rate of $0.29 
per dose. 



The Act also imposes a floor stocks 
tax, which does not appear in the Code, 
on these vaccines. The floor stocks tax 
is a one-time tax on taxable vaccines 
that were sold by the manufacturer, 
producer, or importer on or before 
August 10, 1993, on which no tax was 
imposed by section 4131 of the Code, 
and that were held at the last moment 
of August 10, 1993, for sale or use. 
The rates of floor stocks tax are equal 
to the tax rates for sales by the 
manufacturer, producer, or importer. 

Explanation of provisions 

The regulations provide definitions 
relating to the floor stocks tax, identify 
the vaccines subject to the floor stocks 
tax, list the applicable rates of tax, and 
identify the persons liable for the tax 
(primarily doctors, public and private 
hospitals and clinics, and public health 
agencies). 

The regulations also provide a de 
minimis exception to the floor stocks 
tax. Under this exception, any person 
that holds vaccines subject to a total 
tax of $1,000 or less is not required to 
report or pay the tax. If the tax exceeds 
$1,000, the full amount of tax must be 
reported and paid. Vaccines held by 
members of controlled groups must be 
aggregated for purposes of the de 
minimis exception. The de minimis 
exception is not prescribed by statute, 
but is being established for administra
tive convenience as were the de min
imis exceptions contained in the Floor 
Stocks Tax provisions of the Environ
mental Tax Regulations (see 26 CFR 
52.4682-4). The $1,000 threshold for 
tax is consistent with the de minimis 
exemption requested by the Department 
of Health and Human Services, which 
administers the Vaccine Injury Com
pensation Trust Fund. 

The regulations provide that a return 
on Form 720, Quarterly Federal Excise 
Tax Return, must be filed by February 
28, 1994, and that the tax also must be 
paid by February 28, 1994. Persons 
that are also required to report other 
excise taxes for the fourth quarter of 
1993 must report the floor stocks tax 
and the other excise taxes on the same 
Form 720. The due date for the return 
is February 28, 1994, even if returns 
for the other excise taxes are ordinarily 
due at an earlier date. This rule does 
not extend the time for making deposits 
or payments of any excise tax. 

These regulations do not impose any 
specific recordkeeping requirements 

with respect to the floor stocks tax. 
However, the general recordkeeping 
requirements applicable to Form 720 
apply. For example, inventories based 
on actual measurement, on a work
forward or work-back method, or any 
other method that accurately reflects 
vaccines held are acceptable. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. 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, 
these temporary regulations will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on their 
impact on small business. 

* * * * * * 
Amendments to the Regulations 

Accordingly, 26 CFR chapter I is 
amended as follows: 

Paragraph 1. Part 47 is added to read 
as follows: 

PART 47-Floor Stocks Taxes 

SUBPART A-[Reserved] 

Sec. 

47.1-lT through 47.1-5T [Reserved] 

SUBPART B-Vaccine Floor Stocks 
Tax of 1993 

47.2-1 T Scope of subpart B 
(temporary). 

47.2-2T Definitions relating to the 
vaccine floor stocks tax (temporary). 

47.2-3T Imposition of vaccine floor 
stocks tax (temporary). 

47.2-4T De minimis exception to vac
cine floor stocks tax (temporary). 

47.2-5T Requirements with respect to 
payment and return (temporary). 

Authority: 26 U.S.c. 7805. 

Section 47.2-5T also issued under 
section 13421(c) of the Omnibus 
Budget Reconciliation Act of 1993 
(107 Stat. 312). 

Section 4131 

SUBPART A-[Reserved] 

§§47.1-1T through 47.1-5T 
[Reserved} 

SUBPART B-Vaccine Floor Stocks 
Tax of 1993 

§47.2-1T Scope of subpart B 
(temporary). 

The regulations in this subpart B 
relate to the vaccine floor stocks tax 
imposed by section 13421(c) of the 
Omnibus Budget Reconciliation Act of 
1993 (107 Stat. 312). The tax is 
imposed on untaxed vaccines held at 
the last moment of August 10, 1993. 
This subpart describes the specific 
articles subject to tax, the rates of tax, 
and the persons liable for tax. This 
subpart also provides an exception to 
the tax and requirements for payment 
of tax and filing a return reporting the 
tax. This subpart is effective on August 
10, 1993. 

§47.2-2T Definitions relating to the 
vaccine floor stocks tax (temporary). 

(a) Terms used in section 4131. For 
purposes of this subpart, terms that are 
also used in section 4131 have the 
same meaning as when so used. 

(b) Other terms. For purposes of this 
section-

Act refers to the Omnibus Budget 
Reconciliation Act of 1993 (107 Stat. 
312). 

Controlled group means-

(i) Any controlled group of corpora
tions within the meaning of section 
1563(a), except that the phrase "more 
than 50 percent" is substituted for the 
phrase "at least 80 percent" each place 
it appears therein and a controlled 
group of corporations includes mem
bers that are described in section 
1563(b)(2) (relating to excluded mem
bers); and 

(ii) Any other group of organiza
tions, at least one member of which is 
not a corporation, that is a brother
sister group under common control or a 
combined group under common con
trol, with terms having the following 
meanings for this purpose: 

(A) Organization means a sole pro
prietorship, a partnership, a trust, an 
estate, or a corporation. 

(B) Brother-sister group under com
mon control means two or more 
organizations if-
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(1) The same five or fewer persons 
who are individuals, estates, or trusts 
own (directly and with the application 
of §1.414(c)-4 of this chapter) a con
trolling interest of each organization; 

(2) Taking into account the owner
ship of each person only to the extent 
that person's ownership is identical 
with respect to each organization, such 
persons are in effective control of each 
organization; and 

(3) The five or fewer persons whose 
ownership is considered for purposes of 
the controlling interest requirement for 
each organization are the same persons 
whose ownership is considered for 
purposes of the effective control 
requirement. 

(C) Controlling interest means-
(1) In the case of a corporation, 

ownership of stock possessing at least 
50 percent of the total combined voting 
power of all classes of stock entitled to 
vote or at least 50 percent of the total 
value of the shares of all classes of 
stock of the corporation; 

(2) In the case of a trust or estate, 
ownership of an actuarial interest (de
termined under § 1.52-1 (f) of this chap
ter) of at least 50 percent of the trust or 
estate; 

(3) In the case of a partnership, 
ownership of at least 50 percent of the 
profit interest or capital interest of the 
partnership; and 

(4) In the case of a sole proprietor
ship, ownership of the sole 
proprietorship. 

(D) Effective control has the mean
ing given that term in §1.52-I(d)(3) of 
this chapter. 

(E) Combined group under common 
control has the meaning given that 
term in §1.52-1(e) of this chapter. 

§47.2-3T Imposition of vaccine floor 
stocks tax (temporary). 

(a) Vaccines subject to tax. Section 
13421(c) of the Act imposes a floor 
stocks tax on any taxable vaccine (as 
defined in section 4l32(a)(l) of the 
Internal Revenue Code)-

( I) Which was sold by the manufac
turer, producer, or importer on or 
before August 10, 1993; 

(2) On which no tax was imposed 
under section 4131 (or on which such 
tax was imposed and subsequently 
credited or refunded); and 

(3) Which is held at the last moment 
of August 10, 1993. by any person for 
sale or use. 
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(b) Rates of tax. The rate of floor 
stocks tax on each taxable vaccine is 
the rate of tax specified in section 
4131 (b)(1) of the Code. 

(c) Person liable for tax. The person 
liable for the floor stocks tax on any 
vaccine subject to tax is the person that 
holds the vaccine at the last moment of 
August 10, 1993. For purposes of the 
floor stocks tax, a vaccine is held at the 
last moment of August 10, 1993, by the 
person that has title to the vaccine 
(whether or not delivery to that person 
has been made) at such time, as 
determined under applicable local law. 
There is no exemption from the floor 
stocks tax for the United States or for 
State or local governments. Each busi
ness unit that has, or is required to 
have, its own employer identification 
number is treated as a separate person 
for purposes of the floor stocks tax. 

§47.2-4T De minimis exception to 
vaccine floor stocks tax (temporary). 

(a) De minimis exception-(1) In 
general. Except as otherwise provided 
in this section, if the aggregate amount 
of floor stocks tax payable by a person 
does not exceed $1,000, that person is 
not required to report or pay the tax. 

(2) All amounts held subject to tax if 
threshold exceeded. If the aggregate 
amount of floor stocks tax payable by a 
person exceeds $1,000, that person is 
required to report and pay the total 
amount of tax as determined without 
regard to this section. 

(3) Controlled groups. A member of 
a controlled group (as defined in 
§47.2-2T) is not excepted from report
ing and paying floor stocks tax under 
this section if the aggregate amount of 
floor stocks tax payable by all mem
bers of the controlled group exceeds 
$1,000. 

(b) Examples. The following exam
ples illustrate the rules of this section: 

Example 1. A holds 50 doses of DPT vaccine 
and 60 doses of polio vaccine on the last 
moment of August 10. 1993. A is not a member 
of a controlled group. A is not required to report 
and pay the floor stocks tax on any of the 
taxable vaccines because the aggregate amount 
of floor stocks tax payable by A (determined 
wIthout regard to this section) does not exceed 
$1,000 «50 X $4.56 per dose of DPT vaccine) + 
(60 x $0.29 per dose of polio vaccine) = 
$245.40). 

Example 2. D, E, and F are members of the 
same controlled group. On the last moment of 
August 10, 1993, D holds 100 doses of DPT 
vaccme and 160 doses of polio vaccine; E holds 

80 doses of DPT vaccine, 10 doses of MMR 
vaccine and 60 doses of polio vaccine; and F 
holds 20 doses of MMR vaccine and 10 doses of 
DT vaccine. Without regard to this section, 0 is 
liable for a tax of $502.40 «100 X $4.56 per 
dose of DPT vaccine) + (160 X $0.29 per dose 
of polio vaccine»; E is liable for a tax of 
$426.60 «80 X $4.56 per dose of DPT vaccine) 
+ (10 X $4.44 per dose of MMR vaccine) + (60 
X $0.29 per dose of polio vaccine»; and F is 
liable for a tax of $89.40 «20 X $4.44 per dose 
of MMR vaccine) + (10 X $0.06 per dose of OT 
vaccine», Because the aggregate amount of floor 
stocks tax payable by all members of the group 
($1,018.40) exceeds $1,000, each member of the 
controlled group must report and pay the floor 
stocks tax. 

§47,2-5T Requirements with respect 
to payment and return (temporary). 

(a) Payment of tax. The floor stocks 
tax is to be paid without assessment or 
notice on or before February 28, 1994. 

(b) Filing of return-(l) Form 720. 
Except as provided in §47.2-4T(a) 
(relating to the de minimis exception), 
every person liable for the floor stocks 
tax must make a return of the tax on 
Form 720, Quarterly Federal Excise 
Tax Return. The return is to be pre
pared and filed in accordance with the 
instructions relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)( 1) of this section must be filed on 
or before February 28, 1994, and is a 
return for the fourth calendar quarter of 
1993. A first return reporting only floor 
stocks tax is also a final return and 
therefore, in accordance with the in
structions to Form 720, the box for 
"final return" must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 for 
a quarter. If a person is required under 
part 40 of this chapter to file Form 720 
for the fourth calendar quarter of 1993 
for other excise taxes earlier than 
February 28, 1994, that person files a 
single Form 720 for the quarter by 
February 28, 1994. This paragraph (b)
(2)(ii) does not extend the time for 
making deposits or paying any excise 
tax. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved November 15, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 



(Filed by the Office of the Federal Register on 
November 22, 1993, 3:46 p.m., and published 
in the issue of the Federal Register for 
November 29, 1993, 58 F.R. 62524) 

Subtitle F.-Procedure and Administration 
Chapter 61.-lnformation and Returns 
subchapter A.-Returns and Records 
Part II.-Tax Returns or Statements 
Subpart A.-General Requirements 

Section 60ll.-General Requirement 
of Return, Statement or List 

26 CFR 31.60Jl(a)-3: Returns under Federal 
Unemployment Tax Act. 

Requirements for the filing of Form 940 on 
magnetic tape by reporting agents. See Rev. 
Proc. 93-46, page 545. 

26 CFR 40.60Jl(a)-3T: Monthly and 
semimonthly returns from certain persons 
liable for tax on taxable fuel (temporary). 
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DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 40, 48, and 602 

Diesel Fuel Excise Tax; Registration 
Requirements Relating to Gasoline 
and Diesel Fuel Excise Tax 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
tax on diesel fuel and registration 
requirements for the gasoline and diesel 
fuel excise taxes. The temporary reg
ulations reflect and implement certain 
changes made by the Omnibus Budget 
Reconciliation Act of 1990 (the 1990 
Act) and the Omnibus Budget Recon
ciliation Act of 1993 (the 1993 Act). 
The temporary regulations affect cer
tain blenders, enterers, refiners, termi
nal operators, throughputters and per
sons that sell, buy, or use diesel fuel 
for a nontaxable use. The text of these 
temporary regulations also serves as the 
text of the proposed regulations set 
forth in the notice of proposed 
rulemaking on this subject in *** [PS-
52-93, page 639, this Bulletin]. 

EFFECTIVE DATE: These regulations 
are effective January 1, 1994. 

ADDRESSES: Send comments to: 
CC:DOM:CORP:T:R (PS-52-93), 
Room 5228, Internal Revenue Service 
P.O. Box 7604, Ben Franklin Station' 
Washington, DC 20044. In the alterna~ 
tive, comments may be hand delivered 
to: CC:DOM:CORP:T:R (PS-52-93), 
Room 5228, Internal Revenue Service, 
1111 Constitution Avenue NW, Wash
ington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These regulations are being issued 
without prior notice and public proce
dure pursuant to the Administrative 
Procedure Act (5 U.S.c. 553). For this 
reason, the collections of information 
contained in these regulations have 
been reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget under control number 
1545-1418. The estimated annual bur
den per respondent or recordkeeper 
varies from 2 hours to .1 hour, 
depending on individual circumstances, 
with an estimated average of .1 hour. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the IRS. Individ
ual respondents or recordkeepers may 
require more or less time, depending on 
their particular circumstances. 

For further information concerning 
this collection of information, and 
where to submit comments on this col
lection of information, 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 pub
lished in *** [PS-52-93, page 639, 
this Bulletin]. 

Background 

On August 26, 1993, the IRS pub
lished in the Federal Register (58 FR 
45081 [Announcement 93-120, 1993-
29 I.R.B. 86]) an advance notice of 
proposed rulemaking (ANPRM) that 
invited comments from the public on 
any issue that should be addressed in 
regulations relating to the 1993 Act's 
changes to the diesel fuel tax. The IRS 
received a number of comments in re
sponse to the ANPRM that were con
sidered in drafting these temporary 
regulations. 
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This document contains temporary 
regulations that are effective January 1, 
1994. It provides rules relating to the 
imposition of, and liability for, the 
diesel fuel tax under section 4081; the 
exemption for dyed diesel fuel; the 
back-up tax on dyed fuel used for a 
taxable purpose; credits and payments 
relating to taxed diesel fuel used for a 
nontaxable purpose; and registration 
requirements relating to both the diesel 
fuel and gasoline taxes. A future notice 
of proposed rulemaking will propose 
conforming amendments to the gasoline 
tax regulations (§§48.4081-1 through 
48.4081-8) so that those rules will also 
generally apply to diesel fuel. 

Fuel distribution system and structure 
of the diesel fuel tax under the 
Internal Revenue Code (Code) 

Diesel fuel and gasoline generally 
are distributed from refineries and 
points of entry into the United States 
through the "bulk transfer/terminal 
system" to wholesale distributors and 
then to retailers. For a further descrip
tion of this distribution system, see the 
preamble to the proposed gasoline 
regulations that were published in the 
Federal Register on August 27, 1991 
(56 FR 42287). 

Pre-I994. Before January 1, 1994, 
the federal diesel fuel tax is imposed 
by section 4091. Tax is imposed on the 
sale of diesel fuel by the producer or 
importer thereof. A producer is defined 
in section 4092 to include a registered 
wholesale distributor. Thus, in practice, 
tax is not imposed until a registered 
wholesale distributor sells the diesel 
fuel to a retailer or at the wholesaler's 
own retail pumps. 

A producer or importer that is 
registered by the IRS can sell diesel 
fuel tax free to (1) other registered 
producers, (2) registered heating oil 
retailers for resale for use as heating 
oil, and (3) a buyer for any of the 
following uses by the buyer: (a) use 
other than as a fuel in a diesel-powered 
highway vehicle or diesel-powered 
train, (b) an off-highway business use, 
(c) use on a farm for farming purposes, 
(d) the exclusive use of a State or local 
government, (e) export, (f) the exclu
sive use of a nonprofit educational 
organization, (g) in certain aircraft 
museum uses, and (h) use in certain 
school buses and qualified local buses. 
A reduced rate of tax applies to a 
producer's sale for use by the buyer in 
trains and certain intercity buses. 
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Congress has found that considerable 
evasion may be occurring under the 
pre-1994 taxing structure. See Shortfall 
in Highway Trust Fund Collections: 
Hearing before the Subcommittee on 
Investigations and Oversight of the 
House Committee on Public Works and 
Transportation, 102d Cong., 2d Sess. 
(1992). Congress sought to correct the 
weaknesses of pre-1994 law by amend
ments made to the Code by section 
13242 of the 1993 Act. 

After 1993. Effective January 1, 
1994, the 1993 Act amends section 
4081 to impose the diesel fuel tax in 
the same manner as the gasoline tax. 
Thus, tax will be imposed on (1) the 
removal of gasoline and diesel fuel 
(collectively taxable fuel) from any 
refinery, (2) the removal of taxable fuel 
from any terminal, (3) the entry of 
taxable fuel into the United States for 
consumption, use, or warehousing, and 
(4) the sale of taxable fuel to an 
unregistered person unless there was a 
prior taxable removal, entry, or sale of 
the taxable fuel. However, the tax will 
not apply to any entry or removal of 
taxable fuel transferred in bulk to a 
refinery or terminal if the persons 
involved (including the terminal opera
tor) are registered. 

Under section 4081, there are no 
non bulk removals or entries of gasoline 
that are exempt from tax. However, 
under section 4082, as amended by the 
1993 Act, the tax under section 4081 
does not apply to diesel fuel that (1) 
the IRS determines is destined for a 
nontaxable use (such as use on a farm 
for farming purposes), (2) is indelibly 
dyed in accordance with IRS regula
tions, and (3) meets any marking 
requirements that may be prescribed in 
regulations. For this purpose, nontax
able use generally includes the same 
uses that are exempt from tax under 
pre-1994 law, plus certain uses that are 
taxed at a reduced rate (use in any train 
and in certain buses). However, under 
section 6421, as amended by section 
13163 of the 1993 Act, diesel fuel used 
in noncommercial boats is no longer 
exempt from tax. The pre-1994 exemp
tIOn contInues, however, for diesel fuel 
used in boats for commercial fishing, 
transportation of persons or property 
for compensation or hire, or for busi
ness use other than use predominantly 
for entertainment, amusement, or 
recreation. 

If diesel fuel that was exempt from 
tax under section 4082 is later sold for 
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use or used for a purpose that is not a 
nontaxable use (for example, use as a 
fuel in a registered diesel-powered 
highway vehicle), revised section 
4041 (a)(1) imposes a tax on such sale or 
use. A reduced rate of tax applies to 
diesel fuel sold for use or used as a fuel 
in trains and certain intercity buses. 

New section 6714 imposes an assess
able penalty if (1) any dyed fuel is sold 
or held for sale by any person for any 
use that such person knows or has 
reason to know is not a nontaxable use 
of such fuel, (2) any dyed fuel is held 
for use or used by any person for a use 
other than a nontaxable use and such 
person knew, or had reason to know, 
that such fuel was so dyed, or (3) any 
person willfully alters, or attempts to 
alter, the strength or composition of 
any dye or marker in any dyed fuel. 
Under this section, dyed fuel means 
any dyed diesel fuel, whether or not 
dyed pursuant to section 4082. 

The amount of the penalty is $10 for 
every gallon of fuel involved or 
$1,000, whichever is greater. The 
penalty increases with subsequent vio
lations by multiplying the penalty 
amount by the number of prior viola
tions. Also, if the penalty is imposed 
on any business entity, each officer, 
employee, or agent of the entity who 
willfully participated in any act giving 
rise to the penalty is jointly and 
severally liable with the entity for the 
penalty. 

As under pre-1994 law, a credit or 
payment may be allowed if diesel fuel 
on which tax has been imposed is used 
in a nontaxable use. Under pre-1994 
law, only the ultimate purchaser of the 
fuel (that is, the person that bought the 
fuel for consumption or export and not 
for resale) is eligible to claim the credit 
or payment. If at least $750 is payable 
to a purchaser at the end of any of the 
first three quarters of its income tax 
year, the purchaser may make a quar
terly claim for that payment if the claim 
is filed during the first quarter following 
the last quarter included in the claim. 
Any amounts not claimed for these 
quarters and any amounts for the fourth 
quarter of the claimant's income tax 
year generally must be claimed as a 
credit against the claimant's income tax. 

The 1993 Act continues these rules 
after 1993 except for taxed fuel used 
on a farm for farming purposes or by a 
State or local government. In these two 
cases, revised section 6427(1) provides 
that only the registered ultimate vendor 

of diesel fuel (rather than the farmer or 
governmental unit) may obtain the 
credit or payment. The ultimate vendor 
may file a claim for any period for 
which $200 or more is payable and 
which is not less than one week. The 
claim must be filed by the end of the 
quarter following the earliest quarter 
included in the claim. If the claim is 
not paid within 20 days after it is filed, 
interest will be paid on the claim. 

The 1993 Act gives the IRS addi
tional authority to enforce the diesel 
fuel tax. For example, new section 
4083(c) provides that the IRS has the 
authority to inspect terminals, dyes and 
dyeing equipment, and fuel storage 
facilities; to stop, detain and inspect 
vehicles; and to establish inspection 
sites. Also, new section 4082(c) 
provides that the IRS may require 
conspicuous labeling of retail diesel 
fuel pumps and other delivery facilities 
where dyed diesel fuel is dispensed. 

Explanation of the temporary 
regulations; diesel fuel tax 

Definition of diesel fuel. The tempo
rary regulations define diesel fuel as 
any liquid that is commonly or com
mercially known or sold as a fuel that 
is suitable for use in a diesel-powered 
highway vehicle, diesel-powered train, 
or diesel-powered boat. A liquid meets 
this requirement if, without further 
processing or blending, the liquid has 
practical and commercial fitness for use 
in the propulsion engine of the vehicle, 
train, or boat. 

Kerosene is not treated as diesel fuel 
before july 1, 1994. Thus, the dyeing 
requirements of the temporary regula
tions do not apply to kerosene. How
ever, a person that blends previously
taxed diesel fuel with kerosene outside 
the bulk transfer/terminal system is 
liable for tax on its removal or sale of 
the resulting blend. Only the untaxed 
portion of the mixture (that is, the 
added kerosene) is subject to tax. 

Comments are requested on the treat
ment of kerosene after June 30, 1994. 

Imposition of tax; the position holder 
rule. As under the gasoline tax regula
tions, these temporary regulations 
provide that tax is imposed on diesel 
fuel removed from the terminal at the 
rack. The position holder is liable for 
this tax and the terminal operator may 
be jointly and severally liable for the 
tax if the position holder is not 
registered under section 4101. Also, tax 



is imposed on the nonbulk removal of 
diesel fuel from a refinery, on the entry 
of diesel fuel into the United States, 
and on the sale or removal of blended 
diesel fuel by the blender thereof. 

Exemption for dyed diesel fuel. Un
der the temporary regulations, tax is 
not imposed on the removal, entry, or 
sale of diesel fuel if (1) the person 
otherwise liable for tax (for example, 
the position holder) is a taxable fuel 
registrant, (2) in the case of removal 
from a terminal, the terminal is oper
ated by a taxable fuel registrant, and 
(3) the fuel contains either a blue dye 
(if high sulfur fuel) or red dye (if low 
sulfur fuel) of a prescribed type and 
concentration. Other dyes may be used 
in low sulfur fuel but only if they are 
approved by the Commissioner. 

The blue dye described in the 
temporary regulations is the same dye 
prescribed by the Environmental Pro
tection Agency (EPA) as an identifier 
of high sulfur diesel fuel, which, under 
EPA rules, is not to be used in diesel 
motor vehicles. However, the EPA does 
not require the blue dye to be of a 
specific concentration. The temporary 
regulations, although requiring a spe
cific concentration, provide a transi
tional rule permitting a lower con
centration for stocks of fuel previously 
dyed for EPA purposes. Comments are 
requested on these standards. 

The temporary regulations do not 
require that dyed fuel also contain a 
colorless marker. A colorless marker is 
a material that does not reveal its 
presence until the fuel into which it is 
introduced is subjected to a special test. 
The IRS believes, however, that the use 
of markers is a valuable enforcement 
tool and will require markers beginning 
july 1, 1994. Further comment is re
quested on the type and concentration 
of marker to be required. Ideally, any 
required marker should be economical 
to use, easy to detect in diesel fuel by 
use of a roadside test, difficult and 
expensive to remove from the fuel, and 
capable of manufacture by different 
producers. 

The person receiving dyed fuel at the 
terminal rack is not required to be 
registered by the IRS and is not re
quired to give the terminal operator or 
position holder an exemption certifi
cate. However, under the temporary 
regUlations, each terminal operator 
must keep records sufficient to identify 
each person that receives dyed diesel 
fuel at the rack of each terminal it 

operates. If the terminal operator 
provides any person with any bill of 
lading, shipping paper, or similar docu
ment that indicates that diesel fuel 
removed at the rack is dyed when in 
fact it is not dyed, then the terminal 
operator is jointly and severally liable 
for tax on the removal. 

Notice relating to sales and removals 
of dyed diesel fuel. Under section 4082, 
dyed diesel fuel may only be used for 
nontaxable purposes; tax and a penalty 
may be imposed on any other use. The 
temporary regulations provide that ter
minal operators and others who sell 
dyed fuel are responsible for informing 
their customers of this restriction on 
the use of dyed diesel fuel. Any person 
that fails to provide this information as 
required by the temporary regulations 
will, for purposes of the penalty 
imposed by section 6714, be presumed 
to know that the dyed diesel fuel will 
be used for a taxable use. 

Dye injection systems. The temporary 
regulations do not require the use of 
dye injection systems or visual inspec
tion devices. The IRS believes, how
ever, that such systems and devices can 
contribute to effective tax enforcement. 
Thus, a future notice of proposed 
rulemaking will propose rules regarding 
these systems and devices. These rules 
will be proposed to be effective July 1, 
1994. Until specific dye injection sys
tems are required, any means of 
dyeing, including "splash" dyeing at 
the terminal, is acceptable. 

Back-up tax. Under section 4041, a 
back-up tax applies to dyed diesel fuel 
or diesel fuel on which a credit or 
payment has been allowed under sec
tion 6427 if the fuel is delivered into 
the fuel supply tank of a diesel
powered highway vehicle, diesel
powered train, or diesel-powered boat 
for a taxable use. The operator of the 
vehicle, boat, or train is liable for the 
tax. In addition, the seller of the diesel 
fuel generally is jointly and severally 
liable for the tax if the seller knows or 
has reason to know that the fuel will be 
used for a taxable use. However, a 
seller of diesel fuel is not jointly and 
severally liable for tax on fuel deliv
ered into the fuel supply tank of a bus 
or train. 

Because the back-up tax is imposed 
only on the delivery of diesel fuel into 
the fuel supply tank of a vehicle, boat, 
or train, tax is not imposed on the use 
of diesel fuel as heating oil or in 
stationary engines. In addition, the tax 
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does not apply to a delivery of diesel 
fuel for several enumerated uses. 

Exemption for use in certain boats. 
Generally, the pre-1994 exemption for 
diesel fuel used in a boat continues for 
a boat employed in (I) the business of 
commercial fishing or transporting per
sons or property for compensation or 
hire, or (2) any other trade or business 
unless the boat is used in any activity 
of a type generally considered to con
stitute entertainment, amusement, or 
recreation. This limitation on entertain
ment, amusement, or recreation activi
ties does not apply to a boat used in a 
trade or business of commercial fishing 
or transporting persons or property for 
compensation or hire. Thus, diesel fuel 
used in a boat in the conduct of a trade 
or business of transporting passengers 
for compensation or hire (such as a 
cruise ship, sightseeing boat, or any 
charter vessel that includes a captain 
who is responsible for operating the 
boat) is exempt from tax even if the 
passengers engage in activities that 
could be considered entertainment, 
amusement, or recreation. 

Administrative authority. The tempo
rary regulations provide rules relating 
to inspections of terminals, dyes and 
dyeing equipment, fuel storage facili
ties, and vehicles. 

Credits and payments. The tempo
rary regulations set forth the conditions 
that must be met before a claim for 
credit or payment is allowed with 
respect to taxed diesel fuel that has 
been used for nontaxable uses. Only 
the ultimate purchaser may make the 
claim with respect to taxed fuel used in 
nontaxable uses other than use on a 
farm for farming purposes or by a State 
or local government. 

Only a registered ultimate vendor 
may make the claim with respect to 
taxed diesel fuel sold for use on a farm 
for farming purposes or by a State or 
local government. Generally, a person 
becomes registered for this purpose 
only if it meets the tests set forth in the 
temporary regulations. As a transitional 
rule, however, a person that is regis
tered as a diesel fuel producer on 
December 31, 1993, generally will be 
considered to be a registered ultimate 
vendor during 1994. 

As a condition to making a claim, a 
registered ultimate vendor must have 
received a prescribed certificate from 
the farmer or State or local government 
to whom it sold the fuel. As a transi
tional rule, however, claims relating to 
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sales before April 1, 1994, may be 
supported with certain exemption cer
tificates used to support tax-free sales 
of diesel fuel under pre-1994 law. 

Registration and reporting provisions 
of the Code 

The Code provisions relating to 
registration with respect to th.e gasoline 
and diesel fuel taxes are sectIOns 4101, 
4222, 7232, and 7272. 

Section 4101(a), as amended by the 
1990 Act, provides that every person 
required by the IRS to register v.: ith 
respect to the tax imposed by sectIOn 
4081 must register with the IRS at the 
time, in the form and manner, and 
subject to the terms and conditions, as 
may be prescribed by regulations. 

Secton 4101(b) provides that the 
IRS may require, as a condition of 
permitting any person to be registered, 
that the person give the IRS a bond in 
a sum that the IRS deems appropriate 
and agree to the imposition of a lien on 
property of such person used in the 
trade or business for which the registra
tion is sought. 

Section 410 1 (c) provides that, with 
regard to the denial, revocation, or 
suspension of registration, rules similar 
to the rules of section 4222( c) apply. 
Section 4222(c) provides that the regis
tration of any person can be denied, 
revoked, or suspended if the IRS deter
mines that (1) the person has used its 
registration to avoid payment of tax, or 
to postpone or in any manner to 
interfere with the collection of tax, or 
(2) denial, revocation, or suspension is 
necessary to protect the revenue. 

Section 410 1 (d) provides that the IRS 
may require information reporting by 
persons registered under section 4101. 

Section 7232 imposes a criminal 
penalty on any person that fails to 
register as required by section 4101, 
falsely represents itself to be registered, 
or willfully makes any false statement 
in an application for registration. Sec
tion 7272 imposes a civil penalty on 
any person that fails to register as 
required by section 4101. 

Explanation of the temporary 
regulations: registration and reporting 

Overview. The temporary regulations 
update and clarify the rules under 
section 4101 relating to registration for 
purposes of the taxable fuel excise tax 
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imposed under section ~081. The tem
porary regulations descnbe perso~s that 
must be or are allowed to be regIstered 
for these purposes, the standards for 
qualification to be registered,. and. the 
terms and conditions of regIstratIOn. 
Submission of an application for regis
tration does not make the applicant a 
registrant; a person. b~com~s a regis
trant only if the dlstnct dIrector ap
proves the application and issues the 
person a registration letter. 

Registration standards. T~e district 
director will register an apphcant only 
if the district director determines that 
the applicant meets certain prescribed 
tests: the activity test, the acceptable 
risk test, and the adequate security test. 
However, a district director will regis
ter an applicant as an ultimate vendor 
of diesel fuel if the applicant meets 
only the activity test and the d~strict 
director is satisfied with the tax hIstOry 
of the applicant and any person related 
to the applicant. 

Action on the application by the 
district director. If the district director 
determines that an applicant meets all 
of the applicable registration tests, the 
district director is to register the 
applicant and issue the applicant a 
letter of registration containing the 
effective date of the registration. The 
effective date will be no earlier than 
the date on which the letter of registra
tion is signed by the district director. 

The letter of registration replaces the 
certificate of registry that is issued by 
the district director under present prac
tice. Unlike present practice, the letter 
of registration will not be a copy of the 
applicant's approved application for 
registration. 

Terms and conditions of registration. 
After an applicant has been registered, it 
must follow certain rules to retain its 
registration and avoid certain other 
adverse consequences. For example, a 
registrant must make deposits, file re
turns, and pay taxes as required, and 
must notify the district director that 
issued its letter of registration of any 
changes in the information it has 
submitted in connection with its applica
tion. In addition, a registrant may not 
make any false statement on, or violate 
the terms of, a notification certificate, or 
allow another person to use its registra
tion. It is expected that the district 
director will regularly review each 
registration to ensure that each registrant 
has followed these rules. 

Effective July 1, 1994, additional 
conditions apply to terminal operators, 

through putters, and gasohol blenders. 
Under the temporary regulations, these 
registrants must report specified infor
mation at the time, place, and in the 
manner prescribed by the IRS. 

The district director must revoke or 
suspend a registration if the district 
director determines that a registrant has 
used its registration to evade the 
taxable fuel tax or interfere with the 
collection of the tax. Revocation or 
suspension also is required if the 
district director determines that the 
registrant does not meet one or more of 
the registration tests and the deficiency 
has not been corrected within a reason
able period of time after notification by 
the district director. 

If the district director determines that 
a registrant has failed to comply with 
other terms and conditions of its 
registration, has made a false statement 
in its application, or otherwise has used 
its registration in a manner that creates 
a significant threat to the revenue, the 
district director may revoke or suspend 
registration. Alternatively, the district 
director may require the registrant to 
give a bond as a condition of retaining 
its registration, require the registrant to 
file monthly or semimonthly returns, or 
both. 

Special Analyses 

It has been determined that this 
Treasury Decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. 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 Reg
ulatory flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, these regula
tions 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 
Regulations 

Accordingly, 26 CFR parts 40, 48, 
and 602 are amended as follows: 

PART 40--EXCISE TAX 
PROCEDURAL REGULATIONS 

Paragraph 1. The authority citation 
for part 40 is amended by adding an 



entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 40.6011(a)-3T also issued 

under 26 U.S.c. 6011(a). *** 
Par. 2. Section 40.6011(a)-3T is 

added to read as follows: 

§40.60J1(a)-3T Monthly and 
semimonthly returns from certain 
persons liable for tax on taxable fuel 
(temporary). 

(a) In general. The district director 
may require a person to make a return 
of tax for a monthly or semimonthly 
period in the manner prescribed in 
§40.6011(a)-I(b) if the person-

(1) Is a bonded registrant (described 
in §48.4101-3T(b)(2) of this chapter) 
at any time during the period; 

(2) Has been registered under sec
tion 4101 for less than one year at the 
beginning of the period; 

(3) Meets the acceptable risk test of 
§48.4101-3T(f)(3) of this chapter by 
reason of §48.4101-3T(f)(3)(i)(B) of 
this chapter at any time during the 
period; 

(4) Has failed to comply with the 
applicable provisions of §48.4101-
3T(h) of this chapter (relating to the 
terms and conditions of registration); or 

(5) Is liable for tax under §48.4082-
4T(a) of this chapter (relating to the 
back-up tax on diesel fuel) at any time 
during the period. 

(b) Effective date. This section is 
effective January 1, 1994. 

i PART 48-MANUFACTURERS 
AND RET AlLERS EXCISE TAXES 

Par. 3. The authority citation for part 
48 is amended by removing the entry 
for "Section 48.4101-2T" and adding 
entries in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Sections 48.4082-1 T and 48.4082-

2T also issued under 26 U.S.c. 4082. 

Section 48.4101-3T also issued un
der 26 U.S.C. 4101(a) and (b). 

Section 48.4101-4T also issued un
der 26 U.S.c. 4101(d). 

Sections 48.6427-8T and 48.6427-
9T also issued under 26 U.S.c. 
6427(n). 

Par. 4. Section 48.4041-0T is added 
to read as follows: 

§48.4041-0T Applicability of 
regulations relating to diesel fuel 
after December 31. 1993 (temporary). 

Sections 48.4041-1 through 
48.4041-17 do not apply to sales or 
uses of diesel fuel after December 31, 
1993. For rules relating to the diesel 
fuel tax imposed by section 4041 after 
December 31. 1993, see §48.4082-4T. 

Par. 5. Sections 48.4081-10T 
through 48.4081-12T are added to read 
as follows: 

§48.4081-10T Diesel fuel tax; 
definitions (temporary). 

(a) Definitions. 

Diesel fuel means any liquid that is 
commonly or commercially known or 
sold as a fuel that is suitable for use 
in a diesel-powered highway vehicle, 
diesel-powered train, or diesel-powered 
boat. A liquid meets this requirement 
if, without further processing or blend
ing, the liquid has practical and com
mercial fitness for use in the propulsion 
engine of the vehicle, train, or boat. A 
liquid may possess this practical and 
commercial fitness even though the 
specified use is not the liquid's pre
dominant use. However, a liquid does 
not possess this practical and commer
cial fitness solely by reason of its 
possible or rare use as a fuel in the 
propulsion engine of such a vehicle, 
train, or boat. 

(1) Kerosene; before July 1, 1994. 
Before July 1, 1994, kerosene is not 
treated as diesel fuel. For rules relating 
to the imposition of tax on kerosene 
that is blended with diesel fuel, see 
§48.4081-12T. 

(2) Kerosene; after June 30, 1994. 
[Reserved] 

Diesel-powered boat means any wa
terborne vessel of any size or config
uration that is propelled, in whole or in 
part, by a diesel-powered engine. 

Diesel-powered highway vehicle 
means a highway vehicle, as defined in 
§48.4041-8(b), that is propelled by a 
diesel-powered engine. 

Diesel-powe~ed train means any 
diesel-powered equipment or machinery 
that rides on rails, including equipment 
or machinery that transports pas
sengers, freight, or a combination of 
both passengers and freight, and equip
ment or machinery that only carries 
freight or passengers of the operator 
thereof. Thus, the term includes a 
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locomotive, work train, switching 
engine, and track maintenance machine. 

(b) Effective date. This section is 
effective January 1, 1994. 

§48.4081-11T Diesel fuel tax; tax on 
removal at a terminal rack 
(temporary). 

(a) 1mposition of tax. Except as 
provided in §48.4082-lT (relating to 
exemption for dyed diesel fuel), tax is 
imposed on the removal of diesel fuel 
from a terminal if the diesel fuel is 
removed at the rack. 

(b) Liability for tax-( 1) 1n general. 
The position holder with respect to the 
diesel fuel is liable for the tax imposed 
under paragraph (a) of this section. 

(2) Joint and several liability of 
terminal operator; unregistered posi
tion holder-(i) In general. The termi
nal operator is jointly and severally 
liable for the tax imposed under 
paragraph (a) of this section if-

(A) The position holder with respect 
to the diesel fuel is a person other than 
the terminal operator and is not a 
taxable fuel registrant; and 

(B) The terminal operator has not 
met the conditions of paragraph 
(b )(2)(ii) of this section. 

(ii) Conditions for avoidance of lia
bility. A terminal operator is not liable 
for tax under paragraph (b )(2)(i) of this 
section if, at the time of the removal, 
the terminal operator-

(A) Is a taxable fuel registrant; 
(B) Has an unexpired notification 

certificate (described in §48.4081-5) 
from the position holder; and 

(C) Has no reason to believe that 
any information in the certificate IS 

false. 
(3) Joint and several liability of 

terminal operator; incorrect informa
tion provided. The terminal operator is 
jointly and severally liable for the tax 
imposed under paragraph (a) of this 
section if, in connection with the 
removal of diesel fuel that is not dyed 
and marked in accordance with 
§48.4082-lT, the terminal operator 
provides any person with any bill of 
lading, shipping paper, or similar docu
ment indicating that the diesel fuel is 
dyed and marked in accordance with 
§48.4082-1 T. 

(c) Rate of tax. For the rate of tax, 
see section 4081(a). 

(d) Effective date. This section is 
effective January 1, 1994. 
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§48.4081-12T Diesel fuel tax; taxable 
events other than removal at the 
terminal rack (temporary). 

(a) Tax on removal from a refin
ery-( I) In general. Except as provided 
in §48.4082-1 T (relating to exemption 
for dyed diesel fuel) and paragraph 
(a)(2) of this section (relating to an 
exemption for certain refineries), tax is 
imposed on the removal of diesel fuel 
from a refinery if-

(i) The removal is by bulk transfer 
and the refiner or the owner of the 
diesel fuel immediately before the re
moval is not a taxable fuel registrant; or 

(ii) The removal is at the refinery 
rack. 

(2) Exemption for certain refineries. 
The tax imposed under paragraph 
(a)(l)(ii) of this section does not apply 
to a removal of diesel fuel if-

(i) The diesel fuel is removed by rail 
car from an approved refinery and is 
received at an approved terminal; 

(ii) The refinery and the terminal are 
operated by the same taxable fuel 
registrant; and 

(iii) The refinery is not served by 
pipeline (other than a pipeline for the 
receipt of crude oil) or vessel. 

(3) Liability for tax. The refiner is 
liable for the tax imposed under 
paragraph (a)(1) of this section. 

(4) Rate of tax. For the rate of tax, 
see section 4081(a). 

(b) Tax on entry into the United 
States-( I) Imposition of tax. Except as 
provided in §48.4082-lT (relating to 
dyed diesel fuel), tax is imposed on the 
entry of diesel fuel into the United 
States if-

(i) The entry is by bulk transfer and 
the enterer is not a taxable fuel 
registrant; or 

(ii) The entry is not by bulk transfer. 

(2) Liability for tax. The enterer is 
liable for the tax imposed under 
paragraph (b)( 1) of this section. 

(3) Rate of tax. For the rate of tax, 
see section 4081 (a). 

(c) Blended diesel fuel; tax on re
moval or sale by the blender-(1) 
Imposition of tax. Blended diesel fuel 
is any mixture of diesel fuel with 
respect to which tax has been imposed 
under section 4041(a)(1) or 4081(a), 
and any other liquid (such as kerosene) 
on which tax has not been imposed 
under section 4081 (other than diesel 
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fuel dyed in accordance with 
§48.4082-lT(b)). Tax is imposed on 
the removal or sale of blended diesel 
fuel by the blender thereof. The num
ber of gallons of blended diesel fuel 
subject to tax is the difference between 
the total number of gallons of blended 
diesel fuel removed or sold and the 
number of gallons of previously taxed 
diesel fuel used to produce the blended 
diesel fuel. 

(2) Liability for tax. The person that 
produces the blended diesel fuel out
side the bulk transfer/terminal system 
(the blender) is liable for the tax 
imposed under paragraph (c)(1) of this 
section. 

(3) Rate of tax. For the rate of tax, 
see section 4081(a). 

(d) Effective date. This section is 
effective January 1, 1994. 

Par. 6. Sections 48.4082-lT through 
48.4083-lT are added to read as 
follows: 

§48.4082-1T Diesel fuel tax; 
exemption (temporary). 

(a) Exemption. Tax is not imposed 
by section 4081 on the removal, entry, 
or sale of any diesel fuel if-

(1) The person otherwise liable for 
tax is a taxable fuel registrant; 

(2) In the case of a removal from a 
terminal, the terminal is an approved 
terminal; and 

(3) The diesel fuel satisfies the 
dyeing and marking requirements of 
paragraph (b) of this section. 

(b) Dyeing and marking require
ments-(1) Dyeing; high sulfur fuel. 
Diesel fuel that is required to be dyed 
blue pursuant to the Environmental 
Protection Agency's high sulfur diesel 
fuel requirement (40 CFR 80.29) satis
fies the dyeing requirement of this 
paragraph (b) only if it contains the 
blue .dye 1,4 dialkyamino-anthraqui
none In a concentration of at least 10 
pounds (3 pounds before April 1, 1994) 
of active liquid Solvent Blue 98 per 
thousand barrels of diesel fuel. 

(2) Dyeing; low sulfur fuel. Diesel 
fuel that is not described in paragraph 
(b)( 1) of this section satisfies the 
dyeing r~qu.irement of this paragraph 
(b) only If It contains-

(i) The red dye red disazo in a 
concentr~tion of at least 5.6 pounds of 
active lIquid Solvent Red 164 per 
thousand barrels of diesel fuel; or 

(ii) Any other dye of a type and in a 
concentration that is approved by the 
Commissioner. 

(3) Marking. [Reserved] 

(c) Effective date. This section IS 
effective January 1, 1994. 

§48.4082-2T Diesel fuel tax; notice 
required with respect to dyed diesel 
fuel (temporary). 

(a) In general. A notice stating: 
DYED DIESEL FUEL, NONTAXABLE 
USE ONLY, PENALTY FOR TAXABLE 
USE must be-

(1) Provided by the terminal opera
tor to any person that receives dyed 
diesel fuel at a terminal rack of that 
operator; 

(2) Provided by any seller of dyed 
diesel fuel to its buyer if the fuel is 
located outside the bulk transfer/ 
terminal system and is not sold from a 
retail pump posted in accordance with 
the requirements of paragraph (a)(3) of 
this section; and 

(3) Posted by a seller on any retail 
pump where it sells dyed diesel fuel for 
use by its buyer. 

(b) Form. The notice required under 
paragraph (a)( 1) or (2) of this section 
must be provided by the time of the 
removal or sale and must appear on 
shipping papers, bills of lading, and 
invoices accompanying the sale or 
removal of the fuel. 

(c) Penalty. Any person that fails to 
provide or post the required notice with 
respect to any dyed diesel fuel is, for 
purposes of the penalty imposed by 
section 6714, presumed to know that 
the fuel will be used for a taxable use. 

(d) Effective date. This section is 
effective January 1, 1994. 

§48.4082-3T Diesel fuel; dye 
injection systems and visual 
inspection devices (temporary). 
[Reserved] 

§48.4082-4T Diesel fuel; back-up tax 
(temporary). 

(a) Imposition of tax-(1) In gen
eral. Tax is imposed by section 4041 
on the delivery into the fuel supply 
tank of the propulsion engine of a 
diesel-powered highway vehicle (other 
than an automobile bus) or diesel
powered boat of-

(i) Any diesel fuel that contains a 
dye; 



(ii) Any diesel fuel on which a 
credit or payment has been allowed 
under section 6427; or 

(iii) Any liquid other than gasoline 
or diesel fuel on which tax has not 
been imposed by section 4081. 

(2) Liability for tax-(i) In general. 
The operator of the vehicle or boat into 
which the fuel is delivered is liable for 
the tax imposed under paragraph (a)(1) 
of this section. 

(ii) Joint and several liability of the 
seller. The seller of the diesel fuel is 
jointly and severally liable for the tax 
imposed under paragraph (a)(1) of this 
section if the seller knows or has 
reason to know that the fuel will not be 
used in a nontaxable use. 

(3) Rate of tax. The rate of tax is the 
rate imposed on diesel fuel by section 
4081(a). 

(b) Tax on diesel fuel; buses and 
trains-(1) In general. Tax is imposed 
by section 4041 on the delivery into 
the fuel supply tank of the propulsion 
engine of an automobile bus or a 
diesel-powered train of-

(i) Any diesel fuel that contains a 
dye; 

(ii) Any diesel fuel on which a 
credit or payment has been allowed 
under section 6427; or 

(iii) Any liquid other than gasoline 
or diesel fuel on which tax has not 
been imposed by section 4081. 

(2) Liability for tax. The operator of 
the bus or train into which the fuel is 
delivered is liable for the tax imposed 
under paragraph (b)( 1) of this section. 

(3) Rate of tax-(i) Buses-(A) In 
general. The rate of tax on the delivery 
of diesel fuel into an automobile bus is 
the sum of the rates described in sec
tions 4041(a)(1)(C)(iii)(I) and 4041(d)
(1) (the bus rate), if the bus is used to 
furnish (for compensation) passenger 
land transportation available to the 
general public and either such transpor
tation is scheduled and along regular 
routes or the seating capacity of the 
bus is at least 20 adults (not including 
the driver). A bus is available to the 
general public if the bus is available 
for hire to more than a limited number 
of persons, groups, or organizations. 

(B) Other uses. The rate of tax on 
the delivery of diesel fuel into an 
automobile bus is the rate of tax 
imposed by section 4081(a) if the bus 
is used for a purpose other than that 
described in paragraph (b)(3)(i)(A) of 
this section. 

(ii) Trains. The rate of tax on the 
delivery of diesel fuel into a diesel
powered train is the rate prescribed in 
section 4041 for diesel fuel sold for use 
in a train (the train rate). 

(4) Cross reference. For the registra
tion requirement relating to certain bus 
and train operators, see §48.4101-
3T(c)(2). 

(c) Exemptions. The taxes imposed 
under paragraphs (a) and (b) of this 
section do not apply to a delivery of 
diesel fuel for-

(1) Use on a farm for farming pur
poses as that term and related terms are 
defined in §48.6420-4(a) through (g); 

(2) The exclusive use of a State, any 
political subdivision of a State, or the 
District of Columbia; 

(3) Use described in section 4041(h) 
(relating to use in a vehicle owned by 
an aircraft museum); 

(4) The exclusive use of the Ameri
can Red Cross; 

(5) Use in a boat employed in
(A) The business of commercial 

fishing; 
(B) The business of transporting per

sons or property for compensation or 
hire; or 

(C) Any other trade or business, 
unless the boat is used in any activity 
of a type generally considered to 
constitute entertainment, amusement, or 
recreation (within the meaning of sec
tion 274(a)(1)(A) and the regulations 
under that section); 

(6) Use in an automobile bus while 
the bus is engaged in the transportation 
of students and employees of schools 
(as defined in the last sentence of 
section 4221 (d)(7)(C»; 

(7) Use in a qualified local bus 
(described in section 6427(b)(2)(D» 
while the bus is engaged in furnishing 
(for compensation) intracity passenger 
land transportation that is available to 
the general public and is scheduled and 
along regular routes; 

(8) Use in a highway vehicle that is 
not registered (and is not required to be 
registered) for highway use under the 
laws of any State or foreign country; 

(9) The exclusive use of a nonprofit 
educational organization, as defined in 
§48.4221-6(b); 

(10) Use in a highway vehicle 
owned by the United States that is not 
used on the highway; or 

(11) Use in a vessel of war of the 
United States or any foreign nation, as 
described in §48.4221-4(b)(5). 
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(d) Effective date. This section is 
effective January 1, 1994. 

§48.4083-IT Administrative authority 
(temporary). 

(a) In general-(1) Authority to in
spect. Officers or employees of the IRS 
designated by the Commissioner, upon 
presenting appropriate credentials and a 
written notice to the owner, operator, 
or agent in charge, are authorized to 
enter any place and to conduct inspec
tions in accordance with paragraphs (a) 
through (c) of this section. 

(2) Reasonableness. Inspections will 
be performed in a reasonable manner 
and at times that are reasonable under 
the circumstances, taking into consid
eration the normal business hours of 
the place to be entered. 

(b) Place of inspection-(l) In gen
eral. Inspections may be at any place at 
which taxable fuel is (or may be) 
produced or stored or at any inspection 
site where evidence of activities de
scribed in section 6714(a) may be 
discovered. These places may include, 
but are not limited to-

(i) Any terminal; 
(ii) Any fuel storage facility that is 

not a terminal; 
(iii) Any retail fuel facility; or 
(iv) Any designated inspection site. 
(2) Designated inspection sites. A 

designated inspection site is any State 
highway inspection station, weigh sta
tion, agricultural inspection station, 
mobile station, or other location desig
nated by the Commissioner to be used 
as a fuel inspection site. A designated 
inspection site will be identified as a 
fuel inspection site. 

(c) Scope of inspection-(l) In
spection. Officers or employees may 
physically inspect, examine or other
wise search any tank, reservoir, or 
other container that can or may be used 
for the production, storage, or transpor
tation of fuel, fuel dyes, or fuel 
markers. Inspection may also be made 
of any equipment used for, or in 
connection with, production, storage, or 
transportation of fuel, fuel dyes or fuel 
markers. This includes any equipment 
used for the dyeing or marking of fuel. 
This also includes the books and 
records kept to determine excise tax 
liability under section 4081. 

(2) Detainment. Officers or employ
ees may detain any vehicle, train, or 
boat for the purpose of inspecting its 
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fuel tanks and storage tanks. Detain
ment will be either on the premises 
under inspection or at a designated 
inspection site. Detainment may con
tinue for such reasonable period of 
time as is necessary to determine the 
amount and composition of the fuel. 

(3) Remoml of samples. Officers or 
employees may take and remove sam
ples of fuel in such reasonable quan
tities as are necessary to determine its 
composition. 

(d) Refusal to submit to inspection
(I) Imposition of penalty. Any person 
that refuses to allow an inspection will 
be fined $1,000 for each refusal. This 
penalty is in addition to any other 
penalty or tax that may be imposed 
upon that person or any other person 
liable for tax under section 4081 or 
penalty under section 6714. 

(2) Assessment of penalty. This 
penalty is an assessable penalty and is 
assessed in accordance with section 
6671. 

(e) Effective date. This section is 
effective January 1, 1994. 

Par. 7. Sections 48.4101-3T and 
48.410 1-4T are added to read as 
follows: 

§4B.4101-3T Registration (temporary). 

(a) Overview. This section provides 
rules relating to registration under 
section 410 1 for purposes of the federal 
excise tax on taxable fuel imposed by 
section 4081 and the credit or payment 
allowed to registered ultimate vendors 
of diesel fuel under section 6427. This 
section describes persons that must be, 
or are allowed to be, registered; stand
ards for qualification to be registered; 
and the terms and conditions of regis
tration. A person is registered under 
section 4101 only if the district director 
has issued a registration letter to the 
person and the registration has not been 
revoked or suspended. Each business 
unit that has, or is required to have, a 
separate employer identification num
ber is treated as a separate person. 
Thus, two business units (for example, 
a parent corporation and a subsidiary 
corporation, or a proprietorship and a 
related partnership), each of which has 
a different employer identification 
number, are two persons. 

(b) Definitions-(l) Applicant. An 
applicant is a person that has applied 
for registration under paragraph (e) of 
this section. 
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(2) Bonded registrant. A bonded 
registrant is a person that has given a 
bond to the district director under 
paragraph (j) of this section as a 
condition of registration. 

(3) Gasohol bonding amount. The 
gasohol bonding amount is the product 
of-

(i) The rate of tax applicable to later 
separation, as described in §48.4081-
6(g)( 1 )(iii); and 

(ii) The total number of gallons of 
gasoline expected to be bought at the 
gasohol production tax rate by the 
gasohol blender during a representative 
6-month period (as determined by the 
district director). 

(4) Penalized for a wrongful act. A 
person has been penalized for a wrong
ful act if the person has-

(i) Been assessed any penalty under 
chapter 68 of the Internal Revenue 
Code (or similar provision of the law 
of any State or the District of Colum
bia) for fraudulently failing to file any 
return or pay any tax, and the penalty 
has not been wholly abated, refunded, 
or credited; 

(ii) Been assessed any penalty under 
chapter 68 of the Internal Revenue 
Code, such penalty has not been wholly 
abated, refunded, or credited, and the 
district director determines that the 
conduct resulting in the penalty is part 
of a consistent pattern of failing to 
deposit, pay, or pay over a substantial 
amount of tax; 

(iii) Been convicted of a crime under 
chapter 75 of the Internal Revenue 
Code (or similar provision of the law 
of any State or the District of Colum
bia), or of conspiracy to commit such a 
crime, and the conviction has not been 
wholly reversed by a court of compe
tent jurisdiction; 

(iv) Been convicted, under the laws 
of the United States, any State, or the 
District of Columbia, of a felony for 
which an element of the offense is 
theft, fraud, or the making of false 
statements, and the conviction has not 
been wholly reversed by a court of 
competent jurisdiction; 

(v) Been assessed any tax under 
section 4103 and the tax has not been 
wholly abated, refunded, or credited; or 

(vi) Had its registration under sec
tion 4101 or 4222 revoked. 

(5) Related person. A person is 
related to an applicant if the person

(i) Directly or indirectly exercises 
control over an activity of the applicant 

and the activity is described in para
graph (c)(1) or (d) of this section; 

(ii) Owns, directly or indirectly, five 
percent or more of the applicant; 

(iii) Is under a duty to assure the 
payment of a tax for which the 
applicant is responsible; 

(iv) Is a member, with the applicant, 
of a group of organizations (as defined 
in § 1.52-1 (b) of this chapter) that would 
be treated as a group of trades or 
businesses under common control for 
purposes of § 1.52-1 of this chapter; or 

(v) Distributed or transferred assets 
to the applicant in a transaction in 
which the applicant's basis in the assets 
is determined by reference to the basis 
of the assets in the hands of the 
distributor or transferor. 

(6) Registrant. A registrant is a per
son that the district director has, in ac
cordance with paragraph (g)(3) of this 
section, registered under section 4101 
and whose registration has not been 
revoked or suspended. 

(c) Persons required to be regis
tered-(1) In general. A person is re
quired to be registered under section 
4101 if the person is engaged in the 
activity of a-

(i) Blender, as defined in §48.4081-
l(d); 

(ii) Enterer, as defined in §48.4081-
l(g); 

(iii) Refiner, as defined in 
§48.4081-1( 0); 

(iv) Terminal operator, as defined in 
§48.4081-1(t); or 

(v) Throughputter, as defined in 
§48.4081-1(u)(2) (a throughputter that 
is a position holder). 

(2) Bus and train operators. Every 
operator of a bus or train is required to 
be registered under section 410 1 at any 
time it incurs any liability for tax under 
§48.4082-4T at the bus rate (as de
scribed in §48.4082-4T(b )(3)(i» or the 
train rate (as described in §48.4082-
4T(b )(3)(ii». 

(3) Consequences of failing to regis
ter. For the criminal penalty imposed 
for failure to register, see section 7232. 
For the civil penalty imposed for 
failure to register, see section 7272. 

(d) Persons that may, but are not 
required to, be registered. A person 
may, but is not required to, be regis
tered under section 410 1 if the person 
is engaged in the activity of-

(1) A gasohol blender, as defined in 
§48.4081-6(b )(3); 



(2) An industrial user, as defined in 
§48.408I-I(l); 

(3) A throughputter, as defined in 
§48.408I-I(u)(l) (a through putter that 
is not a position holder); or 

(4) An ultimate vendor of diesel 
fuel, as defined in §48.6427-9T(a)(l). 

(e) Application instructions. Ap
plication for registration under section 
4101 must be made in accordance with 
the instructions for Form 637 (or such 
other form as the Commissioner may 
designate) . 

(f) Registration tests-( 1) In 
general-(i) Persons other than ulti
mate vendors. Except as provided in 
paragraph (f)( 1 )(ii) of this section, the 
district director will register an appli
cant only if the district director deter
mines that the applicant meets the three 
following tests (collectively, the regis
tration tests); 

(A) The activity test of paragraph 
(f)(2) of this section; 

(B) The acceptable risk test of para
graph (f)(3) of this section; and 

(C) The adequate security test of 
paragraph (f)( 4) of this section. 

(ii) Ultimate vendors. The district 
director will register an applicant as an 
ultimate vendor of diesel fuel only if 
the district director-

(A) Determines that the applicant 
meets the activity test of paragraph 
(f)(2) of this section; and 

(B) Is satisfied with the filing, de
posit, payment, and claim history for 
all federal taxes of the applicant and 
any related person. 

(2) The activity test. An applicant 
meets the activity test of this paragraph 
(f)(2) only if the district director 
determines that the applicant-

(i) Is, in the course of its trade or 
business, regularly engaged in an ac
tivity described in paragraph (c)( 1) or 
(d) of this section; or 

(ii) Is likely to be (because of such 
factors as the applicant's business 
experience, financial standing, or trade 
connections), in the course of its trade 
or business, regularly engaged in an 
activity described in paragraph (c)( 1) or 
(d) of this section within a reasonable 
time after becoming registered under 
section 410 1. 

(3) Acceptable risk test-(i) In gen
eral. An applicant meets the acceptable 
?sk test of this paragraph (f)(3) only 
1f-

(A) Neither the applicant nor a 
related person has been penalized for a 
wrongful act; or 

(B) Even though the applicant or a 
related person has been penalized for a 
wrongful act, the district director deter
mines, after review of evidence offered 
by the applicant, that the registration of 
the applicant does not create a signifi
cant risk of nonpayment or late payment 
of the tax imposed by section 4081. 

(ii) Significant risk of nonpayment 
or late payment of tax. In making the 
determination described in paragraph 
(f)(3)(i)(B) of this section, the district 
director may consider factors such as 
the following; 

(A) The time elapsed since the ap
plicant or related person was penalized 
for a wrongful act. 

(B) The present relationship between 
the applicant and any related person that 
was penalized for any wrongful act. 

(C) The degree of rehabilitation of 
the person penalized for any wrongful 
act. 

(D) The amount of bond given by the 
applicant. In this regard, the district 
director may accept a bond under para
graph G) of this section, without regard 
to the limits on the amount of the bond 
set by paragraph G)(2) of this section. 

(4) Adequate security test-(i) In 
general. An applicant meets the ade
quate security test of this paragraph 
(f)(4) only if the district director 
determines that the applicant has both 
adequate financial resources and a 
satisfactory tax history, or the applicant 
gives the district director a bond (under 
the provisions of paragraph G) of this 
section). 

(ii) Adequate financial resources
(A) In general. An applicant has ade
quate financial resources only if the 
district director determines that the 
applicant is financially capable of 
paying-

(1) Its expected tax liability under 
section 4081 for a representative 
6-month period (as determined by the 
district director); 

(2) In the case of a terminal opera
tor, the expected tax liability under 
section 4081 of persons other than the 
terminal operator with respect to tax
able fuel removed at the racks of its 
terminals during a representative 
I-month period (as determined by the 
district director); and 

(3) In the case of a gasohol blender, 
the gasohol bonding amount. 
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(B) Basis for determination. The 
determination under this paragraph 
(f)( 4 )(ii) must be based on financial 
information such as the applicant's 
income statement, balance sheet or 
bond ratings, or other information 
related to the applicant's financial 
status. 

(iii) Satisfactory tax history. An ap
plicant has a satisfactory tax history 
only if the district director is satisfied 
with the filing, deposit, and payment 
history for all federal taxes of the 
applicant and any related person. 

(g) Action on the application by the 
district director-( 1) Review of ap
plication. The district director may 
investigate the accuracy and complete
ness of any representations made by an 
applicant, request any additional rele
vant information from the applicant, 
and inspect the applicant's premises 
during normal business hours without 
advance notice. 

(2) Denial. If the district director 
determines that an applicant does not 
meet all of the applicable registration 
tests described in paragraph (f) of this 
section, the district director must notify 
the applicant, in writing, that its 
application for registration is denied 
and state the basis for the denial. 

(3) Approval. If the district director 
determines that an applicant meets all 
of the applicable registration tests 
described in paragraph (f) of this 
section, the district director must regis
ter the applicant under section 4101 
and issue the applicant a letter of 
registration containing the effective 
date of the registration. The effective 
date of the registration must be no 
earlier than the date on which the 
district director signs the letter of 
registration. A copy of an application 
for registration (Form 637) is not a 
letter of registration. 

(h) Terms and conditions of 
registration-(l) Affirmative duties. 
Each registrant must-

(i) Make deposits, file returns, and 
pay taxes required by the Internal 
Revenue Code and the regulations 
thereunder; 

(ii) Keep records sufficient to show 
the registrant's tax liability under sec
tion 4081 and payments or deposits of 
such liability; 

(iii) Make all information reports 
required under section 4101(d) and 
§48.4101-4T; 

(iv) Make available for inspection on 
demand by the Internal Revenue Serv-
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ice during normal business hours rec
ords relevant to a determination of tax 
liability under section 4081; and 

(v) Notify the district director of any 
change (such as a change in ownership) 
in the information the registrant sub
mitted in connection with its applica
tion for registration, or previously 
submitted under this paragraph 
(h)(1 )(v), within 10 days after the 
change occurs. 

(2) Prohibited actions. A registrant 
may not-

(i) Sell, lease or otherwise allow 
another person to use its registration; 

(ii) Make any false statement to the 
district director in connection with a 
submission under paragraph (h)(l) or 
(3) of this section; or 

(iii) Make any false statement on, or 
violate the terms of-

(A) A notification certificate of a 
taxable fuel registrant (as described in 
§48.408l-5(b»; or 

(B) A certificate of a registered 
gasohol blender (as described in 
§48.4081-6(c)(2». 

(3) Additional terms and conditions 
for terminal operators-(i) Records to 
be maintained relating to removals of 
diesel fuel. Each terminal operator 
described in §48.4081-1 (t) must keep 
the following information with respect 
to each rack removal of diesel fuel at 
each terminal it operates: 

(A) The bill of lading or other 
shipping document. 

(B) The record of whether the fuel 
was dyed in accordance with 
§48.4082-1 T(b). 

(C) The volume and date of the 
removal. 

(D) The identity of the person that 
received the fuel. 

(E) Any other information required 
by the Commissioner. 

(ii) Retention of information. In ad
dition to any other requirement relating 
to the retention of records, the terminal 
operator must maintain the information 
described in paragraph (h)(3)(i) of this 
section at the terminal from which the 
removal occurred for at least 3 months 
after the removal to which it relates. 

(i) Ad\'erse actions b)' the district 
director against a registr~nt-(l) Man
dator)' rnocation or suspension. The 
district director must revoke or suspend 
the registration of any registrant if the 
district director determines that the 
registrant. at any time-
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(i) Does not meet one or more of the 
applicable registration tests under para
graph (f) of this section and has not 
corrected the deficiency within a rea
sonable period of time after notification 
by the district director; 

(ii) Has used its registration to 
evade, or attempt to evade, the pay
ment of any tax imposed by section 
4081, or to postpone or in any manner 
to interfere with the collection of any 
such tax, or to make a fraudulent claim 
for a credit or payment; 

(iii) Has aided or abetted another 
person in evading, or attempting to 
evade, payment of any tax imposed by 
section 4081, or in making a fraudulent 
claim for a credit or payment; or 

(iv) Has sold, leased, or otherwise 
allowed another person to use its 
registration. 

(2) Remedial action permitted in 
other cases. If the district director 
determines that a registrant, at any 
time, has failed to comply with the 
terms and conditions of registration 
under paragraph (h) of this section, 
made a false statement to the district 
director in connection with its applica
tion for registration or retention of 
registration, or otherwise used its regis
tration in a manner that creates a 
significant risk of nonpayment or late 
payment of tax, then the district direc
tor may-

(i) Revoke or suspend the regis
trant's registration; 

(ii) In the case of a registrant other 
than an ultimate vendor, require the 
registrant to give a bond under the 
provisions of paragraph (j) of this 
section as a condition of retaining its 
registration; and 

(iii) In the case of a registrant other 
than an ultimate vendor, require the 
registrant to file monthly or semi
monthly returns under §40.6011(a)-3T 
of this chapter as a condition of 
retaining its registration. 

(3) Action by the district director to 
revoke or suspend a registration. If the 
district director revokes or suspends a 
registration, the district director must 
so notify the registrant in writing and 
state the basis for the revocation or 
suspension. The effective date of the 
revocation or suspension may not be 
earlier than the date on which the 
district director notifies the registrant. 

(j) Bonds-(l) Form. Each bond 
given to the district director as a 
condition of registration under para-

graph (f)( 4 lei) or (i)(2)(ii) of this 
section must be executed in the fonn 
prescribed by the district director. Each 
bond must be-

(i) A public debt obligation of the 
United States Government; 

(ii) An obligation the principal and 
interest of which are unconditionally 
guaranteed by the United States 
Government; 

(iii) A bond executed by a surety 
company listed in Department of the 
Treasury Circular 570 as an acceptable 
surety or reinsurer of federal bonds (a 
surety bond); or 

(iv) Any other bond with security 
(including liens under section 4101 (b)
(1 )(8)) considered acceptable by the 
district director. 

(2) Amount of bond. A bond given 
under this paragraph (j) must be in an 
amount that the district director deter
mines will ensure timely collection of 
the taxes imposed by section 4081, 
taking into account the applicant's 
financial capabilities, tax history, and 
expected liability under section 4081. 
The district director may increase or 
decrease the amount of the required 
bond to take into account changes in 
the applicant's financial capabilities, 
tax history, and expected liability under 
section 4081. However, in no case may 
the amount of the bond be greater than 
the amount that the district director 
determines is equal to-

(i) The applicant's expected tax lia
bility under section 4081 for a repre
sentative 6-month period (as deter
mined by the district director); 

(ii) In the case of a terminal opera
tor, the expected tax liability of persons 
other than the terminal operator under 
section 4081 with respect to taxable 
fuel removed at the racks of its 
terminals during a representative 
I-month period (as determined by the 
district director); and 

(iii) In the case of a gasohol blender, 
the gasohol bonding amount. 

(3) Collection of taxes from a bond. 
If a bonded registrant does not pay the 
amount of tax it incurs under section 
4081 by the time prescribed in section 
6151 for paying that tax, the district 
director may collect the amount of the 
unpaid tax (including penalties and 
interest with respect to that tax) from 
the bonded registrant's bond. 

(4) Termination of bonds-(i) Surety 
bonds. A surety on a bond may give 



written notice to the district director 
and the bonded registrant that the 
surety desires to be relieved of liability 
under the bond after a certain date, 
which date must be at least 60 days 
after the receipt of the notice by the 
district director. The surety will be 
relieved of any liability that the bonded 
registrant incurs after the date named in 
the notice. However, the surety remains 
liable for the amount of tax that the 
bonded registrant incurred under sec
tion 4081 during the term of the bond 
and for penalties and interest with 
respect to that tax. 

(ii) Other bonds. A bond (other than 
a surety bond) given to the district 
director may be returned to the bonded 
registrant only after the earlier of-

(A) The district director's determina
tion that the bonded registrant has paid 
all taxes that the bonded registrant 
incurred under section 4081 during the 
period covered by the bond and any 
penalties and interest with respect to 
the taxes; 

(B) The expiration of the period for 
assessment of the section 4081 tax of 
the bonded registrant, as determined 
under the provisions of subchapter A of 
chapter 66 of the Internal Revenue 
Code, for the period covered by the 
bond; or 

(C) The date that the district director 
receives from the registrant a substitute 
bond given under this paragraph (j). 

(5) Determination that bond is no 
longer required. If the district director 
determines that the bonded registrant 
meets the adequate security test of 
paragraph (f)( 4) of this section without 
a bond, the registrant is to be released 
from the obligation to give a bond as a 
condition of registration under section 
4101. 

(k) Cross references-(I) For a rule 
relating to the filing of monthly and 
semimonthly returns by certain persons 
that are registered under section 410 1, 
see §40.6011(a)-3T of this chapter. 

(2) For regulations relating to the 
gasoline tax imposed by section 4081, 
see §§48.4081-0 through 48.4081-8. 
For regulations relating to the diesel 
fuel tax imposed by section 4081, see 
§§48.4081-IOT through 48.4081-12T. 

(1) Effective date-( I) Except as oth
erwise provided in this paragraph (1), 
this section is effective January 1, 1994. 

(2) Paragraph (c)(I) of this section 
(relating to persons required to be 
registered) is effective January 1, 1995. 

(3) A registration in effect on De
cember 31, 1993, with respect to the 
tax on gasoline or diesel fuel is subject 
to the district director's review, and to 
revocation or suspension, under the 
standards set forth in this section, but 
remains in effect until the earlier of-

(i) The effective date of a registra
tion issued under paragraph (g)(3) of 
this section; or 

(ii) The effective date of the revoca
tion or suspension of the registration 
under paragraph (i) of this section. 

§48.4101-4T Information reporting 
(temporary). 

(a) In general-(I) Terminal opera
tors. Each terminal operator described 
in §48.40S1-1(t) must make a return 
showing-

(i) The name and registration num
ber of any person that is a position 
holder (as described in §4S.40S1-1(m» 
at any terminal it operates; 

(ii) The identity of the position 
holder with respect to-

(A) All rack removals of taxable fuel 
from each terminal it operates, and the 
volume and dates of the removals; and 

(B) In the case of rack removals of 
diesel fuel, whether the fuel was dyed 
at the operator's terminal in accordance 
with §4S.40S2-IT(b); and 

(iii) Any other information required 
by the Commissioner. 

(2) Throughputters. Each through
putter described in §4S.40S1-1(u) must 
make a return showing-

(i) The name and registration num
ber of the operator of each terminal at 
which it holds an inventory position in 
taxable fuel; and 

(ii) Any other information required 
by the Commissioner. 

(3) Gasohol blenders. Each regis
tered gasohol blender described in 
§4S.40S1-6(b)(4) must make a return 
showing, with respect to each batch of 
gasohol it produced from gasoline it 
bought at the gasohol production tax 
rate-

(i) The name and registration num
ber of the person that sold the blender 
the gasoline; 

(ii) The date and location of the 
purchase of the gasoline; 

(iii) The volume of the gasoline; 

(iv) The name, address, and employer 
identification number of the person that 
sold the blender the alcohol; 

Section 6011 

(v) The date and location of the 
purchase of the alcohol; 

(vi) The volume and type of the 
alcohol; and 

(vii) Any other information required 
by the Commissioner. 

(b) Form and time of return. Each 
return required under this section must 
be made at the time and in the form 
required by the Commissioner. 

(c) Consequences for failure to make 
a return. For the consequences for 
failing to make an information return 
required by this section, see §4S.4101-
3T(i) (relating to adverse actions 
against a registrant) and section 6721 
(relating to a penalty for failure to file 
an information return). 

(d) Effective date. This section is 
effective July 1, 1994. 

Par. S. Sections 4S.6427-ST and 
4S.6427-9T are added to read as 
follows: 

§48.6427-8T Credit or payment with 
respect to diesel fuel used in a 
nontaxable use (other than on a farm 
for farming purposes or by a State 
or local government) (temporary). 

(a) Conditions to allowance of credit 
or payment. A claim for credit or 
payment with respect to diesel fuel is 
allowed under this section only if-

(1) Tax was imposed by section 
40S1 on the diesel fuel to which the 
claim relates; 

(2) The claimant bought the fuel and 
did not resell it in the United States; 

(3) The claimant has filed a timely 
claim for a credit or payment that 
contains the information required under 
paragraph (c) of this section; and 

(4) The fuel was either-

(i) Used in a use described In 

§§4S.40S2-4T(c)(3) through (II); 

(ii) Exported; 

(iii) Used other than as a fuel in a 
propulsion engine of a diesel-powered 
highway vehicle or diesel-powered boat; 

(iv) Used as a fuel in a propulsion 
engine of a diesel-powered train; or 

(v) Used as a fuel in the propulsion 
engine of an automobile bus if the bus 
was used in a use described in section 
6427(b)(I) (after the application of 
section 6427(b)(3». 

(b) Form of claim. Each claim for an 
income tax credit under this section 
must be made on Form 4136. Credit 
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for Federal Tax Paid on Fuels, or on 
such other form as the Commissioner 
may designate, in accordance with the 
instructions for that form. Each claim 
for a payment under this section must 
be made on Form 843, Claim for 
Refund and Request for Abatement, or 
on such other form as the Commis
sioner may designate, in accordance 
with the instructions for that form. 

(c) Content of claim-(l) In general. 
Each claim for credit or payment under 
this section must contain the following 
information with respect to all the 
diesel fuel covered by the claim: 

(i) The name, address, telephone 
number, and employer identification 
number of the person(s) that sold the 
diesel fuel to the claimant and the 
date(s) of the purchase(s). 

(ii) A statement by the claimant that 
the diesel fuel covered by the claim did 
not contain visible evidence of dye. 

(iii) A statement (which may appear 
on the invoice or similar document) by 
the person that sold the fuel to the 
claimant that the diesel fuel sold did 
not contain visible evidence of dye. 

(iv) The total amount of diesel fuel 
covered by the claim. 

(v) The use made of the diesel fuel 
covered by the claim described by 
reference to specific categories listed in 
paragraph (a)( 4) of this section (such as 
use in a boat employed in commercial 
fishing or use by a nonprofit educa
tional organization). 

(vi) If the diesel fuel covered by the 
claim was exported, a statement that 
the claimant has the proof of exporta
tion described in §48.4221-3(d)(l). 

(d) Time and place for filing claim. 
For rules relating to the time for filing a 
claim under section 6427, see section 
6427(i). 

(e) Effective date. This section is 
effective January I, 1994. 

§48.6427-9T Credit or payment with 
respect to diesel fuel sold for use on 
a farm for farming purposes or hI' a 
State or local government -
(temporary). 

(a) Definitions-( 1) An ultimate 
\'endor. as used in this section, is a 
person that sells undyed diesel fuel to 
the user of the fuel (the ultimate 
purchaser) for use on a farm for 
farming purposes or for the exclusive 
use of any State, political subdivision 
of a State. or the District of Columbia. 
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(2) A registered ultimate vendor is

(i) An ultimate vendor that is regis
tered under section 4101 as an ultimate 
vendor; or 

(ii) With respect to a claim filed 
before January 1, 1995, an ultimate 
vendor that is registered as a producer 
of diesel fuel on December 31, 1993, if 
the registration has not been revoked or 
suspended. 

(b) Conditions to allowance of credit 
or payment. A claim for credit or 
payment with respect to diesel fuel is 
allowed under this section only if-

(1) Tax was imposed by section 
4081 on the diesel fuel to which the 
claim relates; 

(2) The claimant sold the diesel fuel 
to the ultimate purchaser for-

(i) Use on a farm for farming 
purposes (as defined in §48.6420-4); or 

(ii) The exclusive use of a State, 
political subdivision of a State, or the 
District of Columbia; 

(3) The claimant is a registered 
ultimate vendor; and 

(4) The claimant has filed a timely 
claim for a credit or payment that 
contains the information required under 
paragraph (d) of this section. 

(c) Form of claim. Each claim for an 
income tax credit under this section 
must be made on Form 4136, Credit 
for Federal Tax Paid on Fuels, or on 
such other form as the Commissioner 
may designate, in accordance with the 
instructions for that form. Each claim 
for a payment under this section must 
be made on Form 843, Claim for 
Refund and Request for Abatement, or 
on such other form as the Commis
sioner may designate, in accordance 
with the instructions for that form. 

(d) Content of claim-(l) In gen
eral. Each claim for credit or payment 
under this section must contain the 
following information with respect to 
all the diesel fuel covered by the claim: 

(i) A copy of the claimant's letter of 
registration or, if applicable, its certifi
cate of registration. 

(ii) The name, address, telephone 
number, and employer identification 
number of each person that sold the 
diesel fuel to the claimant and the date 
of the purchase. 

(iii) The name, address, telephone 
number, and taxpayer identification 
number of each farmer or governmental 
unit that bought the diesel fuel from 

the claimant and the number of gallons 
that the claimant sold to each. 

(iv) A statement that the diesel fuel 
covered by the claim did not contain 
visible evidence of dye. 

(v) The total amount of diesel fuel 
covered by the claim. 

(vi) A statement that the claimant 
has not included the amount of the tax 
in its sales price of the diesel fuel and 
has not collected the amount of tax 
from its buyer. 

(vii) For claims relating to sales by 
the claimant after March 31, 1994, a 
statement that the claimant has in its 
possession an unexpired certificate de
scribed in paragraph (d)(2) of this 
section and the claimant has no reason 
to believe any information in the 
certificate is false. 

(viii) For claims relating to sales by 
the vendor before April 1, 1994, either 
the statement described in paragraph 
(d)(l)(vii) of this section or a statement 
that-

(A) The claimant has in its posses
sion an unexpired exemption certificate 
relating to tax-free sales of diesel fuel 
for use on a farm for farming purposes 
or for the exclusive use of a State, 
political subdivision of a State, or the 
District of Columbia; 

(B) The certificate was received 
from the buyer before January 1, 1994; 
and 

(C) The claimant has no reason to 
believe any information in the certifi
cate is false. 

(2) Certificate-(i) In general. The 
certificate to be provided to the ulti
mate vendor consists of a statement 
that is signed under penalties of perjury 
by a person with authority to bind the 
buyer, is in substantially the same fonn 
as the model certificate provided in 
paragraph (d)(2)(ii) of this section, and 
contains all information necessary to 
complete such model certificate. A new 
certificate must be given if any infor
mation in the current certificate 
changes. The certificate may be in
cluded as part of any business records 
normally used to document a sale. The 
certificate expires on the earliest of the 
following dates: 

(A) The date one year after the ef
fective date of the certificate (which 
may be no earlier than the date it is 
signed). 

(B) The date a new certificate is 
provided to the seller. 

(ii) Model certificate. 
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CERTIFICATE OF FARMER OR STATE OR LOCAL GOVERNMENTAL UNIT 

(To support vendor's claim for a credit or payment under section 6427 of the Internal Revenue Code.) 

Name, address, and employer identification number of seller 

The undersigned buyer ("Buyer") hereby certifies the following under penalties of perjury: 

Buyer will use the diesel fuel to which this certificate relates either-(check one) 

_-_ On a farm for farming purposes (as that term is defined in §48.6420-4 of the Manufacturers and Retailers Excise 
Tax Regulations); or 

___ For the exclusive use of a State, political subdivision of a State, or the District of Columbia. 

This certificate applies to the following (complete as applicable): 

If this is a single purchase certificate, check here ___ and enter: 
1. Invoice or delivery ticket number ________________________________ _ 

2. (number of gallons) 

If this is a certificate covering all purchases under a specified account or order number, check here ___ and enter: 
1. Effective date _________ _ 

2. Expiration date _________ _ 

(period not to exceed 1 year after the effective date) 
3. Buyer account or order number ________________________________ _ 

Buyer will provide a new certificate to the seller if any information in this certificate changes. 

If Buyer uses the diesel fuel to which this certificate relates for a purpose other than stated in the certificate Buyer will 
be liable for tax. 

Buyer understands that the fraudulent use of this certificate may subject Buyer and all parties making such fraudulent 
use of this certificate to a fine or imprisonment, or both, together with the costs of prosecution. 

Signature and date signed 

Printed or typed name of person signing 

Title of person signing 

Name of Buyer 

Employer identification number 

Address of Buyer 
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(e) Time and place for filing claim. 
For rules relating to the time for filing 
a claim under section 6427, see section 
6427(i). A claim under this section is 
not filed unless it contains all the 
information required by paragraph (d) 
of this section and is filed at the place 
required by the form. 

(f) Effective date. This section is 
effective January 1, 1994. 

PART 602-0MB CONTROL 
NUMBERS 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. Section 602.101(c) is 
amended by adding the following en
tries in numerical order to the table to 
read as follows: 

§602.JOJ OMB control numbers. 

* * * * * * 

(c) *** 

* * * * * * 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

48.4082-2T ............. 1545-1418 

48.4101-3T ............. 1545-1418 

48.4101-4T ............. 1545-1418 

48.6427-8T ............. 1545-1418 

48.6427-9T ............. 1545-1418 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved November 10, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
November 23. 1993. 2:30 p.m .. and published 
in the issue of the Federal Register for 
November 30. 1993. 58 F.R. 63069 as cor
rected by 59 F.R. 12549) 
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Subpart B.-Income Tax Returns 

Section 6012.-Persons Required to 
Make Returns of Income 

26 CFR 1.6012-1: Individuals required to 
make returns of income. 

The Service is providing adjusted tax tables 
for individuals and trusts and estates for taxable 
years beginning in 1994 to reflect changes in the 
cost of living. See Rev. Proc. 93-49. page 581. 

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 and trusts and estates for taxable 
years beginning in 1994 to reflect changes in the 
cost of living. See Rev. Proc. 93-49, page 581. 

Part 1I1.-lnformation Returns 
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. 

Information reporting by escrow 
agents. An escrow agent that per
forms an oversight function with re
spect to a construction project and 
makes payments on behalf of the owner 
and the general contractor of the 
project is required to file information 
returns for payments of income report
able under section 6041 of the Code. 

Rev. Rul. 93-70 

ISSUE 

When an escrow agent performs an 
oversight function with respect to a 
construction project and makes pay
ments on behalf of the owner and the 
general contractor of the project, is the 
escrow agent required to file informa
tion returns for payments of income 
reportable under section 6041 of the 
Internal Revenue Code? 

FACTS 

X is a bank chartered and supervised 
under federal law. X enters into a 
construction fund disbursement agree-

ment with an owner and a general 
contractor under which the owner 
assigns to X. as trustee, funds borrowed 
for a real estate construction project. X 
maintains the funds in a separate non
interest-bearing escrow account for 
each construction project. 

Under the disbursement agreement, X 
pays for labor, materials, services, and 
other costs and expenses incurred in 
connection with the construction proj
ect. Each project uses a voucher system 
consisting of disbursement orders and 
lien releases. Disbursement orders re
ceived from the general contractor may 
request reimbursement for expenses 
paid by the general contractor, or the 
orders may direct that payment be 
made to a subcontractor. The checks 
used to pay the expenses are drawn by 
X on the escrow account. Any funds 
remaining in the escrow account after 
completion of the project are repaid by 
X to the owner. 

X also performs an oversight func
tion under the disbursement agreement 
to ensure that loan proceeds will be 
properly applied and all approved bills 
properly paid in order to avoid me
chanics' or materialmen's liens. Site 
inspections are conducted by X to 
determine whether work has been 
completed, but not to determine the 
quality of the work. If X determines 
that work has not been completed, it 
may withhold payments relating to that 
work until the work is completed. X 
also evaluates and assesses the cost of 
the project, including the cost of any 
changes considered during the project. 
X is to communicate any resulting 
concerns it has about the project to the 
owner and general contractor so that, if 
necessary, modifications to the original 
project or proposed changes may be 
made or additional funding may be pro
vided by the owner and assigned to X. 

LAW AND ANALYSIS 

Section 6041(a) of the Code requires, 
in part, that all persons engaged in a 
trade or business and making payment 
in the course of such trade or business 
to another person of salaries, wages, 
compensation, remuneration, emolu
ments, or other fixed or determinable 
gains, profits, and income, of $600 or 
more in any taxable year must provide 
an information return setting forth the 
amount of such gains, profits, and 
income, and the name and address of 
the recipient of such payment. 



Section 1.6041-3(p) of the Income 
Tax Regulations provides an exception 
from reporting for payments made to 
principals by persons carrying on the 
banking business, and by persons 
which are mutual savings banks, coop
erative banks, building and loan asso
ciations, homestead associations, credit 
unions, or similar organizations char
tered and supervised by federal or state 
law, of funds collected when acting in 
the capacity of collection agents. Sec
tion 1.6041-3(p) states, however, that 
this reporting exception does not apply 
to collection of items on a regular and 
continuing basis under a so-called 
escrow, trust, custody, or investment 
advisory agreement. 

Rev. Rul. 77-53, 1977-1 C.B. 368, 
states, in part, that section 1.6041-3(p) 
of the regulations requires reporting 
when an institution assumes a manage
ment function or retains the collected 
funds under an arrangement other than 
the customary depositor relationship. 

In this case, X maintains owner
provided funds in an escrow account 
for use in connection with a con
struction project, performs an oversight 
function with respect to that project, 
and makes the requisite disbursements 
from the escrow account to the general 
contractor or the appropriate sub
contractor. Thus, X performs a manage
ment function and retains the escrow 
funds under an arrangement other than 
the customary depositor relationship. 
Therefore, X is required to file infor
mation returns under section 6041 of 
the Code with respect to reportable 
payments it makes in the course of 
performing services as an escrow agent. 

This conclusion also applies to non
bank escrow agents that make con
struction project disbursements under 
circumstances similar to those of X. 
See, e.g., Rev. Rul. 59-328, 1959-2 
C.B. 379, in which a medical service 
operating as the fiscal administrator for 
a state medical society was required to 
file information returns under section 
6041 of the Code with respect to its 
payment of government funds to par
tiCipating physicians for the authorized 
care that they rendered under the 
program. 

HOLDING 

When an escrow agent performs an 
oversight function with respect to a 
construction project and makes pay
ments on behalf of the owner and the 

general contractor of the project, the 
escrow agent is required to file infor
mation returns for payments of income 
reportable under section 6041 of the 
Code. This reporting requirement ap
plies whether or not the escrow agent 
is a bank. 

Section 60501.-Returns Relating to 
Cash Received in Trade or Business 

26 CFR 1.6050/-1: Returns relating to cash in 
excess of $10,000 received in a trade or 
business. 

T.D. 8479 

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

Returns Relating to Cash in Excess 
of $10,000 Received in a Trade or 
Business 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations that require a person 
who currently must report the receipt 
of cash in excess of $10,000 with 
respect to a transaction to make a 
report each time that cash payments 
received within any 12-month period 
with respect to the same transaction or 
a related transaction total more than 
$10,000. These regulations enable the 
Internal Revenue Service to ascertain 
the magnitude of large transfers of cash 
with respect to the same transaction. 
The regulations affect trades or busi
nesses that are currently required to 
report large receipts of cash. 

EFFECTIVE DATE: June 21, 1993. 

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. 3504(h)) 
under control number 1545-0892. The 
estimated annual burden per respondent 
varies from 11 minutes to 26 minutes, 
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depending upon individual circum
stances, with an average of 18 minutes. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual respond
ents may require greater or less time, 
depending on their particular circum
stances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be 
directed to the Internal Revenue Serv
ice, Attn: IRS Reports Clearance Of
ficer T:FP, Washington, DC 20224, and 
to the Office of Management and 
Budget, Attention: Desk Officer for the 
Department of the Treasury, Office of 
Information and Regulatory Affairs, 
Washington, D.C. 20503. 

Background 

On July 9, 1990, the Internal Reve
nue Service published in the Federal 
Register a notice of proposed rulemak
ing by cross-reference to temporary 
regulations (55 FR 28061 [IA-41-89, 
1990-2 C.B. 845]) and temporary 
regulations (55 FR 28021 [T.D. 8304, 
1990-2 C.B. 250]) amending the In
come Tax Regulations (26 CFR part 1) 
under section 60501 of the Internal 
Revenue Code (Code). 

Written comments responding to the 
notice were received. One request for a 
public hearing was received, but that 
request was withdrawn. After consid
eration of all comments, the temporary 
regulations are adopted as final regula
tions without substantive change by 
this Treasury Decision. However, some 
clarifying changes and changes in 
organization have been made. 

Explanation of Provisions 

In general 

As amended by this Treasury deci
sion, the regulations require a person 
engaged in a trade or business who 
receives, in the course of that trade or 
business, multiple cash payments with 
respect to a transaction (or two or more 
related transactions) to make a report 
each time that the person receives more 
than $10,000 in cash in any 12-month 
period. Thus, a person must make a 
report each time that the person re
ceives a single cash payment of more 
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than $10,000 and each time that the 
person receives a cash payment of 
$10,000 or less that, combined with all 
previously unreportable cash payments 
received with respect to the same 
transaction (or a related transaction) 
within the preceding 12-month period, 
exceeds $10,000. The regulations apply 
to amounts received after December 31, 
1989. 

Comments 

One commentator suggested that ag
gregation of payments of $10,000 or 
less for purposes of reporting under 
section 60501 should be based on a 
calendar year to facilitate recordkeep
ing by recipients. The Service is 
concerned, however, that such an ag
gregation rule might enable some per
sons to avoid reporting. Therefore, the 
suggestion has not been adopted. 

Other comments addressed matters 
that pertain to portions of the existing 
regulations under section 60501 that do 
not relate to multiple payments and, 
therefore, are not pertinent to this 
document. The Service will consider 
those comments in the context of its 
continuing review of the rules promul
gated under section 60501 and will 
provide additional guidance where nec
essary or appropriate. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Act Analysis is not 
required. Pursuant to section 7805(f) of 
the Code, the notice of proposed 
rulemaking for the regulations was 
submitted to the Administrator of the 
Small Business Administration for 
comment on their impact on small 
business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR parts I and 
602 are amended as follows: 
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PART I-INCOME TAXES 

Paragraph I. The heading for part 
is revised to read as set forth above. 

Par. 2. The authority citation for part 
1 is amended by removing the entry for 
"Section 60501-1 T". The authority 
citation for part I continues to read in 
part as follows: 

Authority: 26 U.S.c. 7805 *** 
Section 60501-1 also issued under 26 

U.S.c. 60501. *** 
Par. 3. Section 1.60501-1 is amended 

by revising paragraphs (b) and (e)(1) to 
read as follows: 

§1.60501-1 Returns relating to cash 
in excess of $10,000 received in a 
trade or business. 

* * * * * * 

(b) Multiple payments. The receipt 
of multiple cash deposits or cash 
installment payments (or other similar 
payments or prepayments) on or after 
January 1, 1990, relating to a single 
transaction (or two or more related 
transactions), is reported as set forth in 
paragraphs (b)( 1) through (b )(3) of this 
section. 

(1) Initial payment in excess of 
$10,000. If the initial payment exceeds 
$10,000, the recipient must report the 
initial payment within 15 days of its 
receipt. 

(2) Initial payment of $10,000 or 
less. If the initial payment does not 
exceed $10,000, the recipient must 
aggregate the initial payment and sub
sequent payments made within one year 
of the initial payment until the aggre
gate amount exceeds $10,000, and 
report with respect to the aggregate 
amount within 15 days after receiving 
the payment that causes the aggregate 
amount to exceed $10,000. 

(3) Subsequent payments. In addition 
to any other required report, a report 
must be made each time that previously 
unreportable payments made within a 
12-month period with respect to a 
single transaction (or two or more 
related transactions), individually or in 
the aggregate, exceed $10,000. The 
report m~st. be made within 15 days 
after recelvmg the payment in excess 
of $10,000 or the payment that causes 
the aggregate amount received in the 
12-month period to exceed $10,000. (If 
more than one report would otherwise 
b~ r~quired for multiple cash payments 
wlthm a 15-day period that relate to a 

single transaction (or two or more 
related transactions), the recipient may 
make a single combined report with 
respect to the payments. The combined 
report must be made no later than the 
date by which the first of the separate 
reports would otherwise be required to 
be made.) A report with respect to 
payments of $10,000 or less that are 
reportable under this paragraph (b)(3) 
and are received after December 31 
1989, but before July 10, 1990, is du~ 
July 24, 1990. 

(4) Example. The following example 
illustrates the application of the rules in 
paragraphs (b)( 1) through (b )(3) of this 
section: 

Example. On January 10. 1991, M receives an 
initial cash payment of $11,000 with respect to a 
transaction. M receives subsequent cash pay
ments with respect to the same transaction of 
$4,000 on February 15, 1991, $6,000 on March 
20, 1991, and $12,000 on May 15, 1991. M must 
make a report with respect to the payment 
received on January 10, 1991, by January 25, 
1991. M must also make a report with respect to 
the payments totalling $22,000 received from 
February 15, 1991, through May 15, 1991. This 
report must be made by May 30, 1991, that is, 
within 15 days of the date that the subsequent 
payments, all of which were received within a 
12-month period, exceeded $10,000. 

* * * * * * 

(e) Time, manner, and form of 
reporting-( 1) Time of reporting. The 
reports required by this section must be 
filed with the Internal Revenue Service 
by the 15th day after the date the cash 
is received. However, in the case of 
multiple payments relating to a single 
transaction (or two or more related 
transactions), see paragraph (b) of this 
section. 

* * * * * * 

Par. 4. Section 1.60501-1 T is 
removed. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805. 

Par. 6. Section 602.101(c) is 
amended by removing from the table 
"1.60501-lT '" 1545-0892". 

David G. Blattner, 
Acting Commissioner of 

the Treasury. 

Approved June 4, 1993. 



Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 18. 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 21, 
1993, 58 F.R. 33763) 

Part VI.-Extension of Time for Filing Returns 

Section 6081.-Extension of Time for 
Filing Returns 

26 CFR 1.6081-3: Automatic extension of time 
for filing corporation income tax returns. 

The extensions of time to file and of time to 
file and pay available to certain foreign corpora
tions under §§1.6081-3(a) and 1.6081-5(a), 
respectively, are not mutually exclusive and may 
be granted for the same taxable year under 
certain conditions. However, the maximum al
lowable extension is six months. See Rev. Rul. 
93-85, below. 

26 CFR 1.6081-5: Extensions of time in the 
case of certain partnerships, corporations and 
U.S. citizens and residents. 
(Also Section 7805; 301.7805-1, 1.6081-3.) 

Extensions of time to file and to file 
and pay for certain foreign corpora
tions. The extensions of time to file 
and of time to file and pay available to 
certain foreign corporations under sec
tions 1.6081-3(a) and 1.6081-5(a), re
spectively, are not mutually exclusive 
and may be granted for the same tax
able year under certain conditions. 
However, the maximum allowable ex
tension is six months. 

Rev. Rul. 93-85 

ISSUE 

May a foreign corporation that main
tains an office or place of business in 
the United States obtain extensions of 
time for filing its U.S. corporate in
come tax return under both §§1.6081-
5(a)(3) and 1.6081-3(a) of the Income 
Tax Regulations for the same taxable 
year? If so, what is the maximum ex
tension period available to such a 
foreign corporation that relies on both 
sections for a single taxable year? Can 
such a corporation seek an additional 
extension under any other circum
stances? 

FACTS 

X is a Country A corporation and 
maintains its principal office in Coun-

try A. X also maintains an office in the 
United States. X is taxable as a foreign 
corporation engaged in a trade or busi
ness in the United States and files 
Form 1120F, U.S. Income Tax Return 
of a Foreign Corporation, on a calendar 
year basis. Prior to March 15, 1994, X 
applied for an extension to file its 1993 
return beyond September 15, 1994, 
relying on both §§1.6081-3(a) and 
1.6081-5(a)(3) of the regulations. 

LAW AND ANALYSIS 

Section 6072(b) of the Internal Reve
nue Code provides that a corporation 
whose taxable year is the calendar year 
must file its U.S. income tax return on 
or before the 15th day of March 
following the close of the calendar 
year. Pursuant to §6081(a) the Secre
tary may grant a reasonable extension 
of time for filing a return. Except in 
the case of a taxpayer who is abroad, 
however, no such extension may ex
ceed six months. 

Pursuant to § 1.6081-3(a) of the 
Income Tax Regulations, a corporation 
may obtain an automatic extension of 
six months from the due date for filing 
its return, if certain conditions are 
satisfied. To obtain such an extension, 
the corporation must file Form 7004, 
Application for Automatic Extension of 
Time to File U.S. Corporation Income 
Tax Return, on or before the original 
due date of the return. This extension 
does not extend the time for payment 
of the tax and the corporation, there
fore, must remit its estimated unpaid 
tax liability on or before the original 
date prescribed for payment of the tax. 
Section 1.6081-3(a)(3), (c). 

Section 1.6081-5(a)(3) provides an 
automatic filing extension to the fif
teenth day of the sixth month following 
the close of the taxable year (i.e., three 
months from the original due date of 
the return) for a foreign corporation 
that maintains an office or place of 
business in the United States. This 
extension also extends the time for 
payment of the tax. Section 1.6081-
5(a). To obtain an extension under 
§1.6081-5(a)(3), the corporation must 
attach a statement to its return when 
filed showing its eligibility for the 
extension. 

X is a foreign corporation that 
maintains an office or place of business 
in the United States. Therefore, X may 
obtain a three-month extension of time 
to file its 1993 return and to pay the 
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tax due under §1.6081-5(a)(3) if X 
attaches a statement to its return 
showing its eligibility for the extension. 
If X applies solely for an extension to 
file and pay the tax under § 1.6081-
5(a)(3), the extension will expire on 
June 15, 1994, the fifteenth day of the 
sixth month following the close of X's 
1993 taxable year. The extension to 
pay the tax under §1.6081-5(a)(3) does 
not toll the accrual of interest on any 
unpaid tax liability due as of March 15, 
1994. Sections 6601 and 301.6601-1. 

X may also obtain an automatic six
month extension of time to file its 1993 
return pursuant to §1.6081-3(a), if X 
files Form 7004 and pays its properly 
estimated unpaid tax liability for 1993 
on or before March 15, 1994, the 
original due date of its return. Interest 
on any additional amount determined to 
be owed in excess of the properly 
estimated payment will accrue from 
March 15, 1994, to the date such 
excess amount is actually paid. Sec
tions 6601 and 301.6601-1. If X 
obtains an extension to file only under 
§ 1.6081-3(a), such extension will ex
pire on September 15, 1994, six months 
following the date prescribed for filing 
X's 1993 return. 

The extension of time to file 
provided by §1.6081-3(a) and the 
extension of time to file and pay 
provided by § 1.6081-5( a)(3) are not 
mutually exclusive, and X thus may 
avail itself of both extensions for the 
same taxable year. However, the max
imum extension to file is expressly 
limited by §6081 (a), which provides 
that, except in the case of a taxpayer 
that is abroad, no extension may 
exceed six months from the original 
due date of the return. X may obtain a 
six-month extension of time to file its 
1993 return to September 15, 1994, 
pursuant to § 1.6081-3(a) and a three
month extension of time to pay the tax 
pursuant to §1.6081-5(a)(3), as de
scribed below. 

Section 1.6081-5(a) provides that X 
does not need to file a form on the 
original due date of the return to obtain 
the extension to file and to pay the tax. 
Instead, X must remit its properly 
estimated unpaid tax liability for 1993 
in accordance with §1.6081-3(a)(3) on 
or before June 15, 1994, and submit a 
statement showing that it was eligible 
for the three-month extension to file 
and pay. To obtain an additional three
month extension of time to file avail
able under §1.6081-3(a), X also must 

1993-2 C.B. 297 



Section 6081 

file Fonn 7004 on or before June 15, 
1994, and request an additional exten
sion of time to file its return to 
September 15, 1994. six months from 
the original due date of the return. 

Although § 1.6081-5(a)(3) extends the 
time for X to pay its properly estimated 
unpaid tax liability until June 15, 1994, 
X will be liable for interest on any 
additional amount detennined to be due 
on. but not paid by, March 15, 1994, the 
original due date of the return. Sections 
6601 and 301.6601-1. 

Section 6081 (a) provides that the 
Secretary may grant reasonable exten
sions of time to file income tax returns 
in excess of six months from the origi
nal due date of the return (detennined 
without regard to extensions) in the case 
of a taxpayer who is abroad. See also 
§ 1.6081-1 (a). A foreign corporation that 
maintains an office or place of business 
in the United States is not a taxpayer 
that is abroad within the meaning of 
§6081 (a). Since X maintains an office or 
place of business in the United States, X 
cannot obtain an extension beyond six 
months from the original due date for 
filing its return. Thus, X must file its 
1993 return no later than September 15, 
1994. Otherwise, X may be liable for 
the addition to tax for failure to file 
under §301.6651-1(a). 

HOLDING 

X may apply for the extension of time 
to file a U.S. corporate income tax 
return available under § 1.6081-3(a) and 
the extension of time to file and to pay 
the tax under §1.6081-5(a)(3) for the 
same tax year. The maximum extension 
of time for X to file its return is six 
months from the original due date of the 
return (detennined without regard to 
extensions). 

PROSPECTIVE APPLICATION 

Pursuant to the authority contained in 
§ 7805(b), this revenue ruling applies to 
all taxable years ending on or after 
September 30, 1993. 

Chapter 64.-Collection 

Subchapter C.-Lien for Taxes 

Section 6323.-Validity and Priority 
Against Certain Persons 

Ct. D. 2055 
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SUPREME COURT OF THE 
UNITED STATES 

No. 91-1229 

United States by and through Internal 
Revenue Service, Petitioner v. Bruce 

J. McDermott et al. 
[507 U.S.-] 

On Writ of Certiorari to the United 
States Court of Appeals for the Tenth 
Circuit 

[March 24, 1993] 

Syllabus 

The United States' federal tax lien on the 
respondent McDermotts' property applied to 
after-acquired property, Glass City Bank v. 
United States, 326 U.S. 265, but could "not be 
valid as against any ... judgment lien creditor 
until notice thereof ... has been filed," 26 
U.S.C. §6323(a). Before that lien was filed 
with the Salt Lake County Clerk, a bank 
docketed a state-court judgment it has won 
against the McDermotts, thereby creating a 
state-law judgment lien on all of their existing 
or after-acquired real property in the county. 
After both liens were filed, the McDermotts 
acquired certain real property in the county 
and brought this interpleader action. The 
District Court awarded priority in that property 
to the bank's lien. The Court of Appeals 
affirmed. 

Held: A federal tax lien filed before a delinquent 
taxpayer acquires real property must be given 
priority in that property over a private 
creditor's previously filed judgment lien. Pri
ority for purposes of federal law is governed 
by the common-law principle that "the first in 
time is the first in right." United States v. 
New Britain, 347 U.S. 81, 85. A state lien that 
competes with a federal lien is deemed to be 
in existence for "first in time" purposes only 
when it has been "perfected" in the sense 
that, inter alia, "the property subject to the 
lien [is] established." Id., at 84. Because the 
bank's judgment lien did not actually attach to 
the property at issue until the McDermotts 
acquired rights in that property, which oc
curred after the United States filed its tax lien 
the bank's lien was not perfected before th~ 
federal filing. See id., at 84-86. United States 
v. Vermont, 377 U.S. 251. distinguished. It is 
irrelevant that the federal lien similarly did not 
attach and become perfected until the McDer
motts acquired the property, since §6323(c)(l) 
demonstrates that such a lien is ordinarily 
dated, for purposes of "first in time" priority 
agamst §6323(a) competing interests, from the 
time of its filing. 

945 F.2d 1475, reversed and remanded. 

SCALIA, J., delivered the opinion of the 
Court, in which REHNQUIST, C. J., and 
WHITE, BLACKMUN, KENNEDY, and 
SOUTER, 11., joined. THOMAS, J., filed a 
dissenting opinion, in which STEVENS 
and O'CONNOR, 11., joined. 

JUSTICE SCALIA delivered the opin
ion of the Court. 

We granted certiorari to resolve the 
competing priorities of a federal tax 
lien and a private creditor's judgment 
lien as to a delinquent taxpayer's after
acquired real property. 

On December 9, 1986, the United 
States assessed Mr. and Mrs. McDer
mott for unpaid federal taxes due for 
the tax years 1977 through 1981. Upon 
that assessment, the law created a lien 
in favor of the United States on all real 
and personal property belonging to the 
McDermotts, 26 U.S.c. §§6321 and 
6322, including after-acquired property, 
Glass City Bank v. United States, 326 
U.S. 265 (1945). Pursuant to 26 U.S.c. 
§6323(a), however, that lien could "not 
be valid as against any purchaser, 
holder of a security interest, me
chanic's lienor, or judgment lien credi
tor until notice thereof ... has been 
filed." (Emphasis added.) The United 
States did not file this lien in the Salt 
Lake County Recorder's Office until 
September 9, 1987. Before that oc
curred, however-specifically, on July 
6, 1987-Zions First National Bank, N. 
A., docketed with the Salt Lake County 
Clerk a state-court judgment it had won 
against the McDermotts. Under Utah 
law, that created a judgment lien on all 
of the McDermotts' real property in 
Salt Lake County, "owned ... at the 
time or ... thereafter acquired during 
the existence of said lien." Utah Code 
Ann. §78-22-1 (1953). 

On September 23, 1987, the McDer
motts acquired title to certain real 
property in Salt Lake County. To 
facilitate later sale of that property, the 
parties entered into an escrow agree
ment whereby the United States and the 
Bank released their claims to the real 
property itself but reserved their rights 
to the cash proceeds of the sale, based 
on their priorities in the property as of 
September 23, 1987. Pursuant to the 
escrow agreement, the McDennotts 
brought this interpleader action in state 
court to establish which lien was 
entitled to priority; the United States 
removed to the United States District 
Court for the District of Utah. 

On cross-motions for partial summary 
judgment, the District Court awarded 
priority to the Bank's judgment lien. 
The United States Court of Appeals for 
the Tenth Circuit affirmed. McDermott 
v. Zions First Nat'l Bank, N.A., 945 
F.2d 1475 (1991). We granted certiorari. 
504 U.S. (1992). 



II 

Federal tax liens do not automat
ically have priority over all other liens. 
Absent provision to the contrary, pri
ority for purposes of federal law is 
governed by the common-law principle 
that " 'the first in time is the first in 
right.' " United States v. New Britain, 
347 U.S. 81, 85 (1954); cf. Rankin & 
Schatzell v. Scott, 12 Wheat. 177, 179 
(1827) (Marshall, C. J.). For purposes 
of applying that doctrine in the present 
case-in which the competing state lien 
(that of a judgment creditor) benefits 
from the provision of §6323(a) that the 
federal lien shall "not be valid ... until 
notice thereof ... has been filed" -we 
must deem the United States' lien to 
have commenced no sooner than the 
filing of notice. As for the Bank's lien: 
our cases deem a competing state lien 
to be in existence for "first in time" 
purposes only when it has been "per
fected" in the sense that "the identity 
of the lienor, the property subject to 
the lien, and the amount of the lien are 
established." United States v. New 
Britain, 347 U.S., at 84 (emphasis 
added); see also id., at 86; United 
States v. Pioneer American Ins. Co., 
374 U.S. 84 (1963). 

The first question we must answer, 
then, is whether the Bank's judgment 
lien was perfected in this sense before 
the United States filed its tax lien on 
September 9, 1987. If so, that is the 
end of the matter; the Bank's lien 
prevails. The Court of Appeals was of 
the view that this question was an
swered (or rendered irrelevant) by our 
decision in United States v. Vermont, 
377 U.S. 351 (1964), which it took to 
"stan[d] for the proposition that a non
contingent ... lien on all of a person's 
real property, perfected prior to the 
federal tax lien, will take priority over 
the federal lien, regardless of whether 
after-acquired property is involved." 1 

945 F. 2d, at 1480. That is too 
expansive a reading. Our opinion in 
Vermont gives no indication that the 
property at issue had become subject to 
to the state lien only by application of 

1 As our later discussion will show, we think it 
contradictory to say that the state lien was "per
fected" before the federal lien was filed, insofar 
as it applies to after-acquired property not ac
quired by the debtor until after the federal lien 
was filed. The Court of Appeals was evidently 
USIng the term "perfected" (as the Bank WOUld) 
1D a sense not requiring attachment of the lien to 
the property in question; our discussion of the 
CoUrt of Appeals' opinion assumes that usage. 

an after-acquired-property clause to 
property that the debtor acquired after 
the federal lien arose. To the contrary, 
the opinion says that the state lien met 
(presumably at the critical time when 
the federal lien arose) "the test laid 
down in New Britain that ... 'the 
property subject to the lien ... [be] 
established.' " 377 U.S., at 358 (cita
tion omitted).2 The argument of the 
United States that we rejected in 
Vermont was the contention that a state 
lien is not perfected within the meaning 
of New Britain if it "attach[es] to all 
of the taxpayer's property," rather than 
"to specifically identified portions of 
that property." 377 U.S., at 355 
(emphasis added).3 We did not con
sider, and the facts as recited did not 
implicate, the quite different argument 
made by the United States in the 
present case: that a lien in after
acquired property is not "perfected" as 
to property yet to be acquired. 

The Bank argues that, as of July 6, 
1987, the date it docketed its judgment 
lien, the lien was "perfected as to all 
real property then and thereafter owned 
by" the McDermotts, since "[n]othing 
further was required of [the Bank] to 
attach the non-contingent lien on after
acquired property." Brief for Respond-

2The dissent cannot both grant the assumption 
"that the debtor in Vermont acquired its interest 
in the bank account before the federal lien 
arose," post, at 4-5, n. 2, and contend that "the 
debtor's interest in the bank account ... could 
have been uncertain or indefinite from the 
creditors' perspective," id, at 5, n. 2. In the 
same footnote, the dissent misdescribes the 
"critical argument that we rejected" in Vermont. 
Ibid. It was not that "the State's claim could not 
be superior unless the account had been 'specifi
cally identified' as property subject to the State's 
lien," ibid., but rather that the State's claim 
could not be superior unless it had "attachfedJ 
to specifically identified portions of that prop
erty," United States v. Vermont, 377 U.S. 351, 
355 (1964) (emphasis added). 

3The dissent claims that "the Government's 
'specificity' claim rejected in Vermont is ana
lytically indistinguishable from the 'attachment' 
argument the Court accepts today," since "[i]f 
specific attachment is not required for the state 
lien to be 'sufficiently choate,' then neither is 
specific acquisition." Post, at 4 (citation omit
ted). But the two are not comparable. Until the 
debtor has acquired the subject property, it is 
impossible to say that "the property subject to 
the lien [has been] ... established." United 
States v. New Britain, 347 U.S. 81, 84 (1954). 
Judicial attachment, on the other hand (and it is 
important to note that judicial attachment of the 
property, rather than attachment of the lien to the 
property. was what the Government's argument 
in Vermont involved), merely brings into the 
custody of a court property that is already-prior 
to judicial attachment-known to be subject to 
the lien. 
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ents 21. That reflects an unusual notion 
of what it takes to "perfect" a lien.4 

Under the Uniform Commercial Code, 
for example, a security interest in after
acquired property is generally not 
considered perfected when the financ
ing statement is filed, but only when 
the security interest has attached to 
particular property upon the debtor's 
acquisition of that property. §§9-203(1) 
and (2), 3 u. L. A. 363 (1992); §9-
303(1), 3A u. L. A. 117 (1992). And 
attachment to particular property was 
also an element of what we meant by 
"perfection" in New Britain. See 347 
U.S., at 84 ("when ... the property 
subject to the lien ... [is] established"); 
id., at 86 ("the priority of each 
statutory lien contested here must de
pend on the time it attached to the 
property in question and became [no 
longer inchoate),').5 The Bank con-

4The dissent accepts the Bank's central argu
ment that perfection occurred when "there was 
'nothing more to be done' by the Bank 'to have 
a choate lien' on any real property the McDer
motts might acquire." Post, at 3 (quoting United 
States v. New Britain, supra, at 84); see also 
post, at 6. This unusual definition of perfection 
has been achieved by making a small but 
substantively important addition to the language 
of New Britain. "[N]othing more to be done to 
have a choate lien" (the language of New 
Britain) becomes "nothing more to be done by 
the Bank to have a choate lien." Once one 
recognizes that the dissent's concept of alien's 
"becom[ing] certain as to the property subject 
thereto," see post, at 3. 6, is meaningless, see n. 
5, infra, it becomes apparent that the dissent, like 
the Bank, would simply have us substitute the 
concept of "best efforts" for the concept of 
perfection. 

5The dissent refuses to acknowledge the 
unavoidable realities that the property subject to 
a lien is not "established" until one knows what 
specific property that is, and that a lien cannot 
be anything other than "inchoate" with respect 
to property that is not yet subject to the lien. 
Hence the dissent says that. upon its filing. the 
lien at issue here "was perfected. even as to the 
real property later acquired by the McDermotts. 
in the sense that it was definite as to the property 
in question. non-contingent, and summarily en
forceable." Post, at 3. But how could it have 
been, at that time. "definite" as to this property. 
when the identity of this property (established by 
the McDermotts' later acquisition) was yet 
unknown? Or "noncontingent" as to this prop
erty. when the property would have remained 
entirely free of the judgment lien had the 
McDermotts not later decided to buy it? Or 
"summarily enforceable" against this property 
when the McDermotts did not own. and had 
never owned. it? The dissent also says that 
"[t]he lien was immediately enforceable through 
levy and execution against all the debtors' 
property, whenever acquired." Post, at 3 
(emphases added). But of course it was not 
"immediately enforceable" (as of its filing date. 
which is the relevant time) against property that 
the McDermotts had not yet acquired. 
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cedes that its lien did not actually 
attach to the property at issue here until 
the McDerrnotts acquired rights in that 
property. Brief for Respondents 16, 2l. 
Since that occurred after filing of the 
federal tax lien. the state lien was not 
first in time.6 

But that does not complete our 
inquiry: Though the state lien was not 
first in time, the federal tax lien was 
not necessarily first in time either. Like 
the state lien, it applied to the property 
at issue here by virtue of a (judicially 
inferred) after-acquired-property provi
sion. which means that it did not attach 
until the same instant the state lien 
attached. viz., when the McDerrnotts 
acquired the property; and, like the 
state lien, it did not become "per
fected" until that time. We think, 
however, that under the language of 
§6323(a) ("shall not be valid as against 
any ... judgment lien creditor until 
notice ... has been filed"), the filing of 
notice renders the federal tax lien 
extant for "first in time" priority 
purposes regardless of whether it has 
yet attached to identifiable property. 
That result is also indicated by the 
provision, two subsections later, which 
accords priority. even against filed 
federal tax liens, to security interests 
arising out of certain agreements, in
cluding "commercial transactions fi
nancing agreement[s]," entered into 
before filing of the tax lien. 26 U. S. 
C. §6323(c)(l). That provision protects 
certain security interests that, like the 
after-acquired-property judgment lien 
here, will have been recorded before 
the filing of the tax lien, and will 
attach to the encumbered property after 
the filing of the tax lien, and simul
taneously with the attachment of the 
tax lien (i.e., upon the debtor's acquisi
tion of the subject property). According 
special priority to certain state security 
interests in these circumstances ob
viously presumes that otherwise the 
federal tax lien would prevail-i.e., 
that the federal tax lien is ordinarily 
dated, for purposes of "first in time" 
priority against §6323(a) competing 
interests. from the time of its filing. 

6The dissent suggests. post. at 3-4. n. I. that 
the Treasury Department regulation defining 
"judgment lien creditor:' 26 CFR §301.6323-
(h}-l(g) (1992). contradicts our analysis. It 
would. if it contained only the three requirements 
that the dissent describes. In fact. however, it 
says that to prevail the judgment lien must be 
perfected. and that "[a] judgment lien is not 
perfected until the identity of the lienor. the 
propert\' subject to the lien. and the amount of 
the lien are established." Ibid. (emphasis added). 
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regardless of when it attaches to the 
subject property.7 

The Bank argues that "[b]y common 
law. the first lien of record against a 
debtor's property has priority over 
those subsequently filed unless a lien
creating statute clearly shows or de
clares an intention to cause the statu
tory lien to override." Brief for Re
spondents 11.8 Such a strong "first-to
record" presumption may be appropri
ate for simultaneously-perfected liens 
under ordinary statutes creating private 
liens, which ordinarily arise out of 
voluntary transactions. When two pri
vate lenders both exact from the same 
debtor security agreements with after
acquired-property clauses, the second 
lender knows, by reason of the earlier 
recording, that the category of property 
will be subject to another claim, and if 
the remaining security is inadequate he 
may avoid the difficulty by declining to 
extend credit. The Government, by 
contrast, cannot indulge the luxury of 
declining to hold the taxpayer liable for 
his taxes; notice of a previously filed 
security agreement covering after
acquired property does not enable the 
Government to protect itself. A strong 

7The dissent contends that "there is no 
persuasive reason for not adopting as a matter of 
federal law the well-recognized common-law rule 
of parity and giving the Bank an equal interest in 
the property." Post. at 7, n. 4. As we have 
explained, the persuasive reason is the existence 
of §6323(c), which displays the assumption that 
all perfected security interests are defeated by 
the federal tax lien. There is no reason why this 
assumption should not extend to judgment liens 
as well. A "security interest," as defined in 
§6323, is not an insignificant creditor's prefer
ence. The term includes only interests protected 
against subsequent judgment liens. See 26 U. S. 
C. §§6323(h)(l) and 6323(c)(l)(B). Moreover, 
the text of §6323(a) ("The lien ... shall not be 
valid as against any purchaser, holder of a 
security interest, mechanic's lienor, or judgment 
lien creditor") treats security interests and 
judgment liens alike. Parity may be, as the 
dissent says, a "well-recognized common-law 
rule," post, at 7, n. 4, but we have not hitherto 
adopted it as the federal law of tax liens in 127 
years of tax lien enforcement. 

8The dissent notes that "[n]othing in the law 
of judgment liens suggests that the possibility, 
which existed at the time the Bank docketed its 
jUdgment, that the McDermotts would not 
acquire the specific property here at issue was a 
'contingency' that rendered the Bank's otherwise 
perfected general judgment lien subordinate to 
intervening liens." Post, at 5. Perhaps. But 
priorities here are determined, not by "the law 
of judgment liens" but by §6323(a), as our case
law has interpreted it. The requirement that 
competing state liens be perfected is part of that 
jurisprudence. 

"first -to-record" presumption is par
ticularly out of place under the present 
tax-lien statute, whose general rule is 
that the tax collector prevails even if he 
has not recorded at all. 26 U.S,C. 
§§6321 and 6322; United States v. 
Snyder, 149 U.S. 210 (1893). Thus, 
while we would hardly proclaim the 
statutory meaning we have discerned in 
this opinion to be "clear," it is evident 
enough for the purpose at hand. The 
federal tax lien must be given priority. 

The judgment of the Court of Ap
peals is reversed, and the case is 
remanded for further proceedings 
consistent with this opinion. 

So ordered. 

Chapter 65.-Abatements, Credits, and Refunds 

Subchapter B.-Rules of Special Application 

Section 6427.-Fuels not Used for 
Taxable Purposes 

Whether methanol produced from methane gas 
formed in waste disposal sites is "alcohol 
produced from natural gas" for purposes of the 
alcohol fuel provisions of sections 40, 4041, 
4081,4091, and 6427 of the Code. See Rev. Rul. 
93-67, page 4. 

Chapter 66.-Limitations 
Subchapter A.-Limitations on Assessment and 
Collection 

Section 6501.-Limitations on 
Assessment and Collection 
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Subchapter S of the Internal Revenue Code seeks 
to eliminate tax disadvantages that might 
dissuade small businesses from adopting the 



corporate form and to lessen the tax burden on 
such businesses by means of a pass-through 
system under which corporate income, losses, 
deductions, and credits are attributed to 
individual shareholders in a manner akin to the 
tax treatment of partnerships. Petitioner Buf
ferd, a shareholder in an S corporation, Compo 
Financial Services, Inc., claimed on his 1979 
income tax return a pro rata share of a loss 
deduction and investment tax credit reported 
by Compo on its return for the 1978-1979 tax 
year. Code §6501(a) establishes a generally 
applicable statute of limitations allowing the 
Internal Revenue Service to assess tax defi
ciencies "within 3 years after the return was 
filed." (Emphasis added.) As provided in 
§6501(c)(4), Bufferd extended the limitations 
period on his return, but no extension was 
obtained from Compo with respect to its 
return. In 1987, the Commissioner determined 
that the loss deduction and credit reported by 
Compo were erroneous and sent a notice of 
deficiency to Bufferd based on the deduction 
and credit he had claimed on his return. The 
Tax Court found for the Commissioner, 
rejecting Bufferd's argument that the claim 
was time barred because the disallowance was 
based on an error in Compo's return, for 
which the 3-year period had lapsed. The Court 
of Appeals affirmed, holding that, where a tax 
deficiency is assessed against a shareholder, 
the filing date of the shareholder's return is 
the relevant date for purposes of §6501(a). 

Held: The limitations period for assessing the 
income tax liability of an S corporation 
shareholder runs from the date on which the 
shareholder's return is filed. Plainly, "the" 
return referred to in §6501(a) is the return of 
the taxpayer against whom a deficiency is 
assessed, since the Commissioner can only 
determine whether the taxpayer understated his 
tax obligation and should be assessed a 
deficiency after examining his return. That 
Compo erroneously asserted a loss and credit 
to be passed through to its shareholders is of 
no consequence. The errors did not and could 
not affect Compo's tax liability, and hence the 
Commissioner could only assess a deficiency 
against the shareholder whose return claimed 
the benefit of the errors. By contrast, the S 
corporation's return does not contain all of the 
information necessary to compute a share
holder's taxes and thus should not be regarded 
as triggering the period of assessment. Cf. 
Automobile Club of Michigan v. Commis
sioner, 353 U.S. 180, 188. The statutory 
evidence and policy considerations proffered 
by Bufferd offer no basis for questioning this 
conclusion. 952 F. 2d 675, affirmed. 

WHITE, J., delivered the opinion for 
a unanimous Court. 

JUSTICE WHITE delivered the opinion 
of the Court. 

On his 1979 income tax return, peti
tioner, a shareholder in a Subchapter S 
corporation, claimed as "pass-through" 
items portions of a deduction and a tax 
credit reported on the corporation's 
return. The question presented is 
whether the 3-year period in which the 
Internal Revenue Service is permitted 
to assess petitioner's tax liability runs 

from the filing date of the individual 
return or the corporate return. We 
conclude with the Tax Court and the 
Second Circuit Court of Appeals that 
the relevant date is that on which 
petitioner's return was filed. 

I 

Subchapter S of the Internal Revenue 
Code, 26 U.S.C. §§1361-1379, was 
enacted in 1958 to eliminate tax 
disadvantages that might dissuade small 
businesses from adopting the corporate 
form and to lessen the tax burden on 
such businesses. The statute accom
plishes these goals by means of a pass
through system under which corporate 
income, losses, deductions, and credits 
are attributed to individual shareholders 
in a manner akin to the tax treatment of 
partnerships. See §§1366-1368.' In 
addition, since 1966, "S corporations" 
have been liable for certain capital 
gains and other taxes. 80 Stat. 111, 
113; 26 U.S.c. §§ 1374, 1378. 

Petitioner was treasurer and a share
holder of Compo Financial Services, 
Inc., an S corporation. On February 1, 
1980, Compo filed a return for the tax 
year of December 26, 1978 to Novem
ber 30, 1979 as required by §6037(a) 
of the Code.2 On that return, Compo 
reported a loss deduction and an 
investment tax credit arising from its 
partnership interest in a venture known 
as Printers Associates. Petitioner and 
his wife filed a joint return for 1979 on 
April 15, 1980.3 Their return claimed a 
pro rata share of the deduction and 
credit reported by Compo pursuant to 
the pass-through provisions of Sub
chapter S. 

I Subchapter S was substantially amended and 
recodified by the Subchapter S Revision Act of 
1982,96 Stat. 1669. The pass-through provisions 
in effect in the period relevant to this case, see 
26 U. S. C. §§1373-1374 (1976 ed.), differ in 
certain respects from the present provisions. 
These differences do not affect the case. 

2In relevant part, the statute reads: "§6037. 
Return of S corporation 

"(a) In general 

"Every S corporation shall make a return for 
each taxable year, stating specifically the items 
of its gross income and the deductions allowable 
by subtitle A [and other information]. Any return 
filed pursuant to this section shall, for purposes 
of chapter 66 (relating to limitations), be treated 
as a return filed by the corporation under sectIOn 
6012." 

3 Phyllis Bufferd settled separately with the 
Commissioner and is not a party to this action. 
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Code §650 1 (a) establishes a gener
ally applicable statute of limitations 
providing that the Internal Revenue 
Service may assess tax deficiencies 
within a 3-year period from the date a 
return is filed.4 That limitations period 
may be extended by written agreement. 
§6501(c)(4). In March 1983, before 
three years had passed from the time 
the joint return was filed, petitioner 
agreed to extend the period in which 
deficiencies arising from certain claims 
on the return could be assessed against 
him. No extension was obtained from 
Compo with respect to its return for the 
1978-1979 tax year. 

In 1987, the Commissioner deter
mined that the loss deduction and credit 
reported by Compo were erroneous and 
sent a notice of deficiency to petitioner 
based on the loss deduction and credit 
that he had claimed on his return. In the 
Tax Court, petitioner contended that the 
Commissioner's claim was time barred 
because the disallowance was based on 
an error in Compo's return, for which 
the 3-year assessment period had lapsed. 
The Tax Court found for the Commis
sioner, relying on its decision in Fehlha
ber v. Commissioner, 94 T.C. 863 
(1990), affd, 954 F. 2d 653 (CAll 
1992). See App. 61. The Court of Ap
peals for the Second Circuit affirmed, 
holding that, where a tax deficiency is 
assessed against the shareholder, the 
filing date of the shareholder's return is 
the relevant date for purposes of 
§6501(a). 952 F. 2d 675 (1992). Be
cause another Court of Appeals has a 
contrary view, we granted certiorari. 505 
U.S. (1992).5 

II 

Title 26 U.S.C. §6501(a) states simply 
that "the amount of any tax imposed by 
this title shall be assessed within 3 years 
after the return was filed .... " The issue 
before us is whether "the" return is that 
of petitioner or that of the corporation 

4The statute reads in part: 

"§6501. Limitations on assessment and collection 

"(a) General rule 

"Except as otherwise provided ... the amount 
of any tax imposed by this title shall be assessed 
within 3 years after the return was filed. . .. ., 

SKelley v. Commissioner, 877 F. 2d 756 (CA9 
1989), held that the filing date of the corporation's 
return controls. The Eleventh and Fifth Circuits 
have joined the Second Circuit in declining to 
follow Kelley. See Green v. Commissioner, 963 F. 
2d 783 (CA5 1992); Fehlhaber v. Commissioner, 
954 F. 2d 653 (CAli 1992). 
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which was the source of the loss and 
credit claimed on petitioner's return. 
Petitioner's position is that the Com
missioner had three years from the date 
his return was filed to object to that 
return in any respect except the loss 
and credit items passed through to him 
by the corporation. To disallow those 
items. petitioner argues, the Commis
sioner must have acted within three 
years of the filing of the corporate 
return. Under this approach, "the" 
return referred to in §650 I (a) becomes 
two returns, and petitioner claims that 
there is adequate statutory basis for his 
submission. We have no doubt that the 
courts below properly concluded, as the 
Commissioner argued, that it is the 
filing of petitioner's return that triggers 
the running of the statutory period. 

The Commissioner can only deter
mine whether the taxpayer understated 
his tax obligation and should be 
assessed a deficiency after examining 
that taxpayer's return. Plainly, then, 
"the" return referred to in §6501(a) is 
the return of the taxpayer against 
whom a deficiency is assessed. Here, 
the Commissioner sought to assess 
taxes which petitioner owed under the 
Code because his return had er
roneously reported a loss and credit to 
which he was not entitled. The fact that 
the corporation's return erroneously 
asserted a loss and credit to be passed 
through to its shareholders is of no 
consequence. In this case, the errors on 
the corporate return did not and could 
not affect the tax liability of the 
corporation, and hence the Commis
sioner could only assess a deficiency 
against the stockholder-taxpayer whose 
return claimed the benefit of the errors. 
Under the plain language of §6501(a), 
the Commissioner's time to make the 
assessment ran from the filing date of 
petitioner's return.6 

By contrast, the S corporation's 
return, which petitioner asserts triggers 
the beginning of the limitations period, 
is deficient precisely because it does 
not contain all of the information 

"Even if it could credibly be argued that 
*650 I (a) is ambiguous because it does not 
expressly indicate how it is to be applied to S 
corporations and their stockholders. the Commis
sioner's construction of the section is a reason
able one to say the least, and we should accept it 
absent convincing grounds for rejecting it. As 
noted in Badaracco v. Commissioner, 464 U.S. 
386 (1984). .. 'limitations statutes barring the 
collection of taxes otherwise due and unpaid are 
strictly construed in favor of the Government.··· 
/d., at 392 (quoting Lucia v. United Slates, 474 
F. 2d 565. 570 (CAS 1973» 
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necessary to compute a shareholder's 
taxes. If the Internal Revenue Service 
were required to rely on that return, it 
would be forced to conduct its assess
ment on the basis of incomplete 
information: 

, 'While [the corporate return] may 
show petitioner's distributive share 
of losses, it does not indicate his 
adjusted basis in his corporate stock, 
which is information necessary to 
determine if the loss is deductible. 
Nor does it show petitioner's in
come, losses, deductions, and credits 
from other sources. Moreover, the 
information return of the S corpora
tion does not relate to the same 
taxable period as petitioner's return. 
..... Fehlhaber, supra, at 869 (cita
tion omitted). 

As noted in analogous cases, tax 
returns that "lack the data necessary 
for the computation and assessment of 
deficiencies" generally should not be 
regarded as triggering the period of 
assessment. Automobile Club of Michi
gan v. Commissioner, 353 U. S. 180, 
188 (1957) (citing Commissioner v. 
Lane-Wells Co., 321 U,S. 219 (1944)).7 

Petitioner asserts that §650 1 (a) sup
ports a contrary view when read in 
light of two related Code provisions 
pertaining to S corporations. Section 
6012(a)(2) requires both Subchapter C 
and Subchapter S corporations to file 
income tax returns. 8 Section 6037(a) 
specifies the information that each S 
Corporation's return must provide (in
cluding "each shareholder's pro rata 
share of each item of the corporation") 
and further states that: "Any return 
filed pursuant to this section shall, for 
purposes of [26 U.S.c. §§6501-6531], 
be treated as a return filed by the 
corporation under section 6012." 

7In these circumstances, the incompleteness of 
the corporate return provides a reason for 
doubting petitioner's understanding of the Code. 
We do not thereby suggest that, for cases in 
which a corporate return does supply all of the 
information necessary to process a shareholder's 
return, the mere fact of completeness is sufficient 
to establish the corporate return as "the" return 
of §6501(a). 

8Section 6012(a)(2) reads: 

:'§6012. Persons required to make returns of 
Income 

"(a) General rule 

, 'Returns with respect to income taxes under 
subtitle A shall be made by the following: ... 

"(2) Every corporation subject to taxation 
under subtitle A. . .. " 

We do not see that these prOVISIOns 
aid petitioner's cause. Read together, 
§§6012(a)(2), 6037(a), and 6501(a) 
establish only that each S corporation 
must file a tax return containing certain 
information and that a Commissioner 
desiring to make an assessment must 
act within three years of filing, Nothing 
on the face of these provisions demon
strates that an individual's income tax 
return is brought within the compass of 
§6037(a)'s reference to "any return" 
simply because a portion of that return 
reports income and losses that have 
passed through from the return of an S 
corporation. If anything, the phrase 
"[a]ny return filed pursuant to this 
section," coupled with the fact that 
§6037(a) is concerned with describing 
the contents of the corporation's return, 
indicates that the provision is not 
meant to determine when the assess
ment period for a shareholder's individ
ual tax return begins. 

Petitioner argues that this reading of 
the relevant provisions runs afoul of 
the fact that, prior to 1966, S corpora
tions were not subject to taxation. 
According to petitioner, no purpose 
would have been served by establishing 
an assessment period that applied to 
returns reporting corporate income on 
which no taxes could be assessed but 
not to the returns of corporate stock
holders. This argument fails because 
even in the period when the S corpora
tion could not be taxed, examination of 
a corporation's return was necessary to 
determine if it could lay valid claim to 
Subchapter S status. Section 6037(a) 
thus originally functioned to set the 
starting date of the 3-year period within 
which that determination had to be 
made. See United States v. Adams 
Building Co., 531 F. 2d 342, 343, n. 2 
(CA6 1976); see also 952 F. 2d, at 677 
(citing Fehlhaber, 94 T. C. 863),9 
Petitioner maintains that such a func
tion would be superfluous because, if 
the election of S corporation status 
were found invalid, the corporation's 
return would "automatically be subject 
to the existing rules for C corpora
tions." Brief for Petitioner 38. But this 
proposition is hardly self-evident, and 
petitioner cites no authority to support 
it. In the absence of §6037(a), the 
Internal Revenue Service could claim 

9Since S corporations are now subject to 
limited taxation. §6037(a) serves the additional 
function of determining the assessment period for 
those taxes. See 952 F. 2d, at 678. 



that a corporation which files a return 
contammg an erroneous election of 
Subchapter S status has failed to file 
any return, which would allow the 
Service to issue a notice of deficiency 
with respect to the return "at any 
time." See §650I(c)(3); cf. German
town Trust Co. v. Commissioner, 309 
U.S. 304, 307 (1940); Mason v. United 
States, 801 F. Supp. 718, 721 (ND Ga. 
1992).10 

IOPetitioner's reading of §6037(a) is suffi
ciently lacking in textual support to obviate any 
need to examine legislative history. However, 
several courts have noted that the history of 
§6037 contains evidence in support of the 
Commissioner's interpretation. See, e.g., Green 
v. Commissioner, 963 F. 2d, at 788-790; 
Fehlhaber v. Commissioner, 954 F. 2d, at 656-
657. Section 6037(a) was introduced in the 
Technical Amendments Act of 1958, 72 Stat. 
1606, 1656. The Senate Report explaining the 
provision states: 

"Notwithstanding the fact that an electing 
small-business corporation is not subject to the 
tax imposed by chapter I of the 1954 Code, such 
corporation must make a return for each taxable 
year in accordance with new section 6037 .... 
Such return will be considered as a return filed 
under section 6012 for purposes of the provisions 
of chapter 66, relating to limitations. Thus, for 
example, the period of limitation on assessment 
and collection of any corporate tax found to be 
due upon a subsequent determination that the 
corporation was not entitled to the benefits of 
subchapter S, will run from the date of filing of 
the return required under the new section 6037." 
S. Rep. No. 1983, 85th Cong., 2d Sess., 226 
(1958). 

Although the passage would seem to support 
the Commissioner's view, petitioner, following 
the reasoning of Ninth Circuit in Kelley v. 
Commissioner, 877 F. 2d 756 (1989), maintains 
that the phrase "for example" necessarily 
implies that the Senate also had in mind the 
present case. This implication is hardly neces
sary: the phrase just as easily could have been 
meant to avoid foreclosing other applications of 
section 6037(a) to corporate returns. Indeed, had 
"for example" been omitted, the Commissioner 
could now rely on this passage to argue that the 
period for assessing capital gains taxes under 26 
U.S.C. § 1374 is not controlled by §6037(a), but 
is instead governed by the filing date of a 
shareholder's return or some other triggering 
event. Likewise, in the absence of the phrase, it 
could be argued that, because the legislative 
history refers exclusively to a case in which 
taxes are assessed against a corporation that 
erroneously claims Subchapter S status, the 
period in which penalties may be assessed 
against the corporation should not be governed 
by §6037(a). 

The Commissioner claims additional support in 
the Senate Report accompanying the 1982 
amendments to Subchapter S, which states in 
relevant part: 

"Under present law, a taxpayer's individual 
tax liability is determined in proceedings be
tween the Internal Revenue Service and the 
individual whose tax liability is in dispute. Thus, 

The Ninth Circuit's rejection in Kelly 
v. Commissioner, 877 F. 2d 756 
(1989), of the view adopted by the 
Commissioner was prompted in part by 
a concern to avoid unfairly burdening 
shareholders, who might find it diffi
cult to obtain corporate records neces
sary to defend against a deficiency 
assessment based on an adjustment 
made to a corporation's return years 
after it was filed. The Fifth Circuit's 
opinion by Judge Goldberg in Green v. 
Commissioner, 963 F. 2d 783 (CA5 
1992), neatly summarizes the appropri
ate response to that concern: 

"First, it is not unfamiliar in the 
world of tax to have 'an individual's 
income tax return ... dependent on 
records maintained by another en
tity.' Fehlhaber, 954 F. 2d at 658 
(citing partnership and trust taxation 
as examples). Second, the rule gener
ally does not impose an undue bur
den on the corporation or the share
holder .... A shareholder can 'take 
the necessary steps to ensure that the 
corporation preserves the relevant 
records.' Id. Such protective steps 
simply do not constitute an overly 
oppressive task for the shareholder. 
Bufferd, 952 F. 2d at 678 .... Finally, 
we reject any suggestion that we 
elevate the 'perceived unfairness to 
taxpayers' over our duty to strictly 
construe in favor of the government 
a statute of limitation when the 
petitioner seeks application of the 
statute so as to bar the rights of the 

any issues involving the income or deductions of 
a subchapter S corporation are determined 
separately in ... proceedings involving the 
individual shareholder whose tax liability is 
affected. Statutes of limitations apply at the 
indi vidual level. based on the returns filed by the 
individual. The filing by the corporation of its 
return does not affect the statute of limitations 
applicable to the shareholders." S. Rep. No. 97-
640, p. 25 (1982). 

This passage is of little value to either side. 
While the views of a Congress engaged in the 
amendment of existing law as to the intent 
behind that law are "entitled to significant 
weight," Seatrain Shipbuilding Corp. v. Shell 
Oil Co., 444 U.S. 572, 596 (1980), in this 
instance. the report's account of "present law" 
may have been colored, if not wholly deter
mined, by the Tax Court. which had already 
adopted the view espoused by the Commissioner. 
See Leonhart v. Commissioner. 27 TCM 443 
(1968), ~68,098 P-H Memo TC. affd on other 
grounds, 414 F. 2d 749 (CA4 1969). 

Section 6501 

government. Fehlhaber, 954 F. 2d at 
658." /d., at 789. 11 

III 

As found by the courts below, the 
plain language of §6501(a) supports the 
Commissioner. The statutory evidence 
and policy considerations proffered by 
petitioner offer no basis for questioning 
this conclusion. We hold that the 
limitations period within which the 
Internal Revenue Service must assess 
the income tax return of an S corpora
tion shareholder runs from the date on 
which the shareholder's return is filed. 
The judgment of the Court of Appeals 
is affirmed. 

It is so ordered. 

IIPetitioner additionally asserts that the returns 
of shareholders of a Subchapter C corporation 
cannot be adjusted after the limitations period 
has run for assessing the corporation's return, 
and that therefore S corporation shareholders are 
entitled to identical treatment. Brief for Peti
tioner 11-12. 21-22. However, petitioner has not 
provided a single authority in support of the 
premise of this assertion. At oral argument. the 
Commissioner maintained that the opposite is the 
case, see Tr. of Oral Arg. 27-28, relying mainly 
on Commissioner v. Munter, 331 U.S. 210 
(1947), which. without addressing the limitations 
issue, allowed an adjustment of shareholders' 
1940 taxes based upon the Commissioner's 
finding that. at the time of its creation by merger 
in 1928. the corporation had acquired the 
accumulated earnings and profits of its predeces
sor corporations. A recent Tax Court decision 
also provides indirect support for the Commis
sioner's view: 

"We have held that the relevant return for 
determining whether. at the time a deficiency 
notice was issued. the period for assessment had 
expired under section 6501(a) 'is that of 
petitioner against whom respondent has deter
mined a deficiency.' [citing Fehlhaber. 94 T.C .. 
at 868J. We have maintained that position 
consistently. without regard to the nature of the 
source entity involved. See [cases involving 
partnerships, trusts. and S corporationsJ." Lardas 
v. Commissioner. 99 T.C. ___ . [Current 
Regular Decisions] Tax Ct. Rep. (CCH) Dec. 
48.592. p. 5216 (1992). In any event. it is 
doubtful that petitioner's conclusion follows 
from his premise. for the taxation of C 
corporations and their stockholders IS so mark
edly different from that of S corporations. 
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Section 6621 

Chapter 67.-lnterest 

Subchapter C.-Determination of Interest Rate; 
Compounding of Interest 

Section 6621.-Determination of Rate 
of Interest 

26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter beginning 
October 1. 1993. will be 6 percent for 
overpayments. 7 percent for underpay
ments. and 9 percent for large corpo
rate underpayments. 

Rev. Rul. 93-63 

Section 6621 of the Internal Revenue 
Code establishes differential rates for 
allowance of interest on tax overpay
ments and assessment of interest on tax 
underpayments. Under section 6621(a)
(1). the overpayment rate is the sum of 
the federal short-term rate plus 2 
percentage points. Under section 
6621(a)(2). the underpayment rate is 
the sum of the federal short -term rate 
plus 3 percentage points. 

Section 6621 (c) of the Code provides 

that for purposes of interest payable 
under section 6601 on any large 
corporate underpayment, the underpay
ment rate under section 6621(a)(2) 
shall be applied by substituting "5 
percentage points" for "3 percentage 
points." See section 6621 (c) and sec
tion 301.6621-3 of the Regulations on 
Procedure and Administration for the 
definition of a large corporate under
payment and for the rules for determin
ing the applicable date. Section 6621 (c) 
and section 301.6621-3 are generally 
effective for periods after December 
31, 1990. 

Section 6621 (b)( 1) of the Code 
provides that the Secretary shall deter
mine the federal short-term rate for the 
first month in each calendar quarter. 

Section 6621(b)(2)(A) of the Code 
provides that the federal short-term rate 
determined under section 6621 (b)(1) 
for any month shall apply during the 
first calendar quarter beginning after 
such month. 

Section 6621(b)(3) of the Code 
provides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during such 
month by the Secretary in accordance 
with section 1274(d), rounded to the 
nearest full percent (or, if a multiple of 
1/2 of 1 percent, the rate shall be 
increased to the next highest full 
percent). 

TABLE OF INTEREST RATES 

Notice 88-59, 1988-1 C.B. 546, 
announced that in determining the 
quarterly interest rates to be used for 
overpayments and underpayments of 
tax under section 6621 of the Code, the 
Internal Revenue Service will use the 
federal short-term rate based on daily 
compounding because that rate is most 
consistent with section 6621 which, 
pursuant to section 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 1993 is 4 percent. 
Accordingly, an overpayment rate of 6 
percent and an underpayment rate of 7 
percent are established for the calendar 
quarter beginning October 1, 1993. The 
underpayment rate for large corporate 
underpayments for the calendar quarter 
beginning October 1, 1993, is 9 per· 
cent. These rates apply to amounts 
bearing interest during that calendar 
quarter. 

Interest factors for daily compound 
interest for annual rates of 6 percent, 7 
percent and 9 percent were published 
in Tables 12, 13 and 15 of Rev. Proc. 
83-7, 1983-1 C.B. 595, 596, and 598. 

Annual interest rates to be com· 
pounded daily pursuant to section 6622 
of the Code that apply for prior periods 
are set forth in the accompanying 
tables. 

PERIODS BEFORE JUL. 1, 1975 - DEC. 31, 1986 

OVERPA YMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jui. 1. 1975 
Jui. 1. 1 975-Jan. 31, 1976 
Feb. 1. 1976-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. I983-Dec. 31. 1983 
Jan. 1. 1984-Jun. 30. 1984 
lui. 1. 1984-Dec. 31, 1984 
Jan. 1. 1985-Jun. 30, 1985 
Jui. 1. I985-Dec. 31, 1985 
Jan. 1. I986-Jun. 30. 1986 
Jul. 1. 1 986-Dec. 31. 1986 

304 1993-2 C.B. 

RATE 

6% 
9% 
7% 
6% 

12% 
20% 
16% 
11% 
11% 
11% 
13% 
11% 
10% 
9% 

DAILY RATE 
TABLE 

IN 1983-1 C.B. 

Table 2, pg. 586 
Table 4, pg. 588 
Table 3, pg. 587 
Table 2, pg. 586 
Table 5, pg. 588 
Table 6, pg. 588 
Table 22, pg. 605 
Table 17, pg. 600 
Table 41, pg. 625 
Table 41, pg. 625 
Table 19, pg. 602 
Table 17, pg. 600 
Table 16, pg. 599 
Table 15, pg. 598 



Section 6621 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - PRESENT 

OVERPAYMENTS UNDERPAYMENTS 

RATE TABLE PG. RATE 
Jan. I, 1 987-Mar. 31, 1987 8% 14 597 9% 
Apr. I, I987-Jun. 30, 1987 8% 14 597 9% 
JuI. I, 1 987-Sep. 30, 1987 8% 14 597 9% 
Oct. I, 1987-Dec. 31, 1987 9% 15 598 10% 
Jan. I, 1988-Mar. 31, 1988 10% 40 624 11% 
Apr. I, 1988-Jun. 30, 1988 9% 39 623 10% 
JuI. I, I988-Sep. 30, 1988 9% 39 623 10% 
Oct. I, 1988-Dec. 31, 1988 10% 40 624 11% 
Jan. I, 1989-Mar. 31, 1989 10% 16 599 11% 
Apr. I, I989-Jun. 30, 1989 11% 17 600 12% 
JuI. I, 1989-Sep. 30, 1989 11% 17 600 12% 
Oct. I, 1989-Dec. 31, 1989 10% 16 599 11% 
Jan. I, 1990-Mar. 31, 1990 10% 16 599 11% 
Apr. I, 1990-Jun. 30, 1990 10% 16 599 11% 
JuI. I, 1 990-Sep. 30, 1990 10% 16 599 11% 
Oct. I, 1 990-Dec. 31, 1990 10% 16 599 11% 
Jan. I, I991-Mar. 31, 1991 10% 16 599 11% 
Apr. I, 199I-Jun. 30, 1991 9% 15 598 10% 
JuI. I, 199I-Sep. 30, 1991 9% 15 598 10% 
Oct. I, 199I-Dec. 31, 1991 9% 15 598 10% 
Jan. I, 1992-Mar. 31, 1992 8% 38 622 9% 
Apr. I, 1992-Jun. 30, 1992 7% 37 621 8% 
JuI. I, 1 992-Sep. 30, 1992 7% 37 621 8% 
Oct. I, 1 992-Dec. 31, 1992 6% 36 620 7% 
Jan. I, 1993-Mar. 31, 1993 6% 12 595 7% 
Apr. I, 1993-Jun. 30, 1993 6% 12 595 7% 
JuI. I, 1993-Sep. 30, 1993 6% 12 595 7% 
Oct. I, 1993-Dec. 31, 1993 6% 12 595 7% 

RATES FOR LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY I, 1991 - PRESENT 

Jan. I, 1991-Mar. 31, 1991 
Apr. I, I991-Jun. 30, 1991 
JuI. I, 1991-Sep. 30, 1991 
Oct. I, 1991-Dec. 31, 1991 
Jan. I, 1992-Mar. 31, 1992 
Apr. I, 1 992-Jun. 30, 1992 
JuI. I, 1992-Sep. 30, 1992 
Oct. I, 1992-Dec. 31, 1992 
Jan. I, 1993-Mar. 31, 1993 
Apr. I, 1 993-Jun. 30, 1993 
JuI. I, 1993-Sep. 30, 1993 
Oct. I, 1993-Dec. 31, 1993 

RATE 
13% 
12% 
12% 
12% 
11% 
10% 
10% 
9% 
9% 
9% 
9% 
9% 

TABLE 
15 
15 
15 
16 
41 
40 
40 
41 
17 
18 
18 
17 
17 
17 
17 
17 
17 
16 
16 
16 
39 
38 
38 
37 
13 
13 
13 
13 

TABLE 
19 
18 
18 
18 
41 
40 
40 
39 
15 
15 
15 
15 

PG. 
598 
598 
598 
599 
625 
624 
624 
625 
600 
601 
601 
600 
600 
600 
600 
600 
600 
599 
599 
599 
623 
622 
622 
621 
596 
596 
596 
596 

PG 
602 
601 
601 
601 
625 
624 
624 
623 
598 
598 
598 
598 
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Section 6621 

26 CFR 301.6621-1: 1nterest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter beginning 
January 1, 1994, will be 6 percent for 
overpayments. 7 percent for underpay
ments, and 9 percent for large corpo
rate underpayments. 

Rev. Rul. 93-94 

Section 6621 of the Internal Revenue 
Code establishes differential rates for 
allowance of interest on tax overpay
ments and assessment of interest on tax 
underpayments. Under section 6621(a)
( 1), the overpayment rate is the sum of 
the short-term federal rate plus 2 
percentage points. Under section 
6621 (a)(2), the underpayment rate is 
the sum of the short-term federal rate 
plus 3 percentage points. 

Section 6621 (b)( 1 ) of the Code 
provides that the Secretary shall deter
mine the federal short-term rate for the 
first month in each calendar quarter. 

Section 6621 (b )(2)(A) of the Code 
provides that the federal short-term rate 
determined under section 6621 (b)( 1) 

for any month shall apply during the 
first calendar quarter beginning after 
such month. 

Section 662I(b)(2)(B) of the Code 
provides that in determining the addi
tion to tax under section 6654 for 
failure to pay estimated tax for any 
taxable year, the federal short-term rate 
which applies during the 3rd month 
following such taxable year shall also 
apply during the first 15 days of the 
4th month following such taxable year. 

Section 662I(b)(3) of the Code pro
vides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during such 
month by the Secretary in accordance 
with section 1274(d), rounded to the 
nearest full percent (or, if a multiple of 
1/2 of 1 percent, the rate shall be 
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 
overpayments and underpayments of 
tax under section 6621 of the Code, the 
Internal Revenue Service will use the 
federal short-term rate based on daily 
compounding because that rate is most 
consistent with section 6621 which, 

TABLE OF INTEREST RATES 

pursuant to section 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 1993 is 4 per
cent. Accordingly, an overpayment rate 
of 6 percent and an underpayment rate 
of 7 percent is established for the 
calendar quarter beginning January 1, 
1994. The underpayment rate for large 
corporate underpayments for the calen
dar quarter beginning January 1, 1994, 
is 9 percent. The rates apply to 
amounts bearing interest during that 
calendar quarter. 

The 7 percent rate also applies to 
estimated tax underpayments for the 
quarter and for the first 15 days in 
April. 

Interest factors for daily compound 
interest for annual rates of 6 percent, 7 
percent, and 9 percent were published 
in Tables 12, 13, and 15 of Rev. Proc. 
83-7, 1983-1 C.B. 583, 595, 596, and 
598. 

Annual interest rates to be com
pounded daily pursuant to section 6622 
of the Code that apply for prior periods 
are set forth in the accompanying 
tables. 

PERIODS BEFORE JUL. 1, 1975 - DEC. 31, 1986 

OVERPA YMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jul. 1, 1975 
Jul. 1, 1975-Jan. 31, 1976 
Feb. 1, 1976-Jan. 31, 1978 
Feb. 1, 1 978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31, 1982 
Feb. 1, 1982-Dec. 31, 1982 
Jan. 1, 1983-Jun. 30, 1983 
Jul. 1, 1983-Dec. 31, 1983 
Jan. 1, 1984-Jun. 30, 1984 
Jul. 1, 1984-Dec. 31, 1984 
Jan. 1, 1985-Jun. 30, 1985 
Jul. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-Jun. 30, 1986 
Jul. 1, 1986-Dec. 31, 1986 
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RATE 

6% 
9% 
7% 
6% 

12% 
20% 
16% 
11% 
11% 
11% 
13% 
11% 
10% 
9% 

DAILY RATE 
TABLE 

IN 1983-1 C.B. 

Table 2, pg. 586 
Table 4, pg. 588 
Table 3, pg. 587 
Table 2, pg. 586 
Table 5, pg. 588 
Table 6, pg. 588 
Table 22, pg. 605 
Table 17, pg. 600 
Table 41, pg. 625 
Table 41, pg. 625 
Table 19, pg. 602 
Table 17, pg. 600 
Table 16, pg. 599 
Table 15, pg. 598 



Section 6621 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - PRESENT 

OVERPAYMENTS UNDERPAYMENTS 

RATE TABLE PG. RATE 

Jan. 1, 1987-Mar. 31, 1987 8% 14 597 9% 
Apr. 1, 1987-Jun. 30, 1987 8% 14 597 9% 
Jul. 1, 1987-Sep. 30, 1987 8% 14 597 9% 
Oct. 1, 1987-Dec. 31, 1987 9% 15 598 10% 
Jan. 1, 1988-Mar. 31, 1988 10% 40 624 11% 
Apr. 1, 1988-Jun. 30, 1988 9% 39 623 10% 
Jul. 1, 1988-Sep. 30, 1988 9% 39 623 10% 
Oct. 1, 1988-Dec. 31, 1988 10% 40 624 11% 
Jan. 1, 1989-Mar. 31, 1989 10% 16 599 11% 
Apr. 1, 1989-Jun. 30, 1989 11% 17 600 12% 
Jul. 1, 1989-Sep. 30, 1989 11% 17 600 12% 
Oct. 1, 1989-Dec. 31, 1989 10% 16 599 11% 
Jan. 1, 1990-Mar. 31, 1990 10% 16 599 11% 
Apr. 1, 1990-Jun. 30, 1990 10% 16 599 11% 
Jui. 1, 1990-Sep. 30, 1990 10% 16 599 11% 
Oct. 1, 1990-Dec. 31, 1990 10% 16 599 11% 
Jan. 1, 1991-Mar. 31, 1991 10% 16 599 11% 
Apr. 1, 1991-Jun. 30, 1991 9% 15 598 10% 
Jui. 1, 1991-Sep. 30, 1991 9% 15 598 10% 
Oct. 1, 1991-Dec. 31, 1991 9% 15 598 10% 
Jan. 1, 1992-Mar. 31, 1992 8% 38 622 9% 
Apr. 1, 1992-Jun. 30, 1992 7% 37 621 8% 
Jul. 1, 1992-Sep. 30, 1992 7% 37 621 8% 
Oct. 1, 1992-Dec. 31, 1992 6% 36 620 7% 
Jan. 1, 1993-Mar. 31, 1993 6% 12 595 7% 
Apr. 1, 1993-Jun. 30, 1993 6% 12 595 7% 
Jul. 1, 1993-Sep. 30, 1993 6% 12 595 7% 
Oct. 1, 1993-Dec. 31, 1993 6% 12 595 7% 
Jan. 1, 1994-Mar. 31, 1994 6% 12 595 7% 

RATES FOR LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT 

RATE 

Jan. 1, 1991-Mar. 31, 1991 13% 
Apr. 1, 1991-Jun. 30, 1991 12% 
Jul. 1, 1991-Sep. 30, 1991 12% 
Oct. 1, 1991-Dec. 31, 1991 12% 
Jan. 1, 1992-Mar. 31, 1992 11% 
Apr. 1, 1992-Jun. 30, 1992 10% 
Jul. 1, 1992-Sep. 30, 1992 10% 
Oct. 1, 1992-Dec. 31, 1992 9% 
Jan. 1, 1993-Mar. 31, 1993 9% 
Apr. 1, 1993-Jun. 30, 1993 9% 
Jul. 1, 1993-Sep. 30, 1993 9% 
Oct. 1, 1993-Dec. 31, 1993 9% 
Jan. 1, 1994-Mar. 31, 1994 9% 

TABLE PG. 

15 598 
15 598 
15 598 
16 599 
41 625 
40 624 
40 624 
41 625 
17 600 
18 601 
18 601 
17 600 
17 600 
17 600 
17 600 
17 600 
17 600 
16 599 
16 599 
16 599 
39 623 
38 622 
38 622 
37 621 
13 596 
13 596 
13 596 
13 596 
13 596 

TABLE PG 

19 602 
18 601 
18 601 
18 601 
41 625 
40 624 
40 624 
39 623 
15 598 
15 598 
15 598 
15 598 
15 598 
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Section 6662 

Chapter 68.-Additions to the T~x, Additional 
Amounts, and Assessable Penalties 

Subchapter A.-Additions to the Tax and 
Additional Amounts 

Part II.-Accuracy-Related and Fraud Penalties 

Section 6662.-lmposition of 
Accuracy-Related Penalty 

Rev. Proc. 92-23. 1992-1 C.B. 737. that sets 
forth circumstances under which the disclosure 
on a taxpayer's return (1991 tax form) of a 
position with respect to an item is adequate for 
the purpose of reducing the understatement of 
income tax under section 6662(d) of the Code. IS 

applicable to 1992 tax forms. See Rev. Proc. 93-
33. page 470. 

Chapter 77.-Miscellaneous Provisions 

Section 7520_-Valuation Tables 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of July 1993. See Rev. Rul. 93-42, 
page 260. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51, 
page 262. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55. page 263. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64. page 264. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82. page 267. 

Chapler 79.-Definitions 

Section 7701.-Definitions 

Do expenditures incurred for soil and water 
conservation in respect of land used in farming 
in a foreign country satisfy the requirement of 
section 175(c)(3)(A) of the Code') See Rev. Rul. 
93-56. page 76. 
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26 CFR 301.7701-2: Associations. 

Limited partnerships. The Ne~ 
Jersey Unifonn Limited Partnership 
Law (1976) corresponds to the Unifonn 
Limited Partnership Act (ULPA) for 
purposes of section 301.7701-2 o~ .the 
regulations. Rev. Ru1. 93-2 amphfled. 

Rev. Rul. 9345 

In Rev. Ru1. 93-2, 1993-1 C.B. 226, 
the Internal Revenue Service listed the 
states whose revised unifonn limited 
partnership acts the Service had ex
amined and detennined correspond to 
the Unifonn Limited Partnership Act 
(ULPA) for purposes of section 
301.7701-2 of the Procedure and Ad
ministration Regulations. The New 
Jersey Unifonn Limited Partnership 
Law (1976), effective January 1, 1985, 
was included on that list. 

The Service has now further deter
mined that New Jersey has enacted 
legislation that, as of its effective date 
with amendments, corresponds to the 
ULPA for purposes of section 
301.7701-2 of the regulations: 

N.J. Stat. Ann. sections 42:2A-l 
through 42:2A-72 (West 1993) effec
tive April 1, 1985, with amendments 
effective through January 18, 1992. 

EFFECT ON OTHER RULINGS 

Rev. Ru1. 93-2 is amplified. 

26 CFR 301.7701-2: Associations. 

Classification of Illinois limited lia
bility company. Because of the flex
ibility accorded by the Illinois Limited 
Liability Company Act, an Illinois lim
ited liability company may be classified 
as a partnership or as an association 
taxable as a corporation depending 
upon the provisions adopted in the 
limited liability company's articles of 
organization or operating agreement. 

Rev. Rul. 93-49 

ISSUES 

Is M. an Illinois limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under section 7701 of the 
Internal Revenue Code? 

FACTS 

On January 3, 1994, M is organized 
as a limited liability company (LLC) 
pursuant to the. p.r?visions of the 
Illinois Limited LiabilIty Company Act 
(Act), 805 ILCS 180/1-1 .throu~h 60-1. 
M is authorized under Its articles of 
organization to engage in any and all 
business activity pennitted by the laws 
of Illinois. M has 25 members, includ
ing A. B, and C who are the elected 
managers under M's articles of 
organization. 

Section 15-1 of the Act provides that 
management of an LLC is vested in its 
members; however, if the articles of 
organization so provide, the manage
ment of the LLC may be vested, in 
whole or in part, in a manager or 
managers who are elected by the 
members in the manner prescribed by 
the operating agreement or articles of 
organization of the LLC. 

Section 10-10 of the Act provides 
that a member of an LLC is personally 
liable for any act, debt, obligation, or 
liability of the LLC or another member 
or manager to the extent that a 
shareholder of an Illinois business 
corporation is liable in analogous cir
cumstances under Illinois law. 

Section 30-1 of the Act provides that 
an LLC interest is personal property. 
Section 30-5 of the Act states that 
unless provided otherwise in the a~i
cles of organization or the operatmg 
agreement, if the members of the LLC, 
other than the member proposing to 
dispose of the interest, do not approve 
of the proposed transfer or assignment 
by unanimous consent, the transf~ree or 
assignee of the interest has no nght to 
participate in the management of the 
business and affairs of the LLC or to 
become a member. Section 30-10 of 
the Act provides that a transferee or 
assignee of a membership interest who 
does not become a substituted member 
(a person admitted to all the rights and 
powers of a member) is entitl~d to 
receive only the share of profits or 
other compensation by way of inco~e 
and the return of contributions to which 
that member otherwise would be en
titled. M's LLC agreement provides 
that an assignee must receive. ~he 
unanimous consent of the remammg 
members to participate in the manage
ment of the business and affairs of M. 

Section 35-1 of the Act provides that 
an LLC is dissolved upon the firs~ to 
occur of the following: (1) at the tIme 



or upon the happening of events 
specified in the articles of organization, 
(2) upon the written consent of the 
members which, unless otherwise pro
vided in the articles of organization, 
must be unanimous, (3) unless provided 
otherwise in the articles of organization 
or the operating agreement, upon the 
death, retirement, resignation, bank
ruptcy, court declaration of incompe
tence with respect to, or dissolution of, 
a member or upon the occurrence of 
any other event that terminates the 
continued membership of a member in 
the LLC, unless within 90 days after 
the event there are at least two 
remaining members and all of the 
remaining members agree to continue 
the business of the LLC, (4) by the 
entry of a decree of judicial dissolution 
under the Act, or (5) by administrative 
dissolution under the Act. M's LLC 
agreement provides that M will dis
solve upon the occurrence of any event 
that terminates the continued member
ship of a member in M, unless within 
90 days all the remaining members of 
M agree to continue the business. 

LAW AND ANALYSIS 

Section 7701(a)(2) of the Code pro
vides that the term "partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 301.7701-1 (b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(1) of the reg
ulations sets forth the following major 
characteristics of a corporation: (1) 
associates, (2) an objective to carry on 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 
corporate debts limited to corporate 
property, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associa-

tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carry on business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between an association and a part
nership. Since associates and an objec
tive to carry on business and divide the 
gains therefrom are generally common 
to corporations and partnerships, the 
determination of whether an organiza
tion that has these characteristics is to 
be treated for tax purposes as a 
partnership or as an association de
pends on whether there exist centraliza
tion of management, continuity of life, 
free transferability of interests, and 
limited liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. 

In interpreting section 301.7701-2 of 
the regulations, the Tax Court, in 
Larson v. Commissioner, 66 T.e. 159 
(1976), acq., 1979-1 e.B. I, concluded 
that equal weight must be given to each 
of the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless the 
organization has a preponderance of the 
remaining corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, or expulsion of any member 
will cause a dissolution of the organi
zation, continuity of life does not exist. 
Section 30 1.7701-2(b )(2) provides that 
an agreement by which an organization 
is established may provide that the 
business will be continued by the 
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remaining members in the event of the 
death or withdrawal of any member, 
but the agreement does not establish 
continuity of life if under local law the 
death or withdrawal of any member 
causes a dissolution of the organi
zation. 

Under the Act, unless provided oth
erwise in the articles of organization or 
the operating agreement, M is dissolved 
upon the death, retirement, resignation, 
bankruptcy, court declaration of incom
petence with respect to, or dissolution 
of a member, or upon the occurrence of 
any other event that terminates the 
continued membership of a member in 
the company, unless the business of M 
is continued by the consent of all the 
remaining members. M's LLC agree
ment provides that M will dissolve 
upon the occurrence of any event that 
terminates the continued membership 
of a member in M, unless within 90 
days all the remaining members of M 
agree to continue the business. If a 
member of M ceases to be a member of 
M for any reason, the continuity of M 
is not assured because all remaining 
members must agree to continue the 
business. Consequently, M lacks the 
corporate characteristic of continuity of 
life. 

Section 301.7701-2(c)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all of the members) has contin
uing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions, unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
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a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
the articles of organization, M is 
managed by its elected managers A, B, 
and C: therefore, M possesses the 
corporate characteristic of centralized 
management. 

Section 301.7701-2(d)(I) of the reg
ulations provides that an organization 
has the corporate characteristic of 
limited liability if under local law there 
is no member who is personally liable 
for the debts of. or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are personally liable for M's acts, 
debts, obligations, and liabilities to the 
extent that a shareholder of an Illinois 
business corporation is liable in analo
gous circumstances under Illinois law. 
Consequently, M possesses the corpo
rate characteristic of limited liability. 

Section 301.7701-2(e)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of the 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members, to sub
stitute for themselves in the same 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substitute all of the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can 
without the consent of the other mem~ 
bers, assign only the right to share in 
the profits but cannot assign the right 
to participate In the management of the 
organization. 

Under the Act. a member of M can 
assign or transfer that member's inter
est to another person who is not a 
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member of the organization. However, 
under M's LLC agreement, the assignee 
or transferee does not become a sub
stituted member and does not acquire 
all of the attributes of the member's 
interest in M unless all of the remain
ing members approve the assignment or 
transfer. Therefore, M lacks the corpo
rate characteristic of free transferability 
of interests. 

M has associates and an objective to 
carryon business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Illinois Limited Liability Com
pany Act, an Illinois limited liability 
company may be classified as a part
nership or as an association taxable as 
a corporation depending upon the pro
visions adopted in the limited liability 
company's articles of organization or 
operating agreement. See, e.g., Rev. 
Rul. 93-38, 1993-1 C.B. 233 (concern
ing Delaware limited liability com
panies). M, the Illinois limited liability 
company considered in this ruling, is 
classified as a partnership for federal 
tax purposes because it has associates 
and an objective to carry on business 
and divide the gains therefrom but 
lacks a preponderance of the four 
remaining corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of West Virginia lim
ited liability company. An unincorpo
rated organization operating under the 
West Virginia Limited Liability Com
pany Act is classified as a partnership 
for Federal tax purposes under section 
301.7701-2 of the regulations. 

Rev. Rul. 93-50 

ISSUE 

Is M, a West Virginia limited lia
bility company, classified for federal 
tax purposes as an association or as a 
partnership under section 7701 of the 
Internal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the West Virginia Limited 
Liability Company Act (Act), W. VA. 
CODE §§31-IA-l through 3l-1A-69 
(Supp. 1992). M is authorized under its 
articles of organization to engage in 
any and all business activity permitted 
by the laws of West Virginia. M has 25 
members, including A, B, and C who 
are the elected managers under M's 
articles of organization. 

Section 31-1 A-18 of the Act pro
vides that except to the extent that the 
articles of organization or an operating 
agreement provides for management of 
an LLC by a manager or managers. 
management of an LLC is vested in its 
members. Unless otherwise provided in 
the articles of organization or an 
operating agreement, the members of 
an LLC vote in proportion to their 
contributions to the LLC, as adjusted 
from time to time to reflect any 
additional contributions or withdrawals. 

Section 3l-1A-20 of the Act permits 
management by managers and provides 
that managers are elected by the 
members and, unless otherwise pro
vided in the articles of organization or 
an operating agreement, any vacancy 
occurring in the position of manager is 
filled by a majority vote in interests of 
the members. 

Section 3l-IA-33 of the Act pro
vides that the members of an LLC have 
the same rights and liabilities as 
shareholders of corporations organized 
or registered under the West Virginia 
Corporation Act. 

Section 3l-1A-34(a) of the Act pro
vides that a membership interest in an 
LLC is personal property. Section 31-
lA-34(b) provides that unless other
wise provided in the articles of organi
zation or an operating agreement, a 
membership interest in an LLC is 
assignable in whole or in part. Assign
ing an interest does not of itself 
dissolve the LLC and does not entitle 
the assignee to participate in the 
management and affairs of the LLC or 
to become or to exercise any rights of a 
member. An assignment entitles the 
assignee to receive, to the extent 
assigned, only the share of profits and 
losses and distributions to which the 
assignor would be entitled. Except as 
provided in the articles of organization 
or an operating agreement, a member 
ceases to be a member upon assign-



ment of that member's entire member
ship interest. Section 31-1 A-34( c)(1) 
provides that an assignee of an LLC 
interest may become a member only if 
the other members unanimously 
consent. 

Section 31-1A-35 of the Act pro
vides that an LLC is dissolved upon the 
occurrence of any of the following 
events: (1) when the period fixed for 
the duration of the LLC expires; (2) by 
the unanimous written consent of all 
members; (3) upon the death, retire
ment, resignation, expulsion, bank
ruptcy, or dissolution of a member or 
the occurrence of any other event that 
terminates the continued membership 
of a member in the LLC, unless the 
business of the LLC is continued by 
the consent of all the remaining mem
bers under a right to do so stated in the 
articles of organization of the LLC; or 
(4) the entry of a decree of judicial 
dissolution. 

M's articles of organization provide 
that M dissolves upon the death, 
retirement, resignation, expulsion, 
bankruptcy, or dissolution of any of 
M's members unless all of M's remain
ing members agree to continue M. 

LAW AND ANALYSIS 

Section 7701(a)(2) of the Code pro
vides that the term "partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 301.7701-1 (b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(1) of the reg
ulations sets forth the following major 
characteristics of a corporation: (I) 
associates, (2) an objective to carryon 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 
COrporate debts limited to corporate 
property, and (6) free transferability of 

interests. Whether a particular organi
zation is to be classified as an associa
tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carryon business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between an association and a part
nership. Since associates and an objec
tive to carryon business and divide the 
gains therefrom are generally common 
to corporations and partnerships, the 
determination of whether an organiza
tion that has these characteristics is to 
be treated for tax purposes as a 
partnership or as an association de
pends on whether there exists centraliz
ation of management, continuity of life, 
free transferability of interests, and 
limited liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. 

In interpreting section 301.7701-2 of 
the regulations, the Tax Court, in 
Larson v. Commissioner, 66 T.C. 159 
(1976), acq., 1979-1 C.B. I, concluded 
that equal weight must be given to each 
of the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless the 
organization has a preponderance of the 
remaining corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, or expUlsion of any member 
will cause a dissolution of the organi
zation, continuity of life does not exist. 
Section 301.7701-2(b)(2) provides that 
an agreement by which an organization 
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is established may provide that the 
business will be continued by the 
remaining members in the event of the 
death or withdrawal of any member, 
but the agreement does not establish 
continuity of life if under local law the 
death or withdrawal of any member 
causes a dissolution of the organiza
tion. 

Under the Act and the articles of 
organization, unless the business of M 
is continued by the consent of all the 
remaining members, M is dissolved 
upon the death, retirement, resignation, 
expulsion, bankruptcy, or dissolution of 
a member or the occurrence of any 
other event that terminates the con
tinued membership of a member in the 
company. If a member of M ceases to 
be a member of M for any reason, the 
continuity of M is not assured because 
all remaining members must agree to 
continue the business. Consequently, M 
lacks the corporate characteristic of 
continuity of life. 

Section 301.7701-2(c)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all the members) has continu
ing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions, unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 
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Under the Act, an LLC may be man
aged either by an elected manager or 
managers or by its members. Under the 
articles of organization, M is managed 
by its elected managers A, B, and C. 
Therefore, M possesses the corporate 
characteristic of centralized manage
ment. 

Section 301.770l-2(d)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
limited liability if under local law there 
is no member who is personally liable 
for the debts of, or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of an 
LLC have the same rights and lia
bilities as shareholders of corporations 
formed under the West VIrginia Corpo
ration Act. Section 31-1-89 of the 
West Virginia Corporation Act pro
vides that a holder or subscriber to 
shares of a corporation is under no 
obligation to the corporation or its 
creditors with respect to those shares 
other than the obligation to pay to the 
corporation the full consideration for 
which the shares are issued. Conse
quently, M possesses the corporate 
characteristic of limited liability. 

Section 301.7701-2(e)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of its 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members to 
substitute for themselves in the ~ame 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substi tute all the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can, 
without the consent of the other mem
bers, assign only the right to share in 
the profits but cannot assign the right 
to participate in the management of the 
organization. 

Under the Act, a member of M can 
assign that member's interest to another 
person who is not a member of the 
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organization. However, the assignee 
does not become a substitute member 
and does not acquire all the attributes 
of the member's interest in M unless 
all of the remaining members approve 
the assignment. Therefore, M lacks the 
corporate characteristic of free trans
ferability of interests. 

M has associates and an objective to 
carry on business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

M has associates and an objective to 
carryon business and divide the gains 
therefrom but lacks a preponderance of 
the four remaining corporate charac
teristics. Accordingly, M. a West Vir
ginia limited liability company, is 
classified for federal tax purposes as a 
partnership under section 7701 of the 
Code. 

26 CFR 301.7701-2: Associations. 

Classification of Florida limited lia
bility company. An unincorporated 
organization formed and operating un
der the Florida Limited Liability Com
pany Act is classified as a partnership 
for federal tax purposes under section 
301. 770 1-2 of the regulations. 

Rev. Rul. 93-53 

ISSUE 

Is M. a Florida limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under section 7701 of the 
Internal Revenue Code? 

FACTS 

M is organized as a limited liability 
c?mpany (LLC) pursuant to the provi
sIOns of the Florida Limited Liability 
Company Act (Act), Fla. Stat. Ann. 
§§608.401 through 608.471 (West 
1993). M is authorized under its 
articles of organization to engage in 
any and all business activity permitted 
by the laws of Florida. M has 25 
members, including A. B. and C who 
are the elected managers under M's 
articles of organization. 

Section 608.422 of the Act provides 
that the management of the LLC, un
less otherwise provided in the articles 
of organization, is vested in its mem
bers in proportion to their contributions 
to the capital of the LLC, as adjusted 
from time to time to properly reflect 
any additional contributions or with
drawals by the members; however, if 
the articles of organization provide for 
the management of the LLC by a 
manager or managers, the management 
of the LLC may be vested in a 
manager or managers who shall be 
elected annually by the members in the 
manner prescribed by and provided in 
the regulations of the LLC. 

Section 608.436 of the Act provides 
that neither the members of an LLC 
nor the managers of an LLC managed 
by a manager or managers are liable 
under a jUdgment, decree, or order of a 
court, or in any other manner, for a 
debt, obligation, or liability of the 
LLC. 

Section 608.432 of the Act provides 
that an interest of a member in an LLC 
may be transferred or assigned as pro
vided in the operating agreement. How
ever, if all of the other members of the 
LLC other than the member proposing 
to dispose of the member's interest do 
not approve of the proposed transfer or 
assignment by unanimous written con
sent, the transferee of the interest of 
the member shall have no right to 
participate in the management of the 
business and affairs of the LLC or to 
become a member. A transferee who 
does not become a member is only 
entitled to receive the share of profits 
or other compensation by way of 
income and the return of contributions 
to which that member otherwise would 
have been entitled. M's operating 
agreement provides that a member of 
M can assign or transfer that member'S 
interest to another person who is not a 
member of the organization. 

Section 608.441(1) of the Act pro
vides that an LLC organized under the 
Act is dissolved upon the occurrence of 
any of the following events: (a) when 
the period fixed for the duration of the 
LLC expires; (b) by the unanimous 
written agreement of all members; or 
(c) upon the death, retirement, resigna
tion, expUlsion, bankruptcy, or dissolU
tion of a member or upon the occur
rence of any other event that terminates 
the continued membership of a member 
in the LLC, unless the business of the 
LLC is continued by the consent of all 



the remaining members or under a right 
to continue stated in the articles of 
organization of the LLe. M's articles 
of organization provide that M will 
dissolve upon the occurrence of any 
event that terminates the continued 
membership of a member in M, unless 
the business of M is continued by the 
consent of all the remaining members. 

LAW AND ANALYSIS 

Section 7701(a)(2) of the Code pro
vides that the term "partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 301.7701-1 (b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(1) of the reg
ulations sets forth the following major 
characteristics of a corporation: (1) 
associates, (2) an objective to carry on 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 
corporate debts limited to corporate 
property, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associa
tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carry on business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between an association and a part
nership. Since associates and an objec
tive to carry on business and divide the 
gains therefrom are generally common 
to Corporations and partnerships, the 
determination of whether an organiza-

tion that has these characteristics is to 
be treated for tax purposes as a 
partnership or as an association de
pends on whether there exist centraliza
tion of management, continuity of life, 
free transferability of interests, and 
limited liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. 

In interpreting section 301.7701-2 of 
the regulations, the Tax Court, in 
Larson v. Commissioner, 66 T.e. 159 
(1976), acq., 1979-1 e.B. 1, concluded 
that equal weight must be given to each 
of the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless the 
organization has a preponderance of the 
remaining corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, or expulsion of any member 
will cause a dissolution of the organi
zation, continuity of life does not exist. 
Section 301.770 1-2(b )(2) provides that 
an agreement by which an organization 
is established may provide that the 
business will be continued by the 
remaining members in the event of the 
death or withdrawal of any member, 
but the agreement does not establish 
continuity of life if under local law the 
death or withdrawal of any member 
causes a dissolution of the organi
zation. 

Under the Act, M is dissolved upon 
the death, retirement, resignation, ex
pulsion, bankruptcy, dissolution of a 
member or upon the occurrence of any 
other event that terminates the con
tinued membership of a member in the 
company, unless the business of M is 
continued by the consent of all of the 
remaining members or under a right to 
continue stated in the articles of 
organization of the company. M's 
articles of organization provide that M 
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will dissolve upon the occurrence of 
any event that terminates the continued 
membership of a member in M, unless 
the business of M is continued by the 
consent of all the remaining members. 
If a member of M ceases to be a 
member of M for any reason, the 
continuity of M is not assured because 
all remaining members must agree to 
continue the business. Consequently, M 
lacks the corporate characteristic of 
continuity of life. 

Section 301.7701-2(c)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all the members) has continu
ing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions, unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
the articles of organization, M is 
managed by its elected managers, A, B, 
and C; therefore, M possesses the 
corporate characteristic of centralized 
management. 

Section 301.7701-2(d)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
limited liability if under local law there 
is no member who is personally liable 
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for the debts of, or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are not liable for its debts, obligations, 
or liabilities. Consequently, M pos
sesses the corporate characteristic of 
limited liability. 

Section 301.7701-2(e)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of the 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members, to sub
stitute for themselves in the same 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substitute all of the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can, 
without the consent of the other mem
bers, assign only the right to share in 
the profits but cannot assign the right 
to participate in the management of the 
organization. 

Under the Act and M's operating 
agreement, a member of M can assign 
or transfer that member's interest to 
another person who is not a member of 
the organization. However, under the 
Act, the assignee or transferee does not 
become a member and does not acquire 
all of the attributes of the member's 
interest in M unless all of the remain
ing members approve the assignment or 
transfer. Therefore, M lacks the corpo
rate characteristic of free transferability 
of interests. 

M has associates and an objective to 
carryon business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Florida Limited Liability Com-
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pany Act, a Florida limited liability 
company may be classified as a part
nership or as an association taxable as 
a corporation depending upon the 
provisions adopted in the limited lia
bility company's articles of organiza
tion. See, e.g., Rev. Rul. 93-38, 1993-
1 C.B. 233 (concerning Delaware lim
ited liability companies). M. the Florida 
limited liability company considered in 
this ruling, is classified as a partnership 
for federal tax purposes because it has 
associates and an objective to carry on 
business and divide the gains therefrom 
but it lacks a preponderance of the four 
remaining corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of Rhode Island 
Limited Liability Company. Because of 
the flexibility accorded by the Rhode 
Island Limited Liability Company Act, 
a Rhode Island limited liability com
pany may be classified as a partnership 
or as an association taxable as a 
corporation depending upon the provi
sions adopted in the limited liability 
company's articles of organization or 
operating agreement. 

Rev. Rul. 93-81 

ISSUE 

Is M, a Rhode Island limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under section 7701 of the 
Internal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the Rhode Island Limited 
Liability Company Act (Act), R.I. Gen. 
Laws secs. 7-16-1 through 7-16-75 
(1993). M is authorized under its 
articles of organization to engage in 
any and all business activity permitted 
by the laws of Rhode Island. M has 25 
members. Three of the members, A, B, 
and C, are the elected managers under 
M's articles of organization. 

Section 7-16-14 of the Act provides 
that unless the articles of organization 
or the written operating agreement 
provide for management by or under 
the authority of one or more managers 
in accordance with section 7-16-15 
the business and affairs of the LLC 
shall be managed by the members. 

Section 7-16-15 of the Act provides 
that the managers may, but need not, 
be members. Section 7-16-16 of the 
Act provides that unless otherwise 
provided in the articles of organization 
or the operating agreement, managers 
are elected to fill initial positions or 
vacancies by majority vote of the 
members, and any or all managers may 
be removed, with or without cause, by 
majority vote of the members. 

Section 7-16-23 of the Act provides 
that a member or manager of an LLC 
is not liable for the obligations of the 
LLC solely by reason of being a 
member or manager. 

Section 7-16-34 of the Act provides 
that a membership interest is personal 
property. Section 7-16-35 of the Act 
states that unless otherwise provided in 
the articles of organization or the 
written operating agreement, a member
ship interest is assignable in whole or 
in part. However, an assignment only 
entitles the assignee to receive the 
distributions to which the assignor 
otherwise would be entitled, unless the 
assignee becomes a member of the 
LLC pursuant to section 7-16-36. 

Section 7-16-36 of the Act provides 
that except as provided in a written 
operating agreement, an assignee of an 
interest in an LLC does not become a 
member or participate in the manage
ment of the LLC unless the other 
members unanimously consent. Under 
M's LLC agreement, an assignee of a 
membership interest will not become a 
member of M without the consent of all 
of M's remaining members. 

Section 7-16-39 of the Act provides 
that an LLC is dissolved upon the 
happening of the first to occur of the 
following: (1) the date specified in the 
articles of organization; (2) an event 
specified in the articles of organization 
or a written operating agreement to 
cause dissolution; (3) members voting 
to dissolve and wind up the LLC; (4) 
the death, resignation, expUlsion, bank
ruptcy, or dissolution of a member, or 
the occurrence of any other event that 
terminates the continued membership 
of a member in the LLC, unless other
wise provided in the articles of organi
zation or a written operating agree
ment; or (5) entry of a decree of 
judicial dissolution under section 7-16-
40. M's articles of organization provide 
that M will dissolve upon the occur
rence of any event that terminates the 
continued membership of a member in 
M. unless within 90 days all the 



remammg members of M agree to 
continue the business. 

LAW AND ANALYSIS 

Section 7701(a)(2) of the Code 
provides that the term "partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 301.7701-1(b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(l) of the reg
ulations sets forth the following major 
characteristics of a corporation: (1) 
associates, (2) an objective to carry on 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 
corporate debts limited to corporate 
property, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associa
tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carry on business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between a partnership and an associa
tion. Since associates and an objective 
to carry on business and divide the 
gains therefrom are generally common 
to corporations and partnerships, the 
determination of whether an organiza
tion that has these characteristics is to 
be treated for tax purposes as a 
partnership or as an association de
pends on whether there exist centraliza
tion of management, continuity of life, 
free transferability of interests, and 
limited liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. In inter
preting section 301.7701-2 of the reg
ulations, the Tax Court, in Larson v. 
Commissioner, 66 T.C. 159 (1976), 
acq., 1979-1 C.B. 1, concluded that 
equal weight must be given to each of 
the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either a partnership or an associa
tion. M is classified as a partnership for 
federal tax purposes unless the organi
zation has a preponderance of the 
remaining corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, or expulsion of any member 
will cause a dissolution of the organi
zation, continuity of life does not exist. 
Section 301.7701-2(b)(2) provides that 
an agreement by which an organization 
is established may provide that the 
business will be continued by the re
maining members in the event of the 
death or withdrawal of any member, 
but the agreement does not establish 
continuity of life if under local law the 
death or withdrawal of any member 
causes a dissolution of the organi
zation. 

Under the Act, unless otherwise pro
vided in the articles of organization or 
operating agreement, M is dissolved 
upon the death, resignation, expulsion, 
bankruptcy, or dissolution of a member 
or the occurrence of any other event 
that terminates the continued member
ship of a member. M's articles of 
organization provide that M will dis
solve upon the occurrence of any event 
that terminates the continued member
ship of a member in M, unless within 
90 days all the remaining members of 
M agree to continue the business. If a 
member of M ceases to be a member of 
M for any reason, the continuity of M 
is not assured because all the remaining 
members must agree to continue the 
business. Consequently, M lacks the 
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corporate characteristic of continuity of 
life. 

Section 301.7701-2(c)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all the members) has continu
ing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions, unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
the articles of organization, M is man
aged by its elected managers A. B, and 
C; therefore, M possesses the corporate 
characteristic of centralized 
management. 

Section 301.7701-2(d)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of 
limited liability if under local law there 
is no member who is personally liable 
for the debts of, or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are not liable for M's obligations. 
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Consequently, M possesses the corpo
rate characteristic of limited liability. 

Section 301.770l-2(e)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of the 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members, to sub
stitute for themselves in the same 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substitute all of the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can 
assign the right to share in the profits 
without the consent of other members, 
but cannot assign the member's right to 
participate in the management of the 
organization. 

Under the Act, a member of M can 
assign or transfer that member's inter
est to another who is not a member of 
the organization. However, under M's 
LLC agreement, the assignee or trans
feree does not become a member and 
does not acquire all the attributes of the 
member's interest in M unless the 
remaining members unanimously con
sent. Therefore, M lacks the corporate 
characteristic of free transferability of 
interests. 

M has associates and an objective to 
carryon business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Rhode Island Limited Liability 
Company Act, a Rhode Island limited 
liability company may be classified as 
a partnership or as an association 
taxable as a corporation depending 
upon the provisions adopted in the 
limited liability company's articles of 
organization or operating agreement. 
See. e.g.. Rev. Rul. 93-38, 1993-1 
C.B. 233 (concerning Delaware limited 
liability companies). M. the Rhode 
Island limited liability company consid
ered in this ruling, is classified as a 
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partnership for federal tax purposes 
because it has associates and an objec
tive to carry on business and divide the 
gains therefrom but lacks a prepon
derance of the four remaining corporate 
characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of Utah limited lia
bility company. Because of the flex
ibility accorded by the Utah Limited 
Liability Company Act, a Utah limited 
liability company may be classified as 
a partnership or as an association 
taxable as a corporation depending 
upon the provisions adopted in the 
limited liability company's articles of 
organization or operating agreement. 

Rev. Rul. 93-91 

ISSUE 

Is M, a Utah limited liability com
pany, classified for federal tax purposes 
as an association or as a partnership 
under section 7701 of the Internal 
Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the Utah Limited Liability 
Company Act (Act), Utah Code Ann. 
§§48-2b-l01 through 48-2b-157 (1992 
& Supp. 1992). M is authorized under 
its articles of organization to engage in 
any and all business activity permitted 
by the laws of Utah. M has 25 
members. Three of the members, A, B, 
and C, are the elected managers under 
M's articles of organization. 

Section 48-2b-125(1) of the Act 
provides that the management of the 
LLC, unless otherwise provided in the 
articles of organization, is vested in its 
members in proportion to their interests 
in the profits of the LLC, as reflected 
in the operating agreement and as 
adjusted from time to time to properly 
reflect any additional contributions or 
withdrawals by the members. If the 
management of the LLC is vested in 
the members, any member has au
thority to bind the LLC, unless other
wise provided in the articles of 
organization. 

Section 48-2b-125(2) of the Act 
provides that if the articles of organiza
tion provide for the management of the 

LLC by a manager or managers, the 
manager or managers shall be any 
person elected by the members in the 
manner prescribed by and provided for 
in the operating agreement. If the 
management of the LLC is vested in a 
manager or managers, any manager has 
authority to bind the LLC, unless 
otherwise provided in the articles of 
organization. A manager shall serve for 
a term specified in the operating 
agreement. This term may not exceed 
the duration of the LLC as specified in 
the articles of organization. 

Section 48-2b-109 of the Act 
provides that, except as specifically set 
forth in the Act, neither the members, 
the managers, nor the employees of an 
LLC are personally liable under a 
judgement, decree, or order of a court, 
or in any other manner, for a debt, 
obligation, or liability of the LLC. 

Section 48-2b-ll1 of the Act 
provides that the Act does not alter any 
law applicable to the relationship be
tween a person rendering professional 
services and a person receiving those 
services, including liability arising out 
of those professional services. All 
persons rendering professional services 
shall remain personally liable for any 
results of that person's acts or ornis
sions. No member, manager, or 
employee of an LLC is personally 
liable for the acts or omissions of any 
other member, manager, or employee 
of the LLC. 

Section 48-2b-131(1) of the Act 
provides that an interest of a member 
in an LLC may be adjusted, trans
ferred, or assigned as provided in the 
operating agreement. However, if the 
non transferring members entitled to 
receive a majority of the nontransferred 
profits of the LLC, pursuant to Section 
48-2b-130, do not consent to the 
proposed transfer or assignment, the 
transferee of the interest of the member 
has no right to participate in the 
management of the business and affairs 
of the LLC or to become a member. In 
that event, the transferee is entitled to 
receive only the share of profits or 
other compensation by way of income 
and the return of contributions to which 
that member would otherwise be 
entitled. 

Section 48-2b-137 of the Act pro
vides that an LLC organized under the 
Act shall be dissolved upon the occur
rence of any of the following events: 
(1) when the period fixed for the 
duration of the LLC in its articles of 



organization or operating agreement 
expires; (2) by written agreement 
signed by the members entitled to 
receive a majority of the profits of the 
LLC, unless otherwise provided in the 
operating agreement; (3) except as 
provided otherwise in the operating 
agreement, upon the death, retirement, 
resignation, expulsion, bankruptcy, or 
dissolution of a member or upon the 
occurrence of any other event that 
terminates the continued eligibility for 
membership of a member in the LLC, 
unless the business of the LLC is con
tinued by the members: (a) under a 
right to continue the business, as pro
vided in the operating agreement, but 
only in accordance with the terms, con
ditions, and provisions specified in the 
operating agreement; or (b) if the right 
to continue is not specified in the 
operating agreement, by the consent of 
all the remaining members within 90 
days after the event of termination; or 
(4) when the LLC is not the successor 
LLC in the merger or consolidation of 
two or more LLCs. Under M's operat
ing agreement, upon the withdrawal of 
a member, the consent of a majority in 
interest of the remaining members must 
be obtained to continue the business of 
M. 

LAW AND ANALYSIS 

Section 7701 (a)(2) of the Code pro
vides that the term "partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 301.7701-1(b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(1) of the reg
ulations sets forth the following major 
characteristics of a corporation: (I) 
associates, (2) an objective to carryon 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 

corporate debts limited to corporate 
property, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associa
tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carry on business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between an association and a part
nership. Since associates and an objec
tive to carryon business and divide the 
gains therefrom are generally common 
to corporations and partnerships, the 
determination of whether an organiza
tion that has these characteristics is to 
be treated for tax purposes as a 
partnership or as an association de
pends on whether there exist centraliza
tion of management, continuity of life, 
free transferability of interests, and 
limited liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. 

In interpreting section 301.7701-2 of 
the regulations, the Tax Court, in 
Larson v. Commissioner, 66 T.C 159 
(1976), acq., 1979-1 CB. I, concluded 
that equal weight must be given to each 
of the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless the 
organization has a preponderance of the 
remaining corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, expulsion, or other event of 
withdrawal of a general partner of a 
limited partnership causes a dissolution 
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of the partnership, continuity of life 
does not exist; furthermore, continuity 
of life does not exist notwithstanding 
the fact that a dissolution of the limited 
partnership may be avoided, upon such 
an event of withdrawal of a general 
partner, by the remaining general part
ners agreeing to continue the part
nership or by at least a majority in 
interest of the remaining partners 
agreeing to continue the partnership. 
See Glensder Textile Co. v. Commis
sioner, 46 B.T.A. 176 (1942), acq., 
1942-1 CB. 8. 

In Glensder Textile, the court con
cluded that a limited partnership lacked 
continuity of life because upon the 
death, retirement, or incapacity of a 
general partner, the remaining general 
partners would have to agree to con
tinue the partnership, and there was no 
assurance that they would do so. The 
court noted that the contingent con
tinuity of a partnership was not analo
gous to the chartered life of a corpora
tion, which continues regardless of the 
death or resignation of its directors or 
stockholders. Section 30 1.770 1-2(b)( I) 
of the regulations provides that a 
limited partnership lacks continuity of 
life even though a dissolution may be 
avoided by at least a majority in 
interest of the remaining partners 
agreeing to continue the partnership. 
Although the regulation and Glensder 
Textile specifically address the dissolu
tion of a limited partnership, the 
contingent continuity of life concept 
reflected in the regulation and Glensder 
Textile applies in classifying LLCs. 

Under the Act and M's operating 
agreement, unless the business of M is 
continued by consent of a majority in 
interest of the remaining members, M 
is dissolved upon the death, retirement, 
resignation, expulsion, bankruptcy, or 
dissolution of a member or the occur
rence of any other event that terminates 
the continued membership of a member 
in the company. If a member of M 
ceases to be a member of M for any 
reason, the continuity of M is not 
assured because a majority in interest 
of the remaining members must agree 
to continue the business. Consequently, 
M lacks the corporate characteristic of 
continuity of life. 

Section 301.7701-2(c)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all the members) has continu-
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ing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions. unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 

Under the Act. an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
the articles of organization, M is 
managed by its elected managers A. B. 
and C. Therefore, M possesses the 
corporate characteristic of centralized 
management. 

Section 301.7701-2(d)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
limited liability if under local law there 
is no member who is personally liable 
for the debts of, or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are not liable for M's debts, obliga
tIOns. or liabilities. Consequently, M 
possesses the corporate characteristic of 
limited liability. 

Furthermore. if M were an LLC 
providing professional services. the 
members would not be liable for the 
debts of. or claims against. M. Under 
section 48-2b-lll. the members would 
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only have personal liability in connec
tion with that member's performance of 
professional services on behalf of M. 
Therefore, in that situation. M would 
also possess the corporate characteristic 
of limited liability. 

Section 301.7701-2(e)(1) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of the 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members, to 
substitute for themselves in the same 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substitute all the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can, 
without the consent of the other mem
bers, assign only the right to share in 
the profits but cannot assign the right 
to participate in the management of the 
organization. 

Under the Act, a member of M can 
assign or transfer that member's inter
est to another who is not a member of 
the organization. However, the assignee 
or transferee does not become a mem
ber and does not acquire all the 
attributes of the member's interest in M 
unless the non transferring members 
entitled to receive a majority of the 
nontransferred profits of the LLC con
sent to the transfer or assignment. 
Without the consent of these non
transferring members, the transferee of 
the interest has no right to participate 
In the management of the business and 
affairs of the LLC or to become a 
member. In that event, the transferee is 
entitled to receive only the share of 
pro~its or other compensation by way 
of Income and the return of contribu
tions to which the transferor would 
otherwise be entitled. Therefore, M 
lacks the corporate characteristic of 
free transferability of interests. 

M has associates and an objective to 
carryon business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Utah Limited Liability Company 
Act, a Utah LLC may be classified as a 
partnership or as an association taxable 
as a corporation depending upon the 
provisions adopted in the LLC's arti
cles of organization or operating agree
ment. See. e.g .. Rev. Rul. 93-38, 1993-
I C.B. 233 (concerning Delaware lim
ited liability companies). M. the Utah 
LLC considered in this ruling, is 
classified as a partnership for federal 
tax purposes because it has associates 
and an objective to carryon business 
and divide the gains therefrom but 
lacks a preponderance of the four 
remaining corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of Oklahoma limited 
liability company. Because of the 
flexibility accorded by the Oklahoma 
Limited Liability Company Act, an 
Oklahoma limited liability company 
may be classified as a partnership or as 
an association taxable as a corporation 
depending upon the provisions adopted 
in the limited liability company's arti
cles of organization or operating 
agreement. 

Rev. Rul. 93-92 

ISSUE 

Is M. an Oklahoma limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under section 7701 of the 
Internal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the Oklahoma Limited lia
bility Company Act (Act), Okla. Stat. 
Ann., tit. 18, §§2000 through 2060 
(West Supp. 1994). M is authorized 
under its articles of organization to 
engage in any and all business activity 
permitted by the laws of Oklahoma. M 
has 25 members. Three of the mem
bers, A. B. and C. are the elected 
managers under M's articles of orga
nization. 

Section 2013 of the Act provides that 
except as otherwise provided in the 
articles of organization, operating 
agreement, or the Act, an LLC shall be 



managed by or under the authority of 
one or more managers who may but 
need not be members. 

Section 2015 of the Act allows the 
articles of organization or the operating 
agreement to provide that the business 
of the LLC shall be managed without 
designated managers. In that event, the 
members are deemed to be managers 
for purposes of the Act (unless the 
articles or the operating agreement 
clearly requires otherwise) and shall 
have and be subject to all duties and 
liabilities of managers. The Act further 
provides that a member signing on 
behalf of the LLC shall sign as a 
manager. 

Section 2022 of the Act provides that 
a person who is a member or manager, 
or both, of an LLC is not liable for the 
obligations of the LLC solely by reason 
of being a member or manager or both. 

Section 2032 of the Act provides that 
a membership interest is personal 
property. 

Section 2033 of the Act provides that 
unless otherwise provided in the arti
cles of organization or the operating 
agreement, a membership interest is 
assignable in whole or in part. An 
assignment of a membership interest 
does not, of itself, dissolve the LLC or 
entitle the assignee to participate in the 
management and affairs of the LLC or 
to become or to exercise any rights or 
powers of a member. An assignment 
entitles the assignee to receive the 
distribution or distributions to which 
the assignor was entitled to the extent 
assigned. Until the assignee of an LLC 
interest becomes a member, the as
signor continues to be a member and to 
have the power to exercise any rights 
of a member, subject to the remaining 
members' right to remove the assignor 
pursuant to sectio,n 2036. The removal 
of an assignor does not, however, cause 
the assignee to become a member. 
Until an assignee of a membership 
interest becomes a member, the as
signee has no liability as a member 
solely as a result of the assignment, 
and the assignor of a membership 
interest is not released from liability as 
a member solely as a result of the 
assignment. 

Section 2035 of the Act provides that 
an assignee of an interest in an LLC 
may become a member if and to the 
extent that the articles of organization 
or the operating agreement so provide, 
or the members consent in writing. For 
this purpose, consent must be reflected 

by members holding a maJonty of the 
capital interests. An assignee who 
becomes a member has the rights and 
powers, and is subject to the restric
tions and liabilities, of a member under 
the articles of organization, the operat
ing agreement, and the Act. 

Section 2020 of the Act provides that 
unless otherwise provided in the arti
cles of organization or the operating 
agreement, the members of an LLC 
shall vote in proportion to their respec
tive capital interests. For this purpose, 
the tenn "capital interest" is defined 
in the Act as the fair market value as 
of the date contributed of a member's 
capital contribution as adjusted for any 
additional capital contributions or with
drawals. Under M's articles of organi
zation and its operating agreement, an 
assignee of a membership interest only 
may become a member upon the con
sent of the members holding a majority 
of the capital interests. 

Section 2037 of the Act provides that 
an LLC is dissolved and its affairs 
shall be wound up upon the earlier of 
the time or the occurrence of events 
specified in writing in the articles of 
organization or the operating agree
ment; the written consent of all of the 
members; an event of dissociation of a 
member, unless the LLC is continued 
either by the unanimous consent of the 
remaining members within 90 days fol
lowing the occurrence of the event or 
as otherwise provided in writing in the 
operating agreement; or the entry of a 
decree of judicial dissolution under 
section 2038. 

Section 2001 of the Act provides that 
the tenn "event of dissociation" means 
an event that causes a person to cease 
to be a member, as provided in section 
2036. 

Section 2036 of the Act sets forth 
several events of dissociation, including 
the withdrawal or removal of a mem
ber, and, subject to the operating 
agreement or the written consent of all 
other members, the bankruptcy, death, 
incompetency, or dissolution of a mem
ber. In addition, the operating agree
ment may provide for other events the 
occurrence of which will tenninate the 
continued membership of a member in 
the LLC. M's operating agreement 
provides that M dissolves upon the 
withdrawal, removal, bankruptcy, 
death, incompetency, or dissolution of 
a member unless within 90 days all of 
the remaining members consent to 
continue M. 

Section 7701 

LA W AND ANALYSIS 

Section 7701 (a)(2) provides that the 
tenn "partnership" includes a syndi
cate, group, pool, joint venture, or 
other unincorporated organization, 
through or by means of which any 
business, financial operation, or venture 
is carried on, and which is not a trust 
or estate or a corporation. 

Section 301.770 I-I (b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories, or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes, include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
classification in which an organization 
belongs are set forth in §§301.7701-2 
through 301.7701-4. 

Section 301.770 l-2(a)(1) sets forth 
the following major characteristics of a 
corporation: (1) associates, (2) an ob
jective to carryon business and divide 
the gains therefrom, (3) continuity of 
life, (4) centralization of management, 
(5) liability for corporate debts limited 
to corporate property, and (6) free 
transferability of interests. Whether a 
particular organization is to be classi
fied as an association must be deter
mined by taking into account the 
presence or absence of each of these 
corporate characteristics. 

Section 301.7701-2(a)(2) provides 
that an organization that has associates 
and an objective to carryon business 
and divide the gains therefrom is not 
classified as a trust, but rather as a 
partnership or association taxable as a 
corporation. It further provides that 
characteristics common to partnerships 
and corporations are not material in 
attempting to distinguish between an 
association and a partnership. Since 
associates and an objective to carry on 
business and divide the gains therefrom 
are generally common to corporations 
and partnerships, the determination of 
whether an organization that has these 
characteristics is to be treated for tax 
purposes as a partnership or as an 
association depends on whether there 
exist centralization of management, 
continuity of life, free transferability of 
interests, and limited liability. 

Section 301.7701-2(a)(3) provides 
that if an unincorporated organization 
possesses more corporate characteristics 
than noncorporate characteristics, it 
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constitutes an association taxable as a 
corporation. 

In interpreting §301.7701-2. the Tax 
Court. in Larson v. Commissioner. 66 
T.C. 159 (1976). acq .. 1979-1 C.B. 1. 
concluded that equal weight must be 
given to each of the four corporate 
characteristics of continuity of life. 
centralization of management. limited 
liability. and free transferability of 
interests. 

In the present situation. M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore. M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless the 
organization has a preponderance of the 
remaining corporate characteristics of 
continuity of life. centralization of 
management. limited liability, and free 
transferability of interests. 

Section 301.7701-2(b)(1) provides 
that if the death, insanity, bankruptcy, 
retirement. resignation. expulsion, or 
other event of withdrawal of a general 
partner of a limited partnership causes 
a dissolution of the partnership, con
tinuity of life does not exist; further
more. continuity of life does not exist 
notwithstanding the fact that a dissolu
tion of the limited partnership may be 
avoided. upon such an event of with
drawal of a general partner. by the 
remaining general partners agreeing to 
continue the partnership or by at least a 
majority in interest of the remaining 
partners agreeing to continue the part
nership. See Glensder Textile Co. v. 
Commissioner, 46 B.T.A. 176 (1942), 
acq .. 1942-1 C.B. 8. 

In Glensder Textile, the court con
cluded that a limited partnership lacked 
continuity of life because upon the 
death. retirement. or incapacity of a 
general partner, the remaining general 
partners would have to agree to con
tinue the partnership. and there was no 
assurance that they would do so. The 
court noted that the contingent con
tinuity of a partnership was not analo
gous to the chartered life of a corpora
tion. which continues regardless of the 
death or resignation of its directors or 
stockholders. Section 301.7701-2(b)(1) 
provides that a limited partnership 
lacks continuity of life even though a 
dissolution may be avoided by at least 
a majority in interest of the remaining 
partners agreeing to continue the part
nership. Although the regulation and 
Glensder Textile specifically address 
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the dissolution of a limited partnership, 
the contingent continuity of life con
cept reflected in the regulation and 
Glensder Textile applies in classifying 
LLCs. 

Under the Act and M's operating 
agreement, unless M is continued by 
the unanimous consent of the remain
ing members, M is dissolved upon the 
withdrawal. removal, bankruptcy, 
death. incompetency, or dissolution of 
a member. If one of the foregoing 
events occurs, the continuity of M is 
not assured because all the remaining 
members must agree to continue the 
business. Consequently, M lacks the 
corporate characteristic of continuity of 
life. 

Section 301.770 1-2( c)(1) provides 
that an organization has the corporate 
characteristic of centralized manage
ment if any person (or group of persons 
that does not include all the members) 
has continuing exclusive authority to 
make management decisions necessary 
to the conduct of the business for 
which the organization was formed. 

Section 301.770 1-2( c )(2) provides 
that the persons who have this au
thority may, or may not, be members 
of the organization and may hold office 
as a result of a selection by the 
members from time to time, or may be 
self-perpetuating in office. Centralized 
management can be accomplished by 
election to office, by proxy appoint
ment, or by any other means that has 
the effect of concentrating in a man
agement group continuing exclusive 
authority to make management 
decisions. 

Section 301.770 1-2( c)( 4) provides 
that there is no centralization of contin
uing exclusive authority to make man
agement decisions, unless the managers 
have sole authority to make the deci
sions. For example, in the case of a 
corporation or a trust, the concentration 
of management powers in a board of 
directors or trustees effectively pre
vents a stockholder or a trust benefici
ary, simply because that person is a 
stockholder or beneficiary, from bind
ing the corporation or the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
M's articles of organization and operat
Ing agreement, M is managed by its 
elected managers A, B, and C. There
fore. M possesses the corporate charac
teristic of centralized management. 

Section 301.770 1-2( d)(1) provides 
that an organization has the corporate 

characteristic of limited liability if 
under local law there is no member 
who is personally liable for the debts 
of, or claims against, the organization. 
Personal liability means that a creditor 
of an organization may seek personal 
satisfaction from a member of the 
organization to the extent that the 
assets of the organization are insuffi
cient to satisfy the creditor's claim. 

Under the Act, the members and 
managers of an LLC are not liable for 
the LLC's obligations solely by reason 
of being a member or manager. Conse
quently, M possesses the corporate 
characteristic of limited liability. 

Section 301.770 1-2( e)(I) provides 
that an organization has the corporate 
characteristic of free transferability of 
interests if each of the members or 
those members owning substantially all 
of the interests in the organization have 
the power, without the consent of other 
members, to substitute for themselves 
in the same organization a person who 
is not a member of the organization. 
For this power of substitution to exist 
in the corporate sense, the member 
must be able, without the consent of 
other members, to confer upon the 
member's substitute all of the attributes 
of the member's interest in the organi
zation. The characteristic of free trans
ferability does not exist if each member 
can, without the consent of the other 
members, assign only the right to share 
in the profits but cannot assign the 
right to participate in the management 
of the organization. 

Under the Act, a member of M can 
assign that member's interest to another 
who is not a member of the organiza
tion. However, under M's articles of 
organization and operating agreement, 
the assignee does not become a mem
ber and does not acquire all of the 
attributes of the member's interest in M 
unless the members holding a majority 
of the capital interests consent. There
fore, M lacks the corporate characteris
tic of free transferability of interests. 

M has associates and an objective to 
carry on business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Oklahoma Limited Liability 



Company Act, an Oklahoma LLC may 
be classified as a partnership or as an 
association taxable as a corporation 
depending upon the provisions adopted 
in the LLC's articles of organization or 
operating agreement. See, e.g., Rev. 
Rul. 93-38, 1993-1 C.B. 233 (concern
ing Delaware LLCs). M, the Oklahoma 
LLC considered in this ruling, is 
classified as a partnership for federal 
tax purposes because it has associates 
and an objective to carry on business 
and divide the gains therefrom but 
lacks a preponderance of the four 
remaining corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of Arizona limited lia
bility company. Because of the flexi
bility accorded by the Arizona Limited 
Liability Company Act, an Arizona 
limited liability company may be clas
sified as a partnership or as an 
association taxable as a corporation 
depending upon the provisions adopted 
in the limited liability company's arti
cles of organization or operating 
agreement. 

Rev. Rul. 93-93 

ISSUE 

Is M, an Arizona limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under section 7701 of the 
Intemal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the Arizona Limited Liability 
Company Act (Act), Ariz. Rev. Stat. 
Ann., Title 29, Chapter 4, sections 29-
601 through 29-857 (1992). M is 
authorized under its articles of organi
zation to engage in any and all 
business activity permitted by the laws 
of Arizona. M has 25 members. Three 
of the members, A, B, and C, are the 
elected managers under M's articles of 
organization. 

Section 29-681.A of the Act pro
vides that unless the articles of organi
zation provide that management of the 
LLC is vested in one or more man
agers, management of the LLC is 
vested in its members, subject to any 
provision in an operating agreement 
restricting or enlarging the management 

rights or responsibilities of one or more 
members or classes of members. Sec
tion 29-681.B provides that if the 
articles of organization provide that 
management of the LLC is vested in 
one or more managers, management of 
the LLC is vested in a manager or 
managers, subject to any provision in 
an operating agreement restricting or 
enlarging the management rights or 
responsibilities of one or more man
agers or classes of managers or reserv
ing specified management rights to the 
members or classes of members. A 
manager shall be designated or elected 
and may be removed or replaced in the 
manner provided in an operating 
agreement. 

Section 29-651 of the Act provides 
that, except as provided in the Act, a 
member, manager, employee, officer or 
agent of an LLC is not liable, solely by 
reason of being a member, manager, 
employee, officer, or agent, for the 
debts, obligations and liabilities of the 
LLC whether arising in contract or tort, 
under a judgment, decree or order of a 
court or otherwise. 

Section 29-841 of the Act provides 
that a professional LLC means an LLC 
organized under Chapter 4 of the Act 
for purposes that include rendering one 
or more categories of professional 
services. 

Section 29-846 of the Act provides 
that Chapter 4 of the Act shall not alter 
any law applicable to the relationship 
between a person performing profes
sional services and a person receiving 
those services, including liability aris
ing out of those professional services. 
Each member, manager or employee 
performing professional services shall 
remain personally liable for any results 
of the negligent or wrongful acts, 
omissions or misconduct committed by 
him or any person under his direct 
supervision and control while perform
ing professional services on behalf of 
the limited liability company. The 
liability of a member, manager or 
employee of a limited liability com
pany is several only, and a member, 
manager or employee is not vicariously 
responsible for the liability of another 
member, manager or employee unless 
such other member, manager or em
ployee was acting under his direct 
supervision and control while perform
ing professional services on behalf of 
the limited liability company. 

Section 29-732.A of the Act pro
vides that an interest in an LLC is per-

Section 7701 

sonal property and, except as provided 
in an operating agreement or under 
article 11 of Chapter 4 of Title 29, 
concerning professional LLCs, may be 
assigned in whole or in part. The 
assignment of an interest in an LLC 
does not dissolve the LLC or entitle the 
assignee to participate in the manage
ment of the business and affairs of the 
LLC or to become a member or to 
exercise the rights of a member, unless 
the assignee is admitted as a member 
as provided in section 29-731. 

Section 29-731.B.2 of the Act pro
vides that after an LLC's initial articles 
of organization are filed, a person who 
is an assignee of all or part of a 
member's interest in an LLC may 
become a member on the approval or 
consent of all members or of anyone 
or more members who have the right 
under an operating agreement to admit 
additional members. Section 29-
731.B.3 provides that if the person is 
an assignee of an interest in the LLC of 
a member who has the power under an 
operating agreement to grant the as
signee the right to become a member, 
the assignee may become a member on 
the exercise of the power in com
pliance with all conditions limiting the 
member's exercise of the power. Pur
suant to section 29-731.B.2, M's oper
ating agreement provides that for an 
assignee of an interest in M to become 
a member, all the members of M must 
consent to the admission of the as
signee as a member. 

Section 29-781.A of the Act pro
vides that an LLC organized under the 
Act is dissolved on the occurrence of 
the first of the following: (1) at the 
time or on the happening of the events 
specified for dissolution in the articles 
of organization or an operating agree
ment; (2) the written consent to dis
solve by all members; (3) an event of 
withdrawal of a member unless the 
business of the LLC is continued by 
one or more managers or members 
pursuant to a right to continue stated in 
an operating agreement or, if an 
operating agreement does not provide a 
right to continue, by agreement or 
consent of all of the remaining mem
bers within 90 days after the event of 
withdrawal; (4) entry of a judgment of 
dissolution under section 29-785; or 
(5) acquisition by a single person of all 
outstanding interests in the LLC. 

Section 29-733 of the Act provides 
that, except as approved by the written 
consent of all members at the time, a 
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person ceases to be a member of an 
LLC on the occurrence of any of the 
following events of withdrawal: (I) the 
member withdraws from the LLC as 
provided in section 29-734; (2) on 
assignment of all the member's interest 
and admission of one or more of the 
assignees as a member; (3) the member 
is expelled as a member pursuant to the 
articles of organization or an operating 
agreement; (4) unless otherwise 
provided in an operating agreement, the 
member does any of the following: (a) 
makes an assignment for the benefit of 
creditors, (b) files a voluntary petition 
in bankruptcy, (c) is adjudicated as 
bankrupt or insolvent, (d) files a 
petition or answer seeking for himself 
any reorganization, arrangement, com
position, readjustment, liquidation or 
similar relief under any statute, law or 
rule, (e) files an answer or other 
pleading admitting or failing to contest 
the material allegations of a petition 
filed against him in a bankruptcy, 
insolvency, reorganization or similar 
proceeding, (f) seeks, consents to or 
acquiesces in the appointment of a 
trustee, receiver or liquidator of the 
member or of all or any substantial part 
of the member's property; or (5) if a 
member is a natural person, the mem
ber's death, or the entry of an order or 
judgment by a court of competent 
jurisdiction adjudicating the member 
incompetent to manage the member's 
person or the member's estate. Under 
M's operating agreement, M will dis
solve upon the occurrence of an event 
of withdrawal of a member, unless a 
majority in interest of the members 
agree or consent to continue the 
business of M. 

LAW AND ANALYSIS 

Section 7701(a)(2) of the Code pro
vides that the term . 'partnership" 
includes a syndicate, group, pool, joint 
venture, or other unincorporated orga
nization, through or by means of which 
any business, financial operation, or 
venture is carried on, and which is not 
a trust or estate or a corporation. 

Section 30 I. 770 1-1 (b) of the Proce
dure and Administration Regulations 
states that the Code prescribes certain 
categories. or classes, into which 
various organizations fall for purposes 
of taxation. These categories, or 
classes. include associations (which are 
taxable as corporations), partnerships, 
and trusts. The tests, or standards, that 
are to be applied in determining the 
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classification in which an organization 
belongs are set forth in sections 
301.7701-2 through 301.7701-4. 

Section 301.7701-2(a)(l) of the reg
ulations sets forth the following major 
characteristics of a corporation: (I) 
associates, (2) an objective to carryon 
business and divide the gains there
from, (3) continuity of life, (4) central
ization of management, (5) liability for 
corporate debts limited to corporate 
property, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associa
tion must be determined by taking into 
account the presence or absence of 
each of these corporate characteristics. 

Section 301.7701-2(a)(2) of the reg
ulations provides that an organization 
that has associates and an objective to 
carry on business and divide the gains 
therefrom is not classified as a trust, 
but rather as a partnership or associa
tion taxable as a corporation. It further 
provides that characteristics common to 
partnerships and corporations are not 
material in attempting to distinguish 
between an association and a part
nership. Since associates and an objec
tive to carry on business and divide the 
gains therefrom are generally common 
to corporations and partnerships, the 
determination of whether an organiza
tion that has these characteristics is to 
be treated for tax purposes as a partner
ship or as an association depends on 
whether there exist centralization of 
management, continuity of life, free 
transferability of interests, and limited 
liability. 

Section 301.7701-2(a)(3) of the reg
ulations provides that if an unincorpo
rated organization possesses more cor
porate characteristics than noncorporate 
characteristics, it constitutes an associa
tion taxable as a corporation. 

In interpreting section 301.7701-2 of 
the regulations, the Tax Court, in 
Larson v. Commissioner, 66 T.e. 159 
(1976), acq., 1979-1 C.B. 1, concluded 
that equal weight must be given to each 
of the four corporate characteristics of 
continuity of life, centralization of 
management, limited liability, and free 
transferability of interests. 

In the present situation, M has 
associates and an objective to carry on 
business and divide the gains there
from. Therefore, M must be classified 
as either an association or a part
nership. M is classified as a partnership 
for federal tax purposes unless M has a 
preponderance of the remaining corpo-

rate characteristics of continuity of life, 
centralization of management, limited 
liability, and free transferability of 
interests. 

Section 301.770 1-2(b)(1) of the reg
ulations provides that if the death, 
insanity, bankruptcy, retirement, resig
nation, expUlsion, or other event of 
withdrawal of a general partner of a 
limited partnership causes a dissolution 
of the partnership, continuity of life 
does not exist; furthermore, continuity 
of life does not exist notwithstanding 
the fact that a dissolution of the limited 
partnership may be avoided, upon such 
an event of withdrawal of a general 
partner, by the remaining general part
ners agreeing to continue the part
nership or by at least a majority in 
interest of the remaining partners 
agreeing to continue the partnership. 
See Glensder Textile Co. v. Commis
sioner, 46 B.T.A. 176 (1942), acq., 
1942-1 e.B. 8. 

In Glensder Textile, the court con
cluded that a limited partnership lacked 
continuity of life because upon the 
death, retirement, or incapacity of a 
general partner, the remaining general 
partners would have to agree to con
tinue the partnership, and there was no 
assurance that they would do so. The 
court noted that the contingent con
tinuity of a partnership was not analo
gous to the chartered life of a corpora
tion, which continues regardless of the 
death or resignation of its directors or 
stockholders. Section 301.7701-2(b)(1) 
of the regulations provides that a 
limited partnership lacks continuity of 
life even though a dissolution may be 
avoided by at least a majority in 
interest of the remaining partners 
agreeing to continue the partnership. 
Although the regulation and Glensder 
Textile specifically address the dissolu
tion of a limited partnership, the 
contingent continuity of life concept 
reflected in the regulation and Glensder 
Textile applies in classifying LLCs. 

Under the Act, unless the business of 
the LLC is continued by one or more 
managers or members pursuant to a 
right to continue stated in the operating 
agreement, an LLC is dissolved upon 
the expUlsion, withdrawal, death, in
competency, or bankruptcy of a mem
ber or occurrence of any other event 
that terminates the continued member
ship of a member in the LLC, unless 
all the remaining members agree or 
consent to continue within 90 days 
after the event of withdrawal. M's 



operating agreement provides that M 
will dissolve upon the occurrence of 
any event that terminates the continued 
membership of a member in M. unless 
within 90 days a majority in interest of 
the remaining members of M agree to 
continue the business. If a member of 
M ceases to be a member for any 
reason, the continuity of M is not 
assured because a majority in interest 
of the remaining members must agree 
to continue the business. Consequently, 
M lacks the corporate characteristic of 
continuity of life. 

Section 301.7701-2(c)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 
centralized management if any person 
(or group of persons that does not 
include all the members) has continu
ing exclusive authority to make man
agement decisions necessary to the 
conduct of the business for which the 
organization was formed. 

Section 301.7701-2(c)(2) of the reg
ulations provides that the persons who 
have this authority may, or may not, be 
members of the organization and may 
hold office as a result of a selection by 
the members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in a 
management group continuing exclu
sive authority to make management 
decisions. 

Section 301.7701-2(c)(4) of the reg
ulations provides that there is no 
centralization of continuing exclusive 
authority to make management deci
sions, unless the managers have sole 
authority to make the decisions. For 
example, in the case of a corporation or 
a trust, the concentration of manage
ment powers in a board of directors or 
trustees effectively prevents a stock
holder or a trust beneficiary, simply 
because that person is a stockholder or 
beneficiary, from binding the corpora
tion or the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Under 
the articles of organization, M is 
managed by its elected managers A, B, 
and C. Therefore, M possesses the 
corporate characteristic of centralized 
management. 

Section 301.7701-2(d)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of 

limited liability if under local law there 
is no member who is personally liable 
for the debts of, or claims against, the 
organization. Personal liability means 
that a creditor of an organization may 
seek personal satisfaction from a mem
ber of the organization to the extent 
that the assets of the organization are 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are not liable for M's debts, obliga
tions, or liabilities. Consequently, M 
possesses the corporate characteristic of 
limited liability. 

Furthermore, if M were a profes
sional LLC described in section 29-841 
of the Act, the members would not be 
liable for the debts of, or claims 
against, M. Under section 29-846, a 
member would only have personal 
liability in connection with that mem
ber's performance of professional serv
ices on behalf of M or for the acts of 
those under the member's direct super
vision and control. Therefore, in that 
situation, M would also possess the 
corporate characteristic of limited 
liability. 

Section 301.7701-2(e)(l) of the reg
ulations provides that an organization 
has the corporate characteristic of free 
transferability of interests if each of its 
members or those members owning 
substantially all of the interests in the 
organization have the power, without 
the consent of other members, to 
substitute for themselves in the same 
organization a person who is not a 
member of the organization. For this 
power of substitution to exist in the 
corporate sense, the member must be 
able, without the consent of other 
members, to confer upon the member's 
substitute all of the attributes of the 
member's interest in the organization. 
The characteristic of free transferability 
does not exist if each member can, 
without the consent of other members, 
assign only the right to share in the 
profits but cannot assign the right to 
participate in the management of the 
organization. 

Under the Act, except as provided in 
the operating agreement, a member of 
M can assign that member's interest to 
another person who is not a member of 
the organization. Under M's operating 
agreement, the assignee does not ~e
come a member and does not acqUIre 
all the attributes of the member's 
interest in M unless all the remaining 
members consent to the admission of 
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the assignee as a member. Therefore, M 
lacks the corporate characteristic of 
free transferability of interests. 

M has associates and an objective to 
carry on business and divide the gains 
therefrom. In addition, M possesses the 
corporate characteristics of centralized 
management and limited liability. M 
does not, however, possess the corpo
rate characteristics of continuity of life 
and free transferability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Arizona Limited Liability Com
pany Act, an Arizona limited liability 
company may be classified as a part
nership or as an association taxable as 
a corporation depending upon the pro
visions adopted in the limited liability 
company's articles of organization or 
operating agreement. See. e.g.. Rev. 
Rul. 93-38, 1993-1 C.B. 233 (concern
ing Delaware limited liability com
panies). M, the Arizona LLC 
considered in this ruling, is classified 
as a partnership for federal tax pur
poses because it has associates and an 
objective to carryon business and 
divide the gains therefrom but lacks a 
preponderance of the four remaining 
corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Rev. Proc. 93-7, section 3.01.4 provides that 
advance rulings concerning the classification as 
partnerships of certain foreign limited liability 
companies will not be issued. That section is 
deleted. See Rev. Proc. 93-44, page 545. 

26 CFR 301.7701-2: Associations. 

Rev. Proc. 93-3, section 3.01(47) provides that 
advance rulings concerning the classification as 
partnerships of certain foreign limited liability 
companies will not be issued. That section is 
deleted. See Rev. Proc. 93-45, page 545. 

Chapter aO.-General Rules 
Subchapter A.-Application of Internal Revenue 
Laws 

Section 7805.-Rules and 
Regulations. 

26 CFR 301.7805-1: Rules and regulations. 

Pursuant to the authority contained in section 
7805(b) of the Code. the Service will not 
challenge a taxpayer's tax treatment of boot 
received in an acquisitive reorganization if such 
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treatment is consistent with either Clark or with 
Rev. Rul. 75-83. provided that the boot was 
received in an acquisitive reorganization consum
mated on or before March 22. 1989 (the date of 
the Supreme Court's decision in Clark) or 
consummated after that date pursuant to terms of 
a plan of reorganization adopted on or before 
that date. See Rev. Rul. 93-61. page 118. 

26 CFR 301.7805-1: Rules and regulations. 

Rev. Rul. 93-72 will not be applied to 
amounts paid before October 14. 1993. or to 
amounts paid on or after October 14. 1993. 
pursuant to the terms of a binding contract 
entered into before that date if such terms were 
in effect on that date. See Rev. Rul. 93-72, 
page 77. 

26 CFR 301.7805-1: Rules and regulations. 

The extensions of time to file and of time to 
file and pay available to certain foreign corpora
tions under §§ 1.6081-3(a) and 1.6081-5(a), re
spectively. are not mutually exclusive and may 
be granted for the same taxable year under cer
tain conditions. However. the maximum allow
able extension is six months. This ruling applies 
only with respect to taxable years ending on or 
after September 30. 1993. See Rev. Rul. 93-85, 
page 297. 

26 CFR 301.7805-1: Rules and regulations. 

A list of revenue rulings pertaining to quali
fied employee plans within the meaning of sec
tion 40 I of the Code that are obsolete or modi
fied is provided. See Rev. Rul. 93-87, page 124. 

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 1993. See Rev. Rul. 93-42. 
page 260. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of August 1993. See Rev. Rul. 93-51. 
page 262. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of September 1993. See Rev. Rul. 93-
55. page 263. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of October 1993. See Rev. Rul. 93-
64. page 264. 
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The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of November 1993. See Rev. Rul. 93-
71. page 266. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of December 1993. See Rev. Rul. 93-
82. page 267. 

26 CFR 301.9100--1: Extension of time for 
making certain elections. 

T.D. 8481 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Extension of Time for Making 
Elections 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document amends 
the Treasury Regulations concerning 
the extension of time for making 
certain elections or applications for 
relief under the Internal Revenue Code. 
This document generally confonns the 
regulations to the new standards that 
the Commissioner of the Internal Reve
nue Service will use to grant taxpayers 
extensions of time for making elections 
or applications for relief. This docu
ment is intended to foster greater 
compliance by providing an administra
tive means for taxpayers to correct 
certain errors. 

EFFECTIVE DATE: April 5, 1991. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains final amend
ments to §301.9100-1 of the Procedure 
and Administration Regulations. Sec
tion 30l.9100-1 was adopted in 1959 
(24 FR 1206) and was amended in 
1970 (35 FR 17840) and in 1991 (56 
FR 64980) under the authority of 
section 7805(a) of the Internal Revenue 
Code (Code). Section 301.9100-1 con
cerns extensions of time for making 
certain elections or applications for 
relief where the time is not expressly 
prescribed by statute. 

Explanation of Provisions 

Under §301.9100-1(a), the Commis
sioner has the discretion to grant a 
reasonable extension of time for mak
ing an election when the time for 
making the election is not expressly 
prescribed by statute. 

Section 301.91 00-1 (b) of the regula
tions, as amended in 1991, contained a 
special transitional rule that applied to 
elections or applications for relief 
under subtitles B, C, D, and F, required 
to be made prior to April 5, 1991. The 
rule required taxpayers to request relief 
by the later of October 2, 1991, or the 
date that was one year after the date 
the election or application was required 
to be made and to show clear evidence 
of intent to make the election. The 
deadline for requesting relief and the 
intent requirement in the special transi
tional rule were consistent with the 
Service's general practice, at that time, 
of granting relief under §301.9100-1(a) 
only if a taxpayer requested relief 
within one year of the missed election 
and could demonstrate an intent to 
timely make the election. 

In 1992, the Service modified the 
5tandards for granting relief under 
§301.9100-I(a) by issuing Rev. Proc. 
92-85, 1992-2 C.B. 490, and eliminat
ing the intent requirement and the one
year general practice described in the 
preceding paragraph for elections cov
ered by that section. These regulations 
generally conform the standards for 
relief for elections previously covered 
by the special transitional rule to the 
new standards for relief under 
§301.9100-1(a) by eliminating the spe
cial transitional rule for all elections 
other than those under section 
4980A(f)(5) of the Code. Thus, even if 
a taxpayer could not satisfy the require
ments of the special transitional rule 
for such elections, relief will be 
granted as long as the taxpayer satisfies 
the requirements of §301.9100-1(a). 

Section 4980A of the Code, enacted 
by the Tax Reform Act of 1986, im
poses a 15 percent excise tax on certain 
pension plan distributions or accumula
tions. If the value of the taxpayer's 
pension benefit, detennined as of Au
gust 1, 1986, equals or exceeds 
$562,500, the taxpayer could have 
elected to exclude that amount from 
taxation under section 4980A. Section 
4980A(f)(5) provides that these elec
tions must have been made on an 
individual's income or estate tax return 



for a taxable year beginning before 
January 1, 1989. The purpose of these 
elections was to provide a transition for 
the new excise taxes. An exception is 
made for section 4980A(f)(5) elections 
because they are one-time transitional 
elections that present special oppor
tunities for retroactive tax planning. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not re
quired. 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; therefore, a Regulatory 
Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the 
Code, a copy of these regulations was 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on their 
impact on small business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: Paragraph 1. The 
authority for part 301 continues to read 
in part as follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 301.9100-1 (b) is 

revised to read as follows: 

§30I.9100-I Extension of time for 
making certain elections. 

* * * * * * 

(b) Special transitional rule for sec
tion 4980A(f)( 5) elections. Taxpayers 
may request relief under this paragraph 
(b) for section 4980A(f)(5) elections 
for any year as to which the period of 
limitations has not expired. Requests 
for relief must be filed with the 
Commissioner by October 2, 1991. In 
addition to satisfying all other require
ments for relief, a taxpayer must 
demonstrate clear evidence of intent to 
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make the election at the time it was 
required to be made. 

* * * * * * 

Shirley D. Peterson, 
Commissioner of 

Internal Revenue. 

Approved April 16, 1993. 

James Fields, 
Acting Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 29, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 30, 
1993, 58 F.R. 34886) 

26 CFR 301.9100-1: Extension of time for 
making certain elections. 

This procedure modifies Rev. Proc. 92-85 by. 
among other things. bringing it into conformity 
with new sections 301.9100-I(b) of the Admin
istration and Procedural Regulations and 1.911-
7(a)(2)(i)(D) of the regulations. See Rev. Proc. 
93-28. page 344. 
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Delegation Order No. 23 (Rev. 14) 
Effective September 20, 1993 

Delegation of Authority to Approve 
Claims for Reimbursement of Bank 
Charges 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: The authority to approve 
claims for reimbursement of bank 
charges due to erroneous levies may be 
redelegated to service center or com
pliance center collection branch chiefs 
or collection field branch chiefs; and to 
eliminate the ceiling on claims which 
Regions may settle for damage to, or 
loss of personal property (31 U.S.c. 
3721). The text of the Delegation Order 
appears below. 

Effective date: September 20, 1993. 
Settlement of Tort Claims, Claims 

under the Small Claims Act, and 
Claims Made by an Employee of the 
Internal Revenue Service for Damage 
to or Loss of Personal Property Inci
dent to Service. 

1. Pursuant to Treasury Orders 101-
06 and 101-15 there is hereby dele
gated to the officials listed below the 
authority to handle the claims and 
amounts of claims as specified: (a) 
Claims Manager, National Office: 

(1) The authority, under 28 U.S.c. 
2672 to consider, ascertain, adjust, 
determine, compromise, settle, and pay 
or transmit for payment claims for 
money damages for injury or loss of 
property or personal injury or death 
caused by the negligent or wrongful act 
or omission of any employee of the 
Internal Revenue Service; 

(2) The authority to consider, ascer
tain, adjust, and determine claims under 
31 U.S.c. 3723; 

(3) The authority under the Military 
Personnel and Civilian Employees' 
Claims Act of 1964 (31 U.S.c. 3721), 
as amended by title 31, subtitle A, part 
41, to settle and pay claims made by an 
employee of the Internal Revenue Serv
ice for damage to or loss of personal 
property incident to hislher service. 

(b) Chief, Facilities Management 
Branch, and as appropriate, each Re-

gional Office, the authority under the 
Mili tary Personnel and Civilian 
Employees' Claims Act of 1964 (31 
U.S.C. 3721) as amended by title 31, 
subtitle A, part 41, to settle and pay 
claims made by an employee within the 
respective regions in any amount for 
damage to or loss of personal property 
incident to hislher service. All pay
ments relating to usage of privately 
owned vehicles (POV) under the mer
itorious provisions of the Treasury 
Regulations must receive approval from 
the Claims Manager prior to payment 
by the Regional Office. 

(c) Assistant Commissioner (Interna
tional), District Directors and Service 
Center Directors, and the Director. 
Austin Compliance Center the authority 
to consider, ascertain, adjust and deter
mine under 31 U.S.C. 3723 claims for 
reimbursement of bank charges arising 
out of erroneous Service levies or bank 
charges for stopping payment on a 
check, which the Service lost or mis
placed and requested the taxpayer to 
replace. 

2. The authority delegated herein 
may not be redelegated except as 
provided in paragraphs 3 and 4, below. 

3. The authority in l(c) above, to 
consider, ascertain, adjust and deter
mine claims for reimbursement of bank 
charges for stopping payment on a 
check may be redelegated but not lower 
than to first line supervisors. 

4. The authority in l(c) above, to 
consider, ascertain, adjust and deter
mine claims for reimbursement of bank 
charges arising out of erroneous Serv
ice levies may be redelegated but not 
lower than service center collection 
branch chief or collection field branch 
chief. 

5. To the extent that the authority 
previously exercised consistent with 
this order may require ratification, it is 
hereby approved and ratified. 

6. Delegation Order No. 23 (Rev. 
13), effective October 1, 1990, IS 

superseded. 
Dated: September 20, 1993. 

Michael P. Dolan, 
Deputy Commissioner. 

(Filed by the Office of the Federal Register on 
October I. 1993, 8:45 a.m., and published in 
the issue of the Federal Register for October 4, 
1993, 58 F.R. 51667) 

Delegation Order No. 67 (Rev. 22) 
Effective May 12, 1993 

Delegation of Authority 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Delegation of authority. 

SUMMARY: The authority to sign on 
behalf of the Commissioner, Internal 
Revenue Service, is given to Margaret 
Milner Richardson, Commissioner, In
ternal Revenue Service. 

Effective date: May 12, 1993 
Signing the Commissioner's Name or 

on the Commissioner's Behalf 
Effective 8:10 a.m., May 12, 1993, 

Margaret Milner Richardson became 
Commissioner of Internal Revenue. All 
outstanding authorizations are hereby 
amended to authorize the signing of the 
name of, or on behalf of Margaret 
Milner Richardson, Commissioner of 
Internal Revenue. 

Delegation Order No. 67 (Rev. 21), 
effective January 20, 1993, is 
superseded. 

Dated: June 2, 1993. 
Approved: 

Michael P. Dolan, 
Deputy Commissioner. 

(Filed by the Office of the Federal Register on 
June 14, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 15, 
1993, 58 F.R. 33141) 

Delegation Order No. 231 (Rev. 2) 
Effective March 22, 1993 

Delegation of Authority 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Delegation of authority. 

SUMMARY: Allows for the delegation 
of authority to make administrative 
determinations that interest is not due 
on erroneous refunds. This authority is 
delegated to the levels of District 
Directors, Service Center Directors and 
the Director, Austin Compliance Center 
and may be redelegated to the division 
chief level. 
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EFFECTIVE DATE: March 22, 1993. 

Abatement of Interest on Erroneous 
Refunds 

Pursuant to the authority vested in 
the Commissioner of Internal Revenue 
by Treasury Order 150-10, authority to 
make administrative determinations that 
interest is not due on erroneous refunds 
is hereby delegated to District Direc
tors, Service Center Directors, and the 
Director, Austin Compliance Center. 
This authority may be redelegated to 
the division chief level. 

The authority delegated herein may 
not be further redelegated. 

This order supersedes Delegation 
Order No. 231 (Rev. 1), effective 
October 4, 1990. 

Dated: March 22, 1993. 

David G. Blattner, 
Chief Operations Officer. 

(Filed by the Office of the Federal Register on 
June 9. 1993. 8:45 a.m .. and published in the 
issue of the Federal Register for June 10, 
1993. 58 F.R. 32567) 

Credit for Qualified Electric Vehicles 
and Deduction for Clean-fuel 
Vehicles and Certain Refueling 
Property 

Notice 93-34 

The following notice appeared in the 
Federal Register on June 9, 1993 (58 
Fed. Reg. 32,3 17). 

This notice invites written comments 
from the public on issues that the 
Internal Revenue Service may address 
in proposed regulations under sections 
30 and 179A of the Internal Revenue 
Code (Code) relating to the credit for 
qualified electric vehicles and the de
duction for clean-fuel vehicles and 
certain refueling property. All materials 
submitted will be available for public 
inspection and copying. 

Written comments concerning the 
regulations should be submitted by 
August 9, 1993. 

Written comments should be sent to: 
Internal Revenue Service, P.O. Box 
7604. Ben Franklin Station, Room 
5228, Attn: CC:DOM: CORP:T:R (PS-
43-93), Washington, D.C. 20044. 

Section 1913 of the Energy Policy 
Act of 1992 added sections 30 and 
179A to the Internal Revenue Code 
(Code). Section 30 of the Code 
provides a credit for qualified electric 
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vehicles. Section l79A provides a 
deduction for qualified clean-fuel vehi
cle property and refueling property. 
The Service is developing proposed 
regulations to assist taxpayers in com
puting the section 30 credit and section 
l79A deduction. 

The Service invites comments from 
the public on any issue that should be 
addressed in proposed regulations un
der sections 30 and 179A of the Code. 
The Service is particularly interested in 
receiving comments on the following 
matters: 

1) A description of the property and 
components that would qualify as 
clean-fuel vehicle property under sec
tion 179A(c)(l) of the Code. 

2) A description of the property used 
for the storage or dispensing of clean
burning fuel, or the recharging of 
motor vehicles that would qualify as 
clean-fuel vehicle refueling property 
under section l79A(d)(3) of the Code. 

3) The data that should be used to 
determine (or be required to substanti
ate) the cost basis of property produced 
by an original equipment manufacturer 
that would qualify as clean-fuel vehicle 
property under section 179A(c)(l)(B) 
of the Code. For example, should 
automobile manufacturers or dealers 
provide individual price lists or a 
uniform price reference sheet on the 
cost basis eligible for the section 179A 
deduction? 

4) The data that should be used to 
determine the incremental cost of per
mitting the use of clean-burning fuel 
for a vehicle that may be propelled by 
a clean-burning fuel and any other fuel 
for purposes of section 179A(a)(2) of 
the Code. 

5) The data that should be used to 
determine compliance with the environ
mental standards under section 
179A(c)(2) of the Code. 

Weighted Average Interest Rate 
Update 

Notice 93-35 

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 section 
412(c)(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Month 

June 

Year 

1993 

Weighted 
Average 

7.84 

Permissible 
Range 

7.06 to 8.62 

Privacy Act of 1974; Computer 
Matching Programs 

Notice 93-36 

AGENCY: Internal Revenue Service; 
Treasury Department 

ACTION: Notice. 

SUMMARY: Pursuant to Section 
552a(e)(l2) of the Privacy Act of 1974, 
as amended, and the Office of Manage
ment and Budget (OMB) Guidelines on 
the Conduct of Matching Programs, 
notice is hereby given of the conduct 
of Internal Revenue Service computer 
matching programs. 

In accordance with various provi
sions of section 6103 of the Internal 
Revenue Code (IRC) of 1986, the 
computer matching programs provide 
Federal, State, and local agencies with 
tax information from IRS records to 
assist them in administering the pro
grams and activities described hereaf
ter. The purpose of these programs is 
to prevent or reduce fraud and abuse in 
certain Federally-assisted benefit pro
grams and facilitate the settlement of 
government claims while protecting the 
privacy interest of the subjects of the 
match. The matches are conducted on 
an on-going basis in accordance with 
the terms of the Computer Matching 
Agreement in effect with each partici
pant as approved by the Data Integrity 
Boards of both agencies, and for the 
period of time specified in such Agree
ment. Members of the public desiring 
specific information concerning an on
going matching activity may request a 
copy of the agreement at the address 
provided below. 

EFFECTIVE DATE: July 6, 1993. 

ADDRESSES: Inquiries may be mailed 
to Director, Office of Disclosure, Inter
nal Revenue Service, P.O. Box 388, 
Washington, D.C. 20044. 

SUPPLEMENTARY INFORMATION: 
The nature, purposes, and authorities 
for IRS computer matching programs 
are as follows: 



Matches Conducted Pursuant to IRC 
6103(1)(7) 

The Service is required, upon written 
request, to disclose current infonnation 
from returns with respect to unearned 
income to any Federal, State, or local 
agency administering federally-assisted 
benefit programs which provide: 

(a) Aid to Families with Dependent 
Children (AFDC) provided under a 
State Plan approved under Part A of 
Title IV of the Social Security Act; 

(b) Medical assistance provided un
der a State plan approved under Title 
XIX of the Social Security Act; 

(c) Supplemental Security Income 
benefits provided under Title XVI of 
the Social Security Act, and federally 
administered supplementary payments 
of the type described in section 1616(a) 
of such Act (including payments pur
suant to an agreement entered into 
under section 212(a) of Pub. L. 93-66, 
87 Stat. 155); 

(d) Any benefits provided under a 
State plan approved under Titles I, X, 
XIV or XVI of the Social Security Act 
(as those titles apply to Puerto Rico, 
Guam and the Virgin Islands); 

(e) Unemployment Compensation 
provided under a State law as described 
in section 3304 of the Internal Revenue 
Code; 

(f) Assistance provided under the 
Food Stamp Act of 1977; and 

(g) State-administered supplementary 
payments of the type described in 
section 1616(a) of the Social Security 
Act (including payments pursuant to an 
agreement entered into under section 
212(a) of Public Law 93-66). 

(h) Needs-based pensions provided 
under United States Code (USC) Title 
38, Chapter 15 or under any other law 
administered by the Secretary of Vet
erans Affairs; 
. (i) Parents' dependency and indem

~Ity compensation provided under sec
hon 1315 of Title 38, USC; 

U) Health-care services furnished 
under sections 171 O(a)( 1 )(1), 
171O(a)(2), 1710(b) and 1712(a)(2)(B) 
of USC Title 38; and 

(k) Compensation paid under chapter 
II of Title 38, United States Code, at 
the 100 percent rate based solely on 
unemployability and without regard to 
the fact that the disability or disabilities 
are not rated as 100 percent disabling 
under the rating schedule. 
. Information is disclosed by the Serv
Ice only for the purpose of, and to the 

extent necessary in, detennining eligi
bility for, or the correct amount of 
benefits under the aforementioned 
programs. 

The return infonnation is extracted 
on a monthly basis from the Internal 
Revenue Service Wage and Infonnation 
Returns Processing File (Treas.lIRS 
System 22.061 (IRP» for the latest tax 
year. The file contains infonnation 
returns filed by payers of income. 

Federal agencies participating in 
(1)(7) matches, and their Privacy Act 
systems of records: 
Administration for Children and Fam

~l~es . (Income and Eligibility Ver
IfIcatlon for Aid for Families With 
Dependent Children Quality Control 
(AFDC-QC) Review, HHS/ACFI 
OFA 09-08-0201). 

Department of Veterans Affairs (Com
pensation, Pension, Education and 
Rehabilitation Records, 58 VA 
21122; and Loan Guaranty Home, 
Condominium, and Manufactured 
~ome Loan Applicant Records, Spe
CIally Adapted Housing Applicant 
Records and Vendee Loan Applicant 
Records, 55VA26). 

Department of Veterans Affairs (Patient 
Medical Records-VA, 24VA136); 

Health Care Financing Administration 
(Income and Eligibility Verification 
for Medicaid Eligibility Quality Con
trol Reviews System, HHS/HCFAI 
MB 09-07-2006); and, 

Social Security Administration (Sup
plemental Security Record (SSR), 
HHS/SSAlOSR 90-06-0103); 
State agencies expected to participate 
in (1)(7) matches are using a non
Federal system of records; 

Alabama Department of Human Re
sources and Medicaid Agency 

Alaska Department of Health and So
cial Services 

Arizona Department of Economic 
Security 

Arkansas Department of Human 
Services 

California Departments of Social Serv
ices and Health Services 

Colorado Department of Social 
Services 

Connecticut Department of Income 
Maintenance 

Delaware Department of Health and 
Social Services 

District of Columbia Department of 
Human Services 

Florida Department of Health and 
Rehabilitation Services 

Georgia Department of Human Services 
Guam Department of Public Health and 

Social Services 
Hawaii Department of Social Services 
Idaho Department of Health and 

Welfare 
Illinois Department of Public Aid 
Indiana Family and Social Services 

Administration 
Iowa Department of Human Services 
Kansas Department of Social! 

Rehabilitation Services 
Kentucky Department of Social 

Insurance 
Louisiana Departments of Social Serv

ices and Health and Hospitals 
Maine Department of Human Services 
Maryland Department of Human 

Resources 
Massachusetts Department of Public 

Assistance 
Michigan Department of Social 

Services 
Minnesota Department of Human 

Services 
Mississippi Department of Human 

Services and Division of Medicaid 
Missouri Department of Social Services 
Montana Department of Sociall 

Rehabilitation Services 
Nebraska Department of Social 

Services 
Nevada State Welfare Division 
New Hampshire Division of Human 

Services 
New Jersey Department of Human 

Services 
New Mexico Department of Human 

Services 
New York Department of Social 

Services 
North Carolina Department of Human 

Resources 
North Dakota Department of Human 

Services 
Ohio Department of Human Services 
Oklahoma Department of Human 

Services 
Oregon Department of Human Services 
Pennsylvania Department of Public 

Welfare 
Puerto Rico Department of Social 

Services and Department of Health 
Rhode Island Department of Human 

Services 
South Carolina Department of Social 

Services 
South Dakota Department of Social 

Services 
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Tennessee Department of Human 
Services 

Texas Department of Human Services 
Utah Department of Social Services 
Vermont Agency for Human Services 
Virgin Islands Department of Social 

Welfare and Department of Health 
Virginia Department of Social Services 
Washington Department of Social and 

Health Services 
West Virginia Department of Human 

Services 
Wisconsin Department of Health/Social 

Services 
Wyoming Department of Health and 

Social Services 

Matches Conducted Pursuant to IRC 
6103(1)(12) 

The Service shall, upon written 
request from the Commissioner of 
Social Security (SSA), disclose to SSA 
available filing status and taxpayer 
identity information from the Individual 
Master File (IMF), (Treas.IIRS System 
24.030) relating to whether any medi
care beneficiary identified by SSA was 
a married individual for any specified 
year after 1986, and, if so, the name of 
the spouse of such individual and such 
spouse's taxpayer identity number 
(TIN). 

Further, the Social Security Admin
istration shall, upon written request 
from the Administrator of the Health 
Care Financing Administration 
(HCFA), disclose taxpayer identity in
formation (provided by IRS) and cer
tain employer identification information 
for each medicare beneficiary and/or 
spouse identified as having wages from 
a qualified employer. With respect to 
the information redisclosed by the 
Commissioner of SSA, the Administra
tor of HCFA may further disclose said 
information to certain qualified 
employers and group health plans. 

Information is disclosed by the Serv
ice and SSA only for purposes of, and 
to the extent necessary in, determining 
the extent to which any medicare 
beneficiary is covered under any group 
health plan. 

The return information provided by 
IRS is extracted annually from the 
Individual Master File (lMF), Treas.l 
IRS System 24.030. 

The return information provided by 
SSA is extracted annually from the 
Earnings Recording and Self
employment System (HHS/SSNOSR 
09-60-0059). 
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SSA will initiate the matching pro
gram with information from the Master 
Beneficiary Record (MBR), (HHS/SSN 
OSR 09-60-0090); and verify return 
information from IRS against the Mas
ter Files of Social Security Number 
Holders (HHS/SSNOSR 09-60-0058). 

HCF A will maintain information re
ceived from the matching program in 
the Carrier Medicare Claims Records 
(DHHS/HCFNBPO 09-70-0501) and 
Intermediary Claims Records (DHHS/ 
HCFNBPO 09-70-0503». 

Matches Conducted Pursuant to IRC 
6103(m)(2) 

The Service may, upon written re
quest, disclose the mailing address of 
a taxpayer for use by officers, em
ployees, or agents of a Federal agency 
for purposes of locating such taxpayer 
to collect or compromise a Federal 
claim against the taxpayer in accord
ance with sections 3711, 3717, and 
3718 of Title 31 of the United States 
Code. This section also provides for the 
redisclosure of a taxpayer's mailing 
address to a consumer reporting 
agency, but only to allow for the 
preparation of a commercial credit 
report on the taxpayer for use by the 
requesting Federal agency in accord
ance with the Federal Claims Collec
tion Act of 1966, as amended by the 
Debt Collection Act of 1982. 

The IRS information provided is 
extracted weekly from the Individual 
Master File (IMF) (Treas.lIRS System 
24.030). 

Federal agencies participating in 
(m)(2) matches and the Privacy Act 
systems of records involved, are: 
U.S. Army Community and Family 

Support Center (Nonappropriated 
Fund Accounts Receivable System 
(A0215-16SAFM». 

Defense Finance & Accounting Serv
ice, Indianapolis Center (A0037-
104-1bSAFM Debt Management 
System). 

Equal Employment Opportunity Com
mission (Claim Collection Record 
(EEOC-IO». 

Health Resources & Services Admin
istration (Loan Repayment/Debt 
Management Records System (HHSI 
HRSNOA 09-15-0045». 

Department of Housing & Urban De
velopment (Accounting Records 
(HUDIDEPT-2». 

Defense Finance and Accounting Serv
ice, Kansas City Center (Debt Man-

agement and Collection System 
(N07430-l). 

National Institute of Health (IRS Ad
dress Request System (116841». 

Defense Finance and Accounting Serv
ice, Cleveland Center (Debt Manage
ment and Collection System 
(N07430-1 ». 

Navy Exchange Services Command 
(Bad Check and Indebtedness List 
(N04066-l). 

Railroad Retirement Board (Railroad 
Unemployment and Sickness Insur
ance Benefit System (RRB-21); 
Railroad Retirement, Survivor and 
Pensioner Benefit System (RRB-22); 
and Uncollectible Benefit Overpay
ment Accounts (RRB-42». 

Social Security Administration (Sup
plemental Security Record (HHSI 
SSAlOSR 09-60-0103». 

Department of Education (Guaranteed 
Student Loan Program Pre-Claims 
Assistance System (ED 18-40-
0031); Financial Management Infor
mation System (18-40-0033); Pay
roll, Attendance and Leave Records 
(18-11-0008); National Defense Stu
dent Loan File System (18-40-
0025); Guaranteed Student Loan Paid 
Claim Files System (18-40-0026». 

Department of Health & Human Serv
ices (Administrative Claims System 
(HHS/OS/OGC 09-90-0062». 

Department of Veterans Affairs (Com
pensation, Pension, Education and 
Rehabilitation Records (58 
VA21122/28) and Loan Guarantee 
Home, Condominium and Manufac
tured Home Loan Applicant Records, 
Specially Adapted Housing Applicant 
Records, and Vendee Loan Applicant 
Records (55V A26». 

Matches Conducted Pursuant to IRC 
6103(m)(4) 

Upon written request from the Secre
tary of Education, the Service may 
disclose the mailing address of any 
taxpayer who has defaulted on certain 
loans extended under the Higher 
Education Act or Migration and Refu
gee Assistance Act for purposes of 
locating such taxpayer to collect the 
loan. This section further provides for 
the redisclosure by the Secretary of 
Education of a taxpayer's mailing 
address to any lender, or any State or 
nonprofit guarantee agency, participat
ing under the Higher Education Act, or 
any educational institution with which 
the Secretary of Education has an 
agreement under that Act. 



Redisclosure is made by the Secretary 
of Education for use only by officers, 
employees, or agents of such lender, 
guarantee agency, or institution whose 
duties relate to the collection of student 
loans for purposes of locating individ
uals who have defaulted on student 
loans made under such loan programs 
for purposes of collecting such loans. 

The IRS information provided is 
extracted from the IMF (TreaslIRS 
System 24.030). The U.S. Department 
of Education matches the Guaranteed 
Student Loan Program Pre-Claims As
sistance System (ED 18-40-0031) with 
the IMF. 

Matches Conducted Pursuant to IRC 
6103(m)(5) 

Upon written request from the Secre
tary of Health and Human Services 
(HHS), the Service may disclose the 
mailing address of any taxpayer who 
has defaulted on certain loans extended 
under the Public Health Service Act for 
purposes of locating such taxpayer to 
collect the loan. This section also pro
vides for the redisclosure by the Secre
tary of HHS of a taxpayer's mailing 
address to any school with which the 
Secretary has an agreement under the 
Public Health Service Act, or any eligi
ble lender participating under such Act. 

Redisclosure is made by the Secre
tary of HHS for use only by officers, 
employees, or agents of such school or 
eligible lender whose duties relate to 
the collection of student loans for 
purposes of locating individuals who 
have defaulted on student loans made 
under the Public Health Service Act for 
the purposes of collecting such loans. 

The IRS information provided is 
extracted from the IMF (Treas.IIRS 
System 24.030). The Department of 
Health and Human Services matches 
the Public Health Service and National 
Health Service Corps Provider Records 
System (HHSIHRSNBHCDA 09-15-
0037) with the IMF. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

Dated: May 26, 1993. 

Wesley L. Hawley, 
Acting Deputy Assistant Secretary 

(Administration ). 

(Filed by the Office of the Federal Register on 
June 2, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 3, 1993, 
58 F.R. 31587) 

Accelerated Death Benefits
Extension of Transition Period 

Notice 93-37 

Proposed income tax regulations un
der sections 101, 7702, and 7702A of 
the Internal Revenue Code (FI-25-92, 
Qualified Accelerated Death Benefits) 
were published in the Federal Register 
on December 15, 1992 (57 Fed. Reg. 
59319). The proposed regulations con
tain proposed effective dates for ap
plication of the regulations, including 
transitional rules for certain benefits 
provided in or added to contracts 
before July 1, 1993. 

This notice is to advise taxpayers 
that the effective dates of the regula
tions under sections 7702 and 7702A of 
the Code will not be earlier than the 
date of publication of the final regula
tions in the Federal Register. It is 
anticipated that insurance companies 
generally will be allowed a period of 
time after final regulations are pub
lished to bring their policy forms into 
compliance with any new rules. 

The December 15, 1992, date spec
ified in the proposed regulations is 
unaffected by this notice. 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 93-38 

In order to comply with the mandate 
of section 999(a)(3) of the Internal 
Revenue Code of 1986, the Department 
of the Treasury is publishing a current 
list of countries which may require 
participation in, or cooperation with, an 
international boycott (within the mean
ing of section 999(b)(3) of the Internal 
Revenue Code of 1986). 

On the basis of the best information 
currently available to the Department 
of the Treasury, the following countries 
may require participation in, or cooper
ation with, an international boycott 
(within the meaning of section 
999(b )(3) of the Internal Revenue Code 
of 1986): 

Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 

Oman 
Qatar 
Saudi Arabia 
Syria 
United Arab Emirates 
Yemen, Republic of 

Dated: July 2, 1993. 

Samuel Y. Sessions, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
July 9, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for July 12, 1993, 
58 F.R. 37546) 

Weighted Average Interest Rate 
Update 

Notice 93-39 

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 section 
412( c )(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Month 

July 

Weighted 
Year Average 

1993 7.79 

Permissible 
Range 

7.01 to 8.57 

Effective Date of Proposed 
Regulations Under Section 108(e)(4) 

Notice 93-40 

On March 22, 1991, the Internal 
Revenue Service published a notice of 
proposed rulemaking proposing regula
tions under section 108(e)(4) of the 
Internal Revenue Code dealing with 
acquisitions of indebtedness by persons 
related to the debtor. 56 Fed. Reg. 
12135, 1991-1 C.B. 774. The notice of 
proposed rulemaking proposed to make 
these regulations effective for acquisi
tions of indebtedness on or after March 
21, 1991. The Internal Revenue Service 
published a Treasury decision in the 
Federal Register on December 29, 1992 
(57 Fed. Reg. 61805, 1993-1 C.B. 19), 
that finalized these regulations in modi
fied form with the same effective date. 
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In the preamble to the final regula
tions, the Internal Revenue Service 
stated that it intended to permit tax
payers to apply the proposed regula
tions to acquisitions occurring on or 
after March 21, 1991, and before 
December 28, 1992. Accordingly, for 
acquisitions of indebtedness on or after 
March 21, 1991, and before December 
28, 1992, a debtor and all holders of 
the indebtedness related to the debtor 
may rely on the proposed regulations 
for determining the applicability of 
section 108( e)( 4), the amount of dis
charge of indebtedness income realized, 
and the treatment of correlative adjust
ments if the proposed regulations are 
applied consistently by both the debtor 
and all related holders. 

Organizations Providing Relief to 
Victims of the Midwest Floods 

Notice 93-41 

As a result of the devastation caused 
by floods in the midwestern United 
States, the President has declared cer
tain affected areas to be eligible for 
Federal disaster assistance. Additional 
areas may be designated later. The 
Internal Revenue Service has received 
questions regarding the tax con
sequences of private efforts to provide 
relief to flood disaster victims in those 
areas. This notice serves as an "admin
istrative pronouncement" within the 
meaning of section 1.6661-3(b)(2) of 
the Income Tax Regulations to provide 
guidance that may be relied on to the 
same extent as a revenue ruling or 
revenue procedure. 

Contributions earmarked for flood 
disaster relief that are made to organi
zations currently recognized by the 
Service as tax exempt under section 
501(c)(3) of the Internal Revenue Code 
are fully deductible as charitable contri
butions. However, the tax law does not 
allow taxpayers to deduct contributions 
earmarked for relief of any particular 
individual or family. 

Donors should exercise care before 
contributing to any organization. With 
increased public interest in making 
donations to charitable organizations to 
assist disaster victims, there is the 
increased possibility that some organi
zations (or their fundraisers) may make 
false or inaccurate claims regarding 
how contributions will be used or 
whether these contributions are tax 
deductible. Donors have advance as-
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surance of deductibility only for contri
butions to organizations recognized as 
exempt by the Service under section 
501(c}(3} of the Code. 

Charitable organizations formed to 
aid victims of the Midwest floods but 
not yet recognized as exempt can 
receive expedited consideration of their 
application for recognition of exemp
tion by writing "FLOOD DISASTER" 
at the top of Form 1023, which is the 
form they use to apply for exempt 
status. In addition, organizations should 
carefully follow the checklist in the 
Form 1023 package to insure the ap
plication is complete. Detailed informa
tion on the requirements for tax exempt 
status is contained in Publication 557, 
"Tax Exempt Status for Your Organi
zation." The latest version of the Form 
1 023 package, Publication 557, Form 
SS-4, Application for Employer Identi
fication Number, and Form 8718, User 
Fee for Exempt Organization Deter
mination Request, may be obtained by 
calling the Service's toll-free number 
1-800-TAX-FORM (1-800-829-3676), 
or by writing the nearest IRS Forms 
Distribution Center. 

The expedited application processing 
does not modify or relax the require
ment that tax exempt organizations 
operate exclusively for charitable pur
poses. However, to the extent that an 
organization is providing appropriate 
relief, in good faith, in the designated 
disaster area, the Service will not raise 
certain issues that might otherwise 
affect the organization's qualification 
for exempt status or, in the case of a 
private foundation, liability for certain 
taxes under Chapter 42. Examples of 
these issues include an organization 
providing emergency assistance to its 
own employees or employees of related 
organizations who have been vic
timized by the floods (which raise the 
issue of prohibited inurement), and a 
private foundation providing emergency 
assistance to disqualified persons (as 
defined in section 4946 of the Code) 
victimized by the floods. 

This relief is also granted to organi
zations exempt under other paragraphs 
of section 501(c). For example, the 
Service will not raise the issue of 
particular services with respect to a 
business league exempt under section 
501(c)(6) if the organization's good 
faith relief efforts include aid provided 
to members victimized by the floods. 

This relief is available to both new 
organizations and existing tax exempt 
organizations until December 31, 1993, 

or later if an extension by the Service 
is determined to be necessary or 
appropriate. 

Applicable Rate of Interest on 
Nonqualified Withdrawals From a 
Capital Construction Fund 

Notice 9342 

Under the authority in section 
607(h)(4}(B} of the Merchant Marine 
Act, 1936, as amended (46 U.S.C. 
1177(h}(4}(B}), we hereby determine 
and announce that the applicable rate 
of interest on the amount of additional 
tax attributable to any nonqualified 
withdrawals from a Capital Con
struction Fund established under sec
tion 607 of the Act shall be 6.73 
percent, with respect to nonqualified 
withdrawals made in the taxable year 
beginning in 1993. 

The determination of the applicable 
rate of interest with respect to non
qualified withdrawals was computed, 
according to the joint regulations issued 
under the Act (46 CFR 391.7(e)(2}(ii}), 
by multiplying eight percent by the 
ratio which (a) the average yield on 
5-year Treasury securities for the calen
dar year immediately preceding the 
beginning of such taxable year bears to 
(b) the average yield on 5-year Treas
ury securities for the calendar year 
1970. The applicable rate so deter
mined was computed to the nearest 
one-hundredth of one percent. 

Dated: July 16, 1993. 

Richard E. Bowman, 
Maritime Administrator. 

D. James Baker, 
Administrator, National Oceanic 

and Atmospheric Administration. 

Leslie Samuels, 
Assistant Secretary for 

Tax Policy. 

So ordered by: Maritime Administa
tor, Maritime Administration; Admin
istrator, National Oceanic and Atmos
pheric Administration; Assistant 
Secretary for Tax Policy, Department 
of the Treasury. 

(Filed by the Office of the Federal Register on 
July 26, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for July 27. 1993, 
58 F.R. 40183) 



Weighted Average Interest Rate 
Update 

Notice 93-43 

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 section 
412(c)(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted 
Month Year Average 

August 1993 7.74 

Permissible 
Range 

6.97 to 8.52 

Repeal of the Luxury Tax on Aircraft, 
Boats, Furs, and Jewelry, and on 
Parts or Accessories Installed on 
Automobiles to Assist Individuals 
With Disabilities 

Notice 93-44 

Luxury Tax Changes 

The Revenue Reconciliation Act of 
1993, section 13161, repealed the lux
ury taxes on aircraft, boats, furs, and 
jewelry effective for sales or uses 
occurring after December 31, 1992. 
Section 13162 of the Act repealed the 
luxury tax on any part or accessory 
installed on a passenger vehicle after 
December 31, 1990, if the part or 
accessory is installed to enable or assist 
an individual with a disability to op
erate or to enter or exit the vehicle. 
The Act also amended the lUXUry tax 
on passenger vehicles to index the 
$30,000 threshold amount for inflation. 

How to Claim Refunds of the 
Repealed Luxury Taxes 

. Generally, the luxury excise tax is 
Imposed on the person making the first 
retail sale of a taxable article, but is 
usually passed on to the purchaser as 
part of the purchase price. Because the 
repeal is retroactive, the amount of tax 
paid by retail sellers after the effective 
date of repeal becomes an overpayment 
of tax subject to credit or refund. 

Only the person who paid the tax 
to the Internal Revenue Service may 

claim the credit or refund. The Internal 
Revenue Code imposes certain limita
tions on credits or refunds of excise 
taxes. To obtain a credit or refund, the 
taxpayer must show that: 

1. The amount of the tax has been 
refunded to the purchaser, 

2. The purchaser has consented in 
writing to the allowance of the credit 
or refund, or 

3. The tax was not included in the 
selling price of the article or collected 
from the purchaser. 

A. Refunds of tax for the 1 st and 2nd 
quarters of 1993 for aircraft, boats, 
furs, and jewelry, and refunds of tax 
for periods beginning after December 
31, 1990, and ending on June 30, 1993, 
for parts or accessories installed on 
passenger automobiles to assist individ
uals with disabilities. 

All taxpayers must use Form 843, 
Claim for Refund and Request for 
Abatement, to claim a refund of the 
repealed luxury taxes. Form 843 must 
be used even if the taxpayer will be 
liable for other excise taxes reported on 
Form 720, Quarterly Federal Excise 
Tax Return. 

B. Refunds of tax for the period July 
1, 1993, to August 10, 1993 (3rd 
quarter of 1993) 

With the repeal of the luxury taxes, 
there is no filing requirement for Form 
720 for the 3rd quarter of 1993. 
Therefore, if a taxpayer made a deposit 
of the repealed luxury taxes for the 3rd 
quarter of 1993, Form 843 must be 
used to claim this refund. Form 843 
must be used even if the taxpayer will 
be liable for other excise taxes reported 
on Form 720. 

If a taxpayer has any undeposited 
repealed lUXUry tax for the 3rd quarter 
of 1993, the amount of the tax must be 
refunded to the purchaser. 

C. Other 
In situations where a consumer was 

required to pay the tax and file a return 
directly with the IRS (e.g.. where a 
person imported a luxury article for 
personal use), the consumer may claim 
a refund or credit of tax directly from 
the IRS. Form 843 is used for this 
purpose. 

D. Documentation 
The following documentation must 

be attached to Form 843 to support a 
claim for refund: 

1. The name and address of the 
purchaser, and one of the following: 

(a) Proof that the tax was re
funded to the purchaser (e.g.. the 
check number and the amount 
refunded), 

(b) A signed copy of the pur
chaser's written consent (which in
cludes the purchaser's taxpayer iden
tification number) to allowing the 
refund, or 

(c) The taxpayer's signed state
ment indicating that the tax was not 
included in the selling price of the 
article or collected from the pur
chaser. 
2. An accounting of the credits or 

refunds as follows: 

Luxury tax 
reported on 
Form 720, and 
3rd qtr. 1993 
deposits 

Less previously 
claimed refunds 

1 st qtr. 2nd qtr. 3rd qtr. 
of 1993 of 1993 of 1993 

on Form 843 ( __ ) ( __ ) ( __ ) 

Refund claimed 
on this Form 
843 

Remaining tax 
eligible for 
refund 

(-) (-) (-) 

If a taxpayer is claiming refunds for 
the tax on parts or accessories installed 
on passenger automobiles to assist 
individuals with disabilities for calen
dar quarters in 1991 or 1992, the 
taxpayer should use the same format as 
above and indicate the quarter in which 
the tax was paid. 

Refund claims are entirely voluntary. 
The IRS has no authority to require any 
person to claim a refund on behalf of 
another person. Generally, the IRS 
cannot honor any claim for refund 
made more than 3 years after the return 
reporting the tax was filed or 2 years 
after the tax was paid, whichever is 
later. However, for taxes paid during 
the first half of 1991 on parts or 
accessories installed on passanger auto
mobiles to assist the disabled, section 
13162( c) of the Act provides that 
claims for refund or credit of the tax 
will be allowed if filed by August 10, 
1994. 

Form 843 and the Instructions for 
Form 843 may be obtained at local IRS 
offices or may be ordered by calling 
1-800-TAX-FORM (1-800-829-3676). 
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Indexation of the Threshold for 
Luxury Vehicles 

Under section 4001(e) of the Internal 
Revenue Code, as amended by the Act, 
the cost-of-living adjustment for a 
calendar year, rounded to the next 
lower multiple of $2,000, is added to 
the threshold amount for the subse
quent year. This means that the cost-of
living adjustment for 1992 is the basis 
for computing the threshold amount for 
calendar year 1993. The cost-of-living 
adjustment factor for 1992 is the 
percentage difference between the 
Consumer Price Index (CPI) for 1990 
and the CPI for 1991. The CPI for 
1991 is 134.8166666667 and the CPI 
for 1990 is 128.0583333333. Based on 
these figures, the cost-of-living adjust
ment factor for the threshold for 
imposition of luxury excise tax on 
passenger vehicles for the period Au
gust 10, 1993, through December 31, 
1993, is .0527754279 (6.7583333334 I 
128.0583333333) and the cost-of-living 
adjustment is $1,583.26 (.0527754279 
X $30,000). Because this amount is 
less than $2,000, the threshold amount 
will not change and will remain at 
$30,000 for taxable events occurring on 
or after August 10, 1993, and before 
January 1, 1994. Because the cost-of
living adjustment for 1993 is $2,545, 
the threshold amount will be $32,000 
for taxable events occurring after De
cember 31, 1993, and before January I, 
1995. 

These figures are based on the 
computations prescribed by new section 
4001(e) of the Code. As stated by the 
Joint Committee on Taxation in its 
overview and summary of the Act 
(JCS-10-93 and JCS-II-93 at page 8 
and footnote 3), Congress intended that 
the threshold be $32,000 for taxable 
events occurring on or after August 10, 
1993, but a technical correction will be 
needed so that the statute reflects that 
intent. 

Transition Provisions Regarding 
Identification of Securities for 
Purposes of Section 475(b)(2} 

Notice 93-45 

In the case of securities (within the 
meaning of section 475(c)(2) of the 
Internal Revenue Code) that are held 
on August 10, 1993, an identification is 
timely for purposes of section 
475(b)(2) of the Internal Revenue Code 
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if it is made on or before October 31, 
1993. 

In the case of securities acquired, 
originated, or entered into between 
August 10, 1993, and October 31, 
1993, an identification is timely for 
these purposes if it is made on or 
before October 31, 1993, or such later 
time as may be provided in regulations 
under section 475 of the Code. See 
section 475(b)(2) and H.R. Conf. Rep. 
No. 103-213, 103d Cong., 1st Sess. 
615 (1993) (anticipating that regula
tions will allow certain identifications 
to be made later than the day on which 
the identified security is acquired, 
originated, or entered into). 

Limitation on Passive Activity Losses 
and Credits-Technical Amendments 
to Regulations; Correction 

Notice 93-46 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Correcting amendments. 

SUMMARY: This document contains a 
correction to the temporary regulations 
(T.D. 8417 [1992-1 C.B. 173]), which 
was published in the Federal Register 
for Friday, May 15, 1992 (57 FR 
20747). The temporary regulations re
late to the limitation on passive activity 
losses and credits. 

EFFECTIVE DATES: May 15, 1992. 

SUPPLEMENTARY INFORMATION: 

Background 

The document that is the subject of 
this correction adopted as final regula
tions changes to the regulations under 
section 469 of the Internal Revenue 
Code, as amended. The regulations also 
revised the temporary regulations to 
reflect where portions have been 
adopted as final. 

Need for Correction 

As published, T.D. 8417 contains an 
error which may prove to be mislead
ing and is in need of clarification. 

List of Subjects in 26 CFR part 1 

. Income taxes, Reporting and record
keeping requirements. 

Accordingly, 26 CFR part 1 is cor
rected by making the following cor
recting amendment: 

PART I-INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

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

Authority: 26 V.S.c. 7805 *** 
Par. 2. Section 1.469-1T(e)(5) is 

amended by removing the reference 
"§1.469-1(e)(5)" and adding the ref
erence "§1.469-2(d)(2)(xii)" in its 
place. 

Jackie Burgess, 
Alternate Federal Register 

Liaison Officer, 
Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
August 25, 1993, 8:45 a.m .. and published in 
the issue of the Federal Register for August 
26. 1993. 58 F.R. 45059) 

LOW-Income Housing Tax Credit-
1993 Calendar Year Resident 
Population Estimates. 

Notice 93-47 

This notice informs (1) state and 
local housing credit agencies that allo
cate low-income housing tax credits 
under section 42 of the Internal Reve
nue Code, and (2) states and other 
issuers of tax-exempt private activity 
bonds under section 141, of the proper 
population figures to be used for 
calculating the 1993 calendar year 
population-based component of the 
state housing credit ceiling (Credit 
Ceiling) under section 42(h)(3)(C)(i) 
and the 1993 calendar year volume cap 
(Volume Cap) under section 146. 

The population figures for both the 
population-based component of the 
Credit Ceiling and the Volume Cap are 
determined by reference to section 
146U) of the Code. That section 
provides generally that determinations 
of population for any calendar year are 
made on the basis of the most recent 
census estimate of the resident popula
tion of a State (or issuing authority) 
released by the Bureau of the Census 
before the beginning of such calendar 
year. 

The proper population figures for 
calculating the Credit Ceiling and the 
Volume Cap for the 1993 calendar year 



are the estimates of the resident popu
lation of states for July 1, 1992, 
released by the Bureau of the Census 
on December 30, 1992, in press release 
CB92-276. For convenience, these esti
mates are reprinted below. 

Resident Population Estimates for 
July 1, 1992 

State Population 

Alabama 4,136,000 
Alaska 587,000 
Arizona 3,832,000 
Arkansas 2,399,000 
California 30,867,000 
Colorado 3,470,000 
Connecticut 3,281,000 
Delaware 689,000 
D.C. 589,000 
Florida 13,488,000 
Georgia 6,751,000 
Hawaii 1,160,000 
Idaho 1,067,000 
Illinois 11,631,000 
Indiana 5,662,000 
Iowa 2,812,000 
Kansas 2,523,000 
Kentucky 3,755,000 
Louisiana 4,287,000 
Maine 1,235,000 
Maryland 4,908,000 
Massachusetts 5,998,000 
Michigan 9,437,000 
Minnesota 4,480,000 
Mississippi 2,614,000 
Missouri 5,193,000 
Montana 824,000 
Nebraska 1,606,000 
Nevada 1,327,000 
New Hampshire 1,111,000 
New Jersey 7,789,000 
New Mexico 1,581,000 
New York 18,119,000 
North Carolina 6,843,000 
North Dakota 636,000 
Ohio 11,016,000 
Oklahoma 3,212,000 
Oregon 2,977,000 
Pennsylvania 12,009,000 
Rhode Island 1,005,000 
South Carolina 3,603,000 
South Dakota 711,000 
Tennessee 5,024,000 
Texas 17,656,000 
Utah 1,813,000 
Vennont 570,000 
Virginia 6,377,000 
Washington 5,136,000 
West Virginia 1,812,000 
Wisconsin 5,007,000 
Wyoming 466,000 

New Tax Bill Gives Refunds to 
Employees and Employers1 

Notice 93-48 

Recent tax law changes affect the tax 
treatment of educational assistance 
provided under employer-provided 
educational assistance plans. These 
changes could mean refunds for both 
employers and employees who partici
pated in these plans in 1992 or 1993. 
Accordingly, the IRS has set up special 
procedures to make it easier for indi
viduals to claim their refunds and to 
expedite the processing of refund 
claims by both employers and their 
individual employees. In addition, for 
purposes of retirement programs and 
individual retirement arrangements, the 
incomes of those employees who are 
entitled to these refunds may be treated 
as including or excluding this educa
tional assistance. 

Under the new law, the annual 
exclusion from income of up to $5,250 
of educational assistance benefits ap
plies retroactively to July 1, 1992. This 
tax benefit under section 127 of the 
Internal Revenue Code had previously 
expired on June 30, 1992. Employees 
can now get refunds of federal income, 
social security, and medicare taxes paid 
on excludable educational assistance 
benefits provided in the second half of 
1992 and social security and medicare 
taxes paid on excludable benefits 
provided in 1993. 

Some employers continued to ex
clude these benefits from their 
employees' income after June 30, 1992. 
Employees affected by these employer 
actions have not overpaid taxes on 
educational benefits and, thus, are not 
entitled to any refunds. 

Employee income tax refunds 

Employees entitled to refunds of 
income taxes for 1992 can claim them 
from the IRS by filing a Form 1040X, 
Amended U.S. Individual Income Tax 
Return. To do this, the employee needs 
a Form W-2c, Statement of Corrected 
Income and Tax Amounts, from their 
employer showing the corrected wages. 

Assume a single employee received a 
Form W-2, Wage and Tax Statement, 
showing $21,000 in wages which in-

[Based on News Release, IR-93-85 dated 
September 16, 1993. 

cludes $2,625 of employer-provided 
educational assistance during the sec
ond half of 1992. The Form W-2c the 
employee should receive will show the 
corrected wages as $18,375. 

Recognizing the unique circum
stances surrounding the retroactive ex
tension of the exclusion for employer
provided educational assistance, the 
IRS has developed special procedures 
to make it easier for affected 
employees to get their income tax 
refunds on an expedited basis. Under 
these special procedures, most 
employees need only include their 
name, address, social security number 
and "1992 tax year" on the Form 
1 040X, sign the form, and attach their 
Form W-2c. To expedite the process
ing of these amended returns, 
employees should notate "IRC 127" 
on the Form 1 040X in the top margin 
of the form. Representatives within IRS 
service centers have been trained to 
look for Form 1040X filings with the 
"IRC 127" designation, to accurately 
complete Form 1040X filings based on 
Form W-2c data provided by affected 
employees, and to process the "IRC 
127" Form 1040X returns as a priority 
item on an expedited basis. 

Some employees with a Form W-2c 
showing corrected wages of $22,370 or 
less for 1992 may now qualify for an 
earned income credit. These employees 
should complete a 1992 Schedule EIC. 
If you meet the qualifications of Part I, 
attach the Schedule EIC to Form 
1040X. Taxpayers who received the 
earned income credit in 1992 do not 
need to complete another Schedule 
EIC. IRS will automatically re
calculate the earned income credit and 
make the appropriate adjustments. 

Employee social security and 
medicare tax refunds 

For both 1992 and 1993, employees 
should request reimbursement of social 
security and medicare taxes from their 
employers. Reimbursements of social 
security and medicare taxes withheld so 
far in 1993 on educational assistance 
benefits may, for example, be used to 
adjust current or future pay. Under the 
facts mentioned above, that employee 
would get a refund of about $200 of 
social security and medicare tax from 
his or her employer. In the unusual 
case in which an employee is not able 
to obtain a refund of 1992 and 1993 
social security and medicare taxes from 
his or her employer, the employee may 
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file a Form 843, Claim for Refund and 
Request for Abatement, with the IRS. 
As with the Form 1040X, employees 
filing a claim for refund on Form 843 
should include the "IRC 127" notation 
in the top margin to expedite process
ing of their claim. 

Employer social security, medicare, 
and unemployment tax refunds 

The rules governing the payment of 
social security and medicare tax re
funds from an employer to its 
employees are not being changed. 
Under these rules, after refunding 
social security and medicare tax over
withholdings to their employees, 
employers may be able to reduce their 
federal income tax liability and de
posits for both the employer and 
employee portions of these taxes. Ad
justments should be reported on Form 
941, Employer's Quarterly Federal Tax 
Return and can be explained by the 
employer on Form 941 c, Supporting 
Statement To Correct Information. 

The rules governing employer social 
security and medicare tax refunds to 
employees, as well as rules governing 
refunds to employers of any social 
security, medicare, and unemployment 
taxes that they may have overpaid in 
1992 and 1993 are summarized in 
Circular E, Employer's Tax Guide. 
While these rules generally remain 
unchanged, any employer filing a Form 
843 to claim a refund of social 
security, medicare, and unemployment 
taxes should also include a "IRC 127" 
notation on the top margin of that form 
in order to avail itself of the same 
expedited refund claim procedures ap
plicable to their employees upon filing 
a Form 1040X. 

Taxpayer assistance 

Employees and employers having 
questions should call 1-800-829-1040. 
Calls received on this line will be 
forwarded to IRS taxpayer service 
representatives who are trained to 
answer questions about the retroactive 
extension of the employer-provided 
educational assistance exclusion. Addi
tionally. Forms 1040X and Forms 843 
and instructions can be obtained by 
calling l-800-TAX-FORM (1-800-
829-3676). 
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Weighted Average Interest Rate 
Update 

Notice 93~9 

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 section 
412(c)(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted Permissible 
Month Year Average Range 

September 1993 7.68 6.91 to 8.45 

Election for Banks to Establish a 
Conclusive Presumption of 
Worthlessness for Bad Debts 

Notice 93-50 

Under this notice, certain banks may 
elect on an amended return for a 
taxable year ending on or after Decem
ber 31, 1991, to use a method of 
accounting that establishes a conclusive 
presumption of worthlessness for debts 
based on book and tax conformity. The 
method is provided by section 1.166-
2(d)(3) of the Income Tax Regulations. 
This notice applies to a bank, as 
defined in section 1.166-2( d)( 4 )(i), that 
on or before December 1, 1993, filed 
or files a federal income tax return for 
a taxable year ending on or after 
December 31, 1991, but did not make 
an election under section 1.166-2(d)(3) 
for that year. 

Under section 1.166-2(d)(3)(iii)(C) 
of the regulations, a new bank makes 
the conformity election by attaching to 
its income tax return for its first 
taxable year a statement that it is 
adopting the method of accounting. 
Any other bank makes the election by 
attaching a Form 3115 (Application for 
Change in Accounting Method) to its 
tax return for the first year to which 
the election applies. 

Under section 1.166-2(d)(3)(iii)(D) 
of the regulations, a bank making the 
election must obtain an express deter
mination letter from its supervisory 
authority. This letter must indicate that 
the bank maintains and applies loan 
loss classification standards that are 

consistent with the regulatory standards 
of that supervisory authority. The re
quirements for that letter are contained 
in Rev. Proc. 92-84, 1992-2 C.B. 489, 
modifying and superseding Rev. Proc. 
92-18, 1992-1 c.B. 684. 

Section l.166-2(d)(3)(iii)(E) of the 
regulations provides a transition period 
election for taxable years ending before 
completion of the first examination of a 
bank by its supervisory authority that is 
after October 1, 1992, and that involves 
the bank's loan review process. Under 
this provision, a bank is deemed to 
satisfy the express determination re
quirement for those years if the state
ment or Form 3115 filed by the bank to 
make the election includes a declara
tion that the bank maintains and applies 
loan loss classification standards that 
are consistent with the regulatory 
standards of its supervisory authority. 

The required content of the express 
determination letter set forth in section 
l.166-2(d)(3)(iii)(D) of the regulations 
was changed by section 1.166-2T(d)
(3)(iii)(D) of the temporary income tax 
regulations (finalized by T.D. 8492, 
published in the Federal Register on 
October 18, 1993) to require that the 
supervisory authority determine that the 
bank's "loan loss classification stand
ards" (rather than "loan review and 
loss classification standards") are 
consistent with the authority'S stand
ards. This change was not published in 
the Federal Register until October 2, 
1992 (57 Fed. Reg. 45568), a date that 
was after the filing deadline for some 
returns on which a conformity election 
could have been made. Because the re
vised content of the express determina
tion letter was not yet known, a bank 
may have failed to make the con
formity election when it filed its 
federal income tax return for a taxable 
year for which it might have otherwise 
made the election. 

Accordingly, if on or before Decem
ber 1, 1993, a bank filed or files its 
federal income tax return for any 
taxable year ending on or after Decem
ber 31, 1991, but did not make a timely 
conformity election under section 
1.166-(2)( d)(3) of the regulations for 
the year, the bank may make the elec
tion by attaching a Form 3115 to an 
amended federal income tax return for 
that year. An amended return must also 
be filed for any subsequent taxable 
year for which a return has been filed. 
The amended return(s) must reflect the 
new method of accounting, must folloW 



the procedures set forth in the regula
tions, and must be filed on or before 
March 1, 1994. A bank that makes the 
conformity election pursuant to this 
notice must type or legibly print the 
following language at the top of the 
Ponn 3115: "THIS ELECTION UNDER 
SECTION 1.l66-2(d)(3) IS AN AUTO
MATIC CHANGE FILED PURSUANT 
TO NOTICE 93-50." 

Deferral of Increased 1993 Tax 

Notice 93-51 

Purpose. This notice provides guid
ance to those individual taxpayers who 
are liable for additional 1993 taxes 
solely by reason of the income tax rate 
increases provided by sections 13201 
and 13202 of the Omnibus Budget 
Reconciliation Act of 1993 (the Act). 
Under section 13201(d)(1) of the Act, 
taxpayers may elect to pay their 
"additional 1993 taxes" (as defined in 
section 13201(d)(4) of the Act) in three 
equal installments. 

Background. Section 13201(d)(2) of 
the Act provides that the first install
ment of additional 1993 taxes shall be 
paid on or before the due date of the 
federal tax return for the taxpayer's 
taxable year beginning in 1993. "Due 
date" means the date prescribed for 
filing the taxpayer's federal tax return, 
determined without regard to exten-

sions. The second installment shall be 
paid on or before the date 1 year after 
that due date, and the third installment 
shall be paid on or before the date 2 
years after that due date. 

Section 13201(d)(6) of the Act pro
vides that the election to pay the 
additional 1993 taxes in installments 
shall be made on the taxpayer's return 
for the taxable year beginning in 1993. 

Under section 13201(d)(3) of the 
Act, no interest under section 6601 of 
the Internal Revenue Code (relating to 
underpayment of tax) will be charged 
on the installments so long as they are 
timely paid. 

Section 13201(d)(5) of the Act pro
vides that if the taxpayer does not pay 
any installment on or before the date 
prescribed for its payment or if the 
Secretary believes that the collection of 
any amount payable in installments is 
in jeopardy, the Secretary shall imme
diately terminate the installment pay
ment election and any unpaid install
ments of the additional 1993 taxes shall 
be paid on notice and demand from the 
Secretary. 

Time for making the election. The 
election to pay the additional 1993 
taxes in installments must be made on 
the taxpayer's original federal tax 
return for the taxable year beginning in 
1993 filed by the due date of the re
turn, determined with regard to exten
sions. To make the election, the tax
payer must attach to Form 1040 (or 

$45.000 (90% of the 1993 liability of $50.000) 
(-) $ 1.600 (2/3 of the additional 1993 taxes). 

$43.400 (aggregate amount required for valid election) 

Because X made the election by the August 
15, 1994, extended due date and paid $44.000 
(which is more than $43,400) by April IS. 1994 
(the due date of the 1993 return without regard 
to extensions). X is eligible to pay the additional 
1993 taxes of $2,400 in three $800 installments. 
the first of which is treated as timely paid. Thus. 
X qualifies for a deferral of the remaining 
$1,600. X must pay the second installment of 
$800 on or before April 17. 1995 (April 15 falls 
on a Saturday). and the final installment of $800 
on or before April 15. 1996. 

Example 2. The facts are the same as in 
Example 1 except that X does not submit a 
payment with the timely filed Form 4868. Thus. 
X has paid only $43.000 by April 15. 1994 (the 
due date of the 1993 return without regard to 
extensions). Because X has paid less than 
$43.400 by April IS. 1994, X is not eligible to 
pay the additional 1993 taxes in installments. 

Example 3. The facts are the same as in 
Example 1 except that X submits a payment of 
$6.000 with the timely filed Form 4868. Because 
the total amount X paid ($49.000) by April IS. 
1994. is in excess of $43.400. X is eligible to 

pay the additional 1993 taxes in installments. 
Additionally. X is entitled to a refund of $600 
($49.000 (total amount paid) less $48.400 (total 
1993 liability of $50,000 minus the $1.600 
deferred amount)). 

Payment of subsequent installments. 
Taxpayers who qualify to pay addi
tional 1993 taxes in installments gener
ally may satisfy their second and third 
installment payment obligations by (I) 
applying a portion of any overpayment 
for a taxable year beginning in 1994 
(for the second installment) and 1995 
(for the third installment) that is 
attributable to available credits and 
payments made (including any withheld 
income taxes, estimated tax payments. 
payments with an extension request, or 
payments with the return) on or before 
the due date of the installment, and/or 
(2) sending to the Internal Revenue 

Form 1040NR) a completed Form 
8841, Deferral of Additional 1993 
Taxes, which will reflect the maximum 
amount that may be deferred. 

Payment of first installment. The first 
installment of additional 1993 taxes 
must be paid on or before the due date 
of the federal tax return for the taxable 
year beginning in 1993, determined 
without regard to extensions. A tax
payer will be treated as having timely 
paid the first installment only if the 
taxpayer has paid by the due date of 
the 1993 federal tax return (determined 
without regard to extensions) at least 
90 percent of the aggregate federal tax 
liability (pre-Act liability plus addi
tional 1993 taxes) for the taxable year. 
less an amount equal to 2/3 of the 
additional 1993 taxes. 

Example 1. X. an individual calendar year 
taxpayer. determines that amendments to the 
Code made by sections 13201 and 13202 of the 
Act will result in X having a larger income tax 
liability for calendar year 1993. X determines a 
pre-Act liability of $47.600 but. as a result of the 
amendments. the liability is $50.000. X has 
estimated tax and withholding credits totalling 
$43.000 for 1993. On April IS. 1994. X files a 
Form 4868. Application for Automatic Extension 
of Time to File U.S. Individual Income Tax 
Return. and submits an additional payment of 
$1.000 with the application. On August IS. 1994. 
X files a 1993 income tax return and attaches 
Form 8841 on which X elects to pay the 
additional 1993 taxes of $2.400 in installments. 

The aggregate amount that X paid as of April 
IS. 1994. through estimated tax and withholding 
credits and the payment sent with Form 4868. is 
$44.000. The aggregate amount required to be 
paid by X as of April 15. 1994. to qualify for the 
deferral. is determined as follows: 

Service on or before the installment 
due date a separate check or money 
order clearly designating the payment 
as an installment payment of 1993 
taxes. Further specific guidance regard
ing payment of the second and third 
installments will be forthcoming. 

Information Reporting for 
Discharges of Indebtedness 

Notice 93-52 

This notice provides procedures to 
follow in complying with the informa
tion reporting requirements imposed by 
the Omnibus Budget Reconciliation Act 
of 1993 (the Act) on certain financial 
entities with respect to discharges of 
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indebtedness after August 10, 1993, 
and before January I, 1994. 

Section 13252 of the Act added 
section 6050P to the Internal Revenue 
Code. Section 6050P requires certain 
financial entities to report on dis
charges of indebtedness of $600 or 
more. In genera!, the section 6050P 
reporting requirements apply to (I) 
financial institutions described in sec
tion 581 or 591 (a) and their regulated 
affiliates; (2) credit unions and their 
regulated affiliates; and (3) the Federal 
Deposit Insurance Corporation, the 
Resolution Trust Corporation, the Na
tional Credit Union Administration, any 
other federal executive agency (as 
defined in section 6050M), and their 
successors or subunits ("governmental 
entities" ). 

For governmental entities, the section 
6050P reporting requirements apply to 
discharges of indebtedness after August 
10, 1993, the date of enactment of the 
Act. For other financial entities, the 
section 6050P reporting requirements 
apply to discharges of indebtedness 
after December 31, 1993. 

To comply with the requirements of 
section 6050P of the Code, govern
mental entities must use Form 1099-G, 
Certain Government Payments, to re
port discharges of indebtedness dur
ing 1993. However, because section 
6050P was enacted after the 1993 Form 
1099-G was issued, that form does not 
request all the information required by 
section 6050P. 

Therefore, to help governmental enti
ties comply with the reporting require
ments of section 6050P, the following 
two rules apply for purposes of report
ing debts discharged after August 10, 
1993, and before January 1, 1994: 

(1) Because there is no space to 
report the date of discharge on the 
1993 Form 1099-G, filers must retain 
this information in their records for at 

least four years from the February 28, 
1994, due date of that form, in lieu of 
reporting this information on that form. 

(2) The amount of debt discharged 
must be reported regardless of whether 
the debtor is subject to tax on the 
discharged debt. Thus, the instruction 
relating to Box 5 of Form 1099-G that 
provides that a discharged debt should 
not be reported to the extent the debtor 
is insolvent or the debt was discharged 
in bankruptcy, should be ignored. 

Governmental entities should con
tinue to follow current Treasury De
partment guidelines to report debts dis
charged on or before August 10, 1993. 

The Service intends to publish fur
ther guidance under section 6050P of 
the Code relating to the information 
reporting requirements for debts dis
charged after 1993, and will issue a 
new Form 1099 for use in reporting 
discharges of indebtedness for 1994 
and subsequent years. The Service re
quests comments on issues raised by 
the new section 6050P reporting re
quirements, including the issue of when 
a discharge of indebtedness occurs for 
purposes of those requirements. Com
ments should be submitted in writing 
by November 15, 1993, to the Internal 
Revenue Service, P.O. Box 7604, Ben
jamin Franklin Station, Attn: 
CC:CORP:T:R (lA-Branch 6), Room 
5228, Washington, D.C. 20044. 

Weighted Average Interest Rate 
Update 

Notice 93-53 

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 section 412-

Notice 93-54 TABLE 1 

GNP IMPLICIT PRICE DEFLATORS 

(c )(7) of the Internal Revenue Code as 
amended by the Omnibus Budget Rec
onciliation Act of 1987 (OBRA 1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Month Year 

October 1993 

Weighted 
Average 

7.61 

Inflation Adjustment 

Notice 93-54 

Permissible 
Range 

6.85 to 8.37 

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 
section 43 for any taxable year is 
reduced if the "reference price," deter
mined under section 29(d)(2)(C), for 
the calendar year preceding the calen
dar year in which the taxable year 
begins is greater than $28 multiplied by 
the inflation adjustment factor for that 
year. 

The term "inflation adjustment fac
tor" means, with respect to any calen
dar year, a fraction the numerator of 
which is the GNP implicit price defla
tor for the preceding calendar year and 
the denominator of which is the GNP 
implicit price deflator for 1990. 

Because the reference price for the 
1992 calendar year does not exceed 
$28 multiplied by the inflation adjust
ment factor for the 1993 calendar year, 
the enhanced oil recovery credit for 
qualified costs paid or incurred in 1993 
is determined without regard to the 
phase-out for crude oil price increases. 

Table I contains the GNP implicit 
price deflator used for the 1993 calen
dar year, as well as the previously 
published GNP implicit price deflators 
used for the 1991 and 1992 calendar 
years. 

Calendar Year GNP Implicit Price Deflator 

112.9 (used for 1991) 
117.0 (used for 1992) 
120.9 (used for 1993) 
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Table 2 contains the inflation adjustment factor and phase-out amount for taxable years beginning in the 1993 calendar 
year as well as the previously published inflation adjustment factors and phase-out amounts for the 1991 and 1992 calendar 
years. 

Notice 93-54 TABLE 2 

INFLATION ADJUSTMENT FACTORS AND 
PHASE-OUT AMOUNTS 

Inflation 
Calendar Adjustment Phase-out 

Lobbying Expenses 

Notice 93-55 

Purpose. This notice provides guid
ance on the transition rules for the 
amendments made to sections 162( e) 
and 6033(e) of the Internal Revenue 
Code by section 13222 of the Omnibus 
Budget Reconciliation Act of 1993 (the 
Act), relating to the nondeductibility of 
lobbying expenditures and the tax that 
may be imposed on certain tax-exempt 
organizations that make such expend
itures. 

Background. Section 162( e) of the 
Code, as amended, denies a deduction 
for certain lobbying and political ex
penditures. Section 162( e )(3) denies a 
deduction for the dues (or other similar 
amounts) paid to certain tax-exempt 
organizations to the extent that the 
organization, at the time the dues are 
assessed or paid, notifies the dues 
payer that the dues are allocable to 
nondeductible lobbying and political 
expenditures of the type described in 
section 162( e). 

Section 6033( e)(1) of the Code, as 
amended, requires a tax-exempt organi
zation that pays or incurs nondeductible 
lobbying and political expenditures to 
notify its members, at the time the dues 
(or other similar amounts) are assessed 
or paid, of its reasonable estimate of 
the portion of the dues that is allocable 
to those expenditures. Section 6033(e)
(1) does not, however, apply to tax
exempt organizations described in sec
tion 501(c)(3), or to organizations that 
establish to the satisfaction of the 
Secretary that substantially all the dues 
they receive are nondeductible without 
regard to section 162( e). 

Section 6033(e)(2)(A) of the Code, 

Year Factor Amount 

1991 1.0000 0 
1992 1.0363 0 
1993 1.0708 0 

as amended, provides that if a tax
exempt organization fails to provide the 
notices required by section 6033( e)(1), 
or if the notices underestimate the 
actual amount of dues allocable to 
nondeductible lobbying and political 
expenditures, the organization is sub
ject to tax (at the highest rate imposed 
by section 11) on the aggregate amount 
of dues allocable to nondeductible 
lobbying and political expenditures 
paid or incurred during the taxable year 
that was not reported on the notices. 
However, section 6033(e)(2)(B) pro
vides that if a tax would be imposed on 
the organization because its estimate of 
the nondeductible portion of the dues 
was less than the actual amount alloca
ble to nondeductible lobbying and 
political expenditures, the Secretary 
may waive the tax if the organization 
agrees to increase the amount reason
ably estimated to be nondeductible for 
the following taxable year by the 
amount of the underestimate. 

Effective Date. Section 13222(e) of 
the Act provides that new sections 
162(e) and 6033(e) of the Code apply 
to amounts paid or incurred after 
December 31, 1993. Accordingly, these 
provisions apply to any dues assessed 
or received by certain tax-exempt orga
nizations (including dues assessed or 
recei ved on or before December 31, 
1993) to the extent the dues are 
allocable to lobbying and political 
expenditures paid or incurred by the 
tax-exempt organization after Decem
ber 31, 1993. 

Transition Rule for Dues Assessed or 
Received before 1994. With respect to 
dues assessed or received by a tax
exempt organization before 1994, that 
are allocable to nondeductible lobbying 

and political expenditures paid or in
curred after 1993, a tax exempt organi
zation may: 

(1) Provide its members with the 
notices required by section 6033( e)(1)
(A) at the time and in the manner 
specified in that section; 

(2) Pay the tax imposed by section 
6033(e)(2)(A) on the amount of dues 
actually allocable to nondeductible lob
bying and political expenditures; or 

(3) Increase its reasonable estimate 
of dues allocable to nondeductible 
lobbying and political expenditures for 
the following taxable year pursuant to 
section 6033( e )(2)(B) by the aggregate 
amount of dues actually allocable to 
nondeductible lobbying and political 
expenditures paid or incurred during 
the taxable year. 

If the notice provided under (1) above 
underestimates the amount of dues 
actually allocable to nondeductible lob
bying and political expenditures, then 
the tax-exempt organization may in
crease its reasonable estimate of the 
dues allocable to nondeductible lobby
ing and political expenditures for the 
following taxable year (as provided in 
(3) above) in lieu of paying the tax 
imposed by section 6033(e)(2)(A). 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 93-56 

In order to comply with the mandate 
of section 999(a)(3) of the Internal 
Revenue Code of 1986, the Department 
of the Treasury is publishing a current 
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list of countries which may require 
participation in, or cooperation with, an 
international boycott (within the mean
ing of section 999(b)(3) of the Internal 
Revenue Code of 1986). 

On the basis of the best information 
currently available to the Department 
of the Treasury, the following countries 
may require participation in, or cooper
ation with. an international boycott 
(within the meaning of section 
999(b)(3) of the Internal Revenue Code 
of 1986): 

Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 
Oman 
Qatar 
Saudi Arabia 
Syria 
United Arab Emirates 
Yemen, Republic of 

Dated: October 1, 1993. 

Samuel Y. Sessions, 
Deputy Assistant Secretary 

for Tax Policy. 

(Filed by the Office of the Federal Register on 
October 14. 1993. 8:45 a.m .. and published in 
the issue of the Federal Register for October 
15. 1993. 58 F.R. 53621) 
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Weighted Average Interest Rate 
Update 

Notice 93-57 

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 section 
412(c)(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted Permissible 
Month Year Average Range 

November 1993 7.54 6.79 to 8.29 

Suggestions to Improve Notices and 
Letters to Taxpayers 

Notice 93-58 

A few years ago the Internal Reve
nue Service found that it was not 
serving its customers-the taxpayers
as well as it could through its letters 
and notices program. Taxpayers often 
found them to be hard to understand 
and confusing. Research showed that 

taxpayers were having an increasingly 
hard time trying to comply with the tax 
laws simply because they could not 
understand what actions they needed to 
take. 

In response, the Service created a 
Notice Clarity team several years ago 
with the mission of improving the 
letters and notices mailed to taxpayers. 
A lot of work has been done since then 
to reduce the amount of unnecessary 
jargon that had crept into Service 
communications and to clarify the 
message to taxpayers. 

But still more can be done. The tax 
preparation community can help. The 
Service would like to hear from you if 
you know of a particular Service letter 
or notice that you believe needs to be 
improved to make it more comprehens
ible to the average taxpayer. 

If you know of a letter or notice that 
you would like to see improved, send 
your comments and suggestions to: 

Internal Revenue Service 

Attn: Barbara Murray, PC:FP:N 
Room 2516 

1111 Constitution Avenue, NW 
Washington, DC 20224 

As taxpayers and practitioners, you 
have an important role to play in 
ensuring the success of our tax system. 
We value your opinions and welcome 
your support in this effort. 



Tables for Figuring Amount Exempt from Levy on Wages, Salary, and Other Income 

Notice 93-59 

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 1994. 

1. Table for Figuring Amount Exempt from Levy on Wages, Salary, and Other Income (Forms 668-W, 668-W(c», & 668-
W(c)(DO» 1994 

(Amounts are for each pay period.) 

Filing Status: Single 

Number of Exemptions Claimed on Statement 

Pay Period 1 2 3 4 5 6 More Than 6 

Daily 24.04 33.46 42.88 52.31 
14.62 plus 9.42 for 

6l.73 71.15 each exemption 

73.08 plus 47.12 for 
Weekly 120.19 167.31 214.42 261.54 308.65 355.77 each exemption 

146.15 plus 94.23 
Biweekly 240.38 334.62 428.85 523.08 617.31 71l.54 for each exemption 

158.33 plus 102.08 
Semi-monthly 260.42 362.50 464.58 566.67 668.75 770.83 for each exemption 

316.67 plus 204.17 
Monthly 520.83 725.00 929.17 1133.33 1337.50 1541.67 for each exemption 

Filing Status: Unmarried Head of Household 

Number of Exemptions Claimed on Statement 

Pay Period 1 2 3 4 5 6 More Than 6 

21.54 plus 9.42 for 
Daily 30.96 40.38 49.81 59.23 68.65 78.08 each exemption 

107.69 plus 47.12 
Weekly 154.81 201.92 249.04 296.15 343.27 390.38 for each exemption 

215.38 plus 94.23 
Biweekly 309.62 403.85 498.08 592.31 686.54 780.77 for each exemption 

233.33 plus 102.08 
Semi-monthly 335.42 437.50 539.58 641.67 743.75 845.83 for each exemption 

466.67 plus 204.17 
Monthly 670.83 875.00 1079.17 1283.33 1487.50 1691.67 for each exemption 
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Pay Period 1 

Daily 33.85 

Weekly 169.23 

Biweekly 338.46 
:-

Semi -month 1 y 366.67 

Monthly 733.33 

Pay Period 1 

Daily 21.63 

Weekly 108.17 

Biweekly 216.35 

Semi -monthl y 234.38 

Monthly 468.75 

Filing Status 

Single or Head 
of Household 

Any Other 
Filing Status 

Filing Status: Married Filing Joint (and Qualifying Widow(er)s) 

* 

1 
2 

1 
2 
3 
4 

Number of Exemptions Claimed on Statement 

2 3 4 5 6 

43.27 52.69 62.12 71.54 80.96 

216.35 263.46 310.58 357.69 404.81 

432.69 526.92 621.15 715.38 809.62 

468.75 570.83 672.92 775.00 877.08 

937.50 1141.67 1345.83 1550.00 1754.17 

Filing Status: Married Filing Separate 

Number of Exemptions Claimed on Statement 

2 3 4 5 6 

31.06 40.48 49.90 59.33 68.75 

155.29 202.40 249.52 296.63 343.75 

310.58 404.81 499.04 593.27 687.50 

336.46 438.54 540.63 642.71 744.79 

672.92 877.08 1081.25 1285.42 1489.58 

2. Table for Figuring Additional Exempt Amount for 
Taxpayers at Least 65 years Old and/or Blind 

More Than 6 

24.42 plus 9.42 for 
each exemption 

122.12 plus 47.12 
for each exemption 

244.23 plus 94.23 
for each exemption 

264.58 plus 102.08 
for each exemption 

529.17 plus 204.17 
for each exemption 

More Than 6 

12.21 plus 9.42 for 
each exemption 

61.06 plus 47.12 for 
each exemption 

122.12 plus 94.23 
for each exemption 

132.29 plus 102.08 
for each exemption 

264.58 plus 204.17 
for each exemption 

Additional Exempt Amount 

Daily Wkly Bi-Wkly Semi-Mo Monthly 

3.65 18.27 36.54 39.58 79.17 
7.31 36.54 73.08 79.17 158.33 

2.88 14.42 28.85 31.25 62.50 
5.77 28.85 57.69 62.50 125.00 
8.65 43.27 86.54 93.75 187.50 

11.54 57.69 115.38 125.00 250.00 

* ADDITIONAL STANDARD DEDUCTION claimed on Parts 3, 4, & 5 of levy. 

342 1993-2 C.B. 



-
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 $214.42 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, $232.69 is exempt from this levy ($214.42 plus $18.27). 

3. A taxpayer who is married, files jointly, is paid bi-weekly, and claims two exemptions (including one for the taxpayer) 
has $432.69 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, $490.38 is exempt from this levy ($432.69 plus 
$57.69). 

Weighted Average Interest Rate 
Update 

Notice 93-60 

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 section 
412(c)(7) of the Internal Revenue Code 
as amended by the Omnibus Budget 
Reconciliation Act of 1987 (OBRA 
1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted 
Month Year Average 

December 1993 7.48 

Permissible 
Range 

6.73 to 8.23 

26 CFR 601.104: Collection functions. 
(Also Part I. Sections 894. 1441. 3402; 
1.894-1.) 

Rev. Proc. 93-22A 

SECTION 1. PURPOSE 

This revenue procedure modifies sec
tion 4 of Rev. Proc. 93-22, 1993-1 
C.B. 535, which provides the countries 
for which the treaty with the former 
Union of Soviet Socialist Republics 
remains in effect. The first sentence of 
section 4 is revised to read as follows: 

The treaty with the former Union of 
Soviet Socialist Republics remains in 
effect for the following countries: 
Armenia, Azerbaijan, Byelarus, 
Georgia, Kazakhstan, Kyrgyzstan, 
Moldova, Russia, Tajikistan, Tur
kmenistan, Ukraine, and Uzbekistan. 

In addition, this revenue procedure 
modifies section 5 of Rev. Proc. 93-22, 
which incorrectly states that the new 
treaty with Finland provides an exemp
tion for income earned by alien 
teachers and researchers but does not 
provide an exemption for income 
earned by alien students. The second 
sentence of Section 5 is revised to read 
as follows: 

The new treaty does not provide for 
an exemption for income earned by 
alien teachers and researchers, and 
the exemption for income earned by 
alien students and trainees (under 
Article 20) applies only to payments 
that arise outside of the United 
States. 

SEC. 2. EFFECT ON OTHER 
DOCUMENTS AND EFFECTIVE 
DATE 

Rev. Proc. 93-22 is modified as if 
the new language had appeared in Rev. 
Proc. 93-22 when it was first pub
lished. Rev. Proc. 93-22 incorporates 
this modification in Cumulative Bul
letin 1993-1. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I. Sections 61. 83. 721; 1.721-1.) 

Rev. Proc. 93-27 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance on the treatment of the receipt 
of a partnership profits interest for 
services provided to or for the benefit 
of the partnership. 

SEC. 2. DEFINITIONS 

The following definitions apply for 
purposes of this revenue procedure. 

.01 A capital interest is an interest 
that would give the holder a share of 
the proceeds if the partnership's assets 
were sold at fair market value and then 
the proceeds were distributed in a 
complete liquidation of the partnership. 
This determination generally is made at 
the time of receipt of the partnership 
interest. 

.02 A profits interest is a partnership 
interest other than a capital interest. 

SEC. 3. BACKGROUND 

Under section 1.721-1(b)(1) of the 
Income Tax Regulations, the receipt of 
a partnership capital interest for serv
ices provided to or for the benefit of 
the partnership is taxable as compensa
tion. On the other hand, the issue of 
whether the receipt of a partnership 
profits interest for services is taxable 
has been the subject of litigation. Most 
recently, in Campbell v. Commissioner. 
943 F.2d 815 (8th Cir. 1991), the 
Eighth Circuit in dictum suggested that 
the taxpayer's receipt of a partnership 
profits interest received for services 
was not taxable, but decided the case 
on valuation. Other courts have deter
mined that in certain circumstances the 
receipt of a partnership profits interest 
for services is a taxable event under 
section 83 of the Internal Revenue 
Code. See. e.g., Campbell v. Commis
sioner, T.C.M. 1990-236, rev'd, 943 
F.2d 815 (8th Cir. 1991); St. John v. 
United States, No. 82-1134 (C.D. Ill. 
Nov. 16, 1983). The courts have also 
found that typically the profits interest 
received has speculative or no deter
minable value at the time of receipt. 
See Campbell, 943 F.2d at 823; St. 
John. In Diamond v. Commissioner. 56 
T.C. 530 (1971), aff'd, 492 F.2d 286 
(7th Cir. 1974), however, the court 
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assumed that the interest received by 
the taxpayer was a partnership profits 
interest and found the value of the 
interest was readily determinable. In 
that case, the interest was sold soon 
after receipt. 

SEC. 4. APPLICATION 

.01 Other than as provided below, if 
a person receives a profits interest for 
the provision of services to or for the 
benefit of a partnership in a partner 
capacity or in anticipation of being a 
partner, the Internal Revenue Service 
will not treat the receipt of such an 
interest as a taxable event for the 
partner or the partnership. 

.02 This revenue procedure does not 
apply: 

(1) If the profits interest relates to a 
substantially certain and predictable 
stream of income from partnership as
sets, such as income from high-quality 
debt securities or a high-quality net 
lease; 

(2) If within two years of receipt, 
the partner disposes of the profits in
terest; or 

(3) If the profits interest is a limited 
partnership interest in a "publicly 
traded partnership" within the meaning 
of section 7704(b) of the Internal Rev
enue Code. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; 
determination of correct tax liability. 
(Also Part 1, Section 301.9100-1.) 

Rev. Proc. 93-28 

SECTION 1. PURPOSE 

This revenue procedure modifies 
Rev. Proc. 92-85, 1992-2 C.B. 490, to 
bring the revenue procedure into con
formity with new section 301.9100-
1 (b) of the Procedure and Administra
tion Regulations. In addition, this reve
nue procedure clarifies the rule in sec
tion 5 of Rev. Proc. 92-85 regarding 
whether a taxpayer has acted reason
ably and in good faith in the case of a 
taxpayer that avoids an accuracy
related penalty by filing a qualified 
amended return. Finally, this revenue 
procedure deletes from the list of 
elections eligible for automatic relief 
under section 4.01 of Rev. Proc. 92-85 
the transitional elections under sections 
1.337(d)-1(a)(2)(ii) and 1.337(d)-
1 (b )(2)(ii) of the Income Tax Regula
tions and the election to exclude 
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foreign earned income under section 
1.911-7(a). 

SEC. 2. BACKGROUND 

.01 Section 301.9100-1 of the reg
ulations sets forth rules regarding ex
tensions of time for making certain 
elections. Rev. Proc. 92-85 sets forth 
the standards the Internal Revenue 
Service will use to determine whether 
to grant relief under section 301.9100-
l(a). The change to section 301.9100-
1 (b) removes the special transitional 
rule for elections required to be made 
prior to April 5, 1991, under subtitles 
B, C, D, and F, except for elections 
under section 4980A of the Internal 
Revenue Code. Accordingly, the effec
tive date of Rev. Proc. 92-85 is 
amended to clarify that the standards 
announced in this revenue procedure 
now apply to all elections except those 
under section 4980A. 

.02 Section 5.01(4)(a) of Rev. Proc. 
92-85 provides that a taxpayer will not 
be considered to have acted reasonably 
and in good faith if a taxpayer seeks to 
alter a return position for which an 
accuracy-related penalty has been or 
could have been imposed. Section 
5.01(4)(a) is amended to provide that if 
the taxpayer files a qualified amended 
return within the meaning of section 
1.6664-2( c )(3) of the regUlations, the 
qualified amended return will be taken 
into account in accordance with the 
regulations under sections 6662 and 
6664 of the Code in determining 
whether the return position is one for 
which an accuracy-related penalty may 
be imposed. 

.03 Transitional elections under sec
tions l.337(d)-I(a)(2)(ii) and 1.337(d)-
1 (b )(2)(ii) of the regulations are cur
rently included in the list of elections 
in Appendix A of Rev. Proc. 92-85. 
Section 4 of Rev. Proc. 92-85 is ef
fective for elections whose due dates 
(excluding extensions) fall on or after 
October 1, 1992. However, the original 
due date for the transitional elections 
under sections 1.337(d)-I(a)(2)(ii) and 
l.337(d)-1 (b )(2)(ii) occurs before Oc
tober 1, 1992. Therefore, these transi
tional elections are deleted from Ap
pendix A. 

The election under section 1.911-
7(a) of the regulations is likewise 
currently included in the list of elec
tions in Appendix A of Rev. Proc. 92-
85. New regulations under section 911 
of the Code will revise the standards 
under which the Service may grant 

relief to taxpayers who fail to make the 
section 911 election in a timely fash
ion. Accordingly, the election to ex
clude foreign earned income under 
section 1.911-7(a) is deleted from 
Appendix A. 

SEC. 3. ACTION 

.01 Section 10 of Rev. Proc. 92-85 
is amended to read as follows: 

Section 4 of this revenue proce
dure, concerning automatic exten
sions, is effective for elections whose 
due dates (excluding extensions) fall 
on or after October I, 1992. Section 
5 of this revenue procedure is 
effective for all tax years. 
.02 Section 5.01(4)(a) of Rev. Proc. 

92-85 is amended to read as follows: 
the taxpayer seeks to alter a return 

position for which an accuracy
related penalty has been or could be 
imposed under section 6662 of the 
Code at the time the taxpayer re
quests relief under this revenue 
procedure (taking into account any 
qualified amended return filed within 
the meaning of section 1.6664-
2(c)(3) of the regulations) and the 
new position requires or permits an 
election for which relief is requested; 
or 
.03 Appendix A of Rev. Proc. 92-85 

is amended to delete the transitional 
elections under sections 1.337(d)
l(a)(2)(ii) and 1.337(d)-I(b)(2)(ii) of 
the regulations and the election under 
section 1.911-7(a). 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, Section 846; 1.846-1.) 

Rev. Proc. 93-29 

SECTION 1. PURPOSE 

This revenue procedure prescribes 
the loss payment patterns and discount 
factors for the 1993 accident year. 
These factors will be used for comput
ing discounted unpaid losses under sec
tion 846 of the Internal Revenue Code. 
See Rev. Proc. 92-47, 1992-1 C.B. 
980, for background 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 dls-



count its unpaid losses under section 
846 for a line of business using discount 
factors published by the Secretary. 

SEC. 3. TABLES OF DISCOUNT 
FACTORS 

.01 The following tables present sep
arately for each line of business the 

HomeownerslFannowners 

Cumulative 
Losses 

Tax Year Paid 
(%) 

AY+ 0 66.8753 
AY+ 1 90.4633 
AY+ 2 93.3914 
AY+ 3 95.7081 
AY+ 4 97.4081 
AY+ 5 98.6271 
AY+ 6 99.1528 
AY+ 7 99.5425 
AY+ 8 99.7318 
AY+ 9 99.8063 
AY+1O N/A 
AY+l1 N/A 
AY+12 N/A 

discount factors under section 846 for 
accident year 1993. All the discount 
factors presented in this section were 
detennined using the applicable interest 
rate under section 846( c) for 1993. 
which is 8.10 percent. and by assuming 
all loss payments occur in the middle 
of the calendar year. 

.02 If the groupings of individual 

Tables of Unpaid Loss Discount Factors 
Section 846 

1993 
Interest rate: 8.1 percent 

Discounted 
Estimated Unpaid 

Losses Paid Losses at 
Each Year Year end 

(%) (%) 

66.8753 30.1601 
23.5880 8.0784 
2.9281 5.6883 
2.3167 3.7404 
1.7000 2.2759 
1.2190 1.1929 
0.5257 0.7429 
0.3897 0.3979 
0.1893 0.2333 
0.0745 0.1747 
0.0745 0.1114 
0.0745 0.0430 
0.0447 0.0000 

Private Passenger Auto LiabilitylMedical 

Discounted 
Cumulative Estimated Unpaid 

Losses Losses Paid Losses at 
Tax Year Paid Each Year Year end 

(%) (%) (%) 

AY+ 0 34.7617 34.7617 57.7089 
AY+ 1 66.2963 31.5346 29.5964 
AY+ 2 81.2140 14.9177 16.4835 
AY+ 3 89.8272 8.6132 8.8635 
AY+ 4 94.4549 4.6277 4.7700 
AY+ 5 96.8788 2.4239 2.6361 
AY+ 6 98.1526 1.2738 1.5253 
AY+ 7 98.6962 0.5436 1.0837 
AY+ 8 99.0485 0.3523 0.8052 
AY+ 9 99.2667 0.2182 0.6435 
AY+lO N/A 0.2182 0.4688 
AY+l1 N/A 0.2182 0.2799 
AY+12 N/A 0.2182 0.0757 
AY+13 N/A 0.0787 0.0000 

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 
discounting patterns that would have 
applied to those unpaid losses based on 
their classification on the 1990 annual 
statement. 

.03 Tables 

Unpaid 
Losses at Discount 
Year End Factor 

(%) (%) 

33.1247 91.0503 
9.5367 84.7086 
6.6086 86.0753 
4.2919 87.1510 
2.5919 87.8081 
1.3729 86.8849 
0.8472 87.6872 
0.4575 86.9692 
0.2682 86.9869 
0.1937 90.2093 
0.1192 93.4801 
0.0447 96.1805 
0.0000 N/A 

Unpaid 
Losses at Discount 
Year End Factor 

(%) (%) 

65.2383 88.4585 
33.7037 87.8134 
18.7860 87.7439 
10.1728 87.1294 
5.5451 86.0212 
3.1212 84.4601 
1.8474 82.5653 
1.3038 83.1167 
0.9515 84.6210 
0.7333 87.7570 
0.5151 91.0080 
0.2969 94.2703 
0.0787 96.1805 
0.0000 N/A 
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Commercial AutolTruck LiabilitylMedical 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 

Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 20.8439 20.8439 67.1321 79.1561 84.8098 

AY+ I 47.3136 26.4697 45.0490 52.6864 85.5040 

AY+ 2 65.6475 18.3340 29.6360 34.3525 86.2702 

AY+ 3 79.0481 13.4005 18.1038 20.9519 86.4062 

AY+ 4 86.8945 7.8465 11.4121 13.1055 87.0791 

AY+ 5 92.4503 5.5558 6.5601 7.5497 86.8922 

AY+ 6 95.5751 3.1247 3.8426 4.4249 86.8400 

AY+ 7 97.3052 1.7302 2.3550 2.6948 87.3913 

AY+ 8 98.1469 0.8417 1.6706 1.8531 90.1546 

AY+ 9 98.8549 0.7080 1.0699 1.1451 93.4296 
AY+1O N/A 0.7080 0.4204 0.4371 96.1805 
AY+ll N/A 0.4371 0.0000 0.0000 N/A 

Workers' Compensation 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 22.3366 22.3366 62.1095 77.6634 79.9727 
AY+ 1 50.6941 28.3575 37.6568 49.3059 76.3738 
AY+ 2 66.1886 15.4945 24.5971 33.8114 72.7481 
AY+ 3 74.4228 8.2342 18.0283 25.5772 70.4859 
AY+ 4 79.5663 5.1434 14.1409 20.4337 69.2037 
AY+ 5 83.7227 4.1564 10.9648 16.2773 67.3626 
AY+ 6 86.1316 2.4089 9.3484 13.8684 67.4080 
AY+ 7 88.4452 2.3136 7.7001 11.5548 66.6403 
AY+ 8 88.9625 0.5173 7.7860 11.0375 70.5415 
AY+ 9 89.9266 0.9641 7.4143 10.0734 73.6028 
AY+lO N/A 0.9641 7.0125 9.1093 76.9816 
AY+l1 N/A 0.9641 6.5782 8.1453 80.7606 
AY+12 N/A 0.9641 6.1086 7.1812 85.0644 
AY+13 N/A 0.9641 5.6011 6.2171 90.0912 
AY+14 N/A 0.9641 5.0524 5.2530 96.1805 
AY+15 N/A 5.2530 0.0000 0.0000 N/A 
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Commercial Multiple Peril 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 33.4193 33.4193 55.0330 66.5807 82.6561 
AY+ 1 59.1296 25.7103 32.7594 40.8704 80.1543 
AY+ 2 67.4080 8.2784 26.8058 32.5920 82.2464 
AY+ 3 75.7571 8.3491 20.2964 24.2429 83.7209 
AY+ 4 83.8673 8.1102 13.5081 16.1327 83.7313 
AY+ 5 89.5799 5.7126 8.6628 10.4201 83.1356 
AY+ 6 93.4124 3.8325 5.3798 6.5876 81.6657 
AY+ 7 95.6455 2.2331 3.4938 4.3545 80.2343 
AY+ 8 96.9571 1.3116 2.4132 3.0429 79.3033 
AY+ 9 97.4497 0.4926 2.0964 2.5503 82.2029 
AY+1O N/A 0.4926 1.7541 2.0577 85.2441 
AY+11 N/A 0.4926 1.3840 1.5651 88.4279 
AY+12 N/A 0.4926 0.9839 1.0725 91.7413 
AY+13 N/A 0.4926 0.5515 0.5799 95.0958 
AY+14 N/A 0.4926 0.0839 0.0873 96.1805 
AY+15 N/A 0.0873 0.0000 0.0000 N/A 

Medical Malpractice 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 3.7026 3.7026 65.4307 96.2974 67.9465 
AY+ 1 11.5535 7.8510 62.5679 88.4465 70.7409 
AY+ 2 21.9296 10.3761 56.8478 78.0704 72.8160 
AY+ 3 32.8555 10.9259 50.0926 67.1445 74.6042 
AY+ 4 46.6164 13.7609 39.8428 53.3836 74.6349 
AY+ 5 60.9092 14.2928 28.2097 39.0908 72.1644 
AY+ 6 69.2349 8.3257 21.8383 30.7651 70.9841 
AY+ 7 71.6574 2.4225 21.0885 28.3426 74.4057 
AY+ 8 73.7610 2.1036 20.6096 26.2390 78.5455 
AY+ 9 77.8395 4.0786 18.0384 22.1605 81.3991 
AY+10 N/A 4.0786 15.2590 18.0819 84.3882 
AY+l1 N/A 4.0786 12.2544 14.0033 87.5109 

AY+12 N/A 4.0786 9.0065 9.9248 90.7479 

AY+13 N/A 4.0786 5.4955 5.8462 94.0015 

AY+14 N/A 4.0786 1.7001 1.7676 96.1805 

AY+15 N/A 1.7676 0.0000 0.0000 N/A 
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Special Liability (Ocean Marine, Aircraft (all Perils), Boiler and Machinery) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 31.2231 31.2231 59.8151 68.7769 86.9697 
AY+ 1 68.2247 37.0016 26.1891 31.7753 82.4196 
AY+ 2 80.2858 12.0611 15.7703 19.7142 79.9948 
AY+ 3 85.4166 5.1308 11.7131 14.5834 80.3185 
AY+ 4 89.4028 3.9862 8.5175 10.5972 80.3745 
AY+ 5 93.2493 3.8465 5.2081 6.7507 77.1492 
AY+ 6 94.0515 0.8022 4.7959 5.9485 80.6238 
AY+ 7 95.8901 1.8386 3.2727 4.1099 79.6310 
AY+ 8 97.7995 1.9093 1.5526 2.2005 70.5582 
AY+ 9 97.9920 0.1925 1.4782 2.0080 73.6179 
AY+1O N/A 0.1925 1.3978 1.8155 76.9945 
AY+ll N/A 0.1925 1.3109 1.6230 80.7708 
AY+12 N/A 0.1925 1.2169 1.4304 85.0713 
AY+13 N/A 0.1925 1.1153 1.2379 90.0945 
AY+14 N/A 0.1925 1.0055 1.0454 96.1805 
AY+15 N/A 1.0454 0.0000 0.0000 N/A 

Other Liability 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 9.9737 9.9737 64.8824 90.0263 72.0705 
AY+ 1 21.8819 11.9082 57.7568 78.1181 73.9352 
AY+ 2 32.5583 10.6764 51.3347 67.4417 76.1172 
AY+ 3 41.4543 8.8960 46.2436 58.5457 78.9871 
AY+ 4 56.3583 14.9040 34.4934 43.6417 79.0377 
AY+ 5 71.6763 15.3180 21.3611 28.3237 75.4177 
AY+ 6 78.0397 6.3635 16.4752 21.9603 75.0227 
AY+ 7 82.2566 4.2168 13.4254 17.7434 75.6640 
AY+ 8 85.2754 3.0188 11.3741 14.7246 77.2458 
AY+ 9 87.4014 2.1260 10.0851 12.5986 80.0488 
AY+lO N/A 2.1260 8.6915 10.4727 82.9927 AY+ll N/A 2.1260 7.1852 8.3467 86.0839 AY+12 N/A 2.1260 5.5568 6.2207 89.3267 AY+13 N/A 2.1260 3.7965 4.0948 92.7154 AY+14 N/A 2.1260 1.8936 1.9688 96.1805 AY+15 N/A 1.9688 0.0000 0.0000 N/A 
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Special Property (Fire, Allied Lines, Inland Marine, Earthquake, Glass, Burglary, and Theft) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 57.7817 57.7817 39.3766 42.2183 93.2692 
AY+ 1 88.3390 30.5573 10.7954 11.66lO 92.5771 
AY+ 2 N/A 5.8305 5.6078 5.8305 96.1805 
AY+ 3 N/A 5.8305 0.0000 0.0000 N/A 

Auto Physical Damage 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 84.1827 84.1827 15.0940 15.8173 95.4273 
AY+ 1 98.8697 14.6870 1.0464 1.1303 92.5771 
AY+ 2 N/A 0.5651 0.5436 0.5651 96.1805 
AY+ 3 N/A 0.5651 0.0000 0.0000 N/A 

Fidelity, Surety, Financial Guaranty, Mortgage Guaranty 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 25.1728 25.1728 67.5030 74.8272 90.2119 
AY+ 1 57.6281 32.4553 39.2267 42.3719 92.5771 
AY+ 2 N/A 21.1859 20.3768 21.1859 96.1805 
AY+ 3 N/A 21.1859 0.0000 0.0000 N/A 

Other (including Credit, Accident and Health) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 

Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 63.6725 63.6725 33.7692 36.3275 92.9578 

AY+ 1 88.8927 25.2202 lO.2828 l1.lO73 92.5771 

AY+ 2 N/A 5.5536 5.3415 5.5536 96.1805 

AY+ 3 N/A 5.5536 0.0000 0.0000 N/A 
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International (Composite) 
Discounted 

Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 

Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 30.8006 30.8006 56.8224 69.1994 82.1140 

AY+ I 56.9235 26.1229 34.2648 43.0765 79.5440 

AY+ 2 68.6906 11.7671 24.8058 31.3094 79.2280 

AY+ 3 76.7697 8.0791 18.4152 23.2303 79.2722 

AY+ 4 83.5336 6.7639 12.8743 16.4664 78.1853 

AY+ 5 88.9725 5.4390 8.2622 11.0275 74.9237 

AY+ 6 91.6218 2.6493 6.1769 8.3782 73.7264 

AY+ 7 93.4305 1.8087 4.7967 6.5695 73.0153 

AY+ 8 94.3638 0.9333 4.2149 5.6362 74.7829 

AY+ 9 95.0595 0.6957 3.8330 4.9405 77.5833 

AY+1O N/A 0.6957 3.4202 4.2448 80.5728 

AY+ll N/A 0.6957 2.9739 3.5492 83.7922 

AY+12 N/A 0.6957 2.4915 2.8535 87.3145 

AY+13 N/A 0.6957 1.9700 2.1578 91.2971 

AY+14 N/A 0.6957 1.4063 1.4622 96.1805 

AY+15 N/A 1.4622 0.0000 0.0000 N/A 

Reinsurance A 
Discounted 

Cumulative Estimated Unpaid Unpaid 
Losses Losses Paid Losses at Losses at Discount 

Tax Year Paid Each Year Year end Year End Factor 
(%) (%) (%) (%) (%) 

AY+ 0 35.8044 35.8044 57.7100 64.1956 89.8971 
AY+ 1 72.2671 36.4628 24.4738 27.7329 88.2483 
AY+ 2 79.1294 6.8622 19.3214 20.8706 92.5771 
AY+ 3 N/A 10.4353 10.0367 10.4353 96.1805 
AY+ 4 N/A 10.4353 0.0000 0.0000 N/A 

Reinsurance B (Composite) 
Discounted 

Cumulative Estimated Unpaid Unpaid 
Losses Losses Paid Losses at Losses at Discount 

Tax Year Paid Each Year Year end Year End Factor 
(%) (%) (%) (%) (%) 

AY+ 0 30.8006 30.8006 56.8224 69.1994 82.1140 
AY+ I 56.9235 26.1229 34.2648 43.0765 79.5440 
AY+ 2 68.6906 11.7671 24.8058 31.3094 79.2280 
AY+ 3 76.7697 8.0791 18.4152 23.2303 79.2722 
AY+ 4 83.5336 6.7639 12.8743 16.4664 78.1853 
AY+ 5 88.9725 5.4390 8.2622 11.0275 74.9237 
AY+ 6 91.6218 2.6493 6.1769 8.3782 73.7264 
AY+ 7 93.4305 1.8087 4.7967 6.5695 73.0153 
AY+ 8 94.3638 0.9333 4.2149 5.6362 74.7829 
AY+ 9 95.0595 0.6957 3.8330 4.9405 77.5833 
AY+1O N/A 0.6957 3.4202 4.2448 80.5728 
AY+ll N/A 0.6957 2.9739 3.5492 83.7922 
AY+12 N/A 0.6957 2.4915 2.8535 87.3145 
AY+13 N/A 0.6957 1.9700 2.1578 91.2971 
AY+14 N/A 0.6957 1.4063 1.4622 96.1805 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 
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Reinsurance C 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 23.0513 23.0513 67.5856 76.9487 87.8321 
AY+ 1 47.1565 24.1051 47.9977 52.8435 90.8298 
AY+ 2 73.1742 26.0177 24.8345 26.8258 92.5771 
AY+ 3 N/A 13.4129 12.9006 13.4129 96.1805 
AY+ 4 N/A 13.4129 0.0000 0.0000 N/A 

Miscellaneous Casualty (Composite) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 73.9503 73.9503 24.3970 26.0497 93.6557 
AY+ 1 93.7601 19.8099 5.7767 6.2399 92.5771 
AY+ 2 N/A 3.1199 3.0008 3.1199 96.1805 
AY+ 3 N/A 3.1199 0.0000 0.0000 N/A 

Composite (Long Lines) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Tax Year Paid Each Year Year end Year End Factor 

(%) (%) (%) (%) (%) 

AY+ 0 30.8006 30.8006 56.8224 69.1994 82.1140 
AY+ 1 56.9235 26.1229 34.2648 43.0765 79.5440 
AY+ 2 68.6906 11.7671 24.8058 31.3094 79.2280 
AY+ 3 76.7697 8.0791 18.4152 23.2303 79.2722 
AY+ 4 83.5336 6.7639 12.8743 16.4664 78.1853 
AY+ 5 88.9725 5.4390 8.2622 11.0275 74.9237 
AY+ 6 91.6218 2.6493 6.1769 8.3782 73.7264 

AY+ 7 93.4305 1.8087 4.7967 6.5695 73.0153 

AY+ 8 94.3638 0.9333 4.2149 5.6362 74.7829 

AY+ 9 95.0595 0.6957 3.8330 4.9405 77.5833 

AY+1O N/A 0.6957 3.4202 4.2448 80.5728 

AY+ll N/A 0.6957 2.9739 3.5492 83.7922 

AY+12 N/A 0.6957 2.4915 2.8535 87.3145 

AY+13 N/A 0.6957 1.9700 2.1578 91.2971 

AY+14 N/A 0.6957 1.4063 1.4622 96.1805 

AY+15 N/A 1.4622 0.0000 0.0000 N/A 
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26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Sections 832, 846; 1.832-4, 
1846-1) 

Rev. Proc. 93-30 

SECTION 1. PURPOSE 

This revenue procedure prescribes 
the salvage discount factors for the 
1993 accident year. These factors will 
be used for computing discounted esti
mated salvage recoverable under sec
tion 832 of the Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 832(b)(5)(A) requires that all 
estimated salvage recoverable (includ
ing that which cannot be treated as an 
asset for state accounting purposes) be 
taken into account in computing the de
duction for losses incurred. Under sec
tion 832(b )(5)(A), paid losses are to be 
reduced by salvage and reinsurance re
covered during the taxable year. This 
amount is adjusted to reflect changes 
in discounted unpaid losses on nonlife 
insurance contracts and in unpaid 
losses on life insurance contracts. An 
adjustment is then made to reflect any 
changes in discounted estimated sal
vage recoverable and in reinsurance 
recoverable. 

Pursuant to section 832(b) of the 
Code, the amount of estimated salvage 
is determined on a discounted basis in 
accordance with procedures established 
by the Secretary. 

SEC. 3. SCOPE 

This revenue procedure applies to 
any taxpayer that is required to dis
count estimated salvage recoverable 
under section 832 of the Code. 

SEC. 4. APPLICATION 

.01 The following tables present sep
arately for each line of business the 
discount factors under section 832 of 
the Code for the 1993 accident year. 
All the discount factors presented in 
this section were determined using the 
applicable interest rate under section 
846(c) for 1993, which is 8.10 percent, 
and by assuming all estimated salvage 
is recovered in the middle of each 
calendar year. See Rev. Proc. 91-48, 
1991-2 C.B. 760, for background re
garding the tables . 

. 02 These tables must be used by 
taxpayers irrespective of whether they 
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elected to discount unpaid losses using 
their own historical experience under 
section 846. 

.03 Tables. 

Tables of Salvage Discount Factors 
Section 832 

1993 
Interest rate: 8.1 percent 

HomeownerslFarmowners 

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 

Discount 
Factor 
(%) 

91.0503 
84.7086 
86.0753 
87.1510 
87.8081 
86.8849 
87.6872 
86.9692 
86.9869 
90.2093 
93.4801 
96.1805 
N/A 

Private Passenger Auto 
LiabilitylMedical 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+IO 
AY+l1 
AY+12 
AY+13 

Discount 
Factor 
(%) 

88.4585 
87.8134 
87.7439 
87.1294 
86.0212 
84.4601 
82.5653 
83.1167 
84.6210 
87.7570 
91.0080 
94.2703 
96.1805 
N/A 

Commercial AutolTruck 
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+lO 
AY+ll 

Workers' 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+IO 
AY+ll 
AY+12 
AY+13 
AY+14 
AY+15 

Discount 
Factor 
(%) 

84,8098 
85.5040 
86.2702 
86.4062 
87.0791 
86,8922 
86.8400 
87.3913 
90.1546 
93.4296 
96.1805 
N/A 

Compensation 

Discount 
Factor 
(%) 

79.9727 
76.3738 
72.7481 
70.4859 
69.2037 
67.3626 
67.4080 
66.6403 
70.5415 
73.6028 
76.9816 
80.7606 
85.0644 
90.0912 
96.1805 
N/A 



Commercial Multiple Peril Special Liability (Ocean Marine, Special Property (Fire, Allied Lines, 
Aircraft (all Perils), Boiler and Inland Marine, Earthquake, Glass, 

Discount Machinery) Burglary, and Theft) 
Tax Year Factor 

(%) Discount Discount 

AY+ 0 82.6561 
Tax Year Factor Tax Year Factor 

AY+ I 80.1543 
(%) (%) 

AY+ 2 82.2464 AY+ 0 86.9697 AY+ 0 87.3670 

AY+ 3 83.7209 AY+ 1 82.4196 AY+ I 89.4149 

AY+ 4 83.7313 AY+ 2 79.9948 AY+ 2 90.5858 

AY+ 5 83.1356 AY+ 3 80.3185 AY+ 3 92.2726 

AY+ 6 81.6657 AY+ 4 80.3745 AY+ 4 93.4485 

AY+ 7 80.2343 AY+ 5 77.1492 AY+ 5 95.4219 

AY+ 8 79.3033 AY+ 6 80.6238 AY+ 6 96.1805 

AY+ 9 82.2029 AY+ 7 79.6310 AY+ 7 N/A 

AY+1O 85.2441 AY+ 8 70.5582 

AY+ll 88.4279 AY+ 9 73.6179 

AY+12 91.7413 AY+1O 76.9945 

AY+13 95.0958 AY+ll 80.7708 Auto Physical Damage 

AY+14 96.1805 AY+12 85.0713 

AY+15 N/A AY+13 90.0945 
Discount 

AY+14 96.1805 Tax Year Factor 

AY+15 N/A (%) 

AY+ 0 94.2162 
Medical Malpractice AY+ 1 94.7758 

AY+ 2 96.1805 
Discount Other Liability AY+ 3 N/A 

Tax Year Factor 
(%) Discount 

AY+ 0 67.9465 
Tax Year Factor 

AY+ 1 70.7409 
(%) Fidelity, Surety, Financial Guaranty, 

AY+ 2 72.8160 AY+ 0 72.0705 Mortgage Guaranty 

AY+ 3 74.6042 AY+ 1 73.9352 Discount 
AY+ 4 74.6349 AY+ 2 76.1172 

AY+ 5 72.1644 AY+ 3 78.9871 Tax Year Factor 

AY+ 6 70.9841 AY+ 4 79.0377 
(%) 

AY+ 7 74.4057 AY+ 5 75.4177 AY+ 0 81.1378 

AY+ 8 78.5455 AY+ 6 75.0227 AY+ 1 83.8976 

AY+ 9 81.3991 AY+ 7 75.6640 AY+ 2 85.4732 

AY+1O 84.3882 AY+ 8 77.2458 AY+ 3 87.3787 

AY+ll 87.5109 AY+ 9 80.0488 AY+ 4 89.3395 

AY+12 90.7479 AY+I0 82.9927 AY+ 5 91.2696 

AY+13 94.0015 AY+l1 86.0839 AY+ 6 92.7543 

AY+14 96.1805 AY+12 89.3267 AY+ 7 93.9871 

AY+I5 N/A AY+13 92.7154 AY+ 8 96.1805 

AY+14 96.1805 AY+ 9 N/A 
AY+15 N/A 
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Other (including Credit. Accident. 
and Health) 

Discount 
Tax Year Factor 

(%) 

AY+ 0 88.0240 
AY+ 1 90.1053 
AY+ 2 91.4907 
AY+ 3 93.3857 
AY+ 4 94.9794 
AY+ 5 96.1805 
AY+ 6 N/A 

International (Composite) 

Discount 
Tax Year Factor 

(%) 

AY+ 0 82.1140 
AY+ 1 79.5440 
AY+ 2 79.2280 
AY+ 3 79.2722 
AY+ 4 78.1853 
AY+ 5 74.9237 
AY+ 6 73.7264 
AY+ 7 73.0153 
AY+ 8 74.7829 
AY+ 9 77.5833 
AY+lO 80.5728 
AY+l1 83.7922 
AY+12 87.3145 
AY+13 91.2971 
AY+14 96.1805 
AY+15 N/A 

Reinsurance A 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
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Discount 
Factor 
(%) 

73.0833 
76.8757 
78.8161 
80.9356 
83.4395 
86.1947 
89.3045 
92.6368 
96.1805 
N/A 

Reinsurance B (Composite) Miscellaneous Casualty (Composite) 

Discount Discount 

Tax Year Factor Tax Year Factor 
(%) (%) 

AY+ 0 82.1140 AY+ 0 82.2737 

AY+ 1 79.5440 AY+ 1 84.4730 

AY+ 2 79.2280 AY+ 2 85.5122 

AY+ 3 79.2722 AY+ 3 86.9471 
AY+ 4 78.1853 AY+ 4 88.3621 
AY+ 5 74.9237 AY+ 5 90.0332 
AY+ 6 73.7264 AY+ 6 91.5521 
AY+ 7 73.0153 AY+ 7 93.4469 
AY+ 8 74.7829 AY+ 8 96.l805 
AY+ 9 77.5833 AY+ 9 N/A 
AY+I0 80.5728 
AY+ll 83.7922 
AY+12 87.3145 
AY+13 91.2971 Composite (Long Lines) 

AY+14 96.1805 
AY+15 N/A Discount 

Tax Year Factor 
(%) 

AY+ 0 82.1140 
Reinsurance C AY+ 1 79.5440 

AY+ 2 79.2280 
Discount AY+ 3 79.2722 

Tax Year Factor AY+ 4 78.l853 
(%) AY+ 5 74.9237 

AY+ 0 73.0833 AY+ 6 73.7264 
AY+ 1 76.8757 AY+ 7 73.0153 
AY+ 2 78.8161 AY+ 8 74.7829 
AY+ 3 80.9356 AY+ 9 77.5833 
AY+ 4 83.4395 AY+lO 80.5728 
AY+ 5 86.1947 AY+11 83.7922 
AY+ 6 89.3045 AY+12 87.3145 
AY+ 7 92.6368 AY+13 91.2971 
AY+ 8 96.1805 AY+14 96.1805 
AY+ 9 N/A AY+15 N/A 



26 CFR 601.602: Tax forms and instructions. 

Rev. Proc. 93-31 

NOTE: Use this revenue procedure to prepare tax year 1993 infonnation returns for submission to Internal Revenue Service 
(IRS) using any of the following: 

- Magnetic Tape 

- Tape Cartridge 

- 5Y4-inch Diskette 

- 31/2-inch Diskette 

- 8-inch Diskette 

- Electronic Filing 

- (Asynchronous) 

- (Bisynchronous) 

Please read this publication carefully. Persons required to file infonnation returns may be subject to penalties for failure to 
file or failure to include correct infonnation if they do not follow the instructions in this revenue procedure. 
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SECTION 2. DISKETTE HEADER LABEL 

SECTION 3. PA YERfTRANSMITTER "A" RECORD-GENERAL INFORMATION 

SECTION 4. PA YERfTRANSMITTER "A" RECORD-RECORD LAYOUT 

SECTION 5. PAYEE "B" RECORD-GENERAL INFORMATION FOR ALL FORMS 

SECTION 6. PAYEE "B" RECORD-FIELD DESCRIPTIONS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 
I099-DIV. 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTORS 1 THROUGH 3 
OF FORMS 1099-A, 1099-B, 1099-0ID, 1099-S, AND W-2G 

356 1993-2 C.B. 



SECTION 7. PAYEE "B" RECORD-RECORD LAYOUTS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 
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SECTION 2. DISKETTE HEADER LABEL 
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1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-B, 1099-OID, 
1099-S, AND W-2G 

SECTION 7. PAYEE "B" RECORD-RECORD LAYOUTS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 
1099-B, 1099-0ID, 1099-S, AND W-2G 

SECTION 8. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF 
FORM 1099-A 

SECTION 9. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF 
FORM 1099-B 

SECTION 10. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF 
FORM 1099-0ID 
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FORM 1099-S 
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SECTION 13. END OF PAYER "C" RECORD-RECORD LAYOUT 
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PART G. MISCELLANEOUS INFORMATION 
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SECTION 2. FEDERAL DOLLAR CRITERIA 

SECTION 3. RECORD FORMAT USED TO REQUEST AN EXTENSION OF TIME, MAGNETICALLY 

OR ELECTRONICALLY 

PART A. GENERAL 

SECTION 1. PURPOSE 

.01 The purpose of this revenue 
procedure is to provide the specifica
tions for filing Forms 1098, 1099, 
5498, and W-2G electronically or on 
magnetic media which includes 1/2-inch 
magnetic tape; IBM 3480/3490 compat
ible tape cartridges; or 5Y4-, 31/2-, and 
8-inch diskettes, with IRS. 
This revenue procedure must be used 
for the preparation of Tax Year 1993 
information returns and information 
returns for years prior to 1993 that are 
required to be filed. This revenue 
procedure must be used to prepare 
current and prior documents filed 
between January 1, 1994, and Decem
ber 31, 1994. Specifications 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 Trans
actions. 

(d) Form 1099-DIV, Dividends and 
Distributions. 

(e) Form 1099-G, Certain Govern
ment Payments. 

(f) Form 1099-INT, Interest Income. 
(g) Form 1099-MISC, Miscella

neous Income. 
(h) Form 1099-010, Original Issue 

Discount. 
(i) Form 1099-PATR, Taxable Dis

tributions Received From Cooperatives. 
(j) Form 1099-R, Distributions From 

Pensions, Annuities, Retirement or 
Profit-Sharing Plans, IRAs, Insurance 
Contracts, etc. 

(k) Form I099-S, Proceeds From 
Real Estate Transactions. 

(I) Form 5498, Individual Retirement 
Arrangement Information. 

(m) Form W-2G, Certain Gambling 
Winnings. 

.02 Revenue procedures are gener
ally revised annually to reflect legis
lative and form changes. Comments 
concerning this revenue procedure, or 
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suggestions for making it more helpful, 
can be addressed to Internal Revenue 
Service, Martinsburg Computing Cen
ter, P. O. Box 1359, Martinsburg, WV 
25401 ATTN: IRB, Information Sup
port Section. 

.03 It is unlawful to intentionally 
transmit a computer virus to the 
Internal Revenue Service. Violators 
may be subject to a fine and/or 
imprisonment. 

.04 Specifications for filing Forms 
W-2 on magnetic media are available 
from the Social Security Administration 
(SSA) only. Payers can call 1-800-
SSA-1213 to obtain the phone number 
of the SSA Magnetic Media Coordina
tor for their area. 

.05 The Internal Revenue Service, 
Martinsburg Computing Center (IRS/ 
MCC) has the responsibility for proc
essing Forms 1098, 1099, 5498, and 
W-2G filed magnetically or electron
ically. IRSIMCC does not process 
Forms W-2. Paper and/or magnetic 
media for Forms W-2 must be sent to 
SSA. IRSIMCC does, however, process 
magnetic media waiver requests (Form 
8508) and extension of time requests 
(Form 8809) for filing Forms W-2. 

.06 In most cases, the box numbers 
on the paper forms correspond with the 
amount codes used to file magnetically/ 
electronically; however, if discrepan
cies occur, the instructions in this 
revenue procedure govern. 

.07 This revenue procedure also 
provides the requirements and specifi
cations for magnetic media or 
electronic filing under the Combined 
Federal/State Filing Program. 

.08 The following revenue proce
dures and publications provide more 
detailed filing procedures for certain 
other information returns. 

(a) 1993 "Instructions for Forms 
1099, 1098, 5498, and W-2G" pro
vides specific instructions on complet
ing and submitting information returns 
to IRS. This publication is included in 
the magnetic media reporting packages 
mailed to the transmitters who partici
pate in the Information Reporting Pro
gram (IRP). These instructions can also 
be obtained by contacting your local 

IRS office or by calling 1-800-TAX
FORM (1-800-829-3676). 

(b) Rev. Proc. 84-33, 1984-1 C.B. 
502, regarding the optional method for 
agents to report and deposit backup 
withholding. 

(c) Publication 1179, Specifications 
for Paper Document Reporting and 
Paper Substitutes for Forms 1096, 
1098, 1099 Series, 5498, and W-2G 
(Rev. Proc. 93-24, 1993-1 C.B. 555). 

(d) Publication 1239, Specifications 
for Filing Form 8027, Employer's 
Annual Information Return of Tip 
Income and Allocated Tips, on Mag
netic Tape and 5\4- or 3Y2-inch 
Diskettes. 

(e) Publication 1187, Specifications 
for Filing Form 1042S, Foreign Per
son's U.S. Source Income Subject to 
Withholding, Electronically or on Mag
netic Tape, and 5\4- or 3Y2-inch Mag
netic Diskettes. 

(f) Publication 1245, Specifications 
for Filing Form W-4, Employee's 
Withholding Allowance Certificate, on 
Magnetic Tape, and 5\4- or 3Y2-inch 
Magnetic Diskette. 

.09 This revenue procedure super
sedes Rev. Proc. 92-46 published as 
Publication 1220, (Rev. 6-92), Specifi
cations for Filing Forms 1098, 1099, 
5498 and W-2G Electronically or on 
Magnetic Media. 

.10 Refer to Part A, Sec. 18, for def
initions of terms used in this 
publication. 

SEC. 2. NATURE OF CHANGES
CURRENT YEAR (TAX YEAR 1993) 

.01 PROGRAMMING CHANGES 
a. Payer/Transmitter "A" Record: 
(1) Field positions 2-3 (pos. 3-4 for 

8-inch diskette) "Payment Year" must 
be incremented by one (from 92 to 93) 
unless reporting prior year data. 

(2) Form 1098, Payment Amount 
Code 3 pos. 23-31 (pos. 24-32 for 
8-inch diskette) was added to report a 
Refund of Overpaid Interest. 

(3) Form 1099-MISC, Note 1 was 
added in the Type of Amount Code 
field to explain how to report Direct 
Sales only. 

(4) Form 1099-R, Note 3 under the 
Amount Codes field pos. 23-31 (pos. 



24-32 for 8-inch diskette) in the Payer 
"A" record was expanded to clarify 
how to report IRAISEP distributions. 

(5) Fonn 1099-S, Amount Code 5 
pos. 23-31 (pos. 24-32 for 8-inch 
diskette) was added to report the 
Buyers Part of Real Estate Tax. 

b. Payee "B" Record changes: 

(1) Field positions 2-3 (pos. 3-4 for 
8-inch diskette) "Payment Year" must 
be incremented by one (from 92 to 93) 
unless reporting prior year data. 

(2) 1099-MISC, field position 12 
(pos. 13 for 8-inch diskette) "Direct 
Sales Indicator" a note was added to 
instruct payers how to fonnat the 
record if Direct Sales is all that is 
being reported. 

(3) 1099-R, "IRAISEP Indicator" 
position 44 (pos. 45 for 8-inch diskette) 
extra instruction was added to this 
field. When reporting a distribution 
from an IRA or SEP, in addition to this 
indicator, generally, the amount of the 
distribution should be reported in Pay
ment Amount Field 2 "Taxable 
Amount" of the Payee "B" Record. 

(4) 1099-R, four additional Distribu
tion Codes (pos. 4 and 5 [pos. 5 and 6 
for 8-inch diskettes]) E, F, G, and H 
have been added. Distribution Codes E 
and F must stand alone. Distribution 
Code G may be used in conjunction 
with Distribution Code 4. 

(5) A note was added to the Tax
payer Identification Number field pos. 
15-23 (pos. 16-24 for 8-inch diskette) 
to encourage payers who submit rec
ords with missing TINs to attach a 
letter of explanation to Fonn 4804 
when submitting their data. 

c. End of Payer "c" Record-No 
changes. 

d. State Totals "K" Record-No 
changes. 

e. End of Transmission "F" 
Record-No changes. 

.02 EDITORIAL CHANGES
"GENERAL" 

There have been numerous editorial 
changes. IRS recommends that filers 
read this publication in its entirety to 
ensure proper reporting. 

(a) The title of Publication 1220 has 
changed from "Specifications for Fil
ing Forms 1098, 1099, 5498, and W-
2G Electronically or on Magnetic Tape, 
Tape Cartridge, and 51/4-, 3Y2-, and 
8-inch Magnetic Diskettes" to "Speci
fications for Filing Fonns 1098, 1099, 

5498, and W-2G Magnetically or 
Electronically.' , 

(b) Payers are encouraged to file 
Fonn 8508, Request for Waiver From 
Filing Infonnation Returns on Magnetic 
Media, at least 45 days prior to the due 
date of the return. See Part A, Sec. 
5.09. 

(c) Applications or changes to the 
vendor list must be received by MCC 
no later than August 15. See Part A, 
Sec. 6.04. 

(d) The testing periods have been 
changed in Part A, Sec. 8.05. Test data 
will be processed between November 1 
and December 31; however, test tapes, 
tape cartridges, and 51;4-, 3Y2-, or 
8-inch diskettes may be submitted any 
time after October 1. 

(e) Instructions were added to Part 
A, Sec. 9.05 to advise payers that 
current and prior year data may be 
submitted in the same shipment; how
ever, each tax year must be on separate 
media or transmitted separately and a 
Fonn 4804 should be prepared for each 
tax year. 

(f) Payers who have prepared their 
infonnation returns in advance of the 
due date are encouraged to submit this 
information to MCC no earlier than 
January 1 of the year the return is due. 
See Part A, Sec. 9.06. 

(g) Infonnation was added to Part A, 
Sec. 10.05, to advise payers that this 
revenue procedure must be used to 
prepare infonnation returns filed begin
ning January 1, 1994, and received at 
MCC by December 31, 1994. 

(h) Transmitters requesting an ex
tension of time to file for 10 or more 
payers are encouraged to file the 
request magnetically or electronically. 
See Part A, Sec. 11.03. 

(i) Infonnation was added to Part A, 
Sec. 12.08 to encourage payers who 
submit infonnation returns with miss
ing TINs and have taken all the re
quired steps to obtain this infonnation 
to attach a letter of explanation to the 
required Fonn 4804. 

(j) Instruction was added (Part A, 
Sec. 14.06) on how to make prior year 
corrections. If submitting prior year 
data, beginning January 1, 1994, and 
received at MCC no later than Decem
ber 31, 1994, use the fonnat provided 
in this revenue procedure. 

(k) New York State no longer par
ticipates in the Combined FederaUState 
Filing Program and all references have 
been deleted from Tables 1 and 2. See 
Part A, Sec. 17. 

(1) Infonnation concerning a request 
for deviation was removed from Part 
A, Sec. 19. Request for a deviation 
from the required fonnat will no longer 
be approved. Filers must adhere to all 
the guidelines specified in this revenue 
procedure. 

(m) Payers/Transmitters are en
couraged to review Part A, Sec. 20 
(Major Problems Encountered) before 
submitting data. 

(n) Infonnation was added to Part B, 
Sec. 2.03(c) and Sec. 3.02(c) to en
courage filers to use fixed block 
records. All blocks must be divisible by 
420. 

(0) IRSIMCC cannot process more 
than one data file on a tape. See Part 
B, Sec. 2.06. 

(p) IRS encourages payers to use 
blank or currently fonnatted diskettes 
when preparing files. See Part B, Sec. 
4.02. 

(q) Filers are encouraged to submit 
high density diskettes. Low density 
diskettes fonnatted in low density are 
acceptable. See Part B, Sec. 4.04. 

(r) Information concerning Bisyn
chronous (mainframe) and Asynchro
nous (IRP-BBS) Electronic Filing has 
been separated. Bisynchronous elec
tronic filing infonnation is now in Part 
C and asynchronous electronic filing is 
now in Part D. 

(s) Do not transmit data using the 
IRP-BBS between January 1 and Janu
ary 10. During this time, the IRP-BBS 
is being updated to reflect current year 
changes. See Part D, Sec. 4.03. 

(t) Infonnation was added to Part D, 
Asynchronous Electronic Filing, to re
flect all infonnation contained in Pub
lication 1527, IRP-BBS, eliminating 
the need to obtain both publications. 

(u) The record fonnat to submit an 
Extension of Time to File, magnetically 
or electronically, has been expanded 
from 206 to 226 positions; see Part G. 
Name and address fields were changed 
or expanded. Fonn 1042 was added to 
the list of fonns. 

.03 EDITORIAL CHANGES
MAGNETIC MEDIA 
SPECIFICATIONS: 

(a) Cartridges will contain 37,871 
CPI (characters per inch). See Part S, 
Sec. 3.bA. 

(b) Data submitted on compatible 
tape cartridges may be compressed 
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using EDRC (Memorex) or IDRC 
(IBM) compression. See Part B, Sec. 
3.b.6. 

(c) Tape cartridges created on an 
IBM AS400 are not compatible with 
IRSIMCC. See Part B, Sec. 3.b.8. 

(d) Form 1099-MISC, a note was 
added to the Amount Code field pos. 
23-31 (pos. 24-32 for 8-inch diskette) 
of the Payer " A" record and the 
Direct Sales Indicator field pos. 12 
(pos. 13 for 8-inch diskette) of the 
Payee .. B" record to instruct payers/ 
transmitters how to format the records 
if reporting direct sales only. 

(e) Form 1099-R, additional infor
mation was added to "NOTE 3" of the 
Amount Code field pos. 23-31 (pos. 
24-32 for 8-inch diskette) in Payer 
.. A" Record to provide further instruc
tion on how to report distributions for 
an IRA or SEP. 

(f) Form 1099-R, additional infor
mation was added to the "NOTE" in 
the Taxable Amount Not Determined 
Indicator field pos. 48 (pos. 49 for 
8-inch diskette) of the Payee "B" 
Record. When this indicator is used in 
conjunction with the IRAISEP Indicator 
(pos. 44), generally, the amount of the 
distribution must be reported in Pay
ment Amount Field 2 (pos. 62-71). 

SEC. 3. WHERE TO FILE AND HOW 
TO CONTACT THE IRS, MARTINSBURG 
COMPUTING CENTER 

.01 All information returns filed 
magnetically or electronically are proc
essed at IRSIMCC. Files containing 
information returns, requests for IRS 
magnetic media and electronic filing 
information, undue hardship waivers, 
and requests for extensions of time to 
file with IRS or to furnish the state
ments to recipients are to be sent to the 
following addresses: 

If by Postal Service: 

IRS-Martinsburg Computing Center 
P. O. Box 1359 
Martinsburg, WV 25401-1359 

or 

If by truck or air freight: 

IRS-Martinsburg Computing Center 
Information Reporting Program 
Route 9 and Needy Road 
Martinsburg, WV 25401 

.02 Inquiries may be made between 
8:30 a.m. and 4:30 p.m. Eastern time. 
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The telephone number is (304) 
263-8700 (not a toll-free number). The 
telephone number for electronic filing 
using the Information Reporting Pro
gram Bulletin Board System (IRP
BBS) is (304) 263-2749; the telephone 
number for bisynchronous electronic 
filing is (304) 267-0807 for 4800 bps, 
and (304) 267-9572 for 9600 bps. 

.03 The 1993 "Instructions for 
Forms 1099, 1098, 5498, and W-2G" 
have been included in the Publication 
1220 for filer convenience. The Form 
1096 is only used to transmit Copy A 
of all paper Forms 1099, 1098, 5498, 
and W-2G. If a filer is filing paper 
returns, follow the mailing instructions 
on the Form 1096 to submit paper 
returns to the appropriate IRS office. 

.04 The telephone number for the 
Telecommunication Device for the 
Deaf (TDD) is (304) 267-3367. 

.05 The telephone number for the 
IRS/MCC fax machine is (304) 
264-5196. 

.06 Requests for paper forms 1099 
and W-2 and publications not related 
to magnetic media/electronic filing 
must 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
FORM (1-800-829-3676). 

.07 Questions pertaining to magnetic 
media filing of Forms W-2 must be 
directed to SSA. Payers can call 1-800-
SSA-1213 to obtain the phone number 
of the SSA Magnetic Media Coordina
tor for their area. 

.08 Filers should not contact IRS/ 
MCC if they have received a penalty 
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; however, 
the filer 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. 

.09 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 of Tax Form or Tran
script, to IRS. This form may be ob
tained from a local IRS office or by 
calling 1-800-TAX-FORM 0-800-829-
3676). 

. 10 In 1991, IRS instituted a cen
tralized call site to answer both mag
netic media and tax law questions 

relating to the filing of information 
returns (Forms 1096, 1098, 1099, 5498, 
8027, W-2, W-2G, W-3, and W-4). 
The IRSIMCC Call Site also handles 
inquiries dealing with Backup With
holding due to Missing and Incorrect 
Taxpayer Identification Numbers. The 
Call Site is located at IRSIMCC and 
operates in conjunction with the Infor
mation Reporting Program. The Call 
Site provides service to the payer 
community (financial institutions, 
employers, and other filers of informa
tion returns). Recipients of information 
returns (payees) should continue to 
contact 1-800-829-1040 with any ques
tions pertaining to information returns. 

The Call Site, which was phased-in 
over a two-year period, is now accept
ing calls from all areas of the country. 
The numbers to call are (304) 263-8700 
or Telecommunications Device for the 
Deaf (TDD) (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 open throughout the 
year to handle payers' and employers' 
questions. Due to the high demand for 
assistance at the end of January and 
February, payers are encouraged to call 
at their earliest convenience 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 corporations, partnerships, in
dividuals, estates, and trusts, who is 
required to file 250 or more informa
tion returns must file such returns 
magnetically/electronically. The 250-
or-more requirement applies sepa
rately for each type of form and 
separately to corrected returns for 
each Form type. 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), 
(Social Security Number (SSN), Dr 
Employer Identification Number (EIN». 
For example, if a corporation with 
several branches or locations uses the 
same EIN, the corporation must aggre
gate the total volume of returns t~ .be 
filed for that EIN and apply the fllmg 
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 instead. 
Payers who submit their information 
returns electronically are considered to 
have satisfied the magnetic media filing 
requirements. 

.04 The following requirements ap
ply separately to both originals and 
corrections filed magnetically/ 
electronically: 

1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-

MISC 
1099-0ID 
1099-

PATR 
1099-R 
1099-S 
5498 
W-2G 

250 or more of any of 
these forms require mag
netic media or electronic 
filing with IRS. These are 
stand alone documents and 
are not to be aggregated for 
purposes of determining the 
250 threshold. For exam
ple, if 100 Forms 1099-B 
are to be filed, they need 
not be filed magnetically or 
electronically since they do 
not meet the threshold of 
250. However, if you have 
300 Forms 1099-R, they 
must be filed magnetically 
or electronically since they 
meet the threshold of 250. 

. 05 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 may be subject to a failure to file 
penalty of $50 per return. 

.02 If payers are required to file 
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 
IRSIMCc. 

.03 If a payer submits an original 
return on magnetic media, then a 
waiver must be requested for correc
tions only if the returns exceed the 
filing threshold. However, if a waiver 
for original documents is approved, any 
corrections for the same type of returns 
will be covered under this waiver 
request. 

.04 Generally, only the payer may 
sign the Form 8508. A transmitter may 
sign if given power-of-attorney; how
ever, a letter stating this fact must be 
attached to the Form 8508. 

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

.06 All information requested on the 
Form 8508 must be provided to IRS 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. 
Filers 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 are encouraged to submit 
Form 8508 to IRSIMCC at least 45 
days before the due date of the returns. 
However, new brokers and new barter 
exchanges may request an undue 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 IRSIMCC, not SSA. 

.11 Waivers are evaluated on a case
by-case basis and are approved or 
denied based on regulation criteria set 
forth under Section 6724 of the Internal 
Revenue Code. The filer must allow a 
minimum of 30 days for IRSIMCC to 
respond to a waiver request. 

.12 If a waiver request is approved, 
the payer should keep the approval 
letter for their records. The payer 
should not send a copy of the approved 
waiver to the service center where they 
file their paper returns. 

.13 An approved waiver from filing 
information returns on magnetic media 
does not provide exemptions from all 
filing. The payer must timely file their 
information returns on acceptable paper 
forms with the appropriate service 
center. 

.14 Desert Storm Contributions - If 
a payer is required to file a Form 5498 
magnetically/electronically, the payer 
may request an automatic waiver from 
filing Desert Storm Form 5498. 

SEC. 6. VENDOR LIST 

.01 IRSIMCC prepares a list of 
vendors who support magnetic media 

or electronic filing. This list contains 
the names of service bureaus that will 
produce files on the prescribed types of 
magnetic media or via electronic filing. 
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 
computer systems or personal com
puters. This list is provided to filers as 
a courtesy and in no way implies IRSI 
MCC approval or endorsement. 

.02 A payer may contact IRSIMCC 
via telephone or letter (See Part A, Sec. 
3) to acquire the vendor list. This 
information 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 
written request to IRSIMCC. 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 of service provided (e.g., 

service bureau and/or software) 
(f) Type(s) of media offered (e.g., 

magnetic tape; tape cartridge; 5'/4-, 
31/2-, and/or 8-inch diskettes; electronic 
filing) 

.04 The vendor list is updated an
nually. All changes to information 
already on the vendor list must be 
received by IRSIMCC no later than 
August 15 to be included on the most 
current vendor list. 

SEC. 7. FORM 4419, APPLICATION 
FOR FILING INFORMATION RETURNS 
MAGNETICALLYIELECTRONICALLY 

.01 Payers/transmitters are required 
to submit Form 4419, Application for 
Filing Information Returns Mag
neticallylElectronically, to request au
thorization to file information returns to 
IRSIMCC. A single Form 4419 should 
be filed no matter how many types of 
returns the payer/transmitter will be 
submitting magnetically/electronically. 
For example, if a filer plans to file 
Forms 1099-INT, the filer should 
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submit one Form 4419. If, at a later 
date, another type of form is to be filed 
do not submit a new Form 4419. If 
filers wish to report both electronically 
and magnetically, they need only sub
mit one Form 4419. 

.02 Magnetic tape, diskette, and 
electronically-filed returns may not be 
submitted to IRSIMCC until the ap
plication has been approved. Please 
read the instructions on the back of 
Form 4419 carefully. 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 
alphalnumeric Transmitter Control 
Code (TCC) will be assigned and 
included in an approval letter. The 
TCC must be coded in the Payerl 
Transmitter "A" Record. If a filer uses 
more than one TCC to file, each TCC 
must be reported on separate media or 
in separate transmissions if filing 
electronically. 

A magnetic media reporting package 
containing the current revenue proce
dure, transmittals, forms, labels, and 
instructions will be sent to the attention 
of the contact person indicated on 
Form 4419. This package will be sent 
annually. 

If any of the information on the form 
changes, please notify IRSIMCC in 
writing so that the IRSIMCC database 
can be updated. The filer should in
clude their TCC in all correspondence. 

.04 Form 4419 can be submitted at 
any time during the year; however, it 
should be submitted to IRSIMCC at 
least 30 days before the due date of the 
return(s). For documents to be filed 
electronically using IBM 3780 bi
synchronous protocols, Form 4419 
must be submitted at least 45 days 
prior to the due date of the return (see 
Part C, Sec. 2). This will allow IRSI 
MCC the minimum amount of time 
necessary to process and respond to 
applications. In the event that a filer's 
computer equipment or software is not 
compatible with IRSIMCC, a waiver 
may be requested to file returns on 
paper documents. 

.05 IRSIMCC encourages transmit
ters who file for multiple payers to 
submit one application and to use their 
TCC for all payers. Include a list of all 
payers and their TINs with the Form 
4419. 

.06 If payers have their files pre
pared by a service bureau, they may 
not need to submit an application to 
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obtain a TCe. Some service bureaus 
will produce files, code their own TCC 
on the media, and send it to IRSIMCC 
for the payer. 

Other service bureaus will prepare 
magnetic media files and send them 
back to the payer to submit to IRSI 
MCe. These service bureaus may 
require the payer to obtain their own 
TCC to be coded in the "A" Record. 
Payers should contact their service 
bureau for further information. 

.07 Once a payer is approved to file 
magnetic all y or electronically, it is not 
necessary to reapply each year unless: 

(a) magnetic or electronic filing is 
discontinued for a year; the payer's 
TeC may have been reassigned by 
IRSIMCe. 

(b) The payer's magnetic media files 
were transmitted in the past by a 
service bureau using the service bu
reau's TCC, but now the payer has 
computer equipment compatible with 
that of IRSIMCC and wishes to prepare 
their own files. The payer must request 
a TCC by filing Form 4419. 

.08 Submit one Form 4419 regard
less of how many types of media or 
methods used to file the return. A filer 
may have more than one TCC, but 
must code only one TCC per medium. 
Notify IRSIMCC of any TCCs that will 
not be used so these numbers may be 
reassigned. 

.09 In accordance with Section 
1.6041-7(b) of the Income Tax Regula
tions, payments by separate depart
ments 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. 

.10 Approval to file does not imply 
endorsement by IRSIMCC of the com
puter software or of the quality of tax 
preparation services provided. 

SEC. 8. TEST FILES 

.01 IRSIMCC does not require test 
files, except for filers wishing to 
participate in the Combined Federal! 
State Filing Program (see Part A, Sec. 
17 for further information concerning 
the Combined Federal!State Filing 
Program). 

.02 IRSIMCC 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) "A" Record (must not be fic-
titious data) 

(b) Multiple Payee "B" Records 

(c) End of Payer "C" Record 

(d) State Totals "K" Record, if 
participating in the Combined Federall 
State Filing Program 

(e) End of Transmission "F" 
Record 

It is not necessary to send a volu
minous file; filers may choose to 
submit a single file or multiple files for 
their test. 

.03 Use the indicator in the "A" 
Record to show that this is a test file. 

.04 IRSIMCC will check the file to 
ensure it meets the specifications 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 submitted. 

.05 Tests should be sent to IRSI 
MCC during these periods: 

Magnetic Media 
Electronic 
Hardcopy 

11101 - 12/31 
11/01 - 12/31 
11101 - 12/31 

The test file must be received at 
MCC by December 31 in order to be 
processed. 

Payers may begin submitting test 
tapes and diskettes after October 1; 
however, the data will not be processed 
until on or after November 1. 

.06 Form 4804, Transmittal of Infor
mation Returns Reported Magneticallyl 
Electronically, must accompany the 
filer's magnetic media test file. Mark 
the "TEST" checkbox in block 1 on 
the form. Also, check "TEST" on the 
external media label, Form 5064. 

If submitting a hardcopy printout, 
mark the printout as "TEST" and 
include name, telephone number, and 
address of a person who can be con
tacted to discuss its acceptability. 

.07 IRSIMCC will send a letter of 
acknowledgement to indicate the test 
results. Unacceptable magnetic media 
files, along with documentation identi
fying the errors, will be returned. Re-



submission of files 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 MAGNETICALLYI 
ELECTRONICALLY AND RETENTION 
REQUIREMENTS 

.01 Form 4804, Transmittal of Infor
mation Returns Reported Magnetically/ 
Electronically, must accompany all 
magnetic media and electronic sub
missions. 

Form 4802, Transmittal of Informa
tion Returns Reported Magnetically/ 
Electronically (Continuation) is a con
tinuation 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 accom
pany Form 4804. 

.02 IRSIMCC encourages the use of 
computer-generated substitutes for 
Form 4804/4802. The substitutes must 
contain all information requested on the 
original forms including the affidavit 
and signature line. Photocopies are 
acceptable but an original signature is 
required. 

.03 A payer/transmitter may report 
for any combination of payers and/or 
documents in a submission. For exam
ple, if reporting Forms 1099-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 documents can be coded on one tape 
or diskette as long as each filing entity 
or type of return is separated by an 
"A" Record. Multiple tapes or disk
ettes can be sent in one package. Filers 
should 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, or transmitted sepa
rately, and a separate Form 4804 
should be prepared for each tax year. 

.06 Payers 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 informa
tion. If a filer submits returns 
magnetically/electronically identical pa
per documents must not be reported. 
This may result in erroneous penalty 
notices. 

.08 Form 4804 must 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 
will result in the files being returned 
unprocessed. 

.09 Although a duly 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 require-
ments. 

.10 An external label, Form 5064, 
must be affixed to each tape and 
diskette. If diskettes are used, and the 
operating system is not MSIDOS com
patible, the operating system and hard
ware information must be provided. 
Failure to provide this information may 
result in the diskette being returned to 
the filer. 

For instructions on how to complete 
Form 5064, refer to Notice 210, Prepa
ration Instructions for Media Label, 
Form 5064. Notice 210 may be ob
tained by calling the IRS toll-free 
number 1-800-TAX-FORM (1-800-
829-3676). 

.11 On the outside of the shipping 
container, include a Form 4801, or a 
substitute for the form, which reads 
"DELIVER UNOPENED TO TAPE 
LIBRARY -MAGNETIC MEDIA RE
PORTING-BOX __ of __ ." 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 (or 
computer-generated substitute); 

(b) Form 4802, if applicable; 
(c) Form 5064, Media Label affixed 

to the magnetic media; 
(d) and Form 4801, outside label. 

Note: See Parts C and D for 
electronic submission requirements. 

.13 If returns from different loca
tions (using the same name and TIN) 
are submitted on the same file, IRS 
encourages you 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. 

.15 In general, payers should retain a 
copy of the information returns filed 
with IRS or to have the ability to 
reconstruct the data for at least 3 years 
from the reporting due date. Whenever 
backup withholding is imposed, a 
4-year retention is required. 

SEC. 10. DUE DATES 

.01 The dates for filing paper returns 
with IRS also apply to magnetic media 
or electronic filing. Filing of informa
tion returns is on a calendar year basis, 
except for Form 5498 which is used to 
report amounts contributed 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 IRSIMCC postmarked no 
later than February 28. The due date 
for furnishing statements to recipients 
is January 31. 

.03 Form 5498 filed magnetically/ 
electronically must be submitted to 
IRS/MCC postmarked no later than 
May 31. Statements are due to the 
participants by May 31 for contribu
tions made to IRAs for the prior 
calendar year. Form 5498 is filed for 
contributions to be applied to 1993 that 
are made between January 1, 1993, and 
April 15, 1994, and/or to report the fair 
market value of the IRAISEP. 

.04 If any due date falls on a 
Saturday, Sunday, or legal holiday, the 
return or statement is considered timely 
if filed on the next day that is not a 
Saturday, Sunday, or legal holiday. If 
the date to furnish the statement to 
recipient falls on a Saturday, Sunda~, 
or legal holiday, the statement IS 

considered timely if furnished on the 
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next day that is not a Saturday, 
Sunday, or legal holiday. 

.05 Use this revenue procedure to 
prepare information returns filed mag
netically or electronically beginning 
January 1, 1994, and received by IRS/ 
MCC no later than December 31, 1994. 

SEC. 11. EXTENSIONS OF TIME 

.01 A payer/transmitter may request 
an extension of time to file by submit
ting Form 8809, Request for Extension 
of Time To File Information Returns, 
to IRSIMCC. This form may be used to 
request an extension of time to file 
information returns submitted on paper, 
magnetic media or electronically. 

. 02 A transmitter may request an 
extension of time for multiple payers 
by submitting Form 8809 and attaching 
a list of the payer names, and 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 photocopied. 
Be sure that all the pertinent informa
tion is included. 

.03 Transmitters requesting an exten
sion of time to file for 10 or more 
payers are encouraged to file the 
request on tape, tape cartridge, 51/4- or 
3 Y2-inch diskette, or electronically 
through IRP-BBS. The record format is 
in Part G, Sec. 3, of this revenue 
procedure. Transmitters who submit 
requests for multiple payers will re
ceive one approval letter with an 
attached list of payers covered under 
that approval. 

.04 Filers may request an extension 
of time for 30 days as soon as they 
are aware that an extension is neces
sary but no later than the due date of 
the return. It will take a minimum of 
30 days for IRSIMCC to respond to an 
extension request. Under certain cir
cumstances a request for an extension 
of time could be denied. In such cases 
the payer receives a denial letter. When 
this denial letter is received the payer 
has 20 days to provide the necessaary 
information and resubmit the request to 
IRSIMCC. 

.05 If an additional extension of 
time is needed, another Form 8809 
must be submitted. Additional time 
must be requested before the end of the 
initial extension period. 

.06 Form 8809 must be postmarked 
no later than the due date of the return 
for which an extension is requested. If 
requesting an extension of time to file 
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several types of forms, use one Form 
8809, but the Form 8809 must be post
marked no later than the earliest due 
date. For example, if requesting an 
extension of time to file both Forms 
1099-INT and 5498, submit Form 8809 
postmarked on or before February 28. 
Complete more than one Form 8809 to 
avoid this problem. 

. 07 Request an extension for only 
one tax year. 

.08 The extension request must be 
signed by the payer or a duly author
ized representative. 

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

.10 Copies of Form 8809 may be 
obtained by calling 1-800-TAX-FORM 
( 1-800-829-3676). 

.11 Request an extension of time to 
provide the statement to recipient by 
submitting a letter to IRSIMCC or to 
the payer's local District Director con
taining the following information: 

(a) Payer Name; 
(b) TIN; 
(c) Address; 
(d) Type of Return; 
(e) Reason for Delay; and, 
(f) Signature of Payer or Authorized 

Agent. 
Requests for an extension of time to 

furnish the statements to recipients are 
not automatically approved; however, if 
approved, generally an extension will 
allow a minimum of 15 days to furnish 
the statement to the recipient. The 
request must be postmarked by the date 
on which the statements are due to be 
furnished to the recipients. 

SEC. 12. PROCESSING OF 
INFORMATION RETURNS 
MAGNETICALLY IElECTRONICAll Y 

.01 All data received at IRSIMCC 
for processing will be given the same 
protection as individual returns (Form 
1040). IRSIMCC will process the data 
and determine if the records are for
matted and coded according to this 
revenue procedure. 

.02 If the data is formatted incor
rectly, the file will be returned for 
replacement. If media is returned, it is 
because a replacement is needed. Open 
all packages immediately. 

.03 Files must be corrected and 
returned to IRSIMCC within 45 days 

from the date of the letter included 
with the files to avoid a failure-to-file 
penalty. When possible, IRSIMCC may 
only return the portion of the file that 
needs replacement. 

.04 A sample "B" record identify
ing errors encountered will be provided 
with the returned media. It is the 
payer's responsibility to check the 
entire file for similar errors . 

.05 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 payer to correct an 
information return that was successfully 
processed by IRSIMCC, but contained 
erroneous information. 

A replacement is an information 
return file that IRSIMCC has returned 
to the payer/transmitter due to errors 
encountered during processing. After 
necessary changes have been made, the 
file must be returned for processing. 

.06 IRSIMCC no longer returns me
dia after successful processing. There
fore, if the filer wants proof that IRSI 
MCC received a shipment, the filer 
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. If the filer is 
contacted by IRSIMCC, please respond 
promptly. IRSIMCC may have informa
tion that the filer needs to correct 
their file. 

.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 letter of explanation to the 
required Form 4804. This will prevent 
unnecessary contact from IRS/MCC. 

.09 Do not use special shipping 
containers for transmitting data to IRSI 
MCC since they cannot be returned. 

SEC. 13. PENALTIES 

.01 Sections 6721 through 6724 of 
the Internal Revenue Code contain the 
penalty provisions for most information 
returns. The penalty for failure-to-file 
correct information returns is "time 
sensitive" in that failure to correct 
errors may result in a higher penalty. 

The penalty, under Section 6722, !s 
$50 for each information return that 15 



not filed, or is not filed correctly, by 
the prescribed filing date, with a 
maximum penalty of $250,000 per year 
($100,000 for small businesses with 
average annual gross receipts, over the 
most recent 3-year period, not in excess 
of $5,000,000). The penalty generally 
is reduced to: 

(a) $30 for each information return 
for failure to comply if the failure is 
corrected more than 30 days after the 
return was due, but on or before 
August 1 of the calendar year in which 
the return was due, with a maximum 
penalty of $150,000 per year ($50,000 
for small businesses with average an
nual gross receipts, over the most 
recent 3-year period, not in excess of 
$5,000,000). 

(b) $15 for each information return 
for failure to comply if the failure is 
corrected within 30 days after the date 
the return was due (March 30 if the 
due date is February 28), with a 
maximum penalty of $75,000 per year 
($25,000 for small businesses with 
average annual gross receipts, over the 
most recent 3-year period, not in excess 
of $5,000,000). 

.02 In addition, a de minimis rule 
provides that if: 

(a) information returns were filed 
with incomplete or incorrect informa
tion, and 

(b) the failures are corrected on or 
before August 1 of the calendar year in 
which the returns were due, then the 
penalty for filing incorrect returns (but 
not the penalty for filing late) will not 
apply to the greater of 10 returns or 
one-half of 1 percent of the total 
number of information returns the filer 
is required to file for the calendar year. 

. 03 The penalty under Section 6722, 
is $50 for each recipient statement that 
is not furnished on or before the 
prescribed filing date or is furnished 
with incorrect information. The max
imum penalty is $100,000 per year. 

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

.05 Forms 1 099-R-The penalties 
under Sections 6721 and 6722 do not 
apply to Form 1099-R, which is filed 
under section 6047. The penalty for 
failure to timely file Form 1099-R is 
$25 for each day during which such 

failure continues but the total amount 
imposed under this subsection on any 
person for failure to file a return shall 
not exceed $15,000. See Section 
6652(e) of the Internal Revenue Code. 

.06 Forms 5498-The penalties un
der Sections 6721 and 6722 do not 
apply to Form 5498, which is filed 
under Section 408(i). The penalty for 
failure to timely file Form 5498 is $50 
per return with no maximum. See 
Section 6693(a) of the Internal Reve
nue Code. 

.07 Penalties may be waived if 
failures are due to reasonable cause and 
not willful neglect. 

Caution: Congress has considered, 
and may consider again, legislation that 
would apply the penalties under Sec
tions 6721 and 6722 to Forms 1099-R 
and 5498. 

SEC. 14. CORRECTED RETURNS 

.01 The 250 magnetic media filing 
requirement applies separately to both 
original and corrected returns. 

Example: If a payer has 100 Forms 
1099-A to be corrected, they can be 
filed on paper since they fall under the 
250 threshold. However, if the payer 
has 300 Forms 1099-B to be corrected, 
they must be filed magnetically/ 
electronically since they exceed the 250 
threshold. If for some reason a payer 
cannot file the 300 corrections on 
magnetic media, to avoid penalties, 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, but no later than 
August 1 of the year the return is due, 
in order to avoid the maximum $50 
penalty. However, if payers discover 
errors after August 1, they may still be 
required to file corrections so that they 
will not be SUbjected 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. If the entire 
file is in error, contact IRSIMCC 
immediate I y. Furnish corrected state
ments to recipients 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 
filer must consider this in filing 
corrected returns. NOTE: IRS/MCC 
strongly encourages filers to read this 
entire section before attempting to 
make any corrections. 

.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 Form 5064 by marking the 
correction box provided. 

Note: If filers discover that certain 
information returns were omitted on 
their original file, they should not 
submit these documents as corrections. 
They should submit them as originals. 

.05 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 information 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 
(f) 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 filed magnetically/ 
electronically . 

Provide the correct tax year in Box 2 
of the Form 4804 and on Form 5064 . 

.06 Prior-year data, orginal or cor
rected, must be filed according to the 
requirements of this revenue procedure. 
If submitting prior-year corrections, use 
the record format for the current year. 
However, use the actual year designa
tion of the correction in field positions 
2-3 or positions 3-4 for 8-inch diskette 
filing. If filing electronically, a separate 
transmission must be made for each tax 
year. 

.07 In general payers/transmitters 
should submit corrections for returns to 
be filed within the last three calendar 
years (four years if the payment is a 
reportable payment subject to backup 
withholding under section 3406 of the 
Code). 
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.08 All paper returns, whether origi
nal or corrected, must be filed with the 
appropriate service center. 

.09 Form 4804 and Form 4802, must 
be submitted with corrected files sub
mitted magnetically or electronically. 

.10 The .. B " 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 Filing Corrected Returns Magnetically/Electronically 

Error Made on the Original Return 

TWO SEPARATE TRANSACTIONS ARE REQUIRED 
TO MAKE THE FOLLOWING CORRECTIONS 
PROPERL Y. FOLLOW DIRECTIONS FOR BOTH 
TRANSACTIONS 1 AND 2. (SEE NOTE 1) 

1. Original return was filed with one or more of the 
following errors: 
(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 

TRANSACTION 1: Identify incorrect returns 

A. Prepare a new Form 4804/4802 that includes information 
related to this file. 

B. Mark "Correction" in Block 1 of Form 4804. 
C. Prepare a new file. 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 "B" Record must contain exactly the same 
information as submitted previously except insert a "G" 
in field position 7 (position 8 for 8-inch diskettes) 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 (position 8 for 8-inch 
diskettes). 

D. Corrected returns submitted to IRS/MCC using a "e" 
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. Check the "Correction Box" on the Form 5064. 

NOTE 1: Payers who can show that t.hey have reasonable cause (defined in the regulations under sections 6721-6724 of the 
Internal Revenue Code) are 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 c~use are encourag~d to make corrections for the current processing year to reduce applicable penalties. 
CorrectIOns fIled by August 1 WIll reduc.e the $5? per return penalty for filing returns with missing or incorrect information 
to $15 or $30 (Se.e Part A, Sec. 13 for mformatlOn on the tiered penalty). 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. 
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Guidelines for Filing Corrected Returns Magnetically/Electronically (Cont.) 

Error Made on the Original Return How To File the Corrected Return 

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. Prepare a new Form 4804/4802 that includes information 
relating to this new file. 

(a) Incorrect Payment Amount Codes in the "A" 
Record 

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. 

(b) Incorrect Payment amounts in the "B" Record. 
(c) Incorrect Code in the Document Specificl 

Distribution Code Field in the "B" Record. 
(d) Incorrect Payee Address 
(e) Direct Sales Indicator. 

D. The "B" Record must show the correct information as 
well as a "G" in field position 7 (position 8 for 8-inch 
diskettes). 

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 "An Records are required. 

F. Prepare a "C" Record. 
G. Check the "Correction box" on the Form 5064. 

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 a separate "A" record. 

SEC. 15. TAXPAYER IDENTIFICATION 
NUMBER (TIN) 

.01 Under Section 6109 of the 
Internal Revenue Code, the regulations 
require a person furnish their TIN to 
the person obligated to file the infor
mation return. 

.02 The payee's TIN and name 
combination is used to associate infor
mation returns reported to IRS/MCC 
with corresponding information on tax 
returns. It is imperative that correct 
social security and employer identifica
tion numbers for payees be provided to 
IRSIMCC. 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 gen
erally the payee's social security 

number. For other entItIes, the payee 
TIN is the payee's Employer Identifica
tion Number. For sole proprietors, the 
payee TIN may be either a 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 "B" notice). 

.05 The following charts will help 
payers determine the TIN to be fur
nished to IRS/MCC for those persons 
for whom they are reporting informa
tion (payees). 
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CHART 1. Guidelines for Social Security Numbers 

For this type of account- In the Taxpaper Identification Number In the First Payee Name Line of the 
field of the Payee "B" Record, enter Payee "B" Record, enter the name 
the SSN of- of-

1. Individual The individual The individual 

2. Joint account (Two or more individ- The SSN of the person whose name is The individual whose SSN is entered 
uals, including husband and wife) used for Information Return Reporting. 

3. Custodian account of a minor (Uni- The minor 
form Gift, or Transfers, to Minors Act) 

4. The usual revocable savings trust The grantor-trustee 
account (grantor is also trustee) 

5. A so-called trust account that is not The actual owner 
a legal or valid trust under state law 

6. A sole proprietorship The owner (An SSN or EIN) 

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- In the Taxpayer Identification Number In the First Payee Name line of the 
field of the Payee "B" Record, enter Payee "B" Record, enter the name 
the EIN of- of-

1. A valid trust, estate, or pension trust Legal entity I 

2. Corporate The corporation 

3. Association, club, religious, chari- The organization 
table, educational or other tax-exempt 
organization 

4. Partnership account held in the name The partnership 
of the business 

5. A broker or registered nominee/ The broker or nominee/middleman 
middleman 

6. Account with the Department of The public entity 
Agriculture in the name of a public 
entity (such as a state or local govern-
ment, school district, or prison), that 
receives agriculture program payments 

7. Sole Proprietorship The business (EIN or SSN) 

The legal trust, estate, or pension trust 

The corporation 

The organization 

The partnership 

The broker or nominee/middleman 

The public entity 

The owner, not the business name (the 
filer may enter the business name on 
the second name line). 

IDo not. furnish .the identification number of the personal representative or trustee unless the name of the representative or 
trustee IS used III the account title. 
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SEC. 16. 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 IRSIMCC in addition to 
magnetic media and electronic filing. 
This will result in duplicate filing; 
therefore, notices could be generated. 

.02 Payers are responsible for pro
viding statements to the payees as out
lined in the 1993 "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 
fonn is not used, the filer must adhere 
to the specifications and guidelines in 
Publication 1179, Specifications for 
Paper Document Reporting and Paper 
Substitutes for Forms 1096, 1098, 1099 
Series, 5498, and W-2G. 

SEC. 17. COMBINED FEDERAUSTATE 
FILING PROGRAM 

.01 The Combined FederaVState Fil
ing Program was established to sim
plify information returns filing for the 
taxpayer. IRSIMCC will forward this 
information to participating states free 
of charge for approved filers. Separate 
reporting to those states is not neces
sary. Forms 1098, 1099-A, 1099-B, 
1099-S, and W-2G cannot be filed 
under this program. 

.02 To request approval to partici
pate, a test file coded for this program 

must be submitted to IRSIMCC be
tween November 1 and December 31 
for magnetic media and electronic files . 

.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. 

.05 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 IRSIMCC 
before any tax information can be 
released to the state. Filers must write 
their TCC on Form 6847. If the test 
file is not acceptable, IRSIMCC will 
return the media with a letter indicating 
the problems, and the replacement test 
file must be returned to IRSIMCC 
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 though acting as Attorney
in-Fact for several payers. Form 6847 
may be computer-generated as long as 
it includes 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 IRSIMCC 
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 FederaVState 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). It is the payer's 
responsibility to contact the participat
ing states to verify the criteria provided 
in this table. 

.12 Upon submission of the actual 
files, the filer must be sure of the fol
lowing: 

(a) All records should be coded 
exactly as required by this revenue 
procedure. 

(b) The "C" Record must be fol
lowed by a state total "K" Record for 
each state being reported. 

(c) Payment amount totals and the 
valid participating state code must be 
included in the State Totals "K" 
Record . 

(d) The last "K" Record is followed 
by an "A" Record or an End of 
Transmission "F" Record (if this is 
the last record of the entire file). 
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TABLE 1. PARTICIPATING STATES 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 Carolina 45 
Delaware 10 Minnesota 27 Tennessee 47 
District of Columbia 11 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 STATE REPORTING 

State 1099-DIV 1099-G 1099-INT 1099-MISC 1099-010 1099-PATR 1099-R 5498 

Alabama $1500 $ NR $1500 $1500 $1500 $1500 $1500 NR 
Arkansas 100 2500 100 2500 2500 2500 2500 
District of Columbiab 600 600 600 600 600 600 600 NR 
Hawaii 10 a 10 600 10 10 600 
Idaho 10 10 10 600 10 10 600 
Iowa 100 1000 1000 1000 1000 1000 1000 NR 
Minnesota 10 10 10 600 10 10 600 
Mississippi 600 600 600 600 600 600 600 NR 
Missouri NR NR NR 1200c NR NR NR NR 
Montana 10 10 10 600 10 10 600 
New Jersey 1000 1000 1000 1000 1000 1000 1000 NR 
North Carolina 100 100 100 600 100 100 100 
Tennessee 25 NR 25 NR NR NR NR NR 
Wisconsin NR NR NR 600 NR NR 600 NR 
Note: This list is for information purposes only. For complete information on state filing requirements, contact the 
appropriate state tax agencies. Filing requirements for any state in TABLE 1 not shown in TABLE 2 are 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. 18. DEFINITION OF TERMS 

Element 

Asynchronous Protocols 

b 

Bisynchronous Protocols 

Correction 

CUSIP Number 

Data File 

Employer Identification Number 
(EIN) 

Electronic Filing 

File 

Filer 

Foreign Corporation 

Golden Parachute Payments 

Inconsequential Error 

Incorrect Taxpayer Identification 
Number (Incorrect TIN) 

Description 

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 an information 
return that was successfully processed by IRSIMCC, but contained erroneous 
information. 

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 group of records on tape beginning with a tape mark and ending with a trailer label. 

A nine-digit number assigned by IRS Number (EIN) for Federal tax reporting 
purposes. 

Submission of information returns using switched telecommunications network circuits. 
These transmissions use modems, dial-up phone lines, and asynchronous or 
bisynchronous protocols. See Part 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 magnetically or electronically. 

May be payer andlor transmitter. 

Any corporation organized or created other than in or under the laws of the United 
States, any of its states, the District of Columbia, or territories. 

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. 

An error or omISSIOn of data that does not prevent or hinder the IRSIMCC from 
processing the return, from correlating the information required to be shown on the in
formation return with information shown on the payee's tax return, or from otherwise 
putting the return to its intended use. For example, if the payee address is 4821 Grant 
Boulevard and the word "boulevard" is misspelled, a correction does not have to be 

made. 
A TIN may be incorrect for Identification Number 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., the payee name change was not conveyed to the 
IRS or SSA so that they could enter the change in their records). 
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Element 

Infonnation Return 

Infonnation Returns 

Magnetic Media 

Missing Taxpayer Identification 
Number (Missing TIN) 

PS 58 Costs 

Payee 

Payer 

Replacement 

Service Bureau 

Social Security Number (SSN) 

Special Character 

SSA 

Statement to Recipient 
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Description 

The vehicle for submitting required infonnation about another person to IRS. 
Infonnation returns are filed by financial institutions and by others who make certain 
types of payments as part of their trade or business. 

The infonnation required to be reported on an infonnation return includes interest, 
dividends, pensions, nonemployee compensation for personal services, stock transac
tions, sales of real estate, mortgage interest, and other types of infonnation. 

For this revenue procedure, an infonnation return is Fonn 1098, 1099-A, 1099-8, 
1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-0ID, 1099-PATR, 1099-R, 

1099-S, 5498 or W-2G. 

For this revenue procedure, the tenn "magnetic media" refers to Y2-inch magnetic 
tape; IBM 3480/3490 compatible tape cartridge; or 5Y4-, 31/2- or 8-inch diskette. 

The payee TIN on an infonnation 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 n(m) 
and Regulations Section 1.72-16(b). (See Part B, Sec. 7 Payee "B" Record, 
Document SpecificlDistribution 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 (Fonn 1099-A), participant (Form 
5498) and a gambling winner (Fonn W-2G). For Fonn 1098, the payee is the 
individual paying the interest. For Fonn 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 trustee or 
issuer of an IRA or SEP, or a lender who acquires an interest in secured property or 
who has reason to know that the property has been abandoned. The payer will be held 
responsible for the completeness, accuracy, and timely submission of magnetic media 
files. 

A replacement is an infonnation return file that IRSIMCC has returned to the payerl 
transmitter due to errors encountered during processing. 

Person or organization with whom the payer has a contract to prepare and/or submit 
infonnation return files to IRSIMCC. 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 tax and wage reporting 
purposes. 

Any character that is not a numeral, an alpha, or a blank. 

Social Security Administration. 

For purposes of this revenue procedure, the copy of Fonn 1099, 1098, 5498, or W-2G 
that is required to be sent by the payer to the recipient to provide infonnation to be 
reported on the recipient's tax return. When reporting Form 1098, the payer is the 
receiver of the mortgage interest and the recipient is the person making the interest 
payment. When reporting Fonn 1099-S, the payer is the entity reporting the 
transaction and the recipient is the seller. 



Element 

Taxpayer Identification Number 

(TIN) 

Transfer Agent (Paying Agent) 

Transmitter 

Transmitter Control Code (TCC) 

SEC. 19. STATE ABBREVIATIONS 

Description 

May be either an Employer Identification Number (EIN) or Social Security Number 
(SSN). 

The transfer agent, or paying agent, is the entity who has been contracted or authorized 
by the payer to perform the services of paying and reporting backup withholding 
(Form 941). The payer may be required to submit to IRSIMCC 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 magnetic media file(s). May be Payer or agent of 
Payer. 

A five character alpha/numeric number assigned by IRSIMCC 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 IRSIMCC to receive this number. 

.01 You must use the following state abbreviations when developing the state code portion of address fields. This table 
provides state abbreviations only, and does not represent those states participating in the Combined Federal/State Filing 
Program. 

State Code State Code State 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 Palau PW 
Arkansas AR Maryland MD Pennsylvania PA 

California CA Massachusetts MA Puerto Rico PR 
Colorado CO Michigan MI Rhode Island RI 

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

District of Columbia DC Missouri MO Tennessee TN 

Federated States Montana MT Texas TX 

of Micronesia FM Nebraska NE Utah UT 
Florida FL Nevada NV Vermont VT 

Georgia GA New Hampshire NH Virginia VA 

Guam GU New Jersey NJ Virgin Islands VI 

Hawaii HI New Mexico NM Washington WA 
Idaho ID New York NY West Virginia WV 

Illinois IL North Carolina NC Wisconsin WI 

Indiana IN North Dakota ND Wyoming WY 
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, Guam, Northern Mariana Islands, Puerto Rico, and the Virgin Islands and others . 

. 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" appears in the Foreign Country Indicator 
Field of the "B" Record. 
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.04 When reporting APOIFPO addresses use the following format: 

Payee Name 
Mailing Address 

Payee City 
*Payee State 

Payee ZIP Code 

EXAMPLE: 
PVT Willard J. Doe 
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. 20. MAJOR PROBLEMS ENCOUNTERED 

IRSIMCC 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 IRSIMCC to return files for replacement. This may be important for those payers who have 
either had their files prepared by a service bureau or who have purchased pre-programmed 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 are some of the most frequently encountered problems with magnetic/electronic files submitted to IRS/ 
MCC. 

1. Discrepancy between IRSIMCC totals and 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. Payers should verify 
the accuracy of the records because imbalances may necessitate return of files for replacement. 

2. The Payment Amount Fields in the "B" 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 zero (0) filled. 

EXAMPLE: "A" RECORD 

"8" RECORD 

247bbbbbb-(b = blank) 
(Pos. 23-31) 
(Pos. 24-32 for 8-inch diskettes) 

0000867599-(Payment Amount 2) 
(Pos. 61-70) 
(Pos. 62-71 for 8-inch diskettes) 

0000709097 -(Payment Amount 4) 
(Pos. 81-90) 
(Pos. 82-91 for 8-inch diskettes) 

0000044985-(Payment Amount 7) 
(Pos. 111-120) 
(Pos. 112-121 for 8-inch diskettes) 

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 Payer "A" Record. 

The Payer's TIN reported in positions 7-15 (positions 8-16 for 8-inch diskettes) of the "A" Record must be correct in order 
for IRSIMCC to process the media. The TIN provided in the "A" Record should correspond with the name provided in the 
first payer name line. 
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5. Bad Fonnat. 

IRS/MCC receives 5Y4- and 3Y2-inch diskettes fonnatted using 8-inch diskette specifications and vice versa. Be sure to use 
the proper section of this revenue procedure for fonnatting data. 

6. Incorrect tax year in the Payer "A" and Payee "B" records. 

The tax year in both the payee and payer record should reflect the year of the infonnation that is being reported. Filers need 
to check their files to ensure that this infonnation is correct. 

7. Fonn W-2 infonnation submitted on same media as Fonn 1099 information. 

Form W-2 infonnation is submitted to SSA, and not to IRSfMCC. SSA has its own magnetic media reporting program for 
wage infonnation, and the media containing Fonns W-2 is submitted to SSA. Any media received at IRSfMCC that contains 
Form W-2 infonnation will be returned to the filer. Filers need to contact their local SSA office for infonnation concerning 
filing Fonns W-2 on magnetic media. 

8. Excessive withholding credits. 

For most infonnation returns, other than Fonn 1099-R, withholding credits should not exceed 31 percent of the income 
reported. Validate the total reported in the withholding field against the total income reported. 

9. Incorrect fonnat for TINs in the Payee "B" Record. 

A check of "B" records should be made to ensure the Taxpayer Identification Numbers (TINs) are fonnatted correctly. 
There should be nine numerics, no alphas, hyphens, commas or blanks. Incorrect fonnatting of TINs may result in a penalty. 

IRS/MCC contacts payers who have submitted 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 infonnation, are encouraged to 
attach a letter of explanation to the required Fonn 4804. This will prevent unnecessary contact from IRSfMCC. 

10. Distribution Codes for Fonn 1099-R reported incorrectly. 

A numeric Distribution Code must always be used in conjunction with Distribution Codes A, B, or C. The numeric code 
must be reported in position 4, and the A, B, or C must be in position 5. (Positions 5 and 6, respectively, for 8-inch 
diskettes. ) 

PART B. MAGNETIC MEDIA 
SPECIFICATIONS 

SECTION 1. GENERAL 

.01 The specifications contained in 
this part of the revenue procedure 
define the required fonnat 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 infonnation required by 
state or local governments. Filers who 
wish to use this option for satisfying 
state or local reporting requirements 
should contact their state or local de
partment of revenue for filing instruc
tions. (Also refer to Part A, Sec. 17.) 

(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. IRSfMCC will not use the infor-

mation supplied in this field. The 
length of this field will vary depending 
on the type of return. 

.03 Filers should be consistent in the 
use of recording codes and density on 
files. If a filer's tape cartridge does not 
meet these specifications, they are 
encouraged to submit a test prior to 
submitting the actual file. Contact IRSI 
MCC for further infonnation. 

.04 Use "K" Records only if the 
payer is an approved Combined 
FederaUState 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 Bin
ary Coded Decimal Interchange Code) 
with: 

(1) Odd Parity. 
(2) A density of 1600, or 6250 CPI. 
(3) If filers use UNISYS Series 1l00, 

they must submit an interchange tape. 
(b) 9 track ASCII (American Stand

ard Coded Infonnation Interchange) 
with: 

(1) Odd Parity. 
(2) A density of 1600 or 6250 CPI. 
Filers 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-1/2-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: lO l/2-inch (26.67 
cm), 8 l/2-inch (2l.59 cm), 7-inch (17.78 
cm), 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 25,200 
tape positions. 

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

(c) All records, except the header 
and trailer labels, may be blocked or 
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unblocked. A record may not contain 
any control 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 constant 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 submitted. 

.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 con

figuration 001111 (8421). 
(c) May follow the header label and 

precede and/or follow the trailer label. 
. 06 IRSIMCC can only read one data 

file on a tape. A data file is a group of 
records beginning with a tapemark and 
ending 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, IRSIMCC can 
process tape cartridges that meet the 
following specifications: 

(a) must be IBM 3480 or 3490 com
patible. 

(b) must meet American National 
Standard Institute (ANSI) standards, 
and have the following characteristics: 

(I) Tape cartridges will be 1/2-inch 
tape contained in plastic cartridges 
which are approximately 4-inches by 
5-inches by I-inch in dimension. 

Capacity 

1.44 mb 
1.44 mb 
1.2 mb 
720 kb 
360 kb 
320 kb 
180 kb 
160 kb 
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(2) Magnetic tape will be chromium 
dioxide particle based 1/2-inch tape. 

(3) Cartridges must be 18-track 
parallel. 

(4) Cartridges will contain 37,871 
CPI (characters per inch). 

(5) Mode will be full function. 

(6) The data may be compressed 
using EDRC (Memorex) or IDRC 
(IBM) compression. 

(7) Either EBCDIC (Extended Bi
nary Coded Decimal Interchange Code) 
or ASCII (American Standard Coded 
Information Interchange) may be used. 

(8) Tape cartridges created on an 
IBM AS400 are not compatible with 
IRSIMCC. 

.02 The tape cartridge records de
fined in this revenue procedure may be 
blocked subject to the following: 

(a) A block must not exceed 25,200 
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 9s; however, the last 
block of the file may be filled with 9s 
or truncated. Do not pad a block with 
blanks. 

(c) All records, except the header and 
trailer labels, may be blocked or un
blocked. A record may not contain any 
control 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 
constant in every block with the excep
tion 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 con
figuration 001111 (8421). 

(c) May follow the header label and 
precede and/or follow the trailer label. 

SEC. 4. 5%-INCH AND 3V2-INCH 
DISKETTE SPECIFICATIONS 

.01 To be compatible, a diskette file 
must meet the following specifications: 

(a) 51/4- or 3Y2-inches in diameter. 

(b) Data must be recorded in stand
ard ASCII code. For 5Y4-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/1ine feed (cr/lf) charac
ters if applicable. 

(f) Filename of IRST AX must be 
used. Do not enter any other data in 
this field. If a file will consist of more 
than one diskette, the filename 
IRST AX 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 IRSTAX.001, the second 
diskette will be IRST AX.002, etc. 

(g) A diskette file may consist of 
mUltiple diskettes as long as the file 
naming conventions are followed. 

(h) Diskettes must meet one of the 
following specifications: 

Tracks Sides/Density Sector Size 

96tpi hd 512 
135tpi hd 512 
96tpi hd 512 
48tpi ds/dd 512 
48tpi ds/dd 512 
48tpi ds/dd 512 
48tpi ss/dd 512 
48tpi ss/dd 512 



.02 IRSIMCC encourages filers to 
use blank or currently formatted disk
ettes when preparing files. If extrane
ous data follows the end of file "F" 
record, the file must be returned for 
replacement. 

. 03 IRSIMCC prefers that 51;4- and 
3~-inch diskettes be created using MS/ 
DOS; however, diskettes created using 
other operating systems may be accept
able. IRSIMCC has equipment that can 
convert diskettes created under virtually 
any operating system to the appropriate 
MSIDOS format. IRSIMCC strongly 
recommends that filers submit a test 
file for 51/4- and 31/2-inch diskettes, 
especially if their data was not created 
using MSIDOS. 

. 04 Filers are encouraged to use high 
density diskettes. Low density diskettes 
are acceptable but must be formatted in 
low density. 

SEC. 5. PAYERITRANSMITTER "A" 
RECORD-GENERAL FIELD 
DESCRIPTIONS 

.01 The Payer/Transmitter "A" 
Record identifies the payer and trans-

mitter of the magnetic media file and 
provides parameters for the succeeding 
"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 submitted on the same file. 

.03 Do not submit separate "A" 
Records for each payment amount 
being reported. For example, if a payer 
was 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 transmitter 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. 

.05 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. IRSIMCC 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 reporting Form 1 098, 
Mortgage Interest Statement, the "A" 
Record will reflect the name of the 
recipient of the interest referred to as 
the payer in these instructions. The 
"8" Record will reflect the individual 
paying the interest (borrower/payer of 
record) and the amount paid. 

RECORD NAME: PAYERITRANSMITTER "A" RECORD 

Note: For all fields marked required, a filer must provide the information described under Description and Remarks. For 
those fields not marked required, filers must allow for the field but may be instructed to enter blanks or zeros in the 
indicated media position(s) and for the indicated length. All records are now a fixed length of 420 positions. 

Field 
Position 

2-3 

4-6 

7-15 

16-19 

Field Title 

Record Type 

Payment Year 

Reel Sequence 
Number 

Payer's TIN 

Payer Name 
Control 

Length 

2 

3 

9 

4 

Description and Remarks 

Required. Enter "A." 

Required. Enter "93." (Unless reporting prior-year data) 

The reel sequence number incremented by 1 for each tape or diskette on the 
file starting with 001. The filer may enter blanks or zeros in this field. IRS/ 
MCC bypasses this information. Indicate the proper sequence on the external 
label Form 5064. 

Required. Must be the valid nine-digit 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 corporations that are not 
required to have a TIN, this field may be blank; however, the Foreign 
Corporation Indicator, position 49 of the "A" Record, should be set to "1." 
(See Part A, Sec. 18 for the definition of a foreign corporation.) 

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 and 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 payer has not 
received a Package 1099 or does not know their Payer Name Control, thiS field 
should be blank filled. 
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Field 
Position 

20 

21 

22 

23-31 

RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

Field Title 

Last Filing 
Indicator 

Combined Federal/ 
State Filer 

Type of Return 

Amount Codes 
(See Note) 

Length Description and Remarks 

9 

Payers should enter a "1" if this is the last year they will file; otherwise, enter 
blank. Payers should use this indicator if, due to a merger, bankruptcy, etc., 
they 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 Federal/State filing program. Filer Enter "I" if 
participating in the Combined Federal/State Filing Program; otherwise, enter 
blank. Refer to Part A, Sec. 17, for further information. Forms 1098, 1099-A, 
1099-B, 1099-S, and W-2G cannot be filed under this program. 

Required. Enter the appropriate code from the table 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

below: 

Code 
3 
4 
B 
I 
F 
6 

A 
D 
7 
9 
S 
L 

W 

Required. Enter the appropriate amount code for the type of return being 
reported. Generally, for each amount code entered in this field, a corresponding 
payment amount should 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. 

Example: If position 22 of the PayerlTransmitter "A" Record is "7" (for 1099-PATR) and positions 23-
31 are "24 7bbbbbb" (b = blanks), this indicates the payer may be reporting three Payment Amounts in 
all of the following "B" Records. 

The first Payment Amount field in the "B" Record will be all "0" (zeros); 
the second will represent Nonpatronage Distributions; 
the third will be all "0" (zeros); 
the fourth will represent Federal Income Tax Withheld; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent Energy Investment Credit; and 
the eighth and ninth will be all "0" (zeros). 

Enter the Amount Codes in Ascending Sequence (i.e., 247bbbbbb, b = blanks), left-justify, filling unused 
positions with blanks. For any further clarification of the Amount Indicator codes, contact IRS/MCC. 

No.te: A Type of Return and an Amount Code must be present in every Payer "A" Record even if no money amounts are 
bemg reported. For a detailed explanation of the information to be reported in each Amount Code refer to the 1993 
"Instructions for Forms 1099, 1098, 5498, and W-2G." , 
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RECORD NAME: PAYERJTRANSMITTER "A" RECORD-Continued 

Field 
position Field Title 

Amount Codes Form 
I098-Mortgage Interest 
Statement 

Amount Codes Form 
I099-A-Acquisition or 
Abandonment of Secured 
Property 

Amount Codes Form 
1099-B-Proceeds From 
Broker and Barter Exchange 
Transactions 

Length Description and Remarks 

For Reporting Mortgage Interest Received from Payers!Borrowers (Payer of 
Record) on Form 1098: 

Amount 
Code 
1 
2 

3 

Amount Type 
Mortgage interest received from payers!borrowers 
Points paid directly by payers!borrowers 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 
3 
4 

Amount Type 
Balance of principal outstanding 

Gross foreclosure proceeds 
Appraisal value 

For Reporting Payments on Form 1099-B: 

Amount 
Code 
2 

3 
4 

6 
7 

8 

Amount Type 
Stocks, bonds, etc. (For Forward Contracts see Note.) 

Bartering. Do not report negative amounts. 
Federal income tax withheld (Backup withholding). Do 
negative amounts. 
Profit or loss realized in 1993. 
Unrealized profit or loss on open contracts-12/31/92. 

Unrealized profit or loss on open contracts-12/31/93 

9 Aggregate profit or loss. 

not report 

Note: The Payment Amount field associated with Amount Code 2 may be used to represent a loss when the reporting is for 
Forward Contracts. Refer to "B" Record-General Field Descriptions, Payment Amount Fields, for instructions on reporting 

negative amounts. 

Amount Codes Form 
I099-DIV-Dividends and 
Distributions 

For Reporting Payments on Form 1099-D1V: 

Amount 
Code 

1 
2 

3 
4 
5 
6 

Amount 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) 

7 Foreign tax paid 
8 Cash liquidation distributions 
9 Noncash liquidation distributions (show fair market value) 

Note: Amount Code 1 must be present (unless the payer is using Amount Codes 8 and 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. 
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RECORD NAME: PA YERJTRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title 

Amount Codes Form 
I099-G-Certain Government 
Payments 

Amount Codes Form 
1 099-INT -Interest Income 

Amount Codes Form 
I099-MISC-Miscelianeous 
Income 

Length Description and Remarks 

For Reporting Payments on Form 1099-G: 

Amount 
Code 

I 
2 
4 

5 

Amount Type 

Unemployment compensation 
State or local income tax refunds, credits, or offsets 

Federal income tax withheld (Backup withholding) 

Discharge of indebtedness 

6 Taxable grants 
7 Agriculture payments 

For Reporting Payments on Form I099-INT: 

Amount 
Code 

I 
2 
3 
4 
5 

Amount Type 
Interest income not included in Amount Code 3 

Early withdrawal penalty 
Interest on U.S. Savings Bonds and Treasury obligations 
Federal income tax withheld (Backup withholding) 

Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code 
1 

2 

Amount Type 

Rents (see Note 1) 

Royalties (see Note 2) 
3 Prizes, awards, etc. 
4 Federal income tax withheld (Backup withholding) 

5 Fishing boat proceeds 
6 Medical and health care payments 
7 Nonemployee compensation or Crop Insurance Proceeds (see Note 3) 
8 Substitute payments in lieu of dividends or interest 
9 Excess Golden Parachute Payments 

Note 1: If reporting the Direct Sales indicator only, use Type of Return A (MISC) in pos. 22, and Amount Code I in pos. 23 
of the Payer "A" record. All Payment Amount Fields in the Payee "B" record will contain zeros. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 

Note 3: Amount code "7" is normally used to report nonemployee compensation. However, Amount code "7" may also be 
used to report Crop Insurance Proceeds. See positions 4-5 of the "B" Record for instructions. If Nonemployee 
Compensation and Crop Insurance Proceeds are being paid to the same payee, a separate "B" Record for each transaction is 
required. 

Amount Codes Form 
I099-01O-0riginal Issue 
Discount 
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For Reporting Payments on Form 1099-010: 

Amount 
Code 
1 

2 
3 
4 

Amount Type 

Original issue discount for 1993 
Other periodic interest 
Early withdrawal penalty 
Federal income tax withheld (Backup withholding) 



RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title 

Amount Codes Form 
I 099-PATR-Taxable 
Distributions Received From 
Cooperatives 

Length Description and Remarks 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code 
1 

Amount Type 

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 
6 Investment credit (see Note) 

7 Energy Investment Credit (see Note) 
8 Jobs credit (see Note) 

Note: The amounts shown for Amount Codes 6, 7, and 8 must be reported to the payee; they need not be reported to IRS/ 
MCC. 

Amount Codes Form 1099-R 
Distributions From Pensions, 
Annuities, Retirement or 
Profit-Sharing Plans, IRAs, 
Insurance Contracts, etc. (See 
Note 1) 

For Reporting Payments on Form 1099-R: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
8 

Amount Type 

Gross distribution (see Note 2) 
Taxable amount (see Note 3) 

Amount in Amount Code 2 eligible for capital gain election 
Federal income tax withheld (see Note 4) 
Employee contributions or insurance premiums 
Net unrealized appreciation in employer's securities 
Other 

9 State or local income tax withheld (see Note 5) 

Note 1: Additional information may be required in the "B" Record. Refer to positions 44 thru 48 of the "B" Record. 

Note 2: If the payment shown for Amount Code 1 is a total distribution, enter a "1" in position 47 of the "B" Record. 

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 zero (0) in Amount Code 
2, and enter the employee's contribution in Amount Code 5. 

If taxable amount cannot be determined, enter a "1" in position 48 of the "B" Record. If reporting an IRAISEP 
distribution, generally include the amount of the distribution in the Taxable Amount (Payment Amount field 2, positions 61-
70) and enter a "I" in the IRAISEP Indicator field (position 44). A "I" may be entered in the Taxable Amount Not 
Determined field (position 48) of the Payee "B" Record but the amount of the distribution must still be reported in Payment 
Amount Field 2. See the explanation for Box 2a of Form 1099-R in the 1993 "Instructions for Forms 1099, 1098,5498, and 
W-2G" for exceptions to reporting the taxable amount. 

Note 4: See the 1993 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further information concerning the Federal 
income tax withheld for Form 1099-R. 

Note 5: State or local income tax withheld was added for the convenience of the payer but need not be reported to IRS. 
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RECORD NAME: PA YERITRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title Length Description and Remarks 

Amount Codes Form 
1099-S-Proceeds From Real 
Estate Transactions 

For Reporting Payments on Form 1099-S: 

Amount 
Code 

2 
5 

Amount Type 

Gross proceeds (see Note) 
Buyer's part of real estate tax 

Note: Include payments of TIMBER royalties made under a "pay-as-cut" contract, reportable under section 6050N. For 
more information, see Ann. 90-129, 1990-48 I.R.B. 10. If timber royalties are being reported, enter "TIMBER" in the 

description field of the "B" record. 

Amount Codes Form 5498-
Individual Retirement 
Arrangement Information (See 
Note) 

For Reporting Payments on Form 5498: 

Amount 
Code 
1 

2 

Amount Type 
Regular IRA contributions made in 1993 and 1994 for 1993 

Rollover IRA contributions 
3 Life insurance cost included in Amount Code 1 

4 Fair market value of the account 

Note: For information regarding Inherited IRAs, refer to Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information must 
be given in the Payee Name Line of the "B" Record. 

If reporting IRA contributions for a Desert Shield/Storm participant for other than 1993, enter "DS," the year for which 
the contribution was made, and the amount of the contribution in the Special Data Entries field of the "B" Record. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting refer to the 1993 
"Instructions for Forms 1099, 1098, 5498, and W-2G," and Notice 91-17, 1991-1 C.B. 319. 

Amount Codes Form W-2G
Certain Gambling Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code Amount Type 
1 Gross winnings 
2 Federal income tax withheld 
3 State income tax withheld (see Note) 
7 Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS/MCC. 

32 

33 

34-41 

42-43 

44-48 

Test Indicator 

Service 
Bureau 
Indicator 

Blank 

Magnetic Tape 
Filer 
Indicator 

Transmitter 
Control Code 
(TCC) 
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8 

2 

5 

Required. Enter "T" if this is a test file; otherwise enter a blank. 

Filers should enter "1" if they used a service bureau to develop and/or 
transmit their files; otherwise enter blank. See Part A, Sec. 18 for the definition 
of Service Bureau. 

Enter blanks. 

Required for magnetic tape/tape 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 IRSIMCC. A TCC must be obtained to file data on this program. 
Do not enter more than one TCC per file. 



RECORD NAME: PAYERJTRANSMITTER "A" RECORD-Continued 

Field 
Position 

49 

Field Title 

Foreign 
Corporation 
Indicator 

Length Description and Remarks 

Enter a "1" if the payer is a Foreign Corporation and income is paid by the 
corporation to a U.S. resident (see Part A, Sec. 18 for the definition of a 
Foreign Corporation). If the payer is not a Foreign Corporation, 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 corporations 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 and 
fill 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 field.) 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). The "B" Record will reflect the individual paying the interest (the payer of record) and 
the amount paid. For Form 1099-S, the "An Record will reflect the person responsible for reporting the transaction and the 
"B" Record will reflect the seller/transferor. 

90-129 Second 
Payer Name 
Line 

130 Transfer 
Agent 
Indicator 

131-170 Payer 

"-

Shipping 
Address 

171-210 Payer City, State, 
and ZIP Code 

211-290 Transmitter 
Name 

291-330 Transmitter 
Mailing 
Address 

331-370 Transmitter 
City, State and 
ZIP Code 

371-418 Blank 

419-420 Blank 

40 

40 

40 

80 

40 

40 

48 

2 

If the Transfer Agent Indicator (pos. 130) contains a "1," this field must 
contain the name of the Transfer 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 and fill unused positions with blanks. 

Required. Identifies the entity in the Second Payer Name field. (See Part A, 
Sec. 18 for a definition of Transfer Agent.) 

Code 

1 
o (zero) 

Meaning 
The entity in the Second Payer Name field is the Transfer Agent. 
The entity shown is not the Transfer Agent (i.e., the Second Payer 
Name field contains either a continuation of the First Payer Name 
field or blanks). 

Required. If the transfer agent indicator in position 130 is a "1," enter the 
shipping address of the Transfer Agent. Otherwise, enter the actual shipping 
address 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 and fill with blanks. 

Required. If the Transfer Agent Indicator in position 130 is a "1," enter the 
City, Town, or Post Office, State and ZIP Code of the Transfer Agent. 
Otherwise, enter the City, Town, or Post Office, State and ZIP Code of the 
payer. Left-justify and fill with blanks. 

Required if the payer and transmitter are not the same. Enter the name of the 
transmitter in the manner in which it is used in normal business. The name of 
the transmitter must be reported in the same manner throughout the entire file. 
Left-justify and fill 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 mailing 
address of the transmitter. Street address should include number, street, 
apartment or suite number (or P. O. Box if mail is not deliver~d to street 
address). Left-justify and fill 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 and fill with 
blanks. If the payer and transmitter are the same, this field may be blank. 

Enter blanks. 

Enter blanks or Carriage ReturnlLine Feed (CRlLF). 
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SEC. 6. PAYERITRANSMITIER "A" RECORD-RECORD LAYOUT 

REEL PAYER LAST 
RECORD PAYMENT 

SEQUENCE 
PAYER'S 

NAME FILING 
TYPE YEAR 

NUMBER 
TIN* 

CONTROL* INDICATOR 

2-3 4-6 7-15 16-19 20 

COMBINED TYPE 
TEST 

SERVICE 
AMOUNT BUREAU FEDERALIST ATE OF 

CODES INDICATOR 
INDICATOR Filer RETURN 

21 22 23-31 32 33 

MAGNETIC FIRST SECOND 
TRANSMITTER FOREIGN 

PAYER PAYER BLANK TAPE 
CONTROL CORPORATION 

NAME Filer NAME 
CODE INDICATOR 

LINE* INDICATOR LINE* 

34-41 42-43 44-48 49 50-89 90-129 

TRANSFER PAYER PAYER CITY 
TRANSMITTER TRANSMITTER 

AGENT SHIPPING STATE AND MAILING 
INDICATOR ADDRESS * ZIP CODE* NAME 

ADDRESS 

130 131-170 171-210 211-290 291-330 

TRANSMITTER BLANK 
CITY, STATE, BLANK or 

AND ZIP CODE CRiLF 

331-370 371-418 419-420 

* When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). For Form 1099-S, the "A" Record will reflect the person responsible for reporting the 
transaction. 

SEC. 7. PAYEE "B" RECORD ("B" Record) GENERAL FIELD DESCRIPTIONS AND RECORD LAYOUTS 

.01 The "B" Record contains the payment information from the individual returns. When filing information returns, the 
format for the "B" Records will remain constant and is a fixed length of 420 positions. The record layout for positions 1 
through 321 is the same for all "B" Records. Positions 322 through 420 vary for Forms 1099-A, 1099-B, 1099-0ID, 
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 will allow for all nine payment amount fields. For those fields not used, 
enter zeros (0). For example, if a payer is reporting on Form 1099-PATR, they will enter a "7" in tape position 22 of the 
"A" Record, Type of Return. If they are reporting payments for Amount Codes 2, 4, and 7, then media positions 23 
through 31 of the "A" Record will be "247bbbbbb" (b = blanks). In the "B" Record: 

Positions 51 through 60 for Payment Amount 1 will be zeros. 

Positions 61-70 will reflect the actual payment amount to be reported for "Nonpatronage distributions." 
Positions 71-80 for Payment Amount 3 will be zeros. 

Positions 81-90 will reflect the actual payment amount to be reported for "Federal income tax withheld." 
Positions 91-110 for Payment Amounts 5 and 6 will be zeros. 
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SEC. 7. PAYEE "B" RECORD ("B" Record) GENERAL FIELD DESCRIPTIONS AND RECORD LAYOUTS
Continued 

Positions 111-120 will reflect the actual payment amount to be reported for "Energy Investment Credit." 
Positions 121-140 for Payment Amounts 8 and 9 will be zeros . 

. 02 The following specifications include 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; 
however, compliance with the following will facilitate IRS computer programs in generating the Name Control. 

(a) The surname of the payee whose SSN is shown in the "B" Record should always appear first. If, however, the 
records have been developed using the first name first, the filer 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. 15 for further information concerning Taxpayer Identification 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 governments, or for the filer's own personal use. 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 
filer's choice whether or not this field is used. 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. 17 in order to participate in this program. Forms 1098, 1099-A, 1099-B, 1099-S, and W-2G cannot be filed 
under the Combined Federal/State Filing Program . 

. 07 All alpha characters entered in the "B" Record should be upper-case . 

. 08 Do not use decimal points (.) to indicate dollars and cents. Ten dollars must appear as 0000001000 in the payment 
amount field . 

. 09 IRS strongly encourages filers to review their data for accuracy before submission to prevent issuance of erroneous 
notices. Filers should be especially careful that the names, TINs, account numbers, types of income, and income amounts 
are correct. 

RECORD NAME: PAYEE "B" RECORD 

Note: For all fields marked required, the filer must provide the information described under Description and Remarks. For 
those fields not marked required, the filer 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. 

Field 
Position Field Title 

Record Type 

2-3 Payment Year 

4-5 Document 
Specific/Distribution 
Code 

Tax Year of Refund 
(Form 1099-G only) 

Length 

1 

2 

2 

Description and Remarks 

Required. Enter "B." 

Required. Enter "93." (unless reporting prior-year data) 

Required for Forms 1 099-G, 1099-MISC, 1099-R and W-2G. For all other 
forms, or if not used, enter blanks. 

For Form 1099-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 tax from a trade or 
business, enter the numeric year from the table below for which the refund, 
credit or offset was issued (e.g., for 1993, enter 3). 
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 1993, enter C). 
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RECORD NAME: PAYEE "B" RECORD-Continued 

Field 
Position Field Title Length 

Form 1099-G 
(Continued) 

Crop Insurance Proceeds 
(Form 1099-MISC only) 

Distribution Code 
(Form 1099-R only) 

386 1993-2 C.B. 

Description and Remarks 

Year for Which 
General 

Refund was Issued 

I 
2 
3 
4 
5 
6 
7 
8 
9 
o 

Year for Which 
Trade/Business 

Refund Was Isued 
(Alpha Equivalent) 

A 
B 
C 
D 
E 
F 
G 
H 
I 
J 

For Form 1099-MISC, Enter "1" Proceeds in posItIOn 
reported for Amount Code 7 is Crop Insurance Proceeds. 
blank. 

4 if the payment 
Position 5 will be 

For Form 1 099-R, enter the appropriate Distribution Code(s). More than one 
code may apply for Form 1099-R; however, if only one code is required, it 
must be entered in position 4 and position 5 must be blank. Enter at least one 
(1) Distribution Code. A blank in position 4 is not acceptable. (For detailed 
explanations of distribution codes, see the 1993 "Instructions for Forms 1099, 
1098, 5498, and W-2G.") 

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. 

When using Code P for an IRA distribution under section 408(d)(4) of the 
Internal Revenue Code, the filer may also enter Code 1, if it applies. 

Only two numeric combinations are acceptable, codes 8 and 1, and codes 8 
and 2, on one return. These two 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. 

Four distribution codes E, F, G, and H have been added. Distribution codes E 
and F cannot be used in conjunction with other codes. Distribution code G 
may be used in conjunction with distribution code 4, if applicable. Refer to 
Announcement 93-20, 1993-6 I.R.B. 65. 

Category 
Early (premature) 

Code 
1* 

distribution, no known exception 
Early (premature) distribution, exception applies (as defined in section 

n(q), (t), or (v) of the Internal Revenue Code) other than disability 
or death 

Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Section 1035 exchange 
Normal distribution 
Excess contributions plus 

earnings/excess deferrals (and/or earnings) taxable in 1993 

2* 

3* 
4* 
5* 
6 
7* 
8* 



Field 
Position Field Title 

Form 1099-R 
(Continued) 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

Category Code 

PS 58 costs 9 
Excess contributions plus p* 

earnings/excess deferrals taxable in 1992 
Qualifies for 5- or lO-year averaging A 
Qualifies for death benefit exclusion B 
Qualifies for both A and B C 
Excess contributions plus earnings/excess D* 

deferrals taxable in 1991 
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 for Code 1, 2, 3, 4, 5, 7, 8, P, or D, code a "1" in Position 44 of the "B" Record. 

6 

7 

Type of Wager 
(Form W-2G only) 

2nd TIN Notice 

Corrected 
Return 
Indicator 

For Form W-2G, enter the applicable code in position 4. Position 5 will be 
blank. 

Category 
Horse Race Track (or Off-Track 

Betting of a Horse Track nature) 
Dog Race Track (or Off-Track 

Betting of a Dog Track nature) 
lai-alai 
State Conducted Lottery 
Keno 
Casino-type Bingo. Do not use this code for any other type of 

Bingo winnings (e.g., Church or Fire Dept.) 
Slot Machines 
Any other type of gambling winnings. (This includes 

Church Bingo, Fire Dept. Bingo, or unlabeled winnings.) 

Code 
1 

2 

3 
4 
5 
6 

7 
8 

For Forms 1099-B, 1 099-DIV, 1 099-INT, 1099-MISC, 1099-01D, and 1099-
PATR only. 

Payers should enter "2" to indicate they were notified by IRS/MCC twice 
within three calendar years that the payee provided an incorrect name and/or 
TIN combination; otherwise, enter a blank. 

Indicate a corrected return. 

Code Definition 
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. 14 for 
specific instructions on how to file corrected returns. 

8-11 Name Control 4 If determinable, enter the first four (4) characters of the surname of the person 
whose TIN is being 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 first 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 blanks 
should be removed. In the case of a business, other than sole proprietorship, 
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Field 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

use the first four significant characters of the business name. Disregard the 
word "the" when it is the first word of the 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, dash, etc.), this 

information may be dropped during subsequent IRSIMCC processing. 

The following examples may be helpful to filers in developing the Name Control: 

Individuals: 

Corporations: 

Sole Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organization: 

NAME 

Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Neill 
Mary Van Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mark D'Allesandro 

The First National Bank 
The Hideaway 
A & B Cafe 
11TH Street Inc. 

Mark Hemlock DBA 
The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and 
Joyce Spruce et al Ptr 

Frank White 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 Controls of less than four (4) significant characters must be left-justified and blank-filled. 

NAME CONTROL 

BROW 
LEE* 
EN* 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
LOPE 
LA* 
PHAM 
DALL 

FIRS 
THEH 
A&BC 
11TH 

HEML 

ASPE 

FIR* 

WHIT 
BLUE 

DAIS 
CHER 

LABO 
STBE 

** 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 "1" 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. 

Note: If reporting Direct Sales only, use Type of Return A in pos. 22, and Amount Code in pos. 23 of the Payer "A" 
record. All Payment Amount Fields in the Payee "B" record will contain zeros. 
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Field 
Position 

13 

14 

15-23 

Field Title 

Blank 

Type of TIN 

Taxpayer 
Identification 
Number 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

9 

Description and Remarks 

Enter blanks. 

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: 

Type of TIN TIN Type of Account 
1 EIN A business or other entity 
2 SSN An individual 

blank N/A If undeterminable, 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. 

Note: IRSIMCC contacts payers who have submitted 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, are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from IRSI 
MCC. 

24-43 

44 

Payer's 
Account 
Number 
For 
Payee 

IRNSEP 
Indicator 
(See Note) 

20 Enter any number assigned by the payer to the payee (e.g .• checking or savings 
account number). Filers are encouraged to use 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 are 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 only. Enter" 1" if reporting a distribution from an IRA or SEP; 
otherwise enter a blank. 

Note: Generally, report the total amount distributed from an IRA or SEP in payment amount field 2 (Taxable Amount), as 
well as payment amount field 1 (Gross Distribution) of the "B" Record. Filers may indicate the taxable amount was not 
detennined by using the Taxable Amount Not Determined Indicator (position 48) of the "B" Record; however, still report 
the amount distributed in payment amount field 2. 

45-46 

47 

Percentage 
of Total 
Distribution 

Total 
Distribution 
Indicator 
(See Note) 

2 Form 1 099-R only. Use this field when reporting a total distribution to more 
than one person, such as when a participant dies and a payer distributes to two 
or more beneficiaries. 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 11 percent). Enter 
the percentage received by the person whose TIN is included in positions 15-
23 of the "B" 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 1099-R only. Enter a "1" only if the payment shown for Amount Code 
1 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 does not meet this definition is not a total distribution. 
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Field 
Position 

48 

Field Title 

Taxable Amount 
Not Determined 
Indicator 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

Form 1 099-R only. Payers should enter a "1" only if they cannot compute the 
taxable amount of the payment entered for Payment Amount Field 1 (Gross 
Distribution) of the "B" Record; otherwise enter blank. If this indicator is 
used, enter 0 (zeros) in Payment Amount Field 2 of the Payee "B" Record. 
Payers, please make every effort to compute the taxable amount. 

Note: If reporting an IRAISEP Distribution for Form 1099-R, this indicator may be used, but is not required to be. 
Generally, the amount of the (ft~(ribution must be present in Payment Amount Field 2. Refer to the "1993 Instructions for 
Forms 1099, 1098, 5498, and W-2G" for exceptions. 

Filers are instructed to enter numeric information in all payment fields when filing magnetically or electronically. 
However, when reporting information on the statement to recipient, the payer may be instructed to enter blanks. Follow the 
guidelines provided in the paper instructions for the statement to recipient. 

49-50 

51-60 

61-70 

71-80 

81-90 

91-100 

101-110 

111-120 

121-130 

390 

Blank 

Payment 
Amount Fields 
(Must be numeric) 

Payment 
Amount 1* 

Payment 
Amount 2* 

Payment 
Amount 3* 

Payment 
Amount 4* 

Payment 
Amount 5* 

Payment 
Amount 6* 

Payment 
Amount 7* 

Payment 
Amount 8* 

1993-2 C.B. 

2 

10 

10 

10 

10 

10 

10 

10 

10 

Enter blarru. 

Required. Allow for all payment amounts. For those not used, enter zeros. For 
example: If position 22, Type of Return, of the "A" Record is "7" (for 1099-
PATR) and positions 23-31, Amount Codes, are "247bbbbbb" (b = blank), 
this indicates that three actual payment amounts are being reported in the 
following "B" Records. Payment Amount 1 will be all Os (zeros), Payment 
Amount 2 will represent Nonpatronage distributions, Payment Amount 3 will 
be all "0" (zeros), Payment Amount 4 will represent Federal Income Tax 
Withheld, Payment Amounts 5 and 6 will be all Os (zeros), Payment Amount 7 
will represent Energy Investment Credit, and Payment Amounts 8 and 9 will be 
all Os (zeros). Each payment field must contain 10 numeric characters (see 
Note). Et rt layment 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 reflect a loss on Form 1099-B. Positive and negative amounts are 
indicated by placing a + (plus) or - (minus sign) in the left-most position of the 
payment amount field. A negative overpunch 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 overpunch is not used, the number is assumed to be positive. 
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. Note: 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 "B" Record MUST contain 9999999999. 
(2) The second Payee "B" Record will contain the remaining money amount. 
Do not split this figure in half. 

The amount reported in this field represents payments for Amount Code 1 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 Code 8 in 
the " A" Record. 



Field 
Position Field Title 

131-140 Payment 
Amount 9* 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

10 

Description and Remarks 

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 Blank 

161 Foreign 
Country 
Indicator 

162-201 First Payee 
Name Line 

20 Enter blanks. 

If the address of the payee is in a foreign country, enter a "1" in this field; 
otherwise, enter blank. 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 Second Payee Name Line. 

40 Required. Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number (TIN) was provided in positions 15-23 of the 
"B" 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 are 
multiple payees, only the name of the payee whose TIN has been provided 
should be entered 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 
name line. The use of the business name is optional in the Second Payee Name 
Line. 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name of the recipient of the 
interest (the payer). The "B" Record will reflect the individual paying the interest (the borrower/payer of record) and the 
amount paid. For Forms 1099-S, 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, "Brian 
Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan Smith. Filers 
may abbreviate the word "beneficiary" as, for example, "benef." Refer to the 1993 "Instructions for Forms 1099, 1098, 
5498, and W-2G." The beneficiary's TIN should be reported in positions 15-23 of the "B" Record. 

202-241 Second Payee 
Name Line 

242-281 Payee Mailing 
Address 

40 

40 

If there are 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 "B" 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 IRSIMCC 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 and fill unused positions with blanks. This field 
must not 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. For 
foreign addresses, filers may use the payee City, State, and ZIP Code as a continuous 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 "l." 

282-310 Payee City 

311-312 Payee State 

313-321 Payee ZIP 
Code 

29 

2 

9 

Required. Enter the city, town or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO 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. 19. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as the filer has entered a "1" in the Foreign Country Indicator field, 
located in position 161 of the "B" Record. 

1993-2 C.B. 391 



STANDARD PAYEE "B" RECORD FORMAT FOR 
ALL TYPES OF RETURNS UP TO POSITION 321 

DOCUMENT 2ND CORRECTED 
RECORD PAYMENT SPECIFIC/ TIN RETURN 

TYPE YEAR DISTRIBUTION NOTICE INDICATOR 
CODE (OPTIONAL) 

2-3 4--5 6 7 

TAXPAYER 
PAYER'S 

DIRECT TYPE ACCOUNT NAME IDENTIFICATION SALES BLANK OF NUMBER CONTROL 
INDICATOR TIN NUMBER FOR PAYEE 

8-11 12 13 14 15-23 24--43 

PERCENTAGE TOTAL 
TAXABLE 

IRNSEP 
OF TOTAL DISTRIBUTION 

AMT NOT 
BLANK INDICATOR DETERMINED DISTRIBUTION INDICATOR 

INDICATOR 

44 45-46 47 48 49-50 

PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 1 AMOUNT 2 AMOUNT 3 AMOUNT 4 AMOUNT 5 

51-60 61-70 71-80 81-90 91-100 

PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 

101-110 111-120 121-130 131-140 

FOREIGN 
FIRST PAYEE SECOND PAYEE 

BLANK COUNTRY 
NAME LINE PAYEE NAME MAILING 

INDICATOR LINE ADDRESS 
141-160 161 162-201 202-241 242-281 

PAYEE PAYEE PAYEE 

CITY STATE ZIP 
CODE 

282-310 311-312 313-321 

The following sections define the field positions for the different types of returns in the payee "B" record (positions 322-
420): 

(1) Forms 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498 
(2) Form 1099-A 
(3) Form 1099-B 
(4) Form 1099-0ID 
(5) Form 1099-S 
(6) Form W-2G 
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(1) FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R and 5498 

Field 
Position Field Title 

322-349 Blank 

350-416 Special Data 
Entries 

417-418 Combined 
FederaUState 
Code 

419-420 Blank 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

28 

67 

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 
their state or local revenue departments for their filing requirements. If this field is 
not utilized, enter blanks. 

If this payee record is to be forwarded to a state agency as part of the Combined 
FederaUState Filing Program, enter the valid state code from Part A, Sec. 17, Table 
1. For those payers or states not participating in this program, enter blanks. 

Enter blanks, or carriage retumlline feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 

FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498 

SPECIAL COMBINED BLANK 
BLANK DATA FEDERAL! OR 

ENTRIES STATE CODE CRJLF 

322-349 350-416 417-418 419-420 

(2) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-A 

Field 
Position 

322-349 

350-370 

371-376 

377 

378-416 

417-418 

419-420 

Field Title 

Blank 

Special Data 
Entries 

Date of 
Lender's 
Acquisition or 
Knowledge of 
Abandonment 

Liability 
Indicator 

Description 
of Property 

Blank 

Length 

28 

21 

6 

39 

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 
their state or local revenue departments for their filing requirements. If this field is 
not utilized, enter blanks. 

Form 1099-A only. Payers should enter the acquisition date of the secured property 
or the date they first had reason to know the property was abandoned, in the 
format MMDDYY (i.e., 102293). Do not enter hyphens or slashes. 

Form 1099-A only. Enter the appropriate indicator from the table below: 

Indicator Usage 
1 Borrower is personally liable for repayment of the debt. 
Blank Borrower is not liable for repayment of the 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-1992 Buick Regal or Office Equipment). Enter "CCC" for crops 
forfeited on Commodity Credit Corporation loans. If fewer than 39 positions are 
required, left-justify and fill unused positions with blanks. 

Enter blanks. 

Enter blanks, or carriage retumlline feed (cr/lf). 
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PA YEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-A-Continued 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-A 

SPECIAL 
DATE OF BLANK 
LENDER'S LIABILITY DESCRIPTION OR BLANK DATA BLANK 

ACQUISITION INDICATOR OF PROPERTY CRILF ENTRIES 
OR ABANDONMENT 

322-349 350-370 371-376 377 378-416 417-418 419-420 

(3) PAYEE "8" RECORD-RECORD LAYOUT POSITION 322-420 FORM 1099-8 

Field 
Position 

322-349 

350-359 

360 

361-366 

367-379 

380-418 

Field Title 

Blank 

Special Data 
Entries 

Gross 
Proceeds 
Indicator 

Date of Sale 

CUSIP 
Number 

Description 

Length 

28 

10 

6 

13 

39 

Description and Remarks 

En'er 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 
their state or local revenue departments for their filing requirements. If this field is 
not utilized, enter blanks. 

Form 1 099-8 only. Enter the appropriate indicator from the following table; 
otherwise, enter blanks. 

Indicator Usage 
1 Gross proceeds 
2 Gross proceeds less commissions and option premiums 

Form 1 099-8 only. For broker transactions, enter the trade date of the transaction; 
for barter exchanges, enter the date cash, property, a credit, or scrip is actually or 
constructively received in the format MMDDYY (e.g., 102293). Enter blanks if 
this is an aggregate transaction. Do not enter hyphens or slashes. 

Form 1099-8 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 and fill 
unused positions with blanks. 

Form 1099-B only. Enter a brief description of the item or services for which the 
proceeds or bartering is being reported. If fewer than 39 characters are required, 
left-justify 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 
descriptions. Also enter any amount subject to backup withholding. 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 return/line feed (cr/lf) characters. 

PA YEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-B 

BLANK 

322-349 

BLANK 
OR 

CRILF 

419-+20 
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SPECIAL 
DATA 

ENTRIES 

350-359 

GROSS 
PROCEEDS DATE OF CUSIP 

INDICATOR SALE NUMBER 

360 361-366 367-379 

DESCRIPTION 

380-418 



PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-010 

(4) PAYEE "B" RECORD-RECORD LAYOUT POSITION 322-420 FORM 1 099-010 

Field 
Position Field Title 

322-349 Blank 

350-377 Special Data 
Entries 

378-416 Description 

417-418 Combined 
FederaUState 
Code 

419-420 Blank 

Length 

28 

28 

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 
their state or local revenue departments for filing requirements. If this field is not 
used, enter blanks. 

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 95). Show the name of the issuer if 
other than the payer. If fewer than 39 characters are required, left-justify and fill 
unused positions with blanks. 

If a payee record is to be forwarded to a state agency as part of the Combined 
FederaUState Filing Program, enter the valid state code from Part A, Sec. 17, Table 
1. For those payers or states not participating in this program, enter blanks. 

Enter blanks or carriage returnlline feed (crllf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITION 322-420 FORM 1099-010 

SPECIAL COMBIND BLANK 
BLANK DATA DESCRIPTION FEDERAL! OR 

ENTRIES STATE CODE CRILF 

322-349 350-377 378-416 417-418 419-420 

(5) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1 099-S 

Field 
Position 

322-349 

350-372 

373-378 

379-417 

418 

419-420 

Field Title 

Blank 

Special Data 
Entries 

Date of 
Closing 

Address or 
Legal 
Description 

Property or 
Services 
Received or 
To Be 
Received 

Blank 

Length 

28 

23 

6 

39 

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 
their state or local revenue departments for filing requirements. If this field is not 
used, enter blanks. 

Required Form 1 099-S only. Enter the closing date in the format MMDDYY (e.g., 
102293). 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 and fill unused positions with blanks. 

Required Form 1099-S only. Enter "1" if the transferor received or will receive 
property (other than cash and consideration treated as cash in computing gross 
proceeds) or services as part of the consideration for the property transferred. Also 
enter a "1" if the transferor receives property (other than cash) or services to 
satisfy a debt having a stated principal amount; otherwise, enter a blank. 

Enter blanks or carriage returnlline feed (cr/lf) characters. 
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PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-S-Continued 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-S 

ADDRESS PROPERTY BLANK SPECIAL DATE OF OR OR OR BLANK DATA CLOSING LEGAL SERVICES CRILF ENTRIES DESCRIPTION RECEIVED 

322-349 350-372 373-378 379-417 418 419-420 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor infonnation. 

(6) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM W-2G 

Field 
Position Field Title 

322-352 Blank 

353-358 Date Won 

359-373 Transaction 

374-378 Race 

379-383 Cashier 

384-388 Window 

389-403 First ID 

404-418 Second ID 

419-420 Blank 

Length 

31 

6 

15 

Description and Remarks 

Enter blanks. 

Required Form W-2G only. Enter the date of the winning event in the format 
MMDDYY (e.g .• 102293). Do not enter hyphens or slashes. 

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. Enter the race (or game) applicable to the winning ticket. If no 
entry, enter blanks. 

5 Form W-2G only. If applicable, enter the initials of the cashier making the winning 
payment. If no entry, 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. If applicable, enter the first identification number of the person 
receiving the winnings; otherwise, enter blanks. 

15 Form W-2G only. If applicable, enter the second identification number of the 
person receiving the winnings; otherwise, enter blanks. 

2 Enter blanks, or carriage return/line feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM W-2G 

BLANK DATE WON TRANS-
RACE ACTION 

322-352 353-358 359-373 374-378 

SECOND BLANK 

ID OR 
CRILF 

404-418 419-420 

SEC. 8. END OF PAYER "C" RECORD-RECORD LAYOUT 

CASHIER WINDOW 

379-383 384-388 

FIRST 
ID 

389-403 

.0 I 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" R~cord 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. 
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.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 1, 3 and 6 of the "C" Record. In this example, positions 26-40, 56-
85, and 101-145 would be zero filled. Positions 146-420 would be blank filled . 

. 04 Payers/Transmitters should verify the accuracy of the totals since data with missing or incorrect "C" Records will be 
returned for replacement. 

Field 
Position Field Title 

I Record Type 

2-7 Number of 
Payees 

8-10 Blank 

RECORD NAME: END OF PAYER "C" RECORD 

Length 

1 

6 

3 

Description and Remarks 

Required. Enter "C." 

Required. Enter the total number Of "B" Records covered by the preceding "A" 
Record. Right-justify and zero-fill. 

Enter blanks. 

Required. Accumulate totals of any Payment Amount fields in the "B" Records 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 IS positions in length. 

11-25 Control 15 
Total 1 

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 

146-420 Blank 275 Enter blanks. Filers may enter carriage return/line feed (cr/lf) characters in positions 
419-420. 

END OF PAYER "C" RECORD-RECORD LAYOUT 

RECORD NUMBER OF CONTROL CONTROL CONTROL 
TYPE PAYEES 

BLANK TOTAL 1 TOTAL 2 TOTAL 3 

1 2-7 8-10 11-25 26-40 41-55 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 TOTAL 9 

56-70 71-85 86-100 101-115 116-130 131-145 146-420 

*Positions 419-420 may be used for "Carriage ReturnlLine Feed" characters. 

SEC. 9. STATE TOTALS UK" RECORD-RECORD LAYOUT 

.01 The state totals UK" 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. 
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SEC. 9. STATE TOTALS "K" RECORD-RECORD LAYOUT-Continued 

.04 In developing the "K" Record, for example, if a payer used Amount Codes l, 3, and 6 in the "A" Record, the totals 
from the "B" Records coded for this state will appear in Control Totals l, 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. 17 for the requirements and conditions that must be met to file via this program. 

RECORD NAME: STATE TOTALS "K" RECORD 

Field 
Position Field Title 

Record Type 

2-7 Number of 
Payees 

8-10 Blank 

Length 

I 

6 

3 

Description and Remarks 

Required. Enter "K." 

Required. Enter the total number of "B" Records being coded for this state. Right

justify and zero-fill. 

Enter blanks. 

Required. Accumulate totals of any Payment Amount fields in the "B" 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 IS positions in length. 

11-25 Control IS 
Total I 

26-40 Control IS 
Total 2 

41-55 Control 15 
Total 3 

56-70 Control 15 
Total 4 

71-85 Control 15 
TotalS 

86-100 Control IS 
Total 6 

101-115 Control 15 
Total 7 

116-130 Control IS 
Total 8 

131-145 Control 15 
Total 9 

146-416 Blank 

417 -418 Combined 
FederaUState 
Code 

419-420 Blank 

271 

2 

2 

Reserved for IRS use. Enter blanks. 

Required. Enter the code assigned to the state which is to receive the information. 
(Refer to Part A, Sec. 17 Table 1.) 

Enter blanks or carriage retumlline feed (crflf) characters. 

ST A TE TOTALS "K" RECORD-RECORD LAYOUT 

RECORD NUMBER OF CONTROL CONTROL CONTROL 
TYPE PAYEES BLANK 

TOTAL I TOTAL 2 TOTAL 3 

I 2-7 8-10 11-25 26-40 41-55 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 TOTAL 9 

56 70 71 85 86-100 101-115 116-130 131-145 
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COMBINED BLANK 
BLANK FEDERAL! OR 

STATE CODE CRJLF 

146--416 417-418 419-420 

SEC. 10. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.01 The end of transmission "F" record is a fixed record length 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 entire file. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Field 
Position Field Title 

Record Type 

2-5 Number of 
"A" Records 

6-30 Zero 

31-420 Blank 

Length 

1 

4 

25 

390 

Description and Remarks 

Required. Enter "F." 

Enter the total number of "A" Records Payer "A" Records in the entire file 
(right-justify and zero-fill) or all zeros. 

Enter zeros. 

Enter blanks. Filers may enter carriage return/line feed (cr/lf) characters in positions 
419-420. 

END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

RECORD 
TYPE 

NUMBER OF 
"An RECORDS 

2-5 

ZEROS 

6-30 

* 
BLANK 

31-420 

* Positions 419-420 may be used for "Carriage Return Line Feed" characters. 

PART C. BISYNCHRONOUS 
(MAINFRAME) ELECTRONIC FILING 
SPECIFICATIONS 

SECTION 1. GENERAL 

.01 Bisynchronous electronic filing 
of 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. Forms 1098, 1099, 5498, and 
W-2G, originals and corrections, may 
be filed 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 separate approval to par
ticipate in each of them must be 
obtained. All inquiries concerning the 

electronic filing of information returns 
should be directed to IRSIMCe. IRS/ 
MCC personnel cannot answer ques
tions 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 
IRSIMCC by way of modems, and not 
through magnetic media or paper filing. 

.04 Upon request, payers/transmitters 
who file electronically will be granted 
an extension of 30 days to file. Part A, 
Sec. II explains procedures for re
questing extensions of time. Filers are 
encouraged to file their data as soon as 
possible. 

.05 The formats of the "A," "B," 
"C," "K," and "F" Records are the 
same for electronically filed records as 
they are for 5V4- and 3V2-inch diskettes, 
tapes and tape cartridges. For 
electronically filed documents, each 
transmission is considered a separate 
file; therefore, each transmission must 
have an End of Transmission (EOT) 
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. 
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 already 
have a TCC must submit either Form 
4419 or a letter to indicate that they 
wish to file information returns 
electronically. Another TCC will not be 
assigned. If a letter is submitted, it 
must contain the following: 

I) Name and address of Transmitter. 

2) Transmitter Control Code. 

3) Name and phone number of a 
contact person within the filer's organi
zation to whom a password will be 
assigned. 
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(b) Within 30 days of receiving the 
application or letter. IRS/MCC will 
send Form 6086. Time Sharing Opera
tion (TSO) Password Assignment. to 
the filer which will contain the pass
word to be used for electronic sub
mIssions. 

(c) Upon receipt of Form 6086. the 
user (person who will actually transmit 
the data) will separate the acknowl
edgement from the password. Both the 
user and the user's manager must sign 
the acknowledgement and mail to: 

Chief. Security and Disclosure 
Branch 

IRS. Martinsburg Computing Center 
P.O. Box 1208 
Martinsburg. WV 2540 I 

(d) The users or filers should retain 
a copy of the signed acknowledgement 
for their records. It is the filer's 
responsibility to ensure that the pass
word is not compromised. Access to 
IRS/MCC computers will not be al
lowed without a valid password. After 
a password is received and the ac
knowledgement returned, the filer may 
submit a data file. 

e) For security reasons, all bi
synchronous passwords will be ob
soleted periodically, and a new 
password will automatically be as
signed. If filers have any questions 
relating to the security procedures, andl 
or they need to report their password 
has been compromised, they must 
contact IRSIMCC as soon as possible. 

.03 It is the user's responsibility to 
remember the password and not allow 
the password to be compromised. 

SEC. 3. TEST FILES 

.0 I Filers are not required to submit 
a test file. The purpose of test files is 
to resolve any data or communication 
problems prior to the filing season. If a 
filer wishes to submit an electronic test 
file for Tax Year 1993. it must be 
submitted to IRS/MCC between 
November I, 1993, and December 31 
1993. ' 

.02 If a filer has encountered prob
lems whlie transmitting electronic test 
files. contact IRSIMCC for assistance. 

.03 A password must be obtained 
before submitting an electronic test file. 
Bisynchronous electronic test files will 
be processed and filers will be notified 
as to the acceptability of their data 
within 10 workdays of the date the data 
is received by IRSIMCC. 
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SEC. 4. ELECTRONIC SUBMISSIONS 

.0 I Electronically-filed information 
may be submitted to IRSIMCC 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 Zone by calling 
(304) 263-8700. 

.02 Long transmissions are not en
couraged since the transmission may be 
interrupted by line noise problems. 

SEC. 5. TRANSMITTAL 
REQUIREMENTS 

.0 I All data submitted electronically 
is verified by transmittal Form 4804. 
Form 4804 must be submitted to IRSI 
MCC postmarked on or before the due 
date of the return or within two (2) 
workdays of the electronic transmis
sion, whichever is earlier. No return is 
considered filed until a Form 4804 is 
received by IRSIMCC. 

.02 Form 4804 can be ordered by 
calling the IRS toll free forms and 
publications order number 1-800-T AX
FORM or it may 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: 

If by Postal Service: 

IRS-Martinsburg Computing Center 
ATTN: Electronic Filing Coordinator 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight: 

IRS-Martinsburg Computing Center 
ATTN: Electronic Filing Coordinator 
Route 9 and Needy Road 
Martinsburg, WV 25401 

.05 Form 4804 submitted for 
electronically-filed information returns 
may be faxed to IRSIMCC at the 
following number: (304) 264-5196. 
Faxed transmittals will allow IRSIMCC 
to begin processing the file imme
diately; however, a filer must still 
submit the actual signed Form 4804 
within the time frames described in .01 
of this section. 

SEC. 6. IBM 3780 BISYNCHRONOUS 
COMMUNICATION SPECIFICATIONS 

.01 Transmissions using IBM 3780 
bisynchronous protocols must be in 
EBCDIC character code. Modems must 
be compatible with either Bell 208B 
for 4800 bps transmissions, or AT&T 
2296A for 9600 bps transmissions. 
Both modems are dial-up type modems 
using the Public Switched Telephone 
Network. IBM 3780 data compression 
is acceptable for any bisynchronous 
transmission. 

.02 IRSIMCC will accept infonna
tion returns filed electronically over 
switched telecommunications network 
circuits. For 4800 bps, the circuit will 
be (304) 267-0807. For 9600 bps, the 
circuit will be (304) 267-9572. Both 
circuits are equipped for bisynchronous 
transmission using the IBM 3780 
protocol. 

.03 The 4800 bps line terminates at 
a Bell 208B modem. The Bell 208B 
modem uses phase-shift keying and 
eight-phase modulation to transmit bi
nary serial data signals over the tele
phone line in half-duplex mode. The 
following options have been selected: 

- Transmit Level set to -4 dBm 
- 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 

SEC. 7. BISYNCHRONOUS ELECTRONIC 
FILING RECORD SPECIFICATIONS 

.01 For bisynchronous filing there 
are two additional identifier records 

Field 
Position Field Title 

1-20 $$REQUEST Identifier 
Record 

21-420 Blank 

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 
password and identity of the transmit
ter. The $$REQUEST, $$ADD and 
the data file should be transmitted as 

RECORD NAME: $$REQUEST 

Length Description and Remarks 

one file. In some cases, filers have 
attempted 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: 

20 Enter the following characters: $$REQUEST ID=MSGFILE 
MSGFILE is the file name that IRS software will attempt to send a 
message to at the end of the transmission. 

400 Blank. 

ELECTRONIC FILING IDENTIFIER $$REQUEST RECORD-RECORD LAYOUT 

$$REQUEST 
IDENTIFIER BLANK 

RECORD 

1-20 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) 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 
data is found to be unprocessable, the filer will be contacted by either letter or telephone and notified that the data must be 
retransmitted. This file name, if necessary, will be provided by IRS/MCC either by letter or telephone, and is to be placed in 
positions 45-51 of the $$ADD record when the file is retransmitted. 

Field 
Position 

1-9 

10-17 

18 

19-26 

27 

Field Title 

$$ADD Identifier 
Record 

Password 

Blank 

BATCHID 

Quote 

Length 

9 

8 

8 

RECORD NAME: $$ADD 

Description and Remarks 

Enter the following characters: $$ADD ID= 

Enter the password assigned by IRS/MCC. This password will be provided 
to the filer on Form 6086. For more information concerning the password, 
see Part C, Sec. 2. 

Enter a blank. 

Enter the following characters: BATCHID= 

Enter a single quote ('). 
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RECORD NAME: $$ADD-Continued 

Field 
Position Field Title Length Description and Remarks 

28-43 

44 

45-51 

52 

53-420 

Transmitter Name 

Type of File 
Indicator 

Replacement File 
Name 

Quote 

Blanks 

16 

7 

368 

Enter the transmitter's name. This name should remai? consistent in all 
transmissions. If the transmitter'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 

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 repla~ement 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. 

Enter a single quote ('). 

Enter blanks. 

ELECTRONIC FILING IDENTIFIER $$ADD RECORD-RECORD LAYOUT 

$$ADD 
IDENTIFIER PASSWORD 

RECORD 

1-9 10-17 

TYPE OF 
REPLACEMENT FILE 

FILE NAME INDICATOR 

44 45-51 

PART D. ASYNCHRONOUS {IRP-BBS} 
ELECTRONIC FILING SPECIFICATIONS 

SECTION 1. GENERAL 

.01 Asynchronous electronic filing 
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 (IRP-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. 
Forms 1098. 1099. 5498, and W-2G, 
originals. corrections, and replacements 
may be filed electronically. If the 
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BLANK BATCHID QUOTE 

18 19-26 27 

QUOTE BLANKS 

52 53-420 

original job was sent magnetically, but 
was returned for replacement, the re
placement can be transmitted electroni
cally. Also, if the original file was 
submitted via magnetic media, any 
corrections may be transmitted 
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/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. 

TRANSMITTER 
NAME 

28-43 

.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 Upon request, payers/transmitters 
who file electronically will be granted 
an extension of 30 days to file. Part A, 
Sec. 11 explains procedures for re
questing extensions of time. Filers are 
encouraged to file their data as soon as 
possible. 

.05 The formats of the "A," "8," 
"C," "K," and "F" Records are the 
same for electronically filed records as 
they are for 5Y4- and 31lz-inch diskettes, 
tapes, and tape cartridges. For 
electronically filed documents, each 
transmission is considered a separate 
file. Do not use the 8-inch diskette 
format for electronic filing. 



SEC. 2. ELECTRONIC FILING 
APPROVAL PROCEDURE 

.01 Filers must obtain, or already 
have, a Transmitter Control Code 
(TCe) 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 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: Pass
words 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 1993, it must be submitted to 
IRSIMCC between November 1, 1993, 
and December 31, 1993. 

. 02 If problems are encountered 
while transmitting the electronic test 
file, contact IRSIMCC for assistance. 

.03 Filers can verify the status of 
their transmitted test data by calling the 
IRP-BBS. This information will be 
available within two workdays after 
their transmission is received by IRS/ 
MCC. 

.04 A test file is required from filers 
who want approval for the Combined 
Federal/State Filing Program. See Part 
A, Sec. 17 for further details. 

SEC. 4. ELECTRONIC SUBMISSIONS 

. 01 Electronically-filed information 
may be submitted to IRSIMCC 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 Zone 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 requested 
if needed. It may be advantageous to 
break down large files (files in excess 
of several hours of transmission time) 
into several smaller files. 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 between January 1 and January 
10. This will allow time for the IRP
BBS to be updated to reflect current 
year changes. 

.04 Data compression is encouraged 
when submitting information returns by 
way of the IRP-BBS. MCC has the 
ability to decompress files created 
using several popular software com
pression programs such as ARC, COM
PRESS, LHARC, and PKZIP. Software 
data compression can be done alone or 
in conjunction with V.42bis hardware 
compression. Transmission time can be 
reduced by as much as 80 percent 
when data compression is used; there
fore, it is highly recommended. 

.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 
consist 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 filename that the filer gives the 
IRP-BBS must be the one the program 
builds for them. The sequence number 
will be incremented every time they 
send, or attempt to send, a file. Record 
the upload date, time, and filename. 
This information will be needed by 
MCC in order to identify the file if 
assistance is required and to complete 
Form 4804. 

.06 If the original submission was 
filed magnetically and was returned for 
replacement, the replacement may be 
filed electronically. Be sure to indicate 
at the prompt that this is a replacement 
for information filed magnetically . 

SEC. 5. TRANSMITTAL 
REQUIREMENTS 

.01 All data submitted electronically 
is verified against information provided 
on the Form 4804. Form 4804 must be 
submitted to IRSIMCC postmarked on 
or before the due date of the return or 
within two (2) workdays of the elec-

tronic transmisslOn, whichever is ear
lier. No return is considered filed until 
a Form 4804 is received by IRSIMCe. 

.02 Form 4804 can be ordered by 
calling the IRS toll free forms and 
publication order number 1-800-TAX
FORM, 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 original 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: 

If by Postal Service: 

IRS-Martinsburg Computing Center 
ATTN: Electronic Filing Coordinator 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight: 

IRS-Martinsburg Computing Center 
ATTN: Electronic Filing Coordinator 
Route 9 and Needy Road 
Martinsburg, WV 25401 

.05 Form 4804 submitted for 
electronically-filed information returns 
may be faxed to IRSIMCC at the 
following number: (304) 264-5196. 
Faxed transmittals will allow IRSIMCC 
to begin processing the file imme
diately; however, filers must still sub
mit the actual signed Form 4804 within 
the time frames described in .01 of this 
section. 

Note: If a filer is required to submit a 
large volume of Forms 4804/4802, 
please mail in lieu of faxing. 

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 capa
bilities. Some of the advantages of 
IRP-BBS are as follows: 

(I) Notification within two workdays 
as to the acceptability of the data 
transmitted. 
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(2) Immediate access to the latest 
changes and updates that affect the 
Infonnation Reporting Program at IRS/ 
MCC (program, legislative, etc.). 

(3) Access to publications such as 
the Publication 1220 as soon as they 
are available. 

(4) Capability to communicate with 
IRSIMCC personnel. 

(5) Ability to retrieve infonnation 
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 infonnation returns is limited to 
holders of valid TCCs. A TCC is not 
needed to access those portions of the 
IRP-BBS that contain fonns and pub
lications or to leave questions or 
messages for IRSIMCC 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 within two workdays of suc
cessful processing of the file. 

.04 Contact the IRP-BBS by dialing 
(304) 263-2749. 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 Due to the large number of 
communication products available, it is 
impossible to provide specific infonna-

tion on a particular software package or 
hardware configuration. Filers should 
contact their software or hardware 
supplier for assistance. 

.06 IRP-BBS software provides a 
menu driven environment allowing ac
cess to different parts of IRP-BBS. 
Whenever possible, IRSIMCC person
nel will provide assistance in resolving 
any communication problems with 
IRP-BBS. 

.07 IRP-BBS can be accessed at 
speeds from 300 to 14,400 bps. The 
speed is automatically negotiated for 
connection at the speed of the calling 
modem. The communication standards 
supported include Bell 212A, V.22bis, 
V.32, and V.32bis. Point-to-point error 
control is supported using the V.42 
CCITT standard or MNP 2-4. Data 
compression is supported using V.42bis 
CCITT standard or MNP5. 

SEC. 7. IRP-BBS FIRST LOGON PROCEDURES 

.01 The following infonnation will be requested to set up the filer's user profile when logging onto the IRP-BBS for the 
first time. 

(A) # Chars per line on screen (10-132)? (Most computers have 80 character screen display) 
(B) Enter the letter, that corresponds to the filer's tenninal, from the following: 

<A> IBM PC 
<D> ADM-3 
<G> TRS-80 
<1> VT-IOO 

<B> IBM w/ANSI 
<E> H19/Z191H89 
<H> Vidtex 

<C> Atari 
<F> Televid 925 
<I> VT-52 

<CR> 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. 

(C) Upper/lower case, line feed needed, 0 nulls after each <CR>, do you wish to modify this? (Most users answer no) 
(D) Do you wish to have a pause after each display page (YIN)? (Most users answer yes) 
(E) How many lines per display page (10-80)? (Most computers have a 24 line screen display) 

PROBLEM 

File does not upload/download 

All files not processed 

Replacement needed 

Cannot detennine file status 
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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 

SOLUTION 

Start upload/download on filers end 

Compress only one file for every 
file name 

Replacement must be submitted 
within 45 days of original 
transmission 

Within 24 to 48 hours after send
ing a file, check under (Oile status 
for notification of acceptability 



PROBLEM 

Transfer aborts before it starts 

Loss of carrier during session 

Unreadable screens after selecting 
"IBM w/ANSI" 

PROBLEM 

IRS cannot complete final process
ing of data 

IRS cannot determine which file is 
being replaced 

IRS cannot determine the type of 
file being sent 

File not replaced after 45 days 

Duplicate data 

PART E. SINGLE DENSITY DISKETTE 
SPECIFICATIONS 

SECTION 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 a 
single density diskette file and must be 
strictly adhered to unless deviations 
have been specifically granted by IRS. 

. 02 IRS is considering eliminating 
8-inch diskettes as an acceptable type 
of media in the future. 

.03 To be compatible, a single den
sity diskette file must meet the follow
ing specifications in total: 

(a) 8-inches in diameter. 
(b) Recorded in EBCDIC. 

(c) Contain 77 tracks of which: 

COMMON USER PROBLEMS-Continued 

PROBABLE CAUSE 

Transfer protocol mismatch 

Incorrect modem settings on user's 
end 

ANSI.SYS driver not loaded in the 
user's PC 

IRS ENCOUNTERED PROBLEMS 

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 call back thru IRP
BBS to check the status of file 

Transmitter sends corrections for 
entire file 

(1) Track 0 is the index track (the 
operating system reserves track 0 for 
the directory information and writes the 
file name and location in the directory; 
data cannot be written in track 0). 

(2) Tracks 1 through 73 are data 
tracks. 

(3) Track 74 is unused. 

(4) Tracks 75 and 76 are alternate 
data tracks. 

(d) Each Track must contain 26 
sectors . 

(e) Each Sector must contain 128 
bytes. 

(f) Data must be recorded on only 
one side of the diskette. 

(g) IRS can process single sided, 
single density, soft sectored diskettes as 
well as double sided, double density, 
soft sectored diskettes. Part E provides 

SOLUTION 

Ensure protocols match on both the 
sending and receiving ends 

Reference your modem manual 
about increasing the value of the 
S 10 register 

Consult your DOS manual about 
installing ANSI.SYS 

SOLUTION 

Mail completed Form 4804 within 
two days of electronic transmission 
or before the due date of the return 

Must enter the filename that is 
being replaced under the replace
ment option 

When prompted, enter the correct 
type of file for data being sent 

Within two work days check under 
(f)ile status for notification of 
acceptabi li ty 

Only submit corrections for incor
rect records 

specifications for double density disk
ettes which have sectors of 256 bytes. 

(h) An IBM 5360 compatible disk
ette would meet the above specifi
cations . 

(i) Hard sectored diskettes are not 
compatible. 

(j) A diskette should be clearly 
marked as to type of data (single sided/ 
single density), and the entire file 
should consist of all single sided/single 
density diskettes. 

.04 Exchange files are created 
through the Transfer command and 
Copyfile files are created through the 
Copy command. In order to do this, 
initialize the diskettes using the FOR
MAT parameter in the INIT procedure. 

.05 Form 5064, Media Label, must 
be affixed to each diskette submitted 
for processing. 
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SEC. 2. DISKETTE HEADER LABEL 

The following header label format applies to both single and double density diskettes. . . 

The header label on the diskette must be located in track 0, sector 8 and must be formatted as show? In the f?l1~wmg 
layout. IRSIMCC does not require this information. If the file will consist of multiple diskettes, the MultI-Volume Indicator 
(pos. 45) in the diskette header label must contain a "e." 

Data Set (File) 
Sector Beginning 

HDRI Blank Name (For Transmitter's Blank 
Length 

Blank 
of Data 

(a) (b) 

1-4 5 

End of 
Blank 

Data (b) 
(f) 

34 35-39 

Multi- Sequence 
Volume Number 

(k) (I) 

45 46-47 

Next Available 
Data 

Position 
(p) 

75-79 

Blank 
(b) 

40 

Blank 
(b) 

48-66 

(a) Header I-Positions 1 through 4; 
enter HDRI. 

(b) Unused-Any field marked 
blank is unused and should contain 
only blanks. 

(c) Data Set (File) Name-Positions 
6 through 13; use this field to identify 
the data set. The Data Set Name must 
begin with an alphabetic character. 
This name should be the same for 
every diskette in a file. 

(d) Sector Length-Positions 23 
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Use) (b) 
(d) 

(b) 
(e) 

(c) 

6-13 14-22 23-27 28 29-33 

Bypass Data Set Write 
Blank 

Data Set Accessibility Protect 
(j) 

(g) (h) (i) 

41 42 43 

Expiration 
Verify 

Date Blank 
YYMMDD 

Mark 
(b) 

(m) (n) 

67-72 73 74 

through 27; enter the sector length 128 
in positions 25-27 and fill positions 23 
and 24 with zeroes. 

(e) Beginning of Data-Positions 29 
through 33; enter the five-digit address 
designated for the first record of this 
data set, xxOyy (xx = track number, yy 
= sector number). For example, if the 
first record is in track 01, sector 02, 
enter 01002. 

(f) End of Data-Positions 35 
through 39; enter the five-digit address 

44 

of the last pOSItIOn of the diskette 
reserved for this data set. For example, 
to reserve the entire diskette for a data 
set, enter 73026. 

(g) Bypass Data Set-Position 41; 
this field not accessed by IRS; any 
character is acceptable. 

(h) Data Set Accessibility
Position 42; this field not accessed by 
IRS; any character is acceptable. 

(i) Write Protect-Position 43; this 
field defines the protected status of the 



associated data set. P = read only; 
blank = read/write. With P in this 
position, a filer can only select the 
Update (U) mode. 
m Position 44 is blank for Single 

Sided/Single Density diskettes. 
(k) Multi-Volume-Position 45; this 

field indicates whether a complete data 
set is on a diskette. Blank = data set 
complete; C = data set continued on 
another diskette; L = last diskette of a 
multi-diskette data set. 

(1) Sequence Number-For Copyfile 
files only. Sequentially ascending num
bers must be entered in every diskette 
header label. 

(m) Expiration Date-Positions 67 
through 72; may be used to contain the 
date that the data set expires, YYM
MDD (YY = year, MM = month, DD = 
day). This field is not accessed by IRS; 
any characters are acceptable. 

(n) Verify Mark-Position 73; this 
field is used to indicate the data set 
was verified. If verified enter V, if not 
enter a blank. 

(0) Next Available Data Position
Positions 75-79. Enter the address of 
the next available position after End of 
Data (f). In positions 75 and 76 enter 
the track number, in position 77 enter a 
"0" (zero), and in positions 77-78 
enter the sector number. 

SEC. 3. PAYERITRANSMITTER "A" 
RECORD-GENERAL INFORMATION 

.01 The Payer/Transmitter "A" 
Record identifies the payer and trans
mitter of the diskette 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. 

.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 for one type of return should be 
consolidated under one "A" Record if 
submitted 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 1, 2, and 3, all three 
amount codes must 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 amount to be 
reported. 

.04 After the header label on the 
diskette, the first record in the file must 
be an "A" Record. When a single 
density diskette is used, each "A" 
Record will consist of at least 2 sectors 
of 128 positions each. If a payer is 
transmitting for someone other than 
themselves, 4 sectors are required in 
order to identify both the payer and 
transmitter. 

.05 A transmitter may include "B" 
Records for more than one payer on a 
diskette; however, each group of "B" 
Records must be preceded by an "A" 
Record and followed by an End of 
Payer "c" Record. 

.06 An "A" Record may be blocked 
with "B" Records; however, the initial 
record on a file must be an "A" 
Record. IRS will accept an "A" 
Record after a "c" Record. 

.07 All alpha characters entered in 
the "A" Record should be upper-case. 

.08 When reporting Form 1 098, 
Mortgage Interest Statement, the "A" 
Record will reflect the name of the 
recipient of the interest (the payer), 
referred to as the "payer" in these 
instructions. The "B" Record will re
flect the individual paying the interest 
(borrower/payer of record) and the 
amount paid. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

Note: For all fields marked required, the payer must provide the information described under Description and Remarks. For 
fields not marked required, a payer must allow for the field but may be instructed to enter blanks or zeros in the indicated 
diskette position(s). 

SECTOR 1 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-4 Payment Year 

5-7 Diskette Sequence 
Number 

Length 

1 

1 

2 

3 

Description and Remarks 

Required. Must be a "1." It is used to sequence the sectors making up the 
"A" Record. 

Required. Enter "A". 

Required. Enter "93" (Unless filing prior year data) 

Sequence number assigned by the transmitter to each diskette starting with 
001. The filer may enter blanks or zeros in this field. IRS bypasses this 
information. Indicate the proper sequence on the external label Form 5064. 
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RECORD NAME: PAYERffRANSMITTER "A" RECORD-Continued 

SECTOR 

Diskette 
Position 

8-16 

17-20 

21 

22 

23 

24-32 

(Continued) 

Field Title 

Payer's TIN 

Payer Name 
Control 

Last Filing 
Indicator 

Combined FederaV 
State Payer 

Type of Return 

Amount Code 
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Length 

9 

4 

9 

Description and Remarks 

Required. Must be the nine digit number assigned to the payer. Do not enter 
blanks, hyphens, or alpha characters. All zeroes, ones, twos, etc., will have 
the effect of an incorrect TIN. For foreign corporations not required to have 
a TIN, this field may be blank; however, the Foreign Corporation Indicator, 
position 50, sector 1, of the "A" Record should be set to "1." (See Part A, 
Sec. 18 for the definition of a Foreign Corporation.) 

The Payer Name Control can be obtained only from the mail label on the 
Package 1099 which is mailed to most payers each December. To distinguish 
between the 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/electronically 
only and 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 payer has not received a Package 1099 or does not know their 
Payer Name Control, this field should be blank filled. 

Enter a "1" if this is the last year a payer will file; otherwise, enter blank. 
Use this indicator if, due to a merger, bankruptcy, etc., a 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 FederaVState filing program. Payer Enter "1" if 
participating in the Combined FederaVState Filing Program; otherwise, enter 
blank. Refer to Part A, Sec. 17, for further information. Forms 1098, 1099-
A, 1099-B, 1099-S, and W-2G cannot be filed under this program. 

Required. Enter appropriate code from the table below: 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

Code 
3 
4 
B 
1 
F 
6 
A 
D 
7 
9 
S 
L 

W 

Required. Enter the appropriate amount code for the type of return being 
reported. Generally, for each amount code entered in this field, a 
corresponding payment amount should 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. 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Example: If Sector 1, position 23 of the "A" Record is "7" (for 1099-PATR) and positions 24-32 are "247bbbbbb" 
(b = blanks), this indicates that a payer may be reporting three Payment Amounts in all of the following "B" Records. 

The first Payment Amount field in the "B" Record will be all "0" (zeros); 
the second will represent Nonpatronage Distributions; 
the third will be all "0" (zeros); 
the fourth will represent Federal Income Tax Withheld; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent Energy Investment Credit; and, 
the eighth and ninth will be all "0" (zeros). 

Enter the Amount Codes in ascending sequence (i.e., 247bbbbbb, b = blanks) left-justify, filling unused positions with 
blanks. For further clarification of the Amount Codes, contact IRSIMCC. 

A Type of Return and an Amount Code must be present in every Payer "A" Record even if no money amounts are being 
reported. 

Note: For a detailed explanation of the information to be reported in each Amount Code, refer to the 1993 "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 

Amount Codes Form 
1099-B-Proceeds from 
Broker and Barter Exchange 
Transactions 

For Reporting Mortgage Interest Received from Payer(s)/Borrower(s) (Payer 
of Record) on Form 1098: 

Amount 
Codes Amount Type 

1 Mortgage interest received from payer(s)/borrower(s) 
2 Points paid directly by Payer(s)/borrower(s) on purchase of 

principal residences. 
3 Refund of overpaid interest 

For Reporting the Acquisition or Abandonment of Secured Property on Form 
1099-A: 

Amount 
Code Amount Type 

2 Balance of principal outstanding 
3 Gross foreclosure proceeds 
4 Appraisal value 

For Reporting Payments on Form 1 099-B: 

Amount 
Code Amount Type 

2 Stocks, bonds, et. (For Forward Contracts see Note.) 
3 Bartering. Do not report negative amounts. 
4 Federal income tax withheld (Backup Withholding). Do not report 

negative amounts. 
6 Profit or loss realized in 1993. 
7 Unrealized profit or loss on open contracts-12/31192. 
8 Unrealized profit or loss on open contracts-12/31193. 
9 Aggregate profit or loss. 
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RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

SECTOR (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: The Payment Amount field associated with Amount Code 2 may be used to represent a loss when the reporting is for 
Forward Contracts. Refer to "B" Record - General Field Descriptions, Payment Amount Fields, for instructions on 
reporting negative amounts. 

Amount Codes Form 
I 099-DIV -Dividends 
and Distributions 

For Reporting Payments on Form 1099-DIV: 

Amount 
Code Amount Type 

I Gross dividends and other distributions on stock (see Note) 
2 Ordinary dividends (see Note) 
3 Capital gain distributions (see Note) 
4 Nontaxable distributions (if determinable) (see Note) 
5 Investment expenses (see Note) 
6 Federal income tax withheld (Backup Withholding) 
7 Foreign tax paid 
8 Cash liquidation distributions 
9 Noncash liquidation distributions (show fair market value) 

Note: Amount Code 1 must be present (unless a payer is using Amount Codes 8 and 9 only) and must equal the sum of 
amounts reported in 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 
1 099-INT -Interest 
Income 

Amount Codes Form 
I099-MISC
Miscellaneous Income 
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For Reporting Payments on Form 1099-G: 

Amount 
Code Amount Type 

1 Unemployment compensation 
2 State or local income tax refunds, credits or offsets 
4 Federal income tax withheld (Backup Withholding) 
5 Discharge of indebtedness 
6 Taxable grants 
7 Agriculture payments 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 

1 Interest income not included in Amount Code 3 
2 Early withdrawal penalty 
3 Interest on U.S. Savings Bonds and Treasury obligations 
4 Federal Income Tax withheld (Backup Withholding) 
5 Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code Amount Type 

1 Rents (see Note 1) 
2 Royalties (see Note 2) 
3 Prizes, awards, etc. 
4 Federal income tax withheld (Backup Withholding) 
5 Fishing boat proceeds 
6 Medical and health care payments 
7 Nonemployee compensation or Crop Insurance Proceeds 

(see Note 3) 
8 Substitute payments in lieu of dividends or interest 
9 Golden Parachute Payments 



RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note 1: If reporting the Direct Sales indicator only, use Type of Return A (MISC) in pos. 23, and Amount Code 1 in pos. 
24 of the Payer "A" record. All Payment Amount Fields in the Payee "B" record will contain zeros. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 

Note 3: Amount Code "7" is normally used to report Nonemployee Compensation. However, Amount Code "7" may also 
be used to report Crop Insurance Proceeds. See positions 5-6, Sector 1, of the "B" Record for instructions. If Nonemployee 
Compensation and Crop Insurance Proceeds are being paid to the same payee, a separate "B" Record for each transaction is 
required. 

Amount Codes Form 
1 099-0ID-Original 
Issue Discount 

Amount Codes Form 
1099-PATR-Taxable 
Distributions 
Received From 
Cooperatives 

For Reporting Payments on Form 1099-0ID: 

Amount 
Code Amount Type 

1 Original issue discount for 1993 
2 Other periodic interest 
3 Early withdrawal penalty 
4 Federal income tax withheld (Backup Withholding) 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
7 
8 

Amount Type 

Patronage dividends 
N onpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld (Backup Withholding) 
Redemption of nonqualified notices and retain allocations 
Investment credit (see Note) 
Energy investment credit (see Note) 
Jobs credit (see Note) 

Note: The amounts shown for Amount Codes 6, 7, and 8 must be reported to the payee; however, they need not be reported 

to IRS. 

Amount Codes Form 
1099-R Distributions From 
Pensions, Annuities, 
Retirement or Profit
Sharing Plans, IRAs, 
Insurance Contracts, etc. 
(See Note 1) 

For Reporting Payments on Form 1099-R: 

Amount 
Code Amount Type 

1 Gross distribution (see Note 2) 
2 Taxable amount (see Note 3) 
3 Amount in Amount Code 2 eligible for capital gain election 
4 Federal income tax withheld (see Note 4) 
5 Employee contributions or insurance premiums 
6 Net unrealized appreciation in employer's securities 

8 Other 
9 State or local income tax withheld (see Note 5) 
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RECORD NAME: PAYERJTRANSMITTER "A" RECORD-Continued 

SECTOR (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note 1: Additional information may be required in the "B" Record. Refer to positions 45 thru 49, Sector 1, of the "B" 
Record. 

Note 2: If the payment shown for Amount Code I is a total distribution, enter a "1" in position 48, Sector 1, of the "B" 
Record. 

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 
then the employee's after-tax contributions, enter the value of the stock in Amount Code 1, enter zero (0) in Amount Code 
2, and enter the employee's contributions in Amount Code 5. 

If the taxable amount cannot be determined enter a "1" in position 49 of the "B" record. If a payer is reporting an IRA! 
SEP distribution, generally include the amount of the distribution in the Taxable Amount, Payment Amount field 2, pos. 62-
71, and enter a "1" in the IRNSEP Indicator field, position 45. A "1" may be entered in the Taxable Amount Not 
Determined Indicator field position 49 Sector 1 of the "B" Record, but the amount of the distribution must still be reported 
in Payment Amount field 2. See the explanation for Box 2a of Form 1099-R in the 1993 "Instructions for Forms 1099. 
1098, 5498, and W-2G" for exceptions to reporting the taxable amount. 

Note 4: See the 1993 "Instructions for Forms 1099. 1098. 5498. and W-2G" for further information concerning the 
definition of federal income tax withheld for Form 1 099-R. 

Note 5: State or local income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 

Amount Codes Form 
1099-S-Proceeds 
from Real Estate 
Transactions 

For Reporting Payments on Form 1099-S: 

Amount 
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" contract here. If timber royalties are being 
reported. enter "TIMBER" in the description field of the "B" Record. For more information. see Ann. 90-129. 1990-48. 
I.R.B. 10. 

Amount Codes Form 
5498-Individual 
Retirement Arrangement 
Information (See Note) 

For Reporting Payments on Form 5498: 

Amount 
Code Amount Type 

1 Regular IRA contributions made in 1993 and 1994 for 1993 
2 Rollover IRA contributions 
3 Life insurance cost included in Amount Code 1 
4 Fair market value of the account 

Note: For information regarding Inherited IRAs. refer to Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information must 
be given In the Payee Name Line of the "B" Record. 

If reportin~ IRA contributions for a Desert Shield/Storm participant for other than 1993. enter "DS," the year for which 
the contnbutlOn was made. and the amount of the contribution in the Special Data Entries field of the "B" Record. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting, refer to the 1993 
"Instructions for Forms 1099. 1098. 5498, and W-2G." and Notice 91-17, 1991-1 C.B. 319. 
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RECORD NAME: PA YERITRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Amount Codes Fonn 
W-2G-Certain 
Gambling Winnings 

Length Description and Remarks 

For Reporting Payments on Fonn W-2G: 

Amount 
Code Amount Type 

1 Gross winnings 
2 Federal income tax withheld 
3 State income tax withheld (see Note) 
7 Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS. 

33 

34 

35-44 

45-49 

50 

Test Indicator 

Service 
Bureau 
Indicator 

Blank 

Transmitter 
Control Code 
(TCC) 

Foreign 
Corporation 
Indicator 

10 

5 

Required. Enter "T" if this is a test file; otherwise, enter a blank. 

Enter" 1" if the payer used a service bureau to develop and/or transmit their 
files; otherwise, enter blank. See Part A, Sec. 18 for the definition of a 
Service Bureau. 

Enter blanks. 

Required. Enter the five character alpha/numeric Transmitter Control Code 
assigned by IRS. A payer must have a TCC to file data on this program. Do 
not enter more than one Tee per file. 

Enter a "1" if the payer is a foreign corporation and income is paid by the 
corporation to a U.S. resident. (See Part A, Sec. 18 for the definition of a 
Foreign Corporation.) If the payer is not a Foreign Corporation, enter a 
blank. See Note. 

Note: If a payer erroneously reports entities as foreign, they may be subject to a penalty for providing incorrect information 
to IRS. Therefore, be sure to code only those records as foreign that should be coded. 

51-90 First Payer Name 
Line 

40 Required. Enter the name of the payer whose TIN appears in Sector 1, 
position 8-16. Any extraneous information must be deleted. Left-justify and 
fill with blanks. (Do not enter a Transfer Agent's name in this field. Any 
Transfer Agent's name should appear in the Second Payer Name field.) 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and EIN of the 
recipient of the interest (the payer). The "B" Record will reflect the individual paying the interest (the payer of record) and 
the amount paid. For Fonn 1099-S, the "A" Record will reflect the person responsible for reporting the transaction and the 
"B" Record will reflect the seller/transferor. 

91-128 

SECTOR 2 

2 

3-42 

Blank 

Record Sequence 

Record Type 

Second Payer 
Name Line 

38 

40 

Enter blanks. 

Required. Must be a "2." Used to sequence the sectors making up a payer 
record. 

Required. Enter "A." 

If the Transfer Agent Indicator (Sector 2, pos. 43) contains a "1," this field 
must contain the name of the transfer 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 and fill unused positions with blanks. 
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SECTOR 2 

Diskette 
Position 

43 

44-83 

84-123 

124-128 

SECTOR 3 

2 

3-82 

83-122 

123-128 

RECORD NAME: PA YERffRANSMITTER "A" RECORD-Continued 

(Continued) 

Field Title 

Transfer 
Agent 
Indicator 

Payer 
Shipping 
Address 

Payer City, 
State, and ZIP 
Code 

Blank 

Length 

1 

40 

40 

5 

Description and Remarks 

Required. Identifies the entity in the Second Payer Name Line. (See Part A. 
Sec. 18 for a definition of Transfer Agent.) 

Code Meaning 

o (zero) 

The entity in the Second Payer Name field is the Transfer 
Agent. 
The entity shown is not the Transfer Agent (i.e., the Second 
Payer Name field contains either a continuation of the First 
Payer Name field or blanks). 

Required. If the transfer agent indicator in Sector 2, position 43 is a "I," 
enter the shipping address of the Transfer Agent. Otherwise, enter the actual 
shipping address of the payer. Street address should include number, street, 
apartment or suite number (or P. O. Box if mail is not delivered to street 
address). Left-justify and fill with blanks. 

Required. If the Transfer Agent indicator in Sector 2, position 43 of this 
Record is a "1," enter the city, town, or post office, state and ZIP Code of 
the Transfer Agent Otherwise, enter the actual city, town, or post office, 
state and ZIP Code of the payer. Left-justify and fill with blanks. 

Enter blanks. 

Sectors 3 and 4 are only required if the payer and transmitter are not the same. 

Record 
Sequence 

Record Type 

Transmitter 
Name 

Transmitter 
Mailing 
Address 

Blank 

1 

80 

40 

6 

Required. Must be a "3." Used to sequence the sectors making up a payer 
record. 

Required. Enter "A." 

Required if payer and transmitter are not the same. Enter the name of the 
transmitter in the manner in which it is used in normal business. The name 
of the transmitter must be reported in the same manner throughout the entire 
file. Left-justify and fill with blanks. If the payer and transmitter are the 
same this field may be blank. 

Required if payer and transmitter are not the same. Enter the mailing address 
of transmitter. Street address should include number, street, apartment or 
suite number (or P.O. Box if mail is not delivered to street address). Left
justify and fill with blanks. If the payer and transmitter are the same this 
field may be blank. 

Enter blanks. 

SECTOR 4 Sectors 3 and 4 are only required if the payer and transmitter are not the same. 

2 

3-42 

43-128 

Record 
Sequence 

Record Type 

Transmitter 
City, State 
and ZIP Code 

Blank 
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40 

86 

Required. Must be a "4." Used to sequence the sectors making up a payer 
record. 

Required. Enter "A." 

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 and fill with 
blanks. If the payer and transmitter are the same this field may be blank. 

Enter blanks. 



SEC. 4. PAYERfTRANSMITTER "A" RECORD LAYOUT 

SECTOR 1 

PAYMENT DISKETTE 
PAYER'S PAYER RECORD RECORD 

SEQUENCE NAME SEQUENCE TYPE YEAR 
NUMBER TIN 

CONTROL* 

2 3---4 5-7 8-16 17-20 

LAST COMBINED 
TYPE OF AMOUNT TEST FILING FEDERALIST A TE 
RETURN CODES INDICATOR INDICATOR PAYER 

21 22 23 24-32 33 

FOREIGN FIRST SERVICE TRANSMITTER 
PAYER BUREAU BLANK CONTROL CORPORATION 
NAME* 

BLANK 
INDICATOR CODE INDICATOR 

LINE 

34 35---44 45---49 50 51 90 91 128 

SECTOR 2 

SECOND 
PAYER 

PAYER 
TRANSFER 

CITY RECORD RECORD PAYER 
AGENT SHIPPING 

STATE 
BLANK 

SEQUENCE TYPE NAME* 
INDICATOR ADDRESS 

AND ZIP LINE 

2 3---42 43 44-83 84-123 124 128 

SECTOR 3 

TRANSMITTER 
TRANSMITTER 

RECORD RECORD MAILING BLANK 
SEQUENCE TYPE NAME ADDRESS 

2 3-82 83 122 123 128 

SECTOR 4 

TRANSMITTER 
RECORD RECORD CITY, STATE BLANK 

SEQUENCE TYPE AND ZIP CODE 

2 3---42 43 128 
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* When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TI~ of the recipient of 
the Interest (the payer). For Form 1099-5, the "A" Record will reflect the person responsible for reporting the transaction. 

SEC. 5. PAYEE "8" RECORD-GENERAL INFORMATION FOR ALL FORMS 

.01 This section contains the general information concerning the Payee "B" Record for all information returns filed on 
single sided/single density soft-sectored diskettes. For a detailed description of the record refer to the following in Part E: 

(a) Sec. 6, PAYEE "B" RECORD-FIELD DESCRIPTIONS FOR SECTORS I THROUGH 4 OF FORMS 1098, 1099-
DIV, 1099-G, 1099-INT, 1099-MISC. 1099-PATR, 1099-R, 5498 AND SECTORS 1 THROUGH 3 OF FORMS 1099-A, 
1099-B, 1099-0ID, 1099-S AND W-2G. 

(b) Sec. 7, PAYEE "B" RECORD LAYOUTS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC. 1099-PATR, 1099-R, 5498 AND SECTORS I THROUGH 3 OF FORMS 1099-A, 1099-B, 1099-
OID. 1099-S AND W-2G. 

(c) Sec. 8, PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-A. 

(d) Sec. 9, PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-B. 

(e) Sec. 10, PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-0ID. 

(f) Sec. 11, PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-S. 

(g) Sec. 12, PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
W-2G. 

All "B" Records must consist of at least 3 sectors of 128 positions each. If a payer is not a Combined FederaVState 
payer or utilizing the Special Data Entries field, Sector 4 can be eliminated for Forms 1098, 1099-DIV, 1099-G, 1099-INT, 
1099-MISC, 1099-PATR, 1099-R, and 5498. 

The "B" Record will always consist of 4 Sectors for Forms 1099-A, 1099-B, 1099-0ID, 1099-S, and W-2G. 
In the "A" Record, the Amount Codes that appear in diskette positions 24 through 32 of Sector 1 will be left-justified 

and blank filled. In the "B" Record, allow for all nine payment amount fields. For those fields not used, enter zeros. For 
example, if a payer is reporting on Form 1099-PATR, enter a "1" in diskette position 23 of Sector I of the "A" Record, 
Type of Return field. If a payer is reporting payments for Amount Codes 2, 4, and 7, then diskette positions 24 through 32 
of Sector 1 of the "A" Record will be "247bbbbbb" (b = blanks). In the "B" Record: 

Positions 52 through 61 of Sector 1 for Payment Amount 1 will be zeros. 
Positions 62-71 of Sector 1 will reflect the actual payment amount to be reported for "Nonpatronage 
distributions. " 
Positions 72-81 of Sector I for Payment Amount 3 will be zeros. 
Positions 82-91 of Sector 1 will reflect the actual payment amount 
withheld.' , 

to be reported for "Federal income tax 

Positions 92-111 of Sector 1 for Payment Amounts 5 and 6 will be zeros. 
Positions 112-121 of Sector 1 will reflect the actual payment amount to be reported for "Energy Investment 
Credit." 

Positions 3-22 of Sector 2 for Payment Amounts 8 and 9 will be zeros . 
. 02 The record layout for Sectors 1, 2 and 3 is the same for all "B" records. Sector 4, however, will be different for 

Forms 1099-A, 1099-B, 1099-0ID, 1099-S and W-2G. Refer to Part E, Sec. 8, 9, 10, 11 or 12, respectively for the layout 
of Sector 4 of these records. 
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.03 The following specifications include 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 payers . 

. 04 If payers are unable to determine the first four characters of the surname, the Name Control Field may be left blank; 
however, compliance with the following will facilitate IRS computer programs in generating the Name Control. 

(a) The surname of the payee whose SSN is shown in the "B" Record should always appear first. If a payer enters the 
first name first, they 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 in the record may be entered in the Second 
Payee Name Line . 

. 05 See Part A, Sec. 15 for further information concerning Taxpayer Identification Numbers (TINs) . 

. 06 A field is also provided in these specifications for Special Data Entries. This field may be used to record information 
required by state or local governments or for the payer's own personal use. 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 payer's choice whether or not this field is used. If this field is coded, it will not affect the processing of the "B" 
Records . 

. 07 Those payers participating in the Combined Federal/State Filing Program must adhere to specifications in Part A, Sec. 
17, in order to participate in this program. Forms 1 098, 1099-A, 1099-B, 1099-S and W-2G cannot be filed under the 
Combined FederaVState Filing Program . 

. 08 All alpha characters entered in the "B" Record should be upper-case . 

. 09 Do not use decimal points (.) to indicate dollars and cents. Ten dollars must appear as 0000001000 in the payment 
amount field . 

.10 IRS strongly encourages payers to review their data for accuracy before submission to prevent issuance of erroneous 
notices to persons for whom reports are filed. Payers should be especially careful that the names, TINs, account numbers, 
types of income, and income amounts are correct. 

.11 When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). The "B" Record will reflect the individual paying the interest (BorrowerlPayer of 
Record) and the amount paid. For Forms 1099-S, the "A" Record will reflect the person responsible for reporting the 
transaction and the "B" Record will reflect the seller/transferor. 

SEC. 6. PAYEE "B" RECORD-FIELD DESCRIPTIONS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 1099-DIV, 1099-
G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTORS 1 THROUGH 3 OF FORMS 1099-A, 1099-B, 
1099-010, 1099-S AND W-2G 

For Forms 1099-A, 1099-B, 1099-0ID, 1099-S, and W-2G, see Part D, Secs. 8, 9, 10, 11 and 12, respectively for the 
field descriptions and record layouts for Sector 4 of these records. 

Note: For all fields marked required, a payer must provide the information described under Description and Remarks. For 
those fields not marked required, a payer must allow for the field but may be instructed to enter blanks or zeros in the 
indicated position(s) and for the indicated length. 

SECTOR 1 

Diskette 
Position 

2 

3-4 

Field Title 

Record Sequence 

Record Type 

Payment Year 

RECORD NAME: PAYEE "B" RECORD 

Length Description and Remarks 

2 

Required. Must be a "1." It is used to sequence the sectors making up a 
payee Record. 

Required. Enter "B." 

Required. Enter "93." (Unless records are for a prior year) 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 

Diskette 
Position 

5-6 

Field Title Length 

Document 
Specific/ 
Distribution Code 

Tax Year of Refund 
(Form 1099-G only) 

Crop Insurance Proceeds 
(Form 1099-MISe only) 

Distribution Code 
(Form 1099-R 
only) 

2 

(For a detailed explanation 
of the distribution codes, 
see the 1993 "Instructions 
for Forms 1099, 1098, 
5498, and W-2G.") 
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Description and Remarks 

Required for Forms 1 099-G, 1099-MISe, 1099-R and W-2G. For all other 
forms or if not used, enter blanks. 

For Form 1099-G, use only for reporting the tax year for which the refund. 
credit. or offset was issued. Enter in position 5; position 6 must be blank. 

If the refund. credit or offset is not attributable to income tax from a trade or 
business, enter the numeric year from the table below for which the refund. 
credit, or offset was issued (e.g., for 1992, enter 2). 

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 1992, enter B). 

Year for Which 
General 

Refund was Issued 

1 
2 
3 
4 
5 
6 
7 
8 
9 
o 

Year for Which 
TradelBusiness 

Refund was Issued 
(Alpha Equivalent) 

A 
B 
C 
D 
E 
F 
G 
H 
I 
J 

For Form 1099-MISC, enter a "1" in position 5 if the payment reported for 
Amount Code 7 is Crop Insurance Proceeds. Position 6 must be blank. 

For Form 1 099-R, enter the appropriate Distribution Code(s). More than one 
code may apply for Form 1099-R; however, if only one code is required, it 
must be of the distribution codes, entered in position 5 and 6 must be blank. 
Enter at least one (I) Distribution Code. Blanks in both positions 5 and 6 are 
not acceptable. 

Enter the applicable code from the table that follows. Position 5 must contain 
a numeric code in all cases except when using D, E, F, G, H, or P. 
Distribution Code A, B, or C when applicable must be entered in position 6 
with the applicable numeric in position 5. 

When using Code P for an IRA distribution under section 408(d)(4) of the 
Internal Revenue Code, a payer may also enter Code 1, if it applies. 

Only two numeric combinations are acceptable, codes 8 and 1, and codes 8 
and 2, on one return. These two combinations can only be used 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. 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Four distribution codes E, F, G, and H have been added. Distribution codes E 
and F cannot be used in conjunction with other codes. Distribution code G 
may be used in conjunction with distribution code 4, if applicable. Refer to 
Announcement 93-20, 1993-6 I.R.B. 65. 

Category 

Early (premature) 
distribution, no known exception 

Early (premature) 
distribution, exception applies (as defined in section 72(q), 
the Internal Revenue Code) other than disability or death 

Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Section 1035 exchange 
Normal distribution 
Excess contributions plus earnings/excess 

earnings/excess deferrals (and/or earnings) taxable in 1993 
PS 58 Costs 
Excess contributions plus earnings/excess 

deferrals taxable in 1992 
Qualifies for 5-1O-year averaging 
Qualifies for death benefit exclusion 
Qualifies for both A and B 
Excess Contributions plus earnings/excess 

deferrals taxable in 1990 
Excess annual additions under section 415 
Charitable gift annuity 
Direct rollover to IRA 
Direct rollover to qualified plan or 

tax-sheltered annuity 

Code 

1* 

2* 
(t), or (v) of 

3* 
4* 
5* 
6 
7* 
8* 

9 
p* 

A 
B 
C 
D* 

E 
F 
G 
H 

* If a payer is reporting an Individual Retirement Arrangement (IRA) or Simplified Employee Pension (SEP) distribution for 
Code 1, 2, 3, 4, 5, 7, 8, P or D they must code a "1" in position 45 of the "B" Record. 

Note: For detailed explanations of the distribution codes, see the 1993 "Instructions for Forms 1099, 1098, 5498, and w-
2G." 

Type of Wager 
(Form W-2G Only) 

For Form W-2G, enter the applicable code in position 5. Position 6 will be 

blank. 

Category Code 

Horse Race Track (or Off-Track 
Betting of a Horse Track nature) 

Dog Race Track (or Off-Track 2 
Betting of a Dog Track nature) 

1ai-alai 3 
State Conducted Lottery 4 
Keno 5 
Casino Type Bingo. Do not use this code 6 

for any other type of bingo winnings (e.g .. church or fire dept.) 

Slot Machines 7 
Any other type of gambling winnings. 8 

This includes Church Bingo, Fire Dept. Bingo, or unlabeled winnings. 
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SECTOR 1 (Continued) 

Field 
Position 

7 

8 

Field Title 

2nd TIN Notice 

Corrected 
Return 
Indicator 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

For Forms 1099-B, 1 099-DIV, 1 099-INT, 1099-MISC, 1099-010, and 
1099-PATR only. 

Enter "2" to indicate the payer was notified by IRS twice within 3 calendar 
years that the payee provided an incorrect name and/or TIN combination; 
otherwise, enter a blank. 

Indicate a corrected return. 

Code Definition 

G If this is a one transaction correction or the first of a two 
transaction correction. 

C 

Blank 

If this is the second transaction of a two transaction correction. 

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. 14 for 
specific instructions on how to file corrected returns. 

9-12 Name Control 4 If determinable, enter the first four (4) characters of the surname of the 
person whose TIN is being reported in positions 16-24 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 first 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 blanks 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 "the" when it is the 
first word of the name, unless there are only two words in the name. A dash 
(-) and 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 (e.g., Mr., Mrs., Dr., apostrophe, or dash), this 
information may be dropped during subsequent IRS/MCC processing after data has been successfully processed. 

The following examples may be helpful to payers in developing the name control: 

Individuals: 
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Name 

Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Neill 
Mary Van Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 

Name Control 

BROW 
LEE* 
EN* 

ONEI 
VANB 
DEJE 
EL-R 
SMIT 

MCCA 



SECTOR I (Continued) 

Diskette 
Position Field Title 

Individuals (Cont'd) 

Corporations: 

Sole Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organization: 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

Name 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mark D' Allesandro 

The First National Bank 
The Hideaway 
A & B Cafe 
11TH Street Inc. 

Mark Hemlock DBA 
c/o The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and 

Joyce Spruce et al Ptr 

Frank White 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 
TORR 
LOPE 
LA* 

PHAM 
DALL 

FIRS 
THEH 
A&BC 
11TH 

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. 

13 Direct Sales 
Indicator 

1 1099-MISC only. Enter a "1" 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. 

Note: If reporting Direct Sales only, use Type of Return A in pos. 23 and, amount code 1 in pos. 24 of the Payer "A" 
record. All Payment Amount Fields in the Payee "B" record will contain zeros. 

14 

15 

16-24 

Blank 

Type of TIN 

Taxpayer 
Identification 
Number 

2 

9 

Enter blanks. 

This field is used to identify the Taxpayer Identification Number (TIN) in 
positions 16-24 as either an Employer Identification Number (EIN) or a 
Social Security Number (SSN). Enter the appropriate code from the 
following table: 

Type of 
TIN 

1 

2 

blank 

TIN 
EIN 

SSN 

Type of 
Account 
A business, organization, 

An individual 

or other entity 

NI A If the type of TIN is undeterminable, 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 hypens or alpha characters. All zeros, 
ones, twos, etc. will have the effect of an incorrect TIN. 

1993-2 C.B. 421 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: IRSIMCC contacts payers who have submitted payee data with missing TINs in an attempt to. pr.event er:oneous 
notices. Payers who submit data with missing TINs and have taken the required steps to obtam thiS mformatlOn, are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from IRS/ 
MCC. 

25-44 

45 

Payer's Account Number 
for Payee 

IRAISEP Indicator 
(See Note) 

20 Enter any number assigned by the payer to the payee (e.g., checking or 
savings account number). IRSIMCC encourages payers to use this 
field. This number helps to distinguish individual payee records and 
should be unique for each account. Do not use the payee's TIN since 
this will not make each record unique. This information is particularly 
useful when corrections are filed. This number will be provided with 
the Backup Withholding Notification from the IRS 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, the payer may either left- or right-justify, 
filling the remaining positions with blanks. 

Form 1099-R only. Enter "1" if reporting a distribution from an IRA 
or SEP; otherwise, enter a blank. 

Note: Generally, report the total amount distributed from an IRA or SEP in payment amount field 2 (Taxable Amount), as 
well as payment amount field 1 (Gross Distribution) of the "B" Record. A payer may indicate the taxable amount was not 
determined by using the Taxable Amount Not Determined Indicator (position 49) of the "B" Record; however, still report 
the amount distributed in payment amount field 2. 

46-47 

48 

Percentage of Total 
Distribution 

Total Distribution 
Indicator 

2 Form 1 099-R only. Use this field when reporting a total distribution to 
more than one person, such as when a participant dies and a payer 
distributes to two or more beneficiaries. 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 11 percent). Enter the percentage received by 
the person whose TIN is included in positions 16-24 of the "B" 
Record. This field must be right-justified, and unused positions must 
be zero filled. If not applicable, enter blanks. A payer need not enter 
this information for IRA or SEP distributions. 

Form 1099-R only. Enter a "1" only if the payment shown for 
Amount Code 1 is a total distribution; 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 does not meet this definition is not a total distribution. 

49 Taxable Amount 
Not Determined 
Indicator 
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Form 1099-R only. Enter a "1" only if a payer cannot compute the 
taxable amount of the payment entered in Payment Amount Field I 
(Gross Distribution) of the "B" Record; otherwise, enter a blank. If 
the indicator is used, enter 0 (zeros) in Payment Amount Field 2 of the 
"B" Record. Please make every effort to compute the taxable amount. 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: If reporting an IRNSEP Distribution for Form 1099-R, this indicator may be used. Generally, the amount of the 
distribution must be present in Payment Amount Field 2. Refer to the "1993, Instruction for Forms 1099, 1098, 5498, and 
W-2G" for exceptions. Payers are instructed to enter numeric information in all payment amount fields when filing 
magnetically or electronically. However, when reporting information on the statement to recipient, the payer may be 
instructed to enter blanks. Follow the guidelines provided in the paper instructions for the statement to recipient. 

50-51 

52-61 

62-71 

72-81 

82-91 

Blank 

Payment Amount 
Fields (Must be 
numeric) 

Payment 
Amount 1* 

Payment 
Amount 2* 

Payment 
Amount 3* 

Payment 
Amount 4* 

2 

10 

10 

10 

10 

Enter blanks. 

Required. Payers must allow for all payment amounts. For those not used, 
payers must enter zeros. For example: If position 23 of the "A" Record is 
"7" (for 1099-PATR) and positions 24-32 are "247bbbbbb", (b = blank), 
this indicates that a payer will be reporting three actual payment amounts in 
the following "B" Records. 

Payment Amount 1 will be all "0" (zeros), Payment Amount 2 will 
represent Nonpatronage Distributions, Payment Amount 3 will be all "0" 
(zeros), Payment Amount 4 will represent Federal income tax withheld, 
Payment Amounts 5 and 6 will be all "0" (zeros), Payment Amount 7 will 
represent Energy Investment Credit, and Payment Amounts 8 and 9 will be 
all "0" (zeros). Each payment field must contain 10 numeric characters (see 
Note). Each payment amount must be entered in U.S. dollars and cents. The 
rightmost two positions represent cents in the Payment Amount Fields. Do 
not enter dollar signs, commas, decimal points, or negative payments, except 
those items that reflect a loss on Form 1099-B. Positive and negative 
amounts are indicated by placing a "+" or "-" (minus sign) in the leftmost 
position of the payment amount field. A negative overpunch 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 overpunch is not used, the number is 
assumed to be positive. 

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. 

Note: If a payer is reporting a money amount in excess of 9999999999 
(dollars and cents), it must be reported as follows: 

(1) The first "B" Record must contain 9999999999. 

(2) The second "B" Record will contain the remaining money amounts. Do 
not split this figure in half. 
The amount reported in this field represents payments for Amount Code 1 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. 
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SECTOR 1 (Continued) 

Diskette 
Position Field Title 

92-101 Payment 
Amount 5* 

102-111 Payment 
Amount 6* 

112-121 Payment 
Amount 7* 

122-128 Blank 

SECTOR 2 

Record Sequence 

2 Record Type 

3-12 Payment 
Amount 8* 

13-22 Payment 
Amount 9* 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

10 

10 

10 

7 

1 

10 

10 

Description and Remarks 

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. 

Enter blanks. 

Required. Must be a "2." It is used to sequence the sectors making up a 
payee record. 

Required. Enter "B." 

The amount reported in this field represents payments for Amount Code 8 in 
the "A" Record. 

The amount reported in this field represents payments for Amount Code 9 in 
the "A" Record. 

* If there are discrepancies between these Payment Amount Codes and the boxes on the paper forms, the instructions in this 
revenue procedure govern. 

23-42 

43 

44-83 

Blank 

Foreign Country 
Indicator 

First Payee 
Name Line 

20 

40 

Enter blanks. 

If the address of the payee is in a foreign country, enter a "1" in this field; 
otherwise, enter blank. When using this indicator, payers may use a free 
format for the Payee City, State and ZIP Code. Address information must not 
appear in the First or Second Payee Name Lines. 

Required. Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number (TIN) was provided in Sector 1, positions 
16-24 of the "B" 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 are multiple payees, only the name of the payee whose TIN 
has been provided should be entered 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. The use of the business name is optional in the Second Payee Name 
Line. 

Note: When reporting Form 1098, "Mortgage Interest Statement," the "A" Record will reflect the name of the recipient of 
the interest (the payer). The "B" Record will reflect the individual paying the interest (the borrower/payer of record) and 
the amount paid. For Forms 1099-S, 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, 
"Brian Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan 
Smith. Payers may abbreviate the word "beneficiary" as, for example, "benef." Refer to the 1993 "Instructions for Forms 
1099. 1098. 5498. and W-2G." The beneficiary's TIN should be reported in Sector 1, position 16-24 of the "B" Record. 
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SECTOR 2 (Continued) 

Diskette 
Position 

84-123 

124-128 

SECTOR 3 

2 

3-42 

Field Title 

Second Payee 
Name Line 

Blank 

Record 
Sequence 

Record Type 

Payee Mailing 
Address 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

40 

Description and Remarks 

If there are multiple payees, (e.g., partners, joint owners, or spouses) use this 
field for those names not associated with the TIN provided in Sector 1, 
positions 16-24 of the "B" 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 in this field. It is important that payers provideas much 
payee infonnation to IRS 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. 

5 Enter blanks. 

Required. Must be a "3." Used to sequence the sectors making up a payee 
Record. 

1 Required. Enter "B." 

40 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 and fill unused positions with blanks. 
This field must not 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. 
For foreign addresses, payers may use the Payee City, State, and ZIP Code as a continuous 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 Sector 2, position 43 must contain a "1." 

43-71 Payee City 

72-73 Payee State 

74-82 Payee ZIP Code 

83-128 Blank 

SECTOR 4 

39 

2 

9 

46 

Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state 
and ZIP Code infonnation 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. 
19. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable 
as long as payers have entered a "1" in the Foreign Country Indicator field 
located in position 43 of Sector 2 of the "B" Record. 

Enter blanks. 

The following field descriptions describe the record positions for Sector 4 of the "B" Record for Forms 1 098, 1 099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498. If a payer is not a Combined FederaVState Payer, or if 
they are not utilizing the special data entries field, Sector 4 can be eliminated for all "B" Records except Forms 1 099-A, 
1099-B, 1099-01D, 1099-S, AND W-2G. See Part E, Sees. 8, 9, 10, 11 and 12 for the field descriptions for Section 4 of 
Forms 1099-A, 1099-B, 1099-01D, 1099-S and W-2G. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 4 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Record I Required. Must be a "4." Used to sequence the sectors making up a payee 
Sequence Record. 

2 Record Type Required. Enter "B." 

3-69 Special Data 67 This portion of the "B" Record may be used to record information for state 
Entries or local government reporting or for the payer's own purposes. Payers should 

contact their state or local revenue departments for filing requirements. If this 
field is not utilized, enter blanks. 

70-71 Combined 2 If this payee record is to be forwarded to a state agency as part of the 
Federal/State Code Combined Federal/State Filing Program, enter the valid state code from Part 

A, Sec. 17, Table 1. For those payers or states not participating in this 
program, enter blanks. 

72-128 Blank 57 Enter blanks. 

SEC. 7. PAYEE UB" RECORD-RECORD LAYOUTS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 1099-DIV, 1099-G, 
1 099-1 NT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTORS 1 THROUGH 3 OF FORMS 1099-A, 1099-B, 1099-
DID, 1099-S, AND W-2G 

SECTOR 1 

DOCUMENT 2ND 
RECORD RECORD PAYMENT SPECIFIC/ TIN 

SEQUENCE TYPE YEAR DISTRIB NOTICE 
CODE (optional) 

2 3-4 5-6 7 

CORRECTED 
NAME DIRECT TYPE TAXPAYER 

RETURN 
CONTROL* SALES BLANK OF IDENTIFICATION 

INDICATOR INDICATOR TIN* NUMBER* 
8 9-12 13 14 15 16-24 

PAYER'S 
IRNSEP PERCENTAGE TOTAL 

ACCOUNT NUMBER 
INDICATOR OF TOTAL DISTRIBUTION 

FOR PAYEE* DISTRIBUTION INDICATOR 
25-44 45 46-47 48 
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PAYEE "B" RECORD-RECORD LAYOUTS-Continued 

SECTOR I-Continued 

TAXABLE 
AMT NOT 

BLANK PAYMENT PAYMENT PAYMENT PAYMENT 
DETERMINED AMOUNT 1 AMOUNT 2 AMOUNT 3 AMOUNT 4 
INDICATOR 

49 50-51 52-61 62-71 72-81 82-91 

PAYMENT PAYMENT PAYMENT 
AMOUNT 5 AMOUNT 6 AMOUNT 7 BLANK 

92-101 102-111 112-121 122-128 

SECTOR 2 

RECORD RECORD PAYMENT PAYMENT FOREIGN 

SEQUENCE TYPE AMOUNT 8 AMOUNT 9 BLANK COUNTRY 
INDICATOR 

2 3-12 13-22 23-42 43 

FIRST 
SECOND PAYEE 

NAME PAYEE NAME BLANK 

LINE* LINE* 

44-83 84-123 124-128 

SECTOR 3 

RECORD RECORD 
PAYEE 

PAYEE PAYEE PAYEE ZIP 
SEQUENCE TYPE 

MAILING CITY STATE CODE BLANK 
ADDRESS 

2 3-42 43-71 72-73 74-82 83-128 

SECTOR 4 (See Part D, Sees. 8, 9, 10, 11 and 12 for the Record Layouts for Sector 4 of Forms 1099-A, 1099-B, 
1099-010, 1099-S, and W-2G.) 

SPECIAL 
COMBINED 

RECORD RECORD DATA 
FEDERAL! BLANKS 

SEQUENCE TYPE ENTRIES 
STATE 
CODE 

2 3-69 70-71 72-128 

*When reporting Form 1098, Mortgage Interest Statement, the "B" Record will reflect the individual paying the in
terest (the borrower/payer of record) and the amount paid. 
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SEC. 8. PAYEE "B" RECORD-FiElD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 1 099-A 

.01 This section contains information pertaining to Sector 4 of Form 1099-A. 

.02 See Part E. Sec. 6 for field descriptions of Sectors 1. 2 and 3 of the "B" Record for Form 1099-A . 

. 03 Form 1099-A cannot be filed under the Combined FederaVState Filing Program. 

SECTOR 4 

Diskette 
Position 

2 

3-23 

24-29 

30 

31-69 

70-128 

Field Title 

Record Sequence 

Record Type 

Special Data 
Entries 

Date of Lender's 
Acquisition 

Liability Indicator 

Description 
of Property 

Blank 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-A-SECTOR 4 ONLY 

Length 

I 

21 

6 

39 

59 

Description and Remarks 

Required. Must be a "4." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

This portion of the "B" Record may be used to record information for state 
or local government reporting or for the payer's own purposes. Payers should 
contact their state or local revenue departments for their filing requirements. 
If this field is not utilized, enter blanks. 

Forms 1 099-A only. Payers should enter the acquisition date of the secured 
property or the date they first had reason to know the property was 
abandoned in the format MMDDYY (e.g., 102293). Do not enter hyphens or 
slashes. 

1099-A only. Enter the appropriate indicator from the table below: 

Indicator 
I 

Blank 

Usage 
Borrower is personally liable for repayment of the debt. 
Borrower is not liable for repayment of the debt. 

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-1993 Buick Regal or Office Equipment). 
Enter . TCe" for crops forfeited on Commodity Credit Corporation loans. If 
fewer than 39 positions are required, left-justify and fill unused positions 
with blanks. 

Enter blanks. 

PA YEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-A 

SECTOR 4-Form 1099-A 

RECORD 
SEQUENCE 

DESCRIPTION 
OF PROPERTY 

31-69 

428 1993-2 C.B. 

RECORD 
TYPE 

2 

BLANK I 
70-128 

SPECIAL DATE OF 
LIABILITY DATA LENDER'S 

ENTRIES ACQUISITION INDICATOR 

3-23 24-29 30 



SEC. 9. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 1 099-8 

.01 This section contains the general payment information for Sector 4 of Form 1099-B . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors 1, 2, and 3 of the "B" Record for Form 1099-B . 

. 03 Form 1099-8 cannot be filed under the Combined FederaVState Filing Program. 

Diskette 
Position 

2 

3-12 

13 

14-19 

20-32 

33-71 

Field Title 

Record 
Sequence 

Record Type 

Special Data 
Entries 

Gross 
Proceeds 
Reported to IRS 

Date of Sale 

CUSIP Number 

Description 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-B-SECTOR 4 ONLY 

Length 

10 

6 

13 

39 

Description and Remarks 

Required. Must be a "4." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

This portion of the "B" Record may be used to record information for state 
or local government reporting or for the payer's own purposes. Payers should 
contact their state or local revenue departments for their filing requirements. If 
this field is not used, enter blanks. 

Form 1 099-B only. Enter the appropriate indicator from the following table; 
otherwise, enter blanks. 

Indicator 
I 
2 

Usage 
Gross Proceeds 
Gross Proceeds less commISSIOn and option premiums. 

Form 1099-8 only. For broker transactions, enter the trade date of the 
transaction in the format MMDDYY (e.g., 102293). For barter exchanges, 
enter the date, cash, property, a credit, or script is actually or constructively 
received. Enter blanks if this is an aggregate transaction. Do not enter hyphens 
or slashes. 

Form 1099-8 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. Left
justify and blank fill unused positions. 

Form 1099-8 only. Enter a brief description of the item or services for which 
the proceeds or bartering are being reported. If fewer than 39 characters are 
required, left-justify 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. 
For bartering transactions show the services or property provided. 

Note: The amount withheld in these situations is to be included in Amount Code 4. 

72-128 Blank 57 Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-B 

SECTOR 4-FORM 1099-B 

SPECIAL GROSS DATE CUSIP RECORD RECORD DATA PROCEEDS OF 
SEQUENCE TYPE NUMBER 

ENTRIES INDICATOR SALE 

2 3-12 13 14-19 20-32 
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RECORD NAME: PAYEE "B" RECORD-Continued 
PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-B-Continued 

SECTOR 4-FORM 1099-B (Continued) 

DESCRIPTION BLANK 

33-71 72-128 

SEC. 10. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-01D 

.01 This section contains infonnation pertaining to Sector 4 of Fonn 1099-0ID . 

. 02 See Part E. Sec. 6 for field descriptions of Sectors I, 2 and 3 of the Payee "B" Record for Fonn 1099-0ID. 

RECORD NAME: PAYEE "B" RECORD FORM 1099-0ID-SECTOR 4 ONLY 

SECTOR 4 

Diskette 
Position 

2 

3-30 

31-69 

70-71 

72-128 

Field Title 

Record Sequence 

Record Type 

Special Data 
Entries 

Description 

Combined 
FederaUState Code 

Blank 

Length 

1 

28 

39 

2 

57 

Description and Remarks 

Required. Must be a "4." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

This portion of the "B" Record may be used to record information for state 
or local government reporting or for the payer's own purposes. Payers should 
contact their state or local revenue departments for filing requirements. If this 
field is not utilized, enter blanks. 

Required. Form 1 099-01D 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 12Y2 95). Show the name 
of the issuer if other than the payer. If fewer than 39 characters are required, 
left -justify and fill unused positions with blanks. 

If a payee record is to be forwarded to a state agency as part of the Combined 
FederaUState Filing Program, enter the valid state code from Part A, Sec. 17, 
Table 1. For those payers or states not participating in this program, enter 
blanks. 

Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-0ID 

SECTOR 4-FORM 1099-0ID 

RECORD RECORD SPECIAL COMBINED 
SEQUENCE TYPE DATA DESCRIPTION FEDERAL! BLANK 

ENTRIES STATE CODE 
2 3-30 31-69 70-71 72-128 

SEC. 11. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 1 099-S 

.01 This section contains the general payment infonnation for Sector 4 of Fonn 1099-S . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors I, 2 and 3 of the "B" Record for Fonn 1099-S . 

. 03 Form 1099-S cannot be filed under the Combined Federal/State Filing Program. 
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RECORD NAME: PAYEE "B" RECORD FORM 1099-S-SECTOR 4 ONLY 

SECTOR 4 

Diskette 
position 

2 

3-25 

26-31 

32-70 

71 

72-128 

Field Title 

Record Sequence 

Record Type 

Special Data 
Entries 

Date of Closing 

Address or Legal 
Description 

Property or 
Services Received 
or To Be 
Received 

Blank 

Length 

23 

6 

39 

57 

Description and Remarks 

Required. Must be a "4." Used to sequence the sectors making up a Payee 
record. 

Required. Enter "B." 

This portion of the "B" Record may be used to record information for state 
or local government reporting or for the payer's own purposes. Payers should 
contact their state or local revenue departments for filing requirements. If this 
field is not used, enter blanks. 

Required. Form 1099-S only. Enter the closing date in the format MMDDYY 
(e.g., 102293). 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 and fill unused positions with blanks. 

Required. Form 1099-S only. Enter "1" if the transferor received or will 
receive property (other than cash and consideration treated as cash in 
computing gross proceeds) or services as part of the consideration for the 
property transferred. Also enter a "1", if the transferor may receive property 
(other than cash) or services to satisfy a debt having a stated principal amount, 
otherwise enter a blank. 

Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-S 

SECTOR 4-FORM 1099-S 

RECORD 
SEQUENCE 

PROPERTY OR 
SERVICES 
RECEIVED 

71 

RECORD 
TYPE 

2 

BLANK 

72-128 

SPECIAL DATE OF 
ADDRESS OR 

DATA LEGAL 
ENTRIES 

CLOSING DESCRIPTION 

3-25 26-31 32-70 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor information. 

SEC. 12. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM W-2G . 

. 01 This section contains the general payment information for Sector 4 of Form W-2G . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors 1, 2 and 3 of the "B" Record for Form W-2G . 

. 03 Form W-2G cannot be filed under the Combined FederaVState Filing Program. 
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RECORD NAME: PAYEE "B" RECORD FORM W-2G-SECTOR 4 ONLY 

SECTOR 4 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-8 Date Won 

9-23 Transaction 

24-28 Race 

29-33 Cashier 

34-38 Window 

39-53 First ID 

54-68 Second ID 

69-128 Blank 

Length 

I 

I 

6 

15 

5 

5 

5 

15 

15 

60 

Description and Remarks 

Required. Must be a "4." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

Form W-2G only. Enter the date of the winning event in the fonnat 
MMDDYY (e.g., 102293). This is not the date the money was paid, if paid 
after the date of the race (or game). Do not enter hyphens or slashes. 

Required. 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 
blank. 

Form W-2G only. If applicable, enter the race (or game) applicable to the 
winning ticket. If no entry, enter blanks. 

Form W-2G only. If applicable, enter the initials of the cashier making the 
winning payment. If no entry, enter blanks. 

Form W-2G only. If applicable, the window number or location of the person 
paying the winnings. If no entry, enter blanks. 

Form W-2G only. If applicable, the first identification number of the person 
receiving the winnings. If no entry, enter blanks. 

Form W-2G only. If applicable, the second identification number of the person 
receiving the winnings. If no entry, enter blanks. 

Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM W-2G 

SECTOR 4-Form W-2G 

RECORD 
SEQUENCE 

WINDOW 

34-38 

RECORD 
TYPE 

2 

FIRST 
ID 

39-53 

DATE WON 

SECOND 
ID 

54-68 

3-8 

BLANK 

69-128 

SEC. 13. END OF PAYER "C" RECORD-RECORD LAYOUT 

TRANSACTION RACE CASHIER 

9-23 24-28 29-33 

.01 The End of Payer "C" Record consists of 2 Sectors of 128 positions each. The Control Total fields are each 15 
positions in length . 

. 02 The "C" R~cord consists of the total number of payees and the totals of the payment amount fields filed by a given 
payer a~dJor 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 "e" 
Record. 
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RECORD NAME: PAYEE "c" RECORD-RECORD LAYOUT-Continued 

.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 1, 3 and 6 of the "C" Record. In this example, positions 27-41, 57-
86, and 102-116 of Sector 1 and positions 3-32 of Sector 2 would be zero filled . 

. 04 Payers/Transmitters must verify the accuracy of the totals since data with missing or incorrect "C" Records will be 
returned for replacement. 

SECTOR 1 

Diskette 
Position 

2 

3-8 

9-11 

Field Title 

Record Sequence 

Record Type 

Number of Payees 

Blank 

RECORD NAME: END OF PAYER "c" RECORD 

Length 

1 

6 

3 

Description and Remarks 

Required. Must be a "1." Used to sequence the sectors making up a payer 
record. 

Required. Enter "e." 
Required. Enter the total number of "B" Records covered by the preceding 
"A" Record. Right-justify and zero fill. 

Enter blanks. 

Required. Accumulate totals of any Payment Amount fields in the "B" Records 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. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-128 

SECTOR 2 

2 

3-17 

18-32 

33-128 

Control 
Total 1 
Control 
Total 2 
Control 
Total 3 
Control 
Total 4 
Control 
Total 5 
Control 
Total 6 
Control 
Total 7 

Blank 

Record Sequence 

Record Type 

Control 
Total 8 
Control 
Total 9 

Blank 

15 

15 

15 

15 

15 

15 

15 

12 Enter blanks. 

Required. Must be a "2." Used to sequence the sectors making up a payer 
record. 

1 Required. Enter • ·C." 

15 

15 

96 Enter blanks. 
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END OF PAYER "C" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD 
SEQUENCE 

CONTROL 
TOTAL 3 

42-56 

SECTOR 2 

RECORD 
SEQUENCE 

RECORD 
TYPE 

2 

CONTROL 
TOTAL 4 

57-71 

RECORD 
TYPE 

2 

NUMBER 
OF 

PAYEES 

3-8 

CONTROL 
TOTAL 5 

72-86 

CONTROL 
TOTAL 8 

3-17 

BLANK 

9-11 

CONTROL 
TOTAL 6 

87-101 

CONTROL 
TOTAL 9 

18-32 

CONTROL 
TOTAL 1 

12-26 

CONTROL 
TOTAL 7 

102-116 

BLANK 

33-128 

CONTROL 
TOTAL 2 

27-41 

BLANK 

117-128 

SEC. 14. STATE TOTALS uK" RECORD-RECORD LAYOUT 

.01 The State Totals "K" Record consists of 2 Sectors of 128 positions each. 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. 
Use 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 for 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 1, 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. 17 for the requirements and conditions that must be met to file via this program. 

SECTOR 1 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-8 Number of Payees 

9-11 Blank 

RECORD NAME: STATE TOTALS "K" RECORD 

Length 

1 

I 

6 

3 

Description and Remarks 

Required. Must be a "1." Used to sequence the sectors making up a payer 
record. 

Required. Enter "K." 

Required. Enter the total number of "B" Records being coded for this state. 
Right-justify and zero fill. 

Enter blanks. 

Requi.red. Accumulate to~als of any Payment Amount fields in the "B" Records (for each state being reported), into the 
approp.nate Contro~ 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. 

12-26 Control 15 
Total 1 

27--41 Control 15 
Total 2 

42-56 Control 15 
Total 3 
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RECORD NAME: STATE TOTALS "K" RECORD-Continued 

SECTOR 1 (Continued) 

57-71 Control 
Total 4 

72-86 Control 
TotalS 

87-101 Control 
Total 6 

102-116 Control 
Total 7 

117-128 Blank 

SECTOR 2 

Record Sequence 

2 Record Type 

3-17 Control 
Total 8 

18-32 Control 
Total 9 

33-126 Blank 

127-128 Combined FederaV 
State Code 

SECTOR 1 

RECORD RECORD 
SEQUENCE 

CONTROL 
TOTAL 3 

42-56 

SECTOR 2 

RECORD 
SEQUENCE 

TYPE 

2 

CONTROL 
TOTAL 4 

57-71 

RECORD 
TYPE 

2 

15 

15 

15 

15 

12 Enter blanks. 

1 Required. Must be a "2." Used to sequence the sectors making up a payer 
record. 

Required. Enter "K." 

15 

15 

94 Enter blanks. 

2 Required. Enter the code assigned to the state which IS to receive the 
information. (Refer to Part A, Sec. 17, Table 1.) 

END OF PAYER "K" RECORD-RECORD LAYOUT 

NUMBER 
OF 

PAYEES 

3-8 

CONTROL 
TOTAL 5 

72-86 

CONTROL 
TOTAL 8 

3-17 

BLANK 

9-11 

CONTROL 
TOTAL 6 

87-101 

CONTROL 
TOTAL 9 

18-32 

CONTROL 
TOTAL 1 

12-26 

CONTROL 
TOTAL 7 

102-116 

BLANK 

33-126 

CONTROL 
TOTAL 2 

27-41 

BLANK 

117-128 

COMBINED 
FEDERAL! 

STATE 
CODE 

127-128 

SEC. 15. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.Ql The End of Transmission "F" Record consists of one 128-position Sector. The "F" Record is a summary of the 
number of payers in the entire file. 
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.02 This record should be written after the last "C" Record (or last "K" Record, when applicable) of the entire file. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Diskette 
Position Field Title Length Description and Remarks 

Record Type Required. Enter "F." 

2-5 Number of "A" 4 Enter the total number of Payerrrransmitter ~'A" 

Records (right-justify and zero fill) or enter all zeros. 

6-30 Zero 25 Enter zeros. 

31-128 Blank 98 Enter blanks. 

END OF TRANSMISSION ''F'' RECORD - RECORD LAYOUT 

SECTOR 1 

RECORD 
TYPE 

NUMBER OF 
"A" RECORDS 

2-5 

ZERO 

6-30 

PART F. DOUBLE DENSITY DISKETTE SPECIFICATIONS 

SECTION 1. GENERAL 

BLANK 

31-128 

Records in the entire file 

.01 The specifications contained in this part of the revenue procedure define the required format and contents of the 
records to be included in a double density diskette file and must be strictly adhered to unless deviations have been 
specifically granted by IRS . 

. 02 IRS is considering eliminating 8-inch diskettes as an acceptable type of media in the future . 

. 03 To be compatible, a double density diskette file must meet the following specifications in total: 
(a) 8-inches in diameter. 
(b) Recorded in EBCDIC. 

(c) Contains 77 cylinders (A cylinder refers to both of the tracks available to the read/write heads at any of the 77 
locations on the double sided, double density diskette). 

(1) Cylinder 00 is the index cylinder. The operating system reserves cylinder 00 for the directory information and writes 
the file name and location in the directory; data cannot be written in cylinder 00). 

(2) Cylinders 1-74 are the primary data cylinders. 
(3) Cylinders 75 and 76 are reserved for alternate cylinder assignment. 
(d) Each track contains 26 sectors; therefore, each cylinder contains 52 sectors. 
(e) Each sector must contain 256 bytes. 

(f) Data must be recorded on both sides of the diskette. 

(g) IRS can process single sided, single density, soft sectored diskettes as well as double sided, double density, soft 
sectored diskettes. Part E provides specifications for single density diskettes which have sectors of 128 bytes. 

(h) An IBM 5360 compatible diskette would meet the above specifications. If using other processors, data should be 
recorded in the Basic Data Exchange (EBCDIC) format. 

(i) Hard sectored diskettes are not compatible. 

(j) A diskette should be clearly marked as to which type of data (double sided/double density) is on each diskette, and the 
entire file should consist of all double sided/double density diskettes . 

. 04 Exchange files are created through the Transfer command and Copyfile files are created through the Copy command. 
In order to do this. initialize the diskettes using the FORMAT parameter in the INIT procedure . 

. 05 Form 5064. Media Label. must be affixed to each diskette submitted for processing. 

SEC. 2. DISKETTE HEADER LABEL 

The following header label format applies to both single and double density diskettes. 
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The header. la~el on the diskette. must be located in track 0, sector 8 and must be formatted as shown in the following 
I~Yout. If a filer s .system au.to~atlcally creates a header label, this is not necessary. If the file will consist of multiple 
diskettes, the Multi-Volume mdlcator (pos. 45) in the diskette header label must contain a "C". 

HDR1 Blank 
(a) (b) 

1-4 5 

Blank 
End of 

(b) 
Data 
(f) 

34 35-39 

Multi- Sequence 
Volume Number 

(k) (1) 

45 46-47 

Next Available 
Data 

Position 
(0) 

75-79 

Data Set (File) 
Name (For 

Blank Sector 
Transmitter's 

(b) Length 
Use) (d) 
(c) 

6-13 14-22 23-27 

Blank 
Bypass Data Set 

(b) Data Set Accessibility 
(g) (h) 

40 41 42 

Expiration Verify 
Blank Date Mark 

(b) YYMMDD (n) 
(m) 

48-66 67-72 73 

(a) Header I-Positions 1 through 4; enter HDRI. 

Blank 
(b) 

28 

Write 
Protect 

(i) 

43 

Blank 
(b) 

74 

(b) Unused-Any field marked blank is unused and should contain only blanks. 

Beginning 
of Data 

(e) 

29-33 

File 
Type 

(j) 

44 

(c) Data Set (File) Name-Positions 6 through 13; use this field to identify a filer's data set. The Data Set Name must 
begin with an alphabetic character. This name should be the same for every diskette in a file. 

(d) Sector Length-Positions 23 through 27; enter the sector length 256 in positions 25-27 and fill positions 23 and 24 
with zeros. 

(e) Beginning of Data-Positions 29 through 33; enter the five-digit address designated for the first record of this data 
set, xxOyy (xx = track number, yy = sector number). For example, if the first record is in track 01, sector 02, enter 01002. 

(D End of Data-Positions 35 through 39; enter the five-digit address of the last position of the diskette reserved for this 
data set. For example, to reserve the entire diskette for a data set, enter 73026. 

(g) Bypass Data Set-Position 41; this field is not accessed by IRS; any character is acceptable. 
(h) Data Set Accessibility-Position 42; this field is not accessed by IRS; any character is acceptable. 
(i) Write Protect-Position 43; this field defines the protected status of the associated data set. P = read only; blank = 

read/write. With P in this position, a filer can only select the Update (U) mode. 
(j) Position 44, File Type, enter an "e" if to indicate an exchange file; otherwise, enter blank. 
(k) Multi-Volume-Position 45; this field indicates that a complete data set is on a diskette. Blank = data set complete; C 

= data set continued on another diskette; L = last diskette of a multi-diskette data set. 
(1) Sequence Number-Position 46 and 47-For Copyfile files only. Sequentially ascending numbers must be entered in 

every diskette header label. 
(m) Expiration Date-Positions 67 through 72; may be used to contain the date that the data set expires, YYMMDD (YY 

= year, MM = month, DD = day). This field is not accessed by IRS; any characters are acceptable. 
(n) Verify Mark-Position 73; this field is used to indicate the data set was verified. If verified enter V, if not enter a 

blank. 
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(0) Next Available Data Position-Positions 75-79. Enter the address of the next available position after End of Data (f). 
In positions 75 and 76 enter the track number, in position 77 enter a "0" (zero), and in positions 78-79 enter the sector 

number. 

SEC. 3. PAYERITRANSMITTER "A" RECORD-GENERAL INFORMATION 

.01 The Payerrrransmitter "A" Record identifies the payer and transmitter of the diskette and provides parameters for the 
succeeding Payee "B" Records. IRS computer programs rely on the absolute relationship between the parameters and data 
fields in the "A" Record and the data fields in the "B" Records to which they apply . 

. 02 The number of "A" Records depends on the number of payers and the different types of returns being reported. The 
payment amounts for one payer for one type of return should be consolidated under one "A" Record if submitted on the 
same file . 

. 03 Do not submit separate "A" Records for each payment amount being reported. For example, if filing Form 1099-
DIY to report Amount Codes 1, 2 and 3, all three amount codes must be reported under one "A" Record, not three separate 
"A" Records. For "B" Records that do not contain payment amounts for all three amount codes, enter zeros for those 
which have no amount to be reported . 

. 04 After the header label on the diskette, the first record appearing must be an "A" Record. Each "A" Record will 
consist of at least one 256 position sector; however, if a filer is transmitting for someone other than themselves, 2 sectors 
are required . 

. 05 A transmitter may include "B" Records for more than one payer on a 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 diskette may contain different 
types of returns, but the returns must not be intermingled. A separate "A" Record is required for each payer and each type 
of return being reported . 

. 06 An "A" Record may be blocked with "B" Records; however, the initial record on a file must be an "A" Record. 
IRS will accept an "A" Record after a "C" Record . 

. 07 All alpha characters entered in the "A" Record should be uppercase . 

. 08 When reporting Form 1 098, Mortgage Interest Statement, the "A" Record will reflect the name of the recipient of 
the interest (the filer) referred to as the "payer" in these instructions. The "B" Record will reflect the individual paying the 
interest (BorrowerlPayer of Record) and the amount paid. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

Note: For all fields marked Required, filers must provide the information described under Description and Remarks. For 
fields not marked Required, filers must allow for the field but may be instructed to enter blanks or zeros in the indicated 
diskette position(s). 

SECTOR 

Diskette 
Position 

2 

3-4 

5-7 

8-16 

17-20 

Field Title 

Record Sequence 

Record Type 

Payment Year 

Diskette 
Sequence 
Number 

Payer's TIN 

Payer Name 
Control 
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Length 

2 

3 

9 

4 

Description and Remarks 

Required. Must be "I." It is used to sequence the sectors making up an "A" 
Record. 

Required. Enter "A." 

Required. Enter "93." (Unless filing prior year data) 

Sequence number assigned by the transmitter to each diskette starting with 
001. The filer may enter blanks or zeroes in this field. IRS bypasses this 
information. Indicate the proper sequence on the external label Form 5064. 

Required. Must be the nine digit number assigned to the payer. Do not enter 
blanks, hyphens, or alpha characters. All zeroes, ones, twos, etc. will have 
the effect of an incorrect TIN. For foreign corporations not required to have a 
TIN, this field may be blank; however, the Foreign Corporation Indicator. 
position 50 Sector 1, of the "A" Record should be set to "I." (See Part A, 
Sec. 18 for the definition of a Foreign Corporation.) 

The Payer Name Control can be obtained only from the mail label on the 
P~ckage 1099 which is mailed to most payers on record each December. To 
distIngUish between the 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. 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR I (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

21 

22 

23 

Last Filing 
Indicator 

Combined 
FederaVState Filer 

Type of Return 

The MMR package contains instructions for filing magnetically or 
electronically. This mail label does not contain a name control. Names of less 
th~n 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 should be blank filled. 

1 Enter a "1" if this is the last year a filer will file; otherwise, enter blank. Use 
this indicator if, due to a merger, bankruptcy, etc., filers 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 Federal/State Filing Program. Enter "1" if 
participating in the Combined Federal/State Filing Program; otherwise, enter 
blank. Refer to Part A, Sec. 17 for details. Forms 1098, 1099-A, 1099-B, 
1099-S, and W-2G cannot be filed under this program. 

1 Required. Enter appropriate code from table below: 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

Code 
3 
4 
B 
1 
F 
6 
A 
D 
7 
9 
S 
L 

W 

24-32 Amount 
Codes 

9 Required. Enter the appropriate Amount code for the type of return being 
reported. For each amount code entered in this field, a corresponding payment 
amount should 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 or electronically. However, if discrepancies occur, 
this revenue procedure governs. 

Example: If Sector 1, position 23 of the "A" Record is "7" (for 1099-PATR) and positions 24-32 are "247bbbbbb" 
(b = blanks), this indicates that 3 actual payment amounts may be reported in all of the following Payee "B" Records. 

The first payment amount field in the Payee "B" Record will be all "0" (zeros); 

the second will represent Nonpatronage Distributions; 
the third will be all "0" (zeros); 
the fourth will represent Federal Income Tax Withheld; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent Energy Investment Credit; and 
the eighth and ninth will be all "0" (zeros). 

Enter the Amount Indicators in ascending sequence (i.e., 247bbbbbb; b = blanks), left-justify, filling unused positions 
with blanks. For further clarification of the Amount Codes, contact IRSIMCC. 

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 1993 
"Instructions for Forms 1099, 1098, 5498, and W-2G." 
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RECORD NAME: PA YERJTRANSMITTER "A" RECORD-Continued 

SECTOR (Continued) 

Diskette 
Position 

Amount 

Field Title 

Codes Form I098-Mortgage 
Interest Statement 

Amount Codes Form 
I099-A-Acquisition or 
Abandonment of Secured 
Property 

Amount Codes Form 
I099-B-Proceeds from 
Broker and Barter Exchange 
Transactions 

Length Description and Remarks 

For Reporting Mortgage Interest Received from Payer(s)/Borrower(s) (Payer 
of Record) on Form 1098: 

Amount 
Code 

1 
2 

Amount Type 
Mortgage interest received from payer(s)/borrower(s) 
Points paid directly by payer(s)/borrower(s) on purchase of 
principal residence 

3 Refund of overpaid interest 

For Reporting the Acquisition or Abandonment of Secured Property on Fonn 
I099-A: 

Amount 
Code Amount Type 

2 Balance of principal outstanding 
3 Gross foreclosure proceeds 
4 Appraisal value 

For Reporting Payments on Form 1099-B: 

Amount 
Code 

2 
3 
4 

Amount Type 
Stocks, bonds, etc. (For Forward Contracts see Note.) 
Bartering (Do not report negative amounts) 
Federal income tax withheld (Backup Withholding) Do not report 
negative amounts. 

6 Profi t or loss realized in 1993 
7 Unrealized profit or loss on open contracts 12/31192 
8 Unrealized profit or loss on open contracts 12/31193 
9 Aggregate profit or loss 

Note: The Payment Amount field associated with Amount Code 2 may be used to represent a loss when the reporting is for 
Forward Contracts. Refer to "8" Record-General Field Descriptions, Payment Amount Fields, for instructions on reporting 
negative amounts. 

Amount Codes Form 
I099-DIV-Dividends and 
Distributions 

For Reporting Payments on Form 1099-DIV: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
7 
8 
9 

Amount 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 filers are using Amount Codes 8 and 9 only) and must equal the sum of 
amounts reported in Amount Codes 2, 3, 4 and 5. If an amount is present for Amount Code I, there must be an amount 
present for Amount Codes 2-5 as applicable. 
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RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Amount Codes Form 1099-
G-Certain Government 
Payments 

Amount Codes Form 1099-
INT -Interest Income 

Amount Codes Form 1099-
MISC-Miscellaneous Income 

Length Description and Remarks 

For Reporting Payments on Form 1099-G: 

Amount 
Code 

1 
2 
4 
5 
6 
7 

Amount Type 
Unemployment compensation 
State or local income tax refunds, credits or offsets 
Federal income tax withheld (Backup Withholding) 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 

1 Interest income not included in Amou~t Code 3 
2 Early withdrawal penalty 
3 Interest on U.S. Savings Bonds and Treasury obligations 
4 Federal income tax withheld (Backup Withholding) 
5 Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
7 

Amount Type 
Rents (see Note 1) 
Royalties (see Note 2) 
Prizes, awards, etc. 
Federal income tax withheld (Backup Withholding) 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation or Crop Insurance Proceeds 
(see Note 3) 

8 Substitute payments in lieu of dividends or interest 
9 Golden Parachute Payments 

Note 1: If reporting the Direct Sales Indicator only, use Type of Return A (MIS C) in pos. 23, and Amount Code 24 of the Payer "A" record. All Payment Amount Fields in the Payee "B" record will contain zeros. 

in pos. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 
Note 3: Amount Code "7" is normally used to report Nonemployee Compensation. However, Amount Code "7" may also be used to report Crop Insurance Proceeds. See positions 5-6, Sector 1, of the "B" Record for instructions. If Nonemployee Compensation and Crop Insurance Proceeds are being paid to the same payee, a separate "B" Record for each transaction is required. 
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RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

SECTOR I (Continued) 

Diskette 
Position Field Title 

Amount Codes Form 
1099-0ID-Original Issue 
Discount 

Amount Codes Form 
I 099-PA TR-Taxable 
Distributions Received From 
Cooperatives 

Length Description and Remarks 

For Reporting Payments on Form 1099-0ID: 

Amount 
Code 

I 
2 
3 
4 

Amount Type 
Original issue discount for 1993 
Other periodic interest 
Early withdrawal penalty " 
Federal income tax withheld (Backup Wlthholdmg) 

For Reporting Payments on Form 1 099-PA TR: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
7 
8 

Amount Type 
Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld (Backup Withholding) 
Redemption of nonqualified notices and retain allocations 
Investment credit (see Note) 
Energy investment credit (see Note) 
Jobs credit (see Note) 

Note: The amounts shown for Amount Indicators 6, 7, and 8 must be reported to the payee; however, they need not be 
reported to IRS. 

Amount Codes Form 1099-
R-Distributions From 
Pensions, Annuities, Retirement 
or Profit-Sharing Plans, IRAs, 
Insurance Contracts, etc. (See 
Note 1) 

For Reporting Payments on Form 1099-R: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
8 
9 

Amount Type 
Gross distribution (see Note 2) 
Taxable amount (see Note 3) 
Amount in Amount Code 2 eligible for capital gain election 
Federal income tax withheld (see Note 4) 
Employee contributions or insurance premiums 
Net unrealized appreciation in employer's securities 
Other 
State or local income tax withheld (see Note 5) 

Note 1: Additional information may be required in the HB" Record. Refer to positions 45 thru 49, Sector 1, of the "B" 
Record. 

Note 2: If the payment shown for Amount Code 1 is a total distribution, enter a "1" in position 48, Sector 1, of the "B" 
Record. 

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 zero (0) in Amount Code 
2, and enter the employee's contributions in Amount Code 5. 

If the taxable amount cannot be determined enter a "1" in position 49 Sector I of the "B" Record. If a filer is reporting 
an IRAISEP distribution, generally include the amount of the distribution in the Taxable Amount, Payment Amount 2, pos. 
62-71 and enter a "1" in the IRAISEP Indicator field, position 45. A "1" may be entered in the Taxable Amount Not 
Determined Indicator field position 49 Sector 1 of the "B" Record, but the amount of the distribution must still be reported 
in Payment Amount field 2. See the explanation for Box 2a of Form 1099-R in the 1993 "Instructions for Forms 1099, 
1098, 5498, and W-2G" for exceptions to reporting the taxable amount. 

Note 4: See the 1993 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further information concerning the 
definition of federal income tax withheld for Form 1099-R. 

Note 5: State or local income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 
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RECORD NAME: PAYERITRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Amount Codes Form 1099-S
Proceeds From Real Estate 
Transactions 

Length Description and Remarks 

For Reporting Payments on Form 1099-S: 

Amount 
Code 

2 
5 

Amount Type 
Gross Proceeds (see Note) 
Buyer's part of real estate tax 

Note: Include payments of TIMBER royalties made under a "pay-as-cut" contract here. For more information, see Ann. 90-
129, 1990-48 I.R.B. 10. If timber royalties are being reported, enter "TIMBER" in the description field of the "B" Record. 

Amount Codes Form 5498-
Individual Retirement 
Arrangement Information (see 
notes) 

For Reporting Payments on Form 5498: 

Amount 
Code 

1 
2 
3 
4 

Amount Type 
Regular IRA contributions made in 1993 and 1994 for 1993 
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 Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information must 
be given in the Payee Name Line of the "B" Record. 

If reporting IRA contributions for a Desert Shield/Storm participant for other than 1993, enter "DS," the year for which 
the contribution was made, and the amount of the contribution in the Special Data Entries field of the "B" Record. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting, refer to 1993 
"Instructions for Forms 1099, 1098, 5498, and W-2G," and Notice 91-17, 1991-1 C.B. 319. 

Amount Codes Forms W-2G
Certain Gambling Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code 

1 
2 
3 
7 

Amount Type 
Gross winnings 
Federal income tax withheld 
State income tax withheld (see Note) 
Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS. 

33 

34 

35-44 

45-49 

Test Indicator 

Service Bureau 
Indicator 

Blank 

Transmitter 
Control Code 
(TCC) 

10 

5 

Required. Enter "T" if this is a test file; otherwise, enter a blank. 

Enter "1" if a service bureau was used to develop and/or transmit files; 
otherwise, enter blank. See Part A, Sec. 18 for the definition of a Service 
Bureau. 

Enter blanks. 

Required. Enter the five character alpha/numeric Transmitter Control Code 
assigned by IRS. A TCC must be obtained to file data on this program. Do not 
enter more than one TCC per file. 
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RECORD NAME: PA YERffRANSMITTER .. A" RECORD-Continued 

SECTOR I (Continued) 

Diskette 
Position 

50 

Field Title 

Foreign 
Corporation 
Indicator 

Length Description and Remarks 

Enter a "1" if the payer is a foreign corporation and income is paid by the 
corporation to a U.S. resident. (See Part A. Sec. 18 for the definition of a 
Foreign Corporation.) If the payer is not a foreign corporation, enter a blank. 
See Note. 

Note: If payers erroneously report corporations as foreign. they may be subject to a penalty for providing incorrect 
information to IRS. Therefore, be sure to code only those records as foreign corporations that should be coded. 

51-90 First Payer Name 
Line 

40 Required. Enter the name of the payer whose TIN appears in Sector I, 
positions 8-16, in the manner in which it was used when the TIN was 
acquired. Any extraneous information must be deleted. Left-justify and fill 
with blanks. (Do not enter a Transfer Agent's name in this field. Any Transfer 
Agent's name should appear in the Second Payer Name field.) 

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). The "B" Record will reflect the individual paying the interest (the payer of record) and 
the amount paid. For Form 1 099-S, the "A" Record will reflect the person responsible for reporting the transaction and the 
.. B" Record will reflect the sellerltransferor. 

91-130 

131 

132-171 

172-211 

212-256 

Second Payer 
Name Line 

Transfer Agent 
Indicator 

Payer Shipping 
Address 

Payer City, State, 
and ZIP Code 

Blank 

40 

40 

40 

45 

If the Transfer Agent Indicator (Sector 1, pos. l31) contains a "1," this field 
must contain the name of the Transfer 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 and fill unused positions with blanks. 

Required. Identifies the entity in the Second Payer Name Line field. (See Part 
A, Sec. 18 for a definition of Transfer Agent.) 

Code 
1 

o tzero) 

Meaning 
The entity in the Second Payer Name Line field is the Transfer 
Agent. 
The entity shown is not the Transfer 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 Sector 1, position 131 is a "I," 
enter the shipping address of the Transfer Agent. Otherwise, enter the actual 
shipping address of the payer. Street address should include number, street, 
apartment or suite number (or P. O. Box if mail is not delivered to street 
address). Left-justify and fill with blanks. 

Required. If the transfer agent indicator in Sector 1, position 131 is a "I," 
enter the City, Town, or Post Office, State and ZIP Code of the Transfer 
Agent. Otherwise, enter the City, Town, or Post Office, State and ZIP Code of 
the payer. Left-justify and fill with blanks. 

Enter blanks. 

SECTOR 2 - Need only be used if the Payer and Transmitter are not the same. 

Record Sequence 

2 Record Type 

3-82 Transmitter Name 
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80 

Required. Must be "2." Used to sequence the sectors making up a payer 
record. 

Required. Enter "A." 

Required if payer and transmitter are not the same. Enter the name of the 
transmitter in the manner in which it is used in normal business. The name of 
the trans~itter mu.st be reported in the same manner throughout the entire file. 
Left-JustIfy and fIll with blanks. If the payer and transmitter are the same, 
enter blanks in this field. 



RECORD NAME: PA YERITRANSMITTER "A" RECORD-Continued 

SECTOR 2 (Continued) 

Diskette 
Position 

83-122 

123-162 

163-256 

Field Title 

Transmitter 
Mailing Address 

Transmitter City, 
State and ZIP 
Code 

Blank 

Length 

40 

40 

94 

Description and Remarks 

Required if payer and transmitter are not the same. Enter the mailing address 
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
justify and fill with blanks. If the payer and transmitter are the same, enter 
blanks in this field. 

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 and fill with 
blanks. If the payer and transmitter are the same, enter blanks in this field. 

Enter blanks. 

SEC. 4. PAYERITRANSMITTER "A" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD PAYMENT DISKETTE PAYER'S PAYER RECORD 
SEQUENCE NAME SEQUENCE TYPE YEAR 

NUMBER TIN 
CONTROL* 

2 3-4 5-7 8-16 17-20 

LAST 
COMBINED 
FEDERAL! TYPE OF AMOUNT TEST 

FILING 
STATE RETURN CODES INDICATOR 

INDICATOR 
FILER 

21 22 23 24-32 33 

FOREIGN 
FIRST 

SERVICE TRANSMITTER PAYER 
BUREAU BLANK CONTROL CODE 

CORPORATION NAME* 
INDICATOR INDICATOR LINE 

34 35-44 45-49 50 51-90 

SECOND 
TRANSFER PAYER PAYER CITY, 

PAYER 
AGENT SHIPPING STATE AND BLANK 

NAME* 
INDICATOR ADDRESS ZIP CODE 

LINE 

91-130 l31 l32-171 172-211 212-256 

SECTOR 2 

TRANSMITTER TRANSMITTER 
RECORD RECORD TRANSMITTER MAILING CITY, STATE BLANK 

SEQUENCE TYPE NAME ADDRESS AND ZIP CODE 

2 3-82 83-122 123-162 163 256 
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* When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TI~ of the recipient of 
the interest (the payer). For Form 1099-S, the "A" Record will reflect the person responsible for reporting the transaction. 

SEC. 5. PAYEE "8" RECORD-GENERAL INFORMATION FOR ALL FORMS 

.01 This section contains the general information concerning the Payee "B" Record for all information returns filed on 
double sided/double density soft-sectored diskettes. For a detailed description of the record refer to the following: 

(a) Sec. 6. PAYEE "B" RECORD - FIELD DESCRIPTIONS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC. 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-B, 1099-010, 
1099-S AND W-2G. (See Part E, Secs. 8, 9, 10, 11, and 12 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 
1099-010. 1099-S and W-2G.) 

(b) Sec. 7. PAYEE "B" RECORD LAYOUTS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 1099-G, 1099-
INT. 1099-MISC. 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-B, 1099-010, 1099-S AND 
W-2G. 

(c) Sec. 8. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-A. 

(d) Sec. 9. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-B. 

(e) Sec. 10. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-010. 

(f) Sec. II. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-S. 

(g) Sec. 12. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
W-2G. 

All "B" Records will consist of two sectors of 256 positions each. 
In the "A" Record, the Amount Codes that appear in diskette positions 24 through 32 of Sector 1 will be left-justified 

and blank filled. In the "B" Record, allow for all nine payment amount fields and for those not used, enter zeros. For 
example, if a filer is reporting on Form 1099-PATR, you will enter a "7" in diskette position 23 of Sector 1 of the "A" 
Record. Type of Return field. If a filer is reporting payments for Amount Codes 2, 4 and 7, then diskette positions 24 
through 32 of Sector 1 of the "A" Record will be "247bbbbbb" (b = blanks). In the "B" Record: 

Positions 52 through 61 of Sector 1 for Payment Amount 1 will be zeros. 
Positions 62-71 of Sector 1 will reflect the actual payment amount to be reported for "Nonpatronage Distributions." 
Positions 72-81 of Sector 1 for Payment Amount 3 will be zeros. 

Positions 82-91 of Sector 1 will reflect the actual payment amount to be reported for "Federal Income Tax Withheld." 
Positions 92-111 of Sector 1 for Payment Amounts 5 and 6 will be zeros. 

Positions 112-121 of Sector 1 will reflect the actual payment amount to be reported for "Energy Investment Credit." 
Positions 122-141 of Sector 1 for Payment Amounts 8 and 9 will be zeros . 
. 02 The record layout for Sector 1 will be the same for all "B" Records. Sector 2, however, will be different for Forms 

1099-A, 1099-B, 1099-010, 1099-S and W-2G. Refer to Part F, Sees. 8, 9, 10, 11, and 12 respectively for the record 
layouts for Sector 2 of these records . 

. 03 The following specifications include 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 payers . 

. 04 If payers are unable to provide the first four characters of the surname, the Name Control Field may be left Blank; 
however, complIance With the following will facilitate IRS computer programs in generating the Name Control. 

(a) The surname of the payee whose SSN is shown in the "B" Record should always appear first. If filers enter the first 
name first, they 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 III the First Payee Name Line. Surnames of any other payees in the record may be entered in the Second 
Payee Name Line. 
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.05 See Part A, Sec. 15 for further infonnation concerning Taxpayer Identification Numbers (TINs) . 

. 06 A field is also provided in these specifications for Special Data Entries. This field may be used to record infonnation 
required by state or local governments or for the filer's own personal use. 

IRS does not use the data provided in the Special Data Entries field; therefore, the IRS program does not check the 
content or format of the data entered in this field. Use of this field will not affect the processing of the "B" Records . 

. 07 Those payers participating in the Combined Federal/State Filing Program must adhere to specifications in Part A, Sec. 
17, in order to participate in this program . 

. 08 All alpha characters entered in the "B" Record should be upper-case . 

. 09 Do not use decimal points (.) to indicate dollars and cents. Ten dollars must appear as 0000001000 . 

. 10 IRSIMCC strongly encourages filers to review their data for accuracy before submission to prevent issuance of 
erroneous notices. Be careful that names, TINs, Account Numbers, types of income and income amounts are correct. 

.11 When reporting Fonn 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). The "B" Record will reflect the individual paying the interest (the borrower/payer of 
record) and the amount paid. For Fonns 1099-S, the "A" Record will reflect the person responsible for reporting the 
transaction. The "B" Record will reflect the seller/transferor. 

SEC. 6. PAYEE "B" RECORD - FIELD DESCRIPTIONS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-8, 1099-010, 1099-S 
AND W-2G. 

For Fonns 1099-A, 1099-B, 1099-0ID, 1099-S and W-2G, see Part F, Secs. 8, 9, 10, 11, and 12 respectively for the 
field descriptions and record layouts for Sector 2 of these records. 

Note: For all fields marked required, payers must provide the infonnation described under Description and Remarks. For 
those fields not marked required, payers must allow for the field but may be instructed to enter blanks or zeros in the 
indicated diskette position(s) and for the indicated length. 

SECTOR 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-4 Payment Year 

5-6 Document 
Specific/ 
Distribution Code 

Tax Year of Refund 
(Form 1099-G only) 

RECORD NAME: PAYEE "B" RECORD 

Length 

1 

2 

2 

Description and Remarks 

Required. Must be a "1." It is used to sequence the sectors making up a 
payee record. 

Required. Enter "B." 

Required. Enter "93." (Unless filing prior year data) 

Required for Forms 1 099-G, 1099-MISC, 1099-R AND W-2G. For all other 
forms, or if not used, enter blanks. 

For Form 1099-G, use only for reporting the tax year for which the refund, 
credit or offset (amount code 2) was issued. Enter in position 5; position 6 
will be blank. 

If the refund, credit or offset is not attributable to income tax from a trade or 
business, enter the numeric year from the table below for which the refund, 
credit or offset was issued (e.g., for 1992, enter 2). 
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 1992, enter B). 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Form 1099-G 
(Cont.) 

Crop Insurance Proceeds 
(Form 1099-MISC only) 

Distribution 
Code (Form 1099-R) 
(For detailed explanations 
of distribution codes, see 
the 1993 "Instructions for 
Forms 1099, 1098, 5498, 
and W-2G.") 
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Year for Which 
GENERAL 

Refund was Issued 

1 
2 
3 
4 
5 
6 
7 
8 
9 
o 

Year for Which 
TRADEIBUSINESS 
Refund was Issued 
(Alpha Equivalent) 

A 
B 
C 
D 
E 
F 
G 
H 
I 
J 

For Form 1099-MISC, enter a "1" in position 5 if the payment reported for 
Amount Code 7 is Crop Insurance Proceeds. Position 6 must be blank. 

For Form 1 099-R, enter the appropriate Distribution Code(s). More than one 
code may apply for Form 1099-R; however, if only one code is required, it 
MUST be entered in position 5 and position 6 will be blank. Enter at least one 
(1) Distribution Code. Blanks in both positions 5 and 6 are not acceptable. 

Enter the applicable code from the table that follows. Position 5 must contain 
a numeric code in all cases except when using D, E, F, G, H, or P. 
Distribution Code A, B, C, G, or H when applicable, must be entered in 
position 6 with the applicable numeric code in position 5. 

When using Code P for an IRA distribution under section 408(d)(4) of the 
Internal Revenue Code, filers may also enter Code I, if it applies. 

Only two numeric combinations are acceptable, Codes 8 and 1, and Codes 8 
and 2, on one return. These two combinations can only be used 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. 

Four distribution codes E, F, G, and H have been added. Distribution Codes E 
and F cannot be used in conjunction with other codes. Distribution Code G 
may be used in conjunction with Distribution Code 4, if applicable. Refer to 
Announcement 93-20, 1993-6 I.R.B. 65. 
Category Code 

Early (premature) distribution, 
no known exception 

Early (premature) distribution, 
exception applies (as defined in section 72(q), (t), 
or (v) of the IR code) other than disability or death 

Disability 
Death (includes payments to 

a beneficiary) 
Prohibited transaction 
Section 1035 Exchange 
Normal distribution 
Excess contributions plus earnings/excess 

deferrals (and/or earnings) taxable in 1993 

1* 

2* 

3* 
4* 

5* 
6 
7* 
8* 



SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Form 1099-R 
(Cont.) 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

Category 

PS58 costs 

Code 

9 
Excess contributions plus earnings/excess p* 

deferrals (and/or earnings) taxable in 1992 
Qualifies for 5-10 year averaging A 
Qualifies for death benefit exclusion B 
Qualifies for both A and B C 
Excess contributions plus earnings/excess D* 

deferrals taxable in 1991 
Excess annual additions under E 

section 415 
Charitable gift annuity F 
Direct rollover to IRA G 
Direct rollover to a qualified H 

plan or tax-sheltered annuity 

*If reporting an Individual Retirement Arrangement (IRA) or Simplified Employee Pension (SEP) distribution for Codes 1, 
2, 3, 4, 5, 7, 8, P or D code a "1" in Position 45 of the "B" Record. 

Note: For a detailed explanation of the distribution codes, see the 1993 "Instructions for Forms 1099, 1098, 5498, and 
W-2G." 

7 

8 

Type of Wager 
(Form W-2G Only) 

2nd TIN 
Notice 

Corrected 
Return 
Indicator 

For Form W-2G, enter the applicable code in position 5. Position 6 will be 
blank. 

Category 
Horse Race Track (or Off-Track 

Betting of a Horse Track nature) 
Dog Race Track (or Off-Tracking 

Betting of a Dog Track nature) 
lai-alai 
State Conducted Lottery 
Keno 
Casino Type Bingo. Do Not use this code for any 

Code 
1 

2 

3 
4 
5 
6 

other type of bingo winnings (e.g .. church or Fire Dept.) 
Slot Machines 7 
Any other type of gambling winnings. 8 

(This includes Church Bingo, Fire Dept. Bingo, or unlabeled winnings) 

For Forms 1099-8, 1099-DIV, 1099-INT, 1099-MISC, 1099-010, and 1099-
PATR only. 

Enter "2" to indicate notification by IRSIMCC twice within 3 calendar years 
that the payee provided an incorrect name and/or TIN; otherwise, enter a 

blank. 

Indicate a corrected return. 

Code 
G 

C 
Blank 

Definition 
If this is a one transaction correction or the first of a two 
transaction correction. 
If this is the second transaction of a two transaction correction. 
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. 14 for 

specific instructions on how to file corrected returns. 
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SECTOR 1 (Continued) 

Diskette 
Position 

9-12 

Field Title 

Name Control 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

4 

Description and Remarks 

If determinable, enter the first four (4) characters of the surname of the person 
whose TIN is being reported in positions 16-24 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 first 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 blanks 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 "the" when it is the first 
word of the 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, dash, etc.), this 
information may be dropped during subsequent IRSIMCC processing. 

The following examples may be helpful to filers in developing the Name Control: 

Individuals: 

Corporations: 

Sale Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organi:ation: 
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NAME 

Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Neil 
Mary Van Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 
pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mark D' A lie sandro 

The First National Bank 
The Hideaway 
A & B Cafe 
11 th Street Inc. 

Mark Hemlock DBA 
The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and 

Joyce Spruce et al Ptr 

Frank White 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 

BROW 
LEE* 
EN* 

ONEI 
VANB 
DEJE 
EL-R 
SMIT 

MCCA 
TORR 
LOPE 
LA* 

PHAM 
DALL 

FIRS 
THEH 
A&BC 
lITH 

HEML 

ASPE 
FIR* 

WHIT 
BLUE 

DAIS 

CHER 

LABO 
STBE 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

*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. 

13 Direct Sales 
Indicator 

1 1099-MISC only. Enter a "1" to indicate a sale 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. 

Note: If reporting Direct Sales only, use Type of Return A in pos. 23 and Amount Code 1 in pos. 24, of the Payer "A" 
record. All Payment Amount fields in the Payee "B" records will contain zeroes. 

14 

15 

16-24 

Blank 

Type of TIN 

Taxpayer 
Identification 
Number 

1 

1 

9 

Enter blanks. 

This field is used to identify the Taxpayer Identification Number (TIN) in 
positions 16-24 as either an Employer Identification Number (EIN) or a 
Social Security Number (SSN). Enter the appropriate code from the following 
table: 

Type of 
TIN 

1 
2 

blank 

TIN 
EIN 
SSN 
N!A 

Type of Account 
A business, organization, or other entity. 
An individual 
If the type of TIN is undeterminable enter a blank. 

Required. Enter the nine digit Taxpayer Identification Number of the payee 
(SSN or EIN, as appropriate). If an identification number has been applied for 
but not received, enter blanks. Do not enter hyphens or alpha characters. All 
zeroes, ones, twos, etc. will have the effect of an incorrect TIN. 

Note: IRSIMCC contacts payers who have submitted 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, are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from IRS! 
MCC. 

25-44 

45 

Payer's Account 
Number for Payee 

IRNSEP Indicator 
(See Note) 

20 

1 

Enter any number assigned by the payer to the payee (e.g., checking or 
savings account number). Filers are encouraged to use this field. This number 
will help to distinguish the individual payee's records and should be unique 
for each document. Do not use the payee TIN since this will not make each 
record unique. This information is particularly useful when corrections are 
filed. This number will be provided with the Backup Withholding notification 
from the IRS 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 only. Enter "1" if reporting a distribution from an IRA or SEP; 
otherwise, enter a blank. 

Note: Generally, report the total amount distributed from an IRA or SEP in Payment Amount Field 2 (Taxable Amount), as 
well as Payment Amount Field 1 (Gross Distribution) of the "B" Record. Indicate the taxable amount was not determined 
by using the Taxable Amount Not Determined Indicator (position 49) of the "B" Record; however, still report the amount 
distributed in Payment Amount Field 2. 

46-47 Percentage of 
Total Distribution 

2 Form 1 099-R only. Use this field only when reporting a total distribution to 
more than one person, such as when a participant dies and filers distribute to 
two or more beneficiaries. 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 11 
percent). Enter the percentage received by the person whose TIN is included 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR I (Continued) 

Diskette 
Position 

48 

Field Title 

Total Distribution 
Indicator 

Length Description and Remarks 

in positions 16-24 of the "B" 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. 

Form 1099-R only. Enter a "I" only if the payment shown for Amount Code 
I is a total distribution; otherwise, enter 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 does not meet this definition is not a total distribution. 

49 Taxable Amount 
Not Determined 
Indicator 

Form 1 099-R only. Enter a "I" only if filers cannot compute the taxable 
amount of the payment entered in Payment Amount Field I (Gross 
Distribution) of the "B" Record. If the indicator is used, enter 0 (zeros) in 
Payment Amount Field 2 of the "B" Record. Please make every effort to 
compute the taxable amount. 

Note: If reporting an IRNSEP Distribution for Form 1099-R, this indicator may be used. Generally, the amount of the 
distribution must be present in Payment Amount Field 2. Refer to the 1993 "Instructions for Forms 1099, 1098, 5498, and 
W-2G" for exceptions. 

Payers are instructed to enter numeric information in all payment amount fields when filing magnetically or electronically. 
However, when reporting information on the statement to recipient, the payer may be instructed to enter blanks. Follow the 
guidelines provided in the paper instructions for the statement to recipient. 

50-51 

52-61 

62-71 

452 

Blank 

Payment Amount fields 
(Must be numeric) 

Payment Amount 
1* 

Payment Amount 
2* 

1993-2 C.B. 

2 

10 

10 

Enter blanks. 

Required. Filers must allow for all payment amounts. For those not used, you 
must enter zeros. For example: If position 23 of the "A" Record is "7" (for 
I 099-PATR) and positions 24-32 are "247bbbbbb" (b = blank), this 
indicates that filers will be reporting three actual payment amounts in the 
following "B" Records. Payment Amount 1 will be all "0" (zeros), Payment 
Amount 2 will represent Nonpatronage distributions, Payment Amount 3 will 
be all "0" (zeros), Payment Amount 4 will represent Federal income tax 
withheld, Payment Amounts 5 and 6 will be all "0" (zeros), Payment Amount 
7 will represent Energy investment credit, and Payment Amounts 8 and 9 will 
be all "0" (zeros). Each payment field must contain 10 numeric characters 
(see Note). 

Each payment amount must be entered in U.S. dollars and cents. The 
rightmost two positions represent cents in the payment amount fields. Do not 
enter dollar signs, commas, decimal points or negative payments, except those 
items that reflect a loss on Form 1099-B. 

Positive and negative amounts are indicated by placing a "+" or "-" (minus 
sign) in the leftmost position of the payment amount field. A negative 
overpunch 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 overpunch 
is not used, the number is assumed to be positive. 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. 

Note: If filers are reporting a money amount in excess of 9999999999 
(dollars and cents), it must be reported as follows: (1) The first "B" Record 
must contain 9999999999. (2) The second "B" Record will contain the 
remaining money amounts. 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. 



SECTOR 1 (Continued) 

Diskette 
Position Field Title 

72-81 Payment Amount 
3* 

82-91 Payment Amount 
4* 

92-101 Payment Amount 
5* 

102-111 Payment Amount 
6* 

112-121 Payment Amount 
7* 

122-131 Payment Amount 
8* 

132-141 Payment Amount 
9* 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length 

10 

10 

10 

10 

10 

10 

10 

Descri ption and Remarks 

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 Code 8 in 
the "A" Record. 

The amount reported in this field represents payments for Amount Code 9 in 
the "A" Record. 

* If there are discrepancies between these Payment Amount Codes and the boxes on the paper forms, the instructions in this 
revenue procedure govern. 

142-161 

162 

163-202 

Blank 

Foreign Country 
Indicator 

First Payee Name 
Line 

20 

40 

Enter blanks. 

If the address of the payee is in a foreign country, enter a "1" in this field; 
otherwise, enter blank. When using this indicator, filers may use a free format 
for the Payee City, State, and ZIP Code. Address information must not appear 
in the First or Second Payee Name Lines. 

Required. Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number (TIN) appears in Sector 1, positions 16-24 of 
the "B" 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 are multiple payees, only the name of the payee whose TIN has been 
provided should be entered in this field. The names of the other payees may 
be entered in the Second Payee Name Line. If reporting for a sole proprietor 
enter the individuals name. The business name is optional in the Second Payee 
Name Line. 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name of the recipient of the 
interest (the payer). The "B" Record will reflect the individual paying the interest (the borrower/payer of record) and the 
amount paid. For Forms 1099-S, the "B" Record will reflect the seller/transferor information. 

Note: For Form 5498, Inherited IRAs, enter the beneficiary's name followed by word "beneficiary." For example, "Brian 
Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan Smith. Filers 
may abbreviate the word "beneficiary" as, for example, "benef." Refer to the 1993 "Instructions for Forms 1099, 1098, 
5498, and W-2G." The beneficiary's TIN should be reported in position 16-24 of the "B" Record. 

203-242 

243-256 

Second Payee 
Name Line 

Blank 

40 

14 

If there are multiple payees (e.g., partners, joint owners, or spouses) use this 
field for those names not associated with the TIN in positions 16-24 of the 
"B" 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 in this 
field. It is important that filers provide as much payee information to IRS as 
possible to identify the owner ~f the TIN .. Left-justify and fill UI~USe? positions 
with blanks. Fill with blanks If no entries are present for th,s fIeld. 

Enter blanks. 
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SECTOR 2 - FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R AND 5498. 

See Part F, Secs. 8, 9, 10, 11. and 12 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 1099-010, 1099-S and 
W-2G. 

Diskette 
Position 

2 

3-42 

Field Title 

Record Sequence 

Record Type 

Payee Mailing 
Address 

Length 

40 

Description and Remarks 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

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 and fill unused positions with blanks. 
The address must be present. This field must not contain any data other than 
the payee's mailing address. 

For U.S. addresses, the Payee City, Payee State, and Payee ZIP Code must be reported as a 29, 2, and 9 position fields, 
respectively. For foreign addresses, filers may use the Payee City, Payee State and Payee ZIP Code as a continuous 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, Sector 1 position 162, must contain a "1." 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state and 
ZIP Code information in this field. 

72-73 Payee State 2 Required. Enter the valid U.S. Postal Service State abbreviation for the state 
or the appropriate postal identifier (AA, AE, or AP) described in Part A, Sec. 
19. 

74-82 Payee ZIP Code 9 Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a "1" in the Foreign Country Indicator field 
located in position 162 of Sector 1 of the "B" Record. 

83-112 Blank 30 Enter blanks. 

113-179 Special Data 67 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 their state or local revenue departments for filing requirements. If this 
field is not utilized, enter blanks. 

180-181 Combined FederaU 2 If this payee record is to be forwarded to a state agency as State Code part of 
State Code the Combined FederaUState Filing Program, enter the valid state code from 

Part A, Sec. 17, Table 1. For those filers or states not participating in this 
program, enter blanks. 

182-256 Blank 75 Enter blanks. 

SEC. 7. PAYEE "B" RECORD-RECORD LAYOUTS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A 1099-B 1099-01D 1099-5 
AND W-2G. ' , , 

See Part F, Secs. 8, 9, 10, 11, and 12 for the field descriptions and record layouts for Sector 2 of Forms 1099-A, 1099-8, 
1099-0ID, 1099-S and W-2G. 
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PAYEE "B" RECORD-RECORD LAYOUTS 

SECTOR 1 

DOCUMENT 2ND 
RECORD RECORD PAYMENT SPECIFIC/ TIN 

SEQUENCE TYPE YEAR DISTRIBUTION NOTICE 
CODE (OPTIONAL) 

1 2 3-4 5-6 7 

CORRECTED 
NAME DIRECT TYPE TAXPAYER 

RETURN 
CONTROL* SALES BLANK OF IDENTIFICATION 

INDICATOR INDICATOR TIN* NUMBER* 

8 9-12 13 14 15 16-24 

PAYER'S 
PERCENTAGE TAXABLE 

ACCOUNT IRAISEP TOTAL 
AMT NOT 

NUMBER FOR INDICATOR OF TOTAL DISTRIBUTION 
DETERMINED DISTRIBUTION INDICATOR PAYEE* INDICATOR 

25-44 45 46-47 48 49 

PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
BLANK AMOUNT AMOUNT AMOUNT AMOUNT AMOUNT 

1 2 3 4 5 

50-51 52-61 62-71 72-81 82-91 92-101 

PAYMENT PAYMENT PAYMENT PAYMENT FOREIGN 
AMOUNT AMOUNT AMOUNT AMOUNT BLANK COUNTRY 

6 7 8 9 INDICATOR 

102-111 112-121 122-131 132-141 142-161 162 

FIRST SECOND 
PAYEE PAYEE BLANK 
NAME NAME 
LINE * LINE* 

163-202 203-242 243-256 

SECTOR 2 See Part F, Sees. 8, 9, 10, 11, and 12 for field descriptions for Sector 2 of Fonns 1099-A, 1099-B, 
1099-0ID, 1099-S and W-2G. 

RECORD RECORD 
PAYEE PAYEE PAYEE PAYEE ZIP 

SEQUENCE TYPE 
MAILING CITY STATE CODE 
ADDRESS 

2 3-42 43-71 72-73 74-82 

SPECIAL COMBINED 
BLANK DATA FEDERAL! BLANK 

ENTRIES STATE CODE 

83-112 113-179 180-181 182-256 

1993-2 C.B. 455 



PAYEE "B" RECORD-RECORD LAYOUTS-Continued 

* When reporting Form I 098, Mortgage Interest Statement, the "B" Record will reflect the individual paying the interest 
(the borrower/payer of record) and the amount paid. 

SEC. 8. PAYEE "B" RECORD-FiElD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-A 

.01 This section contains information pertaining to Sector 2 of Form 1099-A . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the "B" Record for Form 1099-A . 

. 03 Form 1099-A cannot be filed under the Combined FederaVState Filing Program. 

RECORD NAME: PAYEE "B" RECORD FORM 1099-A-SECTOR 2 ONLY 

SECTOR 2 

Diskette 
Position 

3-42 

Field Title 

Record Sequence 

Record Type 

Payee Mailing 
Address 

Length 

40 

Description and Remarks 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

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 and fill unused positions with blanks. 
The address must be present. This field must not contain any data other than 
the payee's mailing address. 

For U.S addresses, the payee City, State and ZIP Code must be reported as a 29, 2 and 9 position field, respectively. For 
foreign addresses, filers may use the payee City, State, and ZIP Code as a continuous 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 must contain a "1". 

43-71 

72-73 

74-82 

83-112 

113-133 

134-139 

140 

Payee City 

Payee State 

Payee ZIP Code 

Blank 

Special Data 
Entries 

Date of Lender's 
Acquisition or 
Knowledge of 
Abandonment 

Liability Indicator 
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29 

2 

9 

30 

21 

6 

Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state and 
ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviation for the state or 
the appropriate postal identifier (AA, AE, or AP) described in Part A, Sec. 19. 

Required. Enter the valid 9 digit ZIP Code assigned by the U.S. Postal 
Service. If only the first 5 digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a " 1 " in the Foreign Country Indicator field, 
which is located in position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This portion of the "B" Record may be used to record information for state 
or local government reporting or for the filer's own purposes. Payers should 
contact their state or local revenue departments for their filing requirements. If 
this field is not utilized, enter blanks. 

Required for Forms 1 099-A only. Enter the date of the acquisition of the 
secured property or the date filers first knew or had reason to know that the 
property was abandoned in the format MMDDYY (e.g., 102293). Do not enter 
hyphens or slashes. 

Form 1099-A only. Enter the appropriate indicator from the table below: 

Indicator 
1 

Blank 

Usage 
Borrower is personally liable for repayment of the debt. 
Borrower is not liable for repayment of the debt. 



RECORD NAME: PAYEE "B" RECORD FORM 1099-A-SECTOR 2-Continued 

Diskette 
Position Field Title Length Description and Remarks 

141-179 

180-256 

Description of 
Property 

Blank 

39 

77 

Required for 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-1993 Buick Regal or Office Equipment). 
Enter "CCC" for crops forfeited on Commodity Credit Corporation loans. If 
fewer than 39 positions are required, left-justify and fill unused positions with 
blanks. 

Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-A 

SECTOR 2 

RECORD RECORD 
PAYEE 

PAYEE PAYEE 
MAILING 

PAYEE ZIP 
SEQUENCE TYPE CITY STATE 

BLANK 
ADDRESS 

CODE 

2 3-42 43-71 72-73 74--82 83-112 

SPECIAL DATE OF LIABILITY DESCRIPTION 
DATA LENDER'S BLANK 

ENTRIES ACQUISITION 
INDICATOR OF PROPERTY 

113-133 134--139 140 141-179 180-256 

SEC. 9 PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-B 

.01 This section contains the general payment information for Sector 2 of Form 1099-B . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the Payee "B" Record for Form 1099-B . 

. 03 Form 1099-B cannot be filed under the Combined FederaVState Filing Program. 

SECTOR 2 

Diskette 
Position 

2 

3-42 

RECORD NAME: PAYEE "B" RECORD FORM 1099-B-SECTOR 2 ONLY 

Field Title 

Record Sequence 

Record Type 

Payee Mailing 
Address 

Length Description and Remarks 

1 

40 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B " 

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 and fill unused positions with blanks. 
The address must be present. This field must not contain any data other than 
the payee's mailing address. 

For U.S addresses, the payee City, State and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. For 
foreign addresses, filers may use the Payee City, Payee State and Payee ZIP Code as a continuous 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, Sector 1 pos. 162, must contain a "1". 

43-71 Payee City 29 Required. Enter the city, town or post office. Left justify and fill the unused 
positions with blanks. Do not enter state and ZIP Code information in this 
field. 
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RECORD NAME: PAYEE "B" RECORD FORM 1099-B-SECTOR 2 ONLY-Continued 

SECTOR 2 

Diskette 
Position 

72-73 

74-82 

83-112 

113-122 

123 

124-129 

130-142 

143-181 

(Continued) 

Field Title 

Payee State 

Payee ZIP 

Blank 

Special Data 
Entries 

Gross Proceeds 
Reported to IRS 
Indicator 

Date of Sale 

CUSIP Number 

Description 

Length 

2 

9 

30 

10 

6 

13 

39 

Description and Remarks 

Required. Enter the valid U.S. Postal Service state abbreviation for the state or 
the appropriate postal identifier (AA, AE, or AP) described in Part A, Sec. 19. 

Required. Enter the valid 9 digit ZIP Code assigned by the U.S. Postal 
Service. If only the first 5 digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a "1" in the Foreign Country Indicator field, 
which is located in position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This field may be used to record information for state or local government 
reporting or for the filer's own purposes. Payers should contact their state or 
local revenue departments for their filing requirements. If this field is not 
utilized, enter blanks. 

Form 1099-B only. Enter the appropriate indicator from the following table; 
otherwise, enter blanks. 

Indicator 
1 
2 

Usage 
Gross Proceeds 
Gross Proceeds less commISSIOn and option premiums 

Form 1099-B only. For broker transactions, enter the trade date of the 
transaction in the format MMDDYY (e.g., 102293). For barter exchanges, 
enter the date cash, property, a credit, or scrip is actually or constructively 
received. 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 or 
applicable. For CUSIP numbers with less than 13 characters, right-justify and 
fill the remaining positions with blanks. 

Form 1099-B only. Enter a brief description of the item or services for which 
the proceeds or bartering is being reported. If fewer than 39 characters are 
required, left-justify 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. 
For bartering transactions, show the services or property provided. 

Note: The amount withheld in these situations is to be included in Amount Code 4. 

182-256 Blank 75 Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-B 

SECTOR 2 

RECORD RECORD PAYEE 
PAYEE MAILING PAYEE PAYEE ZIP 

SEQUENCE TYPE CITY BLANK 
ADDRESS STATE CODE 

2 3-42 43-71 72-73 74-82 83-112 
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PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-B-Continued 

SECTOR 2 (Continued) 

SPECIAL GROSS DATE 
DATA PROCEEDS OF CUSIP 

DESCRIPTION BLANK 
ENTRIES INDICATOR SALE NUMBER 

113-122 l23 l24-129 130-142 143-181 182-256 

SEC. 10. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-01D 

.01 This section contains the general payment information for Sector 2 of Form 1099-OID . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the "B" Record for Form 1099-0ID. 

SECTOR 2 

Diskette 
Position 

2 

3-42 

RECORD NAME: PAYEE "B" RECORD FORM 1099-0ID-SECTOR 2 ONLY 

Field Title 

Record Sequence 

Record Type 

Payee Mailing 
Address 

Length 

40 

Description and Remarks 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

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 and fill unused positions with blanks. 
This field must not 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. For 
foreign addresses, filers may use the payee City, State, and ZIP Code as a continuous 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, Sector 1 position 162, must contain a "1". 

43-71 

72-73 

74-82 

83-112 

113-140 

141-179 

Payee City 

Payee State 

Payee ZIP Code 

Blank 

Special Data 
Entries 

Description 

29 

2 

9 

30 

28 

39 

Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state and 
ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviation for states or 
the appropriate postal identifier (AA, AE, or AP) as described in Part A, Sec. 
19. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a "1" in the Foreign Country Indicator field, 
which is located in position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This field may be used to record information for state or local government 
reporting or for the filer's own purposes. Payers should contact their state or 
local revenue departments for filing requirements. If this field is not utilized, 
enter blanks. 
Required for Form 1 099-01D only. Enter the CUSIP number. 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 1/2 95). Show the 
name of the issuer if other than the payer. If fewer than 39 characters are 
required, left-justify and fill unused positions with blanks. 
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RECORD NAME: PAYEE "B" RECORD FORM 1099-0ID-SECTOR 2 ONLY-Continued 

SECTOR 2 (Continued) 

Diskette 
Position Field Title 

180-181 Combined FederaV 
State Code 

182-256 Blank 

Length 

2 

75 

Description and Remarks 

If a 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. 17, 
Table I. For those filers or states not participating in this program, enter 
blanks. 

Enter blanks. 

PAYEE "B" RECORD - RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-0ID 

SECTOR 2 

RECORD RECORD PAYEE 
PAYEE PAYEE PAYEE ZIP 

MAILING BLANK 
SEQUENCE TYPE 

ADDRESS 
CITY STATE CODE 

2 3-42 43-71 72-73 74-82 83-112 

SPECIAL COMBINED 
FEDERAL! DATA DESCRIPTIONS 

STATE 
BLANK 

ENTRIES 
CODE 

113-140 141-179 180-181 182-256 

SEC. 11. PAYEE "B" RECORD - FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-S 

.0 I This section contains the general payment information for Sector 2 of Form 1099-S . 

. 02 See Part F, Sec. 6 for field descriptions for Sector I of the Payee "B" Record for Forms 1099-S . 

. 03 Form 1099-S cannot be filed under the Combined FederaVState Filing Program. 

RECORD NAME: PAYEE "B" RECORD FORM 1099-S-SECTOR 2 ONLY 

SECTOR 2 

Diskette 
Position 

2 

3--42 

Field Title 

Record Sequence 

Record Type 

Payee Mailing 
Address 

Length 

40 

Description and Remarks 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

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 and fill unused positions with blanks. 
This field must not 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. For 
foreign addresses, filers may use the payee City, State, and ZIP Code as a continuous 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, Sector I position 162 must contain a "I". 
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RECORD NAME: PAYEE "B" RECORD FORM 1099-S-SECTOR 2 ONLY-Continued 

SECTOR 2 (Continued) 

Diskette 
Position 

43-71 

72-73 

74-82 

83-110 

111-133 

134-139 

140-178 

179 

180-256 

Field Title 

Payee City 

Payee State 

Payee ZIP Code 

Blank 

Special Data 
Entries 

Date of Closing 

Address or Legal 
Description 

Property or 
Services Received 
or To Be received 

Blank 

Length 

39 

2 

9 

28 

23 

6 

39 

77 

Description and Remarks 

Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state and 
ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviation for states or 
the appropriate postal identifier (AA, AE, or AP) described in Part A, Sec. 19. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a "1" in the Foreign Country Indicator field, 
which is located in position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This field may be used to record information for state or local government 
reporting or for the filer's own purposes. Payers should contact their state or 
local revenue departments for filing requirements. If this field is not utilized, 
enter blanks. 

Required for Form 1 099-$ only. Enter the closing date in the format 
MMDDYY (e.g., 102393). Do not enter hyphens or slashes. 

Required for Form 1099-$ 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 and fill unused positions with blanks. 

Required for Form 1099-$ only. Enter "1" if the transferor received or will 
receive property (other than cash and consideration treated as cash III 

computing gross proceeds) or services as part of the consideration for the 
property transferred. Also, enter a "1", if the transferor may receive property 
(other than cash) or services to satisfy a debt having a stated principal amount, 
otherwise, enter a blank. 

Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-S 

SECTOR 2 

RECORD RECORD 
PAYEE PAYEE PAYEE PAYEE ZIP 

MAILING BLANK 
SEQUENCE TYPE CITY STATE CODE 

ADDRESS 

2 3-42 43-71 72-73 74-82 83-110 

ADDRESS OR 
PROPERTY 

SPECIAL DATE OR 
DATA OF LEGAL SERVICES 

BLANK 

ENTRIES CLOSING DESCRIPTION RECEIVED 

111-133 134-139 140-178 179 180-256 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor information. 
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SEC. 12. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM W-2G 

.01 This section contains the general payment information for Sector 2 of Form W-2G . 

. 02 See Part F, Sec. 6 for field descriptions for Sector I of the Payee "B" Record for Form W-2G . 

. 03 Form W-2G cannot be filed under the Combined FederaVState Filing Program. 

RECORD NAME: PAYEE "B" RECORD FORM W-2G-SECTOR 2 ONLY 

SECTOR 2 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-42 Payee Mailing 
Address 

Length 

1 

1 

40 

Description and Remarks 

Required. Must be a "2." Used to sequence the sectors making up a payee 
record. 

Required. Enter "B." 

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 and fill unused positions with blanks. 
This field must not 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. For 
foreign addresses, filers may use the payee City, State and Zip Code as a continuous 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, Sector 1 position 162, must contain a "1". 

43-71 Payee City 

72-73 Payee State 

74-82 Payee ZIP Code 

83-112 Blank 

113-118 Date Won 

119-133 Transaction 

134-138 Race 

139-143 Cashier 

144-148 Window 

149-163 First ID 
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29 

2 

9 

30 

6 

15 

5 

5 

5 

15 

Required. Enter the city, town, or post office. Left-justify and fill the unused 
positions with blanks. Enter APO or FPO if applicable. Do not enter state and 
ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviation for states or 
the appropriate postal identifier (AA, AE, or AP) described in Part A, Sec. 19. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits are known, left-justify and fill the unused 
positions with blanks. For foreign countries, alpha characters are acceptable as 
long as filers have entered a "1" in the Foreign Country Indicator field, 
which is located in position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

Required for Form W-2G only. Enter the date of the winning event in the 
format MMDDYY (e.g., 102393). This is not the date the money was paid, if 
paid after the date of the race (or game). Do not enter hyphens or slashes. 

Required for Form W-2G only. 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. 

Form W-2G only. If applicable, enter the race (or game) applicable to the 
winning ticket. If no entry, enter blanks. 

Form W-2G only. If applicable, enter initials of the cashier making the 
winning payment. If no entry, enter blanks. 

Form W-2G only. If applicable, enter the window number or location of the 
person paying the winnings. If no entry, enter blanks. 

Form W-2G only. If applicable, enter the first identification number of the 
person receiving the winnings. If no entry, enter blanks. 



RECORD NAME: PAYEE "B" RECORD FORM W-2G-SECTOR 2 ONLY-Continued 

SECTOR 2 (Continued) 

Diskette 
Position Field Title 

164-178 Second ID 

179-256 Blank 

Length 

15 

78 

Description and Remarks 

Form W-2G only. If applicable, enter the second identification number of the 
person receiving the winnings. If no entry, enter blanks. 

Enter blanks. 

PAYEE "B" RECORD - RECORD LAYOUT FOR SECTOR 2 OF FORM W-2G 

SECTOR 2 

RECORD RECORD 
PAYEE 

PAYEE PAYEE MAILING PAYEE ZIP 
SEQUENCE TYPE CITY STATE 

BLANK 
ADDRESS CODE 

2 3-42 43-71 72-73 74-82 83-112 

DATE WON TRANSACTION RACE CASHIER WINDOW 
FIRST 

ID 

113-118 119-133 134-138 139-143 144-148 149-163 

SECOND 
ID 

164-178 

BLANK 

179-256 

SEC. 13. END OF PAYER "C" RECORD-RECORD LAYOUT 

.01 The End of Payer "C" Record consists of one 256-position sector. The Control Total fields are each 15 positions in 
length . 

. 02 The "C" Record consist 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 filers used Amount Codes 1, 3, and 6 in the "A" Record, the totals 
from the "B" Records will appear in Control Totals 1, 3, and 6 of the "C" Record. In this example, positions 27-41, 57-
86, and 102-146 would be zero filled . 

. 04 Payers/Transmitters must verify the accuracy of the totals since data with missing or incorrect "C" Records will be 
returned for replacement. 

SECTOR 

Diskette 
Position 

2 

3-8 

Field Title 

Record Sequence 

Record Type 

Number of Payees 

RECORD NAME: END OF PAYER "C" RECORD 

Length 

6 

Description and Remarks 

Required. Must be a "1." Used to sequence the sectors making up a payer 
record. 

Required. Enter "C." 

Required. Enter the total number of "B" Records covered by the preceding 
"A" Record. Right-justify and zero fill. 

9-11 Blank 3 Enter blanks. 

Required. If any corresponding Payment Amount fields are present in the "B" Re~ords, accumulate int.o the appropriate 
Control Total field. Control totals must be right-justified, and unused control total fields must be zero filled. Please note 
that all Control Total fields are 15 positions in length. 

1993-2 C.B. 463 



RECORD NAME: END OF PAYER "C" RECORD-Continued 

SECTOR (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

12-26 Control IS 
Total I 

27-41 Control 15 
Total 2 

42-56 Control 15 
Total 3 

57-71 Control IS 
Total 4 

72-86 Control IS 
TotalS 

87-101 Control IS 
Total 6 

102-116 Control IS 
Total 7 

117-131 Control IS 
Total 8 

132-146 Control IS 
Total 9 

147-256 Blank 110 Enter blanks. 

END OF PAYER "c" RECORD - RECORD LAYOUT 

SECTOR 1 

RECORD RECORD NUMBER CONTROL CONTROL 
SEQUENCE TYPE OF BLANK TOTAL 1 TOTAL 2 

PAYEES 

2 3-8 9-11 12-26 27-41 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 3 TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 

42-56 57-71 72-86 87-101 102-116 117-131 

CONTROL 
BLANK TOTAL 9 

132-146 147-256 

SEC. 14. STATE TOTALS "K" RECORD - RECORD LAYOUT 

.01 The State Totals "K" Record consists of one 256-position sector. The Control Total fields are each 15 positions in 
length . 

. 02 The "K" Record is a summary for a given payer and type of return to a given state in the Combined FederaUState 
Filing Program. Use 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 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 filers 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 1, 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. 17 for the requirements and conditions that must be met to file on this program. 
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SECTOR 1 

Diskette 
Position Field Title 

Record Sequence 

2 Record Type 

3-8 Number of Payees 

9-11 Blank 

RECORD NAME: END OF PAYER "K" RECORD 

Length 

1 

1 

6 

3 

Description and Remarks 

Required. Must be a "1." Used to sequence the sectors making up a payer 
record. 

Required. Enter "K." 

Required. Enter the total number of "B" Records being coded for this state. 
Right-justify and zero fill. 

Enter blanks. 

Required. Accumulate totals of any Payment Amount fields (for each state being reported) in the Payee "B" Records into 
the appropriate Control Total fields in the "K" Record. Control totals must be right-justified, and unused control total 
fields must be zero filled. Please note that all Control Total fields are 15 positions in length. 

12-26 Control 15 
Total 1 

27-41 Control 15 
Total 2 

42-56 Control 15 
Total 3 

57-71 Control 15 
Total 4 

72-86 Control 15 
Total 5 

87-101 Control 15 
Total 6 

102-116 Control 15 
Total 7 

117-131 Control 15 
Total 8 

132-146 Control 15 
Total 9 

147-254 Blank 108 Enter blanks. 

255-256 Combined FederaU 2 Required. Enter the code assigned to the state which is to receive the 
State Code information. (Refer to Part A, Sec. 17, Table 1.) 

END OF PAYER "K" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD RECORD 
NUMBER CONTROL CONTROL 

OF BLANK 
SEQUENCE TYPE TOTAL 1 TOTAL 2 

PAYEES 

2 3-8 9-11 12-26 27-41 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL 

TOTAL 3 TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 

42-56 57-71 72-86 87-101 102-116 117-131 
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END OF PAYER "K" RECORD LAYOUT-Continued 

Sector I Continued 

CONTROL 
COMBINED 

BLANK FEDERAL! 
TOTAL 9 

STATE CODE 

132-146 147-254 255-256 

SEC. 15. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.01 The End of Transmission "F" Record consists of one 256-position sector. 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 entire file. 

RECORD NAME: END OF TRANSMISSION ''F'' RECORD 

SECTOR 

Diskette 
Position Field Title Length Description and Remarks 

2-5 

6-30 

31-256 

Record Type 

Number of "A" 
Records 

Zero 

Blank 

4 

25 

226 

Required. Enter "F." 

Enter the total number of "A" Records in the entire file. Right-justify and 
zero fill or enter all zeros. 

Enter zeros. 

Enter blanks. 

END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

SECTOR I 

RECORD 
TYPE 

NUMBER OF 
"A" RECORDS 

2-5 

PART G. MISCELLANEOUS INFORMATION 

ZERO BLANK 

6-30 31-256 

SECTION 1. MAGNETIC MEDIA-RELATED FORMS AND PUBLICATIONS 

.01 The following is a list of IRSIMCC magnetic media-related forms and publications including: 
- Publication 1220, Specifications for Filing Forms 1098, 1099, 5498, and W-2G Electronically or Magnetically 
- Publication 1187, Specifications for Filing Form 1042S, Foreign Person's U.S. Source Income Subject to Withholding, 

Electronically or on Magnetic Tape, and 51/4- and 31/2-Inch Magnetic Diskettes 

- Publication 1239, Requirements and Conditions for Submitting Form 8027, Employer's Annual Information Return of 
Tip Income and Allocated Tips, on Magnetic Tape 

- Publication 1245, Specifications for Filing Form W-4, Employee's Withholding Allowance Certificate, on Magnetic 
Tape, and 5 1/-1_ and 31fc-Inch Diskette 

- . 'Instructions to filers for Forms 1099, 1098, 5498, and W-2G" 
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- Form 8508, 
- Form 4419, 
- Form 8809, 
- Form 4804, 
- Form 4802, 
- Form 5064, 

Request for Waiver From Filing Information Returns on Magnetic Media 
Application for Filing Information Returns MagneticallylElectronically 
Request for Extension of Time to File Information Returns 

Transmittal of Information Returns Reported MagneticallylElectronically 

Transmittal of Information Returns Reported MagneticallylElectronically (Continuation) 
Media Label 

- Notice 210, Preparation Instructions for Media Label, Form 5064 

- Form 6466, Transmittal of Magnetic Media of Form W-4, Employee's Withholding Allowance Certificate 

- ~orm. 6467, Transmittal of Magnetic Media of Form W-4, Employee's Withholding Allowance Certificate 
(ContmuatlOn) 

- Form 6468, How to Prepare Form 6469, Tape Label for Form W-4 
- Form 6469, Tape Label for Form W-4 

.02 To order any of these forms or publications, filers may call the IRS toll free forms and publications order number 
1-800-TAX-FORM, or contact their local IRS office. 

SEC. 2. FEDERAL DOLLAR CRITERIA 

.01 For filer convenience, the criteria for reporting the information returns to IRS is provided in Table 1. 

FORM 

1098 
1099-A 
1099-B 
1099-DIV 
1099-G 

1099-INT 
1099-MISC 

1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

TABLE 1. FEDERAL DOLLAR CRITERIA 

DOLLAR CRITERIA 

$600 
ALL 
ALL 
$10 ($600 for Liquidations) 
$lO-Unemployment and Tax Refunds 
$600-All others 
$10-($600 in some cases) 
$600 
ALL (Fishing boat proceeds) 
$10 (Royalties or Substitute Dividend and Tax-Exempt Interest 
Payments Reportable by Brokers) 
$5,000-Direct sales indicator 
$10 
$10 
ALL 
$600 
ALL 
$600 
$1200 (Bingo or Slot Machines) 
$1500 (Keno) 

For specific information, refer to the 1993 "Instructions to filers for Forms 1099, 1098, 5498, and W-2G." 

SEC. 3. RECORD FORMAT USED TO REQUEST AN EXTENSION OF TIME, MAGNETICALLY OR ELECTRONICALLY 

.01 The following specifications contain the required 226-byte record format for extension of time requests submitted on 
magnetic media or through IRP-BBS. Also included are the instructions for the information that is to be entered in the 
record . 

. 02 If requesting an extension of time to file for ten or more payers, IRS encourages filers to submit the request on tape, 
tape cartridge, 51f4- and 31/2-inch diskette, or electronically; however, a signed Form 8809 must be received by MCC within 
two days of receipt of data . 

. 03 See Part A, Sec. 11, for complete information on requesting an extension of time to file information returns. In order 
to be considered, the request must be postmarked or transmitted by the due date of the returns; otherwise, the request will be 
denied . 

. 04 The record format is also on IRP-BBS and can be downloaded. See Part D for more information on how to contact 
the IRP-BBS . 

. 05 A magnetically-filed request for an extension of time should be sent using the following addresses: 
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If by Postal Service: 
IRS-Martinsburg Computing Center 
Attn: Extension of Time Coordinator 
P.O. Box 879 
Kearneysville, WV 25430 

or If by truck or air freight: 
IRS-Martinsburg Computing Center 
Information Reporting Program 
Attn: Extension of Time Coordinator 
Route 9 and Needy Road 
Martinsburg, WV 25401 

Note: Due to the large volume of mail received by IRS/MCC and the time factor involved in processing the Form 8809, it is 
imperative that the attention line be present on all envelopes or packages containing Extension of Time (EOT) requests . 

. 06 Transmitters who submit their extension of time requests magnetically or electronically will receive a letter from IRS/ 
MCC with an attached list of the payers specifying approval or denial. 

.07 If the first request for an extension of time was submitted magnetically or electronically and additional time to file is 
needed, only submit a new Form 8809 (not the list of payers) to request the additional extension. A request for an extension 
of time is not automatically granted. Approval or denial is dependent on information provided on the Form 8809 . 

. 08 If additional information is needed on the record format, contact IRS/MCC . 

. 09 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) Fixed block size of 4520 bytes 

(e) Record length of 226 bytes 
(f) Header and trailer label tape 
.10 Tape cartridge specifications are as follows: 
(a) Must be IBM 3480 or 3490 compatible. 
(b) Must meet American National Standard Institute (ANSI) standards and have the following characteristics: 

(1) Tape cartridges will be 112 inch tape contained in plastic cartridges which are approximately 4 inches by 5 inches by 
1 inch in dimension. 

(2) Magnetic tape will be chromium dioxide particle based 112 inch tape. 

(3) Cartridges will be 18-track parallel. 

(4) Mode will be full function. 
(5) The data may be compressed. 
(6) Either EBCDIC or ASCII. 
(c) Fixed block size of 4520 bytes. 
(d) Record length of 226 bytes . 
. 11 Diskette specifications are as follows: 
(a) Diskettes must be 5Y4- or 3'/2-inch 
(b) ASCII recording mode only. Additional specification may be found in Part B, Sec. 3, of this revenue procedure. 

(c) Record length of 226 bytes 
(d) MSIDOS 

.. 12 Positions 6 through 174 of the following record should contain information about the payer for whom the extension of 
tIme IS bemg requested. Do not enter transmitter information in these fields. 

Field 
Position Field Title 

1-5 Transmitter 
Control Code 

6-14 Payer TIN 

15-54 Payer Name 

55-94 Second Payer 
Name 

95-134 Payer Address 
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Length 

5 

9 

40 

40 

40 

Description and Remarks 

Required. Enter the five digit Transmitter Control Code (TCC) issued by IRS. 

Required. Must be the valid nine-digit number. 

~eq.uired. Enter the name of the payer whose EIN appears in Pos. 6-14. Left
JustIfy. 

If additional space is needed, this field may be used to continue name line 
information (e.g., % First National Bank); otherwise, enter blanks. 

Required. Enter payer mailing address. Street address should include number, 
street, apartment or suite number (or P.O. Box if mail is not delivered to a 
street address). 



Field 
Position 

135-163 

164-165 

166-174 

175-206 

207-216 

217-220 

221 

222 

223 

224 

225 

226 

Field Title 

Payer City 

Payer State 

Payer ZIP 

Transmitter 
Contact 

Transmitter Phone 
Number 

Transmitter 
Extension 

FORM W-2 

FORMS 1099, 
1098, AND 
W-2G 

FORM 5498 

FORM 1042-S 

Form 1042 

Foreign Entity 
Indicator 

TRANSMITTER PAYER 
CONTROL 

EIN 
CODE 

1-5 6-14 

Length 

29 

2 

Description and Remarks 

Required. Enter payer city, town or post office. 

Required. Enter payer valid U.S. Postal Service state abbreviation (refer to 
Part A, Sec. 19). 

9 Required. Enter payer ZIP code. If using a five-digit ZIP code, left-justify and 
blank fill. 

32 Enter Transmitter Contact name. This should be the name of a person who can 
be contacted concerning the request. 

10 Enter the phone number of the Transmitter Contact including the area code. 

4 Enter the Transmitter Contact's Phone extension, if applicable; otherwise, 
enter blanks. 

If applicable, enter character "X" if extension request is for Form W-2; 
otherwise, enter blank. 

If applicable, enter character "X" if extension request is for Forms 1098, 
1099-A, 1099-B, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-010, 
1099-PATR, 1099-R, 1099-S, or W-2G; otherwise, enter blank. 

If applicable, enter character "X" if extension request is for Form 5498; 
otherwise, enter blank. 

Enter character "X" if extension request is for Form 1042-S; otherwise, enter 
blank. 

Enter character "X" if the extension request is for Form 1042; otherwise, 
enter blank. 

Enter character "X" if the payer is a foreign entity. 

RECORD LAYOUT 

PAYER 
SECOND PAYER PAYER 

NAME 
PAYER ADDRESS CITY 
NAME 

15-54 55-94 95-134 135-163 

PAYER 
STATE 

PAYER 
ZIP 

TRANSMITTER 
CONTACT 

TRANSMITTER 
PHONE NUMBER 

TRANSMITTER 
PHONE EXTENSION 

164-165 166-174 175-206 207-216 217-220 

FORMS 1099, FORM 
FOREIGN 

FORM FORM FORM ENTITY 
W-2 

1098, AND 5498 1042-S 1042 INDICATOR W-2G 

221 222 223 224 225 226 

This is the end of Publication 1220 for Tax Year 1993. 
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26 CFR 601.105: Examination of retllrns and 
claims for refllnd, credit, or abatement; 
determination of correct tax liability. 
(Also Part I, Section 42; 1.42-1T.) 

Rev. Proc. 93-32 

SECTION I. PURPOSE 

This revenue procedure publishes the 
amounts of unused housing credit 
carryovers allocated to qualified states 
under section 42(h)(3)(D) of the Inter
nal Revenue Code for calendar year 
1993, 

SEC, 2. BACKGROUND 

Rev. Proc, 92-31. 1992-1 C.B. 775. 
provides guidance to state housing 
credit agencies of qualified states on 
the procedure for requesting an alloca
tion of unused housing credit carryover 
under section 42(h)(3)(D) of the Code. 
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 allocated 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 1993. 

SEC. 3. PROCEDURE 

The unused housing credit carryover 
amount allocated from the National 
Pool by the Secretary to each qualified 
state for calendar year 1993 is as 
follows: 

Qualified State 

California 
Delaware 
Florida 
Hawaii 
New York 
Oregon 
Utah 

Amount 
Allocated 

$13.254,309 
295,857 

5.791,756 
498.105 

7.780.310 
1.278,326 

778.503 

SEC. 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 
1993. 
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26 CFR 601.105: Examination of retllms and 
claims for refllnd, credit or abatement; 
detemJination of correct tax liability. 
I Also Part 1, Section 6662.) 

Rev. Proc. 93-33 

SECTION I. PURPOSE 

This revenue procedure extends the 
application of Rev. Proc. 92-23. 1992-
1 C.B. 737. to 1992 tax forms. 

SEC. 2. BACKGROUND 

Rev, Proc. 92-23 identifies circum
stances 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 section 6662(d) of 
the Internal Revenue Code (relating to 
the substantial understatement compo
nent of the accuracy-related penalty), 
and for the purpose of avoiding the 
preparer penalty under section 6694(a) 
(relating to understatements due to 
unrealistic positions). Rev. Proc. 92-23 
does not apply with respect to any 
other penalty provision (including the 
negligence or disregard provisions of 
the section 6662 accuracy-related 
penalty). 

SEC. 3. PROCEDURE 

Rev. Proc. 92-23 is applicable to any 
taxpayer filing a return on 1992 tax 
forms for a taxable year beginning in 
1992. and to any taxpayer filing on 
1992 tax forms in 1993 for short 
taxable years beginning in 1993. Ex
cept for this extension, there are no 
substantive or editorial changes to Rev. 
Proc. 92-23. 

26 CFR 601.105: Examination of retllrns and 
claims for refllnd, credit, or abatement; 
determination of correct tax liability. 
(Also Part I, Sections 130, 4688; 1.4688, 
1.4688-1.) 

Rev. Proc. 93-34 

SECTION 1. PURPOSE 

This revenue procedure provides 
rules under which a designated settle
ment fund described in section 
468B(d)(2) of the Internal Revenue 
Code or a qualified settlement fund 
described in section l.468B-I of the 
Income Tax Regulations will be con
sidered "a party to the suit or agree
ment'· for purposes of section 130. In 

general. section 130 provides that an 
assignee may exclude from gross in
come amounts it receives for assuming 
the liability of a party to a suit or 
agreement to make described periodic 
payments of damages to a claimant. 

SEC. 2. BACKGROUND 

.01 Section 130(a) of the Code 
provides that any amount received for 
agreeing to a qualified assignment is 
not included in gross income to the 
extent that the amount does not exceed 
the aggregate cost of any qualified 
funding assets. 

.02 Section 130(c) of the Code 
defines a "qualified assignment" to 
mean any assignment of a liability to 
make periodic payments as damages 
(whether by suit or agreement) on 
account of personal injury or sickness 
(in a case involving physical injury or 
physical sickness) if: 

(1) the assignee assumes the liability 
from a person who is a party to the suit 
or agreement; 

(2) the periodic payments are fixed 
and determinable as to the amount and 
time of payment; 

(3) the periodic payments cannot be 
accelerated, deferred. increased, or de
creased by the recipient of the pay
ments; 

(4) the assignee' s obligation on ac
count of the personal lllJunes or 
sickness is not greater than the obliga
tion of the person who assigned the 
liability; and 

(5) the periodic payments are ex
cludable from the gross income of the 
recipient under section 104(a)(2). 

.03 Section 130(d) of the Code de
fines a "qualified funding asset" as 
any annuity contract issued by a com
pany licensed to do business as an 
insurance company under the laws of 
any state, or any obligation of the 
United States if: 

(1) the annuity contract or obligation 
is used by the assignee to fund periodic 
payments under any qualified assign
ment; 

(2) the periods of the payments un
der the annuity contract or obligation 
are reasonably related to the periodic 
payments under the qualified assign
ment and the amount of any such 
payment under the contract or obliga
tion does not exceed the periodic 
payment to which it relates; 

(3) the annuity contract or obligation 
is designated by the assignee as being 



taken into account under section 130 
with respect to the qualified assign
ment; and 

(4) the annuity contract or obligation 
is purchased by the assignee not more 
than 60 days before the date of the 
qualified assignment and not later than 
60 days after the date of such assign
ment. 

.04 Section 468B(d)(2) of the Code 
defines a "designated settlement fund" 
as any fund: 

(1) that is established pursuant to a 
court order and that extinguishes com
pletely the transferor's tort liability 
with respect to claims arising out of 
personal injury, death, or property 
damage; 

(2) with respect to which no amount 
may be transferred other than in the 
form of qualified payments; 

(3) that is administered by persons a 
majority of whom are independent of 
the transferor; 

(4) that is established for the princi
pal purpose of resolving and satisfying 
present and future claims against the 
transferor (or any related person or 
formerly related person) arising out of 
personal injury, death, or property 
damage; 

(5) under the terms of which the 
transferor (or any related person) may 
not hold any beneficial interest in the 
income or corpus of the fund; and 

(6) with respect to which an election 
is made by the transferor. 

.05 Section 1.468B-l(a) of the reg
ulations provides that a qualified settle
ment fund is a fund, account, or trust 
that satisfies the requirements of sec
tion 1.468B-l(c). Section 1.468B-l(c) 
provides that a fund, account, or trust 
is a qualified settlement fund if: 

(1) it is established pursuant to an 
order of, or is approved by, the United 
States, any state (including the District 
of Columbia), territory, possession, or 
political subdivision thereof, or any 
agency or instrumentality (including a 
court of law) of any of the foregoing 
and is subject to the continuing juris
diction of that governmental authority; 

(2) it is established to resolve or 
satisfy one or more contested or 
uncontested claims that have resulted 
or may result from an event (or a 
related series of events) that has 
occurred and that has given rise to at 
least one claim asserting liability: 

(a) under the Comprehensive En
vironmental Response, Compensation 

and Liability Act of 1980, as amended, 
42 U.S.c. 9601 et seq.; or 

(b) arising out of a tort, breach of 
contract, or violation of law; or 

(c) designated by the Commissioner 
in a revenue ruling or revenue proce
dure; and 

(3) the fund, account, or trust is a 
trust under applicable state law, or its 
assets are otherwise segregated from 
other assets of the transferor (and 
related persons). 

. .06 Sec~ion 1.468B of the regula
tions proVIdes that a designated settle
ment fund is taxed in the manner 
~escribed in section 1.468B-2, pertain
mg to qualified settlement funds. In 
addition, the rules for transferors to a 
qualified settlement fund described in 
section 1.468B-3 apply to transferors 
to a designated settlement fund and the 
rules for claimants of a qualified 
settlement fund described in section 
1.468B-4 apply to claimants of a 
designated settlement fund. 

.07 Section 1.468B-l(d)(1) of the 
regulations defines a "transferor" as a 
person that transfers (or on behalf of 
whom an insurer or other person 
transfers) money or property to a 
qualified settlement fund to resolve or 
satisfy claims described in section 
1.468B-l(c)(2) against that person. 

.08 Section 1.468B-3(f)(2)(i) of the 
regulations provides that, if a qualified 
settlement fund makes a distribution on 
behalf of a transferor to a person that is 
not a claimant, the distribution is 
deemed made by the fund to the 
transferor. The transferor, in tum, is 
deemed to have made a payment to the 
actual recipient. 

SEC. 3. SCOPE 

This revenue procedure provides spe
cific guidance on the requirements that 
must be satisfied in order for a 
designated settlement fund or qualified 
settlement fund to be treated as "a 
party to the suit or agreement" under 
section 130(c)(l) of the Code. In 
addition to the requirements provided 
by this revenue procedure, an assign
ment by a designated or qualified 
settlement fund of a liability to make 
periodic payments must also satisfy all 
the other requirements of section 130 
to be a qualified assignment. No 
inference should be drawn regarding 
the application of section 130 to any 
other type of taxpayer. 

SEC. 4. APPLICATION 
.01 A designated settlement fund or 

a qualified settlement fund will be 
treated as "a party to the suit or 
agreement" within the meaning of 
section l30( c)( 1) of the Code if each of 
the following requirements is satisfied: 

(1) the claimant agrees in writing to 
the assignee's assumption of the desig
nated or qualified settlement fund's 
obligation to make periodic payments 
to the claimant; 

(2) the assignment is made with 
respect to a claim on account of 
personal injury or sickness (in a case 
involving physical injury or physical 
sickness) that is either: 

(a) a claim described in section 
2.04( 1) in the case of a designated 
settlement fund, or 

(b) a claim described in section 
2.05(2) in the case of a qualified 
settlement fund; 

(3) each qualified funding asset pur
chased by the assignee in connection 
with the assignment by the designated 
or qualified settlement fund relates to a 
liability to a single claimant to make 
periodic payments for damages; 

(4) the assignee is not related to the 
transferor (or transferors) to the desig
nated or qualified settlement fund 
within the meaning of sections 267(b) 
or 707(b)(1); and 

(5) the assignee is neither controlled 
by, nor controls, directly or indirectly, 
the designated or qualified settlement 
fund. For purposes of this section 
4.01(5), examples of control include an 
assignee that is a corporation the stock 
of which is owned by the fund or an 
assignee that is a trust the trustee of 
which is the administrator of the fund. 

.02 If an assignment by a designated 
or qualified settlement fund satisfies 
the requirements of section 4.01 of this 
revenue procedure and all the other 
applicable requirements of section 130 
of the Code, the assignment is a 
qualified assignment within the mean
ing of section 130 and the transferor to 
the designated or qualified settlement 
fund will not be treated as receiving a 
deemed distribution described in sec
tion 2.08 of this revenue procedure 
when the qualified assignment is made. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
for qualified assignments made after 
August 10, 1993. 
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26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
detennination of correct tax liability. 
(Also Part I. Section 280F; 1.280F-7. 
1.280F-5TI 

Rev. Proc. 93-35 

SECTION 1. PURPOSE 

This revenue procedure provides 
owners and lessees of passenger auto
mobiles with tables detailing the limita
tions on depreciation deductions for 
automobiles first placed in service 
during calendar year 1993 and the 
amounts to be included in income for 
automobiles first leased during calendar 
year 1993. Each table reflects the 
automobile price inflation adjustments 
required by section 280F(d)(7) of the 
Internal Revenue Code. 

SEC. 2. BACKGROUND 

For owners of automobiles, section 
280F(a) of the Code imposes dollar 
limitations on the depreciation deduc
tion for both the year that the auto
mobile is placed in service and each 
succeeding year. Section 280F(d)(7) 
requires the amounts allowable as de
preciation deductions to be increased 
by a price inflation adjustment amount 
for passenger automobiles placed in 
service after calendar year 1988. 

For leased automobiles, section 
280F(c) of the Code requires a reduc
tion in the deduction allowed to the 
lessee of the automobile. The reduction 
must be substantially equivalent to the 
limitations on the depreciation deduc
tions imposed on owners of auto
mobiles. Under section 1.280F-7(a) of 
the Income Tax Regulations, this re
duction requires the lessees to include 
in gross income an inclusion amount 
determined by applying a formula to 
the amount obtained from a table. The 
table shows inclusion amounts for a 
range of fair market values for each tax 
year after the automobile is first leased. 
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SEC. 3. SCOPE AND OBJECTIVE 

01. The limitations on depreciation 
deductions in section 4.02 of this 
revenue procedure apply to automobiles 
(other than leased automobiles) that are 
placed in service in calendar year 1993 
and continue to apply for each tax year 
that the automobile remains in service. 

02. The table in section 4.03 of this 
revenue procedure applies to leased 
automobiles for which the lease tenn 
begins in calendar year 1993. Lessees 
of such automobiles must use this table 
to detennine the inclusion amount for 
each tax year during which the auto
mobile is leased. See sections 1.280F-
5T(d) and 1.280F-5T(e) of the tempo
rary Income Tax Regulations, section 
1.280F-7(a) of the regulations, Rev. 
Proc. 89-64, 1989-2 C.B. 783, Rev. 
Proc. 90-22, 1990-1 C.B. 504, Rev. 
Proc. 91-30, 1991-1 C.B. 563, and 
Rev. Proc. 92-43, 1992-1 C.B. 873, to 
detennine inclusion amounts for auto
mobiles first leased before January 1, 
1993. 

SEC. 4. APPLICATION 

01. A taxpayer placing an auto
mobile in service for the first time 
during calendar year 1993 is limited to 
the depreciation deduction shown in 
Table 1 of section 4.02(2). A taxpayer 
first leasing an automobile in calendar 
year 1993 must use Table 2 in section 
4.03 to determine the inclusion amount 
that is added to gross income. Other
wise, the procedures of section 1.280F-
7(a) of the regulations must be 
followed. 

02. Limitations on Depreciation De
ductions for Certain Automobiles. 

(1) Amount of the Inflation Adjust
ment. Under section 280F(d)(7)(B)(i) of 
the Code, the automobile price inflation 
adjustment for any calendar year is the 
percentage (if any) by which the CPI 
automobile component for October of 
the preceding calendar year exceeds the 

CPI automobile component for October 
1987. The tenn "CPI automobile 
component" is defined in section 
280F(d)(7)(B)(ii) as the "automobile 
component" of the Consumer Price 
Index for all Urban Consumers pub
lished by the Department of Labor (the 
CPl). The new car component of the 
CPI was 115.2 for October 1987 and 
128.2 for October 1992. The October 
1992 index exceeded the October 1987 
index by 13.0. The Internal Revenue 
Service has, therefore, determined that 
the automobile price inflation adjust
ment for 1993 is 11.28 percent 
(13.01115.2 X 100%). This adjustment 
is applicable to all automobiles that are 
first placed in service in calendar year 
1993. The dollar limitations in section 
280F(a) must therefore be multiplied by 
a factor of 0.1128, and the resulting 
increases, after rounding to the nearest 
$100, are added to the 1988 limitations 
to give the depreciation limitations for 
1993. 

(2) Amount of the Limitation. For 
automobiles placed in service in calen
dar year 1993, Table 1 contains the 
dollar amount of the depreciation lim
itations for each tax year. 

REV. PROC. 93-35 TABLE 1 

DEPRECIATION LIMITATIONS FOR 
AUTOMOBILES FIRST PLACED IN 

SERVICE IN CALENDAR YEAR 1993 

Tax Year 
1st Tax Year 
2nd Tax Year 

3rd Tax Year 
Each Succeeding Year 

Amount 
$2,860 
$4,600 
$2,750 

$1,675 

03. Inclusions in Income of Lessees 
of Automobiles. 

The inclusion amounts for auto
mobiles first leased in calendar year 
1993 are calculated under the proce
dures described in section 1.280F-7(a) 
of the regulations. Table 2 of this 
revenue procedure is the applicable table 
to be used in applying those procedures. 



REV. PROC. 93-35 TABLE 2 

DOLLAR AMOUNTS FOR AUTOMOBILES 
WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 1993 

Fair Market Value Tax Year During Lease 
of Automobile 

5th and 
Over Not Over 1 st 2nd 3rd 4th Later 

$14,300 $14,600 1 1 2 2 3 
14,600 14,900 3 5 7 9 9 
14,900 15,200 4 9 13 15 17 
15,200 15,500 6 13 18 22 25 
15,500 15,800 8 16 24 29 32 
15,800 16,100 9 20 30 35 40 
16,100 16,400 11 24 35 42 48 
16,400 16,700 13 27 41 49 55 
16,700 17,000 14 32 46 55 63 
17,000 17,500 17 36 54 64 73 
17,500 18,000 20 42 63 75 87 
18,000 18,500 22 49 72 86 99 
18,500 19,000 25 55 82 97 112 
19,000 19,500 28 61 91 108 125 
19,500 20,000 31 67 100 120 137 
20,000 20,500 34 74 109 130 150 
20,500 21,000 37 80 118 142 163 
21,000 21,500 39 86 128 153 175 
21,500 22,000 42 92 138 163 189 
22,000 23,000 47 101 151 181 207 
23,000 24,000 52 114 170 202 233 
24,000 25,000 58 127 187 225 259 
25,000 26,000 64 139 206 247 285 
26,000 27,000 69 152 224 270 310 
27,000 28,000 75 164 243 292 335 
28,000 29,000 81 176 262 313 362 
29,000 30,000 86 189 280 336 387 
30,000 31,000 92 201 299 358 412 
31,000 32,000 98 214 317 380 438 
32,000 33,000 103 226 336 402 464 
33,000 34,000 109 239 354 424 490 
34,000 35,000 115 251 373 446 515 
35,000 36,000 120 264 391 469 540 
36,000 37,000 126 276 410 491 566 

37,000 38,000 132 288 429 513 591 

38,000 39,000 137 301 447 535 617 

39,000 40,000 143 314 465 557 643 

40,000 41,000 149 326 484 579 669 

41,000 42,000 154 339 502 601 695 

42,000 43,000 160 351 521 623 720 

43,000 44,000 166 363 539 646 746 

44,000 45,000 171 376 558 668 771 

45,000 46,000 177 388 577 690 796 

46,000 47,000 183 401 594 713 822 

47,000 48,000 189 413 613 735 847 

48,000 49,000 194 426 631 757 874 

49,000 50,000 200 438 650 779 899 

50,000 51,000 206 450 669 801 925 

51,000 52,000 211 463 687 824 950 

52,000 53,000 217 475 706 846 975 

53,000 54,000 223 488 724 867 1,002 

54,000 55,000 228 501 742 890 1,027 

55,000 56,000 234 513 761 912 1,052 

56,000 57,000 240 525 780 934 1,078 
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REV. PROC. 93-35 TABLE 2-Continued 

DOLLAR AMOUNTS FOR AUTOMOBILES 
WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 1993 

Fair Market Value 
of Automobile 

Over Not Over 

$57,000 $58,000 
58,000 59,000 
59,000 60,000 
60,000 62,000 
62,000 64,000 
64,000 66,000 
66,000 68,000 
68,000 70,000 
70,000 72,000 
72,000 74,000 
74,000 76,000 
76,000 78,000 
78,000 80,000 
80,000 85,000 
85,000 90,000 
90,000 95,000 
95,000 100,000 

100,000 110,000 
110,000 120,000 
120,000 130,000 
130,000 140,000 
140,000 150,000 
150,000 160,000 
160,000 170,000 
170,000 180,000 
180,000 190,000 
190,000 200,000 
200,000 210,000 
210,000 220,000 
220,000 230,000 
230,000 240,000 
240,000 250,000 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
for automobiles (other than leased 
automobiles) that are first placed in 
service during calendar year 1993 and 
to leased automobiles that are first 
leased during calendar year 1993. 

26 CFR 601.202: Closing agreements. 

Rev. Proc. 93-36 

SECTION I. PURPOSE 

This revenue procedure modifies 
Rev. Proc. 92-89, 1992-2 C.B. 498, 
concerning the Voluntary Compliance 
Resolution (VCR) Program. The reve
nue procedure expands the types of 
defects that can be corrected under the 

474 1993-2 C.B. 

Tax Year During Lease 

5th and 

1 st 2nd 3rd 4th Later 

245 538 798 
251 550 817 
257 563 835 
265 581 863 
277 606 900 
288 631 937 
299 656 974 
311 681 1,011 
322 706 1,048 
333 731 1,085 
345 756 1,121 
356 781 1,158 
367 806 1,195 
387 849 1,261 
416 911 1,353 
444 974 1,445 
472 1,036 1,538 
515 1,130 1,676 
572 1,254 1,861 
629 1,379 2,046 
685 1,504 2,231 
742 1,628 2,416 
799 1,753 2,600 
856 1,877 2,786 
912 2,002 2,971 
969 2,127 3,155 

1,026 2,251 3,340 
1,083 2,376 3,525 
1,140 2,500 3,710 
1,196 2,625 3,895 
1,253 2,749 4,081 
1,310 2,874 4,265 

VCR Program, gives additional guid
ance concerning the specificity of VCR 
compliance statement requests, pro
vides a standardized correction proce
dure for certain defects, and extends 
the last day of the VCR Program. 

SEC. 2. BACKGROUND 

On November 16, 1992, the Service 
established the VCR Program as a 
temporary, experimental program end
ing on December 31, 1993. The VCR 
program permits plan sponsors to cor
rect operational qualification defects, 
provided that the plan has received a 
determination letter that considered the 
Tax Equity and Fiscal Responsibility 
Act of 1982, the Tax Reform Act of 
1984, and the Retirement Equity Act of 
1984. A plan is not eligible for the 
VCR program if it is under examina-

956 1,104 
978 1,130 

1,000 1,155 
1,034 1,194 
1,078 1,245 
1,123 1,295 
1,167 1,347 
1,211 1,398 
1,255 1,450 
1,300 1,500 
1,345 1,551 
1,389 1,603 
1,434 1,654 
1,510 1,744 
1,622 1,871 
1,733 1,999 
1,843 2,128 
2,010 2,319 
2,232 2,575 
2,453 2,831 
2,674 3,088 
2,896 3,344 
3,119 3,599 
3,340 3,855 
3,561 4,112 
3,783 4,368 
4,006 4,623 
4,227 4,879 
4,449 5,135 
4,670 5,392 
4,892 5,647 
5,114 5,903 

tion. Plan sponsors pay a voluntary 
compliance fee based upon the size of 
the plan and are not required to pay a 
monetary sanction. Correction must be 
made for all years. In general, excise 
taxes are not waived under this pro
gram, and are applicable even if full 
correction is made. 

SEC. 3. VCR ELIGIBILITY 
CRITERIA 

.01 Under Rev. Proc. 92-89, certain 
plans are not eligible for the VCR 
Program, either because of the nature 
of the violations or because the plan is 
under examination. This section modi
fies the eligibility criteria, provides 
special treatment for certain plans that 
are not eligible for the VCR Program, 
and clarifies the treatment of plans with 
defects that are eligible for retroactive 



correction under the section 401 (b) 
remedial amendment period. 

.02 Under Section 3.03 of Rev. Proc. 
92-89, a plan that is aggregated with a 
plan that is under examination is not 
eligible for the VCR program. This 
revenue procedure modifies the ag
gregation rule to permit an aggregated 
plan to request a VCR compliance 
statement with respect to a defect that 
is not related to provisions for which 
the plans are aggregated. Thus, for 
example, a plan aggregated with a plan 
that is under examination could request 
consideration under the VCR program 
for a defect arising under the spousal 
consent rules of section 417 of the 
Internal Revenue Code, or the vesting 
rules of 411 of the Code, but could not 
ask for consideration of a violation 
under provisions for which the plans 
are aggregated, including the non
discrimination provisions (sections 
401(a)(4), 41O(b), etc.), section 415 of 
the Code or section 416 of the Code. 
For purposes of this revenue procedure, 
the term aggregation does not include 
consideration of benefits provided by 
various plans for purposes of the 
average benefits test set forth in section 
41O(b)(5). 

.03 Under Section 4.02 of Rev. Proc. 
92-89, certain plans are not eligible 
because of the nature of the violations. 
Section 4.02 is deleted and replaced 
with the following: "4.02 Certain 
defects are not eligible for the VCR 
program. In general, defects are inelig
ible because they are not qualification 
defects or, if they are qualification 
defects, they involve issues that the 
Service deems inappropriate for the 
VCR Program. The Service intends to 
give taxpayers broad access to the VCR 
Program. However, the VCR Program 
will not be available for plans that fit 
within section 3.03(1) or (2) below. 

(1) Plans in which the violations 
have been egregious. For example, 
where an employer has consistently and 
improperly covered only the highly 
compensated employees, or where a 
self employed individual had made a 
contribution to a defined contribution 
plan that is several times greater than 
the dollar limit set forth in section 415, 
the violation would be considered 
egregious. 

(2) Plans in which there are exclu
sive benefit violations relating to the 
misuse or diversion of plan assets 
(cases in which the Department of 
Labor also has jurisdiction). If a plan 
requesting a VCR compliance state-

ment is determined to have egregious 
violations, the request will be sent to 
the appropriate Key District Office for 
processing under the Closing Agree
ment Program (CAP). Under the CAP, 
the monetary sanction will be signifi
cantly reduced because the employer 
voluntarily came forward." 

.04 The VCR Program is available 
for plans with operational qualification 
defects that cannot be corrected under 
the Code and related regulations. As a 
general rule, a defect arising from the 
failure to satisfy a qualification require
ment that became effective on or after 
January 1, 1989, is not eligible for the 
VCR program because the section 
401 (b) remedial amendment period, as 
extended by Notice 92-36, 1992-2 
C.B. 364, is still in effect. Thus, the 
violation may be retroactively amended 
without the VCR program. However, if 
a plan has been properly amended for 
these qualification requirements and the 
operational defect arises after the 
amendments have become effective, the 
defect is eligible for the VCR Program. 

SEC. 4. VCR PROGRAM 
CORRECTION PRINCIPLES AND 
REQUIREMENTS 

.01 Section 6.02 of Rev. Proc. 92-89 
provides that the plan sponsor must 
send a cover letter with the request for 
a VCR compliance statement contain
ing a description of the method for 
correcting the defect that the plan 
sponsor has implemented or proposes 
to implement. The following general 
principles should be used in suggesting 
acceptable corrections: 

(1) The correction method should 
restore both active and former 
employees to the benefit levels they 
would have had if the defect had not 
occurred. Action must be taken to find 
former participants who are due addi
tional benefits. Appropriate actions de
pend on the facts and circumstances of 
the case. Such actions might include, 
for example, a mailing to the last 
known address, notification in the 
largest local newspaper, and the use of 
the IRS letter forwarding service if the 
participants have not been found. 

(2) The correction method should 
restore the plan to the position it would 
have been in had the defect not 
occurred. 

(3) The correction method should 
not violate another section 401(a) 
qualification requirement (e.g., section 
411(d)(6». 

(4) The correction method should, to 
the extent possible, resemble one al
ready provided in the Code, regulations 
or other publications. For example, the 
correction methods set forth in section 
1.415-6(b)(6) of the Income Tax Reg
ulations would be the typical means of 
correcting violations under section 415. 
Likewise, the correction method set 
forth in section 1.402(g)-I(e)(2) would 
be the typical means of correcting 
violations under section 402(g). 

(5) The correction method should 
keep the assets in the plan, except to 
the extent the Code, regulations or 
other publications already provide for a 
distribution. For example, if an excess 
allocation (not in excess of the section 
415 limits) is made, the excess should 
be used to increase benefits for 
employees or to reduce the employer 
contributions for the following year. 

(6) Corrective allocations to a de
fined contribution plan must be ad
justed for earnings and forfeitures that 
would have been allocated during the 
applicable period. In addition, increases 
in allocations that would have occurred 
due to changes in compensation must 
be taken into account. 

(7) The corrective contributions 
should come only from employer con
tributions (including forfeitures, if the 
plan permits their use as employer 
contributions) . 

(8) A corrective contribution to a 
participant's account because of a 
failure to allocate the contribution in a 
prior limitation year will not be consid
ered an annual addition with respect to 
the participant for the limitation year in 
which the correction is made. It will be 
considered as an annual addition for 
the limitation year to which it relates. 

.02 A request for a VCR compliance 
statement must contain the specific 
information needed to support the 
suggested correction method. This in
cludes, for example, the number of 
employees affected (and how this num
ber was detennined), the interest rate 
(and the method of determining the 
interest rate) that will apply to any 
corrective contributions to the plan, the 
years involved, and any calculations or 
assumptions the plan sponsor used to 
determine the amounts needed for 
correction. Where applicable, the re
quest for a compliance statement 
should also provide the proposed 
method of locating and notifying for
mer participants who may be entitled to 
an additional benefit. 
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SEC. 5. STANDARDIZED VCR 
PROCEDURE 

.01 The VCR Program is modified 
to add a Standardized VCR Procedure 
(SVP). Under this new procedure, 
certain operational violations of the 
qualification requirements under section 
401(a) of the Code may be corrected 
under a simplified procedure. The plan 
sponsor must notify the Service of the 
proposed correction, and will receive a 
VCR compliance statement. The SVP 
will generally be available if the plan is 
eligible for the VCR program. If a plan 
sponsor uses the SVP, a voluntary 
compliance fee of $350 is applicable, 
regardless of the number of participants 
in the plan. 

.02 The SVP is available if the 
defect or defects are listed in Section 7 
of this revenue procedure and are 
corrected using the permitted correction 
method set forth in Section 7 of this 
revenue procedure. 

.03 If the SVP is not available or the 
plan sponsor wishes to propose a 
correction method other than the one 
provided in Section 7, the plan sponsor 
may request a VCR compliance state
ment under the procedures set forth in 
Rev. Proc. 92-89 (as modified by 
sections 3 and 4 of this revenue 
procedure). A plan sponsor may request 
a VCR compliance statement under the 
procedures set forth in Rev. Proc. 92-
89 (as modified by sections 3 and 4 of 
this revenue procedure), even if the 
SVP is available. 

.04 If the plan sponsor intends to 
use the SVP, the plan sponsor must 
notify the Service under the Notifica
tion Letter procedures set forth in 
Section 8 of this revenue procedure. 

.05 The Service may identify addi
tional defects and permitted correction 
methods available for SVP at a later 
date, by publication in revenue proce
dures, notices or other guidance of 
general applicability. 

SEC. 6. STANDARDIZED 
CORRECTION RULES 

.0 I The general rules listed in this 
section apply to all the permitted 
correction methods listed in Section 7 
of this revenue procedure. 

(I) Excise taxes. to the extent appli
cable. are not waived by the automatic 
correction of defects under the SVP. 
Thus. for example. amounts contributed 
in excess of the deduction limits set 
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forth in section 404 of the Code for the 
tax year of the contribution may be 
subject to the tax set forth in section 
4972 of the Code. 

(2) Contributions to the plan must 
include any earnings that would have 
been applicable had the contribution 
been properly made. However, in no 
event should the contribution plus 
gainsllosses be less than the employer 
contribution by itself. For example, if a 
missed contribution is $500, the inter
est in the first year is $10, and the loss 
in the second year is $30, the correc
tive contribution may not be less than 
$500. 

(3) A plan sponsor may amend the 
plan to the extent necessary to effect 
one of the permitted correction 
methods. For example, if the plan 
failed to satisfy the ADP test and must 
make qualified nonelective contribu
tions, the plan may be amended as part 
of the SVP Program to provide for 
qualified nonelective contributions. Per
mission under this revenue procedure 
to amend the plan as needed to 
implement a permitted correction 
method is not a determination as to the 
qualification of the plan or plan 
amendment. 

(4) The general rules set forth in 
section 4 of this revenue procedure 
must be strictly followed. 

SEC. 7. SVP DEFECTS AND 
CORRECTION 

.01 Failure to provide the minimum 
top heavy benefit under section 416 of 
the Code to non-key employees. In a 
defined contribution plan, the permitted 
correction method is to make contribu
tions to the plan on behalf of the non
key employees to whom the contribu
tions should have been made. In a 
defined benefit plan, the minimum 
required benefit must be provided. 

.02 Failure to satisfy the average 
deferred percentage (ADP) test set 
forth in section 401(k)(3) of the Code. 
the average contribution percentage 
(ACP) test set forth in section 
401(m)(2) of the Code or the multiple 
use test of section 401(m)(9) of the 
Code. The permitted correction method 
for failure to satisfy the ADP test, the 
ACP test, or the multiple use test is to 
make qualified nonelective contribu
tions or qualified matching contribu
tions (as defined in 1.401(k)-I(g)(l3» 
on behalf of the nonhighly compen
sared employees to the extent necessary 
to raise the average deferral percentage 

or average contribution percentage of 
the nonhighly compensated employees 
to the percentage needed to pass the 
test or tests. 

.03 Failure to distribute elective de
ferrals in excess of the section 402(g) 
limit (in contravention of section 
401(a)(30) of the Code). The permitted 
correction method is to distribute the 
excess deferral to the employee and to 
report the amount as taxable in the year 
distributed. In accordance with section 
1.402(g)-I(e)(l)(ii), a distribution to a 
highly compensated employee is in
cluded in the ADP test; a distribution 
to a nonhighly compensated employee 
is not included in the ADP test. 

.04 Exclusion of an eligible 
employee from plan participation. The 
permitted correction method is to make 
a contribution to the plan on behalf of 
the employees excluded from a defined 
contribution plan, or to provide benefit 
accruals for the employees excluded 
from a defined benefit plan. If an 
employee was denied eligibility under a 
cash or deferred arrangement, the 
employer must make a qualified non
elective contribution to the plan on 
behalf of the employee that is equal to 
the average deferral percentage for the 
employee's compensation group (either 
highly compensated or nonhighly 
compensated). 

SEC. 8. NOTIFICATION LETTER 

.01 A plan sponsor that wishes to 
participate in the SVP must send an 
"SVP Notification Letter" to the Serv
ice, notifying the Service that the plan 
sponsor is planning to use the SVP. 
The SVP Notification Letter must 
contain the same material as required 
in Section 7 of Rev. Proc. 92-89, and 
must be as specific as required in 
section 4.02 of this revenue procedure, 
but in addition should include the 
following: 

(I) A description of the permitted 
correction method set forth in Section 7 
of the revenue procedure for correcting 
the defect(s), with a statement that the 
plan sponsor proposes to implement (or 
has implemented) the correction(s). 

(2) The proposed time period of the 
correction. In general, the correction 
must be made within 90 days from the 
date of the VCR Compliance State
ment. If a slightly longer time frame is 
needed, it should be stated in the letter. 
with the reason that the longer period 
is necessary. If the correction cannot be 
completed within 120 days, the SVP is 
not available. 



. 02 The submission need not be 
accompanied by copies of the Fonn 
5500. 

.03 The submission must include the 
voluntary compliance fee described in 
section 5 of this revenue procedure. 

SEC. 9. PROCESSING 
NOTIFICATION LETTERS 

The National Office will review the 
SVP Notification Letter within 90 days 
of the date the letter is received and 
determined to be complete. 

(1) If the National Office detenni~es 
that the letter is acceptable, the ServIce 
will issue a VCR Compliance State
ment on the plan sponsor's proposed 
correction. 

(2) If the Service detennines. that t~e 
letter is deficient, the SerVIce Will 
contact the plan sponsor and ask for 
more infonnation. In unusual circum
stances the Service may notify the 
employ'er that the SVP is not available 
and offer to process the case as a 
request for a VCR compliance st~te
ment, with payment of the appropnate 
voluntary correction fee (offset by the 
SVP fee already collected). 

SEC. 10. EXTENSION OF VCR 
PROGRAM 

Section 1.01 of Rev. Proc. 92-89 
provides that the VCR Program will 
expire on December 31, 1993. In ?~der 
to evaluate the effect of the modIfica
tions to the VCR Program contained in 
this revenue procedure, the VCR Pro
gram (including the SVP) is extended 
to December 31, 1994. 

SEC. 11. EFFECTIVE DATE 

This revenue procedure is effective 
immediately. 

SEC. 12. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-89 is modified to the 
extent specifically provided in this 
revenue procedure. 

26 CFR 601.602: Forms and instructions. 
(Also Part 1, Section 3406; 31.3406(d)-S.) 
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SECTION 1. PURPOSE 

This revenue procedure provides the 
rules under section 3406(a)(1)(B) of the 
Internal Revenue Code and section 
31.3406( d)-5 of the Employment Taxes 
and Collection of Income Tax at 
Source Regulations. It sets forth rules 
concerning the fonn, content, ~nd 
manner of delivery of the notice 
(hereinafter "B notice") t.h~t a payor 
must send after being notIfied by the 
Internal Revenue Service (IRS) or a 
broker that a payee has provided an 
incorrect name and taxpayer identifica
tion number combination (namefflN 
combination) with respect to an ac
count. This revenue procedure also 
provides rules for the fonn and cont~nt 
of the notification from the Social 
Security Administration (SS,,\) or from 
the IRS which must be received by a 
payor in order to prevent backup 
withholding from starting, or to stop It 
once it has begun, if the payor has 
received notice of an incorrect name/ 
TIN combination twice within 3 calen
dar years with respect to the same 
account. Rev. Proc. 92-32, 1992-1 
C.B. 776, is updated, restated, and 
superseded with respect to B notIces 
issued by payors on or after September 
1, 1993. 

SEC. 2. BACKGROUND 

.01 Under section 3406(a)(l)(B), 
(d)(2)(B), (e)(2), and (h)(8) of the Code 
and section 31.3406(d)-5(c), (d), (e), 
and (f) of the regulations, if the IRS or 
a broker notifies a payor that a payee's 
namefflN combination is incorrect, the 
payor must: 

(1) Identify accounts of the payee 
that contain the same incorrect name/ 
TIN combination; 

(2) Send to the payee a copy of the 
notice sent by the IRS or the broker (or 
an acceptable substitute notice) to the 
payor; and 

(3) Impose backup withholding on 
all reportable payments made to the 
account after the close of the 30th 
business day after the date that the 
payor receives that notice and on or 
before the close of the 30th calendar 
day after the date the payor receives 
from the payee the payee's name and 
TIN and a certification that the TIN 
provided is correct. 

.02 Under section 3406(h)(2) of the 
Code and section 31.3406(d)-5(g) of 
the regulations, if a payor receiv~s .2 
notices from the IRS or a broker WithIn 
3 calendar years that a payee fu~is~ed 
an incorrect nameffIN combInatIOn 
with respect to the same account, the 
payor must: 

(1) Disregard any future certifi~a

tions furnished by the payee With 
respect to the account until the payor 
receives notification from the SSA (or 
from the IRS) validating a nameffiN 
combination; 

(2) Send a notice to the payee; and 
(3) Impose backup withholding on 

all reportable payments made to the 
account after the close of the 30th 
business day after the date that the 
payor receives the second notice and 
on or before the close of the 30th 
calendar day after the date the payor 
receives the notification from the SSA 
(or the IRS) validating a name/TIN 
combination for the account. 

.03 Section 31.3406(d)-5(d)(2) and 
(g)( 1) and (2) of the regulations 
provides that the notIce proVided by the 
payor to a payee must: . 

(1) Except as otherwise prOVided by 
the IRS in an administrative pronoun
cement, be sent within 15 business 
days after the date the payor received 
notice from the IRS or a broker; and 

(2) Comply with such rules as to 
form, content, and manner of delivery 
as provided in this revenue procedure. 
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.04 Section 31.3406( d)-5(g)(5) of the 
regulations provides that the notification 
from the SSA or the IRS validating a 
nameITIN combination is effective only 
if it complies with such rules as to 
form, content. and manner of delivery as 
provided in this revenue procedure. 

SEC. 3. CHANGES TO REV. PROC. 
93-32 

In addition to minor editorial 
changes. the following changes have 
been made to Rev. Proc. 92-32: 

.01 The increase in the rate of back
up withholding (effective for amounts 
paid after December 31, 1992) from 20 
to 31 percent (pursuant to the Energy 
Policy Act of 1992) is reflected in 
section 4.02(3)( d), section 5.02(3 )(c), 
and the B notices in Appendices I and 
II. 

.02 Section 6.02(3). concerning 
notices (validating a namelTIN com
bination) received from the Internal 
Revenue Service or the Social Security 
Administration before September 1, 
1992, is deleted because that section 
does not apply to notices received after 
the effective date of this document; and 

.03 The B notices in Appendices I 
and II are revised to insert specific 
dates in several places and to make 
other minor language changes. 

SEC. 4. REQUIREMENTS AS TO 
FORM, CONTENT, AND MANNER 
OF DELIVERY OF THE FIRST B 
NOTICE 

.01 In general. This section 4 ap
plies if a payor is required under 
section 31.3406(d)-5(d)(1) of the reg
ulations to notify a payee of an account 
for which the payor has received notice 
from the IRS or a broker that the name/ 
TIN combination on the account is 
incorrect. 

.02 Form and content of the first B 
notice. The payor must send to the 
payee of the account either a copy of 
the notice from the IRS (set forth in 
Appendix I to this revenue procedure) 
or an acceptable substitute notice. A 
substitute notice is acceptable if the 
notice-

( I) Is substantially similar to the 
notice provided in Appendix I to Rev. 
Proc. 92-32. 1992-1 C.B. 776 (in this 
connection see section 8.02 of this 
revenue procedure for additional 
requirements ); 

(2) Is substantially similar to the 
notice provided in Appendix to this 
revenue procedure: or 
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(3) (a) Informs the payee that the 
payor has been notified by the IRS or a 
broker that the namelTIN combination 
furnished by the payee for an account 
is incorrect; 

(b) Informs the payee of the name/ 
TIN combination that the IRS has 
determined to be incorrect and the 
corresponding account number or des
ignation of the account; 

(c) Advises the payee that the payee 
must on the enclosed Form W-9, 
Request for Taxpayer Identification 
Number and Certification, or an accept
able substitute form-

(i) Correct the name or TIN (or 
both) and certify, under penalties of 
perjury, that the newly provided TIN is 
correct, or 

(ii) Certify, under penalties of per
jury, that the TIN originally furnished 
to the payor is correct and provide that 
number and the corresponding name; 

(d) Informs the payee that, if the 
payee fails to do so, the payor is 
required under section 3406(a)(1)(B) of 
the Code to begin backup withholding 
of 31 percent of the reportable pay
ments made to the account of the payee 
after a specified date (which may be no 
later than 30 business days after the 
date that the payor received notice 
from the IRS or a broker); 

(e) Advises the payee that, if the 
namelTIN combination originally fur
nished to the payor is correct, the 
payee must contact the SSA (or, in the 
case of an incorrect employer identi
fication number, the Internal Revenue 
Service Center where the payee is 
required to file his or her income tax 
return) to resolve the problem giving 
rise to the notice of an incorrect name/ 
TIN combination; 

(f) Advises the payee that: 
(i) If the notice of an incorrect 

namelTIN combination is due to a 
change in a business name that has not 
been communicated to the Internal 
Revenue Service Center, the payee 
must contact the Internal Revenue 
Service Center to reassign the taxpayer 
identification number to the new name, 
or 

(ii) If the notice of an incorrect 
nameITIN combination is due to a 
name change by the payee that the 
payee has not communicated to the 
SSA, the payee must contact the SSA 
to reassign the taxpayer identification 
number to the new name (the informa
tion set forth in this section 
4.02(3 )(f)(ii) may be provided at the 
payor's option); 

(g) Advises the payee of other nec
essary documentation (i.e.. account 
creation documents) that the payee 
must provide to the payor in order to 
change the name or taxpayer identifica
tion number (or both) on the account 
and how to provide such information; 

(h) Advises the payee to contact the 
SSA to obtain a social security card if 
the payee was never assigned a social 
security number or to obtain a replace
ment social security card if the payee 
lost his or her card and does not 
remember his or her social security 
number; and 

(i) Advises the payee to complete 
and return the enclosed Form W-9 (or 
an acceptable substitute form) and, if 
necessary, other documents of the 
payor as described in section 4.02(3)(g) 
before the time described in section 
4.02(3)(d) in order to prevent backup 
withholding under section 3406(a)
(1)(B) of the Code from starting or to 
stop it once it has begun and to avoid 
possible imposition of a penalty under 
section 6723 for failure to provide a 
correct TIN. 

.03 Omission or revision of informa
tion otherwise required under section 
4.02. A payor may omit or revise 
information otherwise required to be 
provided under section 4.02 if the 
payor reasonably believes that such 
information does not apply to the payee 
(or provide additional information if 
the payor reasonably believes that 
additional information applies to the 
payee) because of the status of the 
payee or a practice of the payor per
mitted under the regulations under 
section 3406 of the Code. Thus, for 
example, a payor may give a payee to 
which section 4.02 (3)(f)(B) applies the 
option of providing both surnames if 
the payee is unable currently to contact 
the SSA. 

.04 Manner of delivery of the first B 
notice. A payor must deliver the notice 
required under this section 4 to a payee 
as follows: 

(1) The payor must mail the notice 
within 15 business days after the date 
that the payor receives notice from the 
IRS or a broker under section 31.3406-
(d)-5(c)(1) or (2) of the regulations; 

(2) The payor must mail the notice 
in an envelope which states on the 
outside in a bold and conspicuouS 
manner either the words "Important 
Tax Document Enclosed" or "Impor
tant Tax Return Document." The payor 
must mail the notice to the payee's last 



known address by first-class mail. 
However, if the customary practice of 
the payor is not to mail any corre
spondence to a payee, the payor may 
furnish the notice by personal delivery, 
by intra-office mail, or by any other 
means reasonably expected to furnish 
the contents to the payee promptly. A 
payor is not required to send the notice 
to the payee if there is currently a "do 
not mail" or a "stop mail hold" 
instruction or an undeliverable address 
(i.e.. other mailings to that address 
have been returned to the payor be
cause the address was incorrect and no 
new address has been provided to the 
payor) for the account subject to 
backup withholding under section 
3406(a)(1 )(B) of the Code. In such 
case, the payor must handle the notice 
in the same manner that the payor 
handles other correspondence to the 
payee; 

(3) The payor must furnish the fol
lowing materials with the notice: 

(a) A Form W-9 or an acceptable 
substitute form together with instruc
tions for use of that form; and 

(b) Any other document necessary to 
change the name or taxpayer identifica
tion number (or both) on the account of 
a payee; and 

(4) The payor may include a reply 
envelope. The payor may not include 
any other material in the mailing. 

SEC. 5. REQUIREMENTS AS TO 
FORM, CONTENT, AND MANNER 
OF DELIVERY OF THE SECOND 
B NOTICE 

.01 In general. This section 5 ap
plies if a payor is required under 
section 31.3406(d)-5(g) of the regula
tions to notify a payee of an account 
for which the payor has received notice 
from the IRS or a broker twice within 
3 calendar years that the namelTIN 
combination on the account is 
incorrect. 

.02 Form and content of the second 
B notice. A notice is acceptable under 
this section 5 if the notice: 

(1) Is substantially similar to the 
notice provided in Appendix II to Rev. 
Proc. 92-32, 1992-1 C.B. 776 (in this 
connection see section 8.02 in this 
revenue procedure for additional 
requirements) ; 

(2) Is substantially similar to the 
notice provided in Appendix II to this 
revenue procedure; or 

(3) (a) Informs the payee that the 
payor has been notified by the IRS or a 

broker twice within 3 calendar years 
that the name/TIN combination fur
nished by the payee for an account is 
incorrect; 

(b) Informs the payee of the name/ 
TIN combination that the IRS has 
determined to be incorrect and the 
corresponding account number or des
ignation of the account; 

(c) Informs the payee that the payor 
is required under section 3406(a)(1)(B) 
of the Code to begin backup withhold
ing of 31 percent of the reportable 
payments made to the account of the 
payee after a specified date (which may 
be no later than 30 business days after 
the date that the payor received the 
second notice from the IRS or a 
broker), if the payor does not receive-

(i) In the case of an incorrect social 
security number, Form SSA-7028, 
Notice to Third Party of Social Se
curity Number Assignment, from the 
SSA validating a namelTIN combina
tion, or 

(ii) In the case of an incorrect 
employer identification number, IRS 
Letter 147C validating a name/TIN 
combination; 

(d) Informs the payee that the payor 
is required to disregard any future 
namelTIN combinations received from 
the payee with respect to the account 
(whether or not the TIN is certified 
under penalties of perjury) unless the 
SSA or the IRS has validated the name/ 
TIN combination; 

(e) Advises the payee that, in the 
case of an incorrect social security 
number, the payee must take the 
following steps to prevent backup 
withholding under section 3406(a)
(1 )(B) of the Code from starting or to 
stop it once it has begun: 

(i) Contact the payee's local SSA 
office by telephone and ask what 
actions are required by the payee for 
the SSA to issue a validated social 
security number for backup withhold
ing tax purposes, 

(ii) Provide a copy of the notice 
from the payor to the SSA, and 

(iii) Request and authorize the SSA 
to send Form SSA-7028 directly to the 
payor with a copy of the notice from 
the payor attached; and 

(f) Advises the payee that, in the 
case of an incorrect employer identi
fication number, the payee must take 
the following steps to prevent backup 
withholding under section 3406(a)
(1 )(B) of the Code from starting or to 
stop it once it has begun: 

(i) Contact, in wntmg, the Internal 
Revenue Service Center (Attn: Entity 
Section) where the payee files his or 
her income tax return, and request the 
IRS to provide an IRS Letter 147C to 
the payee, 

(ii) Enclose a copy of the notice 
from the payor in the communication to 
the Internal Revenue Service Center, 
and 

(iii) Once the payee has received the 
IRS Letter 147C from the Internal 
Revenue Service Center, provide to the 
payor the IRS Letter 147C and a copy 
of the notice from the payor. 

.03 Omission or revision of informa
tion otherwise required under section 
5.02. A payor may omit or revise 
information otherwise required to be 
provided under section 5.02 if the 
payor reasonably believes that the 
information does not apply to the payee 
(or provide additional information if 
the payor reasonably believes that 
additional information applies to the 
payee) because of the status of the 
payee or a practice of the payor 
permitted under the regulations under 
section 3406 of the Code. 

.04 Manner of delivery of the second 
B notice. A payor must deliver a notice 
required under this section 5 to a payee 
in the same manner as a notice to a 
payee described under section 4.04, 
except that the payor is not required to 
furnish to the payee a Form W-9, an 
acceptable substitute form, or the in
structions for use of such form. 

SEC. 6. REQUIREMENTS AS TO 
FORM AND CONTENT OF SSA 
OR IRS NOTIFICATION 
VALIDATING A NAMEITIN 
COMB INA TION 

.01 In general. This section 6 ap
plies if a payor has received notice 
from the IRS or a broker twice within 
3 calendar years that the namelTIN 
combination on the account is 
incorrect. 

.02 Form and content of the noti
fication under this section. This section 
6 sets forth the requirements as to the 
form and content of the notification 
from the SSA or the IRS validating a 
namelTIN combination that under sec
tion 31.3406(d)-5(g)(5) of the regula
tions must be received by the payor in 
order to prevent backup withholding 
from starting, or to stop it once it has 
begun. 

(1) Incorrect social security number. 
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In the case of an incorrect social 
security number (SSN), a notification 
validating a nameffIN combination is 
effective for purposes of section 
31.3406(d)-5(g)(5) of the regulations if 
it is made on Form SSA-7028. 

(2) Incorrect emp/over identification 
number. In the case of an incorrect em
ployer identification number (EIN), a 
notification validating a name/TIN 
combination is effective for purposes of 
section 31.3406(d)-5(g)(5) of the regu
lations if it is made on IRS Letter 
147C. 

SEC. 7. EFFECT ON OTHER 
DOCUMENTS 

Revenue Procedure 92-32, 1992-1 
C.B. 776, is updated, restated, and 
superseded by this revenue procedure. 

SEC. 8. EFFECTIVE DATE 

.01 This revenue procedure generally 
applies to notices issued by payors on 
or after September l, 1993. The in
crease in the rate of backup withhold
ing from 20 percent to 31 percent is 
effective for amounts paid after De
cember 31, 1992. 

APPENDIX I - First B Notice 

.02 A payor may continue to use 
those notices set forth in Appendices I 
and II of Revenue Procedure 92-32. 
However, payors using such notices 
must replace the words "20 percent" 
with the words "31 percent" in such 
notice, or must include a stuffer in the 
mailing of the notice to a payee 
informing the payee that the rate of 
backup withholding has increased to 31 
percent, or must undertake other rea
sonable measures to inform the payee 
receiving such notice of the increase in 
the backup withholding rate to 31 
percent. 

IMPORTANT TAX NOTICE * * * * * * * * * * * * * * * * * * * ACTION IS REQUIRED. 

Backup Withholding Warning! 

WE NEED A FORM W-9 FROM YOU BEFORE THE DATE SHOWN BELOW. 

DATE: __________ . Otherwise, backup withholding will begin. 
Account Number ______________________________ ___ 

Current Name on Account ___________________________ _ 
Current TIN on Account ___________________________ ___ 

The Internal Revenue Service (IRS) has notified us that the taxpayer identification number (TIN) 
on your account with us does not match their records. The IRS considers a TIN as incorrect if either 
the name or number shown on an account does not match a name and number combination in their 
files or the files of the Social Security Administration (SSA). If you do not take appropriate action to 
help us correct this problem before the date shown above, the law requires us to withhold 31 percent 
of the interest, dividends, and certain other payments that we make to your account. This is called 
backup withholding. 

In addition to backup withholding, you may be subject to a $50 penalty by the IRS for failing to 
give us your correct nameffIN combination. 

This notice tells you how to help us make your account records accurate and how to avoid backup 
withholding and the penalty. 

Why Your TIN May Be Considered As Incorrect. 
An individual's TIN is his or her social security number (SSN). Often a TIN does not match IRS 

records because a name has changed through marriage, divorce, adoption, etc., and the change has not 
been reported to SSA, so it has not been recorded in SSA's files. 

Sometimes an account or transaction may not contain the correct SSN of the actual owner. For 
example, an account in a child's name may reflect a parent's SSN. (An account should be in the name 
and SSN of the actual owner.) 

What You Need To Do. 
Individuals 

If you have never been assigned a social security number (or if you lost your social security card 
and do not know your SSN): 

I. Call your local SSA office and find out how to obtain an original (or a replacement) social 
security card. Then apply for it. 

2. Read the enclosed Form W-9; write the words "applied for" on the form; sign it, and return it 
to us. This is called an awaiting TIN certificate and applies only to those persons who have never 
been issued an SSN. 
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3. When you receive your social security card, send us another Form W-9 with your SSN and 
name as shown on the card. An awaiting TIN certification will only stop or prevent backup 
withholding before September I, 1993. 

If you already have a social security number, compare the name and SSN on your account with us 
(shown at the beginning of this notice) with the name and SSN shown on your social security card. 
Then use the chart on the next page to decide what action to take. 

IF-
1. The last name and SSN on your account agree 
with the last name and SSN on your social 
security card-

2. The SSN on your account is different from the 
SSN on your social security card, but the last 
name is the same-

3. The last name on your account is different 
from the last name on your social security card, 
but the SSN is the same on both-

4. Both the last name and SSN on your account 
are different from the last name on your social 
securi ty card-

THEN-
1. Contact your local SSA office to ascertain 
whether the information on SSA' s records is dif
ferent from that on your social security card, and 
to resolve any problem. Also, put your name and 
SSN on the enclosed Form W-9 following the in
structions on the form. Sign the Form W-9 and 
send it to us. 

2. Put your name and SSN, as shown on your 
social security card, on the enclosed Form W-9, 
following the instructions on the form, sign it, 
and send it to us. You do not need to contact 
SSA. 

3. Take one of the following steps (but not 
both): 

(a) If the last name on your account is correct, 
contact SSA to correct the name on your social 
security card. Put your SSN and name shown on 
your account on the enclosed Form W -9 follow
ing the instructions on the form, sign it, and send 
it to us. However, if you are not able to contact 
SSA at this time, you can provide us with both 
last names. Put your SSN and the name shown 
on your social security card plus the last name 
shown on your account (in that order) on the 
enclosed Form W-9 following the instructions on 
the form, sign it, and return it to us. For 
example, if your social security card lists your 
maiden name, give us your SSN and your name 
in the following order: First/maiden/married 
name. Please note, however, that you should 
contact SSA as soon as possible so they can 
correct their records. 

(b) If the last name on your social security 
card is correct, put that name and your SSN on 
the enclosed Form W-9 following the instruc
tions on the form. Sign it, and return it to us. 
You do not need to contact SSA. 

4. (a) If the last name and SSN on your social 
security card are correct, put that name and SSN 
on the enclosed Form W-9 following the 
instructions on the form. Sign it, and send it to 
us. You do not need to contact SSA. 

(b) If the last name on your account and the 
SSN on your social security card are correct, 
follow the procedure in section 3(a) above. Be 
sure to put the name shown on your account and 
the name shown on your social security card on 
the Form W -9. 

Once you have resolved what your correct name and TIN combination is, you must provide this 
information to us (and all your other payors) for all of your accounts to avoid a problem in the future. 
If you are required to visit an SSA office, take this notice, your social security card, and any other 
related documents with you. Before you go, you should call SSA so that they can explam what other 
documents you need to bring. 
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Instructions for Nonindividuals and Certain Sole Proprietors 

For most Ilollilldi\'idllals (such as trusts. estates. partnerships, and similar entities), the TIN is the 
employer identification number (EIN). The EIN on your account may be incorrect because !t does not 
contain the number of the actllal owner of the account. For example, an account of an Investment 
club or bowling league should reflect the organization's own EIN and name, rather than the SSN of a 
member. Pleas~ put the name and EIN on the enclosed Form W-9, sign it, and send it to us. 

A sole proprietor must furnish his or her individual name and either his or her SSN or the EIN for 
his or her ~ole proprietorship. In addition to his or her individual name, the sole proprietor may also 
furnish the business name for the sole proprietorship, provided his or her individual name is listed 
before the business name. A sole proprietor must not furnish only the business name. Please put the 
individual name and SSN or EIN on the enclosed Form W-9, sign it, and send it to us. 

Important Reminder! 

YOU MUST SEND US A SIGNED IRS FORM W-9 BEFORE THE DATE OF THIS NOTICE 
even if the name and number (SSN or EIN) on your account with us match the name and number 
(SSN or EIN) on your social security card or the document issuing you an EIN. If we do not receive 
your Form W-9. and any other documents that we need to change the name or TIN (or both) on your 
account before the date of this notice. we are required by law to withhold 31 percent from any 
reportable payment that we pay to your account until we receive the necessary documents. A Form 
W -9 is enclosed for your convenience, as well as any additional documents allowing us to change the 
namelTIN combination on your account. 

APPENDIX 11- Second B Notice 

IMPORTANT TAX NOTICE * * * * * * * * * * * * * * * * * * * ACTION IS REQUIRED. 

Second Backup Withholding Warning! 

YOU MUST HAVE THE IRS OR SSA VALIDATE YOUR TAXPAYER IDENTIFICATION NUMBER AND RETURN 
IT TO US BEFORE THE DATE SHOWN BELOW. 

DATE: _________ . Otherwise, backup withholding will begin. 
Account Number _______________________________________________________________ _ 

Current Name on Account _______________________________________________________ _ 

Current TIN on Account _______________________________________________________ _ 

We have received notice from the Internal Revenue Service (IRS) twice within 3 years stating that 
the combination of the name and taxpayer identification number (name/TIN combination) on your 
account with us is incorrect. (Your account number. current name on the account, and current 
taxpayer identification number (TIN) on the account are shown above.) A namelTIN combination is 
incorrect if it does not match a namelTIN combination shown on the records of the Social Security 
Administration (SSA) or the IRS. 

You should follow the instructions below to correct this problem and send the corrected 
information to us before the date shown above. If we do not have the correct information before that 
date. the law requires us to withhold 31 percent of the interest, dividends, and certain other payments 
that we make to your account beginning on that date. 

Section. 3406 of the Internal Revenue Code requires that we withhold 31 percent in tax, called 
backup WIthholding. when you do not give us your correct name/TIN combination. Because of the 
notices we received . from the IRS, we are now required to disregard any future name/TIN 
COmbinatIOns you furnIsh us for your account (whether or not you certify your TIN under penalties of 
perjury) unless the SSA (or. In the case of an incorrect employer identification number, the IRS) 
\ahdates your namelTIN combination. Also. the IRS may charge you a $50 penalty for failing to 
pro\lde us WIth your correct namelTIN combination. 

What You Need To Do 

Follow the instructions below to correct your account record to avoid backup withholding on your 
account (or to stop It once It has begun) and to avoid the penalty. 
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Individuals 
Instructions for Incorrect Social Security Numbers 

If the incorrect TIN you furnished us is a social security number, you must: 

1. Contact your local SSA office by telephone and ask what you need to do to correct the problem 
for backup withholding tax purposes; 

2. Give a copy of this notice to the SSA; and 

3. Request and authorize the SSA to send Form SSA-7028, Notice to Third Party of Social 
Security Number Assignment, directly to us with a copy of this notice attached. 

Nonindividuals or Certain Sole Proprietors 
Instructions for Incorrect Employer Identification Numbers 

If the incorrect TIN you furnished us is an employer identification number, you must: 
I. Write the Internal Revenue Service Center (Attn: Entity Section) where you file your income tax 

return, and ask the IRS to send you IRS Letter 147C; 

2. Enclose a copy of this notice in your letter to the Internal Revenue Service Center; and 
3. When the IRS sends you the Letter 147C, send it to us with a copy of this notice attached. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Sections 25, 103, 143; 1.25-3T, 
J.lOJ-1, 6a.103A-2.) 

Rev. Proc. 93-38 

SECTION 1. PURPOSE 

This revenue procedure provides 
issuers of qualified mortgage bonds, as 
defined in section 143(a) of the Internal 
Revenue Code, and issuers of mortgage 
credit certificates, as defined in section 
2S(c), with a list of qualified census 
tracts for each state and the District of 
Columbia. 

SEC. 2. BACKGROUND 

.01 Section 103(a) of the Code 
provides that, except as provided in 
section 1 03(b), gross income does not 
include interest on any state or local 
bond. Section 103(b)( 1) provides that 
section 103(a) shall not apply to any 
private activity bond that is not a 
"qualified bond" within the meaning 
of section 141. Section 141 (e) provides 
that the term "qualified bond" in
cludes any private activity bond if that 
bond (1) is a qualified mortgage bond, 
(2) meets the volume cap requirements 
under section 146, and (3) meets the 
applicable requirements under section 
147. 

.02 Section l43(a)(l) of the Code 
provides that the term "qualified mort
gage 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 required reserve) are 
to be used to finance owner-occupied 
residences; (ii) the issue meets the 
requirements of subsections (c ),( d), 
(e),(f),(g),(h),(i), and (m)(7) of section 
143; (iii) the issue does not meet the 
private business tests of paragraphs (1) 
and (2) of section 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 close 
of the first semi-annual period begin
ning after the date the prepayment (or 
complete repayment) is received to 
redeem bonds that are part of the issue. 

.03 An issue of bonds meets the 
requirements of subsection (h) of sec
tion 143 of the Code only if at least 20 
percent of the proceeds of the issue is 
made available for owner-financing of 
"targeted area residences" for at least 
1 year after the date on which owner
financing is first made available with 
respect to targeted area residences. 
Subsection (h)(2) provides, however, 
that the amount made available need 
not exceed 40 percent of the average 
annual aggregate principal amount of 
mortgages executed during the imme
diately preceding 3 calendar years for 
single-family, owner-occupied resid
ences located in targeted areas within 
the jurisdiction of the issuing authority. 

.04 Targeted area residences are de
fined in section 143(j)(l)(A) to include 
residences in a qualified census tract. A 
, 'qualified census tract", according to 
143(j)(2)(A), is a census tract in which 
70 percent or more of the families have 
income that is 80 percent or less of the 
statewide median family income. Sec-

tion 143(j)(2)(B) of the Code provides 
that the determination that a census 
tract is a "qualified census tract" must 
be based on the most recent decennial 
census for which data are available. 
The last list of qualified census tracts, 
published in Rev. Proc. 83-51, 1983-2 
C.B. 555, was based on the 1980 
census. 

.05 Section 6a.103A-2(b)(4)(ii) of 
the Temporary Income Tax Regulations 
provides that, with respect to any 
particular bond issue, the determination 
that a census tract is a "qualified 
census tract" may be based upon the 
decennial census data available 3 
months prior to the date of issuance 
and shall not be affected by official 
changes to the data during or after that 
3-month period. 

.06 Section 143(k)(2)(A) of the 
Code provides that the term' 'statistical 
area" means (i) a metropolitan statisti
cal area (MSA), and (ii) any county (or 
the portion thereof) that is not within 
an MSA. 

.07 An MSA is an area that contains 
a city of at least 50,000 population, or 
an urbanized area of at least 50,000 
with a total metropolitan population of 
at least 100,000. See Office of Manage
ment and Budget Release No. OMB-
93-05, dated December 28, 1992. 

.08 A state or local government may 
elect to exchange all or part of its 
qualified mortgage bond authority for 
authority to issue mortgage credit cer
tificates. In general, the recipient of a 
mortgage credit certificate may claim a 
federal income tax credit equal to the 
product of the certificate credit rate and 
the interest paid or accrued during the 
tax year on the remaining principal of 
the certified indebtedness amount. Sec-
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tion 2S(cj(2)(A)(iii)(V) of the Code pro
vides that the indebtedness certified by 
mortgage credit certificates must meet 
the requirements of section 143(h) con
cerning the portion of loans to be placed 
in targeted areas. 

.09 The list of qualified census tracts 
is developed by HUD for publication by 
the Service. HUD's determination is 
based upon decennial census data re-

ceived by HUD from the Bureau of the 
Census. 

SEC. 3. APPLICA nON 

The qualified census tracts for each 
state and the District of Columbia as 
listed below are based on the 1990 
census. In 1990, the Bureau of the 
Census has provided data for all areas, 

not only the metropolitan statistical 
areas. Thus, the list of qualified census 
tracts includes tracts in Block Number
ing Areas (BNA) in nonmetropolitan 
counties as well as tracts in Metro
politan Statistical Areas (MSA). Pre
viously, the Bureau of the Census had 
provided tract-level data only for metro
politan areas. 

State and County or 
County Equivalent Qualified Census Tracts 

ALABAMA 
Bullock ........................................... . 
Calhoun ........................................... . 
Dallas ............................................. . 

Etowah ............................................ . 
Greene ............................................ . 
Hale .............................................. . 
Houston ........................................... . 
Jefferson .......................................... . 

Lauderdale ......................................... . 
Lee ............................................... . 
Lowndes .......................................... . 
Macon ............................................ . 
Madison ........................................... . 
Mobile ............................................ . 

Montgomery ....................................... . 

Perry ............................................. . 
Russell ............................................ . 
Sumter ............................................ . 
Talladega .......................................... . 
Tuscaloosa ......................................... . 
Wilcox ............................................. 

ALASKA 
Anchorage ......................................... . 
Bethel. ............................................ . 
Dillingham ......................................... . 
Fairbanks North Star ................................. 
Kenai Peninsula ..................................... 
Matanuska-Susitna .................................. . 
Nome ............................................. . 
Southeast Fairbanks .................................. 
Wade Hampton ..................................... . 
Yukon-Koyukuk .................................... . 

ARIZONA 
Apache ............................................ . 

Cochise ............................................ 
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9521.00 
OOOS.OO 
9964.00 
9972.00 
0007.00 
974S.00 
9746.00 
0406.00 
OOOS.OO 
0027.00 
0033.00 
0101.00 
0101.00 
0408.00 
9811.00 
9823.00 
0012.00 
0003.00 
0006.00 
0013.02 
0039.02 
0043.00 
0048.00 
0001.00 
0010.00 
9872.00 
0301.00 
9912.00 
0106.00 
0112.00 
9947.00 

0003.00 
9S13.98 
9716.98 
0011.00 
9543.00 
9743.00 
9510.00 
9560.00 
9712.00 
9604.00 

9760.00 
9774.00 
0009.00 

0006.00 
996S.00 
9973.00 
0008.00 

0007.00 
0029.00 
0039.00 
0103.02 
0103.00 
0415.00 

0016.00 
0004.01 
0012.01 
0014.00 
0040.00 
0045.00 
0049.00 
0002.00 
0011.00 

0302.00 

0117.01 
9950.00 

0004.00 
9514.98 

0018.00 

9605.00 

9771.00 
9775.00 

9969.00 

0015.00 
0030.02 
0045.00 

0105.00 
0416.00 

0021.00 
0004.02 
0012.03 
0015.01 
0041.00 
0046.00 

0003.85 
0012.00 

0006.00 

9606.00 

9772.00 
9778.00 

9970.00 

0023.04 
0032.00 
0051.01 

0107.00 

0005.00 
0013.01 
0015.02 
0042.00 
0047.00 

0006.00 

9773.00 



State and County or 
County Equivalent 

ARIZONA (Continued) 
Coconino .......................................... . 

Gila .............................................. . 
Graham ........................................... . 
La Paz ............................................ . 
Maricopa .......................................... . 

Mohave ........................................... . 
Navajo ............................................ . 

Pima .............................................. . 

Pinal .............................................. . 
yuma ............................................. . 

ARKANSAS 
Crittenden ......................................... . 
Desha ............................................. . 
Jefferson .......................................... . 
Miller ............................................. . 
Phillips ............................................ . 
Pulaski ............................................ . 
Sebastian .......................................... . 
Sharp ............................................. . 
Washington ........................................ . 

CALIFORNIA 
Alameda ........................................... . 

Butte ............................................. . 

Contra Costa ....................................... . 

EI Dorado ......................................... . 
Fresno ............................................ . 

Humboldt .......................................... . 
Imperial ........................................... . 

Kern .......................... ··········· ......... . 

Qualified Census Tracts 

0008.00 0010.00 
0024.00 0025.00 
9850.00 9860.00 
9950.00 
0201.00 0205.00 
0202.00 0926.00 
1132.00 1133.00 
1139.00 1140.00 
1144.00 1145.00 
1148.00 1149.00 
1153.00 1158.00 
3191.00 6232.00 
9501.00 9513.00 
9650.00 9651.00 
9674.00 9675.00 
0001.00 0003.00 
0013.01 0013.02 
0024.00 0026.01 
0042.00 0048.00 
0001.00 0010.00 
0105.00 0114.00 

0306.10 
9503.00 
0011.00 
0206.98 
9805.00 9806.00 
0028.00 
0003.00 0009.01 
9701.00 
0108.00 

4010.00 4013.00 
4016.00 4018.00 
4021.00 4022.00 
4027.00 4028.00 
4062.00 4084.00 
4094.00 4095.00 
4220.00 4339.00 
0006.02 0010.00 
0028.00 0029.00 
3280.00 3650.02 
3790.00 3892.00 
0301.02 
0001.00 0002.00 
0005.00 0006.00 
0009.00 0010.00 
0013.00 0014.05 
0023.00 0024.00 
0027.00 0028.00 
0054.03 0065.00 
0068.02 0071.00 
0082.00 0083.00 
0001.00 0101.00 
0101.00 0104.00 
0115.00 0119.00 
0122.00 0123.01 
0004.00 0006.00 
0013.00 0014.00 

0018.00 0022.00 

0206.00 
1102.00 1112.02 
1135.00 1138.00 
1142.00 1143.00 
1146.00 1147.00 
1150.00 1151.00 
1159.00 1161.00 

9523.00 
9653.00 9660.00 
9676.00 
0009.00 0010.00 
0021.00 0023.00 
0038.00 0041.04 
0049.00 0050.00 
0018.00 0019.00 
0116.00 

4014.00 4015.00 
4019.00 4020.00 
4024.00 4025.00 
4030.00 4054.00 
4088.00 4089.00 
4103.00 4204.00 
4377.00 
0013.00 0025.00 
0030.00 0032.00 
3760.00 3770.00 

0003.00 0004.00 
0007.00 0008.00 
0011.00 0012.00 
0015.00 0020.00 
0025.00 0026.00 
0034.00 0044.04 
0066.02 0068.01 
0078.00 0079.98 
0084.01 

0107.00 0114.00 
0120.00 0121.00 
0125.00 
0011.03 0012.00 
0015.00 0016.00 
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State and County or 
County Equivalent Qualified Census Tracts 

CALIFORNIA (Continued) 
Kern (Continued) .................................... 0019.02 0020.00 0021.00 0022.00 

0023.02 0025.00 0030.00 0043.00 
0044.00 0045.00 0047.00 0048.00 
0049.01 0052.02 0055.04 0063.00 
0064.00 

Kings .............................................. 0003.00 0009.00 0011.00 0013.00 
0014.00 0016.00 

Lake .................................. ············ . 0006.00 0007.00 0008.00 

Los Angeles ........................................ 1047.01 1174.01 1200.00 1232.QJ 
1232.02 1838.00 1901.00 1902.00 
1903.01 1904.00 1905.00 1907.00 
1908.00 1909.01 1909.02 1910.00 
1911.00 1912.01 1912.02 1914.00 
1916.00 1917.00 1918.00 1926.00 
1927.00 1957.00 1976.00 1990.00 
1992.01 1997.00 1999.00 2031.00 
2032.00 2033.00 2034.00 2035.00 
2036.00 2037.00 2043.00 2044.00 
2045.00 2046.00 2049.00 2051.00 
2060.00 2062.00 2063.00 2071.00 
2073.00 2077.00 2080.00 2083.00 
2085.00 2087.00 2088.00 2089.01 
2089.02 2091.01 2091.02 2092.00 
2093.00 2094.01 2094.02 2094.03 
2095.00 2098.00 2100.00 2112.00 
2113.00 2118.02 2119.00 2121.00 
2122.01 2122.02 2123.01 2123.02 
2124.00 2125.00 2126.00 2129.00 
2132.01 2133.00 2134.01 2134.02 
2186.00 2198.00 2211.00 2212.00 
2213.01 2216.00 2217.00 2218.00 
2219.00 2225.00 2226.00 2240.00 
2242.00 2243.00 2244.00 2246.00 
2247.00 2260.00 2264.00 2267.00 
2270.00 2281.00 2282.00 2283.00 
2284.00 2285.00 2286.00 2287.00 
2288.00 2289.00 2291.00 2292.00 
2293.00 2294.00 2311.00 2312.00 
2314.00 2317.00 2318.00 2319.00 
2321.00 2325.00 2327.00 2328.00 
2349.00 2362.01 2362.02 2371.00 
2375.00 2376.00 2377.00 2383.00 
2392.00 2393.00 2395.00 2396.00 
2397.00 2398.00 2400.00 2402.00 
2403.00 2404.00 2405.00 2406.00 
2407.00 2408.00 2409.00 2410.00 
2411.00 2414.00 2420.00 2421.00 
2422.00 2423.00 2426.00 2427.00 
2430.00 2431.00 2733.00 2949.00 
2962.00 4025.01 4082.01 4088.00 
4335.00 4619.00 4620.00 5041.02 
5312.02 5313.02 5315.02 5317.02 
5324.00 5327.00 5328.00 5329.00 
5331.02 5333.00 5335.00 5336.00 
5339.00 5341.00 5342.00 5343.00 
5344.01 5349.00 5350.00 5351.02 
5352.00 5353.00 5354.00 5358.01 
5402.00 5404.00 5415.00 5416.02 
5421.02 5426.00 5716.00 5728.00 
5732.01 5732.02 5733.00 5752.00 
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State and County or 
County Equivalent Qualified Census Tracts 

CALIFORNIA (Continued) 
Los Angeles (Continued) .............................. 5753.00 5754.00 5758.00 5759.00 

5762.00 5763.00 5764.00 5765.00 
6001.00 6002.01 6003.01 6006.02 
6017.00 6019.00 9101.00 

Madera ............................................. 0006.02 0008.00 0009.00 
Mendocino .......................................... 0116.00 
Merced ............................................. 0013.00 0015.00 0016.00 0024.00 
Monterey ........................................... 0007.00 0010.00 0013.00 0106.02 

0129.00 0141.00 
Napa ............................................... 2001.00 
Nevada ............................................. 0010.00 0011.00 
Orange ............................................. 0525.15 0744.05 0745.01 0750.01 

0750.02 0873.00 
Riverside ........................................... 0303.00 0305.00 0422.02 0428.00 

0434.01 0436.00 0440.00 0442.00 
0454.00 0456.02 0457.01 0459.00 
0462.00 

Sacramento ......................................... 0005.00 0006.00 0007.00 0009.00 
0010.00 0012.00 0013.00 0018.00 
0019.00 0020.00 0021.00 0022.00 
0027.00 0028.00 0032.02 0037.00 
0042.03 0044.01 0044.02 0045.00 
0046.01 0046.02 0052.01 0053.00 
0062.02 0063.00 0064.00 0066.00 
0067.02 0068.00 0070.01 0073.00 
0091.10 

San Bernardino ...................................... 0003.01 0014.00 0016.00 0042.00 
0047.00 0048.00 0054.00 0055.00 
0056.00 0057.00 0058.00 0059.00 
0064.00 0065.00 0068.00 0069.00 
0070.00 0075.00 0076.01 0080.02 
0091.02 0094.00 0096.03 0104.02 
0104.09 0105.00 0117.00 

San Diego .......................................... 0012.00 0016.00 0018.00 0022.00 
0023.00 0024.00 0025.01 0026.00 
0027.01 0027.04 0033.00 0034.02 
0035.00 0036.00 0039.00 0040.00 
0041.00 0045.00 0046.00 0047.00 
0048.00 0049.00 0050.00 0051.00 
0052.00 0055.00 0056.00 0066.00 
0083.05 0100.08 0100.09 0104.00 
0114.00 0115.00 0116.00 0118.00 
0125.00 0132.01 0132.03 0132.04 
0144.00 0157.01 0158.00 0182.00 
0184.00 0202.98 

San Francisco ....................................... 0111.00 0114.00 0115.00 0117.00 
0118.00 0120.00 0122.00 0123.00 
0124.00 0125.00 0161.00 0162.98 
0178.00 0201.98 0231.00 0605.00 

San Joaquin ......................................... 0001.00 0002.00 0003.00 0005.00 
0006.00 0007.00 0008.00 0016.00 
0017.00 0019.00 0022.00 0023.00 
0025.00 0026.00 0033.04 0039.00 
0044.01 

San Luis Obispo .................................... 0128.00 
Santa Barbara ....................................... 0024.03 0025.00 0027.02 0029.11 

Santa Clara ......................................... 5009.00 5010.00 
Shasta .............................................. 0101.00 0117.00 0120.00 

Siskiyou ............................................ 0001.00 0002.00 0011.00 
Solano ............................................. 2509.00 2518.02 2528.00 
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CALIFORNIA (Continued) 
Sonoma .............................. " ........... . 
Stanislaus .......................................... . 

Sutter ............................................. . 
Tehama ........................................... . 
Trinity ............................................ . 
Tulare ............................................. . 

Ventura ........................................... . 
yolo .............................................. . 
yuba ............................................. . 

COLORADO 
Adams ............................................ . 
Alamosa ........................................... . 
Arapahoe .......................................... . 
Baca .............................................. . 
Boulder ........................................... . 
Chaffee ........................................... . 
Conejos ........................................... . 
Costilla ............................................ . 
Crowley ........................................... . 
Delta ............................................. . 
Denver ............................................ . 

EI Paso ........................................... . 

Fremont ........................................... . 
Huerfano .......................................... . 
Jefferson .......................................... . 
Larimer ........................................... . 
Las Animas ........................................ . 
Mesa ............................................. . 
Montezuma. '" .................................... . 
Montrose .......................................... . 
Otero ............................................. . 
Prowers ........................................... . 
Pueblo ............................................ . 

Rio Grande ........................................ . 
Saguache .......................................... . 
Sedgwick .......................................... . 
Weld .............................. · .............. . 

CONNETICUT 
Fairfield ........................................... . 
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1504.00 
0008.03 
0018.00 
0038.02 
0502.00 
0011.00 
0002.00 
0002.00 
0007.00 
0022.00 
0032.00 
0043.00 
0032.00 
0101.01 
0403.00 
0409.02 

0078.00 
9817.00 
0049.50 
9848.00 
0123.00 
9609.00 
9746.00 
9826.00 
9896.00 
9648.00 
0004.02 
0009.01 
0016.00 
0024.01 
0027.01 
0036.01 
0119.92 
0003.02 
0023.00 
0044.00 
9790.00 
9806.00 
0104.05 
0006.00 
9831.00 
0001.00 
9695.00 
9663.00 
9880.00 
9857.00 
0002.00 
0010.00 
0014.00 
0022.00 
0030.03 
9768.00 
9777.00 
9984.00 
0001.00 
0008.00 

0703.00 

0016.01 
0020.05 

0003.98 
0003.02 
0011.00 
0028.00 
0039.00 
0044.00 

0102.03 
0404.00 

0073.00 

0126.02 

9747.00 
9827.00 

0006.00 
0011.01 
0019.00 
0024.02 
0027.03 
0036.02 

0017.00 
0026.00 

9808.00 

0013.03 
9832.00 
0002.00 

9881.00 

0006.00 
0011.00 
0018.00 
0025.00 

0002.00 

0704.00 

0016.02 
0021.00 

0005.00 
0012.00 
0029.01 
0041.00 

0105.01 
0405.00 

9748.00 

0007.02 
0014.03 
0020.00 
0025.00 
0031.02 
0045.02 

0019.00 
0028.00 

0020.03 
9834.00 
0003.00 

0007.00 
0012.00 
0020.00 
0026.00 

0006.00 

0705.00 

0017.00 
0022.00 

0006.00 
0016.00 
0030.00 
0042.00 

0116.98 
0406.00 

9749.00 

0008.00 
0015.00 
0021.00 
0026.02 
0035.00 
0083.13 

0022.00 
0029.00 

0008.00 
0013.00 
0021.00 
0029.01 

0007.01 

0706.00 



State and County or 
County Equivalent Qualified Census Tracts 

CONNECTICUT (Continued) 
Fairfield (Continued) ................................. 0708.00 0709.00 0713.00 0714.00 

0715.00 0716.00 0732.00 0736.00 
0738.00 0739.00 0740.00 0742.00 
0743.00 2306.00 

Hartford ............................................ 4159.00 4162.00 4171.00 5001.00 
5003.00 5004.00 5008.00 5009.00 
5010.00 5011.00 5012.00 5013.00 
5014.00 5015.00 5016.00 5017.00 
5018.00 5019.00 5027.00 5028.00 
5029.00 5030.00 5031.00 5033.00 
5034.00 5035.00 5038.00 5041.00 
5043.00 5046.00 5049.00 

Middlesex .......................................... 5416.00 
New Haven ......................................... 1402.00 1403.00 1405.00 1406.00 

1408.00 1413.00 1416.00 1421.00 
1701.01 1701.02 1702.01 1702.02 
1703.00 3501.00 3502.00 3503.00 
3504.00 3505.00 3506.00 3507.00 
3522.00 

New London ........................................ 6901.00 6905.00 6906.00 6969.00 
7022.00 7023.00 

Tolland ............................................. 8812.00 
Windham ........................................... 8001.00 

DELAWARE 
Kent ............................................... 0411.00 
New Castle ......................................... 0001.00 0007.00 0009.00 0017.00 

0020.00 0021.00 0022.00 

DISTRICT OF COLUMBIA 
0036.00 0047.00 0049.01 0049.02 
0058.00 0060.20 0064.10 0072.00 
0074.01 0074.04 0074.06 0074.08 
0088.03 0096.02 0097.00 0098.05 
0098.06 0098.10 0098.20 

FLORIDA 
Alachua ............................................ 0002.00 0006.00 0009.00 0019.02 
Bay ................................................ 0016.00 0017.00 0018.00 0020.00 
Brevard ............................................ 0626.00 
Broward ............................................ 0414.00 0415.00 0416.00 0417.00 

0425.00 1004.00 
Collier ............................................. 0007.00 0112.03 
Columbia ........................................... 9903.00 
Dade ............................................... 0010.04 0014.02 0015.01 0015.02 

0017.02 0017.03 0018.01 0018.03 
0019.01 0019.03 0020.01 0020.03 
0020.04 0024.01 0024.02 0026.00 
0028.00 0029.00 0030.01 0030.02 
0031.00 0034.00 0036.01 0036.02 
0042.00 0044.00 0052.01 0052.02 
0053.01 0053.02 0054.02 0066.02 
0075.02 0089.04 0106.02 0113.00 

Dixie .............................................. 9802.00 
Duval .............................................. 0004.00 0005.00 0010.00 0011.00 

0012.00 0013.00 0015.00 0016.00 
0017.00 0018.00 0019.00 0026.00 
0029.00 

Escambia ........................................... 0002.00 0003.00 0004.00 0006.00 
0007.00 0015.00 0016.00 0017.00 

1993-2 C.B. 489 



State and County or 
County Equivalent 

FLORIDA (Continued) 
Escambia (Continued) .............................. . 
Hillsborough ...................................... . 

Indian River ...................................... . 
Lee .............................................. . 
Leon ............................................. . 

Manatee .......................................... . 
Marion ........................................... . 
Okeechobee. . . . . . . . . . . . . . . . . . . . . . . . . .. . .......... . 
Orange ........................................... . 

Palm Beach ....................................... . 

Pinellas ........................................... . 

Polk ............................................. . 
St. Lucie ......................................... . 
Sarasota .......................................... . 
Seminole ......................................... . 
Volusia ........................................... . 

GEORGIA 
Ben Hill .......................................... . 
Bibb ............................................. . 

Burke ............................................ . 
Calhoun .......................................... . 
Chatham .......................................... . 

Clarke ............................................ . 

Clay ............................................. . 
Colquitt .......................................... . 
Decatur ........................................... . 
Dekalb ........................................... . 
Dooly ............................................ . 
Dougherty ........................................ . 

Floyd ............................................ . 
Fulton ............................................ . 

Glynn ............................................ . 
Laurens ........................................... . 
Liberty ........................................... . 
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0018.00 
0007.00 
0031.00 
0035.00 
0040.00 
0053.00 
0503.02 
0005.02 
0005.00 
0012.00 
0001.03 
0017.00 
9903.00 
0101.00 
0114.00 
0014.04 
0052.02 
0205.00 
0212.00 
0101.00 
0001.00 
0003.00 
0205.00 
0815.00 

9604.00 
0101.00 
0107.00 
0114.00 
9503.00 
9502.00 
0001.00 
0013.00 
0020.00 
0106.04 
0001.00 
0006.00 
9601.00 
9703.00 
9703.00 
0205.00 
9702.00 
0002.00 
0014.02 
0011.00 
0006.00 
0018.00 
0022.00 
0028.00 
0035.00 
0039.00 
0046.95 
0056.00 
0064.00 
0078.04 
0087.01 
0008.00 
9509.00 
0101.00 

0020.00 
0020.00 
0032.00 
0037.00 
0041.00 
0108.07 

0006.00 
0014.00 

0018.00 

0104.00 
0117.02 
0022.00 
0082.01 
0208.00 
0213.00 
0102.00 
0002.00 

0819.00 

0104.00 
0111.00 
0115.00 
9504.00 
9504.00 
0006.01 
0017.00 
0025.00 

0002.00 
0009.00 

0206.00 

0008.00 
0015.00 

0008.00 
0019.00 
0023.00 
0029.00 
0036.00 
0042.95 
0048.00 
0057.00 
0067.00 
0083.02 
0087.02 

0106.00 

0026.00 
0033.00 
0038.00 
0043.00 

0010.01 

0105.00 

0024.00 
0083.01 
0209.95 
0216.95 
0112.02 

0820.00 

0105.00 
0112.00 
0127.00 
9508.00 

0010.00 
0018.00 
0044.00 

0003.00 
0016.98 

0012.00 
0106.01 

0010.95 
0020.00 
0025.00 
0032.00 
0037.00 
0043.00 
0055.01 
0058.00 
0068.02 
0084.00 
0110.00 

0030.00 
0034.00 
0039.00 
0050.00 

0011.01 

0106.00 

0026.00 

0210.95 
0218.95 

0821.00 

0106.00 
0113.00 
0130.00 

0012.00 
0019.00 
0101.01 

0004.00 

0014.01 

0017.00 
0021.00 
0026.00 
0033.00 
0038.00 
0044.00 
0055.02 
0063.00 
0071.00 
0086.02 



State and County or 
County Equivalent Qualified Census Tracts 

GEORGIA (Continued) 
Lowndes ........................................... 0109.00 0110.00 
Mitchell ........................................... 9803.00 
Muscogee .......................................... 0005.00 0006.00 0013.00 0014.00 

0015.00 0016.00 0024.00 0025.00 
0027.00 0028.00 0030.00 0032.00 
0034.00 0108.00 

Quitman ........................................... 9802.00 
Richmond .......................................... 0003.00 0004.00 0007.00 0009.00 

0014.00 0015.00 0103.00 0104.00 
0106.00 

Screven ............................................ 9701.00 
Tift ............................................... 9906.00 
Ware .............................................. 9504.00 9507.00 
Warren ............................................ 9703.00 

HAWAII 
Hawaii ............................................ 0211.00 0212.00 
Honolulu .......................................... 0039.00 0052.00 0054.00 0062.02 

0063.02 0068.04 0070.00 0081.00 
0085.00 0090.00 0095.01 0095.05 
0108.00 

Kaui .............................................. 0410.00 

IDAHO 
Canyon ............................................ 0202.00 0220.00 

ILLINOIS 
Adams ............................................ 0003.00 0004.00 0005.00 0007.00 

0008.00 
Alexander .......................................... 9577.00 9579.00 
Champaign ......................................... 0001.00 0002.00 0003.00 0004.00 

0014.00 0051.00 0059.00 0060.00 
0102.02 0103.00 

Christian ........................................... 9589.00 
Clay .............................................. 9719.00 
Coles .............................................. 0004.00 
Cook .............................................. 0101.00 0312.00 0315.00 0316.00 

0317.00 0707.00 0804.00 0805.00 
0808.00 0819.00 1304.00 2108.00 
2208.00 2210.00 2211.00 2214.00 
2223.00 2224.00 2225.00 2226.00 
2227.00 2228.00 2301.00 2302.00 
2303.00 2309.00 2311.00 2312.00 
2316.00 2317.00 2401.00 2404.00 
2406.00 2407.00 2408.00 2409.00 
2410.00 2411.00 2413.00 2415.00 
2416.00 2417.00 2420.00 2426.00 
2427.00 2431.00 2432.00 2433.00 
2436.00 2501.00 2509.00 2519.00 
2602.00 2603.00 2604.00 2606.00 
2607.00 2608.00 2609.00 2701.00 
2702.00 2703.00 2705.00 2706.00 
2707.00 2708.00 2710.00 2711.00 
2712.00 2713.00 2714.00 2715.00 
2716.00 2719.00 2804.00 2805.00 
2806.00 2807.00 2808.00 2809.00 
281l.00 2812.00 2813.00 2814.00 
2815.00 2816.00 2817.00 2827.00 
2832.00 2833.00 2836.00 2837.00 
2838.00 2839.00 2840.00 2841.00 
2842.00 2843.00 2902.00 2903.00 
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ILLINOIS (Continued) 
Cook (Continued) ................................... 2905.00 2908.00 2909.00 2910.00 

2911.00 2912.00 2913.00 2914.00 
2915.00 2916.00 2918.00 2920.00 
2922.00 2923.00 2925.00 3001.00 
3002.00 3003.00 3007.00 3009.00 
3012.00 3013.00 3101.00 3102.00 
3105.00 3106.00 3108.00 3109.00 
3112.00 3302.00 3303.00 3406.00 
3502.00 3504.00 3511.00 3513.00 
3514.00 3515.00 3601.00 3602.00 
3603.00 3604.00 3605.00 3701.00 
3702.00 3703.00 3704.00 3801.00 
3802.00 3803.00 3804.00 3805.00 
3806.00 3807.00 3808.00 3809.00 
3810.00 3811.00 3812.00 3813.00 
3815.00 3816.00 3817.00 3819.00 
3820.00 3901.00 3903.00 4001.00 
4002.00 4003.00 4004.00 4005.00 
4006.00 4007.00 4008.00 4202.00 
4203.00 4204.00 4205.00 4208.00 
4209.00 4210.00 4211.00 4303.00 
4305.00 4401.00 4607.00 4608.00 
4609.00 4610.00 5401.00 5901.00 
6102.00 6106.00 6110.00 6111.00 
6112.00 6117.00 6118.00 6119.00 
6120.00 6601.00 6701.00 6702.00 
6708.00 6710.00 6711.00 6712.00 
6716.00 6801.00 6802.00 6803.00 
6804.00 6805.00 6806.00 6807.00 
6808.00 6809.00 6810.00 6811.00 
6812.00 6813.00 6901.00 6902.00 
6903.00 6908.00 6911.00 8215.00 
8273.00 8290.00 

Franklin ........................................... 0409.00 
Fulton ............................................. 9535.00 
Hardin ............................................. 9709.00 
Henry ............................................. 0307.00 0308.00 
Jackson ............................................ 0107.00 0109.00 0113.00 
Jefferson ........................................... 0509.00 0510.00 
Kane .............................................. 8512.00 8537.00 8546.98 
Kankakee .......................................... 0110.00 0116.00 0123.00 
Knox .............................................. 0008.00 0011.00 
Lake .............................................. 8623.00 8628.00 
La Salle ........................................... 9633.00 
McDonough ........................................ 0105.00 
McLean ........................................... 0001.01 0016.00 
Macon ............................................. 0001.00 0002.00 0005.98 0006.00 

0007.00 0008.00 0009.00 
Madison ........................................... 4004.00 4005.00 4007.00 4017.01 
Peoria ............................................. 0001.00 0002.00 0003.00 0005.00 

0007.00 0009.00 0012.00 0013.00 
0014.00 0015.00 

Pike ............................................... 9528.00 
Pulaski ............................................ 9711.00 
Richland ........................................... 9780.00 
Rock Island ........................................ 0206.00 0223.00 0224.00 0226.00 

0227.00 0234.00 0236.00 
St. Clair ........................................... 5004.00 5005.00 5006.00 5009.00 

5010.00 5011.00 5022.00 5024.01 
5025.00 5027.00 5028.00 5041.00 
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ILLINOIS (Continued) 
St. Clair (Continued) ............................... . 
Saline ............................................ . 
Sangamon ......................................... . 
Shelby ............................................ . 
Tazewell .......................................... . 
Vermilion ......................................... . 
White ............................................ . 
Will .............................................. . 
Winnebago ........................................ . 

INDIANA 
Allen ............................................. . 

Delaware ......................................... . 
Elkhart ........................................... . 
Floyd ............................................ . 
Howard ........................................... . 
Lake ............................................. . 

La Porte .......................................... . 
Marion ........................................... . 

Miami ............................................ . 
Monroe ........................................... . 
St. Joseph ........................................ . 

Scott ............................................. . 
Tippecanoe ........................................ . 
Vanderburgh '" ................................... . 

Vigo ............................................. . 

Wayne ........................................... . 

IOWA 
Black Hawk ....................................... . 
Dubuque .......................................... . 
Johnson .......................................... . 
Linn ............................................. . 
Polk ............................................. . 
Pottawattamie ..................................... . 
Scott ............................................. . 
Story ............................................. . 
Webster .......................................... . 
Woodbury ........................................ . 

KANSAS 
Cherokee ......................................... . 
Crawford ......................................... . 
Douglas .......................................... . 
Geary ............................................ . 
Labette ........................................... . 
Reno ............................................. . 
Riley ............................................. . 

Qualified Census Tracts 

5042.01 
9555.00 
0008.00 
9596.00 
0202.00 
0001.00 
9580.00 
8819.00 
0010.00 
0026.00 

0010.00 
0018.00 
0004.00 
0027.00 
0702.00 
0001.00 
0108.00 
0120.00 
0129.00 
0303.00 
0402.00 
3226.00 
3517.00 
3532.00 
3541.00 
3559.00 
3572.00 
9529.00 
0002.01 
0018.00 
0029.00 
9668.00 
0103.00 
0012.00 
0020.00 
0001.00 
0019.00 
0002.00 

0001.00 
0001.00 
0004.00 
0019.00 
0050.00 
0309.00 
0105.00 
0005.00 
0007.00 
0012.00 

9585.00 
9575.00 
0004.00 
0001.00 
9508.00 
0008.00 
0004.00 

5044.00 

0015.00 

0002.00 

0011.00 
0029.00 

0012.00 
0019.00 
0006.00 
0028.00 
0707.00 

0111.00 
0125.00 
0206.00 
0310.00 

3416.00 
3521.00 
3535.00 
3544.00 
3564.00 

0002.02 
0019.00 

0105.00 
0014.00 
0025.00 
0003.00 

0003.00 

0003.00 
0002.00 
0010.00 
0020.00 

0106.00 

0015.00 

0002.00 

0010.00 

0017.00 

0024.00 

0013.00 
0028.98 
0009.02 

0117.00 
0127.00 
0301.00 

3508.00 
3528.00 
3536.00 
3547.00 
3569.00 

0016.00 
0020.00 

0016.00 
0026.00 
0005.00 

0007.00 

0107.00 

0016.00 

0023.00 

0025.00 

0017.00 

0019.01 

0118.00 
0128.00 
0302.00 

3516.00 
3531.00 
3539.00 
3550.00 
3571.00 

0021.00 

0019.00 
0104.98 
0006.00 

0109.00 
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KANSAS (Continued) 
Sedgewick ........................................ . 

Shawnee .......................................... . 
Wyandotte ........................................ . 

KENTUCKY 
Bell .............................................. . 
Boyd ............................................. . 
Breathitt .......................................... . 
Campbell ......................................... . 
Clay ............................................. . 
Clinton ........................................... . 
Daviess ........................................... . 
Estill ............................................. . 
Fayette ........................................... . 
Hardin ............................................ . 
Harlan ............................................ . 
Jefferson .......................................... . 

Knox ............................................. . 
Lawrence ......................................... . 
Lee .............................................. . 
McCracken ........................................ . 
McCreary ......................................... . 
Madison .......................................... . 
Magoffin ......................................... . 
Owsley ........................................... . 
Perry ............................................. . 
Rockcastle ........................................ . 
Warren ........................................... . 
Wayne ........................................... . 
Whitley ........................................... . 
Wolfe ............................................ . 

LOUISIANA 
Bossier ........................................... . 
Caddo ............................................ . 

Calcasieu ......................................... . 
East Baton ........................................ . 

East Carroll ....................................... . 
Evangeline ........................................ . 
Iberia ............................................ . 
Jefferson .......................................... . 
Lafayette ......................................... . 
Lincoln ........................................... . 
Madison .......................................... . 
Natchitoches ...................................... . 
Orleans ........................................... . 
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0004.00 
0026.00 
0065.00 
0001.00 
0409.02 
0412.02 
0451.00 

9601.00 
0301.00 
9807.00 
0501.00 
9501.00 
9702.00 
0002.00 
9804.00 
0004.00 
0015.00 
9712.00 
0002.00 
0027.00 
0059.00 
9901.00 
9903.00 
9503.00 
0302.00 
9601.00 
0105.00 
9701.00 
9901.00 
9701.00 
9504.00 
0102.00 
9803.00 
9808.00 
9901.00 

0103.00 
0201.00 
0207.00 
0219.00 
0002.00 
0001.00 
0011.04 
0028.00 
9902.00 
9505.00 
0309.00 
0208.00 
0002.00 
9609.00 
9603.00 
9907.00 
0002.00 
0013.01 
0017.33 
0030.00 
0039.00 
0050.00 

0006.00 
0037.00 

0003.00 
0410.00 
0418.00 

9610.00 

9506.00 

0003.00 

0014.00 
0030.00 
0062.00 
9902.00 

0303.00 
9602.00 

9903.00 

0103.00 
9806.00 

9903.00 

0202.00 
0208.00 
0232.00 
0003.00 
0005.00 
0013.00 
0031.01 
9903.00 

0310.00 
0209.00 
0004.00 

9604.00 

0006.01 
0015.00 
0017.98 
0033.05 
0044.02 
0060.00 

0008.00 
0041.00 

0011.00 
0411.01 
0439.01 

0023.00 
0035.00 

9907.00 

9604.00 

0204.00 
0209.00 
0233.00 
0004.00 
0008.00 
0015.00 

0246.00 
0008.00 

0009.04 
0016.00 
0019.00 
0033.06 
0045.00 
0068.00 

0018.00 
0042.00 

0412.01 
0446.02 

0024.00 
0043.02 

0206.00 
0218.00 
0235.00 
0015.00 
0010.00 
0021.00 

0262.00 
0009.00 

0012.00 
0017.06 
0027.00 
0036.00 
0048.00 
0069.00 



State and County or 
County Equivalent 

LOUISIANA (Continued) 
Orleans (Continued) ................................ . 

Quachita .......................................... . 

Rapides ........................................... . 
St. Mary .......................................... . 
Tangipahoa ........................................ . 
Tensas ............................................ . 
Vermilion ......................................... . 
Webster .......................................... . 

MAINE 
Androscoggin ...................................... . 
Cumberland ....................................... . 

Franklin .......................................... . 
Penobscot ......................................... . 
Somerset. ......................................... . 

MARYLAND 
Allegany .......................................... . 

Anne Arundel ..................................... . 
Baltimore ......................................... . 

Caroline .......................................... . 
Dorchester ........................................ . 
Frederick ......................................... . 
Garrett ........................................... . 
Harford ........................................... . 
Montgomery ....................................... . 
Prince George's ................................... . 
Somerset. ......................................... . 
Talbot ............................................ . 
Washington ....................................... . 

Wicomico ......................................... . 
Worcester ......................................... . 
Baltimore City .................................... . 

Qualified Census Tracts 

0070.00 
0081.01 
0087.00 
0093.01 
0104.00 
0003.00 
0009.00 
0014.00 
0111.00 
0416.00 
9536.00 
9803.00 
9508.00 
0319.00 

0201.00 
0005.00 
0112.00 
9901.00 
0001.00 
9852.00 

0001.00 
0008.00 
0015.01 
7406.00 
4016.01 
4508.02 
9550.00 
9705.00 
7501.00 
0001.00 
3015.00 
7025.00 
8003.00 
9806.00 
9603.00 
0003.02 
0006.02 
0001.00 
9901.00 
0301.00 
0602.00 
0701.00 
0802.00 
0807.00 
0909.00 
1205.00 
1402.00 
1504.00 
1513.00 
1604.00 
1702.00 
1803.00 
2001.00 
2005.00 
2502.03 
2503.03 
2603.03 

0071.00 
0081.02 
0089.00 
0093.02 

0006.00 
0011.00 
0057.00 
0119.00 

0009.00 

0004.00 
0009.00 
0015.03 

4084.00 

7503.00 
0004.00 
3029.01 

8011.01 

0004.00 
0007.00 
0003.00 
9905.00 
0302.00 
0603.00 
0702.00 
0803.01 
0808.00 
1002.00 
l301.00 
1403.00 
1505.00 
1601.00 
1606.00 
1703.00 
1901.00 
2002.00 
2101.01 
2502.04 
2504.02 
2604.01 

0072.00 
0085.00 
0091.00 
0094.00 

0007.00 
0012.00 

0120.00 

0010.00 

0005.00 
0010.00 

4031.01 

7509.00 

8029.03 

0005.00 
0009.00 
0102.00 
9906.00 
0402.00 
0604.00 
0703.00 
0804.00 
0904.00 
1004.00 
l302.00 
1501.00 
1506.00 
1602.00 
1607.00 
1801.00 
1902.00 
2003.00 
2102.01 
2502.07 
2505.00 
2604.02 

1993-2 C.B. 

0080.00 
0086.00 
0092.00 
0102.00 

0008.00 
0013.00 

0129.00 

0014.00 

0007.00 
0013.01 

4507.00 

8035.09 

0006.01 

9907.00 
0501.00 
0605.00 
0704.00 
0806.00 
0907.00 
1204.00 
l303.00 
1502.00 
1512.00 
1603.00 
1701.00 
1802.00 
1903.00 
2004.00 
230l.00 
2503.02 
2506.00 
2604.98 
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State and County or 
County Equivalent 

MARYLAND (Continued) 
Baltimore City (Continued) .......................... . 

MASSACHUSETTS 
Barnstable ........................................ . 
Berkshire ......................................... . 
Bristol ............................................ . 

Essex ............................................ . 

Franklin .......................................... . 
Hampden ......................................... . 

Hampshire ........................................ . 
Middlesex ......................................... . 

Norfolk ........................................... . 
Plymouth ......................................... . 
Suffolk ........................................... . 

Worcester ......................................... . 

MICHIGAN 
Alcona ........................................... . 
Bay .............................................. . 
Berrien ........................................... . 

Calhoun .......................................... . 
Cass ............................................. . 
Chippewa ......................................... . 
Clare ............................................. . 

Crawford ......................................... . 
Delta ............................................. . 
Genessee ......................................... . 

Gladwin .......................................... . 
Houghton ......................................... . 
Ingham ........................................... . 

Iosco ............................................. . 
Iron .............................................. . 
Jackson ........................................... . 

496 1993-2 C.B. 

Qualified Census Tracts 

2606.04 
2718.02 

0123.00 
9001.00 
6403.00 
6412.00 
6507.00 
6517.00 
6526.00 
2061.00 
2501.00 
2507.00 
2512.00 
0414.00 
8006.00 
8011.01 
8020.00 
8117.00 
8204.00 
3101.00 
3112.00 
7621.95 
5109.00 
0006.02 
0504.00 
0610.00 
0702.00 
0801.00 
0805.00 
0810.00 
0821.00 
0924.00 
7107.00 
7317.00 

9803.00 
2802.00 
0001.00 
0005.00 
0023.00 
0003.00 
0009.00 
9707.00 
9801.00 
9809.00 
9601.00 
9701.00 
0002.00 
0015.00 
0021.00 
9901.00 
9903.00 
0002.00 
0014.00 
0043.02 
9903.00 
9803.00 
0002.00 

2608.00 
2803.01 

0124.00 
9006.00 
6409.00 
6413.00 
6509.00 
6518.00 
6527.00 
2068.00 
2503.00 
2509.00 
2513.00 

8007.00 
8012.00 
8114.00 
8123.00 

3108.00 
3524.00 

0103.00 
0506.00 
0611.00 
0704.00 
0802.00 
0806.00 
0811.00 
0902.00 
1002.00 
7313.00 
7320.01 

9805.00 
2803.00 
0002.00 
0006.00 

0004.00 

9802.00 
9810.00 

0004.00 
0017.00 
0022.00 
9902.00 

0007.00 
0015.00 
0044.02 
9904.00 
9804.00 
0006.00 

2707.01 
2803.02 

9012.00 
6410.00 
6414.00 
6511.00 
6519.00 

2069.00 
2504.00 
2510.00 

8008.00 
8018.00 
8115.00 

3110.00 

0104.02 
0507.00 
0613.00 
0711.00 
0803.00 
0807.00 
0812.00 
0904.00 
1602.00 
7314.00 
7321.00 

2811.00 
0003.00 
0021.00 

0021.00 

9803.00 
9812.00 

0008.00 
0018.00 
0034.00 
9908.00 

0008.00 
0019.00 

9905.00 

0007.00 

2716.00 
2804.04 

9211.00 
6411.00 
6506.00 
6512.00 
6525.00 

2070.00 
2505.00 
2511.00 

8009.00 
8019.00 
8116.00 

3111.00 

0503.00 
0607.00 
0701.00 
0712.00 
0804.00 
0808.00 
0813.00 
0906.00 
1604.00 
7315.00 
7325.00 

0004.00 
0022.00 

9805.00 

0014.00 
0020.00 
0038.00 

0013.00 
0042.00 

9911.00 

0010.00 



State and County or 
County Equivalent Qualified Census Tracts 

MICHIGAN (Continued) 
Jackson (Continued) ........ ........................ 0011.00 0012.00 
Kalamazoo ......................................... 0001.00 0002.02 0003.00 0004.02 

0006.00 0008.01 0008.02 0009.00 
0015.04 

Kent .............................................. 0015.00 0020.00 0026.00 0028.00 
0030.00 0036.00 0038.00 

Keweenaw ......................................... 9601.00 9602.00 
Lake .............................................. 9602.00 9603.00 9604.00 9605.00 

9606.00 9607.00 
Mackinac .......................................... 9503.00 
Manistee ........................................... 9901.00 
Marquette .......................................... 0005.00 0024.00 
Montmorency ....................................... 9901.00 9903.00 9905.00 
Muskegon .......................................... 0001.00 0002.00 0003.00 0006.02 

0011.00 0012.00 0013.00 0014.01 
0014.02 

Newaygo ...................... " .................. 9702.00 
Oakland ........................................... 1412.00 1417.00 1425.00 
Ogenaw ....................... " .................. 9503.00 9506.00 9507.00 9508.00 
Oscoda ............................................ 9704.00 
Roscommon ........................................ 9701.00 9702.00 9706.00 
Saginaw ........................................... 0001.00 0002.00 0003.00 0004.00 

0005.00 0007.00 0009.00 0011.00 
0109.00 

St. Clair ........................................... 6240.00 
Shiawasee .......................................... 0312.00 
Van Buren ................................... , ..... 0106.00 
Washtenaw ......................................... 4002.00 4022.00 4106.00 4110.00 

4111.00 4112.00 
Wayne ............................................ 5004.00 5020.00 5037.00 5039.00 

5040.00 5041.00 5043.00 5044.00 
5045.00 5047.00 5048.00 5050.00 
5053.00 5070.00 5072.00 5076.00 
5077.00 5078.00 5079.00 5080.00 
5102.00 5103.00 5104.00 5105.00 
5107.00 5108.00 5109.00 5111.00 
5112.00 5113.00 5114.00 5116.00 
5117.00 5121.00 5122.00 5123.00 
5124.00 5126.00 5129.00 5134.00 
5136.00 5139.00 5140.00 5141.00 
5143.00 5145.00 5147.00 5148.00 
5149.00 5153.00 5155.00 5156.00 
5161.00 5162.00 5163.00 5164.00 
5168.00 5173.00 5174.00 5176.00 
5177.00 5178.00 5180.00 5183.00 
5184.00 5185.00 5186.00 5187.00 
5188.00 5202.00 5203.00 5204.00 
5205.00 5206.00 5211.00 5213.00 
5214.00 5215.00 5218.00 5220.00 
5221.00 5222.00 5223.00 5224.00 
5231.00 5232.00 5235.00 5236.00 
5237.00 5238.00 5245.00 5251.00 
5253.00 5254.00 5258.00 5265.00 
5301.00 5303.00 5307.00 5308.00 
5310.00 5311.00 5313.00 5316.00 
5317.00 5318.00 5319.00 5327.00 
5333.00 5334.00 5336.00 5343.00 
5344.00 5346.00 5364.00 5367.00 
5436.00 5437.00 5438.00 5439.00 
5451.00 5453.00 5454.00 5525.00 
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State and County or 
County Equivalent 

MICHIGAN (Continued) 
Wayne (Continued) ................................. . 

MINNESOTA 
Aitkin ............................................ . 
Beltrami .......................................... . 
Cass ............................................. . 

Clearwater ........................................ . 
Crow Wing ....................................... . 
Hennepin ......................................... . 

Hubbard .......................................... . 
Itasca ............................................ . 
Koochiching ....................................... . 
Mahnomen ........................................ . 
Otter Tail ......................................... . 
Ramsey ........................................... . 

St. Louis ......................................... . 

Steams ........................................... . 
Swift ............................................. . 
Todd ............................................. . 
Traverse .......................................... . 
Wadena ........................................... . 

MISSISSIPPI 
Coahoma ......................................... . 
Forrest ........................................... . 

Harrison .......................................... . 
Hinds ............................................ . 

Holmes ........................................... . 
Lauderdale ........................................ . 
Madison .......................................... . 
Pike .............................................. . 
Tunica ............................................ . 
Warren ........................................... . 
Washington ....................................... . 
Yazoo ............................................ . 

MISSOURI 
Adair. ............................................ . 
Barry ............................................. . 
Benton ........................................... . 
Boone ............................................ . 

Buchanan ......................................... . 
Butler ............................................ . 
Camden .......................................... . 

498 1993-2 C.B. 

Qualified Census Tracts 

5526.00 
5534.00 
5735.00 

9902.00 
9508.00 
9602.00 
9612.00 
9602.00 
9501.00 
0010.00 
0034.00 
0042.00 
0057.00 
0061.00 
0072.00 
0079.00 
0085.00 
9704.00 
9811.00 
9906.00 
9603.00 
9615.00 
0305.00 
0330.00 
0340.00 
0012.00 
0018.00 
0028.00 
0001.00 
9602.00 
9902.00 
9602.00 
9801.00 

9501.00 
0001.00 
0009.00 
0021.00 
0010.00 
0031.00 
9504.00 
0001.00 
0305.00 
9503.00 
9501.00 
9503.00 
0004.00 
9505.00 

9506.00 
9606.00 
9605.00 
0001.00 
0009.00 
0010.00 
9505.00 
9507.00 

5530.00 
5535.00 
5848.00 

9903.00 
9509.00 
9604.00 

0022.00 
0038.00 
0047.00 
0058.00 
0069.00 
0073.00 
0082.00 
0094.00 

0313.00 
0331.00 

0013.00 
0019.00 
0032.00 

9903.00 

9506.00 
0004.00 

0017.00 

9505.00 
0006.00 
0310.00 

0005.00 

9507.00 

9606.00 
0004.00 

0013.00 
9507.00 

5532.00 
5537.00 

9904.00 

9606.00 

0028.00 
0039.00 
0049.00 
0059.00 
0070.00 
0077.00 
0083.00 
0250.00 

0327.00 
0336.00 

0016.00 
0025.00 
0033.00 

9507.00 
0005.00 

0018.00 

0006.00 

0005.00 

5533.00 
5707.00 

9909.00 

9610.00 

0033.00 
0041.00 
0054.00 
0060.00 
0071.00 
0078.00 
0084.00 

0329.00 
0337.00 

0017.00 
0027.00 
0137.01 

0006.00 

0020.00 

0019.00 

0008.00 



State and County or 
County Equivalent 

MISSOURI (Continued) 
Cape Girardeau .................................... . 
Clay ............................................. . 
Dunklin .......................................... . 
Greene ........................................... . 

Hickory .......................................... . 
Howell ........................................... . 
Jackson ........................................... . 

Jasper ............................................ . 
Laclede ........................................... . 
Marion ........................................... . 
Morgan ........................................... . 
Oregon ........................................... . 
Pemiscot .......................................... . 
Pettis ............................................. . 
Ripley ............................................ . 
St. Louis ......................................... . 
Scott ............................................. . 
Texas ............................................ . 
Wayne ........................................... . 
Wright ........................................... . 
St. Louis City ..................................... . 

MONTANA 
Big Horn ......................................... . 
Carbon ........................................... . 
Cascade .......................................... . 
Glacier ........................................... . 
Lewis and Clark ................................... . 
Missoula .......................................... . 
Valley ............................................ . 
Yellowstone ....................................... . 

NEBRASKA 
Douglas .......................................... . 

Lancaster ......................................... . 
Polk ............................................. . 
Sarpy ............................................ . 
Thomas ........................................... . 

NEVADA 
Churchill ......................................... . 
Clark ............................................. . 

Elko ............................................. . 
Washoe ........................................... . 

Qualified Census Tracts 

9814.00 
0200.00 
9601.00 
0001.00 
0016.00 
9701.00 
9902.00 
0002.00 
0023.00 
0032.00 
0039.00 
0058.01 
0101.00 
9606.00 
9607.00 
9705.00 
9801.00 
9702.00 
9806.00 
9702.00 
2139.00 
9809.00 
9802.00 
9901.00 
9904.00 
1054.00 
1066.00 
1112.00 
1193.00 
1211.00 
1242.00 

9642.00 
9655.00 
0006.00 
9762.00 
9796.00 
0002.01 
9549.00 
0001.00 

0007.00 
0011.00 
0039.00 
0059.02 
0007.00 
9873.98 
0103.02 
9571.00 

9501.98 
0003.02 
0007.00 
0036.02 
9505.00 
0033.01 

9610.00 
0005.00 
0018.02 
9702.00 

0015.00 
0024.00 
0034.00 
0042.00 

9704.00 
2140.00 

9902.00 

1061.00 
1097.00 
1113.00 
1201.00 
1212.00 
1257.00 

0003.00 

0008.00 
0012.00 
0040.00 

0018.00 

0004.00 
0008.00 
0038.00 
9506.00 

0006.00 
0020.00 
9704.00 

0016.00 
0026.00 
0036.01 
0052.00 

2217.98 

9904.00 

1062.00 
1102.00 
1115.00 
1202.00 
1213.00 
1266.00 

0009.00 
0016.00 
0052.00 

0020.00 

0005.04 
0009.00 
0039.98 

1993-2 C.B. 

0007.00 
0033.00 

0017.00 
0030.00 
0037.00 
0053.00 

1063.00 
1105.00 
1181.00 
1203.00 
1224.00 
1267.00 

0010.00 
0019.00 
0059.01 

0006.00 
0011.00 
0043.00 
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State and County or 
County Equivalent 

NEW HAMPSHIRE 
Hillsborough ...................................... . 

NEW JERSEY 
Atlantic ........................................... . 

Bergen ........................................... . 
Burlington ........................................ . 

Camden .......................................... . 

Cape May ........................................ . 
Cumberland ....................................... . 

Essex ............................................ . 

Hudson ........................................... . 

Mercer ........................................... . 

Middlesex ......................................... . 
Monmouth ........................................ . 

Ocean ............................................ . 

Passaic ........................................... . 

Salem ............................................ . 
Union ............................................ . 

NEW MEXICO 
Bernalillo ......................................... . 
Chaves ........................................... . 
Cibola ............................................ . 
Curry ............................................ . 
Don Ana ......................................... . 

500 1993-2 C.B. 

Qualified Census Tracts 

0005.00 0013.00 

0004.00 0008.00 
0015.00 0016.00 
0023.00 0025.00 
0101.98 0103.98 
7006.04 7021.01 
7021.04 7021.05 
6002.00 6003.00 
6007.00 6008.00 
6011.00 6012.00 
6016.00 6017.00 
6041.00 6104.00 
0205.00 0214.00 
0201.00 0202.00 
0401.00 0402.00 
0002.00 0003.00 
0010.00 0011.00 
0017.00 0018.00 
0027.00 0028.00 
0031.00 0032.00 
0037.00 0039.00 
0048.01 0048.02 
0056.00 0057.00 
0060.00 0062.00 
0067.00 0068.00 
0082.00 0083.00 
0086.00 0087.00 
0091.00 0092.00 
0106.00 0109.00 
0184.00 0186.00 
0013.00 0018.00 
0034.00 0037.00 
0156.00 0160.00 
0168.00 0170.00 
0177.00 0190.00 
0008.00 0009.00 
0015.00 0016.00 
0020.00 
0045.00 0054.00 
8003.00 8047.97 
8070.02 8070.03 
8076.00 8099.03 
7152.00 7200.00 
7312.00 
1752.00 1753.00 
1759.00 1804.00 
1809.00 1814.00 
1816.02 1817.01 
1820.00 1822.00 
0202.00 0203.00 
0302.00 0304.00 
0317.00 0393.00 

0014.00 0028.00 
0001.00 
9746.00 9747.00 
0001.00 0004.00 
0004.01 0010.00 

0014.00 

0011.00 0014.00 
0018.00 0019.00 

0400.98 
7021.02 7021.03 
7022.04 
6004.00 6005.00 
6009.00 6010.00 
6013.00 6015.00 
6018.00 6019.00 

0215.00 0218.01 
0203.00 0205.00 

0007.00 0009.00 
0014.00 0015.00 
0019.00 0026.00 
0029.00 0030.00 
0034.00 0035.00 
0040.00 0044.00 
0050.00 0054.00 
0058.00 0059.00 
0063.00 0066.00 
0075.01 0081.00 
0084.00 0085.00 
0088.00 0089.00 
0093.00 0097.00 
0110.00 0113.00 

0020.00 0033.00 
0041.02 0046.00 
0161.00 0166.00 
0172.00 0175.00 
0191.00 
0010.00 0014.00 
0017.00 0019.00 

0055.00 0059.00 
8056.00 8058.02 
8072.97 8073.00 

7201.00 7222.00 

1754.00 1758.00 
1805.00 1807.00 
1815.00 1816.01 
1817.02 1818.00 
1823.00 1828.00 
0220.00 
0311.00 0314.00 



State and County or 
County Equivalent Qualified Census Tracts 

NEW MEXICO (Continued) 
Guadalupe ......................................... 9618.00 9619.00 
Lea ............................................... 0004.00 
Lincoln ............................................ 9804.00 
Luna .............................................. 9868.00 
McKinley .......................................... 9721.00 9723.00 9724.00 9725.00 

9727.00 
Otero .............................................. 0001.00 
Rio Arriba ......................................... 9636.00 
San Juan .......................................... 0010.02 
San Miguel ........................................ 9571.00 9577.00 
Socorro ............................................ 9784.00 
Torrance ........................................... 9631.00 

NEW YORK 
Albany ............................................ 0002.00 0006.00 0008.00 0011.00 

0025.00 
Bronx ............................................. 0015.00 0017.00 0023.00 0025.00 

0027.01 0027.02 0031.00 0033.00 
0035.00 0037.00 0039.00 0041.00 
0043.00 0044.00 0047.00 0048.00 
0049.00 0050.00 0052.00 0059.01 
0060.00 0062.00 0065.00 0067.00 
0069.00 0071.00 0073.00 0075.00 
0077.00 0079.00 0081.00 0083.00 
0085.00 0086.00 0087.00 0089.00 
0091.00 0099.00 0105.00 0115.01 
0115.02 0119.00 0121.01 0121.02 
0123.00 0127.01 0127.02 0129.01 
0129.02 0131.00 0133.00 0135.00 
0137.00 0139.00 0141.00 0143.00 
0144.00 0145.00 0147.00 0149.00 
0155.00 0157.00 0161.00 0165.00 
0167.00 0169.00 0173.00 0175.00 
0177.00 0179.00 0187.00 0189.00 
0193.00 0197.00 0199.00 0201.00 
0205.00 0206.02 0211.00 0213.01 
0213.02 0215.01 0215.02 0217.01 
0217.02 0219.00 0220.00 0221.00 
0223.00 0225.00 0227.01 0227.02 
0229.01 0229.02 0231.00 0233.01 
0233.02 0235.01 0235.02 0237.01 
0237.02 0239.00 0241.00 0243.00 
0245.00 0251.00 0253.00 0257.00 
0263.00 0265.00 0271.01 0334.00 
0336.00 0361.00 0363.00 0365.01 
0365.02 0367.00 0369.01 0369.02 
0373.00 0375.01 0375.02 0375.03 
0377.00 0379.00 0381.00 0383.00 
0385.00 0389.00 0391.00 0393.00 
0397.00 0399.01 0403.01 0403.02 
0407.01 0458.00 

Broome ............................................ 0003.00 0005.00 0010.00 0011.00 
0012.00 0013.00 

Cattargus .......................................... 9619.00 9622.00 
Cayuga ............................................ 0419.00 
Chautauqua ........................................ 0303.00 0305.00 
Chemung .......................................... 0001.00 0006.00 0007.00 0008.00 

0010.00 
Clinton ............................................ 1015.00 
Delaware .......................................... 9909.00 

1993-2 C.B. 501 



State and County or 
County Equivalent Qualified Census Tracts 

NEW YORK (Continued) 
Dutchess ........................................... 2203.00 2204.00 
Erie ............................................... 0003.00 0004.00 0005.00 0012.00 

0013.01 0013.02 0014.02 0015.00 
0016.00 0017.00 0020.00 0024.00 
0025.02 0026.00 0027.01 0027.02 
0028.00 0029.00 0031.00 0032.01 
0032.02 0033.02 0034.00 0035.00 
0036.00 0040.01 0040.02 0044.02 
0055.00 0056.00 0060.00 0061.00 
0062.02 0069.00 0070.00 0071.01 
0071.02 0072.01 0083.00 0122.00 
0148.04 0161.00 0162.00 

Franklin ........................................... 9913.00 
Genesee ........................................... 9515.00 
Herkimer .................................... ·.··· . 0108.00 0111.00 
Jefferson ........................................... 0608.00 0620.00 
Kings ............................................. 0002.00 0020.00 0023.00 0025.00 

0027.00 0029.01 0029.02 0059.00 
0071.00 0072.00 0082.00 0084.00 
0085.00 0112.00 0125.00 0127.00 
0185.01 0217.00 0221.00 0225.00 
0229.00 0233.00 0235.00 0237.00 
0239.00 0241.00 0243.00 0247.00 
0251.00 0255.00 0257.00 0259.01 
0259.02 0261.00 0281.00 0283.00 
0285.01 0285.02 0287.00 0289.00 
0299.00 0303.00 0307.00 0309.00 
0326.00 0328.00 0330.00 0331.00 
0340.00 0342.00 0347.00 0348.01 
0348.02 0349.00 0351.00 0352.00 
0357.00 0359.00 0360.02 0361.00 
0363.00 0365.01 0365.02 0367.00 
0369.00 0371.00 0373.00 0379.00 
0382.00 0387.00 0389.00 0391.00 
0393.00 0395.00 0405.00 0409.00 
0411.00 0417.00 0419.00 0421.00 
0423.00 0425.00 0427.00 0429.00 
0431.00 0433.00 0435.00 0453.00 
0465.00 0483.00 0487.00 0489.00 
0491.00 0493.00 0505.00 0507.00 
0509.00 0511.00 0513.00 0523.00 
0525.00 0527.00 0529.00 0531.00 
0533.00 0535.00 0537.00 0539.00 
0545.00 0547.00 0551.00 0555.00 
0572.00 0884.00 0892.00 0896.00 
0900.00 0906.00 0908.00 0910.00 
0912.00 0944.02 0982.00 1034.00 
1106.00 1110.00 1126.00 1130.00 
1132.00 1134.00 1138.00 1140.00 
1148.00 1152.00 1156.00 1160.00 
1164.00 1166.00 1168.00 1170.00 
1194.00 1196.00 1210.00 1214.00 

Monroe ............................................ 0002.00 0007.00 0013.00 0014.00 
0015.00 0016.00 0017.00 0027.00 
0032.00 0039.00 0040.00 0041.00 
0043.00 0047.01 0050.00 0052.00 
0053.00 0057.00 0059.00 0064.00 
0065.00 0080.00 0090.00 0091.00 
0092.00 0093.01 0094.02 0096.01 
0096.04 0116.03 0153.01 
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NEW YORK (Continued) 
Montgomery ........................................ 0709.00 0725.00 
Nassau ............................................ 5177.04 
New York ......................................... 0002.01 0006.00 0010.02 0013.00 

0014.02 0020.00 0022.02 0024.00 
0025.00 0026.01 0026.02 0030.01 
0036.01 0041.00 0101.00 0117.00 
0125.00 0143.00 0156.02 0164.00 
0166.00 0168.00 0172.01 0172.02 
0178.00 0180.00 0182.00 0184.00 
0186.00 0188.00 0190.00 0192.00 
0194.00 0196.00 0201.02 0202.00 
0204.00 0206.00 0207.02 0209.01 
0212.00 0213.01 0213.02 0216.00 
0217.01 0218.00 0219.97 0220.00 
0222.00 0223.97 0223.98 0224.00 
0226.00 0227.02 0228.00 0229.00 
0230.00 0231.02 0232.00 0234.00 
0235.02 0243.01 0243.02 0245.00 
0249.00 0251.00 0269.00 0277.00 
0285.00 0291.00 0293.00 

Niagara ............................................ 0202.00 0205.00 0206.00 0209.00 
0211.00 0213.00 0237.00 

Oneida ............................................ 0202.01 0203.00 0204.00 0205.00 
0206.00 0207.01 0208.02 0208.03 
0209.00 0210.00 0211.01 0212.01 
0215.00 0218.00 0219.00 0220.00 
0225.00 0238.00 

Onondaga .......................................... 0005.00 0006.00 0013.00 0014.00 
0021.00 0022.00 0023.00 0024.00 
0030.00 0032.00 0033.00 0034.00 
0035.00 0039.00 0040.00 0041.00 
0042.00 0043.00 0052.00 0053.00 
0054.00 0056.02 

Orange ............................................ 0004.00 0005.00 0150.00 
Queens ............................................ 0025.00 0043.00 0050.00 0055.00 

0087.00 0252.00 0405.00 0410.00 
0871.00 0918.00 0942.02 0952.00 
0972.00 

Rensselaer ......................................... 0404.00 0407.00 
Richmond .......................................... 0015.00 0040.00 0133.01 0319.01 
St. Lawrence ....................................... 9911.00 9912.00 9922.00 
Schenectady ........................................ 0203.00 0209.00 0210.01 0210.02 

0211.03 
Suffolk ............................................ 1580.07 
Tompkins .......................................... 0004.00 0008.00 0012.00 
Westchester ........................................ 0004.01 0005.00 0093.00 

NORTH CAROLINA 
Ashe .............................................. 9703.00 
Buncombe ......................................... 0002.00 0009.00 
Craven ............................................ 9608.00 
Cumberland ........................................ 0001.00 0002.00 0010.00 0013.00 

0022.00 
Durham ............................................ 0005.00 0008.02 0011.00 0012.02 

0014.00 0015.02 0017.01 
Edgecombe ......................................... 0201.00 
Forsyth ............................................ 0003.01 0005.01 0006.00 0007.00 

0008.01 0008.02 0032.00 
Guilford ........................................... 0111.01 0139.00 0143.00 0146.00 
Halifax ............................................ 9909.00 
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NORTH CAROLINA (Continued) 
Lee .............................................. . 
Lenoir ............................................ . 
Madison .......................................... . 
Mecklenburg ...................................... . 

Nash ............................................. . 
New Hanover ..................................... . 
Onslow ........................................... . 
Pasquotank ........................................ . 
Pitt .............................................. . 
Robeson .......................................... . 
Swain ............................................ . 
Vance ............................................ . 
Wake ............................................ . 
Wayne ........................................... . 
Wilson ........................................... . 

NORTH DAKOTA 
Cass ............................................. . 
Grand Forks ...................................... . 
McLean .......................................... . 

OHIO 
Adams ........................................... . 
Allen ............................................. . 

Ashtabula. . . . . . . . . . . . . . . . . . . . . . . . . . . .. . .......... . 
Belmont .......................................... . 
Butler ............................................ . 

Clark ............................................. . 

Columbiana ....................................... . 
Cuyahoga ......................................... . 

Franklin .......................................... . 
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0302.00 
0103.00 
0103.00 
0006.00 
0037.00 
0050.00 
0101.00 
0101.00 
0008.00 
9603.00 
0007.00 
9608.00 
9601.98 
9607.00 
0508.0( 
0017.00 
0002.00 

0003.00 
0103.00 
9606.00 

9905.00 
0127.00 
0138.00 
0007.01 
0116.00 
0003.00 
0101.04 
0001.00 
0009.02 
9518.00 
1011.01 
1019.00 
1032.00 
1038.00 
1043.00 
1047.01 
1077.00 
1086.00 
1096.00 
1105.00 
1114.02 
1119.02 
1126.00 
1131.00 
1136.00 
1141.00 
1145.00 
1155.00 
1166.00 
1186.02 
1194.02 
1201.00 
1514.00 
0007.30 
0016.00 
0023.00 
0030.00 

0303.00 
0104.00 

0008.00 
0039.01 

0110.00 
0009.00 

0509.00 

0008.01 

0128.00 

0121.00 
0004.00 
0128.00 
0002.00 
0012.00 
9521.00 
1012.00 
1025.00 
1033.00 
1039.00 
1044.00 
1056.01 
1079.00 
1088.00 
1097.00 
1112.00 
1116.00 
112l.00 
1127.00 
1132.00 
1137.00 
1142.00 
1147.00 
116l.00 
118l.00 
1189.00 
1195.02 
1202.00 
1915.00 
0013.00 
0017.00 
0027.10 
0038.00 

0023.00 
0039.02 

0111.00 
0020.00 

051l.00 

0135.00 

0007.01 
0140.00 
0003.00 

9525.98 
1013.00 
1026.00 
1035.00 
104l.00 
1045.00 
1072.00 
1082.00 
1089.00 
1098.00 
1113.00 
1117.00 
1122.00 
1128.00 
1133.00 
1138.00 
1143.00 
1148.00 
1164.00 
1185.00 
119l.00 
1197.02 
1206.00 

0014.00 
0018.10 
0028.00 
004l.00 

0026.00 
0045.00 

0114.00 

0542.98 

0136.00 

0007.02 

0009.01 

1018.00 
1028.00 
1037.00 
1042.00 
1046.00 
1075.00 
1084.00 
1093.00 
1104.00 
1114.01 
1118.00 
1123.00 
1129.00 
1135.00 
1139.00 
1144.00 
1151.00 
1165.00 
1186.01 
1193.00 
1198.00 
1233.00 

0015.00 
0022.00 
0029.00 
0042.00 
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OHIO (Continued) 
Franklin (Continued) ............................... . 

Hamilton ......................................... . 

Jackson ........................................... . 
Jefferson .......................................... . 
Lake ............................................. . 
Lawrence ......................................... . 
Lorain ............................................ . 
Lucas ............................................ . 

Mahoning ......................................... . 

Marion ........................................... . 
Meigs ............................................ . 
Montgomery ....................................... . 

Muskingum ....................................... . 
Richland .......................................... . 
Scioto ............................................ . 
Stark ............................................. . 

Summit ........................................... . 

Trumbell. ......................................... . 
Washington ....................................... . 

OKLAHOMA 
Bryan ............................................ . 
Canadian ......................................... . 
Carter ............................................ . 
Choctaw .......................................... . 
Cleveland ......................................... . 
Comanche ........................................ . 
Grady ............................................ . 
Muskogee ......................................... . 
Okfuskee ......................................... . 
Oklahoma ......................................... . 

Qualified Census Tracts 

0043.00 
0053.00 
0061.00 
0002.00 
0008.00 
0014.00 
0023.00 
0035.00 
0043.00 
0069.00 
0085.02 
0093.00 
9576.00 
0001.00 
2059.96 
0506.00 
0223.00 
0012.02 
0023.00 
0028.00 
0036.00 
0042.00 
8002.00 
8009.00 
8020.00 
8031.00 
8037.00 
8104.00 
0001.00 
9644.00 
0003.00 
0017.00 
0037.00 
0047.00 
9821.00 
0001.00 
9931.00 
7001.00 
7023.00 
5011.00 
5017.00 
5025.00 
5038.00 
5044.00 
5067.00 
5101.00 
9201.00 
0205.00 

9956.00 
3010.01 
9928.00 
9972.00 
2001.00 
0012.00 
0001.00 
0004.00 
9808.00 
1011.00 

0044.00 
0054.10 
0074.10 
0003.01 
0009.00 
0015.00 
0028.00 
0036.00 
0047.02 
0074.00 
0086.01 
0227.00 

0002.00 
2061.97 

0015.00 
0025.00 
0029.00 
0037.00 
0043.01 
8005.00 
8010.00 
8021.00 
8032.00 
8040.00 

0009.00 

0010.00 
0019.00 
0040.00 
0602.00 

0002.00 
9935.00 
7015.00 
7101.00 
5012.00 
5018.00 
5031.00 
5041.00 
5053.00 
5068.00 
5103.01 
9205.00 

9964.00 

0016.00 
0002.00 

1024.00 

0050.00 
0055.00 
0078.20 
0003.02 
0010.00 
0016.00 
0030.00 
0037.00 
0066.00 
0077.00 
0087.00 

0003.00 

0017.00 
0026.00 
0030.00 
0038.00 

8006.00 
8017.00 
8022.00 
8034.00 
8044.00 

0012.00 
0035.00 
0041.00 
0702.01 

0007.00 
9936.00 
7017.00 
7104.00 
5014.00 
5019.00 
5034.00 
5042.00 
5056.00 
5069.00 

0018.00 

1025.00 

0051.00 
0060.00 

0004.00 
0011.00 
0017.00 
0034.00 
0038.00 
0067.00 
0080.00 
0091.00 

0008.00 

0020.00 
0027.00 
0034.00 
0041.00 

8007.00 
8019.00 
8023.00 
8035.00 
8103.00 

0015.00 
0036.00 
0043.00 

7018.00 

5015.00 
5024.00 
5035.00 
5043.00 
5066.00 
5074.00 

1026.00 
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OKLAHOMA (Continued) 
Oklahoma (Continued) .............................. . 

Payne ............................................ . 
Pontotoc .......................................... . 
Pottawatomie ...................................... . 
Pushmataha ....................................... . 
Stephens .......................................... . 
Tulsa ............................................. . 

OREGON 
Clatsop ........................................... . 
Jackson ........................................... . 
Lane ............................................. . 
Malheur .......................................... . 
Marion ........................................... . 
Multnomah ........................................ . 

PENNSYLVANIA 
Allegheny ......................................... . 

Beaver ........................................... . 
Berks ............................................ . 
Blair ............................................. . 
Cambria ..... " ................................... . 

Centre ............................................ . 
Clinton ........................................... . 
Crawford ......................................... . 
Dauphin .......................................... . 
Delaware ......................................... . 
Elk .............................................. . 
Erie .............................................. . 

Fayette ........................................... . 
Lackawanna ....................................... . 
Lancaster .......................................... 
Lawrence ......................................... . 

Lehigh ........................................... . 
Luzerne .......................................... . 
Lycoming ......................................... . 
Mercer ........................................... . 
Northhampton ..................................... . 
Northumberland .................................... . 
Philadelphia ....................................... . 
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1028.00 
1038.00 
1047.00 
1058.00 
0104.00 
9891.00 
5002.00 
9976.00 
0005.00 
0006.00 
0076.08 

9508.00 
0001.00 
0038.00 
9704.00 
0019.00 
0022.01 
0034.02 

0103.00 
0501.00 
0510.00 
1204.00 
1304.00 
1604.00 
2509.00 
3102.95 
4824.00 
5140.00 
6012.00 
0001.00 
1019.00 
0001.00 
0008.00 
0121.00 
9706.00 
1116.00 
0206.00 
4052.00 
9903.00 
0001.00 
0012.00 
0018.00 
2605.00 
1002.00 
0009.00 
0004.00 
0009.00 
0013.00 
2010.00 
0008.00 
0302.00 
0105.00 
9616.00 
0006.00 
0021.00 
0046.00 
0092.00 

1030.00 
1039.00 
1055.00 
1071.01 

9892.00 

0007.00 
0021.00 
0080.01 

0042.00 

0022.02 

0203.00 
0502.00 
0511.00 
1207.00 
1305.00 
1606.00 
2609.98 
4291.97 
4838.00 
5509.00 
6044.00 
0013.00 

0002.00 
0009.00 

0214.00 
4056.00 

0003.00 
0013.00 
0019.00 
2608.00 
1015.00 
0016.00 
0005.00 

0307.00 
011l.00 

0013.00 
0034.00 
0052.00 
0094.00 

1033.00 
1041.00 
1056.00 
1076.06 

0023.00 

0023.01 

0314.00 
0508.00 
0818.00 
1208.00 
1306.00 
1803.00 
2808.00 
4644.00 
4869.00 
5519.00 
6045.00 
0022.00 

0004.00 
0010.00 

4058.02 

0004.00 
0014.00 

2623.00 

0006.00 

0308.00 

0014.00 
0035.00 
0056.00 
0105.00 

1036.02 
1046.00 
1057.00 

0046.00 

0033.01 

0411.00 
0509.00 
1016.00 
1303.00 
1504.00 
2017.00 
2811.96 
4657.97 
4923.00 
5521.00 
6051.00 
0026.00 

0006.00 
0013.00 

0007.00 
0015.00 

0007.00 

0020.00 
0036.00 
0069.00 
0106.00 



State and County or 
County Equivalent Qualified Census Tracts 

PENNSYLV ANIA (Continued) 
Philadelphia (Continued) ............................. 0107.00 0108.00 0109.00 0110.00 

0123.00 0127.00 0131.00 0132.00 
0133.00 0137.00 0138.00 0139.00 
0140.00 0141.00 0145.00 0147.00 
0148.00 0149.00 0151.00 0152.00 
0153.00 0155.00 0156.00 0157.00 
0161.00 0162.00 0163.00 0164.00 
0165.00 0167.00 0168.00 0169.00 
0175.00 0176.00 0177.00 0195.00 
0196.00 0197.00 0199.00 0322.00 
0327.00 

Venango ........................................... 2003.00 
Washington ........................................ 7041.00 7546.00 7751.00 
Westmoreland ...................................... 8007.01 8028.00 8053.00 8054.00 
york .............................................. 0002.00 0007.00 

RHODE ISLAND 
Providence ......................................... 0002.00 0003.00 0004.00 0005.00 

0007.00 0009.00 0010.00 0011.00 
0012.00 0019.00 0026.00 0030.00 
0149.00 0180.00 

SOUTH CAROLINA 
Charleston ......................................... 0006.00 0009.00 0011.00 0013.00 

0014.00 0037.00 0041.00 0043.00 
0045.00 

Dorchester ......................................... 0109.97 
Florence ........................................... 0007.00 
Greenville .......................................... 0006.00 0007.00 0008.00 0013.01 

0023.03 0023.04 
Greenwood ......................................... 9705.00 
Horry ............................................. 0704.00 
Lee ............................................... 9806.00 
Marlboro .......................................... 9602.00 
Orangeburg ........................................ 0112.00 0113.00 
Richland ........................................... 0005.00 0010.00 0013.00 0014.00 

0015.00 0016.00 0018.00 0019.00 
0109.00 

Spartanburg ........................................ 0201.00 0202.00 0204.00 0208.00 
0210.01 

Sumter ............................................ 0013.00 0015.00 
york .............................................. 0013.02 0617.02 

SOUTH DAKOTA 
Jackson ............................................ 9912.00 
Shannon ........................................... 9936.00 9937.00 
Todd .............................................. 9927.00 

TENNESSEE 
Campbell .......................................... 9501.00 9503.00 
Claiborne .......................................... 9704.00 9705.00 
Cocke ............................................. 9804.00 
Davidson .......................................... 0118.00 0119.00 0124.00 0125.00 

0136.00 0140.00 0141.00 0142.00 
0143.00 0144.00 0148.00 0161.00 
0165.00 

Fentress ........................................... 9651.00 
Hamilton .......................................... 0003.00 0008.00 0011.00 0012.00 

0015.00 0016.00 0019.00 0020.00 
0021.00 0023.00 0025.00 0031.00 
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TENNESSEE (Continued) 
Hancock .......................................... . 
Haywood ......................................... . 
Knox ............................................. . 

Madison .......................................... . 

Montgomery ....................................... . 
Overton .......................................... . 
Pickett ........................................... . 
Polk ............................................. . 
Scott ............................................. . 
Shelby ............................................ . 

Sullivan .......................................... . 
Washington ....................................... . 

TEXAS 
Bell .............................................. . 

Bexar ............................................ . 

Bowie ............................................ . 
Brazos ............................................ . 
Brewster .......................................... . 
Brooks ........................................... . 
Brown ............................................ . 
Caldwell .......................................... . 
Cameron .......................................... . 

Cherokee ......................................... . 
Cooke ............................................ . 
Culberson ......................................... . 
Dallas ............................................ . 
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9601.00 
9808.00 
0002.00 
0007.00 
0013.00 
0005.00 
0012.00 
1001.00 
9506.98 
9852.00 
9501.00 
9753.00 
0002.00 
0006.00 
0019.00 
0023.00 
0040.00 
0046.00 
0050.00 
0055.00 
0060.00 
0078.10 
0105.00 
0401.00 
0607.00 

0207.01 
0227.00 
1102.00 
1107.00 
1301.00 
1307.85 
1503.00 
1601.00 
1702.00 
1709.00 
1901.00 
0102.00 
0006.01 
9504.00 
9502.00 
9506.00 
9604.00 
0105.00 
0116.00 
0128.00 
0134.01 
0138.02 
0140.01 
9504.00 
9905.00 
9502.00 
0004.01 
0015.04 
0022.01 
0027.02 
0034.00 
0039.01 
0048.00 

9602.00 

0004.00 
0009.00 
0014.00 
0008.00 

1004.00 

0003.00 
0008.00 
0020.00 
0024.00 
0041.00 
0047.00 
0051.00 
0057.00 
0061.00 
0084.00 

0404.00 

0207.02 
0228.01 
1103.00 
1108.00 
1302.00 
1311.00 
1505.00 
1606.00 
1703.00 
1710.00 

0103.00 
0014.00 

9507.00 

0109.00 
0118.02 
0131.05 
0134.02 
0139.01 
0140.02 

0004.05 
0016.00 
0022.02 
0028.00 
0035.00 
0039.02 
0086.01 

9603.00 

0005.00 
0011.00 
0056.00 
0010.00 

1008.00 

0004.00 
0010.00 
0021.00 
0028.00 
0044.00 
0048.00 
0053.00 
0058.00 
0067.00 
0090.00 

0209.00 
0228.02 
1105.00 
1109.00 
1305.00 
1401.00 
1508.00 
1610.85 
1704.00 
1711.00 

0105.00 

0110.00 
0125.03 
0132.01 
0137.00 
0139.02 
0141.00 

0015.02 
0019.00 
0025.00 
0029.00 
0036.00 
0040.00 
0086.02 

0006.00 
0012.00 

0011.00 

1009.00 

0005.00 
0018.00 
0022.00 
0036.00 
0045.00 
0049.00 
0054.00 
0059.00 
0068.00 
0103.00 

0226.00 

1106.00 
1110.00 
1306.00 
1501.00 
1519.00 
1701.00 
1707.00 
1712.00 

0111.00 
0126.03 
0133.02 
0138.01 
0139.03 

0015.03 
0020.00 
0027.01 
0033.00 
0037.00 
0041.00 
0089.00 



State and County or 
County Equivalent 

TEXAS (Continued) 
Dallas (Continued) ................................. . 

Deaf Smith ....................................... . 
Denton ........................................... . 
Dimmit ........................................... . 
Duval ............................................ . 
Ector ............................................. . 

Edwards .......................................... . 
EI Paso ........................................... . 

Falls ............................................. . 
Frio .............................................. . 
Galveston ......................................... . 

Grayson .......................................... . 
Gregg ............................................ . 
Guadalupe ........................................ . 
Hale ............................................. . 
Hall .............................................. . 
Harris ............................................ . 

Hays ............................................. . 
Hidalgo ........................................... . 

Hill .............................................. . 
Howard ........................................... . 
Hudspeth ......................................... . 
Jefferson .......................................... . 

Jim Hogg ......................................... . 

Qualified Census Tracts 

0093.04 
0103.00 
0115.00 
9505.00 
0209.00 
9501.00 
9501.00 
0014.00 
0020.00 
9501.00 
0003.01 
0017.00 
0021.00 
0028.00 
0036.00 
0041.05 
0104.02 
9904.00 
9502.00 
1225.00 
1248.00 
0016.02 
0001.00 
2102.00 
9501.00 
9503.00 
0201.01 
0205.03 
0207.03 
0210.02 
0300.22 
0304.01 
0307.01 
0322.01 
0330.02 
0416.01 
0430.02 
0505.02 
0514.02 
0524.00 
0105.00 
0201.00 
0205.02 
0211.00 
0215.00 
0219.00 
0225.00 
0231.01 
0237.00 
0244.00 
9609.00 
9503.00 
9501.00 
0001.03 
0010.00 
0019.00 
0054.00 
0061.00 
9503.00 

0101.01 
0104.00 
0190.13 

9502.00 
9503.00 
0015.00 

0004.02 
0018.00 
0022.00 
0029.00 
0039.02 
0101.00 
0104.03 

9503.00 
1236.00 
1249.00 

0012.00 

0201.02 
0205.98 
0207.04 
0215.03 
0300.24 
0304.02 
0316.01 
0324.03 
0339.03 
0419.04 
0502.00 
0509.02 
0516.02 
0525.03 

0202.00 
0205.03 
0213.01 
0216.00 
0220.02 
0226.00 
0231.02 
0240.00 
0245.00 

0007.00 
0014.00 
0051.00 
0057.00 
0062.00 

0101.02 
0105.00 

9503.00 
9504.00 
0018.00 

0014.00 
0019.00 
0026.00 
0030.00 
0039.03 
0103.10 
0105.00 

1238.00 

0111.98 

0204.00 
0206.01 
0208.01 
0217.01 
0301.02 
0305.01 
0317.04 
0329.02 
0400.26 
0419.06 
0503.01 
0510.00 
0519.02 
0531.03 

0204.01 
0206.00 
0213.02 
0218.01 
0221.02 
0228.00 
0235.02 
0242.01 
0246.00 

0008.00 
0017.00 
0052.00 
0059.00 

0102.00 
0114.02 

0019.00 

0016.00 
0020.00 
0027.00 
0032.00 
0041.03 
0104.01 

1240.00 

0112.98 

0205.01 
0206.98 
0208.02 
0218.01 
0303.00 
0305.02 
0320.02 
0329.03 
0414.02 
0424.01 
0504.00 
0513.00 
0520.01 

0205.01 
0207.03 
0213.03 
0218.02 
0224.00 
0229.00 
0236.00 
0242.02 

0009.00 
0018.00 
0053.00 
0060.00 
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State and County or 
County Equivalent 

TEXAS (Continued) 
Jim Wells ... " ................................... . 
Kaufman .......................................... . 
Lamar ............................................ . 
La Salle .......................................... . 
Limestone ......................................... . 
Lubbock ..... " ................................... . 

Lynn ............................................. . 
McLennan ........................................ . 

Madison .......................................... . 
Maverick ......................................... . 
Menard ........................................... . 
Midland .......................................... . 
Mills ............................................. . 
Montgomery ....................................... . 
Nacogdoches ...................................... . 
Newton ........................................... . 
Nolan ............................................ . 
Nueces ........................................... . 

Palo Pinto ........................................ . 
Pecos ............................................ . 
Potter ............................................ . 

Presidio .......................................... . 
Reeves ........................................... . 
Robertson ......................................... . 
San Patricio ....................................... . 
Smith ............................................ . 
Starr ............................................. . 

Tarrant ........................................... . 

Taylor ............................................ . 

Terry ............................................. . 
Tom Green ....................................... . 
Travis ............................................ . 

Val Verde ........................................ . 
Victoria .......................................... . 
Waller. ........................................... . 
Webb ............................................ . 

Wichita ........................................... . 

Wilbarger .... '" .................................. . 
Willacy ........................................... . 

510 1993-2 C.B. 

Qualified Census Tracts 

9506.00 
0505.00 
0005.00 0006.00 
9502.00 
9705.00 
0002.02 0003.01 
0006.05 0006.06 
0011.00 0013.00 
9503.00 
0001.00 0004.00 
0015.00 0019.00 
9801.00 
9502.00 9504.00 
9502.00 
0014.00 0015.00 
9503.00 
0906.23 
9509.00 
9503.00 
9503.00 
0004.00 0005.00 
0011.00 0012.00 
0056.02 
9809.00 
9503.00 
0103.00 0106.00 
0120.00 0121.00 
0129.00 0130.00 
9502.00 
9505.00 
9602.00 
0113.00 
0002.02 0005.00 
9501.00 9502.00 
9506.00 9507.00 
1010.00 1011.00 
1018.00 1020.00 
1033.00 1034.00 
1037.02 1038.00 
1061.02 1218.00 
0102.00 0110.00 
0118.00 
9503.00 
0005.00 0006.00 
0006.03 0006.04 
0008.04 0009.01 
0021.11 0023.04 
0023.12 
9506.00 
0001.00 0003.01 
0805.98 
0001.03 0001.04 
0006.00 0007.00 
0012.00 0013.00 
0018.02 
0101.00 0102.00 
0105.00 0108.00 
0113.00 
9507.00 
9503.00 9506.00 

0003.02 0006.03 
0007.00 0010.00 

0005.98 0012.00 
0033.00 

9505.00 9506.00 

0017.00 

0009.00 0010.00 
0013.00 0015.00 

0111.00 0112.00 
0122.00 0126.00 
0131.00 

0006.00 
9504.00 9505.00 

1016.00 1017.00 
1030.00 1032.00 
1036.01 1037.01 
1039.00 1050.06 
1222.00 1223.00 
0111.00 0117.00 

0015.00 
0008.02 0008.03 
0009.02 0018.12 
0023.05 0023.10 

0006.01 

0003.00 0005.00 
0008.00 0009.00 
0014.00 0018.01 

0103.00 0104.00 
0111.00 0112.00 



State and County or 
County Equivalent 

TEXAS (Continued) 
Williamson ........................................ . 
Zapata ............................................ . 
Zavala ............................................ . 

UTAH 
Davis ............................................ . 
Salt Lake ......................................... . 

San Juan ......................................... . 
Utah ............................................. . 

Washington ....................................... . 
Weber ............................................ . 

VERMONT 
Chittenden ........................................ . 

VIRGINIA 
Amherst .......................................... . 
Buchanan ......................................... . 
Campbell ......................................... . 
Carroll ........................................... . 
Charlotte .......................................... . 
Chesterfield ....................................... . 
Dickenson ........................................ . 
Grayson .......................................... . 
Lee ...................................... " ...... . 

Lunenburg ........................................ . 
Prince William .................................... . 
Russell ........................................... . 
Scott ............................................. . 
Smyth ............................................ . 
Southhampton ..................................... . 
Tazewell .......................................... . 
Washington ....................................... . 
Wise ............................................. . 
Briston City ....................................... . 
Charlottesville City ................................. . 
Chesapeake City ................................... . 
Danville City ...................................... . 
Emporia City ...................................... . 
Franklin City ...................................... . 
Hopewell City ..................................... . 
Lynchburg City .................................... . 

Newport News City ................................ . 

Norfolk City ...................................... . 

Norton City ....................................... . 
Petersburg City .................................... . 

Portsmouth City ................................... . 

Qualified Census Tracts 

0210.00 
9502.00 
9501.00 

1263.00 
1003.02 
1024.00 
9783.00 
0016.00 
0025.00 
9853.00 
2009.00 

0004.00 

0105.02 
9905.00 
0214.98 
9906.00 
9902.00 
1004.06 
9901.00 
9901.00 
9901.00 
9906.00 
9903.00 
9009.03 
9901.00 
0302.00 
9902.00 
2003.00 
9903.00 
0103.00 
9910.98 
0203.00 
0002.98 
0201.00 
0004.00 
8901.00 
0902.00 
8207.00 
0005.98 
0012.00 
0024.98 
0302.00 
0308.00 
0002.01 
0025.00 
0035.01 
0043.00 
0048.00 
0065.01 
9902.98 
8101.00 
8107.00 
2105.00 
2114.00 
2121.00 

0214.02 

9502.00 

1014.00 
1025.00 
9784.00 
0018.00 

2012.00 

0010.00 

9902.00 
9903.00 
9903.00 

9902.00 
0303.98 

0108.00 
9911.00 

0203.00 
0005.00 
8904.97 

0006.00 
0013.00 

0304.00 
0309.00 
0009.00 
0026.00 
0035.02 
0044.00 
0050.00 
0065.02 

8103.00 
8108.00 
2110.00 
2118.00 
2124.00 

9503.00 

1020.00 
1026.00 

0019.00 

2019.00 

9903.00 

9904.00 

9903.00 
0304.00 

0109.00 
9916.00 

0205.01 
0016.98 

0007.00 
0014.98 

0305.00 
0310.00 
0013.00 
0027.00 
0041.00 
0046.00 
0052.00 

8104.00 

2111.00 
2119.00 
2126.00 
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1021.00 
1116.00 

0024.00 

9904.00 

9905.00 

9905.00 

0205.02 

0011.00 
0023.95 

0306.00 
0323.00 
0016.00 
0029.00 
0042.00 
0047.00 
0059.01 

8106.00 

2113.00 
2120.00 
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State and County or 
County Equivalent 

VIRGINIA (Continued) 
Richmond City .................................... . 

Roanoke City ..................................... . 

Salem City ........................................ . 
Suffolk City ....................................... . 
Virginia Beach City ................................ . 
Waynesboro City .................................. . 

WASHINGTON 
Adams ........................................... . 
Asotin ............................................ . 
Benton ........................................... . 
Clallam ........................................... . 
Clark ............................................. . 
Cowlitz ........................................... . 

Franklin .......................................... . 
Island ............................................ . 
King ............................................. . 

Kitsap ............................................ . 
Mason ............................................ . 
Okanogan ......................................... . 
Pierce ............................................ . 

Skamania ......................................... . 
Snohomish ........................................ . 
Spokane .......................................... . 

Stevens ........................................... . 
Walla Walla ...................................... . 
Whatcom ......................................... . 
Whitman .......................................... . 
yakima ........................................... . 

WEST VIRGINIA 
Cabell ............................................ . 
Kanawha ......................................... . 
Marion ........................................... . 
Ohio ............................................. . 

WISCONSIN 
Ashland .......................................... . 
Brown ............................................ . 
Burnett ........................................... . 
Dane ............................................. . 
Douglas .......................................... . 
Eau Claire ........................................ . 
Fond Du Lac ..................................... . 
Iron .............................................. . 
Kenosha .......................................... . 
La Crosse ........................................ . 
Menominee ....................................... . 
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Qualified Census Tracts 

0201.00 
0208.00 
0301.00 
0604.00 
0007.00 
0011.00 
0104.00 
0651.00 
0450.85 
0031.00 

9504.00 
9803.00 
0116.00 
9801.00 
0418.00 
0001.00 
0010.00 
0201.00 
9702.00 
0053.02 
0087.00 
0808.98 
9614.00 
9702.00 
0614.00 
0622.00 
0720.00 
9501.00 
0402.00 
0001.00 
0015.00 
0027.00 
0035.00 
9510.00 
9205.00 
0006.00 
0005.00 
0001.00 
0013.00 
0025.00 

0005.00 
0009.00 
0201.00 
0001.00 

9501.00 
0008.00 
9701.00 
0014.01 
0201.00 
0011.00 
0406.00 
9803.00 
0010.00 
0003.00 
9701.00 

0202.00 
0209.00 
0413.00 

0008.00 
0013.00 

0654.00 

0423.00 
0002.00 

0202.00 
9709.00 
0073.00 
0091.00 
0810.00 

9703.00 
0616.01 
0626.00 
0729.01 

0002.00 
0022.00 
0028.00 
0138.00 

0006.00 
0002.00 
0015.00 

0006.00 

0010.00 
9702.00 
0016.01 
0203.00 

0011.00 

0204.00 
0210.00 
0601.00 

0009.00 

0655.00 

0425.00 
0003.00 

0085.00 
0092.00 
0903.00 

0616.02 
0627.00 

0004.00 
0023.00 
0030.00 

0003.00 
0023.00 

0007.00 

9705.00 
0016.02 

0206.00 
0211.00 
0603.00 

0010.00 

0427.00 
0005.02 

0086.00 
0265.00 

0617.00 
0718.02 

0014.00 
0024.00 
0034.00 

0006.00 
0024.00 

9707.00 
0032.00 



State and County or 
County Equivalent Qualified Census Tracts 

WISCONSIN (Continued) 
Milwaukee ........................................ . 0012.00 

0064.00 
0068.00 
0080.00 
0084.00 
0088.00 
0097.00 
OlO1.00 
0105.00 
0116.00 
0120.00 
0132.00 
0137.00 
0141.00 
0148.00 
0157.00 
0166.00 
0177.00 
9902.00 
0003.00 
9805.00 
9509.00 
0006.00 

Oconto ...................................... , .... . 
Racine ...... " ..... , .......................... , ... . 
Sawyer ........................................... . 
Vilas ........................................... · .. 
Winnebago ........................................ . 

WYOMING 
Albany ................................... , ....... . 9633.00 

9561.00 
9832.00 
0001.00 
0001.00 
9956.97 
9592.00 

Converse ......................................... . 
Fremont ...... , ..... , ............... " ............ . 
Laramie .......................................... . 
Natrona ........................................... . 
Park .. , ....... , ................................ , .. 
Platte ............................................. . 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 83-51 is obsolete except 
as provided in section 5.02 of this 
revenue procedure. 

SEC. 5. EFFECTIVE DATES 

.01 An issuer may rely on the list of 
qualified census tracts contained in this 
revenue procedure with respect to a 
commitment to provide financing if, in 
the case of a commitment made on or 
before the date of purchase of the 
residence, the commitment is made 
during the period specified in this 
section 5.01 or, in the case of a 
commitment made after the purchase 
date, the residenct! was purchased 
during the period specified in this 
section 5.Dl. The period begins on 
October 4, 1993, the date of publica
tion of this revenue procedure in the 
Internal Revenue Bulletin, and ends on 
the date as of which the list of 
qualified census tracts is rendered 
obsolete by a new revenue procedure. 

. 02 Notwithstanding section 5.01 of 
this revenue procedure, issuers may 
continue to rely on the list of qualified 
census tracts contained in Rev. Proc. 
83-51 for mortgages financed with 
proceeds of bonds that were sold, or 
for certificates issued with respect to 
bond authority that was exchanged, on 
or before January 4, 1994, the date that 
is 3 months after publication of this 
revenue procedure in the Internal Reve
nue Bulletin, if the commitments to 
provide financing for the mortgages or 
to issue certificates are made on or 
before March 4, 1994, the date that is 5 
months after publication of this revenue 
procedure in the Internal Revenue 
Bulletin. 

26 CFR 601.201: Rulings and determination 
letters. 
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SECTION 1. PURPOSE 

.01 This revenue procedure contains 
procedures of the Internal Revenue 
Service pertaining to the issuance of 
determination letters on the qualified 
status of pension, profit-sharing, and 
annuity plans under sections 401(a) and 
403(a) of the Internal Revenue Code, 
as amended by the following laws 
(hereinafter referred to collectively as 
"TRA"): 

(1) The Tax Reform Act of 1986 
(TRA '86), Pub. L. 99-514; 

(2) The Omnibus Budget Reconcilia
tion Act of 1986 (OBRA '86), Pub. L. 
99-509; 

(3) The Omnibus Budget Reconcilia
tion Act of 1987 (OBRA '87), Pub. L. 
100-203; 

(4) The Technical and Miscellaneous 
Revenue Act of 1988 (T AMRA), Pub. 
L. 100-647; 

(5) The Omnibus Budget Reconcilia
tion Act of 1989 (OBRA '89), Pub. L. 
101-239; 

(6) The Unemployment Compensa
tion Amendments of 1992 (UCA), Pub. 
L. 102-318; and 

(7) The Omnibus Budget Reconcilia
tion Act of 1993 (OBRA '93), Pub. L. 
103-66. 

.02 These procedures modify and 
supersede, in part, the Service's general 
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determination letter procedures under 
Rev. Proc. 93-6, 1993-1 C.B. 430, and 
apply to any determination letter ap
plication that is filed with the Service 
on or after October 12, 1993. This 
revenue procedure supersedes Rev. 
Proc. 91-66, 1991-2 C.B. 870, with the 
exception of sections 8.03-8.08 relat
ing to M&P and regional prototype 
plans, and Rev. Proc. 92-60, 1992-2 
C.B. 413. 

.03 This revenue procedure provides 
for a new graduated user fee schedule 
for applications filed for a determina
tion letter. This new schedule does not 
increase the user fee applicable to the 
types of TRA determination letters that 
have been previously available under 
other revenue procedures, but provides 
the fees that will apply to the addi
tional types of letters available under 
this revenue procedure. 

.04 This revenue procedure provides 
guidance pertaining to the submission 
of determination letter requests involv
ing plans that are relying on the 
separate line of business rules under 
section 414(r) of the Code to satisfy 
the minimum coverage requirements 
and minimum participation require
ments. 

.05 This revenue procedure modifies 
Rev. Proc. 93-12, 1993-1 C.B. 479, 
relating to the required amendment 
dates for plan amendments to comply 
with the requirements of section 
401(a)(31) of the Code. 

.06 This revenue procedure provides 
extended reliance procedures for indi
vidually designed defined contribution 
and defined benefit plans that satisfy 
the requirements contained in this 
revenue procedure, and supersedes, in 
part, Rev. Proc. 93-9, 1993-1 C.B. 
474. 

.07 This revenue procedure modifies 
Rev. Proc. 93-10, 1993-1 C.B. 476, to 
provide special submission instructions 
applicable to determination letter ap
plications for nonstandardized safe har
bor plans that are filed on or after 
October 12, 1993. 

SEC. 2. BACKGROUND 

.01 Rev. Proc. 93-6 contains the 
general procedures of the Service per
taining to the issuance of determination 
letters on the qualification of pension, 
profit-sharing, stock bonus, and annuity 
plans. These procedures pertain to 
determinations involving both plans 
that have not terminated and terminat
ing plans. 

.02 On September 3, 1993, final 
nondiscrimination regulations under 
section 401(a)(4) of the Code were 
published in the Federal Register, 58 
Fed. Reg. 46773 (1993). The regula
tions under section 401(a)(4) are part 
of a comprehensive package of non
discrimination regulations that provides 
guidance with respect to the require
ments of various sections of the Code, 
including sections 401(a)(4), 
401(a)(17), 401(a)(26), 401(1), 41O(b), 
and 414(s). On September 7, 1993, 
proposed amendments to the final 
regulations under section 414(r) of the 
Code, concerning separate lines of 
business were published in the Federal 
Register, 58 Fed. Reg. 47090 (1993). 
These regulations reflect the provisions 
of TRA '86 and certain subsequent 
legislation. 

.021 In order to be considered non
discriminatory under the section 
401 (a)( 4) regulations, a plan must 
satisfy three general requirements. 
First, either contributions or benefits 
under the plan must be nondiscrimina
tory in amount. The regulations provide 
a number of design-based and sim
plified testing safe harbors for plans to 
meet the nondiscrimination in amount 
requirement, as well as general testing 
rules for plans that do not satisfy the 
safe harbor requirements. Second, ben
efits, rights, and features provided 
under the plan must be made available 
in a nondiscriminatory manner. Third, 
the effect of plan amendments (includ
ing grants of past service credit) and 
plan terminations must be nondiscrimi
natory. 

.03 Prior to the publication of the 
final section 401 (a)( 4) regulations, the 
Service had issued a notice and several 
revenue procedures concerning the ex
tent to which determination letters 
issued by the Service regarding the 
qualified status of plans would take 
into account the requirements of TRA. 

.031 Notice 86-13, 1986-2 C.B. 
377, which was published after the 
passage of TRA '86, provided that, 
until further notice, determination letter 
requests would not be reviewed for 
qualification requirements changed by 
TRA '86, other than certain retroactive 
technical corrections. 

.032 Rev. Proc. 88-42, 1988-2 C.B. 
6l3, modified Notice 86-l3 to allow 
plan sponsors to obtain determination 
letters that would take into account 
those requirements of TRA '86, OBRA 
'86, and OBRA '87 that are effective 
for plan years beginning before January 



1, 1989. Rev. Proc. 88-42 did not 
provide for determination letters that 
would take into account those qualifi
cation requirements first effective in 
1989 or later plan years. 

.033 Rev. Proc. 90-20, 1990-1 C.B. 
495, modified Rev. Proc. 88-42 to 
provide that, beginning April 30, 1990, 
sponsors of certain defined contribution 
plans could obtain determination letters 
that would take into account those 
provisions of TRA that are first effec
tive for plan years beginning after 
December 31, 1988. 

.034 Rev. Proc. 91-41, 1991-2 C.B. 
697, superseded Rev. Proc. 88-42 and 
Rev. Proc. 90-20 to allow plan spon
sors to obtain a determination of 
qualified status for both defined contri
bution and defined benefit plans that 
would take into account the require
ments of TRA first effective for plan 
years beginning after December 31, 
1988. To qualify for submission under 
Rev. Proc. 91-41, a plan was required 
to meet certain eligibility criteria, in
cluding that the plan be nondiscrimina
tory in amount on the basis of design
based safe harbors described in the 
section 401(a)(4) regulations proposed 
on May 14, 1990. 

.035 Rev. Proc. 91-66 superseded 
Rev. Proc. 91-41 and essentially 
restated the procedures therein to con
form them to the regulations issued 
under section 401(a)(4) of the Code on 
September 19, 1991. Under Rev. Proc. 
91-66, a plan is eligible to receive a 
detennination of qualified status that 
takes into account all the requirements 
of TRA, including those first effective 
in 1989 or later, if the plan satisfies a 
design-based safe harbor under the 
1991 regulations and satisfies certain 
other eligibility requirements. 

.036 Rev. Proc. 92-60 modified 
Rev. Proc. 91-66 to allow stock bonus 
plans and ESOPs to be submitted under 
the latter revenue procedure. In addi
tion, Rev. Proc. 92-60 expanded the 
detennination letter program to allow 
sponsors of plans ineligible under Rev. 
Proc. 91-66 to obtain determination 
letters that would take into account the 
requirements of TRA, including those 
first effective for the 1989 plan year or 
later. Rev. Proc. 92-60 also provided, 
however, that, with the exception of 
letters issued for plans not benefiting 
any highly compensated employees, 
letters issued for plans ineligible under 
Rev. Proc. 91-66 would include a 
caveat regarding the nondiscrimination 
requirements. 

.04 In addition to the revenue proce
dures described above, the Service has 
issued several other revenue proce
dures, notices, and announcements re
lating to compliance with TRA and 
other matters addressed in this revenue 
procedure. A synopsis of the principal 
revenue procedures, notices, and an
nouncements follows. 

.041 In Notice 87-57, 1987-2 C.B. 
368, the Service advised plan sponsors 
that a plan that is terminated prior to 
the date by which the plan would 
otherwise be required to be amended to 
comply with TRA must be amended to 
reflect the law in effect at the time of 
termination. Rev. Proc. 93-6 contains 
procedures pertaining to determination 
letters for plans that will be terminated 
prior to the date by which they would 
otherwise have to be amended. 

.042 In a series of notices and 
revenue procedures that include Notice 
88-131, 1988-2 C.B. 546, Notice 89-
92, 1989-2 C.B. 410, Rev. Proc. 89-
65, 1989-2 C.B. 786, Notice 90-73, 
1990-2 C.B. 153, Notice 91-38, 1991-
2 C.B. 636, Ann. 92-29, 1992-9 I.R.B. 
37, and Notice 92-36, 1992-2 C.B. 
364, the Service has provided transi
tional relief generally enabling plan 
sponsors to preserve their design op
tions for complying with the regula
tions under section 401(a)(4) through 
the end of the remedial amendment 
period. Notice 92-36 extended the 
expiration date of the remedial amend
ment period under section 401(b) of the 
Code for amending a plan to comply 
with TRA until the end of the first plan 
year beginning on or after January 1, 
1994, and, generally, until the end of 
the first plan year beginning on or after 
January 1, 1996, for plans maintained 
by tax-exempt organizations and gov
ernmental plans. Notice 92-36 also 
extended certain other transitional re
lief, including the availability of Alter
native II D of Notice 88-131, through 
the remedial amendment period. 

.043 Announcement 89-107, 1989-
36 I.R.B. 25, provides information 
pertaining to the approval of volume 
submitter specimen pension and profit
sharing plans under TRA ' 86. 

.044 Rev. Proc. 89-9, as modified 
by Rev. Proc. 90-21, 1990-1 C.B. 499, 
Rev. Proc. 91-66, and Rev. Proc. 93-
10, contains the procedures of the 
Service pertaining to the issuance of 
opinion letters for M&P pension, 
profit-sharing, and annuity plans under 
sections 401 and 403(a) of the Code. 
Rev. Proc. 89-13, as modified by Rev. 

Proc. 90-21, Rev. Proc. 91-66, and 
Rev. Proc. 93-10, contains the proce
dures of the Service pertaining to the 
issuance of notification letters for 
regional prototype defined contribution 
and defined benefit plans. 

.045 Rev. Proc. 93-9 makes avail
able an extended reliance period for 
eligible individually designed defined 
contribution plans, and extends the 
period of extended reliance already 
available to certain M&P and regional 
prototype plans. Under Rev. Proc. 93-
9, sponsors of plans eligible for ex
tended reliance are not required to 
amend their plans to reflect regulations 
or Service releases (e.g., revenue rul
ings) that are issued after the date of 
the plan's favorable TRA determination 
letter until, generally, the last day of 
the 1998 plan year. Rev. Proc. 93-9 
provided that, after subsequent publica
tion of the nondiscrimination regula
tions, procedures for a similar extended 
reliance period for individually de
signed defined benefit plans would be 
forthcoming. 

.046 Rev. Proc. 93-12 provides a 
simplified method for sponsors to 
amend their plans to comply with the 
requirements of section 401 (a)(31) of 
the Code, which was added by UCA. 

.047 Rev. Proc. 93-23, 1993-1 C.B. 
538, sets forth procedures relating to 
the payment of user fees for requests to 
the Service for rulings, determination 
letters, and similar requests. 

.048 Rev. Proc. 93-42, this Bulletin, 
simplifies the process of substantiating 
compliance with the section 401(a)(4) 
regulations by prescribing testing alter
natives that reduce the frequency of 
testing where appropriate and by de
scribing the quality of data that may be 
used to substantiate compliance (sub
stantiation quality data). 

.049 Rev. Proc. 93-40, this Bulletin, 
sets forth procedures pertaining to 
notification to the Secretary, under 
section 414(r)(2)(B) of the Code, that 
the plan sponsor is using the separate 
lines of business rules. Rev. Proc. 93-
41, this Bulletin, contains procedures 
for requesting, pursuant to section 
1.414(r)-I(b)(2)(iv)(D) of the regula
tions, an individual determination that a 
separate line of business satisfies ad
ministrative scrutiny. 

SEC. 3. OVERVIEW 

.01 Opening of full TRA determina
tion letter program-As a result of the 
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issuance of final nondiscrimination reg
ulations, the Service is now able to 
issue determination letters that provide 
reliance with respect to whether a plan 
satisfies the requirements of sections 
40l(a)(4) and 4l0(b) of the Code and 
the regulations thereunder, including 
whether the plan satisfies a nondesign
based safe harbor or the general test 
with respect to the nondiscriminatory 
amount requirement under the section 
401(a)(4) regulations, and whether the 
plan satisfies the minimum coverage 
requirements on the basis of the 
average benefit test. Therefore, deter
mination letter applications filed on or 
after October 12, 1993, will be re
viewed for compliance with the re
quirements of TRA, including those 
first effective in plan years beginning 
on or after January I, 1989. Accord
ingly, Rev. Proc. 91-66, with the 
exception of sections 8.03-8.08 relat
ing to M&P and regional prototype 
plans, and Rev. Proc. 92-60 are being 
superseded by this revenue procedure 
with respect to determination letter 
applications filed on or after October 
12, 1993. 

.011 This revenue procedure pro
vides supplemental instructions regard
ing applications for determination let
ters on the qualified status of pension, 
profit-sharing, and annuity plans under 
sections 401(a) and 403(a) of the Code 
that are filed with the Service on or 
after October 12, 1993. These supple
mental instructions are contained gener
ally in section 5. This revenue proce
dure also provides special instructions 
pertaining to collectively bargained 
plans, plans that benefit no highly 
compensated employees, and plans 
maintained by employers that employ 
no nonhighly compensated employees 
(section 6); governmental plans and 
plans of tax-exempt employers (section 
7); plans that are aggregated, disaggre
gated or restructured for purposes of 
sections 401(a)(4) and 41O(b) of the 
Code (section 8); M&P, regional pro
totype and volume submitter plans 
(section 9); and plan amendments and 
terminations (section 10). The general 
instructions in Rev. Proc. 93-6 (as 
modified herein) also continue to apply 
to all determination letter requests. 

.012 Section 11 of this revenue pro
cedure provides special procedures for 
plan sponsors relying on the separate 
line of business rules under sections 
410(b)(5), 414(r), and 401(a)(26)(G) of 
the Code to satisfy the minimum cov
rage and minimum participation re-
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uirements. See Rev. Proc. 93-41 for 
procedures for requesting, pursuant to 
section 1.414(r)-I(b)(2)(iv)(D) of the 
regulations, an individual determination 
that a separate line of business satisfies 
administrative scrutiny. 

.013 Section 5.13 of this revenue 
procedure provides for a new graduated 
user fee schedule with respect to 
certain plans filing for a determination 
letter. The amount of Uf>er fee under 
this new fee schedule was determined 
to reflect the degree of difficulty 
inherent in reviewing the plan sub
mitted. 

.02 Scope of determination letter
In general, under this revenue proce
dure, applicants may obtain determina
tion letters that take into account all the 
plan qualification requirements of 
TRA, including form and certain non
form requirements. (For this purpose, a 
form requirement means plan language 
required as a condition of qualification 
by section 40l(a) of the Code. Exam
ples of non-form requirements are the 
minimum participation requirements of 
section 401(a)(26) and the minimum 
coverage requirements of section 
41O(b) of the Code.) However, in order 
to accommodate the different needs of 
plan sponsors, this revenue procedure 
allows applicants to modify the scope 
of a determination letter and the review 
accorded their plans. Procedures with 
respect to determining the scope of the 
determination letter are set forth in 
section 4 below. 

.03 Section 12 of this revenue proce
dure modifies Rev. Proc. 93-12 to 
clarify that the time by which amend
ments under that revenue procedure 
must be made to comply with section 
401(a)(3l) of the Code is concurrent 
with the remedial amendment period of 
Code section 40l(b). 

.04 Extended Reliance Period
Section 13 of this revenue procedure 
makes available an extended reliance 
period for sponsors of individually 
designed defined contribution and de
fined benefit plans (including volume 
submitter plans) that satisfy certain 
requirements and that are submitted for 
determination letters on or before June 
30, 1994. 

SEC. 4. SCOPE OF 
DETERMINATION LETTERS 

.01 In general, except as provided 
below, applications for the determina
tion of the qualified status of a plan 
that are filed with the Service on or 

after October 12, 1993, will be re
viewed by the Service for compliance 
with all form and certain non-form 
requirements of TRA, including the 
minimum participation requirements of 
section 401(a)(26). However, under this 
revenue procedure, applicants are given 
the option of electing whether the 
determination letter issued with respect 
to the plan considers certain require
ments, as described below. 

.02 Unless the applicant elects other
wise, a plan that is not intended to 
satisfy any of the design-based safe 
harbors described in section 5.05 below 
will not be reviewed for (and deter
mination letters may not be relied on 
with respect to) the nondiscrimination 
in amount of contributions or benefits 
requirement of section 1.401(a)(4)-
1 (b )(2) of the regulations. Determina
tion letters issued with respect to such 
plans that are not reviewed for these 
issues will be caveated for the non
discrimination in amount of contribu
tions or benefits requirement. Other 
determination letters issued under this 
revenue procedure will specifically in
dicate whether the plan satisfies the 
nondiscrimination in amount require
ment of section 1.401(a)(4)-I(b)(2) of 
the regulations on the basis of a 
design-based safe harbor, nondesign
based safe harbor, or a general test. 

.03 Unless the applicant elects other
wise, a plan that does not satisfy the 
ratio percentage test of Code section 
41 O(b)(1) and the regulations there
under will not be reviewed for (and 
determination letters may not be relied 
on with respect to) the average benefit 
test of section 41 O(b )(2) and the 
regulations thereunder. Determination 
letters issued with respect to plans that 
are intended to satisfy the average 
benefit test, but for which the applicant 
is not providing a demonstration will 
be caveated for the minimum coverage 
requirements of section 41O(b) of the 
Code and the regulations thereunder. 
Determination letters issued with re
spect to plans that are reviewed for the 
average benefit test will indicate that 
the plan satisfies the mInImUm 
coverage requirements on the basis of 
the average benefit test. 

.04 Except with respect to those 
benefits, rights, and features specified 
by the applicant, applications submitted 
under this revenue procedure will not 
be reviewed for (and determination 
letters may not be relied on with 
respect to) the requirements of section 
1.401 (a)(4)-4(b) of the regulations, 



relating to the current availability of 
benefits, rights, and features. Thus, 
applicants may request the Service to 
determine whether specific benefits, 
rights, or features under a plan satisfy 
the current availability requirement 
without being required to show that all 
benefits, rights, and features under the 
plan satisfy this requirement. Deter
mination letters issued under this reve
nue procedure will state that the letter 
may be relied on with respect to 
whether the plan satisfies the non
discriminatory current availability re
quirement only with respect to those 
specific benefits, rights, and features 
for which the applicant has provided 
information relevant to such a determi
nation. 

.041 In no event will any application 
submitted under this revenue procedure 
be reviewed to determine (and deter
mination letters may not be relied on 
with respect to) whether any benefit, 
right, or feature under the plan satisfies 
the effective availability requirement of 
section 1.401(a)(4)-4(c) of the regula
tions. 

.05 Section 5 below contains general 
instructions for requesting a determina
tion letter under this revenue proce
dure. In accordance with those instruc
tions, applicants must indicate whether 
a determination of any of the require
ments referred to in sections 4.02 
through 4.04 is requested, and submit 
the appropriate information and dem
onstrations that the requirements are 
satisfied. 

.06 Section 5.07 of this revenue 
procedure contains instructions and 
Appendix B of this revenue procedure 
contains guidelines that describe the 
elements that ordinarily should be 
addressed in demonstrations relating to 
the requirements referred to in sections 
4.02 through 4.04. Applicants deter
mine the exact format and content of 
their demonstrations of the require
ments referred to in sections 4.02 
through 4.04. Applicants are strongly 
encouraged to follow the guidelines in 
Appendix B when preparing demonstra
tions and to indicate in their demon
strations where each element listed in 
the guidelines is addressed. Neverthe
less, the Service recognizes that there 
may be situations in which it can be 
demonstrated that the tests described in 
sections 4.02 through 4.04 are satisfied 
without addressing specific elements 
described in Appendix B. In such 
cases, the demonstration need not ad
dress those elements in Appendix B 

that the applicant considers unneces
sary. However, the demonstration 
should contain a brief explanation as to 
why those elements were not ad
dressed. In addition, the Service may 
request additional information (includ
ing information pertaining to any of the 
elements described in Appendix B) that 
it considers necessary to a determina
tion. Applicants may, of course, pro
vide information in addition to that 
listed in the guidelines. 

.07 The extent of an applicant's 
demonstration will determine the extent 
of reliance provided by the determina
tion letter issued with respect to the 
plan. Therefore, applicants are advised 
to retain copies of all demonstrations 
and supporting data submitted with 
their applications. Failure to do so may 
limit the scope of reliance on issues for 
which demonstrations have been sub
mitted. Also see section 5.10. 

.08 Additional information relating 
to the scope of determination letters
Determination letters may generally be 
relied on with respect to whether the 
timing of a plan amendment (or series 
of amendments) satisfies the non
discrimination requirements of section 
1.401(a)(4)-5(a) of the regulations, un
less the plan amendment is part of a 
pattern of amendments that signifi
cantly discriminates in favor of highly 
compensated employees. In addition, a 
favorable determination letter does not 
provide reliance for purposes of section 
404 and section 412 of the Code with 
respect to whether an interest rate (or 
any other actuarial assumption) is 
reasonable. Furthermore, a favorable 
determination letter will not constitute 
a determination with respect to the use 
of the substantiation guidelines con
tained in Rev. Proc. 93-42; e.g., a 
determination letter will not consider 
whether data submitted with an ap
plication is substantiation quality. 
Lastly, a favorable determination letter 
will not constitute a determination with 
respect to whether any requirements of 
section 414(r) of the Code, relating to 
whether an employer is operating quali
fied separate lines of business, are 
satisfied. However, if an employer is 
relying on section 414(r) of the Code 
to satisfy the minimum coverage or 
minimum participation requirements, a 
determination letter will take into ac
count whether the plan satisfies the 
nondiscriminatory classification test of 
section 410(b)(5)(B) of the Code, and, 
if the requirements of section 41 O(b) or 
section 401(a)(26) are to be applied on 

an employer-wide basis under the 
special rules for employer-wide plans, 
a determination letter will take into 
account whether the requirements of 
the applicable special rule set forth in 
section 1.414(r)-I(c)(2)(ii) or section 
1.414(r)-1(c)(3)(ii) of the regulations 
are met. 

.09 Reliance and retroactive amend
ment-With respect to plans that are 
not amended to comply with the 
regulations retroactive to the 1989 plan 
year (or, if a later TRA effective date 
is applicable, such later year), a deter
mination letter issued under this reve
nue procedure may not be relied on as 
to whether the plan has been operated 
in accordance with a reasonable, good 
faith interpretation of section 401(a)(4) 
or whether plan provisions constitute 
such an interpretation. Furthermore, if 
there has been a failure to operate such 
a plan in accordance with a reasonable, 
good faith interpretation of section 
401(a)(4) in any plan year beginning 
before January 1, 1994 (or, in the case 
of plans maintained by organizations 
exempt from tax under section 501(a), 
January 1, 1996), the fact that a 
favorable determination letter is issued 
for the plan under this procedure will 
not preclude an adverse effect on the 
qualification of the plan resulting from 
such failure either in the year the 
failure occurred or in any later year. 

SEC. 5. GENERAL INSTRUCTIONS 
TO SPONSORS 

.01 In general-The instructions in 
this section generally apply to all 
determination letter applications sub
mitted on or after October 12, 1993. 

.02 Special instructions that modify 
or supplement the general instructions 
in this section apply in the case of 
certain plans. Applicants should refer 
to the following sections, if applicable, 
for these special instructions: 

(1) for plans benefiting collectively 
bargained employees, plans that benefit 
no highly compensated employees, and 
plans maintained by employers that 
employ no nonhighly compensated em
ployees, see section 6; 

(2) for governmental plans and plans 
of tax-exempt employers, see section 7; 

(3) for aggregated, disaggregated 
and restructured plans, see section 8; 

(4) for M&P, regional prototype and 
volume submitter plans, see section 9; 

(5) for plan amendments and termi
nations, see section 10; 
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(6) for plans of employers operating 
qualified separate lines of business, see 
section II. 

.03 The applicant must include with 
the application form an attachment 
(separate from any cover letter submit
ted with the application) which pro
vides the information described in 
sections 5.04 through 5.06 below. A 
model attachment, entitled "Attach
ment to Applications Filed under Rev. 
Proc. 93-39," is included in Appendix 
A of this procedure. Applicants are 
strongly encouraged to use the format 
of the model attachment in order to 
facilitate the processing of their ap
plications. Use of other formats, while 
not prohibited, will result in delays in 
processing. 

.04 The attachment described in the 
preceding paragraph must indicate: 

(I) whether the applicant is electing 
to receive a determination with respect 
to whether any benefit, right, or feature 
specified by the applicant meets the 
nondiscriminatory current availability 
requirement under section 1.401(a)(4)-
4(b) of the regulations; 

(2) the manner in which the plan 
satisfies the minimum coverage re
quirements of section 41 O(b), and if the 
plan is intended to satisfy the average 
benefit test of section 41O(b)(2), 
whether the applicant is electing to 
receive a determination with respect to 
the minimum coverage requirements; 

(3) the manner in which the plan 
satisfies the requirement under section 
1.401(a)(4)-1(b)(2) of the regulations 
that it be nondiscriminatory with re
spect to the amount of employer
provided contributions or benefits, and 
if the plan is not intended to satisfy 
one of the design-based safe harbors 
listed in section 5.05 below, whether 
the applicant is electing to receive a 
determination with respect to whether 
such contributions or benefits under the 
plan are nondiscriminatory in amount; 
and 

(4) if the plan is a defined benefit 
plan, whether a determination is being 
sought with respect to the special rule 
in section 1.401 (a)(4)-3(c)(3) of the 
regulations for defined benefit plans 
that would otherwise fail the general 
test under section 1.40l(a)(4)-3(c)(1) 
of the regulations. 

.05 If the plan is intended to meet a 
safe harbor described in sections 
1.401(a)(4)-2(b)(2), 1.40l(a)(4)-
3(b)(3), 1.401 (a)( 4 )-3(b)( 4 )(i)(C)(1), 
1 AOl(a)(4)-3(b)(4)(i)(C)(2), 1.40l(a)-
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(4)-3(b)(5), 1.401(a)(4)-8(b)(3), or 
1.401 (a)(4)-8(c)(3)(iii)(B) of the reg
ulations (herein referred to as the 
"design-based safe harbors"), the at
tachment must indicate the following: 

(I) the location of the various plan 
provisions satisfying the design-based 
safe harbor; and 

(2) in the case of a contributory de
fined benefit plan (i.e., a defined 
benefit plan with employee contribu
tions not allocated to a separate ac
count), the method the plan uses for 
determining the employer-provided 
benefit for purposes of section 
401(a)(4) (including, in the case of a 
minimum benefit method plan, the ap
plicable plan factor), the location of the 
various plan provisions satisfying the 
method (if applicable), and the rule 
under which the plan satisfies section 
40l(a)(4) with respect to the amount of 
employee-provided benefits. 

.06 In the case of a plan that is part 
of a floor offset arrangement intended 
to meet the safe harbor in section 
1.40l(a)(4)-8(d) of the regulations, the 
attachment must indicate the name, file 
folder number (if available), and plan 
type (e.g., defined benefit or profit 
sharing) of the other plan that is part of 
the arrangement, and whether the other 
plan has received a favorable determi
nation letter or is being submitted for a 
determination letter simultaneously. 

.07 Demonstrations Required To Be 
Submitted With the Application-In 
addition to the attachment described in 
section 5.03, applicants must include 
with their applications the following 
demonstrations: 

(1) a demonstration that the plan 
satisfies the requirements of section 
401(a)(26) of the Code and the regula
tions thereunder with respect to current 
employees (a demonstration regarding a 
defined benefit plan's prior benefit 
structure need not be submitted); 

(2) a demonstration that a definition 
of compensation satisfies section 
1.4l4(s)-1(d) of the regulations 
where-

(a) the plan is a design-based safe 
harbor plan that bases contributions or 
benefits on a definition of compensa
tion that does not satisfy the require
ments of section 1.4l4(s )-1 (c )(2) or 
section 1.4l4(s)-1(c)(3) of the regula
tions; or 

(b) the plan is a section 401 (k) or 
section 40l(m) plan that provides for 
an actual deferral percentage or actual 
contribution percentage test using a 

definition of compensation that does 
not satisfy the requirements of section 
1.4l4(s)-1(c)(2) or section 1.4l4(s)
l(c)(3); 

(3) if the plan is a contributory 
defined benefit safe harbor plan that 
uses the composition-of-workforce 
method in section 1.401 (a)(4 )-6(b )(2) 
of the regulations to determine the 
employer-provided benefit, a demon
stration that the eligibility requirements 
of section 1.401 (a)(4)-6(b)(2)(ii) are 
satisfied; 

(4) if the plan is a contributory 
defined benefit safe harbor plan that 
uses the grandfather rule in section 
1.401 (a)(4)-6(c)(4) of the regulations 
to determine the employee-provided 
benefit, a demonstration, if applicable, 
that the benefits provided on account of 
employee contributions at lower levels 
of compensation are comparable to 
those provided on account of employee 
contributions at higher levels of com
pensation, as required by 1.40l(a)(4)-
6(c)(4)(iv); 

(5) if the applicant is electing to 
receive a determination with respect to 
whether any benefit, right, or feature 
satisfies current availability, a demon
stration that each such benefit, right, or 
feature specified by the applicant meets 
the current nondiscriminatory avail
ability requirement under section 
1.40l(a)(4)-4(b) of the regulations; 

(6) if the plan is using the average 
benefit test to satisfy the minimum 
coverage requirements of section 
41O(b) with respect to employees, and 
the applicant is electing to receive a 
determination with respect to the mini
mum coverage requirements, a demon
stration that the plan satisfies the 
average benefit test; 

(7) if the plan uses either the safe 
harbor for uniform points plans in 
section 1.40l(a)(4)-2(b)(3) of the reg
ulations or the alternative safe harbor 
for flat benefit plans in section 
1.40l(a)( 4 )-3(b)( 4)(i)(C)(3) (hereinafter 
referred to as the "non design-based 
safe harbors"), or any of the tests in 
sections 1.401 (a)(4)-2(c), 1.40l(a)(4)-
3(c), 1.40 1 (a)(4)-8(b)(2), 1.40l(a)(4)-
8(c)(2), or 1.40l(a)(4)-8(c)(3)(iii)(C) 
(herein referred to as the "general 
tests") to show nondiscrimination in 
the amount of contributions or benefits, 
and the applicant is electing to receive 
a determination with respect to whether 
contributions or benefits under the plan 
are nondiscriminatory in amount, a 
demonstration that the plan satisfies 
this requirement; 



(8) if any plan amendment, or plan 
provision in the case of an initial 
determination letter, provides for a 
period of past service that exceeds the 
period set forth in the safe harbor 
provided in section 1.40l(a)(4)-5(a)(5) 
of the regulations, a description of the 
nature of such grant of past service and 
the location of the various plan provi
sions providing for the granting of such 
past service; and 

(9) if any plan provision or amend
ment provides for pre-participation serv
ice or imputed service as defined in 
section 1.401 (a)(4)-9(d)(3)(ii), a de
scription of the nature of such service, 
whether it is being taken into account in 
determining whether the plan satisfies 
section 1.401 (a)(4)-1 (b)(2) of the reg
ulations, and the location of the various 
plan provisions providing for the grant
ing of such service. 

.071 No fonnat is provided for the 
demonstrations specified in section 5.07. 
However, included with this revenue 
procedure as Appendix B are guidelines 

that describe the elements that ordinarily 
should be addressed in the demonstra
tions required by section 5.07, other 
than sections 5.07(3), (4), (8), and (9). 
The Service strongly encourages appli
cants to follow the guidelines in Appen
dix B when preparing demonstrations 
and to indicate in their demonstrations 
where each element listed in the 
guidelines is addressed. Also see sec
tions 4.06 and 4.07. The content of the 
applicant's demonstrations will deter
mine, in part, the extent to which the 
applicant may rely on the determination 
letter. 

.072 In certain circumstances, the 
Service may request any additional 
infonnation or demonstrations it may 
consider necessary to make a determina
tion of a plan's qualified status. Among 
the requirements for which such addi
tional infonnation or demonstrations 
may be requested are the following: 

(1) the requirements of section 
401(1), relating to pennitted disparity; 

(2) the requirement under section 
1.40l(a)(4)-5(a) of the regulations that 

the timing of an amendment granting 
past service credit not have the effect of 
discriminating significantly in favor of 
highly compensated employees or for
mer employees; 

(3) the requirements under sections 
1.40l(a)(4)-10, 1.4l0(b)-2(c) and 
1.40l(a)(26)-4 of the regulations that a 
plan satisfy the coverage, nondiscrimi
nation and minimum participation re
quirements with respect to fonner 
employees; 

(4) the requirement under section 
1.40l(a)(4)-11(d) that the manner In 

which the plan credits service be 
nondiscriminatory; and 

(5) the requirement under section 
1.40l(a)(26)-3 of the regulations that a 
defined benefit plan's prior benefit 
structure satisfy section 40l(a)(26). 

.08 The following fonns are required 
to be filed for applications for deter
mination letters under this revenue 
procedure, regardless of whether the 
application relates to the initial 
qualification, amendment, or tennination 
of a plan: 

1. Initial Qualification, Restatement, Amendment, Partial Termination, Amendment with Merger/consolidation or transfer 
5300 a. Individually Designed Plans (other than collectively bargained) 

b. ESOPs 
c. Collectively Bargained Plans 

5300, 5303, 5309 
5303 

d. Adoption of M&P, or Regional Prototype Plans (including a collectively bargained plan 
if no non-collectively bargained employees are in the plan) 5307 

e. Volume Submitter Plans (including a collectively plan if no non-collectively 
bargained employees are in the plan) 

f. Multiple Employer Plans 

2. Minor Amendments 

3. Termination 
a. In general 
b. Collectively Bargained Plan 

A separate application and attachment 
required by section 5.03 is required for 
each single plan within the meaning of 
section 414(1) of the Code. (Also see 
section 8 regarding aggregated, disag
gregated, and restructured plans.) Any 
application that does not include the 
attachment or any demonstration re
quired by this section will be returned 
to the applicant as incomplete. 

.09 Fonn 5302, Employee Census, 
need not be submitted with applica
tions filed under this revenue pro
cedure. 

.10 Data submitted with the applica
tion may be for a prior plan year, 
provided the following conditions are 
satisfied: (1) the data is the most recent 
data available, (2) there is no misstate
ment or omission of material fact with 
respect to such prior year's data, (3) 
there has been no material change in 
the facts (including a change in the 
benefits provided under the plan and 
employee demographics) since such 
prior plan year, (4) the coverage data 
submitted with the application is for 
the same prior plan year, (5) the data is 

5307 
5300 

6406 

5310, 6088 
5303, 6088 

relevant to the operational effect of the 
plan provisions that are under review, 
and (6) the applicant clearly discloses 
that prior year's data is being submitted 
with the application. Data submitted 
with any compensation demonstration 
may also be for any 12 consecutive 
month period ending within the plan 
year for which coverage data is given. 
The applicant is responsible for the 
accuracy of any factual representations 
and conclusions contained in the ap
plication. Also see sections 4.06 and 
4.07. 
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.11 Restatements required-When a 
plan (other than an M&P or regional 
prototype plan, or a plan that has 
received a favorable determination let
ter under Rev. Proc. 90-20, Rev. Proc. 
91-41, Rev. Proc. 91-66, or section 5 
of Rev. Proc. 92-60) is first submitted 
under this revenue procedure, the ap
plication must include a copy of the 
restated plan. Pages of amendments, in 
lieu of the restated plan, will not be 
accepted. A working copy of the plan 
in a restated form is acceptable. (For 
this purpose, a "working copy" of a 
plan means one complete, self-con
tained document. Thus, a copy of the 
old plan, with separate amendments 
that must be integrated into the plan 
document, will not be acceptable.) The 
effective dates for required amend
ments must be clearly identified. 

.12 Prior letters-If the plan has 
received a favorable determination let
ter in the past, the application must 
include a copy of the latest determina
tion letter, if available. If the letter is 
not available, an explanation must be 
included with the application. 

.13 User fees-Applications filed 
under this revenue procedure must in
clude the appropriate user fee deter
mined in accordance with the following 
schedule. Form 8717, User Fee for Em
ployee Plan Determination Letter Re
quests, is being revised to incorporate 
the following fee schedule, and should 
not be filed with applications submitted 
under this revenue procedure until 
further notice. 

1. If the plan is intended to satisfy a 
design-based or nondesign-based safe 
harbor, or if the applicant is not 
electing to receive a determination with 
respect to any of the general tests, and 
the applicant is not electing to receive 
a determination with respect to the 
average benefit test: 

a. Form 5300 
b. Form 5303 
c. Form 5310 
d. Form 5307 
e. Form 6406 

Multiple Employer Plan 
2 to 10 employers 
11 to 99 employers 
100 to 499 employers 
Over 499 employers 

FEE 
$ 700 
$ 700 
$ 225 
$ 125 
$ 125 

$ 700 
$1,400 
$2,800 
$5,600 

2. If the applicant is electing to 
receive a determination with respect to 
the average benefit test and/or any of 
the general tests: 
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a. Form 5300 or Form 5303 
b. Form 5307 
c. Form 5310 

Multiple Employer Plan 
2 to 10 employers 
11 to 99 employers 
100 to 499 employers 
Over 499 employers 

FEE 
$1,250 
$1,000 
$ 375 

$1,250 
$2,000 
$3,500 
$6,500 

.131 Sections 6.09(1) through (6) of 
Rev. Proc. 93-23 are modified to 
substitute the fee schedule provided in 
section 5.13 above for the user fee 
schedule described therein. 

SEC. 6. COLLECTIVELY 
BARGAINED PLANS, PLANS 
BENEFITING NO HIGHLY 
COMPENSATED EMPLOYEES, 
AND PLANS OF EMPLOYERS 
THAT EMPLOY NO NONHIGHL Y 
COMPENSATED EMPLOYEES 

.01 This section provides special 
rules and instructions for plans that 
benefit collectively bargained em
ployees within the meaning of section 
1.41O(b)-6(d)(2) of the regulations or 
employees treated as collectively bar
gained employees (hereinafter referred 
to as "collectively bargained em
ployees"), plans that benefit no highly 
compensated employees, and plans 
maintained by employers that employ 
no nonhighly compensated employees. 

.02 Under the rules of sections 
401(a)(4) and 41O(b) and the regula
tions thereunder, a plan that benefits 
only collectively bargained employees 
automatically satisfies the coverage and 
nondiscrimination requirements of these 
sections. Plans that benefit no highly 
compensated employees for the plan 
year and plans maintained by em
ployers that employ no nonhighly 
compensated employees at any time 
during the plan year are also treated 
under sections 401(a)(4) and 41O(b) as 
automatically satisfying the coverage 
and nondiscrimination requirements of 
those sections. 

.03 A plan that benefits only collec
tively bargained employees should be 
indicated as such in the attachment 
required by section 5.03. In this event, 
the applicant should not provide. the 
other information or demonstratIOns 
required by sections 5.04 through 5.07. 
See the model attachment in Appendix 
A. 

.04 In the case of a plan that 
benefits both collectively bargained and 
noncollectively bargained employees, 

the applicant should p~ovide th~ infor
mation and dell;,)llstratIOns reqUIred by 
sections 5.04 through 5.07 only with 
respect to the noncollectively bargained 
portion of the plan. .See the model 
attachment in AppendIX A. Also see 
section 8 if the plan benefits the 
noncollectively bargained employees of 
more than one employer. 

.05 A plan that benefits no highly 
compensated employees or a plan 
maintained by an employer that 
employs no nonhighly compensated 
employees should be indicated as such 
in the attachment required by section 
5.03. In this case, the applicant should 
include a demonstration that the plan 
satisfies the requirements of section 
401(a)(26) and should not provide the 
other information and demonstrations 
required by section 5.04 through 5.07. 
See the model attachment in Appendix 
A. 

SEC. 7 . GOVERNMENTAL PLANS 
AND PLANS OF TAX-EXEMPT 
EMPLOYERS 

.01 The instructions contained in this 
section apply to governmental plans, as 
defined in section 414(d) of the Code, 
and plans maintained by organizations 
exempt from income taxation under 
section 501(a) of the Code. (See 
section V of Notice 92-36 for the 
definition of "plan maintained by a 
tax-exempt organization".J 

.02 A governmental plan is deemed 
to satisfy the minimum coverage re
quirements of section 41O(c), the n?n
discrimination requirements of sectIOn 
401(a)(4), the limitation on compensa
tion under section 401(a)(17) of the 
Code, and the minimum participation 
requirements of section 401(a)(26) until 
generally the first day of the first plan 
year beginning on or after January 1, 
1996. While a plan maintained by a 
tax-exempt employer is required to 
satisfy statutory requirements (includ
ing the statutory nondiscrimination re
quirements), such plan is not required 
to comply with the requirements of the 
regulations under sections 40l(a)(4), 
401(a)(l7), 401(1), 414(s), or, if appli
cable, 41 O(b) of the Code until the first 
day of the first plan year beginning on 
or after January 1, 1996. Thus, for plan 
years beginning before the first day of 
the first plan year beginning on or after 
January 1, 1996, and after the relevant 
statutory effective date, a plan main
tained by a tax-exempt employer must 
be operated in accordance with a 



reasonable, good faith interpretation of 
the coverage, and nondiscrimination 
requirements. (See sections 1.401(a)
(4)-13, 1.41O(b)-2(d) and (e) and 
1.410(b)-10, section 1.401(a)(l7)
l( d)(l), section 401 (1)-6(b )(2), and sec
tion 1.401(a)(26)-9(b)(l) of the regu
lations.) 

.03 If the plan is a governmental 
plan and the applicant wishes to 
request a letter that does not take into 
account the requirements of sections 
410(c), 401(a)(4), 401(a)(l7), and 
401(a)(26) of the Code that are effec
tive for the plan in plan years begin
ning after 1995, the applicant should so 
state in the attachment required by 
section 5.03. In this case, the informa
tion and demonstrations required by 
sections 5.04 through 5.07 should not 
be submitted with the application and 
the determination letter will be cave
ated. See the model attachment in 
Appendix A. 

.04 If the plan is a plan of a tax
exempt employer and the applicant 
wishes to request a letter that does not 
take into account the requirements of 
sections 401(a)(4), 401(a)(17), 401(1), 
414(s), or, if applicable, 410(b) of the 
Code that are effective for the plan in 
plan years beginning after 1995, the 
applicant should so state in the attach
ment required by section 5.03. In this 
case, the information and demonstra
tions required by sections 5.04 through 
5.07, other than a demonstration that 
the plan satisfies section 401 (a)(26) of 
the Code, should not be submitted with 
the application, and the determination 
letter will be caveated. See the model 
attachment in Appendix A. 

SEC. 8. AGGREGATED, 
DIS AGGREGATED, AND 
RESTRUCTURED PLANS 

.01 The instructions in this section 
apply to the following types of plans: 

(1) plans that are mandatorily disag
gregated under any of the rules in 
section 1.41O(b)-7(c) of the regula
tions, other than plans that are disag
gregated solely because the plan bene
fits both collectively bargained and 
noncollectively bargained employees; 

(2) plans that are permissively ag
gregated under section 1.41O(b)-7(d) of 
the regulations; and 

(3) plans that are restructured into 
component plans under section 
1.401(a)(4)-9 of the regulations. 

.02 Plans that are mandatorily disag
gregated are treated as consisting of 

separate plans each of which must 
separately satisfy the requirements of 
sections 401(a)(4) and 41O(b). Plans 
that are permissively aggregated are 
treated as consisting of a single plan 
subject to the requirements of sections 
401(a)(4) and 410(b). Under the re
structuring rules, a plan may be treated 
as consisting of two or more compo
nent plans for purposes of determining 
whether the plan satisfies section 
401(a)(4). If each component satisfies 
the requirements of sections 401(a)(4) 
and 41O(b) as if it were a separate plan, 
the plan is treated as satisfying section 
401(a)(4). 

.03 In the case of an application 
involving a plan that is disaggregated, 
permissively aggregated, or restruc
tured, the instructions in section 5 are 
modified as follows: 

(1) the applicant must indicate on 
the attachment required by section 5.03 
that the plan is being disaggregated, 
permissively aggregated, or restruc
tured; 

(2) the applicant must include with 
the attachment required by section 5.03 
a schedule explaining the basis of the 
disaggregation, permissive aggregation, 
or restructuring, identifying the aggre
gated or separate disaggregated plans 
or restructured component plans, and 
demonstrating how, for purposes of 
section 401(a)(4) of the Code, any 
restructured component plans satisfy 
section 41 O(b) as if they were separate 
plans; and 

(3) the applicant must generally 
provide the information and demonstra
tions required by section 5 that pertain 
to coverage separately with respect to 
each permissively aggregated plan or 
separate dis aggregated plan, and the 
information and demonstrations that 
pertain to nondiscrimination in amount 
separately with respect to each per
missively aggregated plan, separate 
disaggregated plan, or restructured 
component plan. See the model attach
ment in Appendix A. 

.04 If a plan is disaggregated, the 
applicant must also indicate on the 
attachment required by section 5.03 
how the minimum coverage require
ments are satisfied by each separate 
dis aggregated plan, demonstrating each 
separate ratio test. If any separate 
disaggregated plan satisfies coverage 
on the basis of average benefits, the 
determination letter issued for the plan 
will be caveated with respect to the 
minimum coverage requirements unless 

the applicant provides a demonstration 
of how the requirement is satisfied with 
respect to each separate disaggregated 
plan. 

.05 If the plan is disaggregated or 
restructured, the applicant must indicate 
on the attachment required by section 
5.03 how each separate disaggregated 
plan or restructured component plan 
satisfies the nondiscrimination in 
amount requirement. If any separate 
disaggregated plan or restructured com
ponent plan relies on a nondesign
based safe harbor or a general test, the 
determination letter issued for the plan 
will be caveated with respect to the 
nondiscrimination in amount require
ment unless the applicant provides a 
demonstration of how the requirement 
is satisfied by each separate disaggre
gated plan or restructured component 
plan. 

SEC. 9. M&P, REGIONAL 
PROTOTYPE, AND VOLUME 
SUBMITTER PLANS 

.01 Procedures Apply to Pre-Ap
proved Plans-Except as provided in 
section 9.02, the instructions in this 
revenue procedure apply to applications 
involving adoptions of M&P, regional 
prototype, and volume submitter plans. 

.02 Special Instructions for Adopters 
of Nonstandardized Safe Harbor 
Plans-Adopters of nonstandardized 
safe harbor plans that satisfy coverage 
without relying on the average benefit 
test and whose plans are neither 
dis aggregated nor permissively aggre
gated should identify themselves as 
such in the attachment required by 
section 5.03. In this case, the applicant 
should include a demonstration that the 
plan satisfies the requirements of sec
tion 401(a)(26) and, if the plan uses a 
definition of compensation in determin
ing contributions or benefits that is 
required to be tested for nondiscrimina
tion under section 1.414(s)-I(d) of the 
regulations, a demonstration that the 
test is satisfied. A copy of the plan's 
favorable opinion or notification letter 
should also be attached to the applica
tion. The other information and demon
strations described in sections 5.04 
through 5.07 should not be submitted. 
See the model attachment in Appendix 
A. 

.03 Adoptions of Plans that Re
ceived Opinion, Notification, or Ad
visory Letters Before Final Regu
lations-See section 17.03 of Rev. 
Proc. 89-9 and section 15.02 of Rev. 
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Proc. 89-13, regarding extended re
liance. In issuing determination letters 
under this procedure the Service will 
not require applicants that have adopted 
pre-approved plans and are entitled to 
continued reliance to amend such plans 
to comply with the final nondiscrimina
tion regulations. Sponsors and adopters 
of such plans may be required to make 
such amendments when the extended 
reliance period has expired. 

SEC. 10. PLAN AMENDMENTS 
AND TERMINATIONS 

.01 The instructions in this section 
apply to determination letter applica
tions involving plan amendments and 
terminations. 

.02 Determination letter applications 
involving plan amendments must gen
erally comply with the instructions in 
section 5. However, the instructions in 
sections 5.03 through 5.07 will not 
apply to such an application if the 
following requirements are met: 

(1) the plan is the subject of a 
favorable determination letter under 
Rev. Proc. 90-20, Rev. Proc. 91-41, 
Rev. Proc. 91-66, section 5 of Rev. 
Proc. 92-60, or this revenue procedure 
that takes into account all TRA issues 
(including those requirements that be
came effective in 1989); and 

(2) in the case of a plan other than 
an M&P, regional prototype, or volume 
submitter plan, the plan sponsor files 
the application on Form 6406, Short 
Form Application for Determination for 
Amendment of Employee Benefit Plan, 
and the employer is eligible, under 
Rev. Proc. 93-6, to use this form. 

.03 For purposes of section 10.02(2), 
an amendment that involves a signifi
cant change to plan benefits or 
coverage is considered to be a complex 
amendment which would render a plan 
ineligible to use a Form 6406. 

.04 Applications that meet the re
quirements of section 10.02 should be 
submitted in accordance with section 
10 of Rev. Proc. 93-6, but need not 
include Form 5302, Employee Census. 

.05 This revenue procedure also ap
plies to determination letter requests 
involving terminating plans and super
sedes the procedures relating to termi
nating plans in section 11.05 of Rev. 
Proc. 93-6. In general. in order for a 
plan to remain qualified upon termina
tion, it must be amended to comply 
with all qualification requirements that 
are in effect at the time of termination, 
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even if the plan is terminated prior to 
the expiration of the section 401 (b) 
remedial amendment period. 

.06 In general, an applicant submit
ting a request for a determination letter 
upon termination must follow the pro
cedures in section 5; however, appli
cants will not be permitted to choose 
whether or not to submit a demonstra
tion with respect to the average benefit 
test (if applicable), or with respect to 
whether the plan satisfies the non
discrimination in amounts requirement. 
as permitted under sections 5.04(2) and 
(3) above, respectively, unless the 
following conditions are satisfied: 

(1) with respect to the average bene
fit test (if applicable), the plan must 
have received a favorable determination 
letter that considered whether the plan 
satisfied the requirements of the aver
age benefit test; 

(2) with respect to the nondiscrimi
nation in amount requirement, the plan 
must have received a favorable deter
mination letter that considered whether 
the plan satisfied the requirements of 
either a nondesign-based safe harbor or 
one of the general tests listed in section 
5.07(7) above; 

(3) the favorable determination letter 
was issued during the immediately 
preceding three plan years; and 

(4) there has been no material 
change in the facts (including benefits 
provided under the plan and employee 
demographics) upon which the deter
mination was based. 

If the applicant chooses on the attach
ment required by section 5.03 not to 
submit a demonstration with respect to 
the average benefit test (if applicable), 
or with respect to whether the plan 
satisfies the nondiscrimination in 
amount requirement, the Service will 
treat this as a representation that the 
foregoing requirements in subpara
graphs (1), (2), (3), and (4) of this 
section 10.06 have been met. In this 
case, the determination letter will be 
caveated with respect to the average 
benefit test or the nondiscrimination in 
amount requirement, as applicable. 

.07 An application for a determina
tion letter on termination is made on a 
Form 5310, accompanied by a Form 
6088, or statement of actuarial evalua
tion describing distributions to partici
pants. Copies of the plan and any plan 
amendments made since the most re
cent determination letter was issued 
must also be submitted. 

.08 Applications for a determination 
letter on termination of a qualified plan 
prior to the delayed amendment date of 
section 1140 of TRA ' 86 need not be 
accompanied by the representations 
regarding compliance with section 1139 
of TRA or section 415 of the Code that 
were previously required by Rev. Proc. 
93-6. 

SEC. 11. SPECIAL PROCEDURES 
FOR EMPLOYERS OPERATING 
QUALIFIED SEPARATE LINES OF 
BUSINESS 

.01 This section provides procedures 
relating to the submission of determina
tion letter requests for employers that 
are relying on the separate line of 
business rules under sections 41 O(b )(5) 
and 414(r) of the Code to satisfy the 
minimum coverage requirements of 
section 41O(b) or the minimum par
ticipation requirements of section 
401(a)(26) of the Code. 

.02 If the employer wishes to be 
treated as operating qualified separate 
lines of business and is requesting a 
determination letter on the qualified 
status of any pension, profit sharing, or 
annuity plan maintained by any 
qualified separate line of business of 
the employer, the determination letter 
request must be sent to the Key District 
Director for the district in which the 
principal place of business of the 
employer (within the meaning of Code 
sections 414(b), (c), and (m» is 
located. 

.03 If a request for an administrative 
scrutiny determination on any separate 
line of business of the employer is 
pending with the National Office, the 
applicant should submit a copy of the 
confirmation receipt issued by the 
National Office with the application 
submitted under this revenue pro
cedure. 

.04 At the time of the submission 
for a determination letter, the applicant 
must attach a schedule providing the 
following information: (1) the separate 
lines of business that have employees 
benefiting under the plan, (2) the 
section or sections of the Code for 
which the employer is testing on a 
separate line of business basis (i.e., 
section 410(b) or section 401(a)(26», 
(3) a demonstration of how the plan 
meets the nondiscriminatory classifica
tion requirement of section 41O(b )(5)
(B) of the Code and section 1.414(r)-
8(b)(2) of the regulations on an 
employer-wide basis, and (4) if the 



requirements of section 41 O(b) or sec
tion 401(a)(26) are to be applied on an 
employer-wide basis under the special 
rules for employer-wide plans, a dem
onstration of how the plan meets the 
requirements of the applicable special 
rule set forth in section 1.414(r)
l(c)(2)(ii) or section 1.414(r)
I (c )(3 )(ii) of the regulations. See sec
tion 3.03 of Rev. Proc. 93-40 for 
information that must be submitted 
under that revenue procedure to satisfy 
the notice requirement of section 
414(r)(2)(B) of the Code. 

SEC. 12. MODIFICATIONS TO 
REV. PROC. 93-12 

.01 This section modifies section 4 
of Rev. Proc. 93-12 relating to the 
required amendment dates for plan 
amendments that are made in accord
ance with that revenue procedure to 
comply with the requirements of sec
tion 40l(a)(31) of the Code. 

.02 Section 4.01 is modified to read 
as follows: "Sponsors of M&P, re
gional prototype, and volume submitter 
specimen plans that have received an 
opinion, notification, or advisory letter 
for the Tax Reform Act of 1986 must 
amend their plans by December 31, 
1994, to include language that meets 
the requirements of section 401(a)(31) 
of the Code. Employers that have 
adopted volume submitter plans or 
individually designed plans and have 
received a determination letter for the 
Tax Reform Act of 1986 must amend 
their plans for section 401(a)(31) by 
the later of the last day of the first plan 
year beginning on or after January 1, 
1994, (or, if later, the last day by 
which amendments must be made to 
comply with the Tax Reform Act of 
1986 and related provisions, as permit
ted in other administrative guidance of 
general applicability)." 

SEC. 13. EXTENDED RELIANCE 
PERIOD 

.Ql Rev. Proc. 93-9 provides proce
dures relating to an extended reliance 
period that is available to certain 
eligible defined contribution plans. This 
section supersedes Rev. Proc. 93-9 
(with the exception of section 4, 
relating to M&P and regional prototype 
plans) by making available an extended 
reliance period for sponsors of individ
ually designed defined contribution and 
defined benefit plans (including volume 
submitter plans) that satisfy the require
ments in section 13.02 below. 

.02 Requirements-except as pro
vided in section 13.06, below, an 
individually designed plan (including a 
volume submitter plan) satisfies the 
requirements of this section 13.02 if: 
(a) the plan is eligible for submission 
under Rev. Proc. 90-20, Rev. Proc. 91-
41, Rev. Proc. 91-66 (as modified), 
section 5 of Rev. Proc. 92-60, or this 
revenue procedure; (b) the sponsor 
requests, or has requested, a determina
tion letter on or before June 30, 1994; 
and (c) pursuant to that request, the 
Service issues a favorable determina
tion letter that takes into account all 
TRA issues (including those require
ments that became effective in 1989). 

. 03 Sponsors of plans that are de
scribed in section 13.02 above will be 
entitled to extended reliance on their 
determination letters. Under this ex
tended reliance, sponsors will not be 
required to amend their plans during 
the extended reliance period to reflect 
regulations or administrative guidance 
of general applicability (e.g., revenue 
rulings) that are issued after the date of 
the plan's determination letter. The 
extended reliance period continues until 
the earlier of: (a) the last day of the 
last plan year commencing prior to 
January 1, 1999, or (b) the date 
established for plan amendment by any 
legislation that is effective after the 
date of the plan's determination letter. 

.04 Notwithstanding clause (b) in the 
last sentence of section 13.03, sponsors 
otherwise eligible for extended reliance 
that have received a favorable deter
mination letter that does not take into 
account section 401(a)(31) of the Code 
may continue to rely on the favorable 
determination letter, provided the spon
sor amends the plan to satisfy section 
401(a)(31) of the Code in accordance 
with Rev. Proc. 93-12 (as modified by 
this revenue procedure), which pro
vides model plan language and simpli
fied amendment procedures for amend
ing plans to satisfy section 401(a)(31). 

.05 As described in section 17.034 
of Rev. Proc. 89-9 and section 15.02 
of Rev. Proc. 89-13, under limited 
circumstances, the Service may require 
a plan to be amended for or to 
operationally comply with certain 
qualification requirements prior to the 
expiration of the extended reliance 
period. These circumstances generally 
are limited to cases where it is 
necessary to correct a fundamental 
error or omission that is likely to affect 
participants' rights or tax revenues in a 
significant number of plans. 

.06 A defined contribution plan that 
incorporates an age or service weighted 
allocation formula does not satisfy the 
requirements of section 13.02, above, 
unless the plan's sponsor has received 
a favorable determination letter for the 
plan under this revenue procedure. 
Such a plan is not eligible for extended 
reliance on a determination letter issued 
under any revenue procedure listed in 
clause (a) of section 13.02 above, 
except for this Rev. Proc. 93-39. Also, 
other plans that are not described in 
section 13.02 above are not eligible for 
extended reliance. For example, ex
tended reliance is not available to an 
individually designed plan that is sub
mitted under section 3 of Rev. Proc . 
92-60, for which an employer elects to 
receive a determination letter that takes 
into account all TRA issues (including 
those requirements that became effec
tive in 1989), other than the require
ments of section 401(a)(4), 41O(b) and 
related sections of the Code. 

.07 Extended reliance is available 
only to the extent a plan sponsor is 
entitled to rely on the determination 
letter issued with respect to the plan. 
For example, a sponsor of a plan 
described in section 13.02 above that is 
not intended to satisfy a design-based 
safe harbor and for which the sponsor 
does not elect to demonstrate com
pliance with a nondesign-based safe 
harbor or a general test, as provided in 
section 4.02 of this revenue procedure, 
will not be entitled to extended reliance 
with respect to the nondiscrimination in 
amount requirement of section 1.401-
(a)(4)-1(b)(2) of the regulations. 

.08 Subsequent amendments-A 
plan that is described in section 13.02 
above that is subsequently amended 
and submitted for a determination letter 
will be entitled to extended reliance on 
the subsequent determination letter 
issued with respect to the plan provided 
(1) the amendment is a minor amend
ment and the plan is submitted on a 
Form 6406, (2) the plan is amended to 
reflect legislation, regulations, or Serv
ice administrative pronouncements 
issued on or before the date the 
subsequent application is submitted, or 
(3) the plan is a volume submitter plan 
that is submitted on a Form 5307. 

SEC. 14. EFFECT ON OTHER 
DOCUMENTS 

.01 Rev. Proc. 91-66, with the ex
ception of sections 8.03-8.08 relating 
to M&P and regional prototype plans, 
is superseded. 
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.02 Rev. Proc. 92-60 is superseded. 

.03 Sections 5.03 and 5.04 of Rev. 
Proc. 93-6 are modified with respect to 
determination letter applications filed 
on or after October 12, 1993. In 
addition, section 11.05 of Rev. Proc. 
93-6 is superseded. 

. 04 Rev. Proc. 93-9, with the excep
tion of section 4 relating to M&P and 
regional prototype plans, is superseded. 

.05 Rev. Proc. 93-10 is modified to 
provide that, in lieu of section 5 of 
Rev. Proc. 93-10, the instructions in 
section 5 and section 9.02 of this 
revenue procedure apply with respect 
to determination letter applications for 
nonstandardized safe harbor plans that 
are filed on or after October 12, 1993. 

.06 Rev. Proc. 93-12 is modified as 
provided in section 12 of this revenue 
procedure. 

.07 Section 6.09 of Rev. Proc. 93-23 
is modified as provided in section 5.13 
of this revenue procedure. 

SEC. 15. EFFECTIVE DATE 

This revenue procedure is effective 
on October 12, 1993 . 



APPENDIX A 

ATTACHMENT TO APPLICATIONS FILED UNDER REV. PROC. 93-39 

Plan Name: 

(Refer to the notes following Part IV of this attachment in responding to the following questions.) 

Part I 

--- = Enter the letter (A-H) that describes the plan from the notes following Part IV. Enter one letter only. If you have 
entered A or B, do not complete the rest of this attachment. 

Part II 

Enter Y or N (unless otherwise indicated) 

1 __ Are you using the separate lines of business rules of section 414(r) in testing whether a plan satisfies section 
401(a)(26) or section 410(b)? If yes, attach the required schedule and label it Demo 1. 

2 __ Have you attached a demonstration that the plan satisfies section 401(a)(26)? Label this Demo 2. 

If you entered C, D, E or F in Part I, skip to Part IV. If you entered G in Part I, skip to Part III, question 12. If you entered 
H, continue with question 3. 

3 Are you requesting a determination that specified benefits, rights, or features are currently available? If yes, 
attach the required demonstration and label it Demo 3. 

4 Is the plan mandatorily dis aggregated, permissively aggregated, or restructured? If yes, attach the required 
schedule and label it Demo 4. 

5 Identify the coverage test being met by entering "a" for ratio percentage, "b" for average benefit, or "c" for 
pre-ERISA rules for certain governmental and nonelecting church plans. 

6 If 5 is "b," are you requesting a determination that the plan satisfies the average benefit test? If yes, attach the 
required demonstration and label it Demo 5. (Leave blank if you entered "a" or "c" on line 5.) 

7 Is the plan intended to satisfy a design-based safe harbor? (Leave blank if the plan is a section 401(k) or section 
401(m) plan only.) 

8 If 7 is "Y," enter one of "a" through "g" from the notes following Part IV to identify the safe harbor intended 
to be satisfied. (Leave blank if line 7 is "N" or blank.) List the plan provisions that satisfy the safe harbor 
here: 

9 __ If 7 is "N," are you requesting a determination that the plan satisfies a nondesign-based safe harbor or a general 
test? If the answer to this question 9 is yes, attach the required demonstration and label it Demo 6. (Leave blank 
if line 7 is "Y" or blank.) Also, check the type of determination requested: 

a. General test, involving "safety valve" rule 
b. General test, not involving "safety valve" 
c. Nondesign-based safe harbor 

10 Does a plan provision provide for pre-participation or imputed service or does a plan amendment or, for an 
initial determination, a plan provision, provide for a period of past service in excess of the safe harbor? If yes, 
attach the required schedule and label it Demo 7. 

11 __ Is the plan part of a floor offset arrangement intended to satisfy the safe harbor in section 1.401(a)(4)-8(d) of 
the regulations? If yes, attach the required schedule and label it Demo 8. 

Part III 

Skip to Part IV if you entered "N" on line 7. 

12 __ Are you required to submit a demonstration that a definition of compensation is nondiscriminatory? If yes, label 
this Demo 9. 

If you entered G in Part I, skip to Part IV. 
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13 Is the plan a defined benefit plan that provides for employee contributions not allocated to separate accounts? If 
no, skip to Part IV. 

14 __ Enter one of "a" through "e" from the notes following Part IV to identify the method used to determine the 
employer-provided benefit. If "a," attach the required demonstration and label it Demo 10. If applicable, list 
the plan provisions and indicate the plan factor here: 

15 Enter one of "a" through "c" from the notes following Part IV to identify the method used to show that the 
employee-provided benefit is nondiscriminatory in amount. If "c," attach the required demonstration, if 
applicable, and label it Demo 11. 

PART IV 

Enter "X" opposite the demonstrations that are attached: 

Demo # 

2 

3 

4 

Part I 

5 

6 

7 

8 

Notes 

9 

10 

11 

Enter in Part I of the attachment the letter that describes the plan from the following list: 

A = The plan benefits only collectively bargained employees within the meaning of section 1.41O(b)-6(d)(2) of the 
regulations (or employees treated as collectively bargained employees) and no noncollectively bargained employees. 

B = The plan is a governmental plan as defined in section 414(d) and you are applying for a determination letter that does 
not take into account the nondiscrimination, coverage, and minimum participation requirements that are effective for the plan 
in plan years beginning after 1995. 

C = The plan is maintained by an employer exempt from income tax under section 501(a) and you are applying for a 
determination letter that does not take into account the nondiscrimination and coverage requirements that are effective for 
the plan in plan years beginning after 1995. 

D = The plan benefits no highly compensated employees. 

E = The plan is maintained by an employer that employs no nonhighly compensated employees. 

F = The plan is a nonstandardized safe harbor plan that satisfies the conditions of section 9.02 of Rev. Proc. 93-39, and the 
plan does not use a definition of compensation that must be tested for nondiscrimination under section 1.414(s)-I(d) of the 
regulations. 

G = The plan is a nonstandardized safe harbor plan that satisfies the conditions of section 9.02 of Rev. Proc. 93-39, and the 
plan uses a definition of compensation that must be tested for nondiscrimination under section 1.414(s)-1(d) of the 
regulations. 

H = The plan is not described above. 

If the plan is described in A or B, complete only Part I of the attachment. If the plan is described in C, D, E, or F, complete 
only questions I and 2 of Part II, and Part IV. If the plan is described in G, complete only questions I and 2 of Part II, 
question 12 (Part III), and Part IV. If the plan is described in H, complete all questions, unless directed otherwise. 

PART II 

If this plan benefits both collectively bargained employees within the meaning of section 1.410(b)-6(d)(2) of the regulations 
(or employees treated as collectively bargained employees) and noncollectively bargained employees, answer the questions in 
Parts II and III only with respect to the portion of the plan that benefits noncollectively bargained employees. 
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1. l~ the separate line of business rules of section 414(r) are being used in testing whether a plan of the employer satisfies 
sectIOn 401(a)(26) or section 41O(b), attach to the application a schedule that contains the information required by section 
11.04 of this revenue procedure. 

2. See Appendix B, Demo 2, for guidelines relating to the required section 401(a)(26) demonstration. 

3. Answer this question "yes" if you are requesting a determination that any specified benefit, right, or feature meets the 
nondiscriminatory current availability requirement under section 1.401(a)(4)-4(b) of the regulations. Generally, a separate 
demonstration must be provided for each benefit, right, and feature you wish considered. See Appendix B, Demo 3, for 
guidelines relating to this demonstration. 

4. Answer this question "yes" if, for purposes of satisfying section 41O(b) or section 401(a)(4) of the Code, the plan is: 
mandatorily disaggregated under any of the rules in sections 1.41O(b)-7(c)(1), (2), (3), (4), or (6) of the regulations; 
permissively aggregated with another plan under section 1.41O(b)-7(d); or restructured into component plans under section 
1.401 (a)(4)-9. (Do not answer this question "yes" if the plan is disaggregated solely because it benefits both collectively 
bargained and noncollectively bargained employees.) Also attach a schedule explaining the basis of the disaggregation, 
permissive aggregation or restructuring, identifying the aggregated or separate disaggregated plans or component plans, and 
demonstrating how any restructured component plans satisfy section 41O(b) as if they were separate plans. 

If the plan is permissively aggregated with another plan, the questions on the attachment should be answered with respect to 
the aggregated plan. 

5. Enter on line 5 the letter that describes the coverage test being met by the plan: 

a. Ratio percentage test (1.41O(b)-2(b)(2» 
b. Average benefit test (1.41O(b )-2(b )(3» 

c. Section 401(a)(3) as in effect on September 1, 1974 (1.41O(b)-2(e) for certain governmental and nonelecting church 
plans) 

If you answered "yes" to question 4 and the plan is disaggregated into two or more separate disaggregated plans, show on 
the schedule required by question 4 (i.e .. Demo 4) the coverage test that is being met by each separate disaggregated plan, 
demonstrating each ratio percentage test. Also, enter "b" on line 5 if the average benefit test is being used by any separate 
disaggregated plan. 

6. If you answer "yes" to this question, see Appendix B, Demo 5, for guidelines relating to the average benefit test 
demonstration. If you answer "no" to this question, the determination letter issued with respect to this plan will indicate 
that, at your request, the letter does not consider and may not be relied on with respect to whether the plan satisfies the 
minimum coverage requirements of section 410(b) of the Code. If this is a terminating plan that is meeting coverage on the 
basis of the average benefit test, you must answer "yes" to this question unless a favorable determination letter that 
considered the average benefit test was issued for the plan during the preceding three years and there has been no change in 
material facts on which that determination was based. 

7. Leave this question blank only if the plan is a section 401(k) plan or a section 401(m) plan as defined in section 
1.410(b)-9 of the regulations. Otherwise, answer this question "yes" or "no". For purposes of this question, a plan is not a 
section 401(k) plan or a section 40l(m) plan if the plan also provides for any contributions (such as nonelective 
contributions) that are not subject to the special rule in section 1.401(a)(4)-1(b)(2)(ii)(B) of the regulations. 

If you answered "yes" to question 4 and this plan has been disaggregated into separate disaggregated plans or restructured 
into component plans, show on Demo 4 how each separate disaggregated plan or restructured component plan satisfies the 
nondiscrimination in amount requirement. If any separate disaggregated plan or restructured component plan relies on a 
nondesign-based safe harbor or a general test, answer "no" to question 7. 

8. Enter on line 8 the letter that describes the design-based safe harbor that is intended to be met by the plan: 

a. 1.401(a)(4)-2(b)(2) (defined contribution plan with uniform allocation formula) 
b. IA01(a)(4)-8(b)(3) (target benefit plan) 
c. IAOI(a)(4)-3(b)(3) (unit credit defined benefit plan) 
d. 1.401(a)(4)-3(b)(4)(i)(C)(1) (unit credit defined benefit fractional rule plan) 
e. IA01(a)(4)-3(b)(4)(i)(C)(2) (flat benefit defined benefit plan) 
f. 1.401(a)(4)-3(b)(5) (insurance contract plan) 
g. 1.401(a)(4)-8(c)(3)(iii)(B) (cash balance plan) 

9. If you answer "yes" to this question, see Appendix B, Demo 6. for guidelines relating to the required demonstration. The 
demonstration must show that the plan satisfies either of the nondesign-based safe harbors described in section 1.401(a)( 4)-
2(b)(3) (defined contribution plan with a uniform points allocation formula) or section lAOI(a)(4)-3(b)(4)(i)(C)(3) 
(alternative flat benefit safe harbor for defined benefit plans), or the contributions or benefits general test. 
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Also indicate in the space provided in question 9 whether the determination requested relates to: (a) a defined benefit plan 
being tested under the general test in section 1.401 (a)( 4 )-3(c) of the regulations that also involves a facts and circumstances 
determination under the "safety valve" rule in section 1.401(a)(4)-3(c)(3); (b) a plan being tested under a general test that 
does not involve a determination under the safety valve; or (c) a plan that is intended to satisfy a nondesign-based safe 
harbor. 

If this question is answered' 'no," the determination letter issued with respect to this plan will indicate that, at your request, 
the letter does not consider and may not be relied on with respect to whether the plan is nondiscriminatory in the amount of 
contributions or benefits under section 401(a)(4) of the Code. If this is a terminating plan that is meeting the 
nondiscrimination in amount requirement on the basis of a general test or a nondesign based safe harbor, you must answer 
"yes" to this question unless a favorable determination letter that considered such test or safe harbor was issued for the plan 
during the preceding three years and there has been no change in material facts on which that determination was based. 

I O. Answer this question "yes" if any plan provision provides for pre-participation or imputed service as defined in section 
1.401 (a)(4)-9(d)(3)(ii). Also answer "yes" if a plan amendment or, in the case of an initial determination, a plan provision 
provides for a period of past service that exceeds the period set forth in the safe harbor in section 1.401(a)(4)-5(a)~5) of the 
regulations. If you answer "yes," you must attach a schedule that includes a description of the nature of the grant of past 
service or pre-participation or imputed service, the location of the various plan provisions that provide for the granting of the 
service, and, in the case of pre-participation or imputed service, whether the service is being taken into account in 
determining whether the plan satisfies section 1.401 (a)( 4 )-1 (b )(2). 

11. If the answer to this question is "yes," attach a schedule giving the name, file folder number (if available), and plan 
type (e.g., defined benefit or profit sharing) of the other plan that is part of the arrangement. Also indicate whether the other 
plan has received a favorable determination letter or is being submitted for a determination letter simultaneously with this 
application. 

Also answer this question "yes" if any separate disaggregated or restructured component plan is part of a floor offset 
arrangement. 

PART III 

12. Answer this question "yes" if: 

a. the plan bases contributions or benefits on a definition of compensation that does not satisfy the requirements of 
section 1.414(s)-1(c)(2) or section 1.414(s)-I(c)(3) of the regulations; or 

b. the plan is a section 401(k) or section 401(m) plan that incorporates an actual deferral percentage or actual 
contribution percentage test using a definition of compensation that does not satisfy the requirements of section 
1.414(s)-1(c)(2) or section 1.414(s)-1(c)(3). 

If you answered "yes" to question 4 and this plan has been disaggregated into separate disaggregated plans or restructured 
into component plans, answer this question "yes" if any of the separate disaggregated plans or restructured component plans 
are described in a. or b. Also indicate on Demo 4 each disaggregated plan or component plan to which a. or b. apply. (Note 
that section 401(k) and section 401(m) plans may not be restructured.) 

See Appendix B, Demo 9, for guidelines in preparing the required demonstration that the definition of compensation in a. or 
b. satisfies section 1.414(s)-I(d) of the regulations. 

13. Also answer this question "yes" if any separate disaggregated plan or restructured component plan provides for 
employee contributions not allocated to separate accounts. 

14. Enter on line 14 the letter that describes the method that is being used to determine the employer-provided benefit for 
purposes of section 401(a)(4): 

a. Composition-of-workforce method (l.40 1 (a)( 4 )-6(b )(2» 
b. Minimum benefit method (l.401(a)(4)-6(b)(3» 

(Note that the methods in a. and b. may only be used with plans that satisfy the unit credit safe harbor in section 
1.401 (a)( 4 )-3(b )(3).) 
c. Grandfather rule (l.401(a)(4)-6(b)(4» 
d. Government plan method (l.401(a)(4)-6(b)(5» 
e. Cessation of employee contributions method (1.401(a)(4)-6(b)(6» 

If you enter "b," also indicate the reSUlting plan factor (.4 or .6). 

If you enter "a," attach a demonstration that the eligibility requirements of section 1.401(a)(4)-6(b)(2)(ii) are satisfied. 
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15. Enter on line 15 the letter that describes the method that is being used to show that the employee-provided benefit is 
nondiscriminatory in amount: 

a. Same rate of contributions (1.401(a)(4)-6(c)(2» 
b. Total benefits method (1.401(a)(4)-6(c)(3» 
c. Grandfather rule (1.401(a)(4)-6(c)(4)) 

If you enter "c," attach a demonstration, if applicable, that the benefits provided on account of employee contributions at 
lower levels of compensation are comparable to those provided on account of employee contributions at higher levels of 
compensation, as required by 1.401 (a)(4)-6(c)(4)(iv). 

Part IV 

Show in Part IV the demonstrations attached to your application. 
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APPENDIX B 

GUIDELINES FOR CERTAIN DEMONSTRATIONS 

This appendix describes elements that should be included in demonstrations required by sections 5.07( I), (2), and (5) 
through (7) of Rev. Proc. 93-39. These demonstrations relate to the following: the minimum participation requirements of 
section 40 I (a)(26); the current availability of benefits, rights and features; the average benefit test; the general tests for 
nondiscrimination in amount of contributions or benefits; the safe harbor for plans with uniform points allocation formulas; 
the safe harbor for plans using the fractional accrual rule; and the nondiscrimination test for compensation under section 
IAI4(s)-I(d) of the regulations. 

The title of each of the following sets of guidelines identifies the demonstration referred to in Appendix A to which the 
guidelines relate. 

SECTION 401 (a)(26) REQUIREMENTS-DEMO 2 

A demonstration that a plan satisfies the minimum participation requirements of section 401(a)(26) with respect to current 
employees should include the following information: 

1. If the applicant believes the plan satisfies section 401(a)(26) because it meets one of the exceptions in section 
1.40 I (a)(26 )-1 (b) of the regulations, the demonstration should specify the particular exception that is met and describe how 
the plan meets the requirements of the exception. If the plan is a frozen plan and thus satisfies section 401(a)(26) with 
respect to current employees, this should be stated in the demonstration. 

2. If the employer is required, or elects, to disaggregate the plan under any of the rules in section 1.401(a)(26)-2(d) of the 
regulations, the demonstration should describe how the plan is being disaggregated. In this case, the applicant should 
demonstrate that each separate disaggregated plan satisfies section 401(a)(26). 

3. The demonstration should show how the plan meets the requirement that it benefit at least the lesser of 50 employees or 
40% of the employer's employees. Specifically, the demonstration should include the following: 

a. the date for which the demonstration data is being given, and a statement as to whether the data is reasonably 
representative of the employer's workforce and plan coverage; 

b. if the plan benefits fewer than 50 employees, the total number of the employer's employees and, if the plan benefits 
fewer than 40% of total employees, the number of employees who are excludable under each of the categories in section 
1.401 (a)(26)-6(b) of the regulations. 

NONDISCRIMINATORY CURRENT AVAILABILITY OF 
BENEFITS, RIGHTS AND FEATURES-DEMO 3 

An applicant that is requesting a determination that a plan satisfies the nondiscriminatory current availability requirement of 
section 1.401(a)(4)-4(b) of the regulations with respect to any benefit, right, or feature ("BRF") specified by the applicant 
should ordinarily demonstrate the following for each BRF that the applicant wants considered. 

I.a. Identify the specific BRF, including terms pertaining to the BRF, such as eligibility conditions, timing, election rights, 
etc. 

b. Cite the plan provisions that describe the BRF and all terms pertaining to the BRF. 

c. Describe any conditions on the availability of the BRF that were disregarded in determining current availability. 

d. If the BRF is contingent on an unpredictable event, describe the contingency and indicate whether current availability was 
determined as if the event had occurred. 

e. If applicable, describe how the special rule in section 1.40 I (a)( 4 )-4(d)(3), relating to early retirement window benefits, 
has been applied. 

2. If the BRF is an optional form of benefit, ancillary benefit, or other right or feature that has been aggregated, for testing 
purposes, with another optional form of benefit, ancillary benefit, or other right or feature, respectively, show how the 
requirements of sections 1.401(a)(4)-4(d)(4)(A) and (B) are satisfied. 

3. Describe the group of employees to whom the BRF is available and indicate whether this group includes any 
nonexcludable employees with accrued benefits who are not currently benefiting ("frozen participants"). 

4. Give a demonstration or show one of the following with respect to the specified BRF: 
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a. The group of employees to whom the benefit is currently available satisfies section 4lO(b). 

b. The BRF has been prospectively eliminated and satisfies section 4lO(b) as of the elimination date. 

c. The BRF is available only to an acquired group of employees and the requirements of sections 1.401(a)(4)-4(d)(1)(i)(A) 
and (B) are satisfied. 

d. The plan is a permissively aggregated plan and the BRF is a spousal benefit described in section 1.401(a)(4)-4(d)(5) of 
the regulations. 

e. The plan is an ESOP and the BRF is an investment diversification right or feature or distribution option available only to 
all qualified participants (within the meaning of section 401(a)(28)(B)(II» or the failure of the BRF to satisfy current 
availability results from the restrictions of section 409(n). 

f. The plan is a permissively aggregated DB/DC plan; the BRF is not a single sum benefit, loan, ancillary benefit, or benefit 
commencement date (including the availability of in-service withdrawals); the BRF is provided under only one type of plan; 
and the BRF is currently available to all NHCEs in all plans of the same type as the plan under which it is provided. 

5. If the BRF is available to frozen participants, show how one of the requirements in sections 1.401 (a)(4)-4(d)(2)(i) 
through (iv) is satisfied. 

AVERAGE BENEFIT TEST-DEMO 5 

I. A plan that benefits both collectively bargained employees and noncollectively bargained employees and that is deemed 
to satisfy the average benefit test under the special rule in section 1.4lO(b )-5(f) of the regulations should submit a 
demonstration that the plan would satisfy the ratio percentage test, if the excludable employee and mandatory disaggregation 
rules for collectively bargained and noncollectively bargained employees did not apply, and need not submit a demonstration 
of the average benefit test. 

2. The demonstration for the average benefit test should provide the average benefit percentage for highly compensated 
employees and nonhighly compensated employees (see line 9i of Form 5300 and line lOi of Form 5307). 

3. Applicants must also demonstrate compliance with the nondiscriminatory classification test of section 1 AlO(b )-4 of the 
regulations, including, if applicable, the facts and circumstances determination under section 1.41 O(b )-4( c )(3). 

4. In addition to the above information, the average benefit percentage demonstration should identify and describe the 
method used for determining employee benefit percentages (see sections 1.4lO(b)-5(d) and lAlO(b)-5(e) of the regulations), 
and include the information listed below. However, if the Service determines that additional information is necessary, it will 
request that additional information be submitted. Applicants are encouraged to submit examples clarifying the analysis of the 
average benefit percentage test in a particular plan with respect to representative sample employees. Issues where this might 
be particularly appropriate are marked by an asterisk. 

I. All plans: 

a. the testing period (see section 1.4lO(b)-5(e)(5) of the regulations for an optional averaging rule) 
b. the definition of testing service (including imputed and pre-participation service) 
c. description of the testing group (see section 1.410(b)-7(e) of the regulations) 
d. whether the employee benefit percentages are determined on a contributions or benefits basis 
e. whether permitted disparity under section 1.401(a)(4)-7 of the regulations is imputed in determining employee benefit 

percentages * 
f. a demonstration of how allocation or accrual rates are grouped 
g. a description of how contributions or benefits are normalized, including actuarial assumptions used * 
h. the definition of section 414(s) compensation used in determining plan year compensation or average annual compensation 

and a demonstration showing the definition as nondiscriminatory (the demonstration for nondiscriminatory compensation 
is not needed if the plan bases contributions or benefits on a definition of compensation that satisfies section 1.414(s)
l(c)(2) or section 1.414(s)-I(c)(3) of the regulations) (See the guidelines in this Appendix B pertaining to nondiscrimina
tory compensation for guidance pertaining to this demonstration.) 

i. the method of determining compensation used in determining employee benefit percentages 
j. the testing age of employees (not applicable to defined contribution plans testing on a contributions basis) 

II. Plans with defined benefit plans in the testing group: 

k. whether accruals after normal retirement age are taken into account, and if such accruals are disregarded as provided in 
section 1.401(a)(4)-3(f)(3) of the regulations, the basis upon which they are disregarded 
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1. whether early retirement window benefits are taken into account in determining accrual rates and, if such benefits are 
being disregarded under section 1.401(a)(4)-3(f)(4)(ii) of the regulations, the basis upon which they are disregarded 
(testing on benefits basis only) 

m. whether any unpredictable contingent event benefits were taken into account in determining accrual rates and, if such 
benefits are being disregarded under section 1.401 (a)(4)-3(f)(5) of the regulations, the basis upon which they are 
disregarded (testing on benefits basis only) 

n. if a defined benefit plan disregards offsets described in section 1.40l(a)(4)-3(f)(9), a description of such offsets, and how 
they satisfy section 1.401(a)(4)-3(f)(9) 

o. whether any disability benefits are taken into account in determining employees' accrued benefits, and if so, the plan 
provisions that permit these disability benefits to be taken into account 

p. whether any other special rules in testing a plan for nondiscrimination in amount are applied, e.g., the rules applicable to 
the determination of benefits on other than a plan-year basis described in section 1.401 (a)( 4 )-3(f)(6), the adjustments for 
certain plan distributions provided in section 1.40 1 (a)(4)-3(f)(7), and the adjustment for certain qualified preretirement 
survivor annuity charges as provided in section 1.40l(a)(4)-3(f)(8) 

q. plans with employee contributions not allocated to separate accounts: a description of the method for determining whether 
employee-provided accrued benefits are nondiscriminatory under 1.40l(a)(4)-6(c) of the regulations, the method for 
determining the employer-provided accrued benefits under section 1.401 (a)(4)-6(b), and the location of plan provisions 
providing these methods. If the method for determining the employer-provided accrued benefit is the composition-of
workforce method, the demonstration must show that the eligibility requirements of section 1.40l(a)(4)-6(b)(2)(ii) are 
satisfied; if the grandfather rule of section 1.40l(a)(4)-6(b)(4) is used, the demonstration must show, if applicable, that 
the benefits provided on account of employee contributions at lower levels of compensation are comparable to those 
provided on account of employee contributions at higher levels of compensation. 

III. Employee benefit percentages determined using cross-testing: 

r. a description of the method used to determine equivalent allocations and benefits * 

GENERAL TEST-DEMO 6 

An applicant that is submitting a plan that uses any of the general tests in sections 1.401 (a)(4)-2(c), 1.401 (a)(4)-3(c), 
1.40l(a)(4)-8(b)(2), 1.40l(a)(4)-8(c)(2), and 1.40l(a)(4)-8(c)(3)(iii)(C) of the regulations must submit a demonstration that 
shows that the plan passes the relevant general test and should ordinarily provide the following information, as applicable. 
However, if the Service determines that additional information is necessary, it will request that additional information be 
submitted. Applicants are encouraged to submit examples clarifying the analysis of the general test in a particular plan with 
respect to representative sample employees. Issues where this might be particularly appropriate are marked by an asterisk. 

I. All plans (unless otherwise noted): 

a. The identification of each rate group under the plan and a demonstration of how each rate group satisfies section 41O(b). 
(If the plan is a defined benefit plan that is being tested on the basis of the amount of benefits, rate groups must be 
determined on the basis of both normal and most valuable accrual rates which are expressed as a dollar amount or a 
percentage of compensation. If the most valuable accrual rate is determined in accordance with the special rule in section 
1.40l(a)(4)-3(d)(3)(iv) of the regulations (floor on most valuable accrual rate), this must be indicated.) 

b. whether the plan is being tested on a contributions or benefits basis 
c. the plan year being tested 
d. the description of the method of determining allocation or accrual rates, and if the plan is tested on a benefits basis, the 

measurement period and definition of testing service (including imputed and pre-participation service); see sections 
1.40l(a)(4)-2(c), 1.40l(a)(4)-3(d) and 1.401(a)(4)-9(b) of the regulations * 

e. whether the plan is imputing permitted disparity under section 1.401 (a)( 4 )-7 of the regulations * 
f. a demonstration of how allocation or accrual rates are grouped 
g. a description of how benefits are normalized, including actuarial assumptions used (not applicable to defined contribution 

plans testing on a contributions basis) * 
h. the definition of section 4l4(s) compensation used in determining plan year compensation or average annual 

compensation and a demonstration showing the definition as nondiscriminatory (the demonstration for nondiscriminatory 
compensation is not needed if the plan bases contributions or benefits on a definition of compensation that satisfies 
section 1.4l4(s)-1(c)(2) or section 1.4l4(s)-1(c)(3) of the regulations) (See the guidelines in this Appendix B pertaining 
to nondiscriminatory compensation for guidance pertaining to this demonstration.) 

I. the method of determining average annual compensation used in testing the plan for nondiscrimination as defined in 
section 1.40l(a)(4)-3(e)(2) or a description of the period used in determining plan year compensation 

J. the testing age of employees (not applicable to defined contribution plans testing on a contributions basis) 
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II. Defined benefit plans only: 

k. whether accruals after normal retirement age are taken into account, and if such accruals are disregarded as provided in 
section 1.401(a)(4)-3(f)(3) of the regulations, the basis upon which they are disregarded 

I. whether early retirement window benefits are taken into account in determining accrual rates and, if such benefits are 
being disregarded under section 1.401(a)(4)-3(f)(4)(ii) of the regulations, the basis upon which they are disregarded 

m. whether any unpredictable contingent event benefits were taken into account in determining accrual rates and, if such 
benefits are being disregarded under section 1.401 (a)(4)-3(f)(5) of the regulations, the basis upon which they are 
disregarded 

n. if the plan disregards offsets described in section 1.401(a)(4)-3(f)(9), a description of such offsets, and how they satisfy 
section 1.401 (a)( 4 )-3(f)(9) 

o. whether any disability benefits are taken into account in determining employees' accrued benefits, and if so, the plan 
provisions that permit these disability benefits to be taken into account 

p. whether any other special rules in section 1.401(a)(4)-3(f) of the regulations are applied in testing a plan for 
nondiscrimination in amount, e.g .. the rules applicable to the determination of benefits on other than a plan-year basis 
described in section 1.401 (a)( 4 )-3(f)( 6), the adjustments for certain plan distributions provided in section ~ AO 1 (a)( 4)-
3(f)(7). and the adjustment for certain qualified preretirement survivor annuity charges as provided in section 1.401(a)(4)-
3(f)(8) 

q. plans with employee contributions not allocated to separate accounts: a description of the method for determining whether 
employee-provided accrued benefits are nondiscriminatory under 1.401(a)(4)-6(c) of the regulations, the method for 
determining the employeer-provided accrued benefits under section 1.401 (a)( 4 )-6(b). and the location of relevant plan 
provisions. If the method for determining the employer-provided accrued benefit is the composition-of-workforce method, 
the demonstration must show that the eligibility requirements of section 1.401 (a)( 4 )-6(b )(2)(ii) are satisfied; if the 
grandfather rule of section 1.401(a)(4)-6(b)(4) is used, the demonstration must show, if applicable, that the benefits 
provided on account of employee contributions at lower levels of compensation are comparable to those provided on 
account of employee contributions at higher levels of compensation. 

r. if the plan would otherwise fail to satisfy the general test in section 1.401(a)(4)-3(c)(1) of the regulations, and a 
determination is being sought that the failure may be disregarded as permitted by the special rule in section 1.401(a)(4)-
3(c)(3), a description of the relevant facts and circumstances that support the use of this rule 

III. Cross-tested plans only: 

s. a description of the method used to determine equivalent allocations and benefits * 

SAFE HARBOR FOR PLANS WITH UNIFORM POINTS ALLOCATION FORMULAS-DEMO 6 

Each demonstration of the safe harbor for plans with uniform points allocation formulas in section 1.401 (a)( 4 )-2(b )(3) 
should include the following information: 

a. a description of the plan's allocation formula and the location of relevant plan provlSlons 

b. the definition of section 414(s) compensation used in determining plan year compensation and a demonstration showing 
the definition as nondiscriminatory (the demonstration for nondiscriminatory compensation is not needed if the plan bases 
contributions or benefits on a definition of compensation that satisfies section 1.414(s)-1(c)(2) or section 1.414(s)-1(c)(3) of 
the regulations) (See the guidelines in this Appendix B pertaining to nondiscriminatory compensation for guidance pertaining 
to this demonstration.) 

c. the average of the allocation rates (determined without imputing permitted disparity) for the highly compensated and for 
the nonhighly compensated employees benefiting under the plan. 

ALTERNATIVE SAFE HARBOR FOR FLAT BENEFIT PLANS-DEMO 6 

Each demonstration of the alternative safe harbor for flat benefit plans in section 1.401 (a)( 4 )-3(b )(4 )(i)(C)(3) of the 
regulations must set forth the average of the normal accrual rates for all nonhighly compensated nonexcludable employees 
and the average of the normal accrual rates for all highly compensated nonexcludable ~mployees. In addition, the 
demonstration should provide the additional information described in "General Test", relatmg to the determmatlOn of 
normal accrual rates, except for the information described in "a", "b", "f", Hr", and "s". 

NONDISCRIMINATORY COMPENSATION-DEMO 9 

A demonstration that a definition of compensation is nondiscriminatory under the test m section 1.414(s)-I(d) of the 
regulations should include the following information: 
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1. It should state whether the demonstration relates to a definition used to detennine contributions or benefits, or a definition 
used in a section 401(k) or section 401(m) plan's ADP or ACP test. (If the demonstration is being submitted to support a 
determination that a plan satisfies a general test, a nondesign-based safe harbor, or the average benefit test, the 
demonstration should instead identify the test or nondesign-based safe harbor to which it relates.) 

2. It should state the definition of compensation being tested (and include the plan cite where applicable), and indicate 
whether the definition uses rate of compensation or includes prior-employer compensation or imputed compensation. 

3. It should identify the period for which compensation data is given. 

4. It should state whether the test is based on the compensation of all employees benefiting under the plan or all employees 
benefiting under all plans of the employer for which the same alternative definition of compensation is used to determine 
that the plan satisfies section 401(a)(4). It should also state whether all employees with zero total compensation have been 
excluded from the test. The demonstration should state the numbers of highly compensated and nonhighly compensated 
employees whose compensation is taken into account in the demonstration. 

5. For each of the highly compensated and nonhighly compensated groups of employees, it should state whether the test 
uses an aggregate, individual, or other reasonable method to calculate inclusion percentages. If an "other" method is used, 
this should be described. 

6. With regard to the determination of total compensation and compensation included under the definition being tested, the 
demonstration should: 

a. specify the section 415(c)(3) definition of compensation used in detennining total compensation; 

b. indicate whether total compensation includes elective contributions and deferred compensation and, if applicable, whether 
and how the adjustment required by section 1.414(s)-1(d)(3)(ii)(B) has been made; and 

c. state whether, for purposes of the test, compensation included under the definition being tested is limited to total 
compensation and whether both total compensation and compensation included under the definition being tested are limited 
to amounts not in excess of the limit in section 401(a)(17). 

7. The demonstration should show, for both groups of employees, the respective inclusion percentages for the two groups, 
and should describe the manner in which such inclusion percentages are detennined. 

8. Finally, if the highly compensated employees' inclusion percentage is greater than the nonhighly compensated employees' 
inclusion percentage, the demonstration should set forth any facts relevant to whether the difference is de minimis. 



26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 93-40 

SECTION 1. PURPOSE 

.01 This revenue procedure super
sedes Notice 90-57, 1990-2 C.B. 344, 
to set forth the procedures of the 
Internal Revenue Service for satisfying 
the requirement under section 414(r)
(2)(B) of the Internal Revenue Code 
that an employer notify the Secretary 
that the employer treats itself as oper
ating qualified separate lines of busi
ness under section 414(r) of the Code. 

SEC. 2. BACKGROUND 

.01 Section 414(r) of the Code pro
vides rules for determining whether an 
employer operates qualified separate 
lines of business for purposes of 
applying Code sections 41O(b) (relating 
to minimum coverage), 401(a)(26) (re
lating to minimum participation rules), 
and 129(d)(8) (relating to dependent 
care assistance programs). If an 
employer is treated as operating 
qualified separate lines of business 
under section 414(r) of the Code, the 
employer will be permitted to apply the 
aforementioned Code provisions sepa
rately with respect to the employees in 
each qualified separate line of business. 

.02 On December 4, 1991, final 
regulations under section 414(r) of the 
Code were published in the Federal 
Register, 56 Fed. Reg. 63420 (1991). 
On September 7, 1993, proposed 
amendments to the final regulations 
under section 414(r) of the Code were 
published in the Federal Register, 58 
Fed. Reg. 47090 (1993). The rules in 
1.414(r)-1 of the regulations provide 
the exclusive rules for determining 
whether an employer is treated as 
operating qualified separate lines of 
business. 

.03 Section 1.414(r)-1 of the regula
tions provides that an employer will be 
treated as operating qualified separate 
lines of business only if: (1) the 
employer designates its lines of busi
ness by reference to the property or 
services provided by each line; (2) each 
line of business is organized and 
operated separately from the remainder 
of the employer and is therefore a 
separate line of business; and (3) each 
of these separate lines of business 
meets additional statutory requirements 
of section 414(r)(2) (including admin-

istrative scrutiny) and thus constitutes a 
qualified separate line of business. 

.04 Section 414(r)(2) requires that 
(A) a line of business have at least 50 
employees who are not excluded under 
section 414( q)(8) of the Code, (B) the 
employer notify the Secretary of the 
Treasury that the employer intends to 
treat the line of business as separate, 
and (C) such line of business satisfy 
the administrative scrutiny guidelines 
prescribed by that section. 

. 05 A separate line of business can 
automatically meet the requirements of 
section 414(r)(2)(C) of the Code (relat
ing to the administrative scrutiny re
quirement) if it meets either the statu
tory safe harbor of section 414(r)(3)(A) 
or one of the regulatory safe harbors in 
section 1.414(r)-5. A separate line of 
business that does not satisfy any of 
these safe harbors may nonetheless 
satisfy the administrative scrutiny re
quirement if the employer requests and 
receives a determination from the Serv
ice, under a program implemented 
pursuant to section 1.414(r)-6 of the 
regulations, that the separate line of 
business satisfies such requirements. 

.06 The Public Debt Limit Increase 
Act, Pub. L. 101-40, section 204(b)(1), 
provides that in the case of any plan 
year beginning on or before the date 
the Secretary issues guidelines and 
begins issuing determination letters 
under section 414(r)(2)(C) of the Code, 
an employer shall be treated as operat
ing separate lines of business if the 
employer reasonably determines that it 
meets the requirements of Code section 
414(r) (other than section 414(r)(2)(C». 

.07 Notice 90-57 provides that for 
plan sponsors that wish to apply the 
separate line of business rules under 
section 414(r) of the Code, notification 
of the Secretary, as required by Code 
section 414(r)(2)(B), is not required 
until further guidance is issued. 

.08 Rev. Proc. 93-41, this Bulletin, 
provides the procedures for an em
ployer to request and receive an 
administrative scrutiny determination 
from the Service as to whether a 
separate line of business that does not 
satisfy the statutory safe harbor of 
section 414(r)(3)(A) of the Code or one 
of the regulatory safe harbors in section 
1.414(r)-5(c) through (g) of the regula
tions may be treated as satisfying the 
administrative scrutiny requirement. 

.09 Rev. Proc. 93-39, this Bulletin, 
provides guidance pertaining to the 
submission of determination letter re-

quests involving plans that are relying 
on the separate line of business rules 
under section 414(r) of the Code to 
satisfy the minimum coverage require
ments and minimum participation 
requirements. 

SEC. 3. PROCEDURES FOR NOTICE 

.01 This section provides the exclu
sive rules for satisfying the notice 
requirement of section 414(r)(2)(B) of 
the Code . 

.02 The employer must file notice 
that it elects to be treated as operating 
qualified separate lines of business with 
the Key District Director for the district 
in which the principal place of business 
of the employer (within the meaning of 
Code sections 414(b), (c), and (m» is 
located. If the employer's principal 
place of business is not located within 
the United States, notice should be 
filed with the District Director of the 
Baltimore Key District Office. 

.03 Notice that the employer wishes 
to be treated as operating qualified 
separate lines of business must be 
given by filing Form 531O-A, Notice 
of Merger, Consolidation or Transfer of 
Plan Assets or Liabilities. A revised 
Form 531O-A will be available early in 
1994. Until the revised Form 531O-A 
is available, employers should print 
"QSLOB NOTICE" in bold letters on 
the top of the Form 5310-A and should 
submit an attachment with the form 
that contains the information described 
in section 3.04 below. 

.04 The schedule attached to each 
Form 5310-A must provide the follow
ing information: (1) the identification 
of each qualified separate line of 
business operated by the employer, (2) 
the identification of each plan main
tained by the employer, (3) the 
qualified separate lines of business that 
have employees benefiting under each 
such plan, and (4) the section or 
sections of the Code for which the 
employer is testing on a qualified 
separate line of business basis (i.e .. 
section 41O(b) or section 401(a)(26». 

.05 Notice for a testing year must be 
given on or before the Notification 
Date for the testing year. The Notifica
tion Data for a testing year is the later 
of October 15 of the year following the 
testing year or the 15th day of the tenth 
month after the close of the plan year 
of the plan of the employer that begins 
earliest in the testing year. 

.06 Notice given by an employer 
applies to all plans maintained by the 
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employer for plan years beginning in 
the testing year. Once the Notification 
Date for a testing year has passed, the 
employer is deemed to have irrevoca
bly elected to apply the specified 
section or sections of the Code on the 
basis of the qualified separate lines of 
business specified in the notice for all 
plan years beginning in the testing 
year. In addition, after the Notification 
Date, notice cannot be modified, with
drawn or revoked, and will be treated 
as applying to subsequent testing years 
unless the employer takes timely action 
to provide new notice. Timely action 
will be deemed to have been taken for 
a subsequent testing year, if the 
employer provides new notice any time 
prior to the Notification Date for that 
subsequent testing year. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Notice 90-57 is superseded. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
October 12, 1993; however, notice is 
not required to be provided for plan 
years beginning before January 1, 
1994. 
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SECTION 1. PURPOSE 

.01 This revenue procedure sets 
forth the procedures of the Internal 
Revenue Service relating to the issu
ance of an administrative scrutiny 
determination, which is a determination 
by the Service as to whether a separate 
line of business satisfies the require
ment of administrative scrutiny, within 
the meaning of section 1.414(r)-6 of 
the Income Tax Regulations, for the 
testing year. As such, this revenue 
procedure prescribes the conditions 
under which an employer is permitted 
to request a determination that a 
separate line of business meets admin
istrative scrutiny and describes the 
factors the Service will take into 
account in determining whether to 
grant a determination that a separate 
line of business meets administrative 
scrutiny. 

.02 This revenue procedure does not 
provide guidance regarding the deter
mination as to whether a plan main
tained by an employer operating sepa
rate lines of business is a qualified plan 
under section 401(a) of the Code. A 
sponsor who wants such guidance 
should refer to the Service's general 
determination letter procedures under 
Rev. Proc. 93-6, 1993-1 C.B. 430, and 
the special procedures for employers 
requesting determination letters that 
take into account the requirements of 
the Tax Reform Act of 1986 ("TRA 
'86"), Pub. L. 99-514, 1986-3 C.B. 1, 
and later laws, under procedures pub
lished by the Service in Rev. Proc. 93-
39, this Bulletin. 

SEC. 2. BACKGROUND 

.01 Section 414(r) of the Code gen
erally provides that an employer is 
treated as operating qualified separate 
lines of business during any year if the 
employer operates separate lines of 
business for bona fide business reasons 
and satisfies certain other conditions 
under the Code. If the employer is 
treated as operating qualified separate 
lines of business for the year, the 
employer may apply the minimum 
coverage requirements of section 
41O(b) (including the nondiscrimination 
requirements of section 401(a)(4» of 
the Code and the minimum participa
tion requirements of section 401(a)(26) 
of the Code separately with respect to 
employees of each qualified separate 
line of business. 

.02 Section 414(r)(2) of the Code 
provides that each separate line of 

business must meet certain statutory 
requirements to be considered a 
qualified separate line of business. 
Section 414(r)(2)(A) requires that a line 
of business must have at least 50 
employees who are not excluded under 
section 414(q)(8) of the Code. Section 
414(r)(2)(B) provides that the employer 
must notify the Secretary that such line 
of business is being treated as separate. 
Section 414(r)(2)(C) provides that 
either such line of business must meet 
the administrative scrutiny guidelines 
prescribed by the Secretary or the 
employer must receive a determination 
from the Secretary that such line of 
business may be treated as meeting 
administrative scrutiny. 

.03 On December 4, 1991, the Serv
ice published final regulations which 
relate to the requirements under section 
414(r) of the Code, 56 Fed. Reg. 
63420. On September 7, 1993, the 
Service published proposed amend
ments to the final regulations under 
section 414(r) of the Code, 58 Fed. 
Reg. 47090. 

.04 Section 1.414(r)-1 of the regula
tions provides that an employer is 
treated as operating qualified separate 
lines of business only if: (1) the 
employer designates its lines of busi
ness by reference to the property or 
services provided by each line of 
business; (2) each line of business is 
organized and operated separately from 
the remainder of the employer; and (3) 
each of these separate lines of business 
meets additional statutory requirements 
(including administrative scrutiny) and 
thus constitutes a qualified separate line 
of business . 

. 05 A separate line of business auto
matically meets the administrative scru
tiny requirement of section 414(r)(2)(C) 
of the Code if it meets the statutory 
safe harbor of section 414(r)(3)(A). 

.06 Section 1.414(r)-1 of the regula
tions provides that a separate line of 
business can also automatically meet 
the administrative scrutiny requirement 
of section 414(r)(2)(C) of the Code if it 
meets one of the regulatory administra
tive scrutiny safe harbors in section 
1.414(r)-5(c) through (g). 

.07 A separate line of business that 
does not satisfy any of these safe 
harbors nonetheless satisfies the admin
istrative scrutiny requirement if the 
employer requests and receives a deter
mination from the Service, under a 
program implemented pursuant to sec
tion 1.414(r)-6 of the regulations, that 



the separate line of business satisfies 
the requirement of administrative 
scrutiny. 

.08 Rev. Proc. 91-64, 1991-2 C.B. 
866, sets forth the industry categories 
established by the Service for purposes 
of the safe harbor in section 1.414(r)
S(c) of the regulations and administra
tive scrutiny determinations in section 
1.414(r)-6 and this revenue procedure. 

.09 Rev. Proc. 93-40, this Bulletin, 
sets forth the procedures of the Service 
for satisfying the requirement under 
section 414(r)(2)(B) of the Code that 
an employer notify the Secretary that 
the employer treats itself as operating a 
separate line of business under section 
414(r). 

SEC. 3. APPLICABILITY 

.01 Effective October 12, 1993, the 
Service will begin accepting requests 
from employers for administrative scru
tiny determinations. The procedures 
described in this revenue procedure 
provide the sole method by which an 
employer can request and receive a 
determination from the Service as to 
whether a separate line of business 
satisfies the administrative scrutiny re
quirement pursuant to section 1.414(r)-
6 of the regulations. 

.02 An employer may request a de
termination as to whether a separate 
line of business satisfies the require
ment of administrative scrutiny under 
section 1.414(r)-6 of the regulations 
for a specified testing year, as defined 
in section 1.414(r)-1l of the regula
tions, with respect to a separate line of 
business described in either subsection 
.03 or subsection .04 of this section. 
An employer cannot make a request for 
a testing year that ends prior to the 
date of the request. 

.03 A separate line of business is 
described in this subsection .03 if it-

(1) meets the criteria for a line of 
business for the testing year under 
section 1.414(r)-2 of the regulations 
and for a separate line of business for 
the testing year under section 1.414(r)-
3 of the regulations; 

(2) meets the 50 employee require
ment of section 414(r)(2)(A) of the 
Code on each day of the testing year; 

(3) does not satisfy any of the ad
ministrative scrutiny safe harbors of 
section 1.414(r)-5(b) through (g) of the 
regulations; and 

(4) satisfies at least one of the fol
lowing standard access alternatives: 

(a) The highly compensated em
ployee percentage ratio of the separate 
line of business for the testing year, as 
determined under section 1.414(r)-5(b) 
of the regulations, is at least 40 percent 
and not more than 250 percent; 

(b) Ninety percent of the gross reve
nues of the separate line of business 
result from the provision of property or 
services that fall exclusively within one 
or more industry categories established 
by the Service (through Rev. Proc. 91-
64), under section 1.414(r)-5(c) of the 
regulations, and no more than ten 
percent of the gross revenues of any of 
the employer's other separate lines of 
business result from property or serv
ices provided to customers of the 
employer that fall within the same 
industry category or categories; 

(c) The employer is not required to 
file Form lO-K or 20-F, but there is a 
certification from an independent cer
tified public accountant that the 
employer would have been required to 
report the separate line of business as 
one or more reportable industry seg
ments on either the Form lO-K or the 
Form 20-F if the employer had been 
required to file the applicable SEC 
report for the employer's fiscal year 
ending in the testing year, and the 
separate line of business therefore 
would have satisfied the administrative 
scrutiny safe harbor in section 
1.414(r)-5(e) of the regulations; 

(d) The separate line of business has 
a highly compensated employee per
centage ratio, as determined under 
section 1.414(r)-5(b) of the regulations, 
of less than 40 percent, and either-

(i) The separate line of business 
would satisfy the average benefits safe 
harbor of section 1.414(r)-5(f)(2)(ii) of 
the regulations if the actual benefit 
percentage of the nonhighly compen
sated employees of the other separate 
lines of business were reduced by one
third, or 

(ii) The separate line of business 
would satisfy the minimum benefit safe 
harbor of section 1.414(r)-5(g) of the 
regulations if the minimum benefit 
were reduced by one-third; 

(e) The separate line of business has 
a highly compensated employee per
centage ratio, as determined under 
section 1.414(r)-5(b) of the regulations, 
of more than 250 percent, and either-

(i) The separate line of business 
would satisfy the average benefits safe 
harbor of section 1.414(r)-5(f)(3)(ii) of 
the regulations if the actual benefit 

percentage of the highly compensated 
employees of the other separate lines of 
business were increased by one-third, 
or 

(ii) The separate line of business 
would satisfy the maximum benefit 
safe harbor of section 1.414(r)-5(g) of 
the regulations if the maximum benefit 
were increased by one-third; or 

(f) The separate line of business 
manages a government facility pursuant 
to a government contract that specifies 
the benefits to be provided under a 
qualified plan. 

.04 A separate line of business is 
described in this subsection .04 if it 
meets paragraphs (1) through (3) of 
subsection .03, but fails to satisfy any 
of the standard access alternatives of 
paragraph (4) of subsection .03. 

SEC. 4. ISSUANCE OF 
DETERMINATIONS 

.01 The Service will issue a deter
mination as to whether a separate line 
of business meets the requirement of 
administrative scrutiny only in response 
to requests filed with the Service in 
accordance with the instructions in 
section 7. 

.02 As provided in section 1.414(r)-
6(a) of the proposed regulations, the 
Service will issue a determination that 
a separate line of business meets the 
requirement of administrative scrutiny 
only when such a determination is con
sistent with the purpose of section 
414(r) of the Code, taking into account 
the nondiscrimination requirements of 
sections 401(a)(4) and 41O(b). 

.03 For a separate line of business 
described in section 3.03, the Service 
will take into account the factors 
enumerated in section 5 below and any 
other relevant facts and circumstances 
in determining whether such separate 
line of business satisfies administrative 
scrutiny. 

.04 For a separate line of business 
described in section 3.04, the Service 
will scrutinize all the relevant facts and 
circumstances, including the factors 
enumerated in section 5 below, more 
closely in determining whether a sepa
rate line of business satisfies admin
istrative scrutiny. It is anticipated that 
in these cases the Service will deter
mine that the separate line of business 
satisfies administrative scrutiny only in 
exceptional circumstances. Thus, an 
additional burden rests on the employer 
to demonstrate to the Service that 
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relevant facts and circumstances unique 
to the employer support a determina
tion that the separate line of business 
meets administrative scrutiny, despite 
its failure to satisfy any of the standard 
access alternatives of section 3.03(4)(a) 
through (f). 

SEC. 5. FACTORS TAKEN INTO 
ACCOUNT 

In accordance with section 4.03 and 
4.04, in determining whether a separate 
line of business satisfies the require
ment of administrative scrutiny, the 
Service will take into account all the 
facts and circumstances that it deems 
relevant, including, but not limited to, 
the factors listed below. No one factor 
is necessarily determinative. 

(I) Differences in property or serv
ices: The degree to which the property 
or services provided by the separate 
line of business differ from the prop
erty or services provided by the 
employer's other separate lines of 
business. 

(2) Separateness of organization and 
operation: The degree to which the 
separate line of business is organized 
and operated separately from the re
mainder of the employer, including the 
degree of vertical integration of the 
separate line of business with any other 
separate line of business of the 
employer and the degree to which the 
separate line of business has its own 
tangible assets. 

(3) Nature of business competItIOn: 
The nature of the business competition 
faced by the separate line of business, 
the degree to which competitors of the 
separate line of business are organized 
as independent stand-alone companies 
that do not engage in other separate 
lines of business, and the type and 
level of benefits provided by competi
tors of the separate line of business to 
their employees. 

(4) Historical factors: Whether the 
separate line of business was acquired 
from another employer, whether it de
veloped separately within the employer, 
and whether it was operated separately 
before the enactment of TRA '86. 

(5) Geographic factors: The degree 
to which the separate line of business 
is operated in a distinct geographic area 
from the employer's other separate 
lines of business, and the impact 
geographic factors have on the 
employer's compensation and benefit 
policies. 
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(6) Safe harbors: The degree to 
which the separate line of business fails 
to satisfy the safe harbors of section 
IAI4(r)-5 of the regulations, in par
ticular, the average benefits and mini
mum or maximum benefits safe harbors 
of sections 1.414(r)-5(f) and (g). 

(7) Size and Composition: The size 
and composition of the separate line of 
business relative to each of the 
employer's other separate lines of 
business. This factor includes the num
ber of employees, both highly compen
sated and nonhighly compensated, and 
the highly compensated employee per
centage ratio (as determined under 
section 1.414(r)-5(b) of the regula
tions), in each of the employer's 
separate lines of business (whether or 
not a separate line of business for 
which an administrative scrutiny deter
mination is being requested) as deter
mined for purposes of section 1.414(r)-
7 of the regulations. 

(8) Allocation method: Which al
location method for residual shared 
employees the employer applies under 
section 1.414(r)-7(c) of the regulations, 
and the impact the allocation method 
will have on the number of employees 
who are treated as employees of each 
of the employer's separate lines of 
business. 

(9) Benefits provided by separate 
lines of business: The relative level of 
benefits provided by each of the 
employer's separate lines of business 
and the percentage of employees bene
fiting in each of the employer's sepa
rate lines of business. 

(10) Other separate lines of busi
ness: The degree to which the em
ployer's other separate lines of business 
satisfy the requirements of a qualified 
separate line of business for the testing 
year under section IAI4(r)-I(b)(2) of 
the regulations. 

(II) Regulated industries: Whether 
the separate line of business operates in 
a regulated industry (i.e., whether the 
separate line of business furnishes or 
sells electrical energy, water or sewage 
disposal services; gas or steam through 
a local distribution system; telephone 
service or other communication serv
ices; or transportation of gas or steam 
by pipeline) if the rates for such 
furnishing or sale, as the case rr:ay be, 
have been established or approved by a 
State or political subdivision thereof, 
by any agency or instrumentality of the 
United States, or by a public service or 
public utility commission or other 

similar body of any State or political 
subdivision thereof. 

SEC. 6. APPLICABLE USER FEE 

.01 An administrative scrutiny deter
mination user fee is collected through 
the user fee program. The procedures 
set forth in Rev. Proc. 93-23, 1993-1 
C.B. 538, as modified by this section, 
apply to the administrative scrutiny 
determination fee. This fee is described 
in section 6.02. 

.02 The administrative scrutiny de
termination user fee depends on the 
number of separate lines of business 
for which administrative scrutiny deter
minations are requested. Rev. Proc. 93-
23 is modified to add the following 
new user fees: 

(1) The applicable fee is $2,750 for 
the first separate line of business for 
which a determination is requested; and 

(2) an additional $875 for each addi
tional separate line of business for 
which a determination is requested. 

SEC. 7. GENERAL INSTRUCTIONS 
TO EMPLOYERS 

.0 I This section sets forth the proce
dures for requesting an administrative 
scrutiny determination from the Na
tional Office. In general, a request 
consists of a submission from the 
employer or the employer's representa
tive to the National Office demonstrat
ing that each separate line of business 
for which a determination is desired for 
the testing year satisfies administrative 
scrutiny and other procedural items, 
and includes supporting information 
and documentation as described below. 

.02 The submission from the em
ployer or the employer's representative 
must contain the following: 

(I) An identification of each sepa
rate line of business for which a 
request is made and the testing year 
covered by the request. 

(2) A statement that each separate 
line of business satisfies the conditions 
in section 3.03 (1) through (3). 

(3) For each separate line of busi
ness described in section 3.03 above 
for which a request is made, an 
identification of the standard access 
alternative of section 3.03(4) that is 
satisfied. 

(4) Sufficient data (numeric, appro
priate certification, or otherwise) to 
verify that the separate line of business 
satisfies the identified requirement of 



paragraph (3) immediately above, as 
well as sufficient information relating 
to the factors listed in section 5 for the 
Service to take into account to deter
mine whether or not the separate line 
of business satisfies administrative 
scrutiny. Information may be submitted 
in whatever form is most clear and 
convenient, e.g., charts, tables, graphs, 
narrative, outlines. In addition to the 
information specifically required, the 
employer may submit any additional 
information that the employer believes 
is relevant and that the employer would 
like the Service to take into account in 
making this administrative scrutiny 
determination. 

(5) The name of the Key District in 
which the principal place of business of 
the employer (within the meaning of 
section 414(b), (c) and (m) of the 
Code) is located. 

(6) A statement as to whether the 
employer has submitted or intends to 
submit a request for a determination 
letter that relies on the designation of 
qualified separate lines of business. 

(7) A statement as to whether any 
plan of the employer is currently under 
an Employee Plans examination of a 
Form 5500 series return. For this 
purpose, examination also includes any 
plan for which the employer or the 
employer's representative has received 
verbal or written notification from the 
EPIEO Division of an impending 
Employee Plans examination or of an 
impending referral for Employee Plans 
examination, and also includes any plan 
that has been under Employee Plans 
examination and is now in Appeals or 
in litigation for issues raised in the 
Employee Plans examination. 

.04 The submission must be signed 
by the employer or the employer's 
representative. 

.05 To sign the submission or to 
appear before the Service in connection 
with the submission, the representative 
must comply with the requirements of 
section 9.02(10) of Rev. Proc. 93-4, 
1993-1 C.B. 382. 

.06 An administrative scrutiny deter
mination submission and any factual 
information or change in the submis
sion at a later time must be accom
panied by the following declaration: 
"Under penalties of perjury, I declare 
that I have examined this submission, 
including accompanying documents, 
and to the best of my knowledge and 
belief, the facts presented ~n support 
of the administrative scrutinY deter-

mination submission are true, correct, 
and complete." The declaration must 
be signed by the employer, not the 
employer's representative. 

.07 Requests for one or more admin
istrative scrutiny determinations filed 
under this revenue procedure must be 
accompanied by the applicable user fee 
described in section 6. 

.08 The letter to the Service should 
be marked "ADMINISTRATIVE 
SCRUTINY" in the upper right hand 
comer of the letter. 

.09 Requests for an administrative 
scrutiny determination under this reve
nue procedure should be sent to: 

Employee Plans Qualifications 
Internal Revenue Service 
Assistant Commissioner 

(EPIDOCUMENTS) 
Attention: E:EP:Q 

ADMINISTRATIVE SCRUTINY 
P.O. Box 14073, 

Ben Franklin Station 
Washington, D.C. 20044 

SEC. 8. PROCESSING OF 
REQUESTS 

.01 The Service reserves the right to 
request additional information that it 
deems appropriate with respect to the 
requested administrative scrutiny deter
mination. If the submission fails to 
comply with the provisions of this 
revenue procedure or additional infor
mation is required, the Service repre
sentative assigned to the case will 
contact the employer or the employer's 
representative and explain what is 
needed to complete the submission. 
The employer will have 21 calendar 
days from the date of this contact to 
provide the requested information. If 
the information is not received within 
21 days, the matter will be closed, and 
the user fee will not be returned. A 
request for extension should be submit
ted before the end of the 21-day period, 
in writing, and must be approved by 
the Branch Chief or group manager of 
the group to which the case is assigned. 

.02 If the National Office initially 
determines that it cannot issue a 
favorable administrative scrutiny deter
mination, the employer or the em
ployer's representative will be con
tacted by the Service representative and 
offered a conference in the National 
Office. The conference can be held 
either in person or by telephone. The 
conference must be held within 21 
calendar days of the date of contact. 

The employer or the employer's repre
sentative will have 21 calendar days 
after the date of the conference to 
submit additional information in sup
port of the submission. A request for 
extension should be submitted before 
the end of the 21-day period, in 
writing, and must be approved by the 
Branch Chief or group manager of the 
group to which the case is assigned. 
Additional conferences may be held at 
the discretion of the National Office. 

SEC. 9. RELIANCE 

.01 An administrative scrutiny deter
mination issued by the Service under 
this revenue procedure is limited to a 
determination as to whether a separate 
line of business satisfies administrative 
scrutiny. Therefore, a determination 
that a separate line of business satisfies 
administrative scrutiny may not be 
relied upon: 

(1) with respect to whether the line 
of business satisfies any other require
ments of the regulations, for example, 
whether a designated line of business is 
a separate line of business; or 

(2) with respect to whether the plans 
of the separate line of business satisfy 
any requirements of the Code or 
regulations, for example, whether the 
plans meet the qualification require
ments of section 401(a) of the Code. 

.02 A determination that a separate 
line of business satisfies administrative 
scrutiny may not be relied upon if there 
has been a misstatement or omission of 
material facts. Similarly, the determina
tion may no longer be relied upon after 
a change in material fact. 

.03 No information provided in sup
port of a request for determination 
under this revenue procedure will con
stitute actual or constructive notice to 
the Secretary, as required under section 
414(r)(2)(B) of the Code, that an 
employer treats itself as operating 
qualified separate lines of business for 
a testing year. 

.04 This revenue procedure does not 
pertain to the use of the separate line 
of business rules for purposes of the 
separate application of the 55-percent 
average benefits test of section 
129(d)(8) of the Code. 

SEC. 10. EFFECT ON OTHER 
DOCUMENTS 

Revenue Procedure 93-23 is modi
fied as provided in section 6 of this 
revenue procedure. 
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SEC. 11. EFFECTIVE DATE 

This revenue procedure is effective 
October 12, 1993. 

26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 93-42 

SECTION 1. PURPOSE AND 
OVERVIEW 

.01 This revenue procedure provides 
guidelines for substantiating com
pliance with the nondiscrimination 
rules. Specifically, the guidance applies 
for purposes of substantiating that a 
plan satisfies the following require
ments: nondiscrimination as to 
coverage under section 41 O(b) of the 
Internal Revenue Code, including the 
determination of whether an employer 
operates qualified separate lines of 
business (QSLOBs) under section 
414(r); nondiscrimination in both the 
amount of contributions or benefits and 
the current availability of benefits, 
rights, and features under section 
401(a)(4); and nondiscrimination with 
regard to an alternative definition of 
compensation under section 1.414(s)-I
(d)(3) of the Income Tax Regulations. 
These requirements are collectively re
ferred to as the "nondiscrimination 
requirements" for purposes of this 
revenue procedure. Where relevant, this 
revenue procedure applies to the testing 
of former employees as well as current 
employees. Unless specifically pro
vided otherwise, this revenue procedure 
does not apply to the special nondis
criminatory amounts tests under section 
401(k)(3) or (m)(2). 

.02 The guidance in this revenue 
procedure is designed to allow em
ployers to use alternative methods for 
substantiating compliance with the non
discrimination requirements. The Inter
nal Revenue Service will treat a plan as 
satisfying the nondiscrimination re
quirements where an employer shows 
compliance under these alternative 
methods because these methods are 
intended to demonstrate whether there 
is a high likelihood that the plan 
satisfies the nondiscrimination require
ments. The guidance in this revenue 
procedure should be interpreted in a 
reasonable manner consistent with this 
purpose. 

.03 Section 2 of this revenue proce
dure provides standards for determining 
the quality of data that is appropriate 
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for testing. Section 3 provides stand
ards for identifying the popUlation of 
employees who must be taken into ac
count for testing. Section 4 provides 
special rules for determining the highly 
compensated employees (HCEs). Sec
tion 5 provides the standards under 
which an employer can rely on a prior 
year's test. Section 6 provides special 
rules for testing multiemployer plans. 
Section 7 provides special rules for 
employers that operate QSLOBs. 

SEC. 2. QUALITY OF DATA 

.01 If an employer maintaining a 
plan does not have precise data avail
able at reasonable expense, then the 
employer may substantiate that the plan 
satisfies the nondiscrimination require
ments using less than precise data if (1) 
the data being used is the best data 
available for the plan year at reason
able expense, and (2) the employer 
reasonably concludes that demonstrat
ing compliance with the nondiscrimina
tion requirements using this data 
establishes a high likelihood that the 
plan would satisfy the nondiscrimina
tion requirements using precise data. 
Data that satisfies this section 2.01 is 
referred to in this revenue procedure as 
"substantiation quality data." 

.02 For a defined contribution plan, 
an employer usually obtains precise 
data for making allocations to accounts 
and will have this precise data avail
able for the plan year. Thus, to the 
extent that the data obtained for alloca
tions is relevant to testing for non
discrimination, the substantiation 
quality data that the employer will have 
for the plan year to test a defined 
contribution plan generally will be 
precise data. However, data as to allo
cations generally is not relevant for 
testing a defined contribution plan that 
satisfies section 401(a)(4) of the Code 
using a design-based safe harbor under 
section 1.401(a)(4)-2(b)(2) or 1.401(a)
(4)-8(b)(3) of the regulations. Thus, for 
example, in the case of such a design
based safe harbor plan, for purposes of 
demonstrating compliance with section 
41O(b), substantiation quality data need 
not include data obtained for alloca
tions. In addition, the mere fact that 
precise data is available for a defined 
contribution plan does not preclude, 
with respect to a defined benefit plan 
maintained by the same employer, the 
use of less than precise data that is 
otherwise substantiation quality data. 

.03 For an employer demonstrating 
satisfaction of the average benefits 

percentage test, employee data gener
ally is needed for all plan~ ~f. that 
employer. In this case, mdlvldual 
employee data for some plans may not 
be available at reasonable expense. For 
example, if a plan does not use com
pensation for purposes of determining 
accruals, the best available data for the 
employees who benefit solely under 
that plan may be the average compen
sation for all employees in the plan 
and, if the employer is imputing per
mitted disparity, the best available 
determination of covered compensation 
may be based on the average age of the 
employees. Similarly, the best available 
data with regard to service may be the 
average service for all employees in the 
plan. This average data is substantia
tion quality data only if the employer 
reasonably concludes that demonstrat
ing compliance using this data estab
lishes a high likelihood that the plan 
would satisfy the average benefits 
percentage test using precise data. 
However, this high likelihood standard 
would not be satisfied if the average 
service of the nonHCEs was greater 
than the average service of the HCEs. 

.04 The following examples illus
trate principles in this section. 

Example 1. Employer A sponsors a 
defined benefit plan for the employees 
in Divisions X, Y, and Z, which are 
located in different geographic areas. 
Each division separately maintains its 
own payroll and personnel records. 
Under Employer A's plan, the relevant 
components for determining the em
ployees' accrual rates are compensa
tion, age, and service. The plan uses a 
definition of compensation that satisfies 
section 414(s) of the Code. Because of 
the cost of gathering and merging 
precise data for all employees in each 
division, Employer A determines that 
for 1995 the best data that is available 
at reasonable expense is the data that is 
gathered as of the 1995 valuation date 
and used for preparing the Schedule B 
of the 1995 Form 5500. The valuation 
data includes each participant's rate of 
pay, date of birth, and date of hire. 
Using the valuation data and reasonable 
assumptions to construct each em
ployee's compensation and service his
tory, Employer A's plan passes the 
tests for determining whether the plan 
meets the nondiscrimination require
ments. Because Employer A reasonably 
expects this data to approximate the 
relevant compensation, age, and service 
components, Employer A reasonably 
concludes that there is a high likeli-



hood that the plan also would satisfy 
the nondiscrimination requirements if it 
were tested using precise data. 

Example 2. The facts are the same as 
in Example 1, except that the data 
gathered for Division Y is missing the 
date of hire for a group of Division Y 
employees that is a small percentage of 
the total employees in the plan. An 
estimate was made for these em
ployees' years of service on the basis 
of the average number of years of 
service for other employees in Division 
Y of the same age. The estimation of 
the missing data does not preclude 
Employer A from reasonably conclud
ing that there is a high likelihood that 
the plan would satisfy the nondis
crimination requirements using precise 
data. If, however, Employer A were 
missing relevant data on one or more 
of the most highly compensated em
ployees in the plan, or on a group of 
employees subject to a benefit formula 
that generally was not available to the 
other employees, then Employer A 
would be required to undertake more 
scrutiny of the underlying information 
to support the reasonableness of its 
conclusion. 

Example 3. The facts are the same as 
in Example 1, except that Employer A 
maintains two plans, Plan XY for 
employees in Divisions X and Y and 
Plan Z for employees in Division Z. 
Plan XY's minimum age and service 
eligibility conditions are the attainment 
of age 21 and the completion of one 
year of service. Plan Z provides imme
diate entry upon attainment of age 21. 
Employer A is testing Plan Z using the 
option of section 1.41O(b)-6(b)(3)(ii) of 
the regulations that permits the disag
gregated portion of the plan benefiting 
otherwise excludable employees to be 
tested separately. In separately testing 
the portion of Plan Z benefiting other
wise excludable employees, the regula
tions require that only the group of 
employees who have attained age 21 
but have not yet completed one year of 
service be taken into account. Em
ployer A cannot identify, at reasonable 
expense, the group of employees in 
Divisions X and Y who have attained 
age 21 but have not yet completed one 
year of service. Thus, for purposes of 
applying the separate test to the portion 
of Plan Z benefiting otherwise exclud
able employees (i.e., those who have 
attained age 21 but have not yet com
pleted one year of service), Employer 
A treats as excludable the employees in 
Divisions X and Y who are excludable 

under Plan XY, even though some of 
those employees (i.e., the excludable 
employees under Plan XY who have 
attained age 21) are required by the 
regulations to be taken into account in 
separately testing this disaggregated 
portion of Plan Z. Using this data, the 
disaggregated portion of Plan Z passes 
the tests for determining whether it 
meets the nondiscrimination require
ments. Because the relative composi
tion (in terms of HCEs and nonHCEs) 
of the group of employees who have 
attained age 21 but have not yet 
completed one year of service is 
similar among the Divisions, Employer 
A reasonably concludes that there is a 
high likelihood that the disaggregated 
portion of Plan Z also would pass if the 
Division X and Y employees in this 
age and service range also were taken 
into account. 

SEC. 3. SINGLE DAY 
"SNAPSHOT" TESTING 

.01 An employer may substantiate 
that a plan complies with the non
discrimination requirements on the 
basis of the employer's workforce on a 
single day during the plan year 
(snapshot day), provided that day is 
reasonably representative of the 
employer's workforce and the plan's 
coverage throughout the plan year. A 
snapshot day will not be treated as 
failing to be reasonably representative 
solely because of a significant change 
in the employer's workforce caused by 
an extraordinary event, such as a 
merger or acquisition. The snapshot 
day for a plan generally must be 
consistent from year to year. A single 
snapshot day must be used for each 
plan being tested; for this purpose, plan 
is defined in section lA01(a)(4)-12 of 
the regulations. Different plans main
tained by the same employer may use 
different snapshot days or the same 
snapshot day. 

.02 Under this section 3, the em
ployees taken into account for purposes 
of substantiating compliance are solely 
the employees of the employer on the 
snapshot day (snapshot population) de
termined by applying sections 414(b), 
(c), (m), (n) and (0) of the Code as of 
the snapshot day. An employee's status 
on the snapshot day is the status that is 
relevant for purposes of substantiating 
compliance for the year. For example, 
an employee who is a collectively 
bargained employee on the snapshot 
day IS a collectively bargained 

employee for substantiating com
pliance. Similarly, an employee who is 
covered under a particular plan on the 
snapshot day is covered under that plan 
for substantiating compliance. 

.03 A snapshot day is selected ac
cording to the following: 

(1) The employer tests the amount 
of benefits or contributions and the 
current availability of benefits. rights. 
and features using substantiation 
quality data for the snapshot popula
tion. Generally, it will be practical for 
the employer to select a snapshot day 
that is the same day for which the 
employer has substantiation quality 
data. For example, if an employer 
determines that the valuation data for a 
defined benefit plan is substantiation 
quality data, it would be practical for 
the employer to select the valuation 
date as its snapshot day, provided that 
day is reasonably representative, so that 
in collecting its valuation data the 
employer simultaneously collects sub
stantiation quality data for all of the 
employees in the snapshot population. 

(2) An employer need not, however, 
select a snapshot day that is the same 
day as of which substantiation quality 
data is available. For example, if an 
employer were using a January 1 snap
shot day for its defined benefit plan, 
the employer might also select January 
1 as the snapshot day for its defined 
contribution plan, provided that day is 
reasonably representative. Under sec
tion 2, if the defined contribution plan 
is a safe harbor plan under section 
1.401(a)(4)-2(b)(2) or 1.401(a)(4)-
8(b )(3) of the regulations and need 
only determine the number of em
ployees who benefit under the plan, the 
employer's data as of the snapshot day 
may constitute substantiation quality 
data. In other cases, the employer 
generally will not have substantiation 
quality data for a defined contribution 
plan until the end of the plan year, 
when the employer calculates allocation 
amounts. In the latter case, the 
snapshot population could be estab
lished as of the beginning of the year 
for the defined contribution plan, but 
whether the plan meets the non
discrimination requirements would be 
determined as of a date later than the 
snapshot day, when the substantiation 
quality data for the snapshot population 
is available to the employer. 

.04 If a defined benefit plan has a 
minimum service requirement that 
would preclude eligible employees 
from actually accruing benefits for a 
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plan year. the application of section 
-+ I O(b) of the Code to the snapshot 
population may overstate the plan's 
coverage under section 41O(b). For 
example. where a defined benefit plan 
has a provision requiring that an 
employee have 1,000 hours of service 
to accrue benefits. and the snapshot day 
is early in the plan year. employees 
who terminate after the snapshot day 
may have been treated as benefiting 
who do not in fact benefit. Similarly, if 
the snapshot day is later in the plan 
year. employees who terminate prior to 
the snapshot day and who fail to bene
fit because of the service requirement 
will not be reflected. Therefore, if 
employees terminate in a defined bene
fit plan with a minimum service re
quirement and the substantiation quality 
data or snapshot population does not 
reflect the level of turnover, an adjust
ment must be made to the test that 
reasonably compensates for the dif
ference between relative turnover rates 
among eligible HCEs and nonHCEs. 
The employer must account for the 
effect of the minimum service require
ment by making an appropriate adjust
ment to the ratio percentage or non
discriminatory classification percentage 
of section 41 O(b) to reflect termina
tions. For this purpose, an adjustment 
of 5 percent (i.e., 70 percent becomes 
73.5 percent) for a 1,000 hour rule will 
be treated as a safe harbor. 

.05 Similarly, if a defined contribu
tion plan has a minimum service re
quirement, such as a provision that 
limits allocations solely to those 
employees who are employed on the 
last day of the plan year, the applica
tion of section 41 O(b) of the Code to 
the snapshot population may overstate 
the plan' s coverage. Where a defined 
contribution plan's substantiation 
quality data does not include actual 
allocation amounts as of the end of the 
year. however. the effect of a minimum 
service requirement and the need for 
any corresponding adjustment will de
pend upon whether the snapshot popu
lation reflects the level of turnover of 
eligible employees. If a defined con
tribution plan with a "last day" 
or similar service requirement has a 
snapshot day in the first quarter of the 
plan year and the plan' s substantiation 
quality data includes actual allocation 
amounts. then the snapshot population 
will be treated as accurately reflecting 
the plan' s coverage. In other cases 
where the snapshot population does not 
reflect the level of turnover. an adjust-
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ment must be made as described above 
in section 3.04. In addition, an adjust
ment to section 41O(b) of 10 percent 
for a "last day" rule (i.e., 70 percent 
becomes 77 percent) will be treated as 
a safe harbor. The safe harbor adjust
ment of 10 percent also applies if the 
plan has both a last day rule and 
another minimum service requirement 
(e.g., 1,000 hour rule). 

.06 Under this section 3. it is 
intended that all plan provisions that 
are in effect during the plan year be 
tested on the basis of the snapshot 
population. In certain cases, however, a 
plan may include a provision that must 
be tested in that plan year but that 
primarily affects employees who were 
employed prior to the snapshot day and 
who are not in the snapshot population. 
For example, the snapshot population 
would not reasonably represent the 
employees for whom an early retire
ment window is available if the win
dow was opened during the year and 
significant numbers of employees re
tired under the window prior to the 
snapshot day. In such case, the effect 
of the early retirement window is tested 
on the basis of a snapshot population 
that is reasonably representative of the 
employer's workforce when the win
dow opens, such as the prior year's 
snapshot population if it is reasonably 
representative. 

.07 If an employer is substantiating 
whether an alternative definition of 
compensation is nondiscriminatory, the 
employer tests the definition of com
pensation on the basis of substantiation 
quality data for the relevant employees 
in the snapshot population. Thus, for 
purposes of section 1.414(s)-1(d)(3) of 
the regulations, the employer compares 
the substantiation quality data for the 
definition of compensation being tested 
to the substantiation quality data for 
total compensation. 

.08 Although this revenue procedure 
does not apply for purposes of satisfy
ing section 401 (k)(3) or (m)(2) of the 
Code, plans with salary reduction, 
matching, or after-tax features may be 
tested under this section 3 to substanti
ate compliance with the other non
discrimination requirements (e.g., 
coverage or current availability of 
benefits, rights, and features). 

SEC. 4. SIMPLIFIED 
IDENTIFlCA nON OF HlGHL Y 
COMPENSATED EMPLOYEES 

.01 An employer may determine 
which employees are HCEs under 

section 414(q) of the Code under the 
simplified method of this section 4 as 
an alternative to determining HCEs in 
accordance with section 1.414(q)-lT of 
the Temporary Income Tax Regula
tions. In applying this section 4, section 
1.414( q)-lT applies to the extent that it 
is not inconsistent with the methods 
specifically provided below: 

(1) An employee is an HCE under 
this section 4 if (a) the employee is a 
5-percent owner; (b) the employee's 
compensation for the plan year exceeds 
the section 414(q)(l )(B) amount (in
dexed to $96,368 for 1993); (c) the 
employee's compensation exceeds the 
section 414(q)(l)(C) amount for the 
plan year (indexed to $64,245 for 
1993) and the employee is in the top
paid group of employees within the 
meaning of section 414(q)(4); or (d) 
the employee is an officer described in 
section 414(q)(l)(D). 

(2) The compensation used to deter
mine whether an employee is an HCE 
under this section 4 is compensation 
that reasonably approximates the 
employee's section 414(q)(7) compen
sation for the plan year. 

(3) The lookback provisions of sec
tion 414(q) do not apply to determining 
HCEs under this section 4. 

(4) An employer may use the sim
plified identification of HCEs under 
this section 4 for one plan even if the 
employer uses the calendar method for 
identifying HCEs described in section 
1.414(q)-lT, Q&A-14 (b)(4) for an
other plan. 

.02 An employer that applies this 
simplified method for determining 
HCEs may choose to apply this method 
on the basis of the employer's work
force as of a snapshot day that is the 
same snapshot day that the employer is 
using for substantiating compliance 
with the nondiscrimination require
ments. In addition, the employer may 
use a snapshot day that satisfies the 
requirements of section 3.01 of this 
revenue procedure in determining 
HCEs even if the employer is not using 
a snapshot day to substantiate com
pliance with the nondiscrimination re
quirements. In applying this simplified 
method on a snapshot basis: 

( 1) The employer determines who is 
an HCE on the basis of the data as of 
the snapshot day. except as provided 
below in (3). For example, in determin
ing the number of employees in the 
top-paid group of employees, only 
employees in the snapshot population 



are ta~e? into account. Similarly, in 
determmmg who is a 5-percent owner, 
only the ownership of the employer on 
the snapshot day is taken into account. 

(2) If the determination of who is an 
HCE is made earlier than the last day 
of the plan year, the employee's 
compensation that is used to determine 
an employee's status must be projected 
for the plan year under a reasonable 
method established by the employer. 

(3) There may be employees not 
employed on the snapshot day that are 
taken into account in testing and, thus, 
must be categorized as either HCEs or 
nonHCEs. This would occur, for exam
ple, where a plan must satisfy the 
.. ADP" or the "ACP" test in section 
401(k)(3) or (m)(2) of the Code or 
where the employer is not substantiat
ing that a plan satisfies the non
discrimination requirements on a 
snapshot day but is using a snapshot 
day to identify HCEs. In that case, the 
employer may use the option described 
in this section, subject to the following 
modifications. In addition to those 
employees who are determined to be 
highly compensated on the plan's snap
shot day, as described above, the em
ployer must treat as an HCE any elig
ible employee for the plan year who: 

(a) terminated prior to the snapshot 
day and was an HCE in the prior year; 

(b) terminated prior to the snapshot 
day and (i) was a 5-percent owner, (ii) 
has compensation for the plan year 
greater than or equal to the projected 
compensation of any employee who is 
treated as an HCE on the snapshot day 
(except for employees who are HCEs 
solely because they are 5-percent 
owners or officers), or (iii) was an 
officer and has compensation greater 
than or equal to the projected compen
sation of any other officer who is an 
HCE on the snapshot day solely be
cause that person is an officer; or 

(c) becomes employed subsequent to 
the snapshot day and (i) is a 5-percent 
owner, (ii) has compensation for the 
plan year greater than or equal to the 
projected compensation of any em
ployee who is treated as an HCE on the 
snapshot day (except for employees 
who are HCEs solely because they are 
5-percent owners or officers), or (iii) is 
an officer and has compensation greater 
than or equal to the projected compen
sation of any other officer who is an 
HCE on the snapshot day solely be
cause that person is an officer. 

.03 If a plan provides for a defini
tion of HCEs, an employer that uses 

the simplified identification of HCEs 
under this section must amend the plan 
to incorporate this simplified identifica
tion method, including the use of a 
snapshot day if applicable. 

SEC. 5. THREE-YEAR TESTING 
CYCLE 

An employer may rely for the two 
succeeding plan years on the tests 
substantiating that a plan complies with 
the nondiscrimination requirements for 
a plan year if the employer reasonably 
concludes that there are no significant 
changes subsequent to the test (e.g., 
significant changes in plan provisions, 
the employer's workforce, or compen
sation practices). For this purpose, 
whether a change is significant depends 
upon the relative margin by which the 
plan has satisfied the nondiscrimination 
requirements in the most recent year in 
which the plan was tested and the 
likelihood that the change would elimi
nate that margin. If there is a signifi
cant change in one plan provision, the 
effect of which can be isolated from 
the effect of other provisions, the 
employer may continue to rely on the 
prior test during the interim two years, 
provided that the employer can demon
strate that the effect of the amended 
plan provision is nondiscriminatory. 
Employers using the three-year testing 
cycle for purposes of substantiating 
compliance generally must treat the 
year in which the final regulations 
under sections 401 (a)( 4) and 41O(b) of 
the Code become effective with regard 
to the plan as a year of significant 
change requiring actual testing. How
ever, if a plan first complies with these 
regulations in a year prior to their 
effective date, then the employer may 
treat that year, rather than the year in 
which the regulations are first effective, 
as a year of significant change for 
purposes of beginning the three-year 
testing cycle. 

SEC. 6. MULTIEMPLOYER PLANS 

.01 This section provides additional 
rules for determining whether a multi
employer plan described in section 
1.41O(b )-9 of the regulations satisfies 
the nondiscrimination requirements. 
These rules are provided because the 
plan administrator of a multi employer 
plan may not have direct access to the 
employer-specific data that is needed 
for nondiscrimination testing but that is 
not needed for determining employees' 
benefits under the plan. These rules are 

in addition to the other rules of this 
revenue procedure, such as snapshot 
testing and the three-year testing cycle, 
which also apply to multiemployer 
plans. 

.02 A multiemployer plan must sat
isfy the nondiscrimination requirements 
on the basis of each participating 
employer's disaggregated population of 
employees who benefit under the plan 
and who are not treated as collectively 
bargained employees under section 
l.4lO(b )-6(d)(2) of the regulations. 
Failure of a multi employer plan to 
satisfy the nondiscrimination require
ments may result in disqualification of 
the plan for all participating employers . 
In a proper case, the Commissioner has 
the authority to retain the qualified 
status of a multiemployer plan for 
innocent employers. Pursuant to this 
revenue procedure, the Commissioner 
generally will exercise this authority 
where the plan administrator has fol
lowed procedures that are reasonably 
designed to obtain from each participat
ing employer appropriate information 
substantiating that the disaggregated 
portion of the plan with respect to that 
employer satisfies the nondiscrimina
tion requirements and it is reasonable 
for the plan administrator to rely on 
that information. Appropriate informa
tion need not be actual data, but it must 
be based on the employer's substantia
tion quality data. For example, for a 
safe-harbor plan under section 1.401-
(a)(4)-3(b), appropriate information 
could include the number of the 
employer's nonexcludable HCEs and 
nonHCEs, including the number of 
HCEs who are benefiting under the 
plan, provided that it is reasonable for 
the plan administrator to rely on that 
information. Alternatively, for example, 
appropriate information could be an 
employer's certification that the portion 
of the plan benefiting its disaggregated 
population of noncollectively bargained 
employees satisfies the nondiscrimina
tion requirements based on substantia
tion quality data, provided that it is 
reasonable for the plan administrator to 
rely on that certification. 

.03 For purposes of substantiating 
compliance with the nondiscrimination 
requirements and the "ADP" test 
under section 401 (kJ( 3) of the Code, 
the plan administrator may rely on 
appropriate information provided by a 
participating employer as to its HCEs 
and nonHCEs, provided that it is 
reasonable for the plan administrator to 
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rely on that information. Appropriate 
information includes information as to 
the employer's HCEs and nonHCEs 
determined using the simplified identi
fication of HCEs under section 4 of 
this revenue procedure. 

.04 In determining whether the plan 
administrator's procedures satisfy the 
standard in .02 of this section, the 
Service will take into account that for 
the 1994 plan year, plan administrators 
may be in the process of revising cur
rent procedures to obtain the informa
tion necessary to substantiate 
compliance with the nondiscrimination 
requirements. 

SEC. 7. QUALIFIED SEPARATE 
LINES OF BUSINESS 

.01 This section provides special 
rules for demonstrating that an 
employer operates QSLOBs. Except as 
otherwise provided, the other provi
sions of this revenue procedure, such as 
substantiation quality data, snapshot 
testing, and simplified identification of 
HCEs also may be applied for purposes 
of section 414(r) of the Code, such as 
in determining whether the administra
tive scrutiny requirement of section 
1.414(r)-1 (b )(2)(iv)(D) of the regula
tions is satisfied. 

.02 Application of the QSLOB rules 
depends in part on the level of services 
provided by an employee to the em
ployer's different lines of business and 
the amount of an employee's com
pensation. The provisions of section 2 
of this revenue procedure regarding 
substantiation quality data also apply 
for these purposes. Thus, for example, 
in determining the level of services 
provided by an employee to a line of 
business, an employer may use any 
reasonable estimate, provided that the 
estimated data satisfies the require
ments for substantiation quality data. 

.03 Snapshot testing is applied to the 
detennination of QSLOBs according to 
the following: 

(l) An employer that uses the provi
sions of section 3 of this revenue 
procedure regarding snapshot testing 
for purposes of section 41 O(b) of the 
Code also may use snapshot testing for 
purposes of designating its lines of 
business and detennining whether its 
lines of business are QSLOBs. In this 
case, a snapshot day used for section 
41 O(b) purposes is treated as a testing 
day under section 1.414(r)-II(b)(6) of 
the regulations. Thus, if the employer 
applies section 41O(b) to all of its plans 
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on a snapshot basis, the first snapshot 
day to occur in the testing year is 
treated as the first testing day under 
section 1.414(r)-11(b)(7). 

(2) An employer that is not using 
the provisions of section 3 of this 
revenue procedure regarding snapshot 
testing for purposes of section 41O(b) 
may use snapshot testing solely for 
purposes of designating its lines of 
business and determining whether its 
lines of business are QSLOBs. In this 
case, the first testing day as determined 
under section 1.414(r)-II(b)(7) must 
be used as the snapshot day. 

(3) Although the QSLOB rules gen
erally may be applied on a snapshot 
basis, snapshot testing does not apply 
for purposes of the requirement under 
section 414(r)(2)(A) that a separate line 
of business have at least 50 employees. 

(4) In applying the separate work
force and management tests of section 
1.414(r)-3 on a snapshot basis, the 
employees taken into account are only 
those employees of the employer on the 
first testing day. Pursuant to section 
1.414(r)-3(c)(5)(ii), the services 
provided by employees to the 
employer's lines of business for the 
testing year are based on the 
employees' actual services throughout 
the year. However, for purposes of 
applying the QSLOB rules on a 
snapshot basis, an estimate of the 
employee's services for the year will 
be treated as substantiation quality data 
even if that estimate of the employee's 
services for the year is based on the 
employer's reasonable expectation for 
the period following the first testing 
day. The preceding sentence applies 
whether or not more precise data at 
reasonable expense is available subse
quent to the first testing day. Thus, for 
example, if an employer uses snapshot 
testing, the detennination of whether an 
employee is a substantial-service 
employee with respect to a line of 
business is based on a reasonable 
expectation of the employee's level of 
services throughout the testing year, 
rather than the employee's actual level 
of services on the first testing day. 

(5) If an employer detennines that it 
operates separate lines of business on 
the basis of a snapshot day, there may 
be employees not employed on the 
snapshot day who are taken into ac
count in testing for purposes of the 
nondiscrimination requirements (e.g., 
the plan is demonstrating satisfaction of 
the "ADP" test in section 401(k)(3». 
Thus, those employees must be as-

signed to a QSLOB. In that case, when 
each of those employees is first taken 
into account, the employer may assign 
the employee on the basis of a 
reasonable expectation of the 
employee's services throughout the 
year. 

.04 The three-year testing cycle un
der section 5 of this revenue procedure 
applies to the determination of an 
employer's QSLOBs for a testing year 
if the employer reasonably concludes 
that there are no significant changes to 
the employer's business that affect its 
lines of business in the two succeeding 
testing years. If a significant change 
affects some but not all of the 
employer's QSLOBs, the employer 
may continue to rely on the prior test 
with respect to the unaffected QSLOBs 
during the interim two years, provided 
that the lines of business affected by 
the change are QSLOBs after the 
change. 

SEC. 8. EFFECTIVE DATE 

This revenue procedure is effective 
for plan years beginning on or after 
January I, 1994. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Section 213; 1.213-1.) 

Rev. Proc. 93-43 

SECTION I. BACKGROUND 

Rev. Proc. 93-3, 1993-1 C.B. 370, 
sets forth areas of the Internal Revenue 
Code under the jurisdiction of the 
Associate Chief Counsel (Domestic) in 
which the Internal Revenue Service 
will not issue advance rulings or deter
mination letters. 

SEC. 2. PROCEDURE 

Rev. Proc. 93-3 is amplified by 
adding to section 5 the following: 

Section 213.-Deductions for future 
medical care. Whether amounts paid 
for medical insurance (or other medical 
care) extending substantially beyond 
the close of the taxable year may be 
deducted under section 213 of the Code 
in the year of payment, if the condi
tions of section 213( d)(7) are not 
satisfied. 

SEC. 3. EFFECTIVE DATE 

This revenue procedure will apply to 
all ruling requests received in the 
National Office after October 14, 1993. 



SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 93-3 is amplified. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit or abatement, 
determination of correct tax liability. 
(Also Part 1, Section 7701; 301.7701-2.) 

Rev. Proc. 93--44 

SECTION 1. PURPOSE 

This revenue procedure modifies 
Rev. Proc. 93-7, 1993-1 C.B. 465, by 
deleting section 3.01.4. 

SEC. 2. BACKGROUND 

Section 3 of Rev. Proc. 93-7, sets 
forth areas in which the Internal 
Revenue Service will not issue advance 
rulings or determination letters. Section 
3 of Rev. Proc. 93-7 is entitled 
"AREAS IN WHICH LETTER RUL
INGS OR DETERMINATION LET
TERS WILL NOT BE ISSUED." Sec
tion 3.01.4 of Rev. Proc. 93-7 provides 
that the Service will not issue rulings 
or determination letters concerning 
whether a foreign limited liability 
company will be classified as a part
nership, if a taxpayer who holds an 
interest therein seeks the partnership 
classification and (1) the taxpayer is a 
corporation and independent parties 
hold less than 20 percent of the 
interests in the limited liability com
pany, or (2) the taxpayer is not a 
corporation and independent parties 
hold only a nominal interest in the 
company. 

SEC. 3. CHANGE 

Rev. Proc. 93-7 is modified by 
deleting section 3.01.4. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 93-7 is modified. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
as of November 1, 1993, the date of 
publication of this revenue procedure in 
the Internal Revenue Bulletin. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Section 7701; 301.7701-2.) 

Rev. Proc. 93-45 

SECTION 1. PURPOSE 

This revenue procedure modifies 
Rev. Proc. 93-3, 1993-1 C.B. 370, by 
deleting section 3.01(47). 

SEC. 2. BACKGROUND 

Section 3 of Rev. Proc. 93-3, sets 
forth areas in which the Internal 
Revenue Service will not issue advance 
rulings or determination letters. Section 
3 of Rev. Proc. 93-3 is entitled 
"AREAS IN WHICH RULINGS OR 
DETERMINATION LETTERS WILL 
NOT BE ISSUED." Section 3.01(47) 
of Rev. Proc. 93-3 provides that the 
Service will not issue rulings or deter
mination letters concerning whether a 
foreign limited liability company will 
be classified as a partnership, if a 
taxpayer who holds an interest therein 
seeks the partnership classification and 
(i) the taxpayer is a corporation and 
independent parties hold less than 20 
percent of the interests in the limited 
liability company, or (ii) the taxpayer 
is not a corporation and independent 
parties hold only a nominal interest in 
the company. 

SEC. 3. CHANGE 

Rev. Proc. 93-3 is modified by 
deleting section 3.01(47). 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 93-3 is modified. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
as of November 1, 1993, the date of 
publication of this revenue procedure in 
the Internal Revenue Bulletin. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part 1, Sections 3504. 6011; 31.3504-1. 
31.6011(a)-3.) 

Rev. Proc. 93-46 

SECTION 1. PURPOSE 

This revenue procedure sets forth 
requirements and conditions un?er 
which Reporting Agents prepanng 

Form 940, Employer's Federal Unem
ployment Tax Return, for groups of 
taxpayers can furnish the required 
information in the form of magnetic 
tape. 

SEC. 2. BACKGROUND 

.01 Section 31.6011(a)-8 of the 
Employment Tax Regulations provides 
that the Commissioner may authorize 
the use, at the option of the employer, 
of a composite return in lieu of any 
form specified in 26 CFR Part 31 
(Employment Taxes and Collection of 
Income Tax at Source) for use by an 
employer, subject to such conditions, 
limitations, and special rules governing 
the preparation, execution, filing, and 
correction thereof as the Commissioner 
may deem appropriate. The composite 
return shall consist of a form pre
scribed by the Commissioner and an 
attachment or attachments of magnetic 
tape or other approved media. A single 
form and an attachment or attachments 
of magnetic tape may comprise the 
returns of more than one employer. 

.02 The magnetic tape Form 940 is a 
composite return consisting of the 
magnetic tape data and Form 4996, 
Magnetic Tape Filing Transmittal for 
Form 941 or 940 Federal Tax Returns. 
A magnetic tape return must contain 
the same information that a return filed 
completely on paper contains. 

.03 The procedures for filing Form 
940 on magnetic tape differ from the 
procedures for filing Form 941 
Employer's Quarterly Federal Tax Re
turn on magnetic tape, principally in 
the Tax Data Records. Whereas in 
reporting Form 941, there is one Tax 
Data "B" Record, in reporting Form 
940 there are three types of Tax Data 
"B" Records, "B I," "B2," and 
"B3. " 

.04 The need for three different 
records was established when the return 
was analyzed. Form 940 is complex 
with several different parts. In at least 
three places the return allows for 
multiple repeating lists: 1) state report
ing numbers; 2) multiple reasons for 
exempt payments; and 3) multiple 
entries of state codes, state reporting 
numbers, and experience rates. 

.05 To deal with the multiple list 
problem without paper attachments or 
typing up large pieces of record for
mats with seldom used fields, the 
specifications allow some record types 
("B2" and "B3") to be repeated to 
take care of virtually all taxpayers. 
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Furthermore, because information as to 
the states to which credit reductions 
will apply is not available until 
November of each year, all states and 
applicable territories are treated as 
potential credit reduction states. In 
addition, many intermediate fields (that 
is, fields resulting from the addition, 
subtraction, and multiplication of pri
mary data fields) have been omitted 
from the .. B" Record specification. 
The test of the final result field, "Total 
FUT A Tax," against the generated 
results of the primary fields (that is, 
fields only available from taxpayer 
records) will be used to determine the 
accuracy of the calculation of the 
correct tax by the Reporting Agent. 

. 06 Reporting Agents who choose 
not to develop software for exceptional 
cases may choose to file those returns 
on paper. 

SEC. 3. CHANGES 

. 01 This revenue procedure super
sedes Rev. Proc. 92-99, 1992-2 C.B. 
518, and reflects the current tape 
specifications. 

.02 Section 15, Magnetic Tape Spec
ifications. The Form 940 Filing Indica
tor in tape position 154 of the Form 
940 Tax Data "B 1 " Record (see 
Exhibit 11) has been modified to 
conform with the changes that a return 
filed completely on the 940 paper 
return contain. Form 940 Filing Indica
tor zero, paid unemployment taxes 
("contributions") to only one state, 
was added. Form 940 Filing Indicator 
one, paid unemployment taxes (' 'con
tributions") to only one state and no 
state contributions were made, was 
added. 

.03 A new section has been added, 
Section 17, Information a Reporting 
Agent must provide to the taxpayer. 

.04 Exhibit II, Form 940 Tax Data 
"BI" Record. In tape position 153 
Final Return Indicator has been added. 
This field is used to describe a final 
return. The State Experience Rate field 
in the experience rate group has been 
expanded to a 6 position decimal 
(position 495-638). 

.05 Exhibit 13, Form 940 Tax Data 
"B3" Record. The State Experience 
Rate field in the experience rate group 
has been expanded to a 6 position 
decimal (position 64-709). 

.06 All record lengths have been 
expanded from 700 to 720 characters 
because of the increase in length of the 
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State Experience Rate field to a 6 
position decimal. 

.07 Current Reporting Agents who 
are unable to comply with any changes 
in specification should contact the local 
Magnetic Tape Coordinator for Busi
ness Tax Returns for further instruc
tions. 

SEC. 4. APPLICATION FOR TAPE 
REPORTING 

.01 Reporting Agents who desire to 
file Forms 941 and 940 on magnetic 
tape must first file a Letter of Applica
tion. Although this revenue procedure 
covers only Form 940 filed on mag
netic tape, the Letter of Application 
may cover Form 941 as well. In addi
tion, a separate but simultaneous letter 
may be submitted for permission to 
submit federal tax deposits on magnetic 
tape for Forms 940, 941, and 943. 
Separate revenue procedures cover the 
filing of Form 941 and the submission 
of federal tax deposits (FTDs) on 
magnetic tape. Contact the Magnetic 
Tape Coordinator for Business Tax 
Returns for current copies of the other 
revenue procedures. 

.02 The Letter of Application should 
be addressed to the Director, Internal 
Revenue Service Center, Attention: 
Magnetic Tape Coordinator for Busi
ness Tax Returns, of the Service Center 
that serves the primary business ad
dress of the Reporting Agent. Ad
dresses of the service centers are 
shown in section 12 of this revenue 
procedure. 

.03 The Letter of Application must 
contain the following: 

1. Name, address and EIN (Em
ployer Identification Number) of the 
person, organization, or Letter of 
Application. 

2. Name, title, and telephone number 
of the person to contact regarding the 
Letter of Application. 

3. The first tax year for which the 
agent plans to file returns on magnetic 
tape. 

4. The estimated volume of returns 
the agent plans to file by type of return 
(941 or 940). 

5. An agreement by the Reporting 
Agent to keep copies of the Reporting 
Agent Authorization (RAA) on file at 
the agent's principal place of business 
for examination by the Internal Reve
nue Service upon request. Such copies 
must be retained until the period of 
limitation for assessment for the last 
return filed under its authority expires. 

6. An agreement by the taxpayer to 
fully pay the tax by FTDs. This 
revenue procedure does not restrict a 
non-financial organization that per
forms a payroll or tax service from 
being a Reporting Agent. See Rev. 
Proc. 89-48, 1989-2 C.B. 599, con
cerning the requirements under which 
FTDs can be made by the Reporting 
Agent. 

7. An agreement by the taxpayer to 
fully pay contributions to state unem
ployment funds on time and to timely 
file related state unemployment tax 
returns. 

8. Signature of the Reporting Agent 
or the Reporting Agent's employee 
authorized to prepare federal tax re
turns for taxpayers . 

.04 The Letter of Application must 
include two types of attachments as 
follows: 

1. A Reporting Agent's List which 
identifies all taxpayers to be included 
in the Magnetic Tape Filing System . 

2. RAAs for all taxpayers included 
on the Reporting Agent's List. 

Details of these attachments are de
scribed in the current revenue proce
dure on RAAs. 

.05 A Reporting Agent must submit 
a separate Letter of Application to each 
service center to which magnetic tape 
returns are to be filed. 

SEC. 5. REPORTING AGENT 
AUTHORIZATION 

A RAA must be submitted for each 
filer on the Reporting Agent's List 
attached to the Letter of Application. 
The RAA may be submitted on Form 
8655, Reporting Agent Authorization, 
which is available on request; or any 
other instrument that meets the specifi
cations identified in Rev. Proc. 89-18, 
1989-1 C.B. 828. The RAA may cover 
the filing of Forms 940 and 941 and 
the magnetic tape submission of FTDs 
on Forms 940, 941, and 943, if desired. 

SEC. 6. APPROVAL OF AGENT'S 
APPLICA TION 

.01 The Service will act on the 
Letter of Application and notify the 
Reporting Agent, with the return of a 
validated Reporting Agent's List, 
within 30 days of receipt. The validated 
Reporting Agent's List provides the 
name control for each taxpayer. The 
name control is a required field when 
the return is submitted on magnetic 
tape. See Exhibit II, positions 73-76. 



.02 Having secured a name control 
for each taxpayer, the Reporting Agent 
must submit a test tape. To allow 
sufficient time to work out problems, 
Reporting Agents are encouraged to 
submit the initial test tape by Septem
ber 30th of the year preceding the due 
date of the returns which will be filed 
on magnetic tape. The test tape does 
not constitute the filing of returns. 

.03 Generally, submission of mag
netic tapes which can be read on the 
Service's computers without a "job 
abort" and with a 5 percent or less 
error rate on the returns is required for 
approval of a Reporting Agent's Letter 
of Application and continuation of 
filing privileges. If a Reporting Agent 
submits a bad test tape, the Magnetic 
Tape Coordinator will notify the Re
porting Agent of that fact. The Report
ing Agent must supply a new test tape 
within 30 days of the coordinator's 
notification. If a Reporting Agent has 
not received approval for magnetic tape 
filing by the end of the tax year for 
which the returns will be filed, paper 
tax returns must be filed. The Report
ing Agent may, however, resubmit a 
test tape for the subsequent tax year. 

.04 The Magnetic Tape Coordinator 
for Business Tax Returns will notify 
prospective and current Reporting 
Agents in writing of approval, denial 
and revocation of magnetic tape filing 
privileges. Once authorization to file 
tax data on magnetic tape has been 
granted to a Reporting Agent, such 
approval will continue in effect in 
succeeding tax periods so long as the 
requirements of the most recent reve
nue procedure are met, and there are no 
equipment changes by the Reporting 
Agent. 

SEC. 7. EFFECT ON PAPER 
RETURNS 

Authorization to file on magnetic 
tape does not prohibit the filing on 
paper federal tax returns, but merely 
permits filing of such returns through 
the Magnetic Tape Filing system. If for 
some reason (for example, late receipt 
of records), an agent prefers to file a 
paper return in lieu of magnetic tape 
filing for a given taxpayer, the agent 
may do so even after having been 
given authorization to file that tax
payer's returns on magnetic tape. 

SEC. 8. FILING TAPE RETURNS 

.01 The Service will allow a tape 
return to be submitted for those tax-

payers who are approved for magnetic 
tape filing until the Reporting Agent 
formally notifies the Service that spe
cific employers are being deleted from 
the current magnetic tape filing 
inventory. 

.02 Under section 6091(b) of the 
Internal Revenue Code, federal tax 
returns must be filed at the Internal 
Revenue service center serving the 
legal residence or principal business 
address of the taxpayer. Thus, Report
ing Agents must normally file the 
taxpayer's returns at the appropriate 
service center as described above even 
if it means submitting magnetic tapes 
to more than one service center. An 
exception may be granted once a 
Reporting Agent has applied for and 
received permission from the Service to 
do so. Contact your Magnetic Tape 
Coordinator for Business Tax Returns 
for details. 

.03 Approval by the Service of a 
Letter of Application allows a Report
ing Agent to file at any service center 
that services the clients. A Reporting 
Agent who wishes to file at additional 
service centers must notify the Mag
netic Tape Coordinator for Business 
Tax Returns of the service center 
where the original application is filed 
at least 90 days prior to the initial 
transmittal to the new service center. 

.04 The Reporting Agent will be 
provided with a validated copy of the 
Report Agent's List for taxpayers au
thorized to file on magnetic tape. This 
authorization will contain each tax
payer's EIN and a name control. This 
authorization will be the source of the 
EIN and name control to be used on 
magnetic tape by the Reporting Agent 
as an identification of each taxpayer. 
The name control must be retained in 
the agent's records and used in each 
taxpayer's Tax Data "B 1" Record 
(positions 73-76). It is used by the 
Service to ensure the correct recording 
of the taxpayer's return. Failure to use 
the correct name control can result in 
delays in processing the return and 
notices of delinquent filing being sent 
to the taxpayer. 

.05 Packaging, shipping, and mailing 
instructions will be provided in the 
letter granting initial approval issued by 
the Service in response to the Letter of 
Application for magnetic tape filing. 
The first box of the tape shipment to 
the service center must contain the 
following: 

I. Form 4996, Magnetic Tape Filing 
Transmittal for Forms 941 or 940 

Federal Tax Returns, in duplicate. 
Failure to complete and submit this 
form will cause delays in processing 
the magnetic tape. The transmittal form 
must include: 

(a) The name, address, and tele
phone number (including area code) of 
Reporting Agent. 

(b) Employer Identification Number 
of Reporting Agent. 

(c) Type of tax return filed on the 
magnetic tape (940). 

(d) Tax period (use YYMM of tax 
year-for example, 9412). 

(e) Number of tax returns filed on 
accompanying tape. 

(f) Total taxes reported. 
(g) Total taxes deposited. 
(h) Number of revenue procedure 

used as basis for magnetic tape prepa
ration (for example, 93-46) 

(i) Service center where RAAs are 
filed. 

(j) Signature of agent or authorized 
employee, title and date. 

2. A control listing identifying tax
payers on the current tape file being 
submitted. These taxpayers must be 
those who were previously approved by 
the Service for magnetic tape filing. 
List the taxpayers in EIN sequence 
with each taxpayer's name and address 
(address is optional). 

.06 Only Form 940 data may be pre
sent on this magnetic tape. Form 941 
data must be on a separate tape. 

.07 The Reporting Agent should no
tify the Magnetic Tape Coordinator for 
Business Tax Returns if the agent does 
not receive notification of receipt of the 
transmittal within IS days from the 
date the transmittal was sent. 

.08 The Reporting Agent should no
tify the Magnetic Tape Coordinator for 
Business Tax Returns when the tape is 
received back from the Service. This 
may be done by telephone or by return
ing a receipted copy of the tape charge
out. 

.09 If this revenue procedure is re
vised in terms of its computer specifi
cations, current Reporting Agents will 
be advised by the Magnetic Tape 
Coordinator for Business Tax Returns 
to submit test tapes prior to their first 
usage of the new specifications. If the 
changes are minor, the Magnetic Tape 
Coordinator may waive the reqUIre
ment. 

.10 If a Reporting Agent changes 
computer equipment, a test tape must 
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be submitted. The guidelines in section 
6 of this revenue procedure will be 
followed, in regards to submission and 
acceptance of test tapes. If, by the end 
of the tax year for which the returns 
will be filed, the Reporting Agent has 
not submitted a test tape that meets the 
requirements of this revenue procedure, 
the Magnetic Tape Coordinator will 
advise the Reporting Agent to submit 
paper returns. The Reporting Agent 
may resubmit a test tape for the 
subsequent tax year. 

SEC. 9. DUE DATES 

.01 The due dates prescribed for 
filing paper returns with the Service 
also apply to magnetic tape filing of 
federal business tax returns. 

.02 In no case should returns with 
more than one due date be included on 
one tape file. 

SEC. 10. ADDING AND DELETING 
FILERS FROM MAGNETIC TAPE 
FILING SYSTEM 

. 01 After a Reporting Agent has 
been notified by the Service that the 
application for tape reporting has been 
approved, the agent may want to add 
and delete taxpayers from the Magnetic 
Tape Filing System. 

.02 Specific instructions for adding 
and deleting taxpayers from the Mag
netic Tape Filing System are contained 
in the current revenue procedure on 
RAAs. Contact the Magnetic Tape 
Coordinator for Business Tax Returns 
to secure the current version. 

. 03 Returns may not be filed for a 
taxpayer until a RAA has been submit
ted for the taxpayer and the taxpayer's 
identifying information has been in
cluded on a Reporting Agent's list 
which in turn has been subsequently 
validated by the Service. Until the 
Reporting Agent has received the vali
dated list, a valid tax return cannot be 
submitted through the Magnetic Tape 
Filing System. 

SEC. 11. CHANGE OF ADDRESS 

.01 The taxpayer may notify the 
Service of an address change at any 
time by providing clear and concise 
written notification of a change of 
address (in accordance with Rev. Proc. 
90-18. 1990-1 C.B. 491), on a Form 
8822. Change of Address (see Exhibit 
2). The change of address form is 
available on request. The toll-free 
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number for forms is 1-800-TAX-FORM 
(1-800-829-3676). 

.02 If a taxpayer requests that a 
change of address be processed from 
the address that is submitted in the 
taxpayer's magnetic tape record, enter 
an address change indicator (entry of 
"1" in tape position 152 of the "B 1 " 
Record, Exhibit 11). The street address, 
city, state code and zip code must be 
formatted as described in Exhibit 11. 

.03 The taxpayer's address of record 
will be updated with the information 
that is given in tape positions 77-142 
of the "B 1" Record. 

SEC. 12. RESPONSIBILITIES OF A 
REPORTING AGENT 

Retain the following material for an 
appropriate period of four years after 
the due date of the return unless 
otherwise notified by the Service: 

(a) a complete copy of the magnetic 
tape return (may be retained on mag
netic media); and 

(b) the notification of receipt of the 
transmittal received from the Service . 

SEC. 13. ADDITIONAL 
INFORMATION 

Requests for additional copies of this 
revenue procedure, applications for 
magnetic tape filing, copies of Form 
4996 and Form 8822, requests for 
copies of appropriate input record 
element specifications, and requests for 
tape filing information should be ad
dressed to the Director, Internal Reve
nue Service Center, Attention: Mag
netic Tape Coordinator of Business Tax 
Returns, at one of the following 
addresses: 

1. North-Atlantic Region 

(a) Andover Service Center 
Project 105 Coordinator 
(Stop 105) 
310 Lowell Street 
Andover, MA 05501 

(b) Brookhaven Service Center 
Project 105 Coordinator 
(Stop 110) 
1040 Waverly Avenue 
Holtsville, NY 11742 

2. Mid-Atlantic Region 

(b) Philadelphia Service Center 
11601 Roosevelt Blvd. 
Philadelphia, PA 19154 
Magnetic MediaIDrop Point 
115 

3. Central Region 

Cincinnati Service Center 
Project 105 Coordinator 
(CSA:C Stop 43) 
P.O. Box 267 
Covington, KY 41019 

4. Southeast Region 

(a) Atlanta Service Center 
Project 105 Coordinator 
P.O. Box 47-421 
Doraville, GA 30362 

(b) Memphis Service Center 
Project 105 Coordinator 
P.O. Box 30309 
Airport Mail Facility 
Memphis, TN 38130 

5. Midwest Region 

Kansas City Service Center 
P.O. Box 24551 
Kansas City, MO 64131 

6. Southwest Region 

(a) Austin Service Center 
Management Support Branch 
(Stop 1055) 
P.O. Box 934 
Austin, TX 78767 

(b) Ogden Service Center 
1160 West 1200 South 
Ogden, DT 84201 

7. Western Region 

Fresno Service Center 
P.O. Box 12866 
Fresno, CA 93779 

SEC. 14. CONVENTIONS AND 
DEFINITIONS 

.01 Conventions . 
(1) Reporting Agents who submit 

Forms 940 and 941 on magnetic tape 
must conform to Level 3 of the ANSI 
Standard X3.27-1978 (Magnetic Tape 
Labels and File Structure for Infonna
tion Interchange). Specifically this calls 
for recognition of the following label 
types: VOLl, HDR1, HDR2, EOV1, 
EOV2, EOF1, and EOF2 (see Exhibits 
3 through 9 for specific label specifica
tions). No user labels or non-labeled 
tapes will be accepted for processing. 

(2) Record Mark. No restrictions 
apply to record marks. 

(3) Tape Mark. The tape marks will 
be automatically generated for an inter
change tape (as defined above in 
paragraph .01 (1». An example as to 
their positioning is given in section 
15.02 of this revenue procedure. 

.02 Definitions. 



Element Description 

b ........................ Denotes a blank position. 

Blocked Records 

Blocking Factors 

ElN 

File 

Two or more records grouped together between inter-record gaps. 

The number of records grouped together to form a block. 

Employer Identification Number. 

A file consists of all tape records submitted by a Reporting Agent. 

FTO ..................... Federal Tax Deposit. 

FUT A .................... Federal Unemployment Tax Act. 

MMDD Month, month, day, day in numeric format. For example, January 15th is 0115. May 1st is 
0501. 

POA 

RAA 

Power of Attorney. 

Reporting Agent Authorization. 

Record ................... A group of related fields of information, treated as a unit. 

Record Mark Special character used either to limit the number of characters in data transfer or to separate 
blocked records on tape. 

Reel ..................... A spool of magnetic tape. 

Reporting Agent ........... Person preparing and filing federal tax returns on magnetic tape. 

Reporting Agent's List ..... A list of taxpayers to be added to or deleted from the Magnetic Tape Filing System. The 
list may be submitted on tape or paper. 

Special Character .......... Any character that is not a numeral, letter or blank. 

Tape Mark ............... Special character that is written on tape. 

Taxpayer ................. Persons liable for the payment of tax. The taxpayer will be held responsible for the 
completeness, accuracy and timely submission of the magnetic tape tax record. 

Unblocked Records ........ Single records written between inter-record gaps. 

YYOOD 

YYMM 

Year, year, day, day, day-·the last two digits of the year plus the julian day. For example, 
January 1, 1994 is 94001; February 2, 1994 is 94033. 

Year, year, month, month of ending month of tax period in digits. For example, the format 
for an annually filed 1993 return is 9312. 

SEC. 15. MAGNETIC TAPE SPECIFICATIONS 

.01 These specifications prescribe the required format and content of the records to be included in the file, but not the 
methods or equipment to be used in their preparation. A physical tape reel must have the following physical characteristics: 

Type of tape 

Recording density 

Parity 

Inter-record Gap 

Recording Mode 

Track 

Recording Format 

1/2 inch Mylar base, oxide coated 

1600, or 6250 BPI (bytes per inch) 

Odd 

.6 inch for 1600 BPI and .3 inch for 6250 BPI 

ASCII 

9-Track 

Reporting Agent will use a recording format of "F" (fixed length records). 

.02 An acceptable file will contain, for each Reporting Agent, the following: 
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VOLl 
HDRI 
HDR2 
TAPE MARK 
DATA RECORD A 
DATA RECORDS B (Up to 100 occurrences)* 
DATA RECORD C 
DAT A RECORDS B (Up to 100 occurrences)* 
DATA RECORD C 
DATA RECORD E 
TAPE MARK 
EOFI 
EOF2 
TAPE MARK 
TAPE MARK 

* NOTE: Up to 100 "Bl" Records may be submitted per "C" Record. "B2" and "B3" Records are used as needed 
with an associated "B 1" Record. Repeat the sequence of "B" Records and "C" Records as needed . 

. 03 All records including headers 
and trailers, if used, must be written at 
the same density. 

. 04 Affix an external label to each 
tape with the following information: 

1. Name of Reporting Agent. 
2. Number of tax returns submitted 
on the reel of tape. 
3. Tax Year in YYMM (year, year, 
month, month) format. For example, 
9312. 
4. Density (1600 or 6250). 
5. Channel (9). 
6. Parity (odd). 
7. Sequence number of reel and total 
number of reels in file. For example, 
1 of 3. 
.05 Record Blocking Factor. The 

tape records prescribed in the specifica
tions must be blocked at one record per 
block. 

.06 Data. Only character data may 
be used. This means numeric fields 
cannot have over-punched signs and 
should be right justified with remaining 
unused positions zero filled. All money 
fields should include two decimal 
positions on the right. All numeric data 
should be in unsigned ASCII characters 
(no binary data). Currently, this reve
nue procedure includes no fields that 
require signs. All fields must have 
either numeric or alphabetic characters 
with the exception of the special 
characters which are allowed in the 
name line and street address fields. 
Special characters can only be used in 
the name line fields and the street 
address fields of the Agent .. A" 
Record and Tax Data "B" Record. 
Special characters in the street address 
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must be limited to hyphen (-) and slash 
(I). And special characters in the name 
line must be limited to hyphen (-) and 
ampersand (&) . 

.07 Agent "A" Record. The Agent 
"A" Record (see Exhibit 10) identifies 
the Reporting Agent who prepares and 
transmits the tape file. Only Form 940 
data may be present on this magnetic 
tape. Form 941 data must be on 
separate tape. The Agent "A" Record 
must be reported on the first reel of the 
file and precede the first Tax Data 
"B" record. 

.08 Form 940 Tax Data "B" 
Records. 

(1) Tax Data "B " Records (see 
Exhibits 11, 12, and 13) contain tax 
information for each filer reported by 
the Reporting Agent. The number of 
Tax Data "B" Records of any type 
appearing on one tape reel depends on 
the number of taxpayers represented 
(only one tax return for each EIN). 

(2) All records must be for the 
current tax period. All money amounts 
must contain dollars and cents, must be 
right justified with zero filling on the 
left. Fields identified as indicators must 
always carry a value. 

(3) The return must be filed on 
paper if, (a) any "B" Record field is 
too small to accommodate the data, (b) 
the taxpayer reports more than four 
state identification numbers were as
signed by a particular state, (c) the 
taxpayer has more than four experience 
rates in a given year for a particular 
state code and reporting number, or (d) 
the taxpayer has been assigned no 
experience rate by a state. "No ex
perience rate" does not mean an 

experience rate of zero percent. Tax
payers assigned zero percent experience 
rates may file magnetic tape returns. 

(4) There are three types of Form 
940 Tax Data "B" Records. 

(a) "B 1" Record. The "B 1" Rec
ord is required for all taxpayers. There 
can be only one record of this type per 
taxpayer. The format and description of 
the "B 1" Record are in Exhibit 11. 
Additional information and instructions 
for preparing the "B I" Record are in 
paragraph (6) of this section. 

(b) "B2" Record. The "B2" Rec
ord is used only if the taxpayer has 
more than I 0 separate reasons for 
exempting payments to employees from 
FUT A. The various reasons for ex
empting payments are defined in sec
tion 16 of this revenue procedure. Up 
to four "B2" Records may follow a 
"B I" Record. The format and descrip
tion of this record are in Exhibit 12. 
Additional information and instructions 
for preparing the "B2" Record are in 
paragraph (7) in this section. 

(c) "B3" Record. If a taxpayer has 
employees in more than one state, a 
"B3" Record is required. Each "B3" 
Record will accommodate up to four 
additional states. Up to thirteen "B3" 
Records may be present. The first 
"B3" Record used must follow the 
"B2" Records (if any are present). The 
format and description of the "B3" 
Record are in Exhibit 13. Additional 
information and instructions for prepar
ing the "B3" Record are in paragraph 
(8) in this section. 

(5) Form 940 Filing Indicator. 
(a) The Form 940 Filing Indicator 

(position 154 of the "B I" Record) is 



used to determine how a taxpayer 
completes Form 940. The filing indica
tor is a key to the use of the . 'B 1 " and 
"B3" Records, but it has no bearing 
on "B2" Records. A detailed descrip
tion of the indicator is given in Exhibit 
11. 

(b) If the Form 940 Filing indictor is 
equal to zero, then only a "B 1 " 
Record is required. The state contribu
tions field (position<; 157-169) must 
contain an amount, and positions 495-
638 must be blank or zero filled as 
appropriate. No "B3" Record may be 
filed for the taxpayer if filing indicator 
zero is used. 

(c) If the Form 940 Filing Indicator 
is equal to one, then only a "B 1" 
Record is required. The state contribu
tions field (positions 157-169) must be 
zero filled, and positions 495-638 must 
be blank or zero filled as appropriate. 
No "B3" Record may be filed for the 
taxpayer if filing indicator one is used. 

(d) If the Form 940 Filing Indicator 
is equal to two, then at least one "B3" 
Record is needed, in addition to the 
"B 1" Record. The state contributions 
field (positions 157-169 of the "Bl" 
Record) must contain an amount. The 
amount must equal the total contribu
tions paid to all state unemployment 
funds (reported in the Contributions 
Actually Paid to State fields in the 
"Bl" Record and "B3" Records). 
Positions 185-229 of the "B 1" Record 
(second, third and fourth State Report
ing Number fields) must be blank 
filled. Tax information for the first 
state reported must be entered in the 
following "B 1 " Record fields: State 
Code Employees (positions 155-156), 
State Reporting Number (positions 
170-184), and positions 495-638. The 
"B3" Record is used to report addi
tional tax information for the remaining 
states. 

(e) If the Form 940 Filing Indicator 
is equal to three, then a "B 1" Record 
is required. Positions 185-229 (second, 
third and fourth State Reporting Num
ber fields of the "B 1" Record) must 
be blank filled. Positions 495-638 
require some data. The State Contribu
tions field (positions 157-169) must 
contain the amount of contributions 
paid to the state unemployment fund, 
and the amount must equal the total 
reported for Contributions Actually 
Paid to S tate in the "B 1 " Record (and 
"B3" Records, if used). A "B3" 
Record is required if the taxpayer has 
been assigned more than one state 
reporting number by the state. See 

paragraphs (8)(f) and (g) of this section 
for additional information and 
instructions. 

(6) Instructions for Preparing the 
"B 1" Record. 

(a) Positions 1-156 of the "B 1 " 
Record must contain data for all 
taxpayers. Provide information as de
scribed in Exhibit 11. 

(b) Positions 157-169 (State Contri
butions) and 170-184 (State Reporting 
Number) of the "B 1" Record must 
contain data if the employer is required 
to contribute to state unemployment 
funds. (See previous paragraph (5), (b) 
through (e), for additional information 
on the use of the State Contributions 
field.) 

(c) If a taxpayer reports multiple 
state reporting numbers for a state, 
positions 170-184 (State Reporting 
Number) must contain data. No more 
than four state reporting numbers may 
be reported for a state. If more than 
four state reporting numbers were 
assigned by the state, the taxpayer must 
file a paper return. 

(d) Positions 185-229 (second, third 
and fourth State Reporting Numbers) 
must be blank filled for taxpayers who 
must compute tentative credit. See the 
instructions for preparing the "B3" 
Record" in paragraph (8) in this 
section for details on reporting addi
tional state reporting numbers for these 
taxpayers. 

(e) Positions 230-242 (Total Pay
ments including Exempt Payments to 
Employees) of the "B 1" Record re
quire data from all taxpayers. Provide 
informatiO:i as described in Exhibit 11. 

(f) Positions 243-255 (Payments in 
Excess of Maximum Taxable Wages) 
must be filled if any employee's wages 
exceeded the maximum for the year. 

(g) Positions 256-266 (Total FUT A 
Tax) of the "B 1" Record must be 
filled by all taxpayers. Provide infor
mation as described in Exhibit 11. 

(h) Positions 267-277 (Total FUT A 
Taxes Deposited plus Overpayment 
from Previous Year) of the "B 1 " 
Record must be filled by all taxpayers. 
Provide information as described in 
Exhibit 11. 

(i) Positions 278-288 (Overpayment 
From Previous Year) mayor may not 
contain data depending on whether the 
taxpayer requested transfer of the pre
vious year's overpayment. 

(j) Positions 289-299 (Excess/ 
Credit) contain data only if Total Taxes 

Deposited plus Overpayment from Pre
vious Year (267-277) exceeds Total 
FUTA Tax (256-266). 

(k) Position 300 (Credit Elect In
dicator) enables the taxpayer to make a 
decision as to whether overpayment 
will be refunded or credited to the 
following year's account. 

(1) Positions 301-311 (Total Taxes 
Deposited for This Tax Year) must be 
filled. Provide information as described 
in Exhibit 11. 

(m) Positions 312-351 (FUTA tax 
liabilities for first, second, third, and 
fourth quarters) must be filled if Total 
FUTA Tax (256-266) exceeds $100.00. 

(n) Positions 352-481 (Exemption 
Codes and Amounts) contain 10 com
binations of a two position exemption 
code and an 11 position dollar and 
cents amount of wages exempted. The 
exemption codes and their meanings 
may be found in section 16 of this 
revenue procedure. 

(0) Positions 482-494 (Credit Re
duction Wages for Unrepaid Advances 
to the States) should have data only if 
the state identified in positions 155-
156 is a credit reduction state for the 
tax year reported. 

(p) Positions 495-638 (experience 
rate group) are a series of repeating 
fields which only require entries if 
more than one state is being reported 
by the taxpayer or if any part of the 
taxpayer's total taxable wages is ex
empt from state unemployment taxes. 
There are four series of five fields that 
allow for the reporting of up to four 
different experience rates in a given 
year (that is, initial rate and three 
changes). The five fields in each group 
are: 

1. Taxable payroll (12 positions). 
2. Date experience rate took effect. 
Use numeric month and day format 
(MMDD). For example, 0101. (4 
positions) 
3. Date experience rate was changed. 
Use numeric month and day format 
(MMDD). For example, 0615. (4 
positions) 
4. State experience rate (6 position 
decimal). 
5. Contributions paid to state (10 
positions). 

Blank or zero fill unused experience 
rate group fields as appropriate. 

The use of these fields is determined 
by the value of the Form 940 Filing 
Indicator. At least one series of the 
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fields must contain information if a 
taxpayer reports more than one state 
(Form 940 Filing Indicator "2"), or if 
any part of the taxpayer's total FUTA 
taxable wages is exempt from state 
unemployment taxes (Form 940 Filing 
Indicator "3"). The other three series 
are used only if the employer's ex
perience rate changed during the year. 
If the Filing Indicator is "0" or "1", 
positions 495-638 must be blank or 
zero filled as appropriate. 

If the Form 940 Filing Indicator is "2" 
and the employer is not required to pay 
contributions to the state unemploy
ment fund of the first state reported (in 
the' 'B 1 " Record) because that particu
lar state has granted the employer a 
zero percent experience rate, only one 
experience rate group should contain 
data, and it should be used in the 
following manner: 

1. Taxable payroll must have data. 
Enter the amount of wages on which 
the employer would have paid state 
unemployment taxes had the state 
not granted the zero percent ex
perience rate. 
2. Date experience rate took effect. 
Fill with 0101. 
3. Date experience rate was changed. 
Fill with 1231. 
4. State experience rate. Fill with six 
zeroes. 
5. Contributions paid to state. Fill 
with ten zeroes. 

Blank or zero fill the remaining ex
perience rate group fields as appro
priate. 

(q) If part or all of the taxpayer's 
wages subject to FUT A tax is exempt 
from state unemployment tax, the total 
amount entered for taxable state payroll 
must be less than the amount of total 
FUT A taxable wages. 

NOTE: If an employer reports more 
than four state reporting numbers for a 
state, or has more than four experience 
rates for a state in a given year, or if 
the employer has no experience rate 
assigned by a state, the return must be 
filed on paper. "No experience rate" 
does not mean a zero percent ex
perience rate. Taxpayers granted a zero 
percent state experience rate may file 
magnetic tape returns. 

(7) Instructions for Preparing the 
"B2" Record. 

(a) Positions 1-13 and at least the 
first exemption code and amount group 
(positions 14-26) must have data if a 
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"B2" Record is used. This information 
must be provided as described in 
Exhibit 12. 

(b) Positions 14-143 are 10 groups 
of two fields. The two fields are 
exemption code and exemption amount. 
The exemption codes and their mean
ings can be found in section 16 of this 
revenue procedure. 

(c) Exemption amount fields must be 
right justified with remaining unused 
positions zero filled. All unneeded 
exemption code and amount fields must 
be blank or zero filled as appropriate. 

(8) Instructions for Preparing the 
"B3" Record. 

(a) Positions 1-13 and at least posi
tions 14-79 of the first state data group 
must have data if a "B3" Record is 
used. This information must be pro
vided as described in Exhibit 13. 

(b) Positions 14-709 contain four 
groups of fields. Each group is for a 
separate state code. Therefore, each 
"B 3" Record can accommodate report
ing of an additional four states. 
Positions 14-187 relate to the first state 
reported in the "B3" Record. 
Positions 188-361 relate to the second 
state reported in the "B 3" Record. 
Positions 362-535 relate to the third 
state reported in the "B3" Record. 
Positions 536-709 relate to the fourth 
state reported in the "B3" Record. 

The first state reported for the taxpayer 
must be reported in the "B 1 " Record. 
See paragraph (5 Jed) in this section. 

(c) Each state group in the "B3" 
Record is 174 positions. The state 
group is composed of the following 
fields: 

1. State code. (2 positions) 
2. Credit reduction wages. This field 
should contain an amount if the state 
referenced in the associated state 
code field is a credit reduction state 
for the tax year reported. (13 
positions) 
3. State reporting number. (15 
positions) 
4. Four groups of experience rate 
fields. Each experience rate group is 
composed as follows: 

Taxable payroll. (12 positions) 

Date experience rate took effect. 
Numeric month and day format 
(MMDD) must be used-for ex
ample, 0201. (4 positions) 

Date experience rate was 
changed. Numeric month and day 

format (MMDD) must be used
for examp'~, 0825. (4 positions) 

State experience rate. (6 position 
decimal) 

Contributions paid to state. (10 
positions) 

(d) The experience rate group fields 
allow for the reporting of up to four 
different experience rates in a given 
year (that is, an initial rate and three 
changes). Blank or zero fill unused 
experience rate group fields as 
appropriate. 

(e) If the employer was granted a 
zero percent experience rate and not 
required to pay contributions to the 
state unemployment fund of a particu
lar state, only one experience rate 
group must contain data. It must be 
used in the following manner: 

1. Taxable payroll must have data. 
Enter the amount of wages on which 
the employer would have paid state 
unemployment taxes had the state 
not granted the zero percent ex
perience rate. 
2. Date experience rate took effect. 
Fill with 0101. 
3. Date experience rate was changed. 
Fill with 1231. 
4. State experience rate. Fill with six 
zeroes. 
5. Contributions paid to state. Fill 
with ten zeroes. 

Blank or zero fill the remaining ex
perience rate group fields as appro
priate. 

(D The "B3" Record must be used 
to report multiple state reporting num
bers for taxpayers who compute tenta
tive credit (Form 940 Filing Indicator 
"2" or "3"). Up to four state re
porting numbers are allowed for each 
state the taxpayer reports. If the tax
payer has been assigned more than four 
state reporting numbers by any state, a 
paper return must be filed. 

(g) Repeat the state code with each 
additional state reporting number. Do 
not repeat a state reporting number. 
Credit reduction wages must be re
ported with the first occurrence of the 
state code. Report the state taxable 
payroll and actual contributions paid to 
the state under each given state report
ing number. All groups of state data for 
a given state code must consecutively 
follow the first occurrence of that state 
code. Refer to Exhibit 13, and use the 
following guideline: 



1. Positions 1-13 must contain data. 
2. The state code must be repeated 
in the applicable State Code fields 
(positions 14-15, 188-189, 362-363 
or 536-537) and must consecutively 
follow its first occurrence. 

3. Enter an amount in the first credit 
reduction wages field for a state only 
if the state is a credit reduction state 
for the tax year reported. Each 
occurrence of the credit reduction 
wages field that follows for that state 
(positions 16-28, 190-202, 364-376 
or 538-550) must be zero filled. 
4. Additional state reporting num
bers are reported in the applicable 
State Reporting Number fields (posi
tions 29-43, 203-217, 377-391 or 
551-565). 
5. Positions 44-187, 218-361, 392-
535 or 566-709. The positions that 
relate to the INITIAL experience rate 
of a state (44-79, 218-253, 392-427 
or 566-601, within each correspond
ing state data group) must be com
pleted. The second, third or fourth 
experience rate group must be com
pleted only if the experience rate 
changes for a given state code and 
reporting number. No more than four 
experience rates may be reported for 
a given state code and reporting 
number. Enter the data as follows: 

Taxable Payroll-(positions 44-
55, 218-229, 392-403 or 566-
577). Enter the amount of state 
taxable wages for the state under 
the corresponding state reporting 
number. (12 positions) 

Date an Experience Rate Took 
Effect-(positions 56-59, 230-

233, 404-407 or 578-581}. Enter 
in numeric month and day format 
(MMDD)-for example, 0301. (4 
positions) 

Date an Experience Rate 
Changed-(positions 60-63, 234-
237, 408-411 or 582-585). Enter 
in numeric month and day format 
(MMDD)-for example, 0901. (4 
positions) 

State Experience Rate-(positions 
64-69, 238-243, 412-417 or 
586-591). Enter the experience 
rate for the state under the 
corresponding state reporting 
number. (6 positions) 

Contributions Paid to State
(positions 70-79, 244-253, 418-
427 or 592-601). Enter the 
amount of contributions paid to 
the state under the corresponding 
state reporting number. (10 
positions) 

NOTE: Regardless of the number of 
states reported for a taxpayer, no more 
than 13 "B3" Records are allowed per 
taxpayer. 

.09 Checkpoint Totals "C" Record. 
A Checkpoint Totals "C" Record (see 
Exhibit 14) must be written after each 
100 or fewer Tax Data "B 1" Records. 
This record contains the sum of all 
FUT A tax reported in the preceding 100 
(or fewer) "B 1" Records and the sum 
of all "B 1" Records, "B2" Records, 
and "B3" Records accumulated per 
"c" Record checkpoint. The "c" Rec
ord must be followed by a Tax Data 
"Bl" Record, except if the 'C" Record 
is at the end of the file. In which case, 

it is followed by an End of File "E" 
Record. 

.10 End of File "E" Record. The 
End of File "E" Record (see Exhibit 
15) contains the total of all "B 1 " 
Records, "B2" Records, and "B3" 
Records reported on the tape file, and 
gives the sum of all FUT A tax reported 
on the tape file. The "E" Record must 
be the last record on the agent's tape 
file. It may be followed only by a tape 
mark. 

SEC. 16. EXEMPTION CODES 

.01 Exemption codes were estab
lished to give taxpayers the capability 
to claim FUT A exemptions through the 
magnetic tape filing system. These 
codes are updated periodically to re
flect changes in the law; however, this 
revenue procedure does not establish 
authority for exemptions under FUT A. 
If an exemption that is listed in this 
section is not in effect for the tax year 
reported, the exemption code will not 
be accepted. Refer to Circular E, 
Publication 15, for details regarding 
exemptions under FUT A. 

.02 If a FUT A exemption is claimed, 
the appropriate exemption code must 
be used in the two position fields in the 
exemption code and amount groups (in 
the "B 1" and "B2" Records). 

.03 Some of the following codes are 
group level exemption codes. If an 
asterisk is present before the exemption 
code, then a lower level subclassifica
tion is present on a later page. If the 
Reporting Agent cannot provide the 
subclassification, the higher level clas
sification is sufficient. 

Exemption 
':ode 

Special classes of employment 
Special types of payments 

01 

03 

04 

05 

06 

07 

08 

09 

10 

Agricultural labor. See Circular A for exceptions. 

Domestic service in college clubs, fraternities and sororities if employer paid cash wages less than $1000 in 
any calendar quarter in the current or preceding year. 

Educational assistance program payments by employer under section 127 of the Code (see Circular E for 
limitation). 

Employers whose taxability depends upon number of employees and who meet the requirements set forth in 
Circular E. 

Foreign Governments and International Organizations. 

Industrial homeworker who is a statutory employee. See Circular E. 

Household workers. See Circular E for additional information. 

Interns working in hospitals. 

Ministers of churches performing duties as same. 
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Exemption 
Code 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

*30 

*35 

*40 

*45 

*50 

* 55 

*60 

*65 

*70 

*75 

*80 

90 

91 

92 

Special classes of employment 
Special types of payments 

Members of religious orders who have taken a vow of poverty and are instructed by the order to perfonn 
services for the order, agency of the supervising church or associated institution. 

Members of religious orders who have not taken a vow of poverty and are instructed by the order to perfonn 
services for the order, agency of the supervising church or associated institution. 

Reimbursement for moving expenses the taxpayer believes is deductible by employee. 

Newspaper carrier under age 18 delivering to customers. 

Newspaper and magazine vendors buying at fixed prices and retaining excess from sales to customers. 

Non-cash payments for household work, agricultural labor and service not in the course of the employer's 
trade or business. 

Patients employed by hospitals. 

Railroads, etc.,-Payments subject to Railroad Unemployment Insurance Act. 

Qualified real estate agents and direct sellers. See Circular E for additional information. 

Service not in the course of the employer's trade or business other than on a farm operated for profit or for 
household employment in private homes. See Circular E for additional information. 

Deceased worker's wages paid to beneficiary or estate after the year of worker's death. 

Employees of state governments and political subdivisions. Salaries and wages. Fees of public officials. 

Supplemental unemployment compensation plan benefits. 

Dependent care assistance programs (limited to $5,000; $2,500, if married filing separately). Exempt to the 
extent it is reasonable to believe that amounts will be excluded from gross income under section 129 of the 
Code. 

Tips less than $20 in a month. 

Employee achievement awards. Exempt to the extent it is reasonable to believe the amounts will be excluded 
from gross income under section 74(c) of the Code. 

Qualified group legal services plan. See Circular E for additional information. 

Loans with below-market interest rates. Exempt, unless loans are compensation-related. See Circular E. 

Workers from any foreign country or its possession lawfully admitted on a temporary basis to perfonn 
agricultural labor. See Circular E for additional details. 

Family employees. 

Federal employees. 

Fishing and related activities. 

Foreign service by U.S citizens. 

Insurance agents or solicitors. 

Meals and lodging. See Circular E. 

Non-profit organizations. 

Retirement and pension plans. 

Sickness or injury payments. 

Students. 

Fringe benefits that qualify for exclusion. See Circular E. 

Group-tenn life insurance costs. 

Nontaxable scholarships and fellowship grants. Taxability depends on the nature of the employment and the 
status of the organization. See Circular E for additional information. 

Subdivision for Aliens classification 

31 Resident aliens performing service outside the U.S and meeting the requirements set down in Circular E. 

32 Canadian and Mexican non-resident aliens working in the U.S. who are employed in railroad service. 

33 Non-resident alien who is a student, scholar, trainee, teacher, etc., who meets the requirements of a non
immigrant alien under section IOI(a)(l5)(F), (1), or (M) of Immigration and Nationality Act. 
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Exemption 
Code 

34 

36 

37 

38 

41 

42 

46 

47 

48 

51 

52 

56 

57 

61 

62 

66 

67 

68 

71 

72 

73 

74 

Special classes of employment 
Special types of payments 

Non-resident alien working on American vessel or aircraft outside U.S. Not under contract made in the U.S. 
See Circular E for additional details. 

Subdivisions for Family Employees classification 

Son or daughter under 21 employed by parent (or by partnership consisting only of parents). 

Parent employed by son or daughter. 

Spouse employed by spouse. 

Subdivisions for Federal Employees classification 

Members of uniformed services; Young Adult Conservation Corps, Job Corps, or National Volunteer 
Antipoverty Program or Peace Corps volunteers. 

All other federal employees (not performing foreign service). See Circular E. 

Subdivision for Fishing and Related Activities classification 

Fish, sponges, etc., other than salmon or halibut on vessels of 10 net tons or less, and Exemption Code 47 
does not apply. See Circular E. 

Individual has arrangement with the owner or operator of a boat and the individual is not paid cash 
remuneration, but receives a share of the boat's catch (or proceeds from the sale of the catch), the share 
depending on the boat's catch. The operating crew of the boat is normally fewer than 10 individuals. See 
Circular E. 

Salmon or halibut. Exempt if Exemption Code 47 applies. See Circular E. 

Subdivisions for Foreign Service by U.S. Citizens classification 

U.S Government employee. 

For foreign affiliates of American employers and other private employers. See Circular E for additional 
information. 

Subdivisions for Insurance Agents or Solicitors classification 

Full-time life insurance salesperson. Exempt if not a common law employee or if paid solely by 
commissions. 

Other salesperson of life, casualty, etc., insurance. Exempt if not a common law employee or if paid solely 
by commissions. 

Subdivisions for Meals and Lodging classification 

Meals furnished for employer's convenience and on the employer's premises. See Circular E for additional 
information. 

Lodging furnished for employer's convenience and on the employer's premises, and as a condition of 
employment. See Circular E for additional information. 

Subdivisions for Non-Profit Organization classification 

Religious, educational, charitable, etc., organizations described in section 50l(c)(3) exempt from income tax 
under section 50l(a) of the Code. 

Corporations organized under Act of Congress described in section 50l(c)(l) of the Code. Not exempt if 
employee earns $50 or more in quarter unless services excepted by section 3306(c)(6) of the Code. 

Other organizations exempt under section 501(a) of the Code. Not exempt if employee earns $50 or more in 
quarter. See Circular E for additional details. 

Subdivisions for Retirement and Pension Plans classification 

Employer contributions to a simplified employee pension plan (SEP), excluding amounts contributed under a 
salary reduction SEP agreement. 

Employer contributions to section 403(b) annuity contracts. 

Retirement and pension plan distributions from a qualified plan. 

Employer contributions to a qualified plan. 
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Exemption 
Code 

76 

77 

78 

81 

82 

83 

84 

85 

86 

87 

Special classes of employment 
Special types of payments 

Subdivisions for Sickness or Injury Payments classification 

Workmen's compensation law. 

Certain employer plan payments after the end of 6 calendar months after calendar month employee last 
worked for employer. 

No employer plan payments after the end of 6 calendar months after calendar month employee last worked 
for employer. 

Subdivisions for Students classification 

Student working for private school, college or university, if enrolled and regularly attending classes. 

Student performing services for auxiliary nonprofit organization described in section 509(a)(3) of the Code 
which is organized and operated exclusively for the benefit of and supervised or controlled by a school, 
college or university at which the student is enrolled and regularly attending classes. 

Student working for a public school, college or university, if enrolled and regularly attending classes, and 
student nurse working for a public hospital, unless the services are covered under a section 218 agreement. 

Spouse of student provided the conditions set forth in Circular E are met. 

Student enrolled in a full time program at a nonprofit or public educational institution, provided the 
conditions set forth in Circular E are met. 

Student nurse working for hospital as incidental part of student nurse's training, where employment is 
substantially less than full-time, and total earnings are nominal. 

Students employed by organized camps (section 3306(c)(20) of the Code). 

SEC. 17. INFORMATION A REPORTING AGENT MUST PROVIDE TO THE TAXPAYER 

.01 The Reporting Agent must furnish the taxpayer with a paper copy of the magnetic tape material that was sent to the 
Service. This information can be contained on a replica of an official form or on an unofficial form. However, on an 
unofficial form, data entries must be referenced to the line references on an official form . 

. 02 The Reporting Agent must also provide the taxpayer with a paper copy of the paper portion of the taxpayer's return . 

. 03 The Reporting Agent must advise the taxpayer to retain a complete copy of a return and any supporting material. 

.04 The Reporting Agent 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 return . 

. 05 The Reporting Agent must, upon request, provide the taxpayer with the date the magnetic tape portion on the 
taxpayer's return was acknowledged as received by the service center. 

SEC. 18. STATE ABBREVIATIONS 

.01 You must use the following state abbreviations when developing the state code portion of address fields. 
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State Code 

Alabama (AL) 
Alaska (AK) 
Arizona (AZ) 
Arkansas (AR) 
American Samoa (AS) 
California (CA) 
Colorado (CO) 
Connecticut (CT) 
Delaware (DE) 
District of Columbia (DC) 
Federated States of Micronesia (FM) 
Florida (FL) 
Georgia (GA) 
Guam (Gu) 
Hawaii (HI) 
Idaho (ID) 
Illinois (IL) 
Indiana (IN) 
Iowa (IA) 
Kansas (KS) 
Louisiana (LA) 
Maine (ME) 
Marshall Islands (MH) 
Maryland (MD) 
Massachusetts (MA) 
Michigan (MI) 
Minnesota (MN) 
Mississippi (MS) 
Missouri (MO) 

SEC. 19. EFFECT ON OTHER DOCUMENTS 

This revenue procedure supersedes Rev. Proc. 92-99, 1992-2 
C.B. 518. 

SEC. 20. EFFECTIVE DATE 

This revenue procedure is effective November 15, 1993. 

State Code 

Montana (MT) 
Nebraska (NE) 
Nevada (NV) 
New Hampshire (NH) 
New Jersey (NJ) 
New Mexico (NM) 
New York (NY) 
North Carolina (NC) 
North Dakota (ND) 
Northern Mariana Islands (MP) 
Ohio (OH) 
Oklahoma (OK) 
Oregon (OR) 
Palau (PW) 
Pennsylvania (PA) 
Puerto Rico (PR) 
Rhode Island (RI) 
South Carolina (SC) 
South Dakota (SD) 
Tennessee (TN) 
Texas (TX) 
Utah (UT) 
Vermont (VT) 
Virginia (VA) 
Virgin Islands (VI) 
Washington (WA) 
West Virginia (WV) 
Wisconsin (WI) 
Wyoming (WY) 
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Form 4996 
(Rev. August 1990) 

Depanment of the Tr.asury 
Int.rnal Revlnu. S.nic. 

EXHIBIT I 

Magnetic Tape Filing Transmittal for Form 94', 941 E 

or 940 Federal Tax Returns 

Pleue complete 2 copies of this form for each tape file and enclose with the first box of files in the shipment. 

Reporting Agent'S Name and Address (SuNr, Ciry, Sr.r" .nd ZIP Cod~J Employer Identification Number Ttx P.riod Ended 

Check the bOI( showing the type of til( return being trlnmsitted 

Telephone Number: ( 

(ChKk only on~ bOlt/ 

0941 o 941E 0940 

1. Number of tax returns filed on the accompanying tape ..•..•...••...•..•••...•...•.••..•••..•.. 

2. Toni taxes (add thtl amount for this ittlm on all tax returns and enter total here) ......•..•..••.•••••.•.. 

3. Total taxes deposited (Mid the amount for this item on all tax rtlturns and enter total here) .•.....•.••.....• 

4. Enter the revenue procedure number used for preparing the magnetic tape .............. , ... , ........ . 

A Reporting Agent Authorization, Form 8655, for the filing of federal tax returns on the accompanying magnetic tape has been filed with 
________________________ Internal Revenue ~ervice Center. 

If Form 941 returns Ire filed on the magnetic tape, enter the total number of Forms 941 C and other 
attachments to support adjustments included in this shipment .....•........................... , .... 

Not.: The IRS tlpe program involves only the tax data part of the employer's Federal tax return (Forms 941, 941 E, 940). You may be 
required to file Form W·2 on magnetic media. If you file 250 or more Forms W·2, you must report on magnetic media unless you have 
been granted a waiver by the IRS. You can get magnetic media reporting specifications at most Social Security Administration offices. 

Under penalties of perjury, I declare that the tax returns and accompanying schedules and statements on the enclosdll magnetic tape are to 
the best of my knowledge and belief, true, correct, and complete; and that, for Form 940 tax returns on the enclosed magnetic tape; no 
part of any PlymeM m.de to a stat. u,..employmant fund claimed IS a credit was or is to be deducted from the payments to employees. 

Signature of 1gent Of aIIlhorized employ" responsible for pre~retion of llX returns 

Titl. 

Dep.rtlMlI1 of lh. T,..",,,y 
Inltrnal Rev.nUl Service 
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EXHIBIT 2 

Form 8822 Change of Address 
(Rev. May '992) ~ Please type or print. 
Cepar1""nt 01 the Treasury 
Int.""" R.vonue Servoee ~ See instructions on back. ~ Do not attach this form to your retum. 

Com lete This Part To Chan e Your Home Mallin Address 

Check ALL boxes this change affects: 
1 0 Individual income tax returns (Forms 1040, 1040A, 1040EZ, 1040NR, etc.) 

~ If your last return was a joint return and you are now establishing a residence separate 
from the spouse with whom you filed that return, check here . . . . .. ~ 0 

2 0 Employment tax returns for household employers (Forms 942, 940, and 940-EZ) 
~ Enter your employer identification number here. . . .. .... ~ 

3 0 Gift, estate. or generation-skipping transfer tax returns (Forms 706, 709, etc.) 
~ For Forms 706 and 706NA, enter the decedent's name and social security number below. 

~ Name ~ Social securi number 

OMS No. '545-"63 

Expires 5-3' -95 

4a Your name (f,rst name, initial. and last name) 4b Your ,oclel MCUrtty number 

58 SPOUH'I 118m. (fIrst name. IMlal. and last name) 5b Spoule'l IOClal HCllrtty number 

I Prior name(s). See InstructIons 

7a Your old eCldre" (no., street, crty or town, state, and ZIP Code). If. P.O. box or foreign address, see instructions ApI. no. 

7b SpoUM'1 old addre", ~ different from hne 7a (no., Slreet, crty or town, state, and ZIP code). If a P.O. box or foreign address, ... inllructions ApI. no. 

I New address (no .. street. crty or town. 5t2te. and ZIP code). If a P.O. box or foreign address. see instructIOns ApI. no. 

I;.F.TUII Complete This Part To Change Your Business Mailing Address or Business Location 

Check ALL boxes this change affects: 
9 0 Employment, excise, and other business returns (Forms 720, 941, 990, 1041, 1065, 1120, etc.) 

10 0 Employee plan returns (Forms 5500, 5500 CIR, and 5500EZ) 
11 0 Business location 
121 Businnl I18me 12b Emplo~er Idantlfic:.ation number 

13 Old add,... (no .. street, cny or town, sIIte, and ZIP code). " a P.O. box or foreign aCldress .... instructions Room or IUne no. 

14 New edd,... (no., street, city or town. state, and ZIP code). If a P.O. box or foreign address, ... Instructions Room or IUlte no. 

16 New Minna Ioc:.atlon (no .• str~t. city or town, state. and ZIP code). " a foreign address, ... instructions Room or suite no. 

1:F.Ti. II Signature 

Daytime telephone no. of person to contact (optioll8~ .( !.. -_'--_______ _ 

Please 
Sign ~ _________ -'-::--:---_ 
Here , Your Signature Dat. 

~ I 
, Spouse', Signature. " joint retum. both Should sign Date 

~ I 
, If Part II completed. signature of owner. offiCer. or ,epresen1atil/t Date ~ Trtle -----

For Privacy Act end Paperwork Reduction Act Notice. s .. beck of form. Cal. No. 120S1V Form 8822 (Rev. 5-;2) 
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EXHIBIT 1 

Form 4996 
(Rev. August 1990) 

Depanment of the Tr.asury 
Int.rnal Revenue MrlC. 

Magnetic Tape Filing Transmittal for Form 941, 941E 

or 940 Federal Tax Returns 

Pleue complete 2 copies of this form for each tape file and enclose with the first box of files in the shipment. 

Reponing Agent's Name and Address (SrrHr, City, St.r" .nd ZIP Code) Employer Identification Number 

Check the box showing the type of tax return being tranmsitted 
(Check only one box} 

Telephone Number: ( 0941 o 941E 0940 

1. Number of tlX returns filed on the acc:ompanying tape ...........•.••..••....•..••.•.•..•...... 

2. Totll taxes (add the amount for this item on all tllJ( returns and enter total here) ..•..••...•..••.•.•••••. 

3. Totll tlxes deposited (add rhellmounr for this item on all tax returns and enter total here) ....•.....••.•... 

4. Enter the revenue procedure number used for preparing the magnetic tape ........................... . 

A Reporting Agent Authorization, Form 8655, for the filing of federal tax returns on the accompanying magnetic tape has been filed with 
----____________________ Internal Revenue ~ervice Center. 

If Form 941 returns Ire filed on the magnetic tape, enter the total number of Forms 941 C and other 
attachments to support adjustments inCluded in this shipment ........•....•...................•.•.. 

Note: The I RS tape progrlm involves only the tax data part of the employer', Federal tax return (Forms 941, 941 E, 940). You may be 
required to file Form W·2 on mlgnetic media. If you file 250 or more Forms W·2, you must report on magnetic media unless you have 
been granted a waiver by the IRS. You can get mlgnetic media reporting specifications at most Social Security Administration offices. 

Under ptl1llties of perjury, I decllre that the tax returns and accompanying schedules and statements on the enClostll magnetic tape Ire to 
the best of my knowledge Ind belief, true, correct, and complete; and that, for Form 940 tax returns on the enclosed magnetic tape; no 
part of any payment made to a state unemployment fund claimed IS a credit WIS or is to be deducted from the payments to employees. 

Si8l\lturt of agent or autho,iz.d employ" 'esponsible for prt~ration of lax retu,ns 

Title 

Depenmtnt of th. Treasury 
Inltrnal Re ... enut Service 
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EXHIBIT 2 

Fonn 8822 Change of Address 
{Rev. May 1992) ~ Please type or print 
Ooporlmem of the T, ... .,ry 
Inltrnal Revenut Servoce ~ See Instructions on back. • Do not attach this form to your return. 

Com lete This Part To Chan e Your Home Mallin Address 
Check ALL boxes this change affects: 
1 0 Individual income tax returns (Forms 1040. 1040A. 1040EZ. 1040NR. etc.) 

~ If your last return was a joint return and you are now establishing a residence separate 
from the spouse with whom you filed that return. check here. .... ~ 0 

2 0 Employment tax returns for household employers (Forms 942. 940. and 940-EZ) 
~ Enter your employer identification number here. . • . • • . . .. ~ 

3 0 Gift. estate. or generation-skipping transfer tax returns (Forms 706. 709. etc.) 
~ For Forms 706 and 706NA. enter the decedent's name and social security number below. 

~ Name ~ Social securi number 

OMS No. 1545-1163 

Expires 5-31-95 

41 Your name (f,rst name. initial. and last name) 4b Your .0clll MCurity number 

51 SPOUM·. name (fIrst name. iMlal. Ind list name) 5b Spou .. •• aoclal MCl.ority number 

• Prior name(I). See Instructions 

71 Your old Iddr." (no .• street. crty or town. state. and ZIP Code). " a P.O. box or foreign address, see instructions Ap\. no. 

7b Spouse'. old mddr .... ~ different from line 7a (no .• street. cny or town. state. Ind ZIP code). If. P.O. box or foreign address. aeelnltructiOna Ap\. no. 

e N.w Iddress (no .• street. crty or town. state. and ZIP code). If a P.O. box or foreign Iddress. see instructions Ap\. no. 

1:F.Ti.'1 Complete This Part To Change Your Business Mailing Address or Business Location 
Check ALL boxes this change affects: 
9 0 Employment. excise. and other business returns (Forms 720. 941. 990. 1041. 1065. 1120. etc.) 

10 0 Employee plan returns (Forms 5500. 5500 CIA. and 5500EZ) 
11 0 Business location 
121 BUli"". name 12b Employ.r id.ntlficatlon number 

13 Old Iddrns (no .• strtot, cny or town. stlte. Ind ZIP code). "I P.O. box or for.ign address .... instructiOna Room or sun. no. 

14 N.w tddrell (no., street. city or town. state, and ZIP code). " I P.O. box or foreign address .... Instructions Room or su~e no. 

15 New businHI location (no .. str~t. city or town. state. and ZIP COde). If a for.ign address .... instructions Room or ,un, no. 

t;F.Ti 1111 Signature 

Daytime telephone no. of person to contact (optiOna~ • (:......_...L.. _______ _ 

Please 
Sign ~ _________ ......1.--__ 

Here , Your Signature Oat. 

~ I 
, Spouse', signature. " joint retum, both II'IOUId .;gn Oat. 

~ I 
, II Pari " completed. signature of owner. offiCer. or representl\i". Oate -----

For Privacy Act and Paperwork Reduction Act Notice, aN back of form. CIt. No. '2081V Form 8822 (R'v, $-82) 
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Form 8822 (Rev. 5-92) 

Privacy Act and Paperwork 
Reduction Act Notice 
We ask for this information to carry out 
the Internal Revenue laws of the United 
States. We may give the information to 
the Department of Justice and to other 
Federal agencies. as provided by law. 
Wf; may also give it to cities. states. the 
District of Columbia. and U.S. 
commonwealths or possessions to carry 
out their tax laws. And we may give it to 
foreign governments because of tax 
treaties they have with the United 
States. 

If you fail to provide the Internal 
Revenue Service with your current 
mailing address. you may not receive a 
notice of deficiency or a notice and 
demand for tax. Despite the failure to 
receive such notices. penalties and 
interest will continue to accrue on the 
tax deficiencies. 

The time needed to complete and file 
this form will vary depending on 
individual circumstances. The estimated 
average time is 16 minutes. 

If you have comments concerning the 
accuracy of this time estimate or 
suggestions for making this form more 
simple. we would be happy to hear from 
you. You can write to both the Internal 
Revenue Service. Washington. 
DC 20224. Attention: IRS Reports 
Clearance Officer. T:FP; and the Office 
of Management and Budget. 
Paperwork Reduction Project 
(1545-1163). Washington. DC 20503. DO 
NOT send this form to either of these 
offices. Instead. see Where To File on 
this page. 

Purpose of Form 
You may use Form 8822 to notify the 
Intemal Revenue Service if you changed 
your home or business mailing address 
or your business location. If this change 
also affects the mailing address for your 
children who filed income tax returns, 
complete and file a separate Form 8822 
for each child. 

Note: " you moved after you filed your 
return and you are expecting a refund, 
also notify the post office serving your 
old address. This will help forward your 
check to your new address. 

Prior Name(s) 
If you or your spouse changed your 
name due to marriage. divorce, etc., 
complete line 6. Also. be sure to notify 
the Social Security Administration of 
your new name so that it has the same 
name In its records that you have on 
your tax retum. This prevents delays in 
processing your return and safeguards 
your Mure social security benefits. 
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EXHIBIT 2-Continued 

P.O. Box 
If your post office does not deliver mail 
to your street address and you have a 
P.O. box. show your P.O. box number 
instead of your street address. 

Foreign Address 
If your address is outside of the United 
States or its posseSSions or territories, 
enter the information in the following 
order: number, street. city. province or 
state. postal code. and country. Do not 
abbreviate the country name. Be sure to 
include any apartment, room. or suite 
number in the space provided. 

Employee Plan Returns 
A change in the mailing address for 
employee plan returns must be shown 
on a separate Form 8822 unless the 
Exception below applies. 

Exception. If the employee plan returns 
were filed with the same service center 
as your other returns Qndividual, 
business, employment. gift, estate, etc.}. 
you do not have to use a separate Form 
8822. See Where To File below. 

Where To File 
Send this form to the Internal Revenue 
Service Center shown below for your 
old address. But if you checked the box 
on line 10 (employee plan returns). send 
it to the address shown in the far right 
column. 

"your Old 
addra .. wa. In: 

~ 

Florida. Georgia, 
South carolina 

New Jersey, New YOr\( (New 
YOr\( City and 'counties of 
Nassau. Rockland, Suffolk. 
and Westchester) 

New York (all other 
countieS). Connecticut, 
Maine. Massachusetts. 
NlwHa~wo.Rhode 
Island. VIfTTlOllt 

Alaska, Arizona. california 
(countieS of Alpine. Amador. 
Butte. calaveras. Colusa. 
Contra Costa. Del Nort •• EI 
Dorado. Glenn. Humboldt. 
Lake. Lassen. MIrin. 
Mendocino, Modoc. Napa. 
Nevada, Placer. Plumas. 
Sacramento. San Joaquin, 
Shasta. Sierra. Silklyou. 
Solano. Sonoma. Sutt •• 
T~.T~.YOb.and 
Yuba). Colorado. 1cIaho. 
Montana. Nebraska. Nevada. 
North Dakota. Oregon. South 
DakOta. Utah. Washington. 
wyoming 

California (&II other 
counties). Hawaii 

UN thla addr ... : 

~ 

Atlanta. GA 39901 

HoHsvilie. NY 00501 

Andover, MA 05501 

Ogden. UT 84201 

Fr.sno. CA 113888 
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Indiana. Kentucky. Michigan. CincinnatI, OH 45999 
Ohio, West Virginia 

Kansas. New MexICO. AusM. TX 73301 
Oklahoma. TIXIS 

Delaware. Oistrict of 
Columbia. Maryland. PhiladelphIA, PA 19255 
Plnnsylvania. Virginia 

Alabama. Arkansas. Louisiana, 
Mississippi, North Carolina. Memphis, TN 37:;01 
Tenness" 

Illinois, Iowa, Minnesota. 
Missouri. Wisconsin 

American Samoa 

Guam 

Puerto Rico (or If excluding 

Kansas City, 1.10 64999 

Philadelphia. PA 19255 

Commissioner of 
Revenue and Taxation 

855 West Marine Dr. 
Agana. GU 96910 

Income under aection 1133) Philadelphia, PA 111255 
Virgin Islands: 

Nonpennanent residents 

Vlfgin Islands: 
Pennanent residents 

Foreign country: 
U.S. citiZens and those 
filing Form 2555 or 
Form "563 

All A.P.O. and F.P.O. 
addresses 

v. I, Bureau of 
Intemal Revenue 

Lockharts Garden No. 1A 
Char10ne Amalie. 

St. Thomas, VI 00802 

Philadelphia, PA 19255 

Philadelphia. PA 19255 

Employee Plan Returns ONLY 
(Form 5500 series) 
If the prinCipal office of 
the plan aponaor or the 

plan admlnlltrltor 
WII In: Un thl. add,.. .. : 

~ ~ 

Connecticut. Delaware. 
Oistrict of Columbia. 
Foreign Address, Maine. 
Maryland. Massachusens. 
New Hampshire. New Holtsville, NY 00501 
Jersey. New York, 
Pennsylvania. Puerto Rico. 
Rhode Island. Vermont, 
Virginia 

Alabama. Alaska. Arkansas, 
california. Florida. Georgia. 
Hawaii. Idaho. louisiana. 
Mississippi. Nevada, North Atlanta, GA 39901 
carolina. Oregon. South 
carolina. TIMISSII. 
Washington 

Arizona. Colorado, Winola. 
Indiana. Iowa, Kansas, 
Kentucky. Michigan. 
Minnesota, Missouri. 
Montana. NebraSka. New Memphis, TN 37501 
Mlxlco. Norttl Dakota. OhiO. 
Oklahoma. South DakOta, 
Texas. Utah. WISt VIrginia. 
Wisconsin. Wyoming 

All Form 5SOOEZ filers Andover. MA OS501 

.U.S.OPO.' eG2·O-2II~.25 



VOLl Label 

Character 
Position 

1-4 

5-10 

* 

11-79 * 

80 * 

EXHIBIT 3 

Acceptable values 

VOLl 

six-digit reel number 

blanks 

3 (indicates version of ANSI label standard) 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

HDR1 Label 

Character 
Position 

1-4 * 
5-21 

22-27 

28-31 * 
32-35 

36-39 

40-41 

42-47 

48-53 

54 * 
55-60 * 

61-80 * 

EXHIBIT 4 

Acceptable values 

HDR1 

This is the file identifier. The Reporting Agent must supply this information. Entries must be left justified with 
blanks in remaining positions. Valid entry is "MGT0501". (Form 940) 

"6" digit reel number 

0001 

0001 

Specifies the current stage (version) in the succession of one file generation by the next. Generally will be 
0001. 

01 

Creation Date. This date must be generated by the operating system and have the date the tape was created. 
The format is "bYYDDD" (julian date). 

Purge Date. This date must be generated by the operating system and have the date the tape will be purged. 
The format is "bYYDDD" (julian date). For Service use, specify the purge date as one year after the creation 
date. 

blank 

zeros ("000000") 

blanks 

* Asterisk indicates pOSItIOns (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 
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HDR2 Label 

Character 
Position 

1-4 

5 

6-10 

* 

11-15 * 
16-50 * 

51-52 * 
53-80 * 

Acceptable values 

HDR2 

"F" (indicator for fixed length records) 

"00720" 

"00720" 

blanks 

"00" 

blanks 

EXHIBIT 5 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

EOFI Label 

Character 
Position 

1-4 * 
5-21 

22-27 

28-31 * 
32-35 

36-39 

40-41 

42-47 

48-53 

54 * 
55-60 * 

61-80 * 

EXHIBIT 6 

Acceptable values 

EOFI 

This is the file identifier. The Reporting Agent must supply this information. Entries must be left justified and 
blank filled. Valid entry is "MGT0501". (Form 940) 

"6" digit reel number 

0001 

0001 

Specifies the current stage (version) in the succession of one file generation by the next. Generally will be 
0001. 

01 

Creation Date. This date must be generated by the operating system and have the date the tape was created. 
The format is "bYYDDD" (julian date). 

Purge Date. This date must be generated by the operating system and have the date the tape will be purged. 
The format is "b YYDDD" (julian date). For Service use, specify the purge date as one year after the creation 
date. 

blank 

The number of blocks on the tape reel 

blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 
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EXHIBIT 7 

EOF2 Label 

Character 
Position Acceptable values 

I~ * EOF2 

5 ''F'' (indicator for fixed length records) 

6-10 * "00720" 

11-15 * "00720" 

16-50 * blanks 

51-52 * "00" 

53-80 * blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

EOVI Label 

Character 
Position 

I~ * 
5-21 * 

22-27 

28-31 * 
32-35 

36-39 

40~1 

42~7 

48-53 

54 * 
55-60 * 
61-80 * 

EXHIBIT 8 

Acceptable values 

EOVI 

This is the file identifier. The Reporting Agent must supply this information. Entries must be left justified and 
blank filled. Valid entry is "MGT050 1". (Form 940) 

"6" digit reel number 

0001 

0001 

Specifies the current stage (version) in the succession of one file generation by the next. Generally will be 
0001. 

01 

Creation Date. This date must be generated by the operating system and have the date the tape was created. 
The format is "bYYDDD" (julian date). 

Purge Date. This date must be generated by the operating system and have the date the tape will be purged. 
The format is "bYYDDD" (julian date). For Service use, specify the purge date as one year after the creation 
date. 

blank 

The number of blocks on the tape reel 

blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 
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EOV2 Label 

Character 
Position 

* 

Acceptable values 

EOV2 

EXHIBIT 9 

1-4 

5 

6-10 

11-15 * 

"F" (indicator for fixed length records) 

"00720" 

16-50 * 
51-52 * 
53-80 * 

"00720" 

blanks 

"00" 

blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

EXHIBIT 10 

FORM 940 AGENT "A" RECORD 

General Information. The "A" Record identifies the Reporting Agent, the tax year and the type of return being filed. This 
record must be the first record reported on the first reel of the tape file. It precedes the first Tax Data' 'B" Record reported. 

Special characters may only be used in the name line and street address fields and must be limited to those characters listed 
in section 15.06 of this revenue procedure. 

Tape Position 

1 

2-5 

6-14 

15-17 

18-26 

27-66 

67-106 

107-146 

147-166 

167-168 

169-177 

178 

179-720 

Element Name 

Record Type 

Reserved 

EIN-Reporting Agent 

Type of Return 

Reserved 

Name Line I-Reporting 
Agent 

Name Line 2-Reporting 
Agent 

Street Address-Reporting 
Agent 

City-Reporting Agent 

State Code-Reporting 
Agent 

Zip Code-Reporting 
Agent 

Tax Year 

Reserved 
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Entry or Definition 

Enter "A". Must be first character of the Form 940 "A" Record. 

Zero fill. 

Enter the 9 numeric characters of the Reporting Agent's EIN. Do not include 
the hyphen. 

Enter "940". Only Form 940 returns may be present on this magnetic tape 
file. 

Zero fill. 

Enter first name line of reporting agent. Left justify and fill remaining unused 
positions with blanks. (40 positions) 

Enter the second name line of Reporting Agent. Left justify and fill remaining 
unused positions with blanks. If not required, blank fill. (40 positions) 

Enter street address of reporting agent and blank fill remaining unused 
positions. Street address must include number, street and apartment or suite 
number (or P.O. Box number if mail is not delivered to street address). Fill 
with blanks if street address not required. (40 positions) 

Enter city, town or post office of Reporting Agent. Left justify and fill 
remaining unused positions with blanks. (20 positions) 

Enter the official post office two position state code. See section 18 of this 
revenue procedure. (2 positions) 

Enter zip code of Reporting Agent. If not using extended zip code, left justify 
and blank fill remaining 4 positions. (9 positions) 

The last digit of the calendar year for which the Reporting Agent is filing (for 
example, 3 = 93, 4 = 94. etc.). 

Enter blanks 



EXHIBIT 11 

FORM 940 TAX DATA "Bl" RECORD 

General Inf0r-n:ation. A "B 1" Record is required for each taxpayer. Only one "B I" Record is allowed for a taxpayer, and it 
must be the fIrSt Tax Data "B" Record reported for the taxpayer. 

Money amount fields must be right justified with remaining unused positions zero filled. 

Special characters may only be used in the name line and street address fields and must be limited to those characters listed 
in section 15.06 of this revenue procedure. 

Tape 
Position 

2 

3-37 

38-72 

73-76 

77-111 

112-131 

132-133 

134-142 

143-151 

152 

153 

154 

Element Name 

Record Type 

Record Subtype 

First Name Line-
Employer 

Second Name Line
Employer 

Name Control 

Street Address-Employer 

City-Employer 

State Code-Employer 

Zip Code-Employer 

EIN-Employer 

Address Change Indicator 

Final Return Indicator 

Form 940 Filing 
Indicator 

You must enter: 

Entry or Description 

"B" must be the first character of each Form 940 "B 1" Record. 

"1" must be the second character of each Form 940 "B 1" Record. 

First name line of the taxpayer. The first five positions cannot be all blank. 
Left justify and fill remaining unused positions with blanks. (35 positions) 

Second name line of the taxpayer. If a continuation of the first name line, left 
justify and fill remaining unused positions with blanks. If not required, blank 
fill. (35 positions) 

Enter the alpha/numeric name control from the name control furnished by the 
Service. See section 8.04 of this revenue procedure. (4 positions) 

Enter the street address of the employer. The first position must be a 
character. No more than one blank position may be used between a characters. 
Street address must include number, street and apartment or suite number (or 
P.O. Box number if mail is not delivered to street address). Foreign address: 
Enter street address, including province and mailing code. For example: 20 
CHAMPS ELYSEE 75307 PARIS. Left justify and blank fill remaining 
unused positions. (35 positions) 

Enter the city, town or post office in which the taxpayer is located. The first 
position must be a character. No more than one blank position may be used 
between a characters. Foreign address: Enter name of country. Left justify and 
fill remaining unused positions with blanks. (20 positions) 

Enter the state code of the address for the taxpayer as assigned by the U.S. 
Postal Service. Foreign address: Enter "." See section 18 of this revenue 
procedure. (2 positions) 

Enter the zip code of the taxpayer. If an expanded zip code is not used, left 
justify and blank fill the four unused positions. Foreign address: Blank fill. (9 

positions) 

Enter the taxpayer's EIN. Do not include the hyphen. (9 positions) 

Enter "I" if the taxpayer has requested a change of address and the 
taxpayer's new address has been given in tape positions 77-142 of this 
record. Otherwise, enter zero. 

Enter "1" if this is a final return. Otherwise, enter zero. 

A one character numeric field used to describe the method in which a 
taxpayer files Form 940. 

"0" If the taxpayer has paid all required state contributions and an amount is present. The taxpayer is required to make 
contributions payments to only one state. None of the wages subject to FUT A tax is exempt from state unemployment 

tax. 

"I" If the taxpayer has met the requirement to pay all state contributions because the taxpayer was granted a zero percent 
experience rate by the state. The taxpayer is required to make contributions payments to only one state. None of the 
wages subject to FUT A tax is exempt from state unemployment tax. 

or 
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EXHIBIT II-Continued 

If a taxpayer is required to pay contributions to only one state and no state contributions were made on a return with 
no FUT A taxable wages, use Form 940 Filing Indicator "1". 

H2" If the taxpayer must compute tentative credit because the taxpayer is required to make state contribution payments to 
more than one state, and all required state contributions have been paid. 

"3" If the taxpayer must compute tentative credit because all or part of wages subject to FUT A tax is exempt from state 
unemployment tax. The taxpayer is required to make payments to only one state, and the requirement to pay all state 
contributions has been met. 

NOTE: If a taxpayer does not meet all conditions for anyone of the Form 940 Filing Indicators outlined above, a paper 
return must be filed. 

Tape Position Element Name 

155-156 State Code-Employees 

157-169 State Contributions 

Entry or Definition 

Enter a state code. Usually same as positions 132-133. Would differ if 
official business address is in different state than operations of business of the 
first state reported. See section 18 of this revenue procedure. (2 positions) 

The amount paid by the taxpayer to all state unemployment funds. (13 
positions) 

NOTE: The first state reporting number that is reported for the taxpayer must be entered in tape positions 170-184 of this 
record. All additional state reporting numbers for taxpayers who use filing indicator "0" or "1" (in tape position 154 of 
this record) must consecutively follow in tape positions 185-199, 200-214 and 215-229 (as needed). If a taxpayer has been 
assigned more than four state reporting numbers by a state, a paper return must be filed. 

170-184 

185-199 

200-214 

215-229 

230-242 

243-255 

256-266 

267-277 

278-288 

State Reporting Number 

Second State Reporting 
Number 

Third State Reporting 
Number 

Fourth State Reporting 
Number 

Total Payments 

Payments in Excess of 
Maximum Taxable 
Wages 

Total FUT A Tax 

Total Taxes Deposited 
plus Overpayment from 
Previous Year 

Overpayment from 
Previous Year 
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Enter the state reporting number assigned to the taxpayer by the state 
unemployment agency. Do not include hyphens or other special characters. 
Left justify and blank fill remaining unused positions as necessary. (15 
positions) 

Enter any additional state reporting number assigned to the taxpayer by the 
state unemployment agency. (See description for positions 170-184 above.) 
Blank fill if no additional numbers were assigned or if tape position 154 of 
this record is "2" or "3". (15 positions) 

Enter any additional state reporting number assigned to the taxpayer by the 
state unemployment agency. (See description for positions 170-184 above.) 
Blank fill if no additional numbers were assigned or if tape position 154 of 
this record is "2" or "3". (15 positions) 

Enter any additional state reporting number assigned to the taxpayer by the 
state unemployment agency. (See description for positions 170-184 above.) 
Blank fill if no additional numbers were assigned or if tape position 154 of 
this record is "2" or "3". (15 positions) 

Enter the amount of total payments and include exempt payments made 
during the calendar year for services of employees. (13 positions) 

The maximum taxable wages for employee varies with year. Enter only the 
amount that is over the first maximum wage amount paid to individual 
employees. Do not include exemption amounts. Do not use the state wage 
limitation. (13 positions) 

Total FUT A Tax. If filing indicator "0" or "1" is used enter Total Gross 
FUT A Tax plus Credit Reduction amount less the Maximum Credit. If filing 
indicator "2" or "3" is used, enter Total Gross FUTA Tax plus Credit 
Reduction amount less the smaller of Total Tentative Credit or Maximum 
Credit. (11 positions) 

FTDs for the tax year plus overpayment from previous year (if the taxpayer 
elected to apply the previous year's overpayment to this tax year). (11 
positions) 

Enter an amount only if the taxpayer made an election last year to have 
overpayment applied to the next return. Right justify and zero fill remaining 
unused positions. Enter zeros if no amount. (11 positions) 



Tape Position Element Name 

289-299 Excess/Credit 

300 Credit Elect Indicator 

301-311 Total Taxes Deposited 
for This Tax Year 

EXHIBIT II-Continued 

Entry or Definition 

Amount that total taxes deposited plus transfer of overpayment from previous 
year exceeds Total FUT A Tax. Right justify and zero fill remaining unused 
positions. Zero fill if no amount. (II positions). 

Enter zero if Excess/Credit is to be applied to next return. Enter "I" if 
Excess/Credit is to be refunded or if amount is zero. 

Tax deposits made for the tax year. (II positions) 

Tape positions 312-351 of this record report the quarterly accrual of the federal tax liability for unemployment tax. Amounts 
must be entered in these fields if Total FUT A Tax exceeds $100.00. 

Tape Position Element Name Entry or Description 

312-321 FUTA Tax Liability for First quarter federal tax liability for unemployment tax. (10 positions) 
First Quarter 

322-331 FUT A Tax Liability for Second quarter federal tax liability for unemployment tax. (10 positions) 
Second Quarter 

332-341 FUT A Tax Liability for Third quarter federal tax liability for unemployment tax. (10 positions) 
Third Quarter 

342-351 FUT A Tax Liability for Fourth quarter federal tax liability for unemployment tax. (10 positions) 
Fourth Quarter 

Tape positions 352-481 contain ten combinations of a two position exemption code and II position dollar and cents amount 
of wages exempted. The exemption codes to be used are described in section 16 of this revenue procedure. Exemption 
amount fields must be right justified with zeroes in any remaining unused positions. All unused exemption code fields must 
be blank filled. All unused exemption amount fields must be zero filled. 

352-353 Exemption 

354-364 Exemption 

365-366 Exemption 

367-377 Exemption 

378-379 Exemption 

380-390 Exemption 

391-392 Exemption 

393--403 Exemption 

404--405 Exemption 

406--416 Exemption 

417--418 Exemption 

Code 

Amount 

Code 

Amount 

Code 

Amount 

Code 

Amount 

Code 

Amount 

Code 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 352-353. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 365-366. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 378-379. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 391-392. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 404-405. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 
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Tape Position Element Name 

419-429 Exemption Amount 

430-431 Exemption Code 

432-442 Exemption Amount 

443-444 Exemption Code 

445-455 Exemption Amount 

456-457 Exemption Code 

458-468 Exemption Amount 

469-470 Exemption Code 

471-481 Exemption Amount 

EXHIBIT II-Continued 

Entry or Definition 

Enter the amount of the exemption for tape positions 417-418. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 430-431. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 443-444. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 456-457. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 469-470. Enter zeros if 
the corresponding exemption code field is blank. 

Tape positions 482-638 relate to the state identified in positions 155-156 whose state reporting number is in positions 170-
184 of this record. Tape positions 495-638 must contain data only if tentative credit must be computed by the taxpayer 
(filing indicator "2" or "3"). Money amounts are dollars and cents. Right justify and zero fill remaining unused positions. 
Zero fill all unused state experience rate and money amount fields. Blank fill all unused date fields. 

Tape Position Element Name 

482-494 Credit Reduction Wages 
for Unrepaid Advances 
to the States 

Entry or Definition 

Enter wages if the state reported in positions tape 155-156 of this record is a 
credit reduction state for the tax year. Otherwise, zero fill. (13 positions). 

Tape positions 495-530 relate to the INITIAL experience rate of the state identified in positions 155-156 of this record. If 
these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money amount 
fields. 

495-506 

507-510 

511-514 

515-520 

521-530 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

First entry, taxable payroll under computation of tentative credit. (12 
positions) 

First entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter OlO1. 

First entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

First experience rate entry under computation of tentative credit. Expressed as 
a six position decimal. 

First entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 531-566 relate to the SECOND experience rate (if asserted) of the ~tate identified in positio~s 155-156 of 
this record. If these fields are not needed blank fill all unused date fields. Zero fIll all unused state expenence rate and , 
money amount fields. 
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Tape Position 

531-542 

543-546 

547-550 

551-556 

557-566 

Element Name 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

EXHIBIT II-Continued 

Entry or Definition 

Second entry, taxable payroll under computation of tentative credit. (12 
positions) 

Second entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Second entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Second experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Second entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 567-602 relate to the THIRD experience rate (if asserted) of the state identified in positions 155-156 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

567-578 

579-582 

583-586 

587-592 

593-602 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Tool Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Third entry, taxable payroll under computation of tentative credit. (12 
positions) 

Third entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Third entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Third experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Third entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 603-638 relate to the FOURTH experience rate (if asserted) of the state identified in positions 155-156 of 
this record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and 
money amount fields. 

603-614 

615-618 

619-622 

623-628 

629-638 

639-720 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Reserved 

Fourth entry, taxable payroll under computation of tentative credit. (12 
positions) 

Fourth entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Fourth entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Fourth experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Fourth entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Enter blanks. 

NOTE: If a taxpayer has not been assigned an experience rate by a state, or if the taxpayer reports more than four rate 
changes in one year for a particular state, a paper return must be filed. "No experience rate" does not mean a zero percent 
experience rate. Taxpayers granted a zero percent experience rate may file magnetic tape returns. 
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EXHIBIT 12 

FORM 940 TAX DATA "B2" RECORD 

General Information. The "B2" Record is a continuation of the taxpayer's explanation of exempt payments. This record 
should be used only if the taxpayer has reasons for exempting payments that are in addition to the 10 reported in the "B 1" 
Record; data must be present in tape positions 1-26 of the "B2" Record. Up to four (4) Agent "B2" Records may follow a 
"B 1" Record. Each "B2" Record contains 10 combinations of a two position exemption code and 11 position dollar and 
cents amount of wages exempted. The exemption codes to be used are described in section 16 of this revenue procedure. 
Exemption amount fields must be right justified with any remaining positions zero filled. 

All remaining unused exemption code fields must be blank filled. All remaining unused exemption amount fields must be 
zero filled. 

Tape Position Element Name 

Record Type 

2 

3-11 

12-13 

14-15 

16-26 

27-28 

29-39 

40-41 

42-52 

53-54 

55-65 

66-67 

68-78 

79-80 

81-91 

92-93 

94-104 

105-106 

570 

Record Subtype 

EIN-Employer 

Sequence Number 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

Exemption Amount 

Exemption Code 

1993-2 C.B. 

Entry or Definition 

"B" must be the first character of each Form 940 "B2" Record. 

"2" must the second character of each Form 940 "B2" Record. 

Enter the taxpayer's EIN. Do not enter the hyphen. 

A unique two character numeric field which indicates the order of records in 
the agent's tape. The first "B2" Record for a taxpayer will contain a 
sequence number of "02". All subsequent "B2" Record sequence numbers 
must be incremented by 1. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. 

Enter the amount of the exemption for tape positions 14-15. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 27-28. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 40-41. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 53-54. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 66-67. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 79-80. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 92-93. Enter zeros if the 
corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 



Tape Position Element Name 

107-117 Exemption Amount 

118-119 Exemption Code 

120-130 Exemption Amount 

131-132 Exemption Code 

133-143 Exemption Amount 

144-720 Reserved 

EXHIBIT 12-Continued 

Entry or Definition 

Enter the amount of the exemption for tape positions 105-106. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 118-119. Enter zeros if 
the corresponding exemption code field is blank. 

Enter the approved two character numeric exemption code for the exemption 
the taxpayer is claiming. Enter blanks if no exemption is claimed here. 

Enter the amount of the exemption for tape positions 131-132. Enter zeros if 
the corresponding exemption code field is blank. 

Enter blanks. 

EXHIBIT 13 

FORM 940 TAX DATA "B3" RECORD 

General Information. The "B3" Record is a continuation of state tax information. Tax data for the first state reported for a 
taxpayer must be entered in the "Bl" Record. Up to thirteen (13) Agent "B3" Records may follow a "Bl" or "B2" 
Record. 

Money amounts are dollars and cents. Money amounts must be right justified with any remaining positions zero filled. Blank 
fill unused date fields. Zero fill unused money amount and state experience rate fields. 

If more than four experience rate changes occurred in one year for a given state code and reporting number, or if no 
experience rate was assigned by a state, or if a taxpayer was assigned more than four state reporting numbers for a state, a 
paper return must be filed for the taxpayer. 

"No experience rate" does not mean a zero percent experience rate. Taxpayers granted a zero percent experience rate may 
file magnetic tape returns. 

Tape Position Element Name 

1 Record Type 

2 

3-11 

12-13 

Record Subtype 

EIN-Employer 

Sequence Number 

Tape positions 14-187 relate to the first 

14-15 

16-28 

29-43 

State Code 

Credit Reduction Wages 
for Unrepaid Advances 
to the States 

State Reporting Number 

Entry or Definition 

"B" must be the first character of each Form 940 "B3" Record. 

"3" must be the second character of each Form 940 "B3" Record. 

Enter the taxpayer's EIN. Do not enter the hyphen. 

A unique two character numeric field which indicates the order of records in 
the agent's tape. The first "B3" Record for a taxpayer will contain a 
sequence number computed by adding 1 to the sum of all the taxpayer's 
"B2" Records plus the "B 1" Record. The sequence number of subsequent 
"B3" Records must be increased by 1. 

state (positions 14-15) reported on this record. 

The two character state code assigned for a state (other than that of the 
taxpayer's residence). See section 18 of this revenue procedure. 

Enter the wages for the state reported in positions 14-15 of this record if that 
state is a credit reduction state for the tax year. Otherwise, zero fill. (13 
positions) 

Enter the state reporting number for the taxpayer assigned by the state 
unemployment agency. Do not include hyphens or special characters. Left 
justify and blank fill any remaining positions. (15 positions) 

Tape positions 44-79 relate to the INITIAL experience rate of the state identified in positions 14-15 of this record. If a 
taxpayer has not been assigned an experience rate by a state, or if the taxpayer reports more than four rate changes III one 
year for a particular state code/reporting number, a paper return must be filed. 

44-55 Taxable Payroll as First entry, taxable payroll under computation of tentative credit. (12 
Defined in State Act positions) 
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Tape Position Element Name 

56-59 Date an Experience Rate 
Took Effect 

60-63 Date an Experience Rate 
was Changed 

64-69 State Experience Rate 

70-79 Contributions Actually 
Paid to State 

EXHIBIT l3-Continued 

Entry or Definition 

First entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

First entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate IS 

continued to the next calendar year, enter 1231. 

First experience rate entry under computation of tentative credit. Expressed as 
a six position decimal. 

First entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 80-115 relate to the SECOND experience rate (if asserted) of the state identified in positions 14-15 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

80-91 

92-95 

96-99 

100-105 

106-115 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Second entry, taxable payroll under computation of tentative credit. (12 
positions) 

Second entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Second entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Second experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Second entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 116-151 relate to the THIRD experience rate (if asserted) of the state identified in positions 14-15 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

116-127 

128-131 

132-135 

136-141 

142-151 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Third entry, taxable payroll under computation of tentative credit. (12 
positions) 

Third entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Third entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Third experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Third entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 152-187 relate to the FOURTH experience rate (if asserted) of the state identified in positions 14-15 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

152-163 

164-167 

168-171 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 
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Fourth entry, taxable payroll under computation of tentative credit. (12 
positions) 

Fourth entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Fourth entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 



Tape Position Element Name 

172-177 State Experience Rate 

178-187 Contributions Actually 
Paid to State 

EXHIBIT 13-Continued 

Entry or Definition 

Fourth experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Fourth entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 188-361 relate to the second state (positions 188-189) reported on this record. All unused state reporting 
number, date, and state code fields must be blank filled. All unused state experience rate and money amount fields must be 
zero filled. 

188-189 

190-202 

203-217 

State Code 

Credit Reduction Wages 
for Unrepaid Advances 
to the States 

State Reporting Number 

The two character state code assigned for a state (other than that of the 
taxpayer's residence). See section 18 of this revenue procedure. 

Enter the wages for the state reported in positions 188-189 of this record if 
that state is a credit reduction state for the tax year. Otherwise, zero fill. (13 
positions) 

Enter the state reporting number for the taxpayer assigned by the state 
unemployment agency. Do not include hyphens or special characters. Left 
justify and blank fill any remaining positions. (15 positions) 

Tape positions 218-253 relate to the INITIAL experience rate of the state reported in positions 188-189 of this record. If a 
taxpayer has not been assigned an experience rate by a state, or if the taxpayer reports more than four rate changes in one 
year for a particular state code/reporting number, a paper return must be filed. 

218-229 

230-233 

234-237 

238-243 

244-253 

Taxable Payroll a 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

First entry, taxable payroll under computation of tentative credit. (12 
positions) 

First entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

First entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

First experience rate entry under computation of tentative credit. Expressed as 
a six position decimal. 

First entry for contributions paid to state (under computation of tentative 
credit). 

Tape positions 254-289 relate to the SECOND experience rate (if asserted) of the state identified in positions 188-189 of 
this record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and 
money amount fields. 

254-265 

266-269 

270-273 

274-279 

280-289 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Second entry, taxable payroll under computation of tentative credit. (12 
positions) 

Second entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Second entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 123l. 

Second experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Second entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 290-325 relate to the THIRD experience rate (if a~serted) of t~e state identified in positions 188-189 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state expenence rate and money 
amount fields. 

290-301 Taxable Payroll as 
Defined in State Act 

Third entry, taxable payroll under computation of tentative credit. (12 
positions) 

1993-2 C.B. 573 



Tape Position Element Name 

302-305 Date an Experience Rate 
Took Effect 

306-309 Date an Experience Rate 
was Changed 

310-315 State Experience Rate 

316-325 Contributions Actually 
Paid to State 

EXHIBIT 13-Continued 

Entry or Definition 

Third entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Third entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Third experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Third entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 326-361 relate to the FOURTH experience rate (if asserted) of the state identified in positions 188-189 of 
this record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and 
money amount fields. 

326-337 

338-341 

342-345 

346-351 

352-361 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Fourth entry, taxable payroll under computation of tentative credit. (12 
positions) 

Fourth entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Fourth entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Fourth experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Fourth entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape posltlOns 362-534 relate to the third state (positions 362-363) reported on this record. All unused state reporting 
number, date, and state code fields must be blank filled. All unused state experience rate and money amount fields must be 
zero filled. 

362-363 

364-376 

377-391 

State Code 

Credit Reduction Wages 
for Unrepaid Advances 
to the States 

State Reporting Number 

The two character state code assigned for a state (other than that of the 
taxpayer's residence). See section 18 of this revenue procedure. 

Enter the wages for the state reported in positions 362-363 of this record if 
that state is a credit reduction state for the tax year. Otherwise, zero fill. (13 
positions) 

Enter the state reporting number for the taxpayer assigned by the state 
unemployment agency. Do not include hyphens or special characters. Left 
justify and blank fill any remaining positions. (15 positions) 

Tape positions 392-427 relate to the INITIAL experience rate of the state identified in positions 362-363 of this record. If a 
taxpayer has not been assigned an experience rate by a state, or if the taxpayer reports more than four rate changes in one 
year for a particular state code/reporting number, a paper return must be filed. 

392-403 

404-407 

408-411 

412-417 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 
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First entry, taxable payroll under computation of tentative credit. (12 
positions) 

First entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter OlO1. 

First entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

First experience rate entry under computation of tentative credit. Expressed as 
a six position decimal. 



Tape Position Element Name 

418-427 Contributions Actually 
Paid to State 

EXHIBIT 13-Continued 

Entry or Definition 

First entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 428-463 relate to the SECOND experience rate (if asserted) of the state identified in positions 362-363 of 
this record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and 
money amount fields. 

428-439 

440-443 

444-447 

448-453 

454-463 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Second entry, taxable payroll under computation of tentative credit. (12 
positions) 

Second entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Second entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Second experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Second entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 464-499 relate to the THIRD experience rate (if asserted) of the state identified in positions 362-363 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

464-475 

476-479 

480-483 

484-489 

490-499 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Third entry, taxable payroll under computation of tentative credit. (12 
positions) 

Third entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Third entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate IS 

continued to the next calendar year, enter 1231. 

Third experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Third entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 500-535 relate to the FOURTH experience rate (if asserted) of the state identified in positions 362-363 of 
this record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and 
money amount fields. 

500-511 

512-515 

516-519 

520-525 

526-535 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Fourth entry, taxable payroll under computation of tentative credit. (12 
positions) 

Fourth entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Fourth entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate IS 

continued to the next calendar year, enter 1231. 

Fourth experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Fourth entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 536-709 relate to the fourth state (positions 536-537) reported on this record. All unused state reporting 
number, date, and state code fields must be blank filled. All unused state experience rate and money amount fields must be 
zero filled. 
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Tape Position Element Name 

536-537 State Code 

538-550 Credit Reduction Wages 
for Unrepaid Advances 
to the State 

551-565 State Reporting Number 

EXHIBIT 13-Continued 

Entry or Definition 

The two character state code assigned for a state (other than that of the 
taxpayer's residence). See section 18 of this revenue procedure. 

Enter the wages for the state reported in positions 536-537 of this record if 
that state is a credit reduction state for the tax year. Otherwise, zero fill. (13 
positions) 

Enter the state reporting number for the taxpayer assigned by the state 
unemployment agency. Do not include hyphens or special characters. Left 
justify and blank fill any remaining positions. 05 positions) 

Tape positions 566-601 relate to the INITIAL experience rate of the state reported in positions 536-537 of this record. If a 
taxpayer has not been assigned an experience rate by a state, or if the taxpayer reports more than four rate changes in one 
year for a particular state code/reporting number, a paper return must be filed. 

566-577 

578-581 

582-585 

586-591 

592-601 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Chaned 

State Experience Rate 

Contributions Actually 
Paid to State 

First entry, taxable payroll under computation of tentative credit. 02 
positions) 

First entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

First entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

First experience rate entry under computation of tentative credit. Expressed as 
a six position decimal. 

First entry for contributions paid to state (under computation of tentative 
credit). 00 positions) 

Tape positions 602-637 relate to the SECOND experience rate (if asserted) of the state reported in positions 536-537 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

602-613 

614-617 

618-621 

622-627 

628-637 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Second entry, taxable payroll under computation of tentative credit. 02 
positions) 

Second entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Second entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Second experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Second entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 638-673 relate to the THIRD experience rate (if asserted) of the state reported in positions 536-537 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

638-649 

650-653 

654-657 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 
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Third entry, taxable payroll under computation of tentative credit. (12 
positions) 

Third entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Third entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 



Tape Position Element Name 

658-663 State Experience Rate 

664-673 Contributions Actually 
Paid to State 

EXHIBIT I3-Continued 

Entry or Definition 

Third experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Third entry for contributions paid to state (under computation of tentative 
credit). (10 positions) 

Tape positions 674-709 relate to the FOURTH experience rate (if asserted) of the state reported in positions 536-537 of this 
record. If these fields are not needed, blank fill all unused date fields. Zero fill all unused state experience rate and money 
amount fields. 

674-685 

686-689 

690-693 

694-699 

700-709 

710-720 

Taxable Payroll as 
Defined in State Act 

Date an Experience Rate 
Took Effect 

Date an Experience Rate 
was Changed 

State Experience Rate 

Contributions Actually 
Paid to State 

Reserved 

FORM 940 AGENT "c" RECORD 

Fourth entry, taxable payroll under computation of tentative credit. (12 
positions) 

Fourth entry, from-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If continued from 
previous year, enter 0101. 

Fourth entry, to-date of state experience rate period (under computation of 
tentative credit). Enter in numeric month and day format. If the rate is 
continued to the next calendar year, enter 1231. 

Fourth experience rate entry under computation of tentative credit. Expressed 
as a six position decimal. 

Fourth for contributions paid to state (under computation of tentative credit). 
(10 positions) 

Enter blanks. 

EXHIBIT 14 

General Information. A Checkpoint Totals "c" Record must be written after each 100 or fewer Tax Data "B 1" Records. 
Each "C" Record must contain a count of each of the three types of Tax Data "B" Records and the sum of total taxes on 
all "B I " Records tallied per checkpoint. The money amount field will contain dollars and cents. All money amount fields 
must be right justified with any remaining unused positions zero filled. Any unused amount field must be zero filled. 

The Checkpoint Totals "c" Record must be followed by a Tax Data "B 1" Record unless the "C" Record is at the end of 
the file. If the "c" Record is at the end of the file, it is followed by an End of File "E" Record. 

All Checkpoint Totals "c" Records must be fixed length (720 positions). 

The Checkpoint Totals "C" Records cannot be followed by a tape mark. 

Tape Position Element Name 

Record Type 

2-7 Number of "BI" 
Records 

8-13 Number of "B2" 
Records 

14-19 Number of "B3" 
Records 

20-35 Total "B 1 " Record 
Taxes 

36-720 Reserved 

Entry or Definition 

"C" must be the first character of each Form 940 "C" Record. 

Enter the total "B 1" Records tallied per checkpoint. 

Enter the total "B2" Records tallied per checkpoint. 

Enter the total "B3" Records tallied per checkpoint. 

Enter the sum of the taxes reported in the "B 1" Records accumulated per 
checkpoint. 

Enter blanks. 
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EXHIBIT 15 

FORM 940 AGENT "E" RECORD 

General Information. The End of File "E" Record is written after the last Checkpoint Totals "C" Record. The "E" Record 
contains a count of all Tax Data "B" Records by type and the sum of total taxes reported on the tape file. 

The money amount fields contain dollars and cents. All money amount fields must be right justified with any remamIng 
unused positions zero filled. All unused amount fields must be zero filled. 

The End of File "E" Record must be fixed length (720 positions). 
This record type must be the last record on the agent's tape file. It can be followed only by a tape mark. 

Tape Position Element Name 

I Record Type 

2-7 Number of "B 1" 
Records 

8-13 "-l"umber of "B2" 
Records 

14-19 Number of "B3 " 
Records 

20-35 Total "B I" Record 
Taxes 

36-720 Reserved 

26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 93-47 

SECTION 1. PURPOSE 

This revenue procedure provides a 
model amendment for sponsors of 
master and prototype (M&P), regional 
prototype, volume submitter specimen, 
and individually designed profit-sharing 
and stock bonus plans that have re
ceived favorable opinion, notification, 
advisory, and determination letters to 
amend their plans to reflect the modi
fications made by Notice 93-26, 1993-
I C.B. 308, to the 30-day notice 
requirement under section l.411 (a)
II (c) of the Income Tax Regulations. 
Notice 93-26 and the model amend
ment provided by this revenue proce
dure do not modify the 30-day notice 
requirement under section 1.417(e)-1 
of the regulations. 

SEC. 2. BACKGROUND 

.01 Section 411(a)(lI) of the Inter
nal Revenue Code requires a plan to 
provide that an accrued benefit with a 
present value exceeding $3,500 may 
not be immediately distributed without 
the consent of the participant. Section 
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Entry or Definition 

"E" must be the first character of the Form 940 "E" Record. 

Enter the sum of "BI" Records you are reporting on the file. 

Enter the sum of "B2" Records you are reporting on the file. 

Enter the sum of "B3" Records you are reporting on the file. 

Enter the sum of the taxes on all "B I" Records reported on the file. 

Enter blanks. 

1.411(a)-II(c) of the regulations 
provides that a distribution election is 
not valid consent under section 
411(a)(1I) unless the participant re
ceives notice of certain specified rights 
no less than 30 days and no more than 
90 days before the annuity starting date 
with respect to the distribution. Section 
1.401(a)-20, Q&A-lO of the regula
tions defines the annuity starting date 
as the first day of the first period for 
which an amount is paid as an annuity 
or any other form. Notice 93-26 
clarifies that, for purposes of satisfying 
sections 411(a)(11) and 402(f) of the 
Code, the plan administrator is permit
ted to treat the date of distribution as 
the annuity starting date in the case of 
distributions that are not in the form of 
an annuity within the meaning of 
section 72 and that are also not subject 
to the requirements of section 
401(a)(ll). 

.02 Section 402(f) of the Code as 
amended by the Unemployment Com
pensation Amendments of 1992 re
quires a plan administrator to give a 
participant notice of the direct rollover 
provisions of section 401(a)(31) within 
a reasonable time period prior to an 
eligible distribution. Under Q&A-12 of 
section 1.402(c)-2T of the Temporary 
Income Tax Regulations, the reasonable 

time period for glvmg this section 
402(f) notice is the same as the time 
period for giving the notice under 
section 1.411(a)-11(c) of the 
regulations. 

.03 Notice 93-26, 1993-1 C.B. 308, 
modified the 30-day notice rule for 
purposes of sections 402(0 and 
411(a)(1l) of the Code to allow a 
participant to waive the 30-day mini
mum period by affirmative election, 
provided that two requirements are met. 
First, the participant must be given the 
opportunity to consider the decision for 
at least 30 days after the notice is 
provided. Second, the plan administra
tor must provide information to the 
participant clearly indicating that the 
participant has a right to this period for 
making the decision, using a method 
that is reasonably designed to attract 
the attention of the participant. 

.04 Notice 93-26 does not affect the 
requirements imposed by sections 
401 (a)(11) and 417 of the Code and the 
regulations thereunder on distributions 
to which those sections apply. Section 
l.417(e)-I(b)(3) of the regulations 
provides that, in order to satisfy section 
401 (a)(11) and section 417, a plan must 
provide participants with the written 
explanation of the qualified joint and 
survivor annuity required under section 



417(a)(3) no less than 30 days and no 
more than 90 days before the annuity 
starting date. Thus, even if the 30-day 
notice period required under section 
411(a)(1l) may be waived in accord
ance with Notice 93-26, if sections 
401(a)(11) and 417 apply to a distribu
tion the notice required by section 
1.417(e)-1(b)(3) must be given no less 
than 30 days before the annuity starting 
date. Section 401 (a)(1l) applies to 
distributions from defined benefit plans 
and any defined contribution plan 
subject to the funding standards of 
section 412 (i.e., any money purchase 
plan) and certain distributions from 
profit-sharing and stock bonus plans. 

.05 All M&P, regional prototype, 
volume submitter specimen, and indi
vidually designed plans that have 
favorable opinion, notification, ad
visory, and determination letters valid 
as of the date of this revenue procedure 
should contain language requiring a 30-
day minimum period from receipt of 
the section 411(a)(11) notice. 

SEC. 3. MODEL AMENDMENT 

.01 Sponsors who wish to amend 
their profit-sharing and stock bonus 

plans to permit a partIcIpant to waive 
the 30-day period as allowed by Notice 
93-26 with respect to a distribution to 
which sections 401(a)(11) and 417 of 
the Code do not apply may adopt on a 
word-for-word identical basis the lan
guage in the appendix to this revenue 
procedure. This model language is 
available for use by M&P, regional 
prototype, volume submitter specimen, 
and individually designed plans. No 
application or notice to the Service is 
required. The Service will not issue 
new opinion, notification, advisory, or 
determination letters for plans amended 
by adding the model language. 

.02 M&P and regional prototype 
plan sponsors using the model language 
must inform all adopting employers of 
the change to their plans. 

.03 Volume submitter specimen plan 
sponsors may only offer the amended 
specimen plan prospectively, as volume 
submitter specimen plan sponsors do 
not have the power to adopt amend
ments on behalf of employers. How
ever, an employer who adopted a 
volume submitter specimen plan prior 
to this amendment of the specimen plan 
may individually adopt the model 

APPENDIX 

MODEL LANGUAGE 

amendment and will not need to obtain 
a new determination letter. 

.04 Notice of the adoption of the 
model amendment must be provided by 
the employer to interested parties as 
required by section 19 of Rev. Proc. 
93-6, 1993-1 C.B. 430. For this 
purpose, an employer who adopts the 
model as an amendment to an individu
ally designed or volume submitter plan 
must comply with section 19 of Rev. 
Proc. 93-6 as if it were amending a 
master or prototype or regional pro
totype plan for which no determination 
letter will be issued. 

SEC. 4. EXTENDED RELIANCE 

Plans that are amended in accordance 
with section 3 of this revenue procedure 
will not lose their otherwise applicable 
extended reliance period under Rev. 
Proc. 89-9, 1989-1 C.B. 780, Rev. 
Proc. 89-13, 1989-1 C.B. 801, Rev. 
Proc. 93-9, 1993-1 C.B. 474, Rev. 
Proc. 93-39, page 513, this Bulletin, or 
any other such procedure. Also, employ
ers entitled to rely on opinion, notifica
tion, or determination letters will not 
lose reliance on such letters merely be
cause of this amendment. 

(Note to sponsor: The following model language may be used to amend profit-sharing and stock bonus plans to permit a 
participant to waive the 30-day period as allowed by Notice 93-26 with respect to a distribution to which sections 
401(a)(11) and 417 of the Code do not apply. This model language should be added to the section of the plan that provides 
that the notice required by section 1.411(a)-11(c) of the regulations must be provided to a participant no less than 30 days 
and no more than 90 days before the annuity starting date.) 

"If a distribution is one to which sections 401(a)(11) and 417 of the Internal Revenue Code do not apply, such distribution 
may commence less than 30 days after the notice required under section 1.411(a)-11(c) of the Income Tax Regulations is 
given, provided that: 

(1) the plan administrator clearly informs the participant that the participant has a rig?t t.o a 'period of ~t least. 30 days 
after receiving the notice to consider the decision of whether or not to elect a dIstnbutIon (and, If applIcable, a 
particular distribution option), and 
(2) the participant, after receiving the notice, affirmatively elects a distribution." 
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26 CFR 601.204: Changes in accounting 
periods and in methods of accounting. 
(Also Part 1. Sections 446. 7805: 1.446-1. 
1.446-3.) 

Rev. Proc. 93-48 

SECTION 1. PURPOSE 

This revenue procedure provides the 
exclusive procedures for taxpayers de
scribed in section 3.01 of this revenue 
procedure that are required by § 1.446-
3 of the Income Tax Regulations to 
change their method of accounting for 
notional principal contracts entered into 
after December 12, 1993. Under this 
revenue procedure, qualifying taxpayers 
may obtain the expeditious consent of 
the Commissioner, under §446(e) of the 
Internal Revenue Code, to change their 
method of accounting. This revenue 
procedure also provides that any 
method of accounting for notional 
principal contracts that is inconsistent 
with § 1.446-3 is a Designated A 
method. Any taxpayer not within the 
scope of this revenue procedure that 
desires to change its method of ac
counting for notional principal con
tracts should see § 1.446-1 (e )(3) and 
Rev. Proc. 92-20, 1992-1 C.B. 685, for 
further guidance. 

SEC. 2. BACKGROUND 

.01 Notice 89-21, 1989-1 C.B. 651, 
required taxpayers to account for lump
sum payments under notional principal 
contracts over the term of the notional 
principal contract. Section 1.446-3 pre
scribes final rules for the timing of 
income and deductions from notional 
principal contracts, effective for no
tional principal contracts entered into 
after December 12, 1993. 

.02 Taxpayers currently reporting in
come and deductions from notional 
principal contracts in a manner incon
sistent with § 1.446-3 are required to 
change their method of accounting for 
notional principal contracts entered into 
after December 12, 1993. 

.03 Section 446(e) provides gener
ally that a taxpayer must secure the 
consent of the Secretary in order to 
change a method of accounting for 
federal income tax purposes. Section 
1.446-1(e)(3)(i) states that, except as 
otherwise provided, a taxpayer must 
request this consent by filing Form 
3115 (Application for Change in Ac
counting Method) within 180 days after 
the beginning of the taxable year for 
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which the proposed change is to be 
made. Section 1.446-I(e)(3)(ii) author
izes administrative procedures setting 
forth the limitations, terms, and condi
tions under which the Commissioner 
may consent to a change in method of 
accounting in accordance with §446(e). 

.04 Section 2.04 of Rev. Proc. 92-20 
indicates that, unless other published 
guidance provides terms and conditions 
that must be employed when making a 
specific type of accounting method 
change, a change in method of account
ing is to be made pursuant to the terms 
and conditions provided in Rev. Proc. 
92-20. 

SEC. 3. SCOPE 

.01 Except as provided in section 
3.02 of this revenue procedure, this 
revenue procedure applies if: 

(1) A taxpayer is changing its 
method of accounting for notional 
principal contracts; 

(2) The change is necessary to com
ply with the requirements of § 1.446-3; 
and 

(3) The year of change is the first 
taxable year ending after December 12, 
1993. 

.02 This revenue procedure does not 
apply to a taxpayer if, at the time Form 
3115 is filed, the taxpayer is the 
subject of a criminal investigation or 
proceeding concerning (1) directly or 
indirectly, the taxpayer's federal tax 
liability for any year, or (2) the 
possibility of false or fraudulent state
ments made by the taxpayer with 
respect to any issue relating to its 
federal tax liability for any year. 

SEC. 4. PROCEDURES TO OBTAIN 
EXPEDITIOUS CONSENT 

.01 A taxpayer desiring to change its 
method of accounting for notional 
principal contracts pursuant to this 
revenue procedure must: 

(1) Prepare and file an original Form 
3115 with its timely filed (including 
extensions) federal income tax return 
for its first taxable year ending after 
December 12, 1993; 

(2) File a copy of the Form 3115 
(no later than when the Form 3115 is 
filed with the federal income tax 
return) with the Commissioner of Inter
nal Revenue, Attention: Office of the 
Assistant Chief Counsel (Income Tax 
and Accounting) CC:DOM:IT&A, P.O. 

Box 7604, Benjamin Franklin Station, 
Washington, D.C. 20044; and 

(3) Agree that it will comply with 
§ 1.446-3 with respect to all notional 
principal contracts entered into after 
December 12, 1993, beginning with the 
year of change. 

.02 The Form 3115 must include a 
signed written statement providing that 
the taxpayer agrees to all of the terms 
and conditions of this revenue proce
dure. The Form 3115 must be signed 
by or on behalf of the taxpayer re
questing the change by an individual 
with the authority to bind the taxpayer 
in such matters. See the signature 
requirements in section 10.07 of Rev. 
Proc. 92-20 and the General Instruc
tions for Form 3115. If the taxpayer is 
a member of a consolidated group, a 
Form 3115 submitted on behalf of the 
taxpayer must be signed by a duly 
authorized officer of the common par
ent. See section 10.08 of Rev. Proc. 
92-20 and § 1.1502-77. 

.03 To assist in the processing of the 
change in method of accounting, type 
or print legibly the following statement 
at the top of page 1 of Form 3115: 
"AUTOMATIC CHANGE FILED UN
DER REV. PROC. 93-48." 

.04 No user fee is required for an 
application made under this revenue 
procedure. 

SEC. 5. CONSENT TO CHANGE 
AND MANNER OF CHANGE 

.01 In accordance with §1.446-
l(e)(3)(ii), the requirement to file an 
application on Form 3115 within the 
l80-day period is waived for a change 
in method of accounting under this 
revenue procedure. 

.02 A taxpayer within the scope of 
this revenue procedure that requests a 
change in method of accounting under 
this revenue procedure is hereby 
granted the Commissioner's consent to 
make the change for the first taxable 
year ending after December 12, 1993, 
for notional principal contracts entered 
into after December 12, 1993, provided 
the taxpayer meets the terms and 
conditions of sections 4.01 and 4.02 of 
this revenue procedure. 

.03 The method of accounting for 
notional principal contracts entered into 
before December 13, 1993, is not to be 
changed under this revenue procedure. 
Therefore, no §481 (a) adjustment is 
required. 



SEC. 6. EFFECT OF NON
COMPLIANCE WITH CONDITIONS 

If a taxpayer to which this revenue 
procedure applies changes its method 
of accounting for notional principal 
contracts to a method prescribed in 
§ 1.446-3 without complying with all 
the terms and conditions of sections 
4.01 and 4.02 of this revenue proce
dure, the taxpayer has initiated the 
change in method of accounting with
out obtaining the permission of the 
Commissioner as required by §446(e). 

SEC. 7. DEFINITIONS 

The following terms have the mean
ing given to them by Rev. Proc. 92-20: 

Category A method (See section 3.06 
of Rev. Proc. 92-20); 

Designated A method (See section 
3.07 of Rev. Proc. 92-20); 

Filed (See section 3.04 of Rev. Proc. 
92-20); 

SECTION 1. PURPOSE 

Taxpayer (See section 3.01 of Rev. 
Proc. 92-20); and 

Year of change (See section 3.03 of 
Rev. Proc. 92-20). 

SEC. 8. DESIGNATION OF 
INCONSISTENT METHODS 

Any method of accounting for no
tional principal contracts entered into 
after December 12, 1993, that is 
inconsistent with § 1.446-3 is a Cate
gory A method and is hereby desig
nated under section 3.07 of Rev. Proc. 
92-20. Accordingly, those inconsistent 
methods are Designated A methods. 

SEC. 9. TREATMENT OF 
NOTIONAL PRINCIPAL 
CONTRACTS ENTERED 
INTO BEFORE DECEMBER 
13, 1993 

A taxpayer that receives consent to 
change its method of accounting under 

Table of Contents 

SEC. 2. CHANGES MADE FROM PRECEDING YEAR 

SEC. 3. 1994 ADJUSTED ITEMS 

.01 Tax Rate Tables 

this revenue procedure does not thereby 
obtain audit protection with respect to 
notional principal contracts entered into 
before December 13, 1993. However, 
an examining agent will not propose a 
change in method for contracts entered 
into before December 13, 1993, if the 
taxpayer's method takes payments into 
account under a reasonable method. 
See, e.g., Notice 89-21 (amortization 
of lump-sum payments). 

SEC. 10. EFFECTIVE DATE 

This revenue procedure is effective 
on December 13, 1993. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I. Sections 1. 63. 68. 132. 135. 
151. 170. 513. 4001. 4003. 6012. 6013; 1.1-1. 
1.63-1. 1.151-4. 1.170-1. 1.6012-1. 1.6013-1.) 

Rev. Proc. 93-49 

Code Section 

.02 Unearned Income of Minor Children Taxed as if Parent's Income (the "Kiddie Tax") 

.03 Standard Deduction 

l(a)-(e) 
l(g) 
63 

.04 Overall Limitation on Itemized Deductions 

.05 Qualified Transportation Fringe . . 

.06 Income from United States Savings Bonds for Taxpayers Who Pay QualIfied Higher 
Education Expenses 

.07 Personal Exemption 

.08 Insubstantial Benefit Limitations for Contributions Associated with Charitable Fund
Raising Campaigns 

.09 Luxury Automobile Excise Tax 
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SEC. 5. 1994 INFLATION ADJUSTMENT FACTORS 
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SEC. 7. EFFECTIVE DATE 

SEC. 8. DRAFTING INFORMATION 

68 
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4001 & 
4003 
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SECTION 1. PURPOSE 

This revenue procedure sets forth 
inflation adjusted items for 1994. 

SEC. 2. CHANGES MADE FROM 
PRECEDING YEAR 

.01 The format of the revenue proce
dure has been changed to: (1) include a 
table of contents, (2) separately identify 
items that are adjusted for the first 
time, and (3) discuss the adjusted items 
in ascending Internal Revenue Code 
order. 

.02 The following items are adjusted 
for the first time: 

(1) The limitation on the exclusion 
in section 132(f) of the Code for an 
employer-provided "qualified trans
portation fringe;" and 

(2) The threshold price above which 
the purchase of a luxury passenger 
automobile becomes subject to the 
excise tax under section 4001 or 4003 
of the Code. 

.03 New rates (36% and 39.6%) 
have been added to the tax rate tables 
for 1993. These rates will not be 
adjusted for inflation until 1995. 

.04 The earned income credit has 
been revised and new statutory dollar 
amounts are provided for 1994. There
fore, the earned income credit amounts 
will not be adjusted for inflation until 
1995. 

SEC. 3. 1994 ADJUSTED ITEMS 

.01 1994 Tax Rate Tables. 

The following adjusted tax rate 
tables are prescribed in lieu of the 
tables in subsections (a), (b), (c), (d), 
and (e) of section 1 of the Code with 
respect to tax years beginning in 1994. 

TABLE I-Section l(a).-MARRlED INDIVIDUALS FILING JOINT RETURNS AND SURVIVING SPOUSES 

If Taxable Income Is: 

Not Over $38,000 
Over $38,000 

but not over $91,850 
Over $91,850 

but not over $140,000 
Over $140,000 

but not over $250,000 
Over $250,000 

TABLE 2-Section l(b).-HEADS OF HOUSEHOLDS 

If Taxable Income Is: 

Not Over $30,500 
Over $30,500 

but not over $78,700 
Over $78,700 

but not over $127,500 
Over $127,500 

but not over $250,000 
Over $250,000 

The Tax Is: 

15% of the taxable income 
$5,700 plus 28% of 
the excess over $38,000 
$20,778 plus 31 % of 
the excess over $91,850 
$35,704.50 plus 36% of 
the excess over $140,000 
$75,304.50 plus 39.6% of 
the excess over $250,000 

The Tax Is: 

15% of the taxable income 
$4,575 plus 28% of 
the excess over $30,500 
$18,071 plus 31% of 
the excess over $78,700 
$33,199 plus 36% of 
the excess over $127,500 
$77,299 plus 39.6% of 
the excess over $250,000 

TABLE 3-Section l(c).-UNMARRlED INDIVIDUALS (OTHER THAN SURVIVING SPOUSES AND HEADS 
OF HOUSEHOLDS) 

If Taxable Income Is: 

Not Over $22,750 
Over $22,750 

but not over $55,100 
Over $55,100 

but not over $115,000 
Over $115,000 

but not over $250,000 
Over $250,000 
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The Tax Is: 

15% of the taxable income 
$3,412.50 plus 28% of 
the excess over $22,750 
$12,4 70.50 plus 31 % of 
the excess over $55,100 
$31,039.50 plus 36% of 
the excess over $115,000 
$79,639.50 plus 39.6% of 
the excess over $250,000 



TABLE 4-Section l(d).-MARRIED INDIVIDUALS FILING SEPARATE RETURNS 

If Taxable Income Is: 

Not Over $19,000 
Over $19,000 

but not over $45,925 
Over $45,925 

but not over $70,000 
Over $70,000 

but not over $125,000 
Over $125,000 

The Tax Is: 

15% of the taxable income 
$2,850 plus 28% of 
the excess over $19,000 
$10,389 plus 31% of 
the excess over $45,925 
$17,852.25 plus 36% of 
the excess over $70,000 
$37,652.25 plus 39.6% of 
the excess over $125,000 

TABLE 5-Section l(e).-ESTATES AND TRUSTS 

If Taxable Income Is: 

Not Over $1,500 
Over $1,500 

but not over $3,600 
Over $3,600 

but not over $5,500 
Over $5,500 

but not over $7,500 
Over $7,500 

.02 Unearned Income of Minor 
Children Taxed as if Parent's 
Income (the "Kiddie Tax"). 

(1) Section 1 (g) of the Code pro
vides 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 section 1 (g)( 4)
(A)(ii) net unearned income generally 

Filing Status 

The Tax Is: 

15% of the taxable income 
$225 plus 28% of 
the excess over $1,500 
$813 plus 31 % of the excess over 
$3,600 
$1,402 plus 36% of 
the excess over $5,500 
$2,122 plus 39.6% of 
the excess over $7,500 

equals unearned income less the sum of 
(I) the amount in effect for the tax year 
under section 63(c)(5)(A), plus (II) the 
greater of the amount described in (I) 
or certain itemized deductions. 

income less the greater of $1,200 or 
$600 plus certain itemized deductions. 

(2) The amount in effect for 1994 
under section 63(c)(5)(A) is $600. See 
section 3.03(2). Accordingly, for tax 
years beginning in 1994 net unearned 
income will generally equal unearned 

.03 1994 Standard Deduction. 

(1) The following adjusted standard 
deduction amounts are prescribed in 
lieu of the amounts set forth in section 
63(c)(2) of the Code with respect to tax 
years beginning in 1994. 

Standard 
Deduction 

MARRIED INDIVIDUALS FILING JOINT RETURNS AND SURVIVING SPOUSES 

HEADS OF HOUSEHOLDS 

$6,350 

$5,600 

UNMARRIED INDIVIDUALS (OTHER THAN SURVIVING SPOUSES AND HEADS OF 
HOUSEHOLDS) $3,800 

$3,175 MARRIED INDIVIDUALS FILING A SEPARATE RETURN 

(2) Under section 63(c)(5) of the 
Code, the standard deduction for an 
individual who may be claimed as a 
dependent by another taxpayer for a tax 
year beginning in the calendar year in 
which the individual's tax year begins, 
cannot exceed the greater of (A) $600 
or (B) the amount of the individual's 
earned income. 

(3) The additional standard deduc
tion amounts for the aged and for the 
blind allowed under section 63(f) of the 
Code for tax years beginning in 1994 
are $750 for each. These amounts are 

each increased to $950 if the individual 
is also unmarried and not a surviving 
spouse. 

.04 Overall Limitation on Itemized 
Deductions. 

(1) Section 68 of the Code provides 
that the amount of itemized deductions 
otherwise allowable for the tax year 
shall be reduced by the lesser of (1) 3 
percent of the excess of adjusted gross 
income over the "applicable amount," 
or (2) 80 percent of the amount of 

certain itemized deductions otherwise 
allowable for the tax year. 

(2) The "applicable amount" for tax 
years beginning in 1994 is $111,800 
($55,900 in the case of a separate re
turn by a married individual within the 
meaning of section 7703 of the Code). 

.05 Qualified Transportation 
Fringe. 

(1) Section 132(f) of the Code 
provides an exclusion from gross in
come for certain employer-provided 
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transportation referred to as a 
"qualified transportation fringe." A 
"qualified transportation fringe" 
means any of the following: transporta
tion in a commuter highway vehicle 
between the employee's residence and 
place of employment, any transit pass, 
and qualified parking. Section 132(f)
(2)(A) limits the exclusion for the 
aggregate of the transportation in a 
commuter highway vehicle and the 
transit 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 1994 
the "$60 vehicle/transit" limitation is 
$60 and the "$155 parking" limitation 
is $155. 

.06 Income from United States 
Savings Bonds for Taxpayers 
Who Pay Qualified Higher 
Education Expenses. 

(1) Section 135 of the Code provides 
an exclusion of income from the 
redemption of United States savings 
bonds for taxpayers 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 l.alculated by multiply
ing the amount otherwise excludable by 
a fraction. The numerator of the 
fraction is the excess of the taxpayer's 
modified adjusted gross income over 
the threshold amount ($61,850 for joint 
returns or $41,200 for others) and the 
denominator is $30,000 for joint re
turns or $15,000 for others. 

(2) For tax years beginning in 1994, 
the amounts of modified adjusted gross 
income above which the phaseout of 
the exclusion begins, and the amounts 
at which the benefit is completely 
phased out are as follows: 

Type of Taxpayer 

Code section l(a) 
Others 

Phaseout 
Begins After 

Phaseout 
Completed At 

.07 1994 Personal Exemption. 

$61,850 
$41,200 

$91,850 
$56,2001 

(1) Section 151(b) of the Code generally allows a taxpayer an exemption for himself or herself. Section 151(c) generally 
allows a taxpayer additional exemptions for dependents as defined in section 152. The personal exemption for tax years 
beginning in 1994 is $2,450. 

(2) Section 151(d)(3) of the Code provides for the phaseout of the tax benefit of the personal exemptions allowed 
by section 151. For 1994 the "threshold amounts" of adjusted gross income above which that phaseout begins, and the 
amounts above which the benefit is completely phased out are as follows: 

Phaseout 
Phaseout Completed 

Type of Taxpayer Begins After After 

Code section 
Code section 
Code section 
Code section 

.08 Insubstantial Benefit Limitations 
for Contributions Associated 
with Charitable Fund-Raising 
Campaigns. 

(1) Section 513(h)(l )(A) of the Code 
provides that, in the case of certain 
exempt organizations, the term "unre
lated business income" does not in
clude activities relating to the distribu
tion of "low cost articles" (as defined 

l(a) $167,700 $290,200 
l(b) $139,750 $262,250 
l(c) $111,800 $234,300 
l(d) $ 83,850 $145,100 

in section 513(h)(2)) if the distribution 
of such articles is incidental 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 
determining the deductible amount of 
contributions under section 170 of the 
Code when the contributors receive 

something in return for their contribu
tions. The guidelines provide that in
substantial benefits received by the 
contributor (in the context of a chari
table fund-raising campaign) are dis
regarded, which makes the contribution 
fully deductible under section 170. The 
guidelines further provide the following 
three alternative limitations on what are 
insubstantial benefits: 

(a) The fair market value of all the 

lSection 1002(d) of the Tax Simplification and Technical Corrections Act of 1993. H.R. 3419. 103d Cong .. 1st Sess .. has been proposed. If this 
technical correction provision is enacted. the tables in section 3.06(2) will be as follows: 
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Type of Taxpayer 

Code section I(a) 
Others 

Phaseout 
Begins After 

$70.350 
$46.900 

Phaseout 
Completed At 

$100.350 
$61.900 



benefits received is not more than 
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 section 513(h)(2) of the Code; or 

(c) In connection with a request for 
a charitable contribution, the charity 
mails or otherwise distributes free, 
unordered 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 section 513(h)(2) of 
the Code. 

(3) For tax years beginning in 1994, 
the "$50 benefit" limitation is $64, the 
"$25 payment" limitation is $32, and 
the "low cost article" limitation is 
$6.40. 

.09 Luxury Automobile Excise Tax. 

(1) Section 4001(a) of the Code 
imposes an excise 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) 
of the Code 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) The "$30,000 amount" for cal
endar year 1994 is $32,000. 

SEC. 4. COMPUTATION OF INFLATION 
ADJUSTMENTS 

.01 Section 1 (f)(1) of the Code 
provides that not later than December 
15 of each calendar year, the Secretary 
shall prescribe inflation-adjusted tax 
rate tables that apply in lieu of the tax 
rate tables in section 1 with respect to 
tax years beginning in the succeeding 
calendar year. 

Under section 1(f)(3) of the Code, 
the inflation adjustment for a calendar 
year is the percentage (if any) by 
which the Consumer Price Index (CPI) 
for the preceding calendar year exceeds 
the CPI for the calendar year 1992. For 
purposes of computing the inflation 

adjustment, section I (f)( 4) defines the 
CPI as the average of the 12 monthly 
CPIs for the 12-month period ending 
on August 31 of such calendar year. 
Under section 1 (f)(5), the CPI is that 
for all-urban consumers published by 
the Department of Labor. 

Section 1 (f)(2)(A) of the Code 
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 section 1 (f)(6), an adjusted 
bracket amount is "rounded down" to 
the nearest multiple of $50 ($25 in the 
case of married individuals filing sepa
rately). However, section 1(f)(7)(A) 
provides that the dollar amounts at 
which the 36 percent and 39.6 percent 
brackets begin shall not be adjusted for 
inflation for tax years beginning in 
calendar year 1994. 

.02 Section l(g)(4) of the Code uses 
the limitation on the standard deduction 
for certain dependents under section 
63(c)(5)(A) in computing the "kiddie 
tax." That limitation is adjusted for 
inflation under section 63( c)( 4). The 
inflation adjustment computation under 
section 63( c)( 4) is described below in 
section 4.03. 

.03 Under section 63(c)(4) of the 
Code, the standard deduction amounts 
(including the limitation for certain 
dependents and the additional standard 
deduction amounts for the aged and for 
the blind) are adjusted for inflation 
under the method described in section 
1(f)(3), except that the preceding calen
dar year's CPI is compared with the 
CPI for the calendar year 1987. Under 
section 1 (f)(6), an adjusted amount is 
"rounded down" to the nearest multi
ple of $50 ($25 in the case of married 
individuals filing separately). 

.04 Section 68(b )(2) of the Code 
provides that the "applicable amount" 
for the overall limitation on itemized 
deductions is adjusted for inflation 
under the method described in section 
1 (f)(3), except that the preceding calen
dar year's CPI is compared with the 
CPI for the calendar year 1990. Under 
section 1(f)(6), the adjusted "applica
ble amount" is "rounded down" to the 
nearest mUltiple of $50 ($25 in the case 
of married individuals filing 
separately). 

.05 Section 132(f) of the Code 
provides that the limitation on the 
amount of the exclusion from gross 
income for a qualified transportation 
fringe is adjusted for inflation under 

the method described in section 1 (f)(3). 
See section 4.01. Under section 132(f)
(6)(B), an increased amount that is not 
a multiple of $5 is "rounded down" to 
the next lowest multiple of $5. 

.06 Section 135(b)(2)(B) of the Code 
provides that the dollar amount at 
which the phaseout of the exclusion (of 
income from the redemption of United 
States savings bonds for taxpayers who 
pay qualified higher education ex
penses) begins is adjusted for inflation 
under the method described in section 
1(f)(3). The preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1992. 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 
section 135(b )(2)(C). 

.07 Section 151(d)(4)(A) of the 
Code provides that the personal exemp
tion amount is adjusted for inflation 
under the method described in section 
1(f)(3), except that the preceding calen
dar year's CPI is compared with the 
CPI for the calendar year 1988. The 
adjusted exemption is "rounded down" 
to the nearest multiple of $50 under 
section 1(f)(6). 

Section 151 (d)( 4 )(B) of the Code 
provides that the "threshold amounts" 
at which the phaseout of the tax benefit 
of the personal exemptions begins are 
adjusted for inflation under the method 
described in section 1 (f)(3), except that 
the preceding calendar year's CPI is 
compared with the CPI for the calendar 
year 1990. Under section I (f)(6), an 
adjusted "threshold amount" is 
"rounded down" to the nearest multi
ple of $50 ($25 in the case of married 
individuals filing separately). 

.08 Section 513(h)(2)(C) of the Code 
provides that the maximum cost of a 
"low cost article" is adjusted for 
inflation under the method described in 
section I (f)(3), except that the preced
ing calendar year's CPI is compared 
with the CPI for the calendar year 
1987. 

Rev. Proc. 90-12 provides for the 
adjustment of the "low cost article" 
and the "$25 payment" limitations in 
that revenue procedure as provided 
under section 513(h)(2)(C) of the Code. 
The "$50 benefit" limitation in that 
revenue procedure is adjusted in the 
same manner. 

.09 Section 4001(e) of the Code 
provides that the "$30,000 amount" 
threshold for the excise tax on a lUXury 
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automobile in sections 4001(a) and 
4003(a) is adjusted for inflation. The 
adjustment, before rounding, is the 
excess of (A) the "$30,000 amount" 
increased by the method described in 
section 1 (f)(3), except that the preced
ing calendar year's CPI is compared 
with the CPI for the calendar year 
1990, over (B) the dollar amount in 
effect under section 4001 (a) for the 
calendar year. Under section 4001 (e)
(1 )(B) the adjusted "$30,000 amount" 
is "rounded down" to the nearest 
multiple of $2,000. 

Section 4001(e)(l) of the Code fur
ther provides that the adjusted and 
rounded amount shall apply to the 
calendar year subsequent to the year on 
which the cost of living calculations 
are based. This means that the inflation 
adjustment factor for the $30,000 
amount for tax years beginning in 1994 
is computed by comparing the CPI for 
calendar year 1992 with the CPI for the 
calendar year 1990. 

SEC. 5. 1994 INFLATION 
ADJUSTMENT FACTORS (GROUPED 
AND LISTED BY BASE YEARS) 

.01 1992 base year adjustments. The 
CPI for 1993 is 143.1750000000 and 
the CPI for 1992 is 13 8.9250000000. 
This results in an inflation adjustment 
factor of 1.0305920461. This factor 
applies to the 15 percent, 28 percent, 
and 31 percent brackets of the tax rate 
tables, to the qualified higher education 
expense exclusion, and to the qualified 
transportation fringe limitations for tax 
years beginning in 1994. 

.02 1990 base year adjustments. 

(I)The CPI for 1993 is 
143.1750000000 and the CPI for 1990 
is 128.0583333333. This results in an 
inflation adjustment factor of 
1.1180451617. This factor applies to 
the phaseout of personal exemptions 
and the limitation on itemized deduc
tions for tax years beginning in 1994. 

(2) The CPI for 1992 is 
138.9250000000 and the CPI for 1990 
is 128.0583333333. This results in an 
inflation adjustment factor of 
1.0848571614. This factor applies to 
the lUXury automobile excise tax 
threshold for tax years beginning in 
1994. 

.03 1988 base year adjustments. The 
CPI for 1993 is 143.1750000000 and 
the CPI for 1988 is 116.6166666667. 
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This results in an inflation adjustment 
factor of 1.2277404602. This factor 
applies to the personal exemption for 
tax years beginning in 1994. 

.04 1987 base year adjustments. The 
CPI for 1993 is 143.1750000000 and 
the CPI for 1987 is 111.9833333333. 
This results in an inflation adjustment 
factor of 1.2785384730. This factor 
applies to the "kiddie tax," the stand
ard deduction amounts, and the insub
stantial benefit limitations for contribu
tions for tax years beginning in 1994. 

SEC. 6. EFFECT ON OTHER 
DOCUMENTS 

Section 7 of the Rev. Proc. 92-102, 
1992-2 C.B. 579, which concerns an 
exclusion of income from the redemp
tion of United States savings bonds for 
taxpayers who pay qualified higher 
education expenses under section 135 
of the Code, is modified to conform to 
section 13201(b)(3)(ii) of the Omnibus 
Budget Reconciliation Act of 1993 
(OBRA). Section 7 of Rev. Proc. 92-
102 provides that the amounts of 
modified adjusted gross income above 
which the section 135 exclusion begins 
to phase out are $68,250 for joint 
returns and $45,500 for others, and the 
amounts at which the phaseout is 
complete are $98,250 for joint returns 
and $60,500 for others. Pursuant to 
OBRA, for tax years beginning in 1993 
the amounts of modified adjusted gross 
income above which the section 135 
exclusion begins to phase out are 
$60,000 for joint returns and $40,000 
for others, and the amounts at which 
the phaseout is complete are $90,000 
for joint returns and $55,000 for 
others.2 

SEC. 7. EFFECT!VE DATE 

Except as provided in Section 6 with 
respect to Rev. Proc. 92-102, for 
income tax purposes, this revenue 
procedure applies to tax years begin
ning in 1994. For excise tax purposes, 
this revenue procedure applies to trans
actions occurring in calendar year 
1994. 

2If section 1002(d) of the Tax Simplification 
and Technical Corrections Act of 1993. H.R. 
3419. 103d Cong .. 1st Sess .. is enacted. Section 
7 of Rev. Proc. 92-102 (unmodified) would be 
applicable for tax years beginning in 1993. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part I. Sections 62. 162. 267. 274; 
1.62-2. 1.162-17. 1.267(ai-l. l.274-5T. 
1.274(d)-1(a).) 

Rev. Proc. 93-50 

SECTION 1. PURPOSE 

This revenue procedure updates Rev. 
Proc. 93-21, 1993-1 C.B. 529, by 
providing rules under which the 
amount of ordinary and necessary 
business expenses of an employee for 
lodging, meal, and/or incidental ex
penses incurred while traveling away 
from home will be deemed substanti
ated under section 1.274-5T of the 
temporary Income Tax Regulations 
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 manda
tory and a taxpayer may use actual 
allowable expenses if the taxpayer 
maintains adequate records or other 
sufficient evidence for proper sub
stantiation. 

SEC. 2. BACKGROUND 

.0 I 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 
expenses paid or incurred while travel
ing away from home in pursuit of a 
trade or business. However, under 
section 262, no portion of such travel 
expenses that is attributable to per
sonal, living, or family expenses is 
deductible. 

.02 Section 274(d) provides, in part, 
that no deduction shall be allowed 
under section 162 for any traveling 
expense (including meals and lodging 
while away from home) unless the 
taxpayer complies with certain substan
tiation requirements. The section fur
ther provides that regulations may 
prescribe that some or all of the 



substantiation requirements do not ap
ply to an expense that does not exceed 
an amount prescribed by such 
regulations. 

.03 Section 1.274(d)-I(a) of the reg
ulations, in part, grants the Commis
sioner the authority to prescribe rules 
relating to reimbursement arrangements 
or per diem allowances for ordinary 
and necessary expenses paid or in
curred while traveling away from 
home. Pursuant to this grant of au
thority, the Commissioner may pre
scribe rules under which such arrange
ments or allowances, if in accordance 
with reasonable business practice, will 
be regarded (1) as equivalent to sub
stantiation, by adequate records or 
other sufficient evidence, of the amount 
of such travel expenses for purposes of 
section 1.274-ST(c), and (2) as satisfy
ing the requirements of an adequate 
accounting to the employer of the 
amount of such travel expenses for 
purposes of section 1.274-ST(f). 

. 04 Section 1.274-ST(j) of the tem
porary regulations grants the Commis
sioner 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, section 62(a)
(2)(A) allows an employee a deduction 
for expenses allowed by Part VI 
(section 161 and following), subchapter 
B, chapter I of the Code, paid or 
incurred by the employee in connection 
with the performance of services as an 
employee under a reimbursement or 
other expense allowance arrangement 
with a payor. 

.06 Section 62(c) provides that an 
arrangement will not be treated as a 
reimbursement or other expense al
lowance arrangement for purposes of 
section 62(a)(2)(A) if it-

(I) 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 
regulatory authority prescribed in sec
tion 274(d), the Commissioner has 
provided that substantiation IS not 
required for such expense. 

.07 Under section 1.62-2(c)(1) of 
the regulations, a reimbursement or 
other expense allowance arrangement 
satisfies the requirements of section 
62(c) if it meets the requirements of 
business connection, substantiation, and 
returning amounts in excess of ex
penses as specified in the regulations. 
Section 1.62-2(e)(2) specifically 
provides that substantiation of certain 
business expenses in accordance with 
rules prescribed under the authority of 
section 1.274(d)-I(a) or 1.274-ST(j) 
will be treated as substantiation of the 
amount of such expenses for purposes 
of section 1.62-2. Under section 1.62-
2(f)(2), the Commissioner may pre
scribe rules under which an arrange
ment providing per diem allowances 
will be treated as satisfying the require
ment 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 substanti
ated pursuant to rules prescribed under 
section 274(d), provided the allowance 
is reasonably calculated not to exceed 
the amount of the employee's expenses 
or anticipated expenses and the em
ployee is required to return any portion 
of such an allowance that relates to 
days of travel not substantiated. 

.08 Section 1.62-2(h)(2)(i)(B) of the 
regulations provides that if a payor 
pays a per diem allowance that meets 
the requirements of section 1. 62-2( c)
(1), the portion, if any, of the al
lowance that relates to days of travel 
substantiated in accordance with sec
tion 1.62(e), that exceeds the amount of 
the employee's expenses deemed sub
stantiated for such travel pursuant to 
rules prescribed under section 274(d) 
and section 1.274(d)-I(a) or 1.274-
ST(j), and that the employee is not 
required to return, is subject to with
holding and payment of employment 
taxes. See sections 31.3121(a)-3, 
31.3231(e)-3, 31.3306(b)-2, and 
31.3401 (a)-4. Because the employee is 
not required to return this excess 
portion, the reasonable period of time 
provisions of section 1.62-2(g) (relat
ing to the return of excess amounts) do 
not apply to this portion. 

.09 Under section 1.62-2(h)(2)(i)
(B)( 4) of the regulations, the Commis
sioner may, in his discretion, prescribe 
special rules regarding the timing of 
withholding and payment of employ
ment taxes on per diem allowances. 

SEC. 3. DEFINITIONS 

.01 Per diem allowance. The term 
"per diem allowance" means a pay
ment under a reimbursement or other 
expense allowance arrangement that 
meets the requirements specified in 
section 1.62-2( c)(1) of the regulations 
and that is 

(1) paid with respect to ordinary and 
necessary business expenses incurred, 
or which the payor reasonably antici
pates will be incurred, by an employee 
for lodging, meal, and/or incidental 
expenses for travel away from home in 
connection with the performance of 
services 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 Federal per 
diem rate, a flat rate or stated schedule, 
or in accordance with any other 
Service-specified rate or schedule . 

.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.F.R., Chapter 301, as 
amended. See 41 C.F.R. Part 301-7 
(1992), as amended, for specific rules 
regarding these Federal rates. Each of 
these rates is established by the Secre
tary of Defense for a particular non
foreign locality outside the continental 
United States ("OCONUS") (including 
Alaska, Hawaii, Puerto Rico, the 
Northern Mariana Islands, and the pos
sessions 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 (Government 
Civilians, Foreign Areas). See, e.g., 
Maximum Travel Per Diem Allowances 
for Foreign Areas, PD Supplement 3SS, 
issued December 1, 1993. 

(2) Locality of travel. The term 
"locality of travel" means the locality 
where an employee traveling away 
from home in connection with the 
performance of services as an em
ployee of the employer stops for sleep 
or rest. 
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(3) Incidental expenses. The tenn 
"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 
waiters and baggage handlers. The tenn 
"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 unifonn and objective 
basis with respect to the expenses 
described in section 3.01. Such al
lowance may be paid with respect to 
the number of days away from home in 
connection with the perfonnance 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 per
fonnance 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
fonnance 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 trav
eled, or pieces produced) does not meet 
the business connection requirement of 
section 1.62-2(d), is not a per diem 
allowance, and is not paid at a flat rate 
or stated schedule, unless, as of De
cember 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 
computed on that basis was commonly 
used in the industry in which the 
employee is employed. See section 
1.62-2(d)(3)(ii) of the regulations. 

SEC. 4. PER DIEM 
SUBSTANTIATION METHOD 

.01 Per diem allowance. If a payor 
pays a per diem allowance in lieu of 
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reimbursing actual expenses for lodg
ing, 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 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 in
curred or to be incurred by an em
ployee 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 (I) the payor pays the 
employee for actual expenses for lodg
ing, (2) the payor provides the lodging 
in kind, (3) the payor pays the actual 
expenses for lodging directly to the 
provider of the lodging, or (4) the 
payor does not have a reasonable belief 
that lodging expenses were or will be 
incurred by the employee. 

.03 Optional method for meals only 
deduction. In lieu of using actual 
expenses, employees and self-employed 
individuals, in computing the amount 
allowable as a deduction for ordinary 
and necessary meal and incidental 
expenses paid or incurred for travel 
away from home, may use an amount 
computed 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 individ
ual is away from home. Such amount 
will be deemed substantiated for pur
poses of paragraphs (b )(2) (travel away 
from home) and (c) of section 1.274-
5T of the temporary regulations, 
provided the employee or self
employed individual substantiates the 
elements of time, place, and business 
purpose of the travel expenses in 
accordance with those regulations. 

.04 Special rules for transportation 
industry. 

(I) In general. This section 4.04 
applies to (a) a payor that pays a per 
diem allowance only for meal and 
incidental 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 transporta
tion 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( I) may treat $32 as the 
Federal M&IE rate for any locality of 
travel in CONUS, and/or $36 as the 
Federal M&IE rate for any locality of 
travel OCONUS. A payor that uses 
either (or both) of these special rates 
with respect to an employee must use 
the special rate(s) for all amounts 
subject to section 4.02 paid to that 
employee 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 pursuant 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 described 
in section 4.04(1) may compute the 
amount of the employee's expenses 
that is deemed substantiated under 
section 4.02 periodically (not less 
frequently than monthly), rather than 
daily, by comparing the total per diem 
allowance 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 industry travels away 
from home within CONUS on 17 days 
(including partial days under section 
6.04) during a calendar 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 $544 
(17 days at $32 per day). 

(4) Transportation industry defined. 
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 Fed
eral M&IE rates. For purposes of the 
preceding sentence, a payor must deter
mine that an employee or a group of 
employees is "in the transportation 
industry' , by using a method that is 
consistently applied and in accordance 
with reasonable business practice. 

SEC. 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 
per diem 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 substantia
tion 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 . 

Key city County and other defined location 

California 
Inyo 
Medocino 

.02 Specific high-low rates. The per 
diem rate set forth in this section 5.02 is 
$152 for travel to any "high-cost 
locality" specified in section 5.03, or 
$95 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 locality 
of travel. For purposes of applying the 
high-low substantiation method, the 
Federal M&IE rate shall be treated as 
$36 for a high-cost locality and $28 for 
any other locality within CONUS. 

.03 High-cost localities. The follow
ing localities have a Federal per diem 
rate of $123 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 spec
ified in parenthesis under the key city 
name: 

Death Valley 
GualalaIPoint Arena 
Los Angeles Los Angeles, Kern, Orange, and Ventura Counties; Edwards Air Force Base; 

Naval Weapons Center and Ordnance Test Station, China Lake 
San Francisco 
South Lake Tahoe 

(June I-September 30) 
Colorado 

Aspen 
(January IS-March 31) 

Keystone/Silverthorne 
Vail 

(January I-March 31) 

District of Columbia 
Washington, D.C. 

Florida 
Fort Myers 

(January I-April 30) 
Key West 
Naples 

(December IS-April 14) 

Illinois 
Chicago 

Maryland 
Ocean City 

(May I-September 30) 

Massachusetts 
Boston 
Cambridge/Lowell 
Hyannis 

(June I-September 30) 
Martha's VineyardlNantucket 

San Francisco 
El Dorado 

Pitkin 

Summit 
Eagle 

Washington, D.C.; the cities of Alexandria, Falls Church, and Fairfax, and the 
counties of Arlington, Loudoun, and Fairfax in Virginia; and the counties of 
Montgomery and Prince Georges in Maryland 

Lee 

Monroe 
Collier 

Du Page, Cook, and Lake 

Worcester 

Suffolk 
Middlesex 
Barnstable 

Dukes and Nantucket 
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Key city 

Michigan 
Mackinac Island 

(June I-September 30) 
Nevada 

Stateline 
(June I-September 30) 

New Jersey 
Atlantic City 

(June I-October 14) 
Newark 
Ocean City/Cape May 

(May IS-September 30) 

New Mexico 
Santa Fe 

(May I-October 31) 

New York 
Lake Placid 

County and other defined location 

Mackinac 

Douglas 

Atlantic 

Bergen, Essex, Hudson, Passic and Union 
Cape May 

Santa Fe 

Essex 
(June I-November 14) 

New York City The boroughs of Bronx, Brooklyn, Manhattan, Queens, and Staten Island; Nassau 
and Suffolk Counties 

White Plains 

North Carolina 
Duck 

(May I-September 30) 

Westchester 

Dare 

Delaware 
Pennsy I vania 

Chester/Radnor 
Philadelphia Philadelphia; city of Bala Cynwyd III Montgomery County 

Rhode Island 
Newport Newport 

(May I-October 14) 

.04 Changes in high-cost localities. 
The list of high-cost localities in 
section S.03 of this Revenue Procedure 
differs from the list of high-cost 
localities in section S.03 of Rev. Proc. 
93-21. The following localities have 
been added to the list of high-cost 
localities: Gualala/Point Arena, Califor
nia; South Lake Tahoe, California 
(June I-September 30); Fort Myers, 
Florida (January I-April 30); Naples, 
Florida (December IS-April 14); 
Hyannis, Massachusetts (June I-Sep
tember 30); Mackinac Island, Michigan 
(June I-September 30); Stateline, Ne
vada (June I-September 30); Santa Fe, 
New Mexico (May I-October 31); Lake 
Placid, New York (June I-November 
14); Duck, North Carolina (May I-Sep
tember 30); and Chester/Radnor, 
Pennsylvania. 

The following localities, listed in 
Rev. Proc. 93-21 as high-cost lo
calities, now reflect seasonal rates and 
are high-cost localities only for travel 
during the period specified: Aspen, 
Colorado (January IS-March 31); Vail, 
Colorado (January I-March 31); Ocean 
City, Maryland (May I-September 30); 
Atlantic City, New Jersey (June 1-
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October 14); Ocean City/Cape May, 
New Jersey (May IS-September 30); 
and Newport, Rhode Island (May 
I-October 14). 

.OS Specific limitation. 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 travel away 
from home within CONUS during the 
calendar year. However, with respect to 
that employee, the payor may still 
reimburse actual expenses or use the 
meals only per diem method described 
in section 4.02 for any travel away 
from home, and may use the per diem 
substantiation method described in sec
tion 4.01 for any OCONUS travel away 
from home. 

SEC. 6. LIMITATIONS AND 
SPECIAL RULES 

.01 In general. The Federal per diem 
rate, the Federal lodging expense rate, 
and the Federal M&IE rate described in 
section 3.02 for the locality of travel 
will be applied in the same manner as 
applied under the Federal Travel Reg
ulations, 41 C.F.R. Part 301-7 (1992), 

t'xcept as provided in sections 6.02 
through 6.04. 

.02 Federal per diem rate. A receipt 
for lodging expenses is not required in 
order to apply the Federal per diem 
rate for the locality of travel. 

.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 deter
mining 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 mid
night. For purposes of determining the 
amount deemed substantiated under 
section 4 or S with respect to partial 
days of travel away from home, either 
of the following methods may be used 
to prorate the Federal per diem rate or 
the Federal M&IE rate: 

(1) Such rate may be prorated using 
the method prescribed by the Federal 



Travel Regulations under which one
fourth of the applicable Federal M&IE 
rate is allowed 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 employee 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 using 
any method that is consistently applied 
and in accordance with reasonable 
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 1'/2 times 
the Federal M&IE rate would be al
lowed under the Federal Travel Regula
tions). 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 1'/2 times the 
Federal M&IE rate will be treated as 
being in accordance with reasonable 
business practice (even though only 1'/4 
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 and incidental expenses or when 
an amount for meal and incidental 
expenses is computed pursuant to sec
tion 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 locality of travel. 

.06 No double reimbursement or 
deduction. If a payor pays a per diem 
allowance in lieu of reimbursing actual 
expenses for lodging, meal, and/or 
incidental expenses in accordance with 
section 4 or 5, any additional payment 
with respect to such expenses is treated 
as paid under a nonaccountable plan, is 
included in the employee's gross in
come, is reported as wages or other 
compensation on the employee's Form 
W-2, and is subject to withholding and 
payment of employment taxes. Sim
ilarly, if an employee or self-employed 
individual computes the amount allow
able as a deduction for meal and 
incidental expenses for travel away 
from home in accordance with section 
4.03 or 4.04, no other deduction is 
allowed to the employee or self
employed individual with respect to 
such expenses. For example, assume an 
employee receives a per diem al
lowance from a payor for lodging, 
meal, and/or incidental expenses in
curred while traveling away from 
home. During that trip, the employee 
pays for dinner for the employee and 
two business associates. The payor 
reimburses as a business entertainment 
meal expense the meal expense for the 
employee and the two business associ
ates. 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 entertainment meal ex
pense 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 employ
ment 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 section 
267(b), but for this purpose the per
centage of ownership interest referred 
to in section 267(b )(2) shall be 10 
percent. 

SEC. 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 section 1.274-5T of the temporary 
regulations, the employee is deemed to 
satisfy the adequate accounting require
ments of section 1.274-5T(f) as well as 
the requirement to substantiate by 
adequate records or other sufficient 
evidence for purposes of section 1.274-
5T( c). See section 1.62-2( e)(1) for the 
rule that an arrangement must require 
business expenses to be substantiated to 
the payor within a reasonable period of 
time. 

.02 An arrangement providing per 
diem allowances will be treated as 
satisfying the requirement of section 
1.62-2(f)(2) of the regulations 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 section 1.62-2(g» 
any portion of such an allowance that 
relates to days of travel not substanti
ated, 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 
provides an employee an advance per 
diem allowance for meal and incidental 
expenses of $200, based on an antici
pated 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 in a reasonable period 
of time (as defined in section 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 required to return the 
portion of the allowance ($18) that 
exceeds the amount of the employee's 
expenses deemed substantiated under 
section 4.02 ($102) for the 3 substanti
ated days of travel. However, the $18 
excess portion of the allowance is 
treated as paid under a non accountable 
plan as discussed in section 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 
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travel expenses covered by the per 
diem allowance in accordance with 
section 7.01. See section 1.274-5T(f)
(2)(i) of the temporary regulations. In 
addition, 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 section 1.62-2(c)(2) and (c)(4). 

.04 An employee is required to 
include 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 substantiates the business 
travel expenses covered by the per 
diem allowance in accordance with 
section 7.01. See section 1. 274-ST(f)
(2)(ii) of the temporary regulations. In 
addition, the excess 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 employ
ment taxes. See section 1.62-2(c)(3)
(ii), (c)(S), and (h)(2)(i)(B). 

.OS If the amount of the expenses 
that is deemed substantiated under the 
rules provided in section 4.01, 4.02, or 
S is less than the amount of the 
employee's business expenses for travel 
away from home, the employee may 
claim an itemized 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 Expenses, 
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 section 1.274-ST(f)(2)(iii) of 
the temporary regulations. However, 
for purposes of claiming this itemized 
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 sub
stantiated under section 4.02 and sec
tion 7.01. The itemized deduction is 
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subject to the SO-percent limitation on 
meal and entertainment expenses pro
vided in section 274(n) and the 2-per
cent floor on miscellaneous itemized 
deductions provided in section 67. 

.06 An employee who does not 
receive 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 SO-percent limitation on meal and 
entertainment expenses provided in sec
tion 274(n) and the 2-percent floor on 
miscellaneous itemized deductions 
provided in section 67. 

.07 A self-employed individual may 
deduct an amount computed pursuant to 
section 4.03 in determining adjusted 
gross income under section 62(a)(1). 
This deduction is subject to the SO
percent limitation on meal and enter
tainment expenses provided in section 
274(n). 

.08 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the 
rules of section 62( c) and the regula
tions thereunder, all payments under 
the arrangement will be treated as 
made under a nonaccountable plan. 
Thus, such payments are included in 
the employee's gross income, are re
ported as wages or other compensation 
on the employee's Form W-2, and are 
subject to withholding and payment of 
employment taxes. See section 1.62-
2(c)(3), (c)(S), and (h)(2). 

SEC. 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 S is subject to withholding and 
payment of employment taxes. See sec
tion 1.62-2(h)(2)(i)(B). 

(1) In the case of a per diem allow
ance paid as a reimbursement, the 
excess described in this section 8.01 is 
subject to withholding and payment of 
employment taxes in the payroll period 
in which the payor reimburses the ex
penses for the days of travel substanti
ated. See section 1.62-2(h)(2)(i)(B )(2). 

(2) In the case of a per diem al
lowance paid as an advance, the excess 

described in this 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 substantiated. See section 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 por
tion 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 employ
ment taxes no later than the first 
payroll period following the end of the 
reasonable period. See section 1.62-2-
(h)(2)(i)(A). 

(3) In the case of a per diem allow
ance only for meal and incidental 
expenses for travel away from home 
paid to an employee in the transporta
tion 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 sub
stantiated for the period under section 
4.02 (after applying section 4.04(3», is 
subject to withholding and payment of 
employment taxes no later than the first 
payroll period following the payroll 
period in which the excess is com
puted. See section 1.62-2(h)(2)(i)
(B)(4). 

(4) For example, assume that a 
payor 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 
localities to which the employee 
travels. The employer does not require 
the employee to return the 20 percent 
by which the reimbursement for those 
expenses exceeds 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 
$12S. The employer reimburses the 
employee $840 for the 6 days of travel 
away from home (2 X (120% X $100) 
+ 4 X (120% X $12S», and does not 
require the employee to return the 
excess payment of $140 «2 days X 

$20 ($120-$100) + 4 days X $2S 
($IS0-$12S». For the payroll period in 



which the employer reimburses the 
expenses, the employer must withhold 
and pay employment taxes on $140. 

SEC. 9. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-21, 1993-1 C.B. 529, 
is hereby superseded for per diem al
lowances paid to an employee on or 
after January 1, 1994, with respect to 
lodging, meal, and/or incidental ex
penses paid or incurred for travel while 
away from home on or after January 1, 
1994, and, for purposes of computing 
the amount allowable as a deduction, 
for meal and incidental expenses paid 
or incurred by an employee or self
employed individual for travel while 
away from home on or after January 1, 
1994. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part I. Sections 62. 162. 274. 1016; 
1.62-2. 1.162-17. l.274-5T. 1.274(d)-1. 
1.1016-3.) 

Rev. Proc. 93-51 

SECTION 1. PURPOSE 

This revenue procedure updates Rev. 
Proc. 92-104, 1992-2 C.B. 583, by 
providing optional standard mileage 
rates for employees, self-employed in
dividuals, or other taxpayers to use in 
computing the deductible costs paid or 
incurred on or after January 1, 1994, of 
operating a passenger automobile for 
business, charitable, medical, or mov
ing 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 section 
1.274-5T of the temporary Income Tax 
Regulations when a payor (the em
ployer, its agent, or a third party) 
provides a mileage allowance under a 
reimbursement or other expense al
lowance arrangement to pay for such 
expenses. Use of a method of substan
tiation described in this revenue proce
dure is not mandatory and a taxpayer 
may use actual allowable expenses if 
the taxpayer maintains adequate records 
or other sufficient evidence for proper 
substantiation. 

SEC. 2. SUMMARY OF 
STANDARD MILEAGE RATES 

Business (Sec. 5 29 cents per mile 
below) 

Rural Mail 43.5 cents per 
Carrier (Sec. 6 mile 
below) 

Charitable (Sec. 7 12 cents per mile 
below) 

Medical and 9 cents per mile 
Moving (Sec. 7 
below) 

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 auto
mobile to the extent that it is used in a 
trade or business. However, under 
section 262, no portion of the cost of 
operating a passenger automobile that 
is attributable to personal use is 
deductible. 

.02 Section 274(d) of the Code pro
vides, in part, that no deduction shall be 
allowed under section 162 with respect 
to any listed property (as defined in 
section 280F( d)( 4) to include passenger 
automobiles and any other property used 
as a means of transportation) unless the 
taxpayer complies with certain substan
tiation 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 pre
scribed by such regulations. 

.03 Section 1.274(d)-1 of the regula
tions, in part, grants the Commissioner 
the authority to prescribe rules relating 
to mileage allowances for ordinary and 
necessary expenses of local travel and 
transportation away from home. Pur
suant to this grant of authority, the 
Commissioner may prescribe rules un
der which such allowances, if in 
accordance with reasonable business 
practice, will be regarded as (1) 
equivalent to substantiation, by ade
quate records or other sufficient evi
dence, of the amount of such travel and 
transportation expenses for purposes of 
section 1.274-5T(c) of the temporary 
regulations, and (2) satisfying the re
quirements of an adequate accounting 
to the employer of the amount of such 
expenses for purposes of section 1.274-
5T(f). 

.04 Section 62(a)(2)(A) of the Code 
allows an employee, in determining ad
justed gross income, a deduction for 
the expenses allowed by Part VI 
(section 161 and following), subchapter 
B, chapter 1 of the Code, paid or in
curred by the employee in connection 
with the performance of services as an 
employee under a reimbursement or 
other expense allowance arrangement 
with a payor. 

.05 Section 62(c) of the Code 
provides that an arrangement will not 
be treated as a reimbursement or other 
expense allowance arrangement for 
purposes of section 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 
regulatory authority prescribed in sec
tion 274(d), the Commissioner has pro
vided that substantiation is not required 
for such expense. 

.06 Under section 1.62-2(c)(l) of 
the regulations, a reimbursement or 
other expense allowance arrangement 
satisfies the requirements of section 
62(c) of the Code 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 provides that substantiation 
of certain business expenses in accord
ance with rules prescribed under the 
authority of section 1.274(d)-1 will be 
treated as substantiation of the amount 
of such expenses for purposes of 
section 1.62-2. Under section 1.62-
2(f)(2), the Commissioner may pre
scribe rules under which an arrange
ment providing mileage allowances will 
be treated as satisfying 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 miles of travel substantiated 
and that exceeds the amount of the 
employee's expenses deemed substanti
ated pursuant to rules prescribed under 
section 274(d), provided the allowance 
is reasonably calculated not to exceed 
the amount of the employee's expenses 
or anticipated expenses and the em-
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ployee 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) of the 
regulations provides that if a payor 
pays a mileage allowance under an 
arrangement that meets the require
ments of section 1.62-2( c)(1), the 
portion, if any, of the allowance that 
relates to miles of travel substantiated 
in accordance with section 1.62-2(e), 
that exceeds the amount of the 
employee's expenses deemed substanti
ated for such travel pursuant to rules 
prescribed under section 274(d) of the 
Code and 1.27 4( d)-I, and that the 
employee is not required to return, is 
subject to withholding and payment of 
employment taxes. See sections 
31.3121(a)-3, 31.323l(e)-3, 
31.3306(b)-2, and 31.3401(a)-4. Be
cause the employee is not required to 
return this excess portion, the reason
able period of time provisions of 
section 1.62-2(g) (relating to the return 
of excess amounts) do not apply to this 
excess portion. 

.08 Under section 1.62-2(h)(2)(i)
(B)(4) of the regulations, the Commis
sioner may, in his discretion, prescribe 
special rules regarding the timing of 
withholding and payment of employ
ment taxes on mileage allowances. 

SEC. 4. DEFINITIONS 

.01 Standard mileage rate. The term 
"standard mileage rate" means the 
applicable amount provided by the 
Service for optional use by employees 
or self-employed individuals in com
puting the deductible costs of operating 
passenger automobiles owned by them 
(including vans, pickups, or panel 
trucks) for business purposes, or by 
taxpayers in computing the deductible 
costs of operating passenger auto
mobiles 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 transpor
tation away from home. 

.03 Mileage allowance. The term 
"mileage allowance" means a payment 
under a reimbursement or other ex
pense allowance arrangement that 
meets the requirements specified in 
section 1.62-2( c)(1) of the temporary 
regulations and that is 

(1) paid with respect to the ordinary 
and necessary business expenses in-
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curred, or which the payor reasonably 
anticipates will be incurred, by an 
employee for transportation expenses in 
connection with the performance of 
services 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 
schedule, 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 re
spect to the expenses described in 
section 4.03. Such allowance may be 
paid periodically 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 accordance with reason
able business practice. Thus, for exam
ple, a periodic payment at a fixed rate 
to cover the fixed costs (including 
depreciation, insurance, registration and 
license fees, and personal property 
taxes) of driving an automobile in 
connection with the performance of 
services as an employee of the 
employer, 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 auto
mobile in connection with the perform
ance of services 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, 1994, is 
29 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 
operating 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, 
maintenance and repairs, tires, gasoline 
(including all taxes thereon), oil, insur
ance, and registration fees are included 
in operating and fixed costs. 

.04 Parking fees, tolls, interest, and 
taxes. Parking fees and tolls attributa
ble to use of the automobile for 
business purposes may be deducted as 
separate items. Likewise, interest relat
ing 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 deduc
tions under section 163 or 164 of the 
Code, respectively. If the automobile is 
operated less than 100 percent for 
business purposes, an allocation is 
required to determine the business and 
nonbusiness portion of the taxes and 
interest deduction allowable. However, 
section 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 business of performing serv
ices as an employee. Section 164 also 
expressly provides that state and local 
taxes that are paid or accrued by a 
taxpayer in connection with an acquisi
tion or disposition 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 
after December 31, 1979, and for 
which the business standard mileage 
rate has been used for any year, de
preciation will be considered to have 
been allowed at the rate of 7 cents a 
mile for 1980 and 1981; 7.5 cents a 
mile for 1982; 8 cents a mile for 1983, 
1984, and 1985; 9 cents a mile for 
1986; 10 cents a mile for 1987; 10.5 
cents a mile for 1988; 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 for those years in which 
the 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 depreciation described 
above will reduce the basis of the 
automobile (but not below zero) in 
determining adjusted basis as required 
by section 1016 of the Code. 

.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 simul
taneously (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 
automobile has previously been de
preciated using a method other than 
straight-line for its estimated useful 
life, (b) additional first-year deprecia
tion has been claimed, or (c) the 
taxpayer has used the Accelerated Cost 
Recovery System (ACRS) under sec
tion 168 of the Code. By using the 
business standard mileage rate, the 
taxpayer has elected to exclude the 
automobile from ACRS pursuant to 
section 168(f)( 1). If, after using the 
business standard mileage rate, the 
taxpayer uses actual costs, the taxpayer 
must use straight-line depreciation for 
the automobile's estimated useful life 
(subject to the applicable depreciation 
deduction limitations under section 
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, section 6008 of the Technical 
and Miscellaneous 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 performing qualifying 
services. Qualifying services are serv
ices involving the collection and deliv
ery 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 43.5 cents per mile 
for transportation expenses paid or 

incurred on or after January 1, 1994 
(150 percent of the business standard 
mileage rate of 29 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 
warranted) 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, deprecia
tion 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 sections 167, 168, or 
179 of the Code (including any such 
deduction attributable to use in a trade 
or business that does not involve the 
performance of qualifying 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 depreciated in 
taxable years beginning before January 
1, 1988, and regardless of the year the 
automobile was placed in service. 

.04 Rural mail carrier special 
mileage 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) of the 
Code provides a standard mileage rate 
of 12 cents per mile for purposes of 
computing the charitable deduction for 
use of a passenger automobile in 
connection with rendering gratuitous 
services to a charitable organization 
under section 170. 

.02 Medical and moving. The stand
ard mileage rate is 9 cents per mile for 
use of a passenger automobile (a) to 

obtain medical care described in sec
tion 213 of the Code, or (b) as part of 
a move for which the expenses are 
deductible under section 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 
prospecti vel y. 

.03 Charitable. medical. or moving 
expense standard mileage rate in lieu 
of operating expenses. A deduction 
computed 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 attributa
ble to the use of the automobile for 
charitable, medical, or moving expense 
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 and taxes 
are allowable deductions under sections 
163 or 164 of the Code, 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 
determined under section 9) when a 
payor reimburses such expenses with a 
mileage 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 FA VR allow
ance must be based on data that (a) is 
derived from the base locality. (b) 
reflects retail prices paid by consumers, 
and (c) is reasonable and statistically 
defensible in approximating the actual 
expenses of employees receiving the 
allowance. 
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.02 Definitions. 

(1) FA VR allowance. A FA VR 
allowance includes periodic fixed pay
ments and periodic variable payments. 
A payor may maintain more than one 
FA VR allowance. A FA VR allowance 
that uses the same payor, standard 
automobile (or an automobile of the 
same make and model that is compara
bly equipped), retention period, and 
business use percentage is considered 
one FA VR allowance, even though 
other features of the allowance may 
vary. A FAVR allowance also includes 
any optional high mileage payments; 
however, such optional high mileage 
payments are included in the em
ployee's gross income, are reported as 
wages or other compensation on the 
employee's Form W-2, and are subject 
to withholding and payment of employ
ment taxes when paid. See section 
9.05. An optional high mileage pay
ment covers the additional depreciation 
for a standard automobile attributable 
to business miles driven and substanti
ated 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 allowance for 
less than the entire calendar year, the 
annual business mileage may be pro
rated on a monthly basis for purposes 
of the preceding sentence. 

(2) Periodic fixed payment. A 
periodic fixed payment covers the 
projected fixed costs (including de
preciation, insurance, registration and 
license fees, and personal property 
taxes) of driving a standard automobile 
in connection with the performance of 
services as an employee of the em
ployer in a base locality, and must be 
paid at least quarterly. A periodic fixed 
payment may be computed by (a) 
dividing the total projected fixed costs 
for the standard automobile for all 
years of the retention period, deter
mined at the beginning of the retention 
period, by the number of periodic 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 serv
ices 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 projected operating costs for 
the standard automobile for the com
putation period, determined at the 
beginning of the computation period, 
by the computation period mileage. A 
computation period can be any period 
of a year or less. Computation period 
mileage is the total mileage (business 
and personal) a payor reasonably proj
ects a standard automobile 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 employee 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 
region of the United States in which 
connection with the performance of 
services as an employee of the em
ployer are generally paid or incurred by 
the employee. Thus, for purposes of 
determining the amount of fixed costs, 
the base locality is generally the 
geographic locality or region in which 
the employee resides. For purposes of 
determining the amount of operating 
costs, the base locality is generally the 
geographic locality or region in which 
the employee drives the automobile in 
connection with the performance of 

services as an employee of the 
employer. 

(5) Standard automobile. A standard 
automobile is the automobile selected 
by the payor on which a specific 
FA VR 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 
locality, and (b) state and local sales or 
use taxes applicable on the purchase of 
such an automobile. Further, the stand
ard automobile cost may not exceed 
$24,500. 

(7) Annual mileage. Annual mileage 
is the total mileage (business and 
personal) a payor reasonably projects a 
standard automobile will be driven 
during a calendar year. Annual mileage 
equals the annual business mileage 
divided by the business use percentage. 

(8) Annual business mileage. Annual 
business mileage is the mileage a payor 
reasonably projects a standard auto
mobile will be driven by an employee 
in connection with the performance 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 busi
ness 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 
reasonableness of the business use 
percentage based on records of total 
mileage and business mileage driven by 
the employees annually, a payor may 
use a business use percentage that is 
less than or equal to the following 
percentages for a FA VR allowance that 
is paid for the following annual busi
ness 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 multi
plied 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 stand
ard automobile computed as a per
centage of the standard automobile cost: 

Retention period 

2-year 
3-year 
4-year 

Residual value 

70 percent 
60 percent 
50 percent 

.03 FA VR allowance in lieu of 
operating 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 
incurred by an employee in driving the 
automobile in connection with the 
performance of services as an 
employee of the employer. 

(2) Parking fees and tolls attributa
ble 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 a separate items. Similarly, 
interest 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 
deduction under section 163 of the 
Code. 

.04 Depreciation. 

(1) A FA VR 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) additional first-year deprecia
tion, or (c) depreciation using ACRS 
under section 168 of the Code. If an 

employee uses actual costs for an 
automobile that has been covered by a 
FAVR allowance, the employee must 
use straight-line depreciation for the 
automobile's estimated useful life (sub
ject to the applicable depreciation 
deduction limitations under section 
280F for any passenger automobile). 

(2) The total amount of the de
preciation component for the retention 
period taken into account in computing 
the periodic fixed payments for that 
retention period may not exceed the 
excess of the standard automobile cost 
over the residual value of the standard 
automobile. In addition, the total 
amount of such depreciation component 
may not exceed the sum of the annual 
section 280F limitations on deprecia
tion (in effect at the beginning of the 
retention period) that apply to the 
standard automobile during the reten
tion 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 section 1016 of the Code. See 
section 8.07(2) for the requirement that 
the employer report the depreciation 
component of a periodic fixed payment 
to the employee. 

.05 FA VR allowance limitations. 

(1) A FA VR allowance may be paid 
only to an employee who substantiates 
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 mileage of that FA VR al
lowance. If the employee is covered by 
the FA VR allowance for less than the 
entire calendar year, these limits may 
be prorated on a monthly basis. 

(2) A FA VR allowance may not be 
paid to a control employee (as defined 
in section 1.61-21(f)(5) and (6) of the 
regulations, 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 
management employees. 

(4) At all times during a calendar 
year at least 10 employees of an 
employer must be covered by one or 
more FAVR allowances. 

(5) A FA VR 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 
account for purposes of determining the 
FA VR allowance for the first calendar 
year the employee receives the al
lowance with respect to that auto
mobile, 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 allowance must be based on 
the rates charged in the base locality 
for insurance coverage on the standard 
automobile during the current calendar 
year without taking into account such 
rate-increasing factors as poor driving 
records or young drivers. 

(7) A FA VR allowance may be paid 
only to an employee whose insurance 
coverage limits on the automobile with 
respect to which the FA VR allowance 
is paid are at least equal to the 
insurance coverage limits used to com
pute the periodic fixed payment under 
that FAVR allowance. 

.06 Employee reporting. Within 30 
days after an employee's automobile is 
initially covered by a FA VR 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 following 
information: (a) the make, model, and 
year of the automobile owned by the 
employee, (b) written proof of the 
insurance coverage limits on the auto
mobile, (c) the odometer reading of the 
automobile, (d) the purchase price of 
the automobile, and (e) whether the 
employee has claimed depreciation 
with respect to the automobile using 
any of the depreciation methods pro
hibited by section 8.04(1). The infor
mation described in (a), (b), and (c) of 
the preceding sentence 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 FA VR 
allowance. 

.07 Payor recordkeeping and 
reporting. 

(1) The payor or its agent must 
maintain written records setting forth 
(a) the statistical data and projections 
on which the FAVR allowance pay
ments are based. and (b) the informa
tion provided by the employees pur
suant to section 8.06. 
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(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 
depreciation included in each periodic 
fixed payment portion of the FA VR 
allowance paid during that calendar 
year and explaining that by receiving a 
FA VR allowance the employee has 
elected to exclude the automobile from 
ACRS pursuant to section 168(f)(1) of 
the Code. 

.08 Failure to meet section 8 re
quirements. If an employee receives a 
mileage 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 al
lowance of the payor during the period 
of such failure. Nevertheless, the ex
penses to which that mileage allowance 
relates may be deemed substantiated 
using the method described in sections 
S, 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 
allowance in lieu of reimbursing actual 
transportation expenses incurred or to 
be incurred by an employee, the 
amount of the expenses that is deemed 
substantiated to the payor is either 

(1) for any mileage allowance other 
than a FA VR allowance, the lesser of 
the amount paid under the mileage 
allowance or the applicable standard 
mileage rate in section S.OI or 6.01 
multiplied by the number of business 
miles substantiated by the employee; or 

(2) for a FA VR allowance, the 
amount paid under the FAVR al
lowance less the sum of (a) any 
periodic variable rate payment that 
relates to miles in excess of the 
business miles substantiated 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 FA VR allowance 
and that the employee 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 
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transportation 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 section 
1.274-ST of the temporary regulations, 
the employee is deemed to satisfy the 
adequate accounting requirements of 
section 1.274-ST(f), as well as the 
requirement to substantiate by adequate 
records or other sufficient evidence for 
purposes of section l.274-ST(c). See 
section 1.62-2( e)(1) for the rule that an 
arrangement must require business ex
penses to be substantiated to the payor 
within a reasonable period of time. 

.03 An arrangement providing mile
age allowances will be treated as 
satisfying the requirement of section 
1.62-2(f)(2) of the regulations with 
respect to returning amounts in excess 
of expenses as follows: 

(1) For a mileage allowance other 
than a FA VR allowance, the require
ment 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 section 
1.62-2(g» any portion of such an 
allowance that relates to miles of travel 
not substantiated by the employee, even 
though the arrangement does not re
quire the employee to return the 
portion of such an allowance that 
relates to the miles of travel substanti
ated and that exceeds the amount of the 
employee's expenses deemed substanti
ated. For example, assume a payor 
provides an employee an advance 
mileage allowance of $70 based on an 
anticipated 200 business miles at 3S 
cents per mile (at a time when the 
applicable business standard mileage 
rate is 29 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 ($7.20) that exceeds the 
amount of the employee's expenses 
deemed substantiated under section 
9.01 ($34.80) for the 120 substantiated 
business miles. However, the $7.20 
excess portion of the allowance is 
treated as paid under a nonaccountable 
plan as discussed in section 9.0S. 

(2) For a FA VR 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 
section 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 employee, 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. 

.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 
section 9.01, provided the employee 
substantiates in accordance with section 
9.02. See section 1.274-ST(f)(2)(i) of 
the temporary regulations. In addition, 
such portion of the allowance is treated 
as paid under an accountable plan, is 
not reported as wages or other compen
sation on the employee's Form W-2, 
and is exempt from the withholding 
and payment of employment taxes. See 
section 1.62-2(c)(2) and (c)(4). 

.OS An employee is required to 
include in gross income only the 
portion of a mileage allowance re
ceived from a payor that exceeds the 
amount deemed substantiated under 
section 9.01, provided the employee 
substantiates in accordance with section 
9.02. See section 1.274-ST(f)(2)(ii) of 
the temporary regulations. In addition, 
the excess 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 
section 1.62-2( c )(3 )(ii), (c )(S), 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 
transportation expenses exceed the 
amount that is deemed substantiated, 
provided the employee substantiates all 
the business transportation expenses, 
includes on Form 2106, Employee 
Business Expenses, the deemed sub
stantiated portion of the mileage al
lowance 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 substantiated. See section 
1.274-ST(f)(2)(iii) of the temporary 



regulations. However, for purposes of 
claiming this itemized deduction, sub
stantiation of the amount of the ex
penses is not required if the employee 
is claiming a deduction that is equal to 
or less than the applicable standard 
mileage rate multiplied by the number 
of business miles substantiated by the 
employee minus the amount deemed 
substantiated under section 9.01. The 
itemized deduction is subject to the 
2-percent floor on miscellaneous 
itemized deductions provided in section 
67. 

.07 An employee may deduct an 
amount computed pursuant to section 
5.01 or 6.01 only as an itemized 
deduction. This itemized deduction is 
subject to the 2-percent floor on 
miscellaneous itemized deductions 
provided in section 67 of the Code. 

.08 A self-employed individual may 
deduct an amount computed pursuant to 
section 5.01 in determining adjusted 
gross income under section 62(a)(1) of 
the Code. 

.09 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the 
rules of section 62( c) of the Code and 
the regulations thereunder, all payments 
under the arrangement will be treated 
as made under a nonaccountable plan. 
Thus, such payments are included in 
the employee's gross income, are re
ported as wages or other compensation 
on the employee's Form W-2, and are 
subject to withholding and payment of 
employment taxes. See section 1.62-
2(c)(3), (c)(5), and (h)(2). 

SEC. 10. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT 
TAXES. 

.01 The portion of a mileage al
lowance (other than a FA VR al
lowance), 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 withhold
ing and payment of employment taxes. 
See section 1.62-2(h)(2)(i)(B). 

(1) In the case of a mileage al
lowance paid as a reimbursement, the 
excess 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 expenses for the business miles 
substantiated. See section 1.62-
2(h)(2 )(i)(B )(2). 

(2) In the case of a mileage al
lowance paid as an advance, the excess 
described in this section 10.01 is 
subject to withholding and payment of 
employment 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 substantiated. See section 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 substanti
ated 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 employ
ment taxes no later than the first 
payroll period following the end of the 
reasonable period. See section 1.62-
2(h)(2)(i)(A). 

(3) In the case of a mileage al
lowance 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 payments, but that does not satisfy 
the requirements of section 8), the 
payor must compute the amount, if any, 
that exceeds the amount deemed sub
stantiated 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 business miles substanti
ated by the employee for the period. 
Any excess is subject to withholding 
and payment of employment taxes no 
later than the first payroll period 
following the payroll period in which 
the excess is computed. See section 
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 29 cents per mile). The em
ployer does not require the return of 
the portion of the allowance (6 cents) 
that exceeds the business standard 
mileage rate for the business miles 
substantiated. In June, the employer 
advances an employee $175 for 500 
miles to be traveled during the month. 
In July, the employee substantiates to 
the employer 400 business miles trav
eled in June and returns $35 to the 
employer for the 100 business miles 
not traveled. The amount deemed sub
stantiated for the 400 miles traveled is 

$116 and the employee is not required 
to return the remaining $24. No later 
than the first payroll period following 
the payroll period in which the 400 
business miles traveled are substanti
ated, the employer must withhold and 
pay employment taxes on $24. 

.02 The portion of a FA VR al
lowance, if any, that exceeds the 
amount deemed substantiated for those 
miles under section 9.01(2) is subject 
to withholding and payment of employ
ment taxes. See section I.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 FA VR allowance and that the 
employee fails to return within a 
reasonable period, is subject to with
holding and payment of employment 
taxes no later than the first payroll 
period following the end of the reason
able period. See section 1.62-
2(h)(2)(i)(A). 

(2) Any optional high mileage pay
ment is subject to withholding and 
payment of employment taxes when 
paid. 

SEC. 11. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-104, 1992-2 C.B. 583, 
is hereby superseded for mileage al
lowances paid to an employee on or 
after January 1, 1994, with respect to 
transportation expenses paid or incurred 
on or after January 1, 1994, and, for 
purposes of computing the amount 
allowable as a deduction, for transpor
tation expenses paid or incurred on or 
after January 1, 1994. 

OASDI Contribution and Benefit Base 
and the Repeal of the Hospital 
Insurance Contribution Base 

Under authority contained in the 
Social Security Act ("the Act"), the 
Secretary. Department of Health and 
Human Services, has determined and 
announced (58 F.R. 58004, dated Octo
ber 28, 1993) that: 
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1) the OASDI contribution and 

benefit base (Social Security wage 

base) for remuneration paid in 1994, 

and self-employment income earned in 

taxable years beginning in 1994 is 

$60,600, and 

2) Section 13207 of Public Law 

103-66 (the Omnibus Budget Recon

ciliation Act of 1993) repealed the 

limitation on the amount of earnings 

subject to the Hospital Insurance (HI) 

tax beginning with calendar year 1994. 

The HI tax is now due on the total re

muneration paid in 1994, at the rate of 

1.45 percent for employees and em

ployers, each, and on self-employment 

income earned in taxable years be

ginning in 1994, at the rate of 2.9 

percent. 
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"Old-law" Contribution and 
Benefit Base 

General. The 1994 "old-law" con

tribution and benefit base is $45,000. 

This is the base that would have been 

effective 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 
1977 amendments. 

The "old-law" contribution and 
benefit base is used by: 

(a) The Railroad Retirement program 

to determine certain tax liabilities and 

tier II benefits payable under that 

program to supplement the tier I 

payments which correspond to basic 

Social Security benefits. 

(b) The Pension Benefit Guaranty 

Corporation to determine the maximum 

amount of pension guaranteed under 

the Employee Retirement Income Se

curity Act (as stated in section 230(d) 

of the Act). 

(c) Social Security to determine a 

year of coverage in computing the 

special minimum benefit, as described 

earlier, 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 pen

sions based on employment not covered 

under section 210 of the Act. 
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Notice of Proposed Rulemaking 

Notice of Proposed Rulemaking 

Qualified Separate Lines of Business 

EE-40-93 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of hearing. 

SUMMARY: This document contains 
proposed amendments to the final 
regulations under section 414(r) of the 
Internal Revenue Code, which provide 
that an employer may be treated as 
operating separate lines of business for 
purposes of applying the minimum 
coverage requirements of section 
41 O(b) and the minimum participation 
requirements of section 401(a)(26). The 
regulations reflect the enactment of 
section 414(r) by the Tax Reform Act 
of 1986 and subsequent changes made 
by the Technical and Miscellaneous 
Revenue Act of 1988 and the Public 
Debt Limit Increase Act of 1989. The 
regulations provide guidance necessary 
to comply with the law and affect 
sponsors of and participants in tax
qualified retirement plans and certain 
other employee benefit plans. 

DATES: Written comments must be 
received by November 8, 1993. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for Wednesday, November 10, 
1993, at 10:00 a.m. must be received 
by Wednesday, October 20, 1993. 

ADDRESSES: Please send submissions 
to: Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Attn: 
CC:CORP:T:R (EE-40-93), Room 
5228, Washington, D.C. 20044. The 
public hearing will be held in Room 
2615, Internal Revenue Service, 1111 
Constitution Ave., NW, Washington, 
DC. 

SUPPLEMENTARY INFORMATION: 

Background 

Proposed regulations under section 
414(r) and related provisions of the 
Internal Revenue Code (Code) were 
published in the Federal Register on 
February I, 1991 (56 FR 3988 [EE-
147-87, 1991-1 C.B. 781]). Written 
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comments were received from the 
public on the proposed regulations. In 
addition, a public hearing on the 
proposed regulations was held on May 
16, 1991. After consideration of all the 
written comments received and the 
statements made at the public hearing, 
the proposed regulations under section 
414(r) were adopted, as modified, by 
final regulations (T.D. 8376 [1991-2 
C.B. 245]) published in the Federal 
Register on December 4, 1991 (56 FR 
63420). On August 10, 1992, the 
Internal Revenue Service published in 
the Federal Register (57 FR 35536 
[EE-6-92, 1992-2 C.B. 667]) regula
tions proposing to extend the effective 
date of the final regulations under 
section 414(r) (and related regulations), 
generally to plan years beginning on or 
after January 1, 1994. 

Statutory Authority 

This document contains amendments 
to the Income Tax Regulations (26 
CFR Part 1) under section 414(r) of the 
Code. These amendments reflect the 
enactment of sections 414(r) and 
41O(b)(5) by sections 1112(a) and 
1115(a) of the Tax Reform Act of 1986 
(100 Stat. 2440, 2452), the enactment 
of section 401(a)(26)(G) by section 
1011(h)(3) of the Technical and Mis
cellaneous Revenue Act of 1988 
(T AMRA) (102 Stat. 3464), and subse
quent statutory changes made by sec
tion 3021(b)(2)(A) of TAMRA (102 
Stat. 3632) and sections 203 and 204 of 
the Public Debt Limit Increase Act of 
1989 (103 Stat. 830, 832). These 
regulations are to be issued under the 
authority of sections 414(r), 
41O(b)(6)(G), 401(a)(26)(G), and 7805 
of the Code. 

Explanation of Provisions 

I. Development of regulations 

Since publication of the December 
1991 regulations, significant comments 
have been made by employers, practi
tioners, and other interested parties. 
The Treasury and the Service have also 
reviewed the December 1991 regula
tions generally to identify the areas 
where the regulations could be modi
fied to reduce administrative complex
ity. Accordingly, these proposed reg
ulations contain a number of changes 
that increase flexibility and simplify 

compliance, while retaining the basic 
requirements for qualified separate 
lines of business. 

II. Overview 

In general, all employees of a single 
employer, determined under section 
414 of the Code, are taken into account 
for purposes of applying the minimum 
coverage requirements of section 
41 O(b) and the minimum participation 
requirements of section 401 (a)(26) to a 
qualified plan. Section 41 O(b )(5) 
provides an exception if an employer 
operates qualified separate lines of 
business under section 414(r). If the 
employer is treated as operating 
qualified separate lines of business, 
section 41O(b )(5) generally permits the 
employer to apply the minimum 
coverage requirements separately with 
respect to the employees of each 
qualified separate line of business. A 
similar exception is provided for pur
poses of applying the minimum par
ticipation requirements of section 
401(a)(26) and the 55-percent average 
benefits test of section 129(d)(8). 

An employer is treated as operating 
qualified separate lines of business if 
(1) the employer designates its lines of 
business by reference to the property or 
services provided by each line, (2) each 
line of business is organized and 
operated separately from the remainder 
of the employer, and (3) each of these 
separate lines of business meets addi
tional statutory requirements (including 
administrative scrutiny) and thus con
stitutes a qualified separate line of 
business. Each employee of an em
ployer that operates separate lines of 
business is assigned to a particular line 
of business for purposes of nondis
crimination testing. 

III. Summary of modifications to the 
J 99 J regulations 

A. Separate workforce and separate 
management 

In order for a line of business to be 
separately organized and operated, it 
must meet certain separateness require
ments, including having its own sepa
rate workforce and separate manage
ment. The separate workforce test 
focuses on the percentage of the 
employees providing services to the 
line of business who provide a substan-



tial level of services to that line of 
business (substantial-service em
ployees). The parallel separate manage
ment test focuses on the top-paid 
employees of the line. As described 
below, the proposed regulations signifi
cantly revise and simplify the applica
tion of these separateness tests. 

1. Lower threshold for substantial
service employee 

The December 1991 regulations pro
vide that an employee is a substantial
service employee with respect to a line 
of business if at least 75 percent of the 
employee's services are provided to 
that line. The regulatory provisions 
regarding the assignment of employees 
also contain an optional rule under 
which an employer may assign an 
employee to a line of business if at 
least 50 percent of the employee's 
services are provided to that line. 
Although this optional rule treats these 
employees like substantial-service 
employees for assignment purposes, the 
same optional treatment does not ex
tend to the application of the separate
ness tests. 

The proposed regulations would per
mit the optional 50-percent rule to 
apply also to the separateness tests by 
incorporating this option in the defini
tion of substantial-service employee. 
Thus, in the case of employees who 
provide at least half but less than 75 
percent of their services to a line, the 
employer could choose, on an em
ployee-by-employee basis, whether to 
treat them as substantial-service 
employees of that line both for pur
poses of the separateness tests and for 
purposes of assignment. 

By reducing the threshold for 
substantial-service employees, the pro
posed regulations would make it easier 
to satisfy the separateness tests. In 
addition, the broader range available 
for defining substantial-service 
employees, in combination with the 
ability to classify employees on a 
consistent basis for separateness and 
assignment purposes, would simplify 
data collection and analysis, thereby 
responding to the administrative con
cerns of many commentators. 

2. Disregard of substantial-service 
employees of other lines 

Under the December 1991 regula
tions, all employees who provide more 
than negligible services to a line of 

business are taken into account in 
determining the percentage for the 
~eparate workforce test and in identify
mg the top-paid employees under the 
separate management test. Thus, it is 
necessary to identify every employee 
who provides more than negligible 
services to a line of business, including 
employees who are substantial-service 
employees with respect to other lines. 

In applying the separateness tests to 
a particular line of business, the pro
posed regulations would disregard 
employees who are substantial-service 
employees with respect to any other 
line. Thus, if an employee is a sub
stantial-service employee with respect 
to one line of business, the employee is 
disregarded with respect to any other 
line, even if the employee is providing 
more than negligible services to the 
other line. 

By reducing the number of em
ployees who must be considered in 
applying the separateness tests to a line 
of business, the proposed regulations 
would make the tests easier to satisfy. 
Moreover, because this change permits 
the employer to disregard substantial
service employees of one line of 
business in making separateness deter
minations with respect to other lines, 
no additional analysis of their services 
would be required in applying the 
separateness tests to other lines of 
business. 

3. Exclusion of nonresident aliens 

Under the December 1991 regula
tions, in applying the separateness tests 
to a line of business, nonresident aliens 
described in section 41O(b)(3)(C) may 
be excluded only if they are sub
stantial-service employees with respect 
to the line. Many commentators ex
pressed concern about having to in
clude nonresident aliens in the test. The 
commentators noted that nonresident 
aliens with no U.S. source income are 
typically excluded from nondis
crimination testing. Commentators ex
pressed significant concerns about data 
collection, particularly with respect to 
the services provided by non-U.S. 
employees of foreign affiliates. In 
response to those comments, the pro
posed amendments would exclude all 
nonresident aliens described in section 
410(b)(3)(C) in applying the separate 
workforce and management tests. The 
proposed regulations would thus elimi
nate the need for information on 
services performed by nonresident al-

iens and, thus, give greater access to 
separate line of business treatment to 
employers with foreign affiliates. 

4. Optional rule for transfers and 
other changes of status 

Generally, the December 1991 reg
ulations require employees to be as
signed to a line of business based on 
the level of services performed during 
the testing year. However, the regula
tions also contain a special optional 
rule applicable to employees who have 
temporarily transferred from one line of 
business to another. Under this special 
rule, the employer may continue to 
assign temporarily transferred em
ployees to the prior line of business for 
a period of up to two years. 

The proposed regulations would lib
eralize this optional rule in several 
respects. First, they would significantly 
expand the rule to cover any change in 
the level of services performed for a 
line of business, whether or not such 
change is the result of a temporary 
transfer. Second, the period for which 
an employer may apply this rule would 
be extended to three years. Third, the 
availability of this optional classifica
tion of employees would be extended 
to the determination of level of services 
for purposes of the separateness tests. 

5. Increased access for vertically 
integrated employers 

Employees of a line of business (the 
upstream line) that provides property or 
services to another line of business of 
the employer (the downstream line) 
generally are also considered to be 
providing services to the downstream 
line of business. Recognizing that this 
presents difficulties for vertically inte
grated employers desiring to satisfy the 
separateness tests, the December 1991 
regulations provide an optional rule 
permitting employers to treat these 
employees as not necessarily providing 
services to the downstream line. This 
rule is available only if certain condi
tions are satisfied, including a require
ment that the upstream line provide at 
least 25 percent of its total output to 
outside customers of the employer. 

Commentators requested that the op
tional rule apply in the case of an 
upstream manufacturer that provides all 
of its product to a downstream line and 
has few, if any, outside customers. In 
response, the proposed regulations 
would provide an alternative to the 
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outside customer requirement. Under 
the alternative, the vertical integration 
rule would apply if 1) with respect to 
the downstream line, the business of 
the upstream line consists primarily of 
producing or manufacturing tangible 
property, and 2) the same type of 
tangible property is provided to unre
lated customers by some entities en
gaged in a business similar to the 
upstream line. The alternative would 
apply also for purposes of satisfying 
the requirement that a line of business 
provide property to customers of the 
employer. 

B. Administrative scrutiny
individual determinations 

Under section 414(r)(2)(C) of the 
Code, in order to qualify as a separate 
line of business, a line of business must 
meet guidelines prescribed by the Sec
retary or receive an individual deter
mination. In implementing section 
414(r)(2)(C), the December 1991 reg
ulations provide various administrative 
scrutiny safe harbors (including the 
statutory safe harbor under section 
414(r)(3» and also allow an employer 
to request an individual determination 
in certain situations typically involving 
cases that come close to one of the safe 
harbors. Many comments asked for 
greater access to the individual deter
mination process. 

Under the proposed amendments, the 
restrictions on access to individual 
determinations would be removed from 
the regulations. The Service will 
shortly issue a revenue procedure that 
will provide broad access to individual 
determinations and that will provide 
guidance on factors taken into account 
in deciding whether to issue a favor
able individual determination. 

Some comments asserted a need for 
the expansion of the individual deter
mination program to other aspects of 
the regulations, including the deter
mination of separateness. The Treasury 
and the Service believe, however, that 
the suggested approach is not admin
istratively feasible and that the pro
posed modifications to the other as
pects of the regulations provide an 
adequately flexible objective standard 
that will permit employers to make 
these determinations in a reasonable 
manner without requiring an individual 
determination process. 

C. Other changes 

The proposed regulations also would 
make other changes to simplify the 
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regulations and to coordinate them with 
related regulations, including regula
tions under section 410(b). Among the 
other changes, the proposed regulations 
would-

• Apply the requirements of both the 
merger and acquisition safe harbor and 
the statutory safe harbor based on the 
preceding year, by looking solely at 
employees who move between separate 
lines of business, thereby disregarding 
terminated employees and recently 
hired employees; and 

• Modify the definition of top-paid 
employee to make the 25-percent 
threshold optional, thus obviating the 
need to make level of service deter
minations at the 25-percent level. 

IV. Issues regarding data 

Commentators expressed concerns 
about the specificity and types of data 
necessary to determine whether the 
separate line of business requirements 
are satisfied. Similar issues as to data 
and frequency of testing under the 
nondiscrimination requirements were 
addressed in a proposed revenue proce
dure published in Announcement 92-
81, 1992-22 I.R.B. 56. It is anticipated 
that this revenue procedure will be 
finalized shortly and, when finalized, 
also will be expanded to address these 
issues as they relate to the separate line 
of business requirements. Accordingly, 
the proposed regulations would remove 
§ 1.414(r)-3(c)(5)(iii) of the December 
1991 regulations regarding the manner 
in which employees' services are 
determined. 

V. Section 4/O(b) rules for employees 
transferring between mandatorily 
disaggregated portions of certain 
plans 

The final regulations under section 
41O(b) require that, in certain situa
tions, a single plan (within the meaning 
of section 414(1» be mandatorily disag
gregated and that the disaggregated 
portions of the plan be treated as 
separate plans for purposes of section 
41O(b). Among the situations in which 
a plan must be disaggregated are those 
in which a plan benefits employees of 
different qualified separate lines of 
business, employees of more than one 
employer, or both collectively bar
gained and noncollectively bargained 
employees. In these situations, ques
tions have arisen regarding the treat
ment of employees who, because of a 

change of status, change fron.t being 
tested under one portion of a dlsaggre
gated plan to another portion of the 
disaggregated plan. For example, 
employers have asked how sections 
401(a)(4) and 41O(b) apply in testing 
the benefits of an employee who 
changes from one qualified separate 
line of business to another. 

In response to those comments, these 
proposed regulations would clarify the 
mandatory disaggregation rules in these 
situations to provide that, in general, 
the status of an employee at the time 
accruals or allocations are provided to 
the employee determines the portion of 
the plan under which those accruals or 
allocations are tested. Thus, for exam
ple, in the case of an employee who 
has transferred from one qualified 
separate line of business to another, 
accruals or allocations credited while 
the employee was an employee of the 
first qualified separate line of business 
would be treated as accrued or allo
cated under the portion of the plan 
maintained by that qualified separate 
line of business. In addition, if the plan 
continues to provide accruals and al
locations after the employee has trans
ferred to the second qualified separate 
line of business, the employee would 
be treated as currently benefiting under 
the portion of the plan maintained by 
the second qualified separate line of 
business. In this case, the accruals or 
allocations credited while the employee 
was an employee of the second quali
fied separate line of business would be 
treated as accrued or allocated under 
the portion of the plan maintained by 
that qualified separate line of business. 

Notwithstanding this general rule, the 
proposed regulations would provide a 
special rule applicable where an 
employee who was benefiting under a 
particular disaggregated portion of a 
plan has a change in status that results 
in the employee being treated as bene
fiting under a different disaggregated 
portion of the plan. This rule would 
apply, for example, where a plan 
benefiting collectively bargained 
employees continues to update benefits 
attributable to years of service pre
viously credited while the employees 
were collectively bargained employees 
by taking into account higher compen
sation that is earned after they have 
become noncollectively bargained 
employees. 

This special rule allows benefits 
accrued after the change in status that 
are attributable to years of service 



previously credited in the employees' 
prior status to be treated, on a consis
tent basis, as provided to employees in 
that prior status. Under this special 
rule, the accruals in the preceding 
example that result from taking higher 
compensation into account could be 
treated as provided to collectively 
bargained employees by the collec
tively bargained portion of the plan. 
The plan provision providing these 
additional benefits must apply to all 
similarly situated employees on the 
same terms, and the rule is available 
only if it is applied on a consistent 
basis and does not result in significant 
discrimination in favor of highly com
pensated employees. 

In addition, as an alternative, the 
proposed regulations would provide a 
special rule allowing benefits accrued 
in employees' prior status to be treated 
as provided to the employees in their 
current status. Use of this rule might be 
helpful, for example, where the same 
benefit formula and accrual method 
apply to members of both disaggre
gated portions of a plan. In that case, 
bifurcation of each employee's accrued 
benefit between the disaggregated por
tions of the plan might create an 
anomalous result. This second special 
rule must be applied on a consistent 
basis and is available only if this 
treatment does not result in significant 
discrimination in favor of highly com
pensated employees. 

Reliance on These Proposed 
Regulations 

Taxpayers may rely on these pro
posed regulations for guidance pending 
issuance of final regulations. If future 
regulations are more restrictive, such 
guidance will be applied without retro
active effect. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 
Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra
tive 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 
Code, these regulations will be submit
ted to the Chief Counsel for Advocacy 

of the Small Business Administration 
for comment on their impact on small 
business. 

Comments and Public Hearing 

Before adopting these proposed reg
ulations, consideration will be given to 
any written comments that are submit
ted timely (preferably a signed original 
and eight copies) to the Internal Reve
nue Service. All comments will be 
available for public inspection and 
copying in their entirety. Comments 
must be received by November 8, 
1993. 

Because the Treasury Department 
and the Service expect to issue final 
regulations on this matter as soon as 
possible, a public hearing has been 
scheduled at 10:00 a.m. on Wednesday, 
November 10, 1993, Room 2615, Inter
nal Revenue Service, 1111 Constitution 
Ave., N.W., Washington, D.C. The 
rules of §601.601(a)(3) of the "State
ment of Procedural Rules" (26 CFR 
part 601) shall apply to the public 
hearing. Persons who desire to present 
oral comments at the hearing on the 
proposed regulations, should also sub
mit, not later than Wednesday, October 
20, 1993, a request to speak and an 
outline of the oral comments to be 
presented at the hearing stating the 
time they wish to devote to each 
subject. 

Each speaker (or group of speakers 
representing a single entity) will be 
limited to 10 minutes for an oral 
presentation exclusive of the time 
consumed by questions from the panel 
for the government and answers 
thereto. 

Because of controlled access restric
tions, attendees cannot be admitted 
beyond the lobby of the Internal 
Revenue Building before 9:45 a.m. 

An agenda showing the scheduling 
of the speakers will be made after 
outlines are received from the persons 
testifying. Copies of the agenda will be 
available free of charge at the hearing. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and rec
ordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
proposed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
entry "§§1.414(r)-O through 1.414(r)-
7" and adding an entry to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 

§1.414(r)-1 through 1.414(r)-7 also 
issued under 26 U.S.c. 414(r). *** 

Par. 2. Section 1.41O(b)-0 is amen
ded by: 

(1) Revising the entries for 
§1.41O(b)-7(c)(4) and (c)(5) as set 
forth below; and 

(2) Removing the entry for (c)(6). 

§l.4JO(b)-O Table of Contents. *** 

* * * * * * 

§1.410(b)-7 Definition of plan and 
rules governing plan disaggregation 
and aggregation. 

* * * * * * 

(c) *** 
(4) Plans benefiting certain disaggre

gated populations of employees. 
(i) In general. 
(ii) Definition of disaggregation 

population. 
(5) Additional rules for plans bene

fiting employees of more than one 
qualified separate line of business. 

Par. 3. §1.41O(b)-7 is amended as 
follows: 

1. Revising paragraphs (c)( 4) and 
(c )(5). 

2. Removing paragraph (c)(6). 
3. The revised provisions read as 

follows: 

§1.4JO(b)-7 Definition of plan and 
rules governing plan disaggregation 
and aggregation. 

* * * * * * 

(c) *** 

* * * * * * 

(4) Plans benefiting certain disag
gregation populations of employees
(i) ln general-(A) Single plan must be 
treated as separate plans. If a plan 
(i.e., a single plan within the meaning 
of section 414(1» benefits employees of 
more than one disaggregation popula
tion, the plan must be disaggregated 
and treated as separate plans, each 
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separate plan conslstmg of the portion 
of the plan benefiting the employees of 
each disaggregation population. See 
paragraph (c)( 4 )(ii) of this section for 
the definition of disaggregation popu
lation. 

(B) Benefit accruals or allocations 
attributable to current status. Except as 
otherwise provided in paragraph (c)(4)
(i)(C) of this section, in applying the 
rule of paragraph (c)(4)(i)(A) of this 
section, the portion of the plan benefit
ing employees of a disaggregation 
population consists of all benefits ac
crued by, or all allocations made to, 
employees while they were members of 
the disaggregation population. 

(C) Exceptions for certain benefit 
accruals-( 1) Attribution of benefits to 
first disaggregation population. If 
employees benefiting under a plan 
change from one disaggregation popu
lation to a second disaggregation popu
lation, benefits they accrue while mem
bers of the second disaggregation 
population that are attributable to years 
of service previously credited while the 
employees were members of the first 
disaggregation population may be 
treated as provided to them in their 
status as members of the first disag
gregation population, and thus included 
in the portion of the plan benefiting 
employees of the first disaggregation 
population. This special treatment is 
available only if it is applied on a 
consistent basis, it does not result in 
significant discrimination in favor of 
highly compensated employees, and the 
plan provision providing the additional 
benefits applies on the same terms to 
all similarly situated employees. For 
example, if all formerly collectively 
bargained employees accrue additional 
benefits under a plan after becoming 
noncollectively bargained employees, 
then those benefit increases may be 
treated as included in the portion of the 
plan benefiting collectively bargained 
employees if they are attributable to 
years of service credited while the 
employees were collectively bargained 
(e.g., where the additional benefits 
result from compensation increases that 
occur while the employees are non
collectively bargained or from plan 
amendments affecting benefits earned 
while collectively bargained that are 
adopted while the employees are non
collectively bargained) and if such 
treatment does not result in significant 
discrimination in favor of highly com
pensated employees. 

(2) Attribution of benefits to current 
disaggregation population. If em-
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ployees benefiting under a plan change 
from one disaggregation population to 
another disaggregation popUlation, ben
efits they accrue while members of the 
first disaggregation population may be 
treated as provided to them in their 
current status, and thus included in the 
portion of the plan benefiting 
employees of the disaggregation popu
lation of which they are currently 
members. This special treatment is 
available only if it is applied on a 
consistent basis and does not result in 
significant discrimination in favor of 
highly compensated employees. 

(ii) Definition of disaggregation 
population-(A) Plan benefiting 
employees of qualified separate lines of 
business. If an employer is treated as 
operating qualified separate lines of 
business for purposes of section 41 O(b) 
in accordance with §1.414(r)-I(b), and 
a plan benefits employees of more than 
one qualified separate lir,.e of business, 
the employees of each qualified sepa
rate line of business are separate 
disaggregation populations. In this case, 
the portion of the plan benefiting the 
employees of each qualified separate 
line of business is treated as a separate 
plan maintained by that qualified sepa
rate line of business. However, 
employees of different qualified sepa
rate lines of business who are benefit
ing under a plan that is tested under the 
special rule for employer-wide plans in 
§1.414(r)-I(c)(2)(ii) for a plan year are 
not separate disaggregation populations 
merely because they are employees of 
different qualified separate lines of 
business. 

(B) Plan benefiting collectively bar
gained employees. If a plan benefits 
both collectively bargained employees 
and noncollecti vely bargained 
employees, the collectively bargained 
employees are one disaggregation pop
ulation and the noncollectively bar
gained employees are another disag
gregation population. If the population 
of collectively bargained employees 
includes employees covered under dif
ferent collective bargaining agreements, 
the population of employees covered 
under each collective bargaining agree
ment is also a separate disaggregation 
population. 

(C) Plan maintained by more than 
one employer. If a plan benefits 
employees of more than one employer, 
the employees of each employer are 
separate disaggregation populations. In 
this case, the portion of the plan 
benefiting the employees of each 

employer is treated as a separate p~an 
maintained by that employer, whIch 
must satisfy section 41O(b) by refer
ence only to that employer's em
ployees. However, for purposes of this 
paragraph (c)(4)(ii)(C), if the plan of 
one employer (or, in the case of a plan 
maintained by more than one employer, 
the plan provisions applicable to the 
employees of one employer) treats 
compensation or service with another 
employer as compensation or service 
with the first employer, then the 
current accruals attributable to that 
compensation or service are treated as 
provided to an employee of the first 
employer under the plan of the first 
employer (or the portion of a plan 
maintained by more than one employer 
benefiting employees of the first 
employer), and the provisions of para
graph (c)(4)(i)(C) of this section do not 
apply to those accruals. Thus, for 
example, if Plan A maintained by 
Employer X imputes service or com
pensation for an employee of Employer 
Y, then Plan A is not treated as 
benefiting the employees of more than 
one employer as a result of this 
imputation. 

(5) Additional rules for plans bene
fiting employees of more than one 
qualified separate line of business. If a 
plan satisfies the reasonable classifica
tion requirement of § 1.41O(b )-4(b) be
fore the application of paragraph (c)( 4) 
of this section, then any portion of that 
plan that is treated as a separate plan as 
a result of the application of paragraph 
(c)( 4) of this section is deemed to 
satisfy that requirement. 

Par. 4. Section 1.414(r)-O is 
amended as follows: 

1. Adding entries for §1.414(r)-2, 
paragraphs (b )(2)(i) and (ii). 

2. Removing the entries for § 1.414-
(r)-3, paragraphs (c)(4)(i) and 
(c)(4)(ii). 

3. Amending the entries for § 1.414-
(r)-3 by revising the entry for para
graph (c)(5)(iii) and adding entries for 
paragraphs (c)(5)(iii)(A) and (B). 

4. Amending the entries for § 1.414-
(r)-6 as follows: 

a. Revising the entry for paragraph 
(b). 

b. Removing the entries for para
graphs (c) and (c)(l) through (c)(l2). 

5. Amending the entries for 
§1.414(r)-7 as follows: 

a. Removing the entries for para
graphs (c)(2); 



b. Redesignating the entries for para
graphs (c)(3) through (c)(S) as para
graphs (c)(2) through (c)(4); 

c. Removing the entries for para
graphs (d) and (d)(l) through (d)(3). 

6. Amending the entry for 
§1.414(r)-8 as follows: 

a. Removing the entry for paragraph 
(d)(4). 

b. Redesignating the entry for para
graph (d)(S) as paragraph (d)(4). 

7. The added, revised, and redesig
nated entries read as follows: 

§1.414(r)-O Table of Contents. 

* * * * * * 

§1.414(r)-2 Line of business. 

(b) 

(2) 
*** 
*** 

* * * * * * 

(i) In general. 
(ii) Timing of provision of property 

or services. 

* * * * * * 

§1.414(r)-3 Separate line of business 

(c) 

(S) 

*** 
*** 

* * * * * * 

(iii) Optional rule for transferred 
employees. 

(A) In general. 
(B) Change in employee's status. 

* * * * * * 

§1.414(r)-6 Qualified separate line of 
business-administrative scrutiny 
requirement-individual 
determinations. 

* * * * * * 

(b) Authority to establish pro
cedures. 

* * * * * * 

Par. S. Section 1.414(r)-1 is 
amended as follows: 

I. The fourth and seventh sentences 
of the Example in paragraph (c)(2)(ii) 
are amended by adding the language 
"nonhighly compensated" immediately 
after "nonexcludable." 

2. Paragraph (c)(3)(ii) is amended by 
removing the reference "1.40 I (a)(26)-
2(d)(6)" and adding "1.401(a)(26)-
2(d)(l)(iv)" in its place. 

3. The last sentence of paragraph 
(d)(4) is amended by adding the 

language "scrutiny" immediately after 
"administrative.' , 

4. The last sentence of paragraph (e) 
is amended by removing the language 
"and new conditions under which an 
individual determination may be re
quested under section § 1.414(r)-6". 

Par. 6. Section 1.414(r)-2 IS 

amended as follows: 
I. Paragraph (b )(2) is revised. 
2. Example 1 and Example 2 in 

paragraph (c)(3) are revised. 
3. The revised provisions read as 

follows: 

§1.414(r)-2 Line of business. 

* * * * * * 

(b) *** 
(2) Property and services provided 

to customers-(i) In general. Property, 
whether real or personal, tangible or 
intangible, is provided by an employer 
to a customer if the employer provides 
the property to or on behalf of the 
customer for consideration. Similarly, 
services are provided by an employer 
to a customer if the employer renders 
the services to or on behalf of the 
customer for consideration. An individ
ual item of property or service is taken 
into account under this paragraph (b )(2) 
only if the employer provides the item 
to a person other than the employer in 
the ordinary course of a trade or 
business conducted by the employer 
and the person to whom the employer 
provides the item is acting in the 
capacity as a customer of the employer. 
A type of tangible property is deemed 
to be provided to customers of the 
employer for purposes of this section 
if, with respect to a business that 
produces or manufactures that type of 
tangible property, the employer satis
fies the special rule in §1.414(r)-
3(d)(2)(iii)(B) for vertically integrated 
businesses. 

(ii) Timing of provision of property 
or services. Generally an employer 
determines its lines of business on the 
basis of the property and services it 
provides to its customers for considera
tion during the testing year. However, 
it is not necessary both that property or 
services actually be provided, and that 
consideration for the property or serv
ices actually be paid, during the current 
testing year. For an employer to be 
considered to provide property or serv
ices to customers for consideration 
during a testing year under this para
graph (b )(2), it is sufficient that the 

property or services actually be 
provided to customers during the test
ing year, the consideration actually be 
paid during the testing year, or the 
employer actually incur significant 
costs during the testing year associated 
with the provision of the property or 
services to a specified customer or 
specified customers. 

(c) 

(3) 

*** 
*** 

* * * * * * 

Example 1. Employer H operates several dairy 
farms and dairy processing plants. The dairy 
farms provide part of their output of milk and 
milk by-products to Employer H's dairy product 
processing plants and also sell part to retail 
distributors unrelated to Employer H. The dairy 
farms' provision of milk and milk by-products to 
Employer H's dairy product processing plants 
does not constitute the provision of property or 
services to customers of Employer H. because 
the milk and milk by-products are not provided 
to a person other than employer H. However. the 
dairy farms' provision of milk and milk by
products to independent retail distributors does 
constitute the provision of property or services to 
customers of Employer H under paragraph (b)(2) 
of this section. 

Example 2. The facts are the same as in 
Example 1. except that the dairy farms provide 
their entire output of milk and milk by-products 
to Employer H's dairy product processing plants. 
The dairy farms' provision of milk and milk by
products to the dairy product processing plants 
generally does not constitute the provision of 
property or services to customers of Employer H 
because the milk and milk by-products are not 
provided to a person other than Employer H. 
However. paragraph (b)(2)(i) of this section 
provides a special rule for vertically integrated 
businesses that satisfy § l.4l4(r)-3(d)(2)(iii)(B). 
If §1.4l4(r)-3(d)(2)(iii)(B) is satisfied. then. 
under the special rule of paragraph (b)(2)(i) of 
this section. the milk and milk by-products are 
deemed to be provided to customers of Employer 
H. 

* * * * * * 

Par. 7. Section 1.414(r)-3 is 
amended as follows: 

I. The second sentence of paragraph 
(b)( 4) is revised. 

2. Paragraph (c)(2)(ii) is revised. 
3. Paragraph (c)(4) is revised. 
4. Paragraph (c)(S)(iii) is revised. 
S. The last sentence of the introduc

tory text of paragraph (c)( 6) is revised. 
6. A sentence is added to the end of 

Example 2 of paragraph (c)(6). 
7. In paragraph (c)(6), the phrase 

"(in accordance with paragraph (c)(S)
(iii) of this section)" is removed from 
the seventh sentence of Example 3. the 
fifth sentence of Example 4. the fifth 
and sixth sentences of Example 5. and 
the fifth sentence of Example 7. 

1993-2 C.B. 607 



8. Two sentences are added to the 
end of Example 5 of paragraph (c)(6). 

9. A sentence is added to the end of 
the introductory text of paragraph 
(c)(7). 

10. Example 1 of paragraph (c)(7) is 
revised. 

11. In Example 2 of paragraph 
(c)(7), the phrase "(in accordance with 
paragraph (c )(5)(iii) of this section)" is 
removed from the third sentence. 

12. Examples 3 and 4 of paragraph 
(c)(7) are redesignated Examples 4 and 
5, respectively, and a new Example 3 is 
added. 

13. The first sentence of newly 
designated Example 5 in paragraph 
(c )(7) is amended by removing the 
reference ,. Example 3" and adding 
"Example 4" in its place. 

14. Paragraph (d)(2) is revised. 
15. Example 1 of paragraph (d)(4) is 

revised. 
16. The additions and revisions read 

as follows: 

§1.414(r)-3 Separate line of business. 

* * * * * * 

(b) *** 
(4) Separate employee workforce. 

*** A line of business has its own 
separate workforce only if at least 90 
percent of the employees who provide 
services to the line of business, and 
who are not substantial-service 
employees with respect to any other 
line of business, are substantial-service 
employees with respect to the line of 
business. *** 

(c) *** 
(2) *** 
(ii) The denominator of which is the 

total number of employees who provide 
services to the line of business within 
the meaning of paragraph (c)(5) of this 
section and who are not substantial
service employees within the meaning 
of §1.414(r)-1l(b)(2) with respect to 
any other line of business. 

* * * * * * 

(4) Employees taken into account. 
For purposes of applying this paragraph 
(c), only employees who are employees 
on the first testing day are taken into 
account. For this purpose, there are no 
excludable employees except nonresi
dent aliens described in section 
410(b )(3 )(C). Consequently, all other 
employees who are employees on the 
first testing day are taken into account, 
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including collectively bargained 
employees. For the definition of First 
testing day, see §1.414(r)-1l(b)(7). 

(5) *** 
(iii) Optional rule for employees 

who change status-(A) In general. 
Solely for purposes of the separateness 
rules of this section, and for purposes 
of the assignment rules of §1.414(r)-7, 
if an employee changes status as 
described in paragraph (c)(5)(iii)(B) of 
this section, an employer may, for up 
to three consecutive testing years after 
the base year (within the meaning of 
paragraph (c)(5)(iii)(B)(1) or (2) of this 
section), treat the employee as provid
ing the same level of service to its 
lines of business as the employee 
provided in the base year. 

(B) Change in employee's status. An 
employee changes status as described 
in this paragraph (c)(5)(iii)(B) if-

(1) For a testing year (the base 
year), the employee was a substantial
service employee with respect to a 
qualified separate line of business of 
the employer (prior line of business) 
and, for the immediately succeeding 
testing year, the employee is not a 
substantial-service employee with re
spect to that prior line of business; or 

(2) For a testing year (the base 
year), the employee was a residual 
shared employee and, for the imme
diately succeeding testing year, the 
employee is a substantial-service 
employee with respect to a qualified 
separate line of business. 

(c) *** 
(6) *** Unless otherwise specified, 

it is assumed that the employees and 
their services described in these exam
ples are taken into account under 
paragraphs (c)(4) and (5) of this section 
for the testing year and that the 
employer does not use the option under 
§1.414(r)-1l(b)(2) to treat employees 
who provide less than 75 percent of 
their services to a line of business as 
substantial-service employees with re
spect to the line of business. 

* * * * * * 
Example 2. *** Moreover, because Employees 

M and N provide at least 75 percent of their 
services to Employer A's tire and automotive 
products line of business and are substantial
service employees with respect to that line, they 
are disregarded in applying paragraph (b)(4) of 
this section to any other line of business, even if 
they provide services to the other line. 

* * * * * * 
Example 5. *** Under the definition of 

substantial-service employee in § lAI4(r)-

11(b)(2). Employer A may treat Employee R as a 
substantial-service employee with respect to the 
tire and automotive products line of business 
because Employee R provides at least 50 percent 
of his services to that line. In that case, 
Employee R would be disregarded in applying 
paragraph (b)( 4) of this section to the con
struction machinery and agricultural equipment 
lines of business. 

* * * * * * 

(7) *** Unless otherwise specified, 
it is assumed that employees who 
provide services to a line of business 
are not substantial-service employees 
with respect to any other line of 
business and that, in determining the 
top-paid employees with respect to a 
line of business, the employer is using 
the option under §1.414(r)-1l(b)(3) to 
disregard all employees who provide 
less than 25 percent of their services to 
that line of business, 

Example 1. (a) Employer C operates three 
lines of business as determined under § 1.414(r)-
2. One of its lines of business is the operation of 
a chain of athletic equipment and apparel stores. 
Of Employer C's total workforce. 12,000 
employees provide more than a negligible 
amount of the services they provide to Employer 
C to the athletic equipment and apparel stores 
line of business, within the meaning of paragraph 
(c)(5) of this section. Of the 1,200 employees 
who constitute the top ten percent by compensa
tion of those 12,000 employees, 930 are 
substantial-service employees with respect to that 
line of business. Because 930 is 77.5 percent of 
1,200, less than 80 percent of the top-paid 
employees with respect to the line of business 
are substantial-service employees with respect to 
that line of business. Therefore, employer C's 
athletic equipment and apparel stores line of 
business does not have its own separate manage
ment under paragraph (b)(5) of this section. 

(b) Assume that, in determining the top-paid 
employees with respect to the athletic equipment 
and apparel stores line of business, Employer C 
chooses to disregard all employees who provide 
less than 25 percent of their services to the line 
of business as permitted under the definition in 
§1.414(r)-II(b)(3). Of the 12,000 employees 
who provide more than a negligible amount of 
their services to the athletic equipment and 
apparel stores line of business, 10,000 provide at 
least 25 percent of their services to that line. Of 
the 1,000 employees who constitute the top ten 
percent by compensation of those 10,000 
employees, 930 are substantial-service employees 
with respect to the athletic equipment and 
apparel stores line of business. Because 930 is 93 
percent of 1.000, at least 80 percent of the top
paid employees with respect to the line of 
business are substantial-service employees with 
respect to that line of business. Therefore, 
employer C's athletic equipment and apparel 
stores line of business has its own separate 
management and satisfies the requirement of 
paragraph (b)(5) of this section. 

* * * * * * 
Example 3. The facts are the same as in 

Example 2 except that Employee X provides 60 



percent of his services to Employer C's second 
line of business, an athletic equipment factory, 
and 30 percent of his service to Employer C's 
third line of business, a fast-food chain. Because 
Employee X provides at least 50 percent of his 
services to the athletic equipment factory line of 
business. Employer C chooses to treat him as a 
substantial-service employee with respect to that 
line of business, as permitted under §1.414(r)
II(b)(2). Thus. Employee X is taken into 
account as a substantial-service employee with 
respect to the athletic equipment factory line of 
business and is disregarded in applying the 
separate workforce and separate management 
requirements under paragraphs (b)( 4) and (5) to 
the fast-food chain line of business. 

* * * * * * 

(d) *** 
(2) Requirements. Two lines of busi

ness satisfy the requirements of this 
paragraph (d) with respect to a type of 
property or service only if-

(i) One of the lines of business (the 
upstream line of business) provides a 
type of property or service to the other 
line of business (the downstream line 
of business); 

(ii) The downstream line of business 
either-

(A) Uses, consumes, or substantially 
modifies the property or service in the 
course of itself providing property or 
services to customers of the employer; 
or 

(B) Provides the same property or 
service to customers of the employer at 
a different level in the chain of 
commercial distribution from the up
stream line of business (e.g., retail 
versus wholesale); and 

(iii) The upstream line of business 
either-

(A) Provides the same type of prop
erty or service to customers of the 
employer, and at least 2S percent of the 
total number of units of the same type 
of property or service provided by the 
upstream line of business to all persons 
(including customers of the employer, 
the downstream line of business, and 
all other lines of business of the 
employer) are provided to customers of 
the employer by the upstream line of 
business, when measured on a uniform 
basis; or 

(B) Provides to the downstream line 
of business property consisting pri
marily of a type of tangible property 
(i.e., goods, not services) that it pro
duces or manufactures, and some en
tities that are engaged in a similar 
business as the upstream line of busi
ness provide the same type of tangible 
property to unrelated customers (i.e .. 

customers outside the entities' con
trolled groups). 

* * * * * * 

(4) *** 

Example 1. Employer E operates two lines of 
business as determined under §1.414(r)-2. one 
engaged in upholstery textile manufacturing and 
the other in furniture manufacturing. During the 
testing year, the upholstery textile line of 
business provides its entire output of upholstery 
textiles to the furniture line of business. The 
furniture line of business uses the upholstery 
textiles in the manufacture of upholstered furni
ture for sale to customers of Employer E. The 
furniture line of business thus substantially 
modifies the upholstery textiles provided to it by 
the upholstery textile line of business in provid
ing upholstered furniture products to customers 
of Employer E. In addition. although the 
upholstery textile line of business does not 
provide upholstery textiles to customers of 
Employer E. some entities engaged in upholstery 
textile manufacturing provide upholstery textiles 
to customers outside their controlled groups. 
Under these facts. Employer E's two lines of 
business satisfy the requirements of this para
graph (d) with respect to upholstery textiles for 
the testing year. 

Par. 8. Section 1.414(r)-S is 
amended as follows: 

1. Paragraph (b)(S)(ii) IS revised. 
2. Paragraphs (d)(1)(ii)(B) and (C) 

are revised. 
3. The concluding text of paragraph 

(d)(1) is removed. 
4. Paragraph (d)(1 )(iii) is added. 
S. Example 2 of paragraph (d)(4) IS 

revised. 
6. The last sentence of paragraph 

(g)(2)(iii)(A) is revised. 
7. The last sentence of paragraph 

(g)(2)(iii)(D) is revised. 
8. The last sentence of paragraph 

(g)(3)(iii)(B) is amended by: 
a. Adding the word "qualified" im

mediately before "disability"; 
b. Removing the reference 

"§1.401(a)(4)-3(d)(6)(vi)" and adding 
"section 4l1(a)(9)" in its place. 

9. The last sentence of paragraph 
(g)(3)(iii)(D) is revised. 

10. Paragraph (g)(S) is revised. 
11. The revised provisions read as 

follows: 

§1.414(r)-5 Qualified separate line of 
business-administrative scrutiny 
requirement-safe harbors. 

(b) *** 
(S) *** 

* * * * * * 

(ii) No more than five percent of the 
employees of the separate line of 
business for the current testing year 
were employees of a different separate 
line of business for the immediately 
preceding testing year, and no more 
than five percent of the employees of 
the separate line of business for the 
immediately preceding testing year are 
employees of a different separate line 
of business for the current testing year. 

(d) 

(1) 

*** 
*** 

(ii) *** 

* * * * * * 

(B) No more than 10 percent of the 
employees who are substantial-service 
employees with respect to the acquired 
line of business were substantial
service employees with respect to a 
different separate line of business for 
the immediately preceding testing year; 
and 

(C) No more than 10 percent of the 
employees who were substantial-service 
employees with respect to the acquired 
line of business for the immediately 
preceding testing year are substantial
service employees with respect to a 
different separate line of business in 
the respective testing year. 

(iii) If the transaction described in 
paragraph (d)( 1) of this section occurs 
after the first testing day in a testing 
year, the determinations required by 
paragraphs (d)(l)(ii)(B) and (C) of this 
section with respect to that testing year 
are made as of the date of the 
transaction. 

* * * * * * 
(4) *** 

Example 2. The facts are the same as in 
Example 1 except that. by the first testing day in 
1997 (Transition Year I). there are 300 addi
tional substantial-service employees with respect 
to the pharmaceutical supplies line of business. 
increasing the total number to 4.300. Of those 
300 employees. 250 were substantial-service 
employees with respect to a different separate 
line of business for testing year 1996 and 50 are 
new hires. Assume that. on the first testing day 
in Transition Year I, the pharmaceutical supplies 
line of business satisfies the requirements of 
§1.414(r)-3 (taking into account §1.414(r)
I(d)(4)) and therefore constitutes a separate line 
of business. Because 250 is 6 percent of 4.300, 
no more than ten percent of the employees who 
are substantial-service employees with respect to 
the pharmaceutical supplies line of business were 
substantial-service employees with respect to a 
different separate line of business for the 
immediately preceding testing year. The 50 
newly hired employees are disregarded in mak
ing this determination. Under these facts. the 
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phannaceutical supplies separate line of business 
satisfies the safe harbor in this paragraph (d) for 
Transition Year I. 

(g) *** 
(2) *** 
(iii) *** 

****** 

(A) *** For purposes of this para
graph (g)(2)(iii), the nonnal accrual 
rate is the percentage (not less than 0) 
detennined by subtracting the em
ployee's nonnalized accrued benefit as 
of the end of the prior plan year 
(expressed as a percentage of average 
annual compensation as of the end of 
the prior plan year) from the em
ployee's nonnalized accrued benefit as 
of the end of the plan year (expressed 
as a percentage of average annual 
compensation as of the end of the plan 
year). *** 

* * * * * * 
(D) *** However, a plan may dis

regard in a reasonable and consistent 
manner: years before 1994, years more 
than 10 years preceding the current 
plan year, and years for which the 
employer does not use this paragraph 
(g)(2) to satisfy this safe harbor with 
respect to the separate line of business. 

*** 

* * * * * * 
(3) *** 
(iii) *** 
(D) *** In the case of a plan with 

subsidized optional fonns, the deter
mination of accrual rate for the plan 
year under paragraph (g)(2)(iii)(A) of 
this section is the percentage (not less 
than 0) determined by subtracting the 
largest of the sums of the employee's 
nonnalized QJSAs and QSUPPs deter
mined for each age under §1.401(a)(4)-
3(d)(1 )(ii) as of the end of the prior 
plan year (expressed as a percentage of 
average annual compensation as of the 
end of the prior plan year) from the 
largest of the sums of the employee's 
nonnalized QJSAs and QSUPPs deter
mined for each age under § 1.40 1 (a)( 4)-
3(d)(I)(ii) as of the end of the plan 
year (expressed as a percentage of 
average annual compensation as of the 
end of the plan year). 

* * * * * * 
(5) Certain contingency provisions 

ignored. For purposes of this paragraph 
(g). an employee' s accrual or allocation 
rate IS detennined without regard to 
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any minimum benefit or any maximum 
benefit limitation that is applicable to 
the employee only if the separate line 
of business fails otherwise to satisfy 
the requirement of administrative 
scrutiny. 

Par. 9. Section 1.414(r)-6 is 
amended as follows: 

1. In paragraph (a), a new sentence 
is added after the second sentence, the 
next sentence is revised, and the last 
sentence is removed. 

2. Paragraph (b) is revised. 

3. Paragraph (c) is removed. 

4. The addition and revisions read as 
follows: 

§1.414(r)-6 Qualified separate line of 
business-administrative scrutiny 
requirement-individual determinations 

(a) *** The Commissioner shall is
sue such an individual detennination 
only when it is consistent with the 
purpose of section 414(r), taking into 
account the nondiscrimination require
ments of sections 40I(a)(4) and 41O(b). 
Paragraph (b) of this section authorizes 
the Commissioner to establish proce
dures for requesting and granting indi
vidual detenninations. 

(b) Authority to establish proce
dures. The Commissioner may, in 
revenue rulings and procedures, 
notices, and other guidance of general 
applicability, prescribe procedures and 
additional rules for requesting and 
granting individual detenninations un
der this section. For example, such 
guidance may specify the circum
stances in which an employer may 
request an individual detennination and 
factors to be taken into account in 
deciding whether to grant a favorable 
individual detennination. In addition, 
such guidance may describe situations 
that automatically fail the administra
tive scrutiny requirement. 

* * * * * * 
Par. 10. Section I.4I4(r)-7 is 

amended as follows: 

1. The last sentence of paragraph 
(a)(1) is revised. 

2. Paragraph (b)(2)(ii) is amended 
by removing the language "with re
spect to a qualified separate line of 
business" . 

3. The last sentence of paragraph 
(b)(3) is amended by removing the 
language "(including whether the re
sidual shared employee is eligible for 

assignment under paragraph (c )(2) of 
this section)". 

4. Paragraph (c)( 1) is revised. 

5. Paragraph (c)(2) is removed. 

6. Paragraphs (c)(3) through (c)(5) 
are redesignated (c)(2) through (c)(4), 
respectively. 

7. Newly designated paragraphs 
(c)(2)(i), (c)(3)(i) and (c)(4)(i) are 
amended by removing the language 
"who are not assigned under paragraph 
(c)(2) of this section". 

8. Newly designated paragraphs 
(c)(2)(i), (c)(2)(iv)(C), (c)(2)(v), and 
Example 2 and Example 4 of paragraph 
(c)(2)(v) are amended by removing the 
reference "paragraph (c)(3)" and 
adding "paragraph (c)(2)" in its place. 

9. Newly designated paragraphs 
(c)(2)(i), (c)(2)(iv), and paragraph (ii) 
of Example 1 of newly designated 
paragraph (c)(2)(v) are amended by 
removing the reference "paragraph 
(c)(3)(ii)" and adding "paragraph 
(c)(2)(ii)" in its place. 

10. Newly designated paragraph 
(c)(2)(i) is amended by removing the 
reference "paragraph (c)(3)(iv)" and 
adding "paragraph (c)(2)(iv)" in its 
place. 

11. Newly designated paragraph 
(c)(2)(iii)(A) is revised. 

12. Redesignated paragraph (c)(2)
(iv) is amended by: 

a. Removing the word "or" from 
the end of paragraph (c)(2)(iv)(B); 

b. Adding the word "or" to the end 
of paragraph (c)(2)(iv)(C); 

c. Adding paragraph (c)(2)(iv)(D). 
13. Example 1 of redesignated para

graph (c)(2)(v) is amended by remov
ing the third sentence. 

14. The first sentence of newly des
ignated paragraph (c)(2)(v), Example 4 
(ii) is amended by removing the 
reference "paragraph (c)(3)(iii)" and 
adding "paragraph (c)(2)(iii)" in its 
place. 

15. The last sentence of newly 
designated paragraph (c)(2)(v), Exam
ple 4(ii) is amended by removing the 
reference "paragraph (c)(3 )(iii)(B)" 
and adding "paragraph (c)(2)(iv)(B)" 
in its place. 

16. Newly designated paragraphs 
(c)(3)(i), (c)(3)(ii), and the introductory 
language and third sentence of Example 
J of redesignated paragraph (c)(3)( iii) 
are amended by removing the reference 
"paragraph (c)( 4)" and adding "para
graph (c)(3)" in its place. 



17. Newly designated paragraph (c)
(3)(i) is amended by removing the 
reference "(c)(3)(iii)" and adding 
"(c)(2)(iii)" in its place. 

18. Newly designated paragraphs 
(c)(3)(ii)(A) and (c)(3)(ii)(B) are 
amended by removing the reference 
"(c)(4)(i)" and adding "(c)(3)(i)" in 
its place. 

19. The first sentence of Example I 
of newly designated paragraph (c)(3)
(iii) is amended by removing the ref
erence "paragraph (c)(3)(iv)" and 
adding "paragraph (c)(2)(v)" in its 
place and by removing the word "and" 
and adding "except" in its place. 

20. Newly designated paragraphs 
(c)(4)(i), (c)(4)(ii), and (c)(4)(iii) are 
amended by removing the reference 
"paragraph (c)(5)" and adding "para
graph (c)(4)" in its place. 

21. Newly designated paragraph 
(c)(4)(iii)(E) is amended by removing 
the reference "(c)(5)(iii)" and adding 
"(c)(4)(iii)" in its place. 

22. Paragraph (d) is removed. 
23. The added and revised provi

sions read as follows: 

§1.4I4(r)-7 Determination of the 
employees of an employer's qualified 
separate lines of business. 

(a) *** 
(1) In general. *** Paragraph (c) of 

this section provides methods for al
locating residual shared employees 
among qualified separate lines of 
business. 

* * * * * * 

(c) *** 
(1) In general. All residual shared 

employees must be allocated among an 
employer's qualified separate lines of 
business under one of the allocation 
methods provided in paragraphs (c)(2) 
through (4) of this section. An 
employer is permitted to select which 
method of allocation to apply for the 
testing year to residual shared 
employees. However, the same alloca
tion method must be used for all 
residual shared employees and for all 
purposes listed in paragraph (a)(2) of 
this section with respect to the testing 
year. 

(2) *** 
(iii) *** 
(A) Determination of percentage. 

The employee assignment percentage 
of a qualified separate line of business 

is the fraction (expressed as a 
percentage )-

(1) The numerator of which is the 
number of substantial-service em
ployees with respect to the qualified 
separate line of business who are as
signed to that line of business under 
paragraph (b) of this section; and 

(2) The denominator of which is the 
total number of substantial-service 
employees who are assigned to all 
qualified separate lines of business of 
the employer under paragraph (b) of 
this section. 

(iv) *** 
(D) The employee assignment per

centage is at least twice the employee 
assignment percentages of each of the 
employer's other qualified separate 
lines of business. 

* * * * * * 

Par. 11. Section 1.4l4(r)-8 is 
amended as follows: 

1. Removing paragraph (d)(4). 
2. Redesignating paragraph (d)(5) as 

(d)(4). 

Par. 12. Section 1.4l4(r)-ll is 
amended as follows: 

1. Paragraph (b)(2) is revised. 
2. The first sentence of paragraph 

(b)(3) is removed and two new sen
tences are added in its place. 

3. Paragraph (b)( 4) is revised. 
4. Paragraph (c)(2)(v) is amended by 

removing the references "1.414(r)-
7(c)(3)" and "1.414(r)-7(c)(4)" and 
adding "1.414(r)-7(c)(2)" and "1.414-
(r)-7(c)(3)" in their respective places. 

5. The added and revised provisions 
read as follows: 

§I.4I4(r)-II Definitions and special 
rules. 

* * * * * * 

(b) *** 
(2) Substantial-service employee. An 

employee is a substantial-service em
ployee with respect to a line of 
business for a testing year if at least 75 
percent of the employee's services are 
provided to that line of business for 
that testing year within the meaning of 
§1.4l4(r)-3(c)(5). In addition, if an 
employee provides at I,east 50% and 
less than 75% of the employee's serv
ices to a line of business for the testing 
year within the meaning of §1.4l4(r)-
3(c)(5), the employer may treat that 

employee as a substantial-service 
employee with respect to that line of 
business provided the employee is so 
treated for all purposes of these regula
tions. The employer may choose such 
treatment separately with respect to 
each employee. 

(3) Top-paid employee. Generally, 
an employee is a top-paid employee 
with respect to a line of business for a 
testing year if the employee is among 
the top 10 percent by compensation of 
those employees who provide services 
to that line of business for that testing 
year within the meaning of §1.414(r)-
3(c)(5) and who are not substantial
service employees within the meaning 
of §1.4l4(r)-11(b)(2) with respect to 
any other line of business. In addition, 
in determining the group of top-paid 
employees, the employer may choose 
to disregard all employees who provide 
less than 25 percent of their services to 
the line of business. *** 

(4) Residual shared employee. An 
employee is a residual shared employee 
for a testing year if the employee is not 
a substantial-service employee with 
respect to any line of business for the 
testing year. 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of Federal Register on 
September I, 1993, 4:15 p.m., and published 
in the issue of the Federal Register for 
September 7, 1993, 58 F.R. 40790) 

Partial Withdrawal of Proposed 
Rulemaking 

Application of Section 446 With 
Respect to Notional Principal 
Contracts 

FI-16-89 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Partial withdrawal of pro
posed rulemaking. 

SUMMARY: This document withdraws 
the proposed regulations relating to the 
mark-to-market election for dealers and 
traders in derivative financial instru
ments. 
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SUPPLEMENTARY INFORMATION: 

Background 

On July 10, 1991, the IRS published 
in the Federal Register a notice of 
proposed rulemaking at 56 FR 31350 
(FI-16-89, 1991-2 C.B. 951) under 
sections 446(b) (relating to general 
rules for methods of accounting) and 
1092(d) (relating to definitions and 
special rules with respect to straddles) 
of the Internal Revenue Code of 1986. 
The proposed regulations provided an 
election by which dealers and traders in 
notional principal contracts and other 
derivative financial instruments could 
mark their derivative instruments to 
market. 

In view of the enactment of the 
Omnibus Budget Reconciliation Act of 
1993, Pub. L. 103-66, § 13223, 107 Stat. 
312 (codified at I.R.C. §475), which 
requires dealers to mark certain se
curities to market, § 1.446-4 of the pro
posed regulations is hereby withdrawn. 

List of Subjects in 26 CFR Part I 

Income taxes, Reporting and record
keeping requirements. 

Partial Withdrawal of Notice of 
Proposed Rulemaking. 

Accordingly, under the authority of 
26 U.S.c. 7805, proposed §1.446-4 
published in the Federal Register on 
July 10, 1991 (56 FR 31350), is 
withdrawn. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
October 8, 1993, I :26 p.m., and published in 
the issue of the Federal Register for October 
14. 1993, 58 F.R. 53168) 

Notice of Proposed Rulemaking 

Computation of Equity Base 

FI-29-93 

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 *** [T.D. 8484, page 
248, this Bulletin], the Internal Reve-
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nue Service is issuing temporary reg
ulations relating to the determination of 
the equity base for purposes of comput
ing the differential earnings amount 
and recomputed differential earnings 
amount, which are used in determining 
the deduction for policyholder divi
dends of a mutual life insurance 
company. The temporary regulations 
provide that the equity base includes 
the amount of any asset valuation 
reserve and the amount of any interest 
maintenance reserve reported on the 
annual statement prescribed by the 
National Association of Insurance 
Commissioners (NAIC) for filing with 
the insurance regulatory authorities of a 
state. The text of the temporary regula
tions also serves as the comment 
document for this notice of proposed 
rulemaking. 

DATES: Written comments must be 
received by November 2, 1993. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for Friday, December 3, 1993, at 
10:00 a.m. must be received by 
November 12, 1993. 

ADDRESSES: Send all submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Wash
ington, D.C. 20044 (Attn: 
CC:DOM:CORP:T:R (FI-29-93), 
Room 5228). In the alternative, all 
submissions may be hand delivered to: 
CC:DOM:CORP:T:R (FI-29-93), Inter
nal Revenue Service, Room 5228, 1111 
Constitution Avenue, NW, Washington, 
D.C. 20224. The public hearing will be 
held in the IRS Auditorium, Seventh 
Floor, 7400 Corridor, 1111 Constitution 
Avenue, NW, Washington, D.C. 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

For the text of the temporary regula
tions adding § 1. 809-lOT 26 CFR part 
1, see T.D. 8484, published in *** 
[page 248, this Bulletin]. The preamble 
to the temporary regulations explains 
the regulations. 

Special Analyses 

It has been determined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 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, 
these regulations will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are timely submitted 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying, 

A public hearing will be held on 
Friday, December 3, 1993, at 10:00 
a.m. in the IRS Auditorium, Internal 
Revenue Service Building, 1111 Con
stitution Avenue, NW, Washington, 
D.C. The rules of §601.601(a)(3) of the 
"Statement of Procedural Rules" (26 
CFR part 601) shall apply to the public 
hearing. 

Any person who has submitted 
timely written comments, and who 
desires to present oral comments at the 
hearing on the proposed regulations, 
should submit, not later than November 
12, 1993, a request to speak and an 
outline of the oral comments to be 
presented at the hearing stating the 
time the person wishes to devote to 
each subject. 

Each speaker (or group of speakers 
representing a single entity) will be 
limited to 10 minutes for an oral 
presentation exclusive of the time 
consumed by questions from the panel 
for the government and answers 
thereto. 

Because of controlled access restric
tions, attendees cannot be admitted 
beyond the lobby of the Internal 
Revenue Service Building before 9:45 
a.m. 

An agenda showing the scheduling 
of the speakers will be made after the 
outlines are received from persons 
testifying. Copies of the agenda will be 
available free of charge at the hearing. 

List of Subjects in 26 CFR Part I 

Income taxes, Reporting and rec
ordkeeping requirements. 



Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
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. Section 1.809-10 is added to 

read as follows: 

§1.809-10 Computation of equity 
base. 

[The text of this section, as pro
posed, is the same as the text of the 
temporary regulations published else
where in *** [T.D. 8484, page 248, 
this Bulletin]. 

Phil Brand, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 3, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
September 7, 1993, 58 F.R. 47089) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Hedging Transactions 

FI-46-93 

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 *** [T.D. 8493, page 
255, this Bulletin], the IRS is issuing 
temporary regulations to clarify the 
character of gain or loss from the sale 
or exchange of property that is part of 
a business hedge. The temporary regu
lations address questions that have 
arisen as a result of the decision of the 
United States Supreme Court in 
Arkansas Best. The temporary regula
tions provide guidance to taxpayers 
entering into hedging transactions and 
serve as a basis for resolving pending 
cases involving gains and losses from 
hedging. The text of the temporary 
regulations also serves as a partial text 
of these proposed regulations. This 

document also contains proposed spe
cial identification requirements for spe
cific types of hedging transactions. 

DATES: Written comments must be 
received by December 20, 1993. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for Wednesday, January 19, 1994, 
at 10:00 a.m. must be received by 
December 23, 1993. 

ADDRESSES: Send all submissions to: 
Internal Revenue Service, P. O. Box 
7604, Ben Franklin Station, Wash
ington, D.C. 20044 (Attn: 
CC:DOM:CORP:T:R (FI-46-93), 
Room 5228). In the alternative, com
ments and requests may be hand 
delivered to: CC:DOM:CORP:T:R (FI-
46-93), Internal Revenue Service, 
Room 5228, 1111 Constitution Avenue, 
N.W., Washington, D.C. 20224. The 
public hearing will be held in the IRS 
Auditorium, Seventh Floor, 7400 Cor
ridor, 1111 Constitution Avenue, N.W., 
Washington, D.C. 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 (44 U.S.c. 
3504(h)). 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, 
D.C. 20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer PC:FP, Washington, 
D.C. 20224. 

The collection of information in this 
regulation is in §1.l221-2(c). This 
information is required by the Internal 
Revenue Service to aid it in administer
ing the law and to prevent manipula
tion, such as recharacterization of 
transactions in view of later develop
ments. This information will be used to 
verify that a taxpayer is properly re
porting its business hedging trans
actions. The likely recordkeepers 
are businesses or other for-profit 
institutions. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa-

tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual record
keepers may require greater or less 
time, depending on their particular 
circumstances. 

Estimated total annual recordkeeping 
burden: 50,000 hours. 

The estimated annual burden per 
recordkeeper varies from .10 to 10.00 
hours depending on individual circum
stances, with an estimated average of 
.50 hour. 

Estimated number of recordkeepers: 
100,000. 

Explanation of Provisions 

This notice of proposed rulemaking 
cross references the text of temporary 
regulations, published in *** [T.D. 
8493, page 255, this Bulletin], which 
add new §§1.l221-2T, 1.1233-2T, and 
1.1234-4T to the Income Tax Regula
tions (26 CFR part 1). For the text, see 
the temporary regulations published in 
*** [page 255, this Bulletin]. The 
preamble to the temporary regulations 
explains the regulations. 

This notice of proposed rulemaking 
also contains rules under § § 1.1221-2( c) 
and 1.1256-1 that are not in the 
temporary regulations. Proposed 
§ 1.1221-2( c )(2) contains special identi
fication requirements for specific types 
of hedging transactions. Special rules 
are proposed for inventory hedges, 
hedges of debt instruments that cover 
less than the instruments' terms, antic
ipatory debt hedges, and hedges of 
aggregate risks. The Service believes 
that each of the special rules is needed 
to enable its examiners to verify that 
identified transactions are being prop
erly treated for tax purposes. The 
Service invites comments about the 
scope of the proposed special rules and 
about other types of hedges (including 
hedges entered into with related par
ties) that may require similar 
provisions. 

Proposed §§1.1221-2(c)(4) and 
1. 1256( e )-1 contain provisions to coor
dinate the identification of hedges for 
purposes of sections 1221 and 1256(e). 
Proposed § 1.1221-2( c)( 4) provides that 
an identification for purposes of section 
1256(e)(2)(C) is also an identification 
for purposes of § 1.1221-2(c). Proposed 
§ 1.1256(e )-1 provides that the identi
fication of a hedging transaction for 
purposes of section 1256(e)(2)(C) must 
satisfy the requirements of § 1.1221-

1993-2 C.B. 613 



2( c), and that any identification for 
purposes of § 1.1221-2( c) is also an 
identification for purposes of section 
1256(e)(2)(C). 

Special Analyses 

It has been detennined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis is not required. It has also been 
detennined 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, 
this notice of proposed rulemaking will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its impact 
on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying. 

A public hearing will be held on 
Wednesday, January 19, 1994, at 10:00 
a.m. in the IRS Auditorium, 7400 
Corridor, Internal Revenue Building, 
1111 Constitution Ave., N.W., Wash
ington, D.C. The rules of §601.601(a)
(3) of the "Statement of Procedural 
rules" (26 CFR part 601) shall apply 
to the public hearing. 

Persons who have submitted written 
comments by December 20, 1993, and 
who also desire to present oral com
ments at the hearing on the proposed 
regulations, should submit, not later 
than December 23, 1993, a request to 
speak and an outline of the oral 
comments to be presented at the 
hearing stating the amount of time they 
wish to devote to each subject. 

Each speaker (or group of speakers 
representing a single entity) will be 
limited to 10 minutes for an oral 
presentation, exclusive of the time 
consumed by the questions from the 
panel for the government and answers 
thereto. 

Because of controlled access restric
tions. attendees cannot be admitted 
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beyond the lobby of the Internal 
Revenue Building before 9:45 a.m. 

An agenda showing the scheduling 
of the speakers will be made after 
outlines are received from the persons 
testifying. Copies of the agenda will be 
available free of charge at the hearing. 

List of Subjects 

26 CFR part 1 
Income taxes, Reporting and record

keeping requirements. 

26 CFR part 602 
Reporting and recordkeeping 

requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
proposed to be amended as follows: 

Part I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding the 
following citation in numerical order to 
read as follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.1221-2 also issued under 

26 U.S.c. 6001 *** 
Par. 2. Section 1.1221-2 is added. 

The text of this section, as proposed, is 
the same as the text of the temporary 
regulation §1.l221-2T published else
where in *** [page 255, this Bulletin], 
except for paragraphs (c)(2), (c)(4), and 
(c)(5)(ii), which are added to read as 
follows: 

§1.1221-2 Hedging transactions 

* * * * * * 
(c) *** 
(2) Additional identification require

ments for certain hedging transactions. 
In addition to satisfying the require
ments of paragraph (c)( 1) of this 
section, the identification of certain 
hedging transactions must include the 
infonnation specified in this paragraph 
(c)(2). 

(i) Inventory hedges. If the hedging 
transaction relates to inventory held or 
to be held by the taxpayer, the identifi
cation must specify the type or class of 
inventory to which the transaction 
relates. 

(ii) Debt hedges for a limited period. 
If the hedging transaction relates to a 

debt instrument held or issued (or to be 
held or issued) by the taxpayer and 
hedges the instrument for less than its 
expected tenn, the identification must 
specify the period to which the transac
tion relates. 

(iii) Anticipatory debt hedges. If the 
hedging transaction relates to a debt 
instrument to be held or issued by the 
taxpayer, the identification must spec
ify the instrument's expected amount, 
date of acquisition or issuance, and 
tenn, and the manner in which interest 
is expected to be computed and paid. 

(iv) Anticipatory asset hedge. If the 
hedging transaction relates to assets to 
be acquired by the taxpayer, the identi
fication must specify the expected date 
of acquisition and quantity to be 
acquired. 

(v) Hedges of aggregate risks. If the 
hedging transaction relates to an aggre
gate risk, the identification must show 
what interest rate, currency, and/or 
price risks are being aggregated and the 
method of detennining the aggregate 
risk to be hedged. 

* * * * * * 
(4) Consistency with section 

1256(e)(2)(C). Any identification for 
purposes of section 1256(e)(2)(C) is 
also an identification for purposes of 
this section. 

(5) *** 
(ii) Special rule for paragraphs 

(c)(2) and (c)(4). Paragraphs (c)(2) and 
(c)(4) of this section apply to transac
tions entered into on or after 60 days 
after the publication of final regu
lations. 

* * * * * * 
Par. 3. Section 1.1233-2 is added to 

read as follows: 

§1.1233-2 Hedging transactions. 

[The text of this section, as pro
posed, is the same as the text of the 
temporary regulations published else
where in *** [T.D. 8493, page 255, 
this Bulletin]. 

Par. 4. Section 1.1234-4 is added to 
read as follows: 

§1.1234-4 Hedging transactions. 

[The text of this section, as pro
posed, is the same as the text of the 
temporary regulations published else
where in *** [T.D. 8493, page 255, 
this Bulletin]. 



Par. 5. Section 1.1256( e)-I is added 
to read as follows: 

§1.1256(e)-1 Identification of hedging 
transactions. 

(a) Identification and record-keeping 
requirements. Under section 1256(e)
(2)(C), a taxpayer who enters into a 
hedging transaction must identify the 
transaction as a hedging transaction 
before the close of the day on which 
the taxpayer enters into the transaction. 

(b) Requirements for identification. 
The identification of a hedging transac
tion for purposes of section 1256(e)(2)
(C) must satisfy the requirements of 
§ 1.1221-2( c). Solely for purposes of 
section 1256(f)(l), however, an identi
fication that does not satisfy all of the 
requirements of § l.1221-2(c) is nev
ertheless treated as an identification 
under section 1256(e)(2)(C). 

(c) Consistency with §1.1221-2. Any 
identification for purposes of § 1.1221-
2(c) is also an identification for pur
poses of this section. 

(d) Effective date. This section ap
plies to transactions entered into on or 
after 60 days after the publication of 
final regulations. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
October 18, 1993, 10:00 a.m., and published in 
the issue of the Federal Register for October 
20, 1993, 58 F.R. 54075) 

Notice of Proposed Rulemaking and 
Notice for Public Hearing 

Clear Reflection of Income in the 
Case of Hedging Transactions 

FI-54-93 

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 ac
counting for business hedging transac
tions. In *** [T.D. 8493, page 255, this 
Bulletin], the Internal Revenue Service 
is issuing temporary regulations to 
clarify the character of gain or loss 
recognized from the sale or exchange 
of property that is part of a business 
hedge. The text of the temporary regu-

lations serves as a partial text of 
proposed regulations, published else
where in *** [FI-46-93, page 613, this 
Bulletin], on the same subject. The 
proposed regulations in this document 
will provide guidance to taxpayers 
regarding when gain or loss from com
mon business hedging transactions is 
taken into account for tax purposes. 

DATES: Written comments must be 
received by December 20, 1993. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for January 19, 1994, must be 
recei ved by December 23, 1993. 

ADDRESSES: Send all submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Wash
ington, D.C. 20044 (Attn: 
CC:DOM:CORP:T:R (FI-54-93), 
Room 5228). The public hearing will 
be held in the IRS Auditorium, Seventh 
Floor, 7400 Corridor, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
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 (44 U.S.c. 
3504(h». Comments on 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, D.C. 
20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer, PC:FP, Washington, 
D.C. 20224. 

The collection of information in this 
regulation is in § l.446-4(d). This infor
mation is required by the Internal 
Revenue Service to verify compliance 
with section 446 of the Internal Reve
nue Code. This information will be 
used to determine whether the amount 
of tax has been computed correctly. 
The likely recordkeepers are businesses 
and other organizations. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the Internal 
Revenue Service. Individual record-

keepers may require more or less time, 
depending on their particular circum
stances. 

Estimated total annual recordkeeping 
burden: 20,000 hours. 

The estimated annual burden per 
recordkeeper varies from .10 to 10 
hours depending on individual circum
stances, with an estimated average of 
.20 hour. 

Estimated number of recordkeepers: 
100,000. 

Background 

Under proposed § 1.1221-2, pub
lished elsewhere in *** [FI-46-93, 
page 613, this Bulletin], property that 
is part of a hedging transaction, as 
defined, is not a capital asset. Thus, 
property that otherwise would be a 
capital asset is not a capital asset if it 
is part of a hedging transaction with 
respect to ordinary property, borrow
ings, or obligations. Similarly, gain or 
loss on a short sale or option that is 
part of a hedging transaction is ordi
nary rather than capital. Implicit in 
these rules is the notion that a hedging 
transaction bears such a direct relation
ship to the asset or liability being 
hedged that the character of gain or 
loss from the hedging transaction is 
determined by reference to that asset or 
liability. 

Just as the nature of the hedged item 
affects the character of gain or loss 
from the hedging transaction, the tim
ing of the income, deduction, gain, or 
loss from the hedged item should affect 
the timing of the income, deduction, 
gain, or loss from the hedging transac
tion. Taking gain or loss on the hedg
ing transaction into account when it is 
realized often does not reflect the 
economics of the hedging transaction. 
For example, if property is part of an 
anticipatory liability hedge, taking gain 
or loss into account at the time the 
property is sold does not reflect the 
fact that the hedge was designed to fix 
the taxpayer's cost of borrowing over 
the life of the liability. The economics 
of a hedging transaction are reflected 
only when the timing of income, 
deduction, gain, or loss from the hedge 
corresponds to the timing of income, 
deduction, gain, or loss from the asset 
or liability being hedged. 

When property is part of a hedging 
transaction, taking income, deduction, 
gain, or loss on the property into 
account when it is realized often 
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provides significant opportumtIes for 
abuse. Taxpayers may selectively dis
pose of property or terminate a position 
that is part of a hedging transaction in 
order to recognize gain or loss in a 
period other than that in which they 
recognize income, deduction, gain, or 
loss from the hedged item. Although 
the flexibility to control the timing of 
gain or loss generally is accepted in the 
tax law, that flexibility is inappropriate 
when the transaction that gives rise to 
the gain or loss is so closely related to 
the asset or liability being hedged. 

The potential abuse inherent in tak
ing income, deduction, gain, or loss 
from hedging transactions into account 
when realized has increased dramat
ically with the exponential growth of 
hedging products and markets over the 
last decade. Historically, most hedging 
products were of relatively short dura
tion. This limited the timing mis
matches that could be achieved. With 
the development of sophisticated mar
kets in derivative financial products 
(e.g.. swaps and other notional princi
pal contracts), however, hedges of long 
duration are readily available and 
highly liquid. This has created the 
potential for substantial timing mis
matches. 

Accordingly, the proposed regula
tions invoke the Commissioner's au
thority under sections 446(b), 451, and 
461 to require that a taxpayer's method 
of accounting for hedging transactions 
clearly reflect income. In general, the 
proposed regulations require a taxpayer 
that enters into a hedging transaction as 
defined in §1.1221-2(b) to reasonably 
match the timing of income, deduction, 
gain, or loss from the hedging transac
tion with the timing of income, deduc
tion, gain, or loss from the item being 
hedged. 

Explanation of provisions 

Paragraph (a) of § 1.44~ provides 
that a hedging transaction, as defined 
in §1.1221-2(b), must be accounted for 
under the rules of § 1.446-4 whether or 
not the rules of §1.1221-2(a) govern 
the character of gain or loss on the 
transaction. Thus, for example, the 
rules of this section do not apply to 
hedges of capital assets, but do apply 
to foreign currency hedges for which 
section 988 and the regulations there
under provide character but not timing 
rules. 

Taxpayers are not required to use the 
rules of this section for a trade or 
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business in which the cash receipts and 
disbursements method of accounting is 
used or in which § 1.471-6 is used for 
inventory valuations if, for all prior 
taxable years ending on or after the 
publication of final regulations, the 
taxpayer met the $5,000,000 gross 
receipts test of section 448(c) (or 
would have met the test if it were a 
corporation or partnership). The Serv
ice does not believe that it is necessary 
for small taxpayers that are not familiar 
with accrual accounting concepts to use 
the rules prescribed in this section. The 
Service invites comments with respect 
to the proper scope of the exclusion. 

The types of transactions excluded 
from the application of this section 
include transactions to which section 
475 applies and any section 988 
hedging transaction if the transaction is 
integrated under § 1.988-5 or if other 
regulations issued under section 988(d) 
(or an advance ruling described in 
§ 1.988-5(e)) govern the timing of the 
recognition of gain or loss from the 
transaction. The Service invites com
ments with respect to whether these 
exceptions are appropriate and whether 
other exceptions should be added. 

Under paragraph (b) of § 1.446-4, the 
method of accounting used for a 
hedging transaction must clearly reflect 
the taxpayer's income. To do so, the 
method must reasonably match the 
income, deduction, gain, or loss from 
the hedge with the income, deduction, 
gain, or loss from the item being 
hedged. 

Paragraph (c) of § 1.446-4 recognizes 
that more than one method of account
ing for a particular type of hedging 
transaction may satisfy the clear reflec
tion requirement of paragraph (b). 
Thus, a taxpayer may choose any 
method that clearly reflects income and 
may use different methods for different 
types of hedging transactions and for 
transactions that hedge different types 
of items. A method, however, must be 
used consistently and may be changed 
only with the consent of the 
Commissioner. 

The effect of paragraph (c) is to give 
the taxpayer substantial latitude in the 
selection of a method of accounting. 
The Service believes that it would be 
inappropriate to require a particular 
method if the method being used by the 
taxpayer satisfies the clear reflection 
requirement of paragraph (b). It is 
anticipated that the hedge accounting 
methods employed by most taxpayers 
for financial accounting purposes will 

satisfy the clear reflection standard of 
paragraph (b) because financial ac
counting attempts to match related 
items of income and expense. At 
present, however, financial accounting 
standards for hedges are in a state of 
development. Thus, the proposed reg
ulations do not make the taxpayer's 
treatment of its hedges for financial 
accounting purposes determinative for 
tax purposes. 

Paragraph (d) of § 1.446-4 requires 
that the books and records maintained 
by the taxpayer disclose the method or 
methods used to account for different 
types of hedging transactions. In addi
tion, paragraph (d) supplements the 
identification requirements for hedging 
transactions under § 1.1221-2( c) and 
requires that the books and records 
maintained by a taxpayer contain what
ever more specific identification is 
necessary to verify the application of 
the method of accounting used by the 
taxpayer for a transaction. This rule 
recognizes that certain methods of 
accounting will necessitate more de
tailed identification than others. The 
purpose of the rules in paragraph (d) is 
to ensure that the taxpayer has such 
records as are necessary to allow a 
Service examiner to determine whether 
the method of accounting used by the 
taxpayer for a transaction clearly re
flects income. 

Paragraph (e) of § 1.446-4 provides 
guidance for determining whether the 
clear reflection requirement has been 
satisfied. The rules of this paragraph 
are minimum requirements and general 
guidelines and are not determinative of 
whether the taxpayer's method clearly 
reflects income. Providing this type of 
general guidance gives taxpayers max
imum flexibility in accounting for 
hedging transactions but does not 
provide certainty with respect to 
whether particular methods of account
ing are acceptable. The Service invites 
comments with respect to whether 
additional guidance is needed. 

One issue not addressed in paragraph 
(e) is how to account for an anticipa
tory hedge where the asset that the 
taxpayer anticipated purchasing is not 
purchased or the liability that the 
taxpayer anticipated incurring is not 
incurred. The Service invites comments 
with respect to whether the gain or loss 
realized on the hedge should be taken 
into account over the term that the 
asset would have been held or the term 
that the liability would have been 
outstanding, or whether some other 
treatment is appropriate. 



Another issue not addressed in para
graph (e) is how to account for 
"global" hedges and other hedges of 
aggregate risk. Comments are invited 
with respect to what guidance should 
be provided regarding how a taxpayer 
can clearly reflect income from these 
transactions. The Service also wel
comes comments about whether special 
rules are needed for hedges entered 
into with a related party. 

Paragraph (f) of § 1.446-4 provides 
that the rules of this section do not 
change the type or character of income 
realized on a hedge. Neither these 
proposed regulations nor proposed 
§ 1.1221-2 provides for integration of 
the hedging transaction with the asset 
or liability being hedged. Rather, they 
respect the separate existence of the 
hedging transaction while tying the 
character and the timing of gain or loss 
from the transaction to the character 
and timing of gain or loss from the 
item being hedged. The Service invites 
comments on whether present law pro
vides the authority to either require or 
permit integration and, if so, on 
whether integration should be either 
required or permitted. 

The regulations are proposed to be 
effective for hedging transactions en
tered into 60 days after the final 
regulations are issued. The proposed 
regulations do not address the way in 
which taxpayers will be permitted to 
change their methods of accounting for 
hedging transactions to conform to the 
requirements of the regulations. It is 
anticipated that this guidance will be 
provided when final regulations are 
issued, either in the regulations or in a 
revenue procedure that is published 
simultaneously with the regulations. 
Comments are invited with respect to 
how the change in accounting method 
should be effected. 
Amendment~ to two other regulations 

sections are also proposed to conform 
those sections with § 1.446-4. First, a 
cross reference is added to § 1.446-3(h) 
to clarify that a termination payment 
with respect to a notional principal 
contract that is part of a hedging 
transaction is subject to the rules of 
§ 1.446-4. Second, the language of 
§1.461-1(a)(2)(iii)(B) is revised to clar
ify that a loss under section 165 
generally is subject to the rules of 
sections 446 and 461. 

Special Analyses 

It has been determined that these 
regulations are not major ruies as 

defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 V.S.c. 
chapter 5) and the Regulatory Flex
ibility Act (5 V.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, 
this notice of proposed rulemaking will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its impact 
on small business. 

Comments and Public Hearing 

Before these proposed rules are 
adopted as final regulations, considera
tion will be given to any written 
comments that are submitted timely 
(preferably an original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying. 

A public hearing will be held on 
Wednesday, January 19, 1994, at 10:00 
a.m. in the IRS Auditorium, 7400 
Corridor, Internal Revenue Building, 
1111 Constitution Avenue, N.W., 
Washington, D.C. The rules of 
§601.601(a)(3) of the Statement of 
Procedural Rules (26 CFR part 601) 
shall apply to the hearing. 

Persons who have submitted written 
comments by December 20, 1993, and 
who also desire to present oral com
ments at the hearing on the proposed 
regulations, should submit, not later 
than December 23, 1993, a request to 
speak and an outline of the oral com
ments to be presented at the hearing 
stating the amount of time they wish to 
devote to each subject. 

Each speaker (or group of speakers 
representing a single entity) will be 
limited to 10 minutes for an oral 
presentation, exclusive of the time 
consumed by the questions from the 
panel for the government and answers 
thereto. 

Because of controlled access restric
tions, attendees cannot be admitted 
beyond the lobby of the Internal 
Revenue Building before 9:45 a.m. 

An agenda showing the scheduling 
of the speakers will be made after 
outlines are received from the persons 
testifying. Copies of the agenda will be 
available free of charge at the hearing. 

List of Subjects 

26 CFR part 1 
Income taxes, Reporting and record

keeping requirements. 

26 CFR Part 602 
Reporting and recordkeeping 

requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1 and 
602 are proposed 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 V.S.C. 7805 *** 
Par. 2. Section 1.446-3 is amended 

as follows: 
1. The first sentence of paragraph 

(h)(2) is revised. 
2. The second sentence of the intro

ductory language of paragraph (h)(5) is 
revised. 

3. The revisions read as follows: 

§I.446-3 Notional principal contracts. 

* * * * * * 

(h) *** 
(2) Taxable year of inclusion and 

deduction by original parties. Except 
as otherwise provided (e.g., in section 
453, section 1092, or § 1.446-4), a 
party to a notional principal contract 
recognizes a termination payment in 
the year the contract is extinguished, 
assigned, or exchanged. *** 

* * * * * * 

(5) *** The contracts in the exam
ples are not hedging transactions as 
defined in § 1.1221-2(b), and all of the 
examples assume that no loss deferral 
rules apply. 

* * * * * * 

Par. 3. Section 1.446-4 is added to 
read as follows: 

§I.446-4 Hedging Transactions. 

(a) In general. Except as provided in 
this paragraph (a), a hedging transac
tion as defined in § 1.1221-2(b) 
(whether or not the character of gain or 

1993-2 C.B. 617 



loss from the transaction is determined 
under §1.l221-2(a)(l) or (2» must be 
accounted for under the rules of this 
section. To the extent that provisions of 
any other regulations governing the 
timing of income, deductions, gain or 
loss are inconsistent with the rules of 
this section, the rules of this section 
control. 

(1) Trades or businesses excepted. A 
taxpayer is not required to account for 
hedging transactions under the rules of 
this section for any trade or business in 
which the cash receipts and disburse
ments method of accounting is used or 
in which § 1.471-6 is used for inven
tory valuations if, for all prior taxable 
years ending on or after the date of 
publication of final regulations under 
this section, the taxpayer met the 
$5,000,000 gross receipts test of sec
tion 448(c) (or would have met that 
test if the taxpayer were a corporation 
or partnership). A taxpayer not required 
to use the rules of this section may 
nonetheless use a method of accounting 
that is consistent with these rules. 

(2) Coordination with other sections. 
This section does not apply to-

(i) Any transaction to which section 
475(a) applies; 

(ii) Any section 988 hedging trans
action if the transaction is integrated 
under § 1.988-5 or if other regulations 
issued under section 988( d) (or an 
advance ruling described in § 1.988-
5(e» govern when gain or loss from 
the transaction is taken into account; 

(iii) The determination of the 
issuer's yield on an issue of tax-exempt 
bonds for purposes of the arbitrage 
restrictions under § 1.148-4(h). 

(b) Clear reflection of income. The 
method of accounting used for a 
hedging transaction must clearly reflect 
the taxpayer's income. To clearly re
flect income, the method used must 
reasonably match the timing of income, 
deduction, gain, or loss from the 
hedging transaction with the timing of 
income, deduction, gain, or loss from 
the item or items being hedged. Taking 
gains and losses into account in the 
period in which they are realized may 
clearly reflect income in the case of 
certain hedging transactions. For exam
ple, where the hedge and the item 
being hedged are disposed of in the 
same taxable year, taking realized gain 
or loss into account on both items in 
that taxable year generally will clearly 
reflect income. In the case of many 
hedges, however, taking gains and 

618 1993-2 C.B. 

losses into account as they are realized 
does not result in the matching required 
by this section. 

(c) Choice of method and consis
tency. For any given type of hedging 
transaction, there may be more than 
one method of accounting that satisfies 
the clear reflection requirement of 
paragraph (b) of this section. A tax
payer is generally permitted to choose 
a method of accounting for a particular 
type of hedging transaction that clearly 
reflects the taxpayer's income from that 
type of transaction. See paragraph (e) 
of this section for requirements and 
limitations on the taxpayer's choice of 
method. Different methods of account
ing may be used for different types of 
hedging transactions and for transac
tions that hedge different types of 
items. Once a taxpayer adopts a 
method of accounting, however, that 
method must be applied consistently 
and can only be changed with the con
sent of the Commissioner, as provided 
by section 446(e) and the regulations 
and procedures thereunder. 

(d) Recordkeeping requirements-(l) 
In general. The books and records 
maintained by the taxpayer must con
tain a description of the accounting 
method used for each type of hedging 
transaction. The description of the 
method or methods used must be suf
ficient to show how the clear reflection 
requirement of paragraph (b) of this 
section is satisfied. 

(2) Additional identification. In addi
tion to the identification required by 
§ 1.1221-2( c), the books and records 
maintained by the taxpayer must con
tain whatever more specific identifica
tion with respect to a transaction that is 
necessary to verify the application the 
method of accounting used by the tax
payer for the transaction. This addi
tional identification may relate to the 
hedging transaction or to the item, 
items, or aggregate risk being hedged. 
The identification must be made on or 
before the close of the day on which 
the taxpayer enters into the transaction 
and must be made on, and retained as 
part of, the taxpayer's books and 
records. 

(3) Transactions not subject to 
§1.1221-2. In the case of a section 988 
transaction as defined in section 988-
(c)(1) or a qualified fund as defined in 
section 988(c)(1)(E)(iii), the taxpayer 
also must satisfy the identification and 
recordkeeping requirements of 
§1.l22l-2(c). 

(e) Requirements and limitations 
with respect to hedges of certain assets 
and liabilities. In the case of certain 
hedging transactions, this paragraph (e) 
provides guidance in determining 
whether a taxpayer's method of ac
counting satisfies the clear reflection 
requirement of paragraph (b) of this 
section. Even if these rules are satis
fied, however, the taxpayer's method, 
as actually applied to the taxpayer's 
hedging transactions, must result in the 
matching of income, deductions, gains, 
and losses that is essential to the clear 
reflection of income. 

(1) Hedges of items marked to mar
ket. In the case of a transaction that 
hedges an item that is marked to 
market under the taxpayer's method of 
accounting, marking the hedge to mar
ket clearly reflects income. 

(2) Hedges of inventory-(i) In gen
eral. A transaction that hedges inven
tory may be accounted for by treating 
realized gain or loss on the hedging 
transaction as if it were an adjustment 
to the cost or sales price of the cor
responding inventory. Under this 
method, gain or loss from a hedge of 
anticipated purchases of inventory is 
taken into account in the same period 
in which it would have been taken into 
account if it had been an adjustment to 
the cost of the inventory, and gain or 
loss from a hedge of anticipated sales 
of inventory is taken into account in 
the same period in which it would have 
been taken into account if it had been 
an adjustment to the sales price of the 
inventory. 

(ii) Alternative methods for certain 
inventory hedges. In lieu of the method 
described in paragraph (e)(2)(i) of this 
section, other simpler, less precise 
methods may be used in appropriate 
cases where the clear reflection require
ment of paragraph (b) of this section is 
satisfied. For example: 

(A) Taking into account hedging 
gains and losses when they are realized 
clearly reflects income for a taxpayer 
that identifies its hedging transactions 
with particular units or groups of units 
included in inventory at cost and closes 
its hedges when the corresponding in
ventory is sold. 

(B) Taking into account gains and 
losses on both hedges of inventory 
purchases and hedges of inventory 
sales as if the gains and losses were 
adjustments to inventory cost clearly 
reflects income for many taxpayers, but 
would not clearly reflect income for a 



taxpayer that uses the last-in first-out 
method of accounting for the inventory. 

(C) Marking hedges to market may 
clearly reflect income even though the 
inventory that is being hedged is not 
marked to market if the inventory is 
not accounted for under either the last
in, first-out method or the lower of cost 
or market method, and if items are held 
in inventory for short periods of time. 

(3) Hedges of debt instruments. Gain 
or loss from a transaction that hedges a 
debt instrument issued or to be issued 
by a taxpayer, or a debt instrument 
held or to be held by a taxpayer, must 
be accounted for by reference to the 
terms of the debt instrument and the 
period or periods to which the hedge 
relates. A hedge of an instrument that 
provides for interest to be paid at a 
fixed rate or a qualified floating rate, 
for example, generally is accounted for 
using constant yield principles. Thus, 
assuming that the instrument remains 
outstanding, hedging gain or loss is 
taken into account in the same periods 
in which it would be taken into account 
if it adjusted the yield of the instrument 
over the term to which the hedge re
lates. For example, gain or loss realized 
on a transaction that hedged an antici
pated borrowing for its entire term is 
accounted for, solely for purposes of 
this section, as if it decreased or 
increased the issue price of the debt 
instrument. A hedge of a contingent 
debt instrument is accounted for in a 
manner that matches the gain or loss on 
the hedge with the accrual of the 
amounts to which the hedge relates. 

(4) Notional principal contracts. The 
rules of § 1.446-3 govern the timing of 
income and deductions with respect to 
a notional principal contract unless, 
because the notional principal contract 
is used as a hedge, the application of 
those rules would not result in the 
matching that is needed to satisfy the 
clear reflection requirement of para
graph (b) of this section. For example, 
if a notional principal contract hedges a 
debt instrument, the method of account
ing for periodic payments described in 
§1.446-3(e) and the methods of ac
counting for nonperiodic payments de
scribed in § 1.446-3(f)(2)(iii) and (v) 
generally will clearly reflect the tax
payer's income. The methods described 
in § 1.446-3(f)(2)(ii) and (iv), however, 
generally will not clearly reflect the 
taxpayer's income in that situation. 

(5) Disposition of hedged asset or 
liability. If a taxpayer hedges an item 
and disposes of, or terminates its 

interest in, the item but does not 
dispose of or terminate the hedge 
within a reasonable period, the tax
payer must appropriately match the 
built-in gain or loss on the hedging 
transaction to the gain or loss on the 
disposed item. For example, the tax
payer may mark the hedge to market at 
the end of the period and take the gain 
or loss into account under its method 
of accounting for that type of hedging 
transaction. Under this approach, the 
amount of any gain or loss subse
quently realized with respect to the 
former hedging transaction would be 
adjusted for gain or loss taken into 
account when the hedge was marked to 
market. 

(f) Type or character of income. The 
rules of this section govern the timing 
of income on hedging transactions but 
do not affect the type or character of 
gain, loss, income, or expense produced 
by the transaction. Thus, for example, 
the rules of paragraph (e)(2) of this 
section do not affect the computation 
of cost of goods sold or sales proceeds 
for a taxpayer that hedges inventory 
purchases or sales. Similarly, the rules 
of paragraph (e)(3) of this section do 
not increase or decrease the interest 
income or expense of a taxpayer that 
hedges a debt instrument or a liability. 

(g) Effective date. This section ap
plies to hedging transactions entered 
into on or after the date 60 days after 
publication of final regulations. 

Par. 4. In § 1.461-1, paragraph 
(a)(2)(iii)(B) is revised to read as 
follows: 

1.461-1 General rules for taxable 
year of deduction. 

(a) 

(2) 
*** 
*** 

* * * * * * 

(iii) *** 
(B) If the liability of a taxpayer is 

subject to section 170 (charitable con
tributions), section 192 (black lung 
benefit trusts), section 194A (employer 
liability trusts), section 468 (mining 
and solid waste disposal reclamation 
and closing costs), or section 468A 
(certain nuclear decommissioning 
costs), the liability is taken into ac
count as determined under that section 
and not under section 461 or the 
regulations thereunder. For special 
rules relating to certain loss deductions, 
see sections 165(e), 165(i), and 165(1), 

relating to theft losses, disaster losses, 
and losses from certain deposits in 
qualified financial institutions. 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

1nternal Revenue. 

(Filed by the Office of the Federal Register on 
October 18, 1993, 10:00 a.m., and published in 
the issue of the Federal Register for October 
20, 1993, 58 F.R. 54077) 

Notice of Proposed Rulemaking 

Agreements for Payment of Tax 
Liability in Installments 

G L-7 08-88 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed regulations regarding agree
ments for the payment of federal tax 
liabilities in installments. The Techni
cal and Miscellaneous Revenue Act of 
1988 (T AMRA) authorizes the use of 
written installment agreements if the 
Secretary determines that an installment 
agreement will facilitate collection of 
federal tax liabilities. The proposed 
regulations: 1) clarify that district 
directors, directors of service centers, 
and directors of compliance centers are 
authorized to enter into written install
ment agreements; 2) provide general 
guidance with respect to the accept
ance, form and term of an installment 
agreement; 3) set forth the circum
stances under which the Service may 
modify or terminate an installment 
agreement; and 4) make clear that the 
Service may take actions during the 
term of the agreement to protect the 
interests of the government with re
spect to the unpaid tax liability. 

DATES: Written comments and re
quests for a pubic hearing must be 
received by January 31, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Attn: 
CC:CORP:T:R (GL-708-88), Room 
5228, Washington, D.C. 20044. In the 
alternative, submissions may be hand 
delivered to: CC:DOM:CORP:T:R 
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(GL-708-88), Internal Revenue Serv
ice, Room 5228, 1111 Constitution 
Avenue, NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

Section 6234 of the Technical and 
Miscellaneous Revenue Act of 1988 
(TAMRA) (Pub. L. 100-647, 102 Stat. 
3573 [1988-3 C.B. 1, 395]) added 
section 6159 to the Internal Revenue 
Code. Section 6159 authorizes the 
Secretary to enter into a written install
ment agreement for the payment of 
federal tax liabilities if the Secretary 
determines that an installment agree
ment will facilitate collection of the tax 
liabilities. This document contains a 
notice of proposed rulemaking that 
amends the Procedure and Administra
tive Regulations (26 CFR part 301) 
under section 6159. 

Explanation of provisions 

The proposed regulations clarify that 
district directors, directors of service 
centers, and directors of compliance 
centers (directors) are authorized to 
enter into installment agreements. The 
granting of an installment agreement is 
within the discretion of the director, 
and does not affect the computation of 
interest or penalties for which the 
taxpayer is otherwise liable. The pro
posed regulations provide that, as a 
condition to entering into an install
ment agreement with a taxpayer, the 
director may require that the agreement 
contain terms and conditions that pro
tect the interests of the government. 

Under the proposed regulations, an 
installment agreement generally is 
effective from the date the director 
signs the agreement until the liabilities 
to which the agreement applies are 
fully satisfied. However, the director 
may terminate an installment agreement 
if the information provided by the 
taxpayer in connection with the Internal 
Revenue Service's granting of the 
installment agreement was inaccurate 
or incomplete in any material respect 
or if the collection of any tax liability 
covered by the agreement is in jeo
pardy. In addition, the director may 
alter, modify or terminate an install
ment agreement if the financial condi
tion of the taxpayer improves signifi
cantly (and therefore, the taxpayer is 
able to make larger payments), if the 
taxpayer fails to timely pay an install-
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ment or any other Federal tax liability, 
or if the taxpayer fails to provide 
updated financial information requested 
by the director. The proposed regula
tions provide that the director generally 
must notify the taxpayer in writing at 
least 30 days before altering, modify
ing, or terminating an installment 
agreement. This 30-day advance noti
fication will not be provided, however, 
if collection of the tax liability to 
which the agreement applies is in 
jeopardy. 

The proposed regulations also 
provide that, except as otherwise 
provided in the installment agreement, 
the Internal Revenue Service may take 
actions during the term of the agree
ment to protect the government's inter
ests with regard to the unpaid balance 
of the underlying tax liability, but may 
not seize or sell the taxpayer's prop
erty. Therefore, for example, the IRS 
may request updated financial informa
tion from any party to the agreement, 
file or refile notices of federal tax lien 
or take collection action against any 
person who is not a party to the 
agreement. 

Proposed effective date 

The regulations are proposed to be 
effective the date final regulations are 
published in the Federal Register. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. 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, these proposed regulations will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on their 
impact on small business. 

Comments and Requests for a 
Public Hearing 

Before adopting these proposed reg
ulations, consideration will be given to 
any written comments that are submit
ted (preferably a signed original and 
eight copies) to the Internal Revenue 

Service. All comments will be available 
for public inspection and copying in 
their entirety. A public hearing will be 
scheduled and held upon written re
quest by any person who timely sub
mits 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. 

List of Subjects 

26 CFR part 301 

Employment taxes, Estate taxes, Ex
cise taxes, Gift taxes, Income taxes, 
Penalties, Reporting and recordkeeping 
requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
proposed to be amended as follows: 

Paragraph 1. The authority citation 
for part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 301.6159-1 is added 

under the undesignated centerheading 
"Place and Due Date for Payment of 
Tax" to read as follows: 

§301.6159-1 Agreements for payment 
of tax liability in installments. 

(a) Authority and definition. A dis
trict director, a director of a service 
center, or a director of a compliance 
center (the director) is authorized to 
enter into a written agreement with a 
taxpayer that allows the taxpayer to 
satisfy a tax liability by making sched
uled periodic payments until the lia
bility is fully paid if the director 
determines that such an installment 
agreement will facilitate the collection 
of the tax liability. 

(b) Acceptance, form and term of 
installment agreement-( 1) Acceptance 
or rejection of installment agreement. 
The director has the discretion to 
accept or reject any proposed install
ment agreement. As a condition to 
entering into an installment agreement 
with a taxpayer, the director may 
require the taxpayer to agree to a 
reasonable extension of the period of 
limitations on collection and the direc
tor may require that the agreement 
contain terms and conditions that pro
tect the interests of the government, 
including for example, the taxpayer's 
authorization to direct debit bank trans-



fers as the method of making install
ment payments under the agreement. 

(2) Form of installment agreement. 
A written installment agreement may 
take the form of a document signed by 
the taxpayer and the director or a 
written confirmation of a verbal agree
ment entered into by the taxpayer and 
the Internal Revenue Service that is 
mailed or personally delivered to the 
taxpayer. 

(3) Term of accepted installment 
agreement. Except as otherwise pro
vided in this section, an installment 
agreement is effective from the day the 
director signs the agreement to the day 
the agreement ends by its terms. 

(c) Alteration, modification or termi
nation of installment agreements by the 
Internal Revenue Service-(1) Inade
quate information or jeopardy. The 
director may terminate an installment 
agreement if-

(i) The director determines that the 
taxpayer or the taxpayer's representa
tive has provided to the Internal 
Revenue Service information that is 
inaccurate or incomplete in any mate
rial respect in connection with the 
granting of the installment agreement; 
or 

(ii) The director determines that col
lection of any tax liability to which the 
installment agreement applies is in 
jeopardy. 

(2) Subsequent change in financial 
condition, failure to timely pay an 
installment or another Federal tax 
liability or failure to provide requested 
financial information. The director may 
terminate or make alterations or modi
fications to the terms of an installment 
agreement if-

(i) The director determines that the 
financial condition of a taxpayer that is 
a party to the installment agreement 
has significantly improved; or 

(ii) The taxpayer that is a party to 
the installment agreement fails-

(A) To timely pay any installment in 
accordance with the terms of the 
installment agreement; 

(B) To pay any other Federal tax 
liability when the liability becomes 
due; or 

(C) To provide updated financial 
information requested by the director. 

(3) Notice. The director generally 
must notify the taxpayer in writing at 
least 30 days before altering, modify
ing, or terminating an installment 
agreement pursuant to paragraph (c)(l) 

or (c)(2) of this section. A taxpayer 
will not be notified 30 days in advance, 
however, if collection of the tax 
liability to which the installment agree
ment applies is in jeopardy. A notice 
provided pursuant to this paragraph 
must briefly describe, and explain the 
reason for, the intended alteration, 
modification, or termination. 

(d) Actions by the IRS during the 
term of the installment agreement. 
Except as otherwise provided by the 
installment agreement, during the term 
of the agreement the director may take 
actions to protect the interests of the 
government with regard to the unpaid 
balance of the tax liability to which the 
installment agreement applies (other 
than actions pursuant to subchapter D 
of chapter 64 of subtitle F of the 
Internal Revenue Code against a person 
that is a party to the agreement), 
including any actions enumerated in 
the agreement and including, for 
example-

(1) Requesting updated financial in
formation from any party to the 
agreement; 

(2) Conducting further investigations 
(including the issuance and enforce
ment of summonses) in connection with 
the tax liability to which the install
ment agreement applies; 

(3) Filing or refiling notices of 
federal tax lien; and 

(4) Taking collection action against 
any person who is not a party to the 
agreement but who is liable for the tax 
to which the agreement applies. 

(e) Termination. If an installment 
agreement is terminated by the director, 
the director may pursue collection of 
the unpaid balance of the tax liability. 

(f) Cross-reference. Pursuant to sec
tion 6601 (b)(1), the last day prescribed 
for payment is determined without 
regard to any installment agreement, 
including for purposes of computing 
penalties and interest provided by the 
Internal Revenue Code. 

(g) Effective date. This section is 
effective on the date final regualtions 
are published in the Federal Register. 

Margaret Milner Richardson, 
Commissioner of 

Intemal Revenue. 

(Filed by the Office of the Federal Register on 
December I, 1993.8:45 a.m., and published in 
the issue of the Federal Register for December 
2, 1993, 58 F.R. 63541) 

Notice of Proposed Rulemaking 

Capitalization and Inclusion in 
Inventory of Certain Costs 

IA-64-91 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed regulations relating to ac
counting for costs incurred in produc
ing property and acquiring property for 
resale. Changes to the applicable law 
were made by the Omnibus Budget 
Reconciliation Act of 1987, the Techni
cal and Miscellaneous Revenue Act of 
1988, and the Omnibus Budget Recon
ciliation Act of 1989. These proposed 
regulations primarily affect taxpayers 
subject to section 263A that acquire 
property for resale. 

DATES: Written comments and re
quests for a public hearing must be 
received by October 8, 1993. 

ADDRESSES: Send comments and 
requests for a public hearing to: Inter
nal Revenue Service, P.O. Box 7604, 
Ben Franklin Station, Attn: CC:
DOM:CORP:T:R (IA-62-91), Room 
5228, Washington, D.C. 20044. 

SUPPLEMENTARY INFORMATION: 

Background 

Section 263A (the uniform capitali
zation rules) was enacted as part of 
Tax Reform Act of 1986, Pub. L. 99-
514, 100 Stat. 2085, 1986-3 C.B. (Vol. 
1) (the 1986 Act). The statute was 
amended as part of the Omnibus 
Budget Reconciliation Act of 1987, 
Pub. L. 100-203, 101 Stat. 1330, 
1987-3 C.B. Vol. 1 (the 1987 Act), the 
Technical and Miscellaneous Revenue 
Act of 1988, Pub. L. 100-647, 102 
Stat. 3342, 1988-3 C.B. (Vol. 1) (the 
1988 Act), and the Omnibus Budget 
Reconciliation Act of 1989, Pub. L. 
101-239, 103 Stat. 2106 (the 1989 
Act). 

Section 263A generally requires the 
capitalization of direct costs and indi
rect costs properly allocable to real 
property and tangible personal property 
produced by a taxpayer. Section 263A 
also generally requires the capitaliza-
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tion of direct costs and indirect costs 
(including purchasing, handling, and 
storage costs) properly allocable to real 
property and personal property acquired 
by a taxpayer for resale. 

On March 30, 1987, and August 7, 
1987, temporary regulations under sec
tion 263A were published in the 
Federal Register. T.D. 8131, 52 FR 
10052 (1987) [1987-1 C.B. 98] and 
T.D. 8148, 52 FR 29375 (1987) [1987-
2 C.B. 70]. Final regulations under 
section 263A are being published else
where in *** [T.D. 8482, page 77, this 
Bulletin]. 

The final regulations adopt most of 
the rules provided in the temporary 
regulations. See the preamble to the 
final regulations for an explanation of 
the differences between the temporary 
and final regulations. The final regula
tions do not, however, adopt certain 
exceptions to the requirement contained 
in the temporary regulations that hand
ling costs generally be capitalized, in 
particular, the exceptions relating to 
distribution costs, custom-order deliv
ery costs, and repackaging costs. 
Rather, the final regulations reserve the 
provisions concerning these three ex
ceptions. These proposed regulations 
provide rules concerning these three 
exceptions. 

Explanation of Provisions 

Handling Costs 

The final regulations provide that 
handling costs include costs attributable 
to processing, assembling, repackaging, 
transporting, and other similar activities 
with respect to property acquired for 
resale, provided the activities do not 
come within the meaning of the term 
produce as defined in § 1.263A-2(a)(1) 
of the final regulations. As an initial 
matter, the final regulations provide a 
bright-line test for determining hand
ling costs that are not required to be 
capitalized under section 263A. Under 
this test, handling costs incurred at a 
retail sales facility with respect to 
property sold from the facility are not 
required to be capitalized. Additionally, 
handling costs incurred at a dual
function storage facility with respect to 
property sold from the facility are not 
required to be capitalized to the extent 
that the costs are incurred with respect 
to property sold to retail customers in 
on-site sales. Handling costs attributa
ble to property sold from a dual
function storage facility in on-site sales 
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are determined by comparing the gross 
on-site sales of the facility to the total 
gross sales of the facility. 

Distribution Costs 

Under the temporary regulations, 
distribution costs are a type of handling 
costs that are not required to be 
capitalized (distribution costs excep
tion). Distribution costs are defined in 
the temporary regulations as the cost of 
delivering goods directly to an unre
lated customer. Commentators sug
gested that for purposes of the distri
bution costs exception, the final 
regulations should define distribution 
costs as all costs that are incurred after 
an order for specific goods has been 
placed. They commented, for example, 
that costs incurred to gather the goods 
to fill the order should be treated the 
same as distribution costs that are not 
required to be capitalized. 

The Service believes that this sug
gestion is contrary to Congressional 
intent for two reasons. First, section 
263A is designed to match expenses 
against related income (the matching 
principle). See S. Rep. No. 313, 99th 
Cong., 2d Sess. 140 (1986), 1986-3 
C.B. (Vol. 3) 140. The Service believes 
that expansion of the distribution costs 
exception would be contrary to this 
principle because gross income is not 
typically recognized from a sale of an 
item when an order is placed, but 
rather when the item is shipped, 
delivered, or accepted, or when titled to 
the item passes to the purchaser, 
whether or not billed. 

Second, Congress specifically indi
cated that handling costs that are 
required to be capitalized generally 
must include all of the costs incurred 
prior to the loading of goods for final 
shipment to customers. The Conference 
Report to the 1986 Act describes costs 
allocable to inventory under the sim
plified resale method as including 
"handling, processing, assembly, re
packaging, and similar costs, including 
labor costs attributable to unloading 
goods (but not including labor costs 
attributable to loading of goods for 
final shipment to customers, or labor at 
a retail facility)." 2 H.R. Conf. Rep. 
No. 841, 99th Cong., 2d Sess. 11-306 
(1986), 1986-3 C.B. (Vol. 4) 306. The 
Blue Book to the 1986 Act also states 
that deductible "distribution expenses 
are intended to include only external 
distribution costs, that is, those costs 
incurred in transporting goods from the 

taxpayer's warehouse or retail outlet to 
the customer, or to the customer's 
agent, a common carrier, or some other 
intermediary. Distribution expenses do 
not include costs of moving inventory 
from a taxpayer's warehouse to its 
retail store or other internal transporta
tion costs." Joint Committee on Taxa
tion Staff, General Explanation of the 
Tax Reform Act of 1986, 99th Cong., 
JCS-1O-87, 510 n.61. Accordingly, 
these proposed regulations do not ex
pand the distribution costs exception. 

In addition, some commentators sug
gested that the costs of delivering 
goods to a related customer be deduct
ible just as the costs of delivering 
goods to an unrelated customer are 
deductible. Another commentator sug
gested that the cost of delivering goods 
to a related customer be deductible 
unless the related parties are members 
of a consolidated group. The Service 
believes that transportation costs be
tween related parties are substantially 
equivalent to internal transportation 
costs for purposes of section 263A. 
Therefore, these suggestions are con
trary to the Congressional intent that 
the costs of moving inventory from a 
taxpayer's warehouse to its retail store 
or other internal transportation costs 
must be capitalized. 

Cost of Delivering Custom-Ordered 
Items and Repackaging Costs 

The temporary regulations also ex
clude from capitalization under section 
263A the costs of delivering certain 
items from a storage facility to a 
location where the sale takes place, 
provided the items are specifically 
ordered by customers (custom-order 
exception), and the costs of repackag
ing goods in preparation for immediate 
delivery to particular customers if the 
repackaging occurs after the customer 
has ordered the goods (the repackaging 
costs exception). 

Commentators suggested that the 
custom-order exception be expanded to 
include all costs necessary to gather 
and deliver custom-ordered items. 
Commentators also suggested that the 
repackaging costs exception be ex
panded to include all handling costs 
incurred after the customer orders the 
goods. The Service believes that these 
suggestions are contrary to Congres
sional intent as well. These suggestions 
are inconsistent with the matching 
principle that section 263A was de
signed to advance. In addition, these 



s~ggesti.ons are contrary to Congres
slO.nal Intent that handling costs re
~ulfed to be capitalized generally must 
mclude all of the costs incurred prior to 
the loading of goods for final shipment 
to customers. Accordingly, the Service 
has elected not to expand the custom
order exception in these proposed 
regulations and is considering eliminat
ing the exception altogether when these 
proposed regulations are finalized. Fur
ther, these proposed regulations elimi
nate the repackaging costs exception 
altogether. 

Application of the Distribution Costs 
and Custom-Order Exceptions 

These proposed regulations clarify 
the application of the distribution costs 
and custom-order exceptions. In the 
case of the distribution costs exception, 
the only costs not required to be 
capitalized as distribution costs are 
transportation costs incurred outside of 
a storage facility in delivering goods to 
an unrelated customer. In the case of 
the custom-order exception, the only 
costs not required to be capitalized are 
transportation costs incurred outside of 
a storage facility in delivering goods to 
a retail sales facility. For these pur
poses, these proposed regulations treat 
any costs incurred on a loading dock as 
incurred outside a storage facility. 
However, until these proposed regula
tions are finalized, the paragraphs in 
the temporary regulations providing the 
distribution costs exception and the 
custom-order exception continue to 
apply. 

Transfer for Tax Avoidance Purposes 

Section 263A(i) grants the Secretary 
the authority to prescribe regulations as 
may be necessary or appropriate to 
carry out the purposes of section 263A, 
including regulations to prevent the use 
of related parties, pass-thru entities, or 
intermediaries to avoid the application 
of the section. Under this grant of 
authority, the proposed regulations also 
would amend the final regulations to 
provide that the District Director may 
require appropriate adjustments to valu
ations of inventory and other property 
subject to section 263A if a transfer of 
property is made to another person for 
a principal purpose of tax avoidance. 
Thus, for example, the District Director 
may require a taxpayer using the 
simplified production method of 
§ 1.263A-2(b) to apply that method to 

transferred inventories immediately 
prior to a transfer under section 351 if 
a principal purpose of the transfer is 
tax avoidance. 

Proposed Effective Date 

These regulations are proposed to be 
effective for taxable years beginning 
after December 31, 1993. 

Special Analysis 

It has been determined that these 
regulations are not major rules as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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 Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these proposed regulations. 
Therefore, an initial Regulatory Impact 
Analysis is not required. Pursuant to 
section 7805(f) of the Internal Revenue 
Code, a copy of these proposed regula
tions will be submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on their impact on small businesses. 

Written Comments and Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying in their 
entirety. A public hearing will be 
scheduled and held upon written re
quest by any person who timely sub
mits written comments on the proposed 
rules. Notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and rec
ordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
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. Section 1.263A-l is amended 

by adding the text of paragraph (j)( 4) 
to read as follows: 

§I.263A-I Uniform capitalization of 
costs. 

* * * * * * 

(j) *** 
(4) *** The District Director may 

require appropriate adjustments to valu
ations of inventory and other property 
subject to section 263A if a transfer of 
property is made to another person for 
a principal purpose of tax avoidance. 
Thus, for example, the District Director 
may require a taxpayer using the 
simplified production method of 
§ 1.263A-2(b) to apply that method to 
transferred inventories immediately 
prior to a transfer under section 351 if 
a principal purpose of the transfer is 
tax avoidance. 

Par. 3. Section 1.263A-IT(a)(4) is 
amended by revising the fourth sen
tence of paragraph (a)(4) to read as 
follows: 

§ I.263A-I T Capitalization and 
inclusion of inventory costs of certain 
expenses (temporary). 

* * * * * * 

(a) *** 
(4) *** Paragraphs (a), (b), and (d) 

are not effective for costs incurred after 
December 31, 1993, in taxable years 
beginning after that date. *** 

* * * * * * 

Par. 4. Section 1.263A-3(c)(4)(vi) is 
amended by: 

1. Adding paragraphs (A) (1) and 
(2) and the text of paragraph (B) to 
read as set forth below. 

2. Removing paragraph (C). 

§I.263A-3 Rules relating to property 
acquired for resale. 

(c) 

(4) 
*** 
*** 

* * * * * * 

(vi) *** (A) *** (1) In general. 
Distribution costs are any transporta
tion costs incurred outside a storage 
facility in delivering goods to an 
unrelated customer. For this purpose, 
any costs incurred on a loading dock 
are treated as incurred outside a storage 
facility. 
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change in tax for the period is not more 
than $25,000, a "small case request" 
is used to initiate an appeal. For greater 
amounts, a "protest" is used to initiate 
the appeal. (In certain cases described 
in §601.106(b)(4)(iii)(C) involving 
$25,000 or less, however, a protest was 
required under the old rules and con
tinues to be required.) A small case 
request should indicate the unagreed 
adjustments and provide the reasons for 
the disagreement. Generally, more de
tail and formality is required in a 
protest than in a small case request. In 
addition to the items in a small case 
request, a protest should provide the 
taxpayer's view of any disputed facts. 
The protest should also provide refer
ences to any materials the taxpayer 
would like to bring to Appeal's atten
tion in support of the reasons for 
disagreement. Complete protest require
ments are described in Publication 5, 
the Internal Revenue Service publica
tion concerning taxpayers' appeal rights 
and protest rules. 

Disposition and settlement of cases 
docketed in the Tax Court 

Rev. Proc. 87-24, 1987-1 C.B. 720, 
facilitates the effective use of Appeals 
in Tax Court cases and the earlier 
development and disposition of such 
cases either by settlement or by trial. 
These rules are now fully reflected in 
§601.106(e)(3). 

Among other items, the following 
items have been clarified or have been 
updated in the statement of procedural 
rules to reflect current Appeals 
practice: 

• Certain references to offices or 
positions have been changed to re
flect various reorganizations with
in the Service. 

• The positions to whom settlement 
authority in Appeals has been or 
could be delegated are clarified by 
specific references to the Chief, an 
Associate Chief, or a Team Chief 
in the Appeals office and to other 
employees specifically delegated 
such authority. 

• The list of items for Appeals' 
subject matter jurisdiction is up
dated to include, among others, 
the following items: (1) any tax 
that is subject to the deficiency 
procedures; (2) partners.hip items 
that are adjusted or readjusted; (3) 
offers in compromise under sec
tion 7122 of the Internal Revenue 
Code; (4) abatement of interest 

under section 6404( e)( I) of the 
Internal Revenue Code; and (5) 
any other disputed tax issues that 
the Internal Revenue Service de
termines are administratively 
appealable. 

• The regulations clarify that Ap
peals' may accept jurisdiction of 
the following docketed cases: (1) 
cases for which Appeals issued the 
notice of deficiency, liability, or 
other determination, and (2) cases 
for which the Employee Plans/ 
Exempt Organization function 
issued such notice after all peti
tioned issues were considered by 
Appeals. 

• The regulations make clear that 
Appeals' authority does not extend 
to include issues designated for 
litigation by Chief Counsel. 

• Because the technical advice pro
cedures are published annually in 
a revenue procedure the technical 
advice rules have been removed 
from these regulations. See Rev. 
Proc. 93-2, 1993-1 C.B. 351. 

• The procedure for settlement of 
docketed cases is clarified to 
provide that no settlement of a 
docketed case is binding on either 
the government or the taxpayer 
until it is entered as a decision. 

• The procedure for transferring a 
case to another Appeals office is 
updated to reflect that a case may 
be transferred to relieve the tax
payer of hardship. 

Proposed effective dates 

In general, the rules will be effective 
on the date of publication of the final 
rules in the Federal Register. The rules 
in §601.106(b)(4), which describe how 
a taxpayer initiates an appeal, will be 
effective 60 days after the date of 
publication of the final rules in the 
Federal Register. However, if the letter 
(or other information enclosed with the 
letter) offering the taxpayer the oppor
tunity to appeal refers to rules predat
ing the rules in §60 1.1 06(b)( 4), then 
the taxpayer may follow either the old 
rules or new rules. 

Special Analyses 

It has been determined that these 
proposed rules are not major rules as 
defined in Executive Order 1:::291. 
Therefore, a Regulatory Impact Anal
ysis 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 Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these rules, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, a copy of 
these proposed amendments will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on their 
impact on small business. 

Comments and Public Hearing 

Before these proposed amendments 
are adopted as final, consideration will 
be given to any written comments that 
are timely submitted (preferably an 
original and eight copies) to the Inter
nal Revenue Service. All comments 
will be available for public inspection 
and copying in their entirety. 

A public hearing will be held on 
Tuesday, November 23, 1993, at 10:00 
a.m. in Room 2615, Internal Revenue 
Service Building, 1111 Constitution 
Avenue, NW, Washington, DC. The 
rules of §601.601(a)(3) of the State
ment of Procedural Rules apply to the 
public hearing. 

Any person who has submitted 
timely written comments, and who 
desires to present oral comments at the 
public hearing on the proposed amend
ments, should submit, not later than 
November 4, 1993, a request to speak 
and an outline of the oral comments to 
be presented at the hearing stating the 
time the person wishes to devote to 
each subject. 

Each speaker (or group of speakers 
representing a single entity) will be 
limited to 10 minutes for an oral 
presentation exclusive of the time 
consumed by questions from the panel 
for the government and answers 
thereto. 

Because of controlled access restric
tions, attendees cannot be admitted 
beyond the lobby of the Internal 
Revenue Service Building before 9:45 
a.m. 

An agenda showing the scheduling 
of the speakers will be made after the 
outlines are received from persons 
testifying. Copies of the agenda will be 
available free of charge at the hearing. 

List of Subjects in 26 CFR Part 601 

Administrative practice and proce
dure, Freedom of information, Report-
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ing and recordkeeping requirements, 
Taxes. 

Proposed Amendments to the 
Statement of Procedural Rules 

Accordingly, 26 CFR part 601 is 
proposed to be amended as follows: 

PART 601-STATEMENT OF 
PROCEDURAL RULES 

Paragraph 1. The authority citation 
for part 601 is revised to read as 
follows: 

Authority: 5 U.S.c. 301 and 552 and 
26 U.S.c. 7805. Section 601.801 issued 
under Sec. 163(b)(5) of the Revenue 
Act of 1978, Pub. L. 96-600, 92 Stat. 
2811. 

Par. 2. The authority citations lo
cated at the end of sections 601.105, 
601.106, 601.405, and 601.9000 are 
removed. 

Par. 3. The authority citations for 
subparts E and H are removed. 

Par. 4. Section 601.106 is amended 
as follows: 

1. Paragraphs (a) through (f) are 
revised. 

2. Paragraph (g)( 1) is revised. 
3. Paragraph (h) is amended by: 
a. Redesignating the text of para

graph (h)(l) as paragraph (h)(l)(i). 
b. Adding paragraph headings for 

(h)(l) and newly designated paragraph 
(h)(l)(i). 

c. Redesignating the text of para
graph (h)(2) as paragraph (h)(l )(ii) and 
revising it. 

d. Redesignating the text of para
graph (h)(3) as paragraph (h)(2)(i). 

e. Adding headings for newly desig
nated paragraphs (h)(2) and (h)(2)(i). 

f. Adding the word "original" im
mediately before the word "disposi
tion" in newly designated paragraph 
(h)(2)(i). 

g. Redesignating the text of para
graph (h)( 4) as paragraph (h)(2)(ii). 

h. Adding a heading to newly desig
nated paragraph (h)(2)(ii). 

4. Paragraph (i) is revised. 
5. The revised and added provisions 

read as follows: 

Section 601.106 Appeals functions. 

(a) General-( 1) Purpose. Appeals 
is the administrative appeals office of 
the Internal Revenue Service. Its pur-
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pose is to resolve tax controversies 
without litigation, to the extent possi
ble. Appeals is to approach these 
controversies in a fair and impartial 
manner to both the taxpayer and the 
government. 

(2) Authorization-(i) For the Ap
peals function. Appeals authority on 
non-docketed cases has been delegated 
by the Commissioner while Appeals 
authority on docketed cases has been 
delegated by the Chief Counsel. 

(ii) For an Appeals office. Each 
region contains Appeals offices with 
local office facilities within the region. 
An Appeals office has jurisdiction over 
cases originating in the office of any 
District Director, Service Center/ 
Compliance Center Director, or the 
Assistant Commissioner (International) 
situated in the region, or in any case in 
which jurisdiction has been transferred 
to the region. A taxpayer residing or 
located outside the United States uses 
the facilities of the Washington, D.C. 
Appeals Office of the Mid-Atlantic 
Region or any other Appeals office that 
the taxpayer specifies when initiating 
the appeal. 

(iii) For settlement by Appeals per
sonnel. Unless settlement authority has 
been delegated to other employees, 
settlements with a taxpayer must be 
approved by the Chief, an Associate 
Chief, or a Team Chief in the Appeals 
office. 

(3) Subject matter jurisdiction; in 
general. Appeals offices have exclusive 
settlement jurisdiction and final au
thority within the Internal Revenue 
Service for the determination of the 
following types of tax liability and 
other items-

(i) Federal income tax, estate tax 
(including extensions for payment un
der section 6161(a)(2) of the Internal 
Revenue Code), gift tax, generation
skipping transfer tax, or miscellaneous 
excise taxes under chapter 41, 42, 43, 
44, or 45 of subtitle D of the Internal 
Revenue Code, all of which are subject 
to the deficiency procedures (Chapter 
45 was repealed for oil removed on or 
after August 23, 1988.); 

(ii) Any other tax which is subject to 
the deficiency procedures; 

(iii) Employment tax or certain mis
cellaneous excise tax under subtitle D 
of the Internal Revenue Code (which 
are not subject to the deficiency 
procedures except as noted in para
graph (a)(3)(i)(A) of this section); 

(iv) Liability for additions to the tax, 
additional amounts, and assessable 

penalties provided under chapter 68 of 
the Internal Revenue Code (collectively 
referred to in this section as penalties); 

(v) The initial or continuing recogni
tion of the tax exempt or foundation 
status of an organization; 

(vi) The initial or continuing deter
mination of employee plan qualification 
under subchapter D of chapter I of the 
Internal Revenue Code; 

(vii) The adjustment or readjustment 
of partnership items; 

(viii) Offers in compromise under 
section 7122 of the Internal Revenue 
Code; 

(ix) Abatement of interest under sec
tion 6404(e)(1) of the Internal Revenue 
Code; and 

(x) Any other disputed tax issues 
that the Internal Revenue Service deter
mines are administratively appealable. 

(4) Limitations on authority. The 
authority described in paragraphs (a)(2) 
and (a)(3) of this section does not 
include the authority to: 

(i)(A) Consider any case involving 
the qualification of an employee plan 
or the tax exempt or foundation status 
of an organization if such consideration 
has already been given in a National 
Office ruling or technical advice (but 
only to the extent the case involves 
qualification or the tax exempt or 
foundation status). In such a case the 
decision of the National Office is final. 
The plan or organization has no right 
of administrative appeal to Appeals or 
elsewhere; 

(B) If a case is already under 
Appeals' jurisdiction and Appeals' pro
posed disposition is contrary to either a 
National Office ruling concerning tax 
exempt or foundation status, or a 
National Office technical advice con
cerning either qualification or tax ex
empt or foundation status (issued be
fore the case went to Appeals), the 
Appeals determination is not final. In 
such a case Appeals' proposed disposi
tion will be submitted to the Assistant 
Commissioner (Employee Plans and 
Exempt Organizations) through the Of
fice of the Regional Director of Ap
peals. However, in a section 521 case, 
the proposed disposition will be sub
mitted to the Associate Chief Counsel 
(Domestic) through the Office of the 
Regional Director of Appeals. The 
decision of the Assistant Commissioner 
or the Associate Chief Counsel will be 
followed by Appeals; 

(ii) Consider any case that was 
docketed under section 6110 of the 



Inter.nal. Revenue Code concerning the 
pubhc Inspection of written documents 
or section 7428, 7476, 7477 (repealed 
after December 31, 1984) or 7478 of 
the Internal Revenue Code concerning 
declaratory judgements; 

(iii) Eliminate the fraud penalty in a 
tax year or period for which criminal 
prosecution against the taxpayer (or 
related taxpayer involving the same 
transaction) has been recommended to 
the Department of Justice for a willful 
attempt to evade or defeat tax, or for a 
willful failure to file a return, except 
upon the recommendation or concur
rence of Counsel. Similarly, an Appeals 
office has no authority to eliminate the 
fraud penalty in a tax year or period 
that relates to or affects the year or 
period described in this paragraph 
(4)(iii); 

(iv) Consider any case in which a 
recommendation for criminal prosecu
tion is pending, except with the concur
rence of Counsel; 

(v) Determine alcohol, tobacco, and 
certain other excise tax liability under 
subtitle E of the Internal Revenue Code 
or under subchapter D, chapter 78 of 
subtitle F of the Internal Revenue 
Code, insofar as subchapter D relates to 
taxes imposed under subtitle E; 

(vi) Consider a Trust Fund Recovery 
Penalty case (formerly referred to as a 
100 percent penalty case) if the assess
ment is to be made because of Chief 
Counsel's request to support a third
party action in a pending refund suit. 
See Rev. Proc. 84-78, 1984-2 C.B. 
754; 

(vii) Consider any case solely in
volving the failure or refusal to comply 
with the tax laws because of moral, 
religious, political, constitutional, con
scientious, or similar grounds; or 

(viii) Consider an issue or a case 
that is designated for litigation by 
Chief Counsel. 

(b) Appeal rights of the taxpayer
(1) In general. The Appeals process is 
initiated at the request of the taxpayer. 
The procedures for initiating an appeal 
are described below. 

(2) When an organization, rather 
than each member, is treated as the 
taxpayer. Labor unions, trade associa
tions, and other organizations whose 
members' dues have been disallowed as 
a deduction to each member because 
the organization spent am~unts ~or 
lobbying, promoting or ?ef~atmg legIS
lation, political campaIgnmg, ?r .. for 
propaganda related to those act! vItIes, 

are afforded rights of administrative 
appeal similar to those rights afforded 
to taxpayers generally. 

(3) Situations in which a taxpayer 
may request an appeal-(i) Letter 
proposing adjustments. A taxpayer may 
request an appeal in any case in which 
a District Director, Service Center/ 
Compliance Center Director, or the 
Assistant Commissioner (International) 
has issued a letter proposing adjust
ments (commonly referred to as the 30 
day letter) concerning an item de
scribed in paragraph (a)(3) of this 
section. (The taxpayer will be informed 
of the right to an administrative appeal 
in this letter.) 

(ii) After issuance of a statutory 
notice of deficiency. A taxpayer who 
has been issued a statutory notice of 
deficiency (commonly referred to as 
the 90 day letter) will not be granted a 
conference by Appeals during the 90 
day period (150 day period if the 
notice is addressed to a person outside 
the United States) following the mail
ing of the notice if the taxpayer had a 
conference or was offered a conference 
prior to the issuance, unless unusual 
circumstances exist. 

(iii) Penalties. Certain chapter 68 
penalties that have been assessed may 
be appealed before payment is made. 
(These penalties may also be appealed 
after payment is made but before the 
filing of a claim for refund.) This post
assessment appeal procedure applies to 
all but the following chapter 68 
penalties-

(A) Penalties that are not subject to 
a reasonable cause or reasonable basis 
determination (e.g., the penalty for 
failure to pay estimated income tax 
under section 6655 of the Internal 
Revenue Code); 

(B) Penalties that are subject to the 
deficiency procedures of subchapter B 
of chapter 63 of the Internal Revenue 
Code (e.g., the accuracy-related penalty 
and the fraud penalty under sections 
6662 and 6663 of the Internal Revenue 
Code, respectively). Taxpayers have the 
right to appeal these penalties prior to 
assessment; 

(C) Penalties that are subject to an 
administratively granted pre-assessment 
appeal procedure (such as that provided 
in §1.6694-2(a)(1) of this chapter for 
return preparers); 

(D) The penalties provided in sec
tions 6700 and 6701 of the Internal 
Revenue Code for promoting abusive 
tax shelters, and for aiding and abet-

ting, respectively. These penalties are 
subject to the procedural rules of 
section 6703 of the Internal Revenue 
Code which provides for an extension 
of the period of collection of the 
penalty when a person pays not less 
than 15 percent of the amount of such 
penalty; and 

(E) The Trust Fund Recovery 
Penalty (formerly referred to as the 100 
percent penalty) provided under section 
6672 of the Internal Revenue Code. 
The taxpayer generally has the oppor
tunity to appeal this penalty prior to 
assessment. 

(4) Initiation of an appeal-(i) Gen
eral rules. An appeal is initiated by 
filing a protest. See paragraph 
(b)( 4 )(iii) of this section for a sim
plified procedure for small cases. 

(ii) Contents of a protest. A protest 
provides the reasons in writing why the 
taxpayer does not agree with the 
disputed adjustments to tax liability. In 
addition, a protest should contain iden
tifying information, which is described 
in the letter (or in other information 
enclosed with the letter) that offers the 
taxpayer the opportunity to appeal. 
Examples of items that should be in a 
protest are as follows: 

(A) If the disagreement concerns 
factual matters, the protest should 
include a statement in writing of the 
taxpayer's view of the facts. Factual 
matters concern, for example, evidence 
of the date when income was received 
and the existence of records proving 
the payment of an expense. 

(B) If the disagreement concerns 
whether or how an item should be 
taxed, the protest should include a 
reason or reasons in writing for the 
taxpayer's position. Such disagreements 
concern, for example, whether the law 
requires that certain proceeds be in
cluded in gross income. The reasoning 
may be based simply on what the tax
payer believes is logical and fair. 
Inclusion of references to supporting 
authorities such as the Internal Revenue 
Code, Treasury regulations, court cases, 
revenue rulings and revenue procedures 
will facilitate consideration of the 
appeal. Reference may also be made to 
Internal Revenue Service publications. 

(iii) Small case request-(A) In gen
eral. If the total amount (described in 
paragraph (b)( 4 )(iii)(B) of this section) 
is not more than $25,000 for any tax 
period, the taxpayer may initiate an 
appeal by requesting Appeals consid
eration, indicating the unagreed adjust-

1993-2 C.B. 627 



ments to tax liability and stating the 
reason for disagreement. A taxpayer 
may provide any additional information 
that he or she feels is pertinent. 

(B) Total amount defined-(l) In 
general. The total amount includes the 
entire amount of additional tax and 
penalties proposed by the Internal 
Revenue Service, not just the portion of 
additional tax or penalties that the 
taxpayer disputes. The total amount 
also includes the entire amount of a 
refund or credit claimed by the tax
payer. Where the Service determines 
that an overassessment was made, the 
total amount is the amount proposed by 
the Internal Revenue Service. Interest 
is not included in any of these 
amounts. 

(2) Offer in compromise. In an offer 
in compromise, the total amount in
cludes the assessed tax, penalties, and 
interest sought to be compromised. 

(3) Penalties. In the case of penal
ties that are assessed before a taxpayer 
is given the opportunity to dispute the 
penalties (a post-assessment penalty 
case), the total amount is the amount of 
the disputed penalties for any tax 
period. 

(C) Subjects always requiring a pro
test. A protest is required to obtain 
Appeals consideration in all employee 
plan and exempt organization cases. (If 
corporate or individual returns are 
adjusted in connection with employee 
plan or exempt organization cases, 
these returns are not subject to this 
paragraph (b)(4)(iii)(C).) A protest is 
also required in all partnership and S 
corporation cases. 

(iv) Where to file a protest or a 
small case request. Filing instructions 
are in the letter (or in other information 
enclosed with the letter) that offers the 
taxpayer the opportunity to appeal. The 
receiving office will review the protest 
or small case request for the purpose of 
deciding whether further development 
or action is required prior to referring 
the case to Appeals. 

(c) Nature of Appeals' proceed
ings-(1) In general. Appeals' proceed
ings are informal. Testimony is not 
taken under oath, although matters 
alleged as facts may be required to be 
submitted later in the form of affi
davits, or declared to be true under 
penalties of perjury. 

(2) Presentation of new information 
at Appeals-(i) Newly discovered infor
mation. If newly discovered evidence is 
presented to Appeals in a case pending 
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in non-docketed status, Appeals may 
send the new information to the orig
inating function (the District Director, 
Service Center/Compliance Center Di
rector, or Assistant Commissioner (In
ternational)) for consideration and 
comment. 

(ii) Withheld information. A tax
payer cannot withhold information 
from the District Director, Service 
Center/Compliance Center Director, or 
Assistant Commissioner (International) 
and expect to present it for the first 
time before Appeals at a conference in 
non-docketed status. If such informa
tion is presented to Appeals, generally, 
the case will be returned to the origi
nating function for reconsideration. 

(3) Taxpayer representatives. Tax
payers may represent themselves or 
may designate a qualified representa
tive to act for them. If a taxpayer 
engages a representative to present the 
appeal, the taxpayer and representative 
must follow the practice and con
ference procedures in Treasury Depart
ment Circular 230 as amended (31 CFR 
part 10), and in subpart E of this part. 

(d) Consideration of cases by Ap
peals-(1) In general. Appeals will 
follow the law and the recognized 
standards of legal construction in deter
mining facts and applying the law. 
Appeals will determine the correct 
amount of the tax with strict impar
tiality as between the taxpayer and the 
Government, and without favoritism or 
discrimination between taxpayers. 

(2) Factors considered by Appeals. 
Appeals will ordinarily consider the 
relative merits of the opposing views in 
light of the hazards which would exist 
if the case was litigated. However, no 
settlement will be made based upon the 
nuisance value of the case to either 
party. If the taxpayer makes an unac
ceptable settlement proposal under cir
cumstances indicating a good faith 
attempt to reach an agreement on a 
basis that is fair to both the Govern
ment and the taxpayer, then, generally, 
the Appeals officer should indicate to 
the taxpayer the kind of settlement that 
the officer would recommend for ac
ceptance. Appeals may defer action on, 
or may decline to settle, certain cases 
or issues in order to achieve greater 
uniformity and enhance overall volun
tary compliance with the tax laws. 

(3) Making a taxpayer's return. In 
cases under Appeals jurisdiction, the 
Appeals official has the authority to 
make and subscribe to a return under 

the provisions of section 6020 of the 
Internal Revenue Code where a tax
payer fails to make a required return. 

(4) When an Appeals officer's pro
posed settlement is not approved. An 
Appeals officer may recommend ac
ceptance of the taxpayer's proposal of 
settlement, or may recommend other 
action favorable to the taxpayer. How
ever, as stated in paragraph (a)(2)(iii) 
of this section, generally, settlements 
with a taxpayer must be approved by 
the Chief, an Associate Chief, or a 
Team Chief in the Appeals office. If 
the Appeals officer's recommendation 
is disapproved in whole or in part by a 
reviewing officer, then, generally, the 
reviewing officer will advise the tax
payer of the decision and will offer the 
taxpayer a conference (with the review
ing officer), which the taxpayer may 
accept by written confirmation. How
ever, a conference will not be offered if 
the interest of the Government would 
be injured by delay, as, for example, in 
a case involving the imminent expira
tion of the period of limitations or the 
dissipation of assets. 

(5) Related taxpayer. The District 
Director, the Service Center/ 
Compliance Center Director, and the 
Assistant Commissioner (International) 
are responsible for assembling the 
return of a related taxpayer for an 
examination. Ordinarily, a case con
cerning a related taxpayer is not 
requested from the examining office by 
Appeals unless this action is necessary 
to ensure consistency. If the action is 
necessary, Appeals contacts the ex
amining office to determine what ac
tion should be taken by both offices. 
Appeals may assume jurisdiction in a 
related taxpayer case with the concur
rence of the related taxpayer after the 
examining office has completed any 
necessary action. The related taxpayer 
does not have to file a protest. If the 
need for assuming jurisdiction over a 
related taxpayer case becomes apparent 
after a conference has been held, 
Appeals may contact the related tax
payer. In the absence of any objection, 
Appeals assumes jurisdiction after re
questing that the examining office 
complete action on the case. 

(6) Assistance from Counsel-(i) In 
general. Appeals may use Counsel as a 
resource on non-docketed cases when 
advice is needed concerning the haz
ards of litigation, interpretation of law, 
or evaluation of evidence. This advice 
will be provided through informal 
arrangements between each Counsel 
and Appeals office. 



(ii) Counsel attendance at con
ference. Appeals generally does not ask 
Counsel to attend settlement con
ferences. However, in certain cases 
Counsel may attend an appeals settle
ment conference. For example, Counsel 
may attend a conference for a case 
involving the fraud penalty for which 
criminal prosecution against the tax
payer (or a related taxpayer involving 
the same transaction) has been recom
mended to the Department of Justice 
for a willful attempt to evade or defeat 
tax, or for a willful failure to file a 
return. 

(iii) Technical advice from the Na
tional Office-(A) Definition. Techni
cal advice means advice or guidance as 
to the interpretation and proper applica
tion of internal revenue laws, related 
statutes, and regulations, to a specific 
set of facts, furnished by the National 
Office upon Appeals' request in con
nection with the processing and consid
eration of a non-docketed case. It is 
furnished as a means of assisting 
Internal Revenue Service personnel in 
closing cases and establishing and 
maintaining consistent holdings in the 
various regions. It does not include 
memoranda on matters of general tech
nical application furnished to Appeals 
where the issues are not raised in 
connection with the consideration and 
handling of a specific taxpayer's case. 

(B) Procedures for technical advice. 
General procedures for technical advice 
are found in §601.105(b)(5). In addi
tion, the technical advice rules are not 
applicable to an appeal of penalties 
described in paragraph (b )(3)(iv) of this 
section. 

(e) Settlement of a case before 
Appeals-(l) In general; new issue. 
During consideration of a case, the 
Appeals office should neither reopen an 
issue as to which the taxpayer and the 
office of the District Director, Service 
Center/Compliance Center Director, or 
Assistant Commissioner (International) 
are in agreement, nor raise a new issue, 
unless the ground for such action is a 
substantial one and the potential effect 
upon the tax liability is material. If 
Appeals raises a new issue, the t~x
payer or the taxpayer's representatIve 
should be so advised and should be 
offered an opportunity for ~iscussion 
before taking any formal actIOn,. such 
as the issuance of a statutory notice of 
deficiency (commonly referred to as 
the 90 day letter). 

(2) Case not do.cketed in the Tax 
Court-(i) Agreed Issues. If settlement 

of some or all of the issues is reached 
with the taxpayer by Appeals, the 
taxpayer will be requested to sign the 
appropriate agreement form for the 
agreed issue or issues. 

(ii) Unagreed Issues-(A) In 
general-(l) Case subject to the defi
ciency procedures. To the extent that 
the taxpayer does not agree with a 
proposed deficiency, a statutory notice 
of deficiency (commonly referred to as 
the 90 day letter) will be issued by 
Appeals as prescribed in sections 6212 
and 6861 of the Internal Revenue 
Code. (The statutory notice is issued 
for deficiencies in income, estate, gift, 
generation-skipping transfer, or certain 
miscellaneous excise taxes (under chap
ter 41, 42, 43, 44, or 45 of the Internal 
Revenue Code). Each Chief, Associate 
Chief, or Team Chief of an Appeals 
office is authorized to issue the statu
tory notice of deficiency. The taxpayer 
may file a petition with the U.S. Tax 
Court for a redetermination of the 
deficiency. The petition must be filed 
within 90 days (ISO days if the notice 
is addressed to a person outside of the 
United States) after the statutory notice 
of deficiency is mailed (not counting 
Saturday, Sunday, or a legal holiday in 
the District of Columbia as the last 
day). 

(2) Case not subject to the defi
ciency procedures. If the unagreed case 
is not subject to the deficiency proce
dures, the case and its administrative 
file will be forwarded to the appropri
ate Internal Revenue Service function 
with instructions to take action on the 
unagreed tax liability determined by 
Appeals. 

(B) Refund claimed by a Taxpayer. 
If a claim for refund is disallowed in 
full or in part by Appeals and the 
taxpayer does not sign Form 2297, 
Waiver of Statutory Notification of 
Claim Disallowance, Appeals will issue 
a statutory notice of claim dis
allowance. 

(3) Case docketed in Tax Court-(i) 
Appeals jurisdiction-(A) In general. 
Except in unusual cases, a docketed 
case is referred by Counsel to Appeals 
to reach a settlement with the taxpayer 
(even if Appeals issued the statutory 
notice of deficiency). If Appeals has 
the case under consideration at the time 
it is docketed, then it retains the case. 
See Rev. Proc. 87-24, 1987-1 C.B. 
720. 

(B) Period of jurisdiction-(l) Defi
ciency of more than $10,000. Appeals 

has exclusive jurisdiction of a docketed 
case involving a deficiency of more 
than $10,000 per period (including 
taxes and penalties) as long as Appeals 
believes there is a reasonable likelihood 
of settlement, or until the case appears 
on a trial calendar. Counsel may extend 
the period of Appeals consideration of 
the case when it appears on the trial 
calendar. 

(2) Deficiency of $10,000 or less. In 
general, Appeals has exclusive jurisdic
tion of a docketed case involving a 
deficiency of $10,000 or less per period 
(including tax and penalties) for a 
period of six months, except that 
jurisdiction ends one month before the 
trial calendar call. In a Small Tax Case 
(S case), Appeals' jurisdiction ends 15 
days before the trial calendar call. 
Appeals and Counsel may agree to 
extend the period of consideration. A 
case is designated as an S case by the 
Court upon request of the petitioner 
and includes the letter S as part of the 
docket number. An S case is given 
expeditious consideration. 

(C) Exclusive jurisdiction. In gen
eral, Appeals has sole settlement au
thority over docketed cases referred to, 
or retained by, Appeals pursuant to 
these procedures until the case is 
returned to Counsel. However, a case 
or an issue in a case may be reserved 
by Counsel. Upon request, Appeals will 
return a case to Counsel to allow 
adequate trial preparation. Whenever a 
docketed case is returned to Counsel, 
sole authority to try or to settle the 
case will revert to Counsel, unless 
Counsel and Appeals agree that settle
ment authority over some or all of the 
issues will be retained by Appeals. 
Thus in some situations Counsel will 
prep~re a case for trial while Appeals 
simultaneously negotiates for a 
settlement. 

(D) Transfer of jurisdiction to and 
from Counsel. By agreement between 
Counsel and Appeals, any docketed 
case (or portions thereof) may be 
transferred from Counsel to Appeals or 
from Appeals to Counsel, notwithstand
ing the fact that the case was pre
viously considered by the receiving 
function. This authority is to be utilized 
to promote more efficient disposition of 
the case. 

(E) Assisting Counsel. For cases or 
issues over which Counsel has jurisdic
tion, Appeals may assist Counsel with 
settlement negotiations, with trial prep
aration, or at trial. 
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(F) Coordination of settlements in 
related cases. Unless both offices agree 
that the offer is acceptable, no settle
~ent off~r will be accepted by Appeals 
If there IS a related case in Counsel. 
(Related cases may involve different 
tax years of the same taxpayer or dif
ferent taxpayers engaging in a similar 
transaction.) Disagreements between 
Appeals and Counsel on whether the 
offer should be accepted will be re
solved by the Regional Counsel, with 
the advice and assistance of the Re
gional Director of Appeals and the 
Deputy Regional Counsel (Tax Liti
gation). 

(ii) Agreed issues. If some or all of 
the issues in a docketed case are settled 
by the taxpayer and Appeals, Appeals 
generally prepares a document reflect
ing settlement of these issues. The 
agreement is recorded in a decision 
document or stipulation of settlement. 
This document stipulates to the agreed 
deficiency or overpayment (or to the 
disposition of agreed issues if less than 
all issues are agreed) and is signed by 
the taxpayer. Appeals forwards the 
documen~, along with any necessary 
comp~tatlOns, to Counsel who signs 
and flIes the document with the Tax 
Court. If the court signs the document 
it is entered as a decision of the cou~ 
(or, if the settlement resolves only 
some of the issues in the case, as a part 
of the record of the case). No settle
ment of a docketed case is binding on 
either the taxpayer or the government 
until it is entered as a decision (or filed 
as part of the record in the case). 

(iii) Unagreed issues. To the extent 
issues in a docketed case remain 
unsettled after consideration and con
ference in Appeals, the case will be 
returned to Counsel. 

(f) Transfer of a case to another 
Appeals office-( 1) Non-docketed 
case-(i) Routine. An Appeals office 
may transfer jurisdiction in a non
docketed case to an office that is closer 
to t.he taxpayer's residence or place of 
bUSIness If the taxpayer's books and 
records are available there. 

(ii) Hardship. An Appeals office 
may transfer jurisdiction in a non
docketed case to another office to 
relieve the taxpayer of hardship. The 
reg.uest is mad~ to the transferring 
office whIch WIll determine whether 
hardship exists. If hardship exists, the 
transfer will be made if the taxpayer's 
books and records are available to the 
receiving office, and if both offices 
agree that the transfer is not an attempt 
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to obtain a more favorable resolution of 
the disputed issues. 

(iii) Special situations. From time to 
time special transfer rules will be 
published in the Internal Revenue 
Manual for certain types of cases. 

(iv) Approval needed. Transfers 
within a region for reasons other than 
those listed in paragraphs (f)(1 )(i), (ii) 
and (iii) of this section must be ap
proved by both the transferring and 
receiving Regional Directors of Ap
peals. If the directors cannot agree, the 
proposed transfer may be referred to 
the National Director of Appeals for 
decision. 

(2) Docketed case-(i) In general. A 
docketed case under Appeals jurisdic
tion will be transferred to the Appeals 
office serving the locality designated 
by the Tax Court for trial unless that 
locality is Washington, D.C .. Docketed 
cases set for a Tax Court trial should 
be transferred to the Washington, D.C., 
office only if the taxpayer resides in 
the area and the books and records are 
available there. Otherwise the case 
should be transferred to the Appeals 
office serving the taxpayer's residence 
or place of business. 

(ii) Special situations. From time to 
time special transfer rules will be pub
lished in the Internal Revenue Manual 
for certain types of docketed cases. 

(iii) Approval needed. Transfers 
within a region for reasons other than 
those listed in paragraphs (f)(2)(i) and 
(ii) of this section must be approved by 
both the transferring and receiving 
Regional Directors of Appeals. If the 
directors cannot agree, the proposed 
transfer may be referred to the National 
Director of Appeals for decision. 

(iv) Coordination with Counsel. All 
transfers of docketed cases must be 
coordinated with Counsel. 

(g) Limitation on the jurisdiction 
and function of Appeals-( 1) Overpay
ment of more than $1,000,000. If 
Appeals determines that there is an 
overpayment of income, estate, 
generation-skipping transfer, gift or 
certain miscellaneous excise taxes (un
der chapter 41, 42, 43, 44, or 45 of the 
Internal Revenue Code), including 
penalties and interest, in excess of 
$1,000,000, such determination will be 
reviewed by the Joint Committee on 
Taxation. See §601.108. 

* * * * * * 

(h) *** (1) Closed with mutual con-

cessions-(i) Service initiated opening. 
*** 

(ii) Taxpayer initiated opening. Un
der certain unusual circumstances 
favorable to the taxpayer, such as 
retroactive legislation, a case not dock
eted in the Tax Court and closed by 
Appeals on the basis of concessions 
made by both Appeals and the taxpayer 
~ay be reopened upon written applica
tlOn from the taxpayer, and only with 
the approval of the Regional Director 
of Appeals. The processing of an 
ap~lication for a tentative carryback 
adjustment or a claim for refund or 
~redit for. an overassessment (for a year 
Involved In the prior closing) attributa
ble to a claimed deduction or credit for 
a carryback provided by law, and not 
included in a previous Appeals deter
~ination,. ~oes not constitute a reopen
mg requmng approval. A subsequent 
assessment of an excessive tentative 
allowance also does not constitute such 
a reopening. The National Director of 
Appeals may authorize, in advance, the 
reopening of similar classes of cases if 
legi~la.tive . enactments or compelling 
adml111stratlve reasons require such ad
vance approval. 

(2) Closed without mutual conces
sions-(i) Service initiated opening. 
*** 

(ii) Taxpayer initiated opening. *** 
(i) Effective dates. In general, the 

rules will be effective on the date of 
publication of the final rules in the 
Federal Register. The rules in 
§601.106(b)(4), which describe how a 
taxpayer initiates an appeal, will be 
effective 60 days after the date of 
publication of the final rules in the 
Federal Register. However, if the letter 
(or other information enclosed with the 
letter) offering the taxpayer the oppor
tunity to appeal refers to rules predat
ing the rules in §60 1.1 06(b)( 4), then 
the taxpayer may follow either the old 
rules or new rules. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 17. 1993. 8:45 a.m., and published 
In the Issue of the Federal Register for 
September 20, 1993, 58 F.R. 48802) 



Not~ce of Proposed Rulemaking and 
Notice of Public Hearing 

Reporting and Deposit of Employment 
Tax Liabilities 

IA-60-92 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This docm;nent contains 
proposed amendments to the regula
tions relating to both the reporting and 
depositing of Federal employment 
taxes. The proposed amendments are 
intended to simplify the current report
ing system by removing all "non
payroll" withheld taxes from reporting 
on Form 941, Employer's Quarterly 
Federal Tax Return (or Form 941E, 
Quarterly Return of Withheld Federal 
Income Tax and Medicare Tax). The 
proposed amendments affect all tax
payers that have "nonpayroll" with
held tax liabilities currently reported 
quarterly on Form 941 (or 941E). This 
document also provides a notice of a 
public hearing on these proposed 
regulations. 

DATES: Written comments must be 
recei ved by December 1, 1993. Out
lines of oral comments to be presented 
at the public hearing scheduled for 
10:00 AM on December 2, 1993, must 
be received by November 26, 1993. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (lA-60-92), Room 
5228, Internal Revenue Service, P.O. 
Box 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
comments and outlines may be hand 
delivered to: CC:DOM:CORP:R (IA-
60-92), Room 5228, Internal Revenue 
Service, 1111 Constitution Ave. N.W., 
Washington, DC 20224. The public 
hearing will be held in Room 2615, 
Internal Revenue Building, 1111 Con
stitution Ave. N.W., 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 in 
accordance with the Paperwork Reduc-

tion Act of 1980 (44 U.S.c. 3504(h)). 
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 
Treasury, Office of Information and 
Regulatory Affairs, Washington, D.C. 
20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer, PC:FP, Washington, 
D.C. 20224. 

The collection of information in this 
regulation is in §31.6011(a)-4 of the 
Regulations on Employment Taxes and 
Collection of Income Tax at Source. 
This information is required by the 
Internal Revenue Service to help recon
cile certain income tax amounts with
held by persons required to do so with 
the amounts claimed as withholding 
credits by the income recipients. The 
likely respondents are individuals, state 
and local governments, farms, business 
or other for-profit institutions, federal 
agencies, nonprofit institutions, and 
small businesses or organizations. 

The burden for the reporting require
ment contained in §31.6011(a)-4 is 
reflected in the burden of Form 945. 

Background 

Section 31.6011 (a)-4 of the Regula
tions on Employment Taxes and Col
lection of Income Tax at Source was 
adopted on January 13, 1959, and has 
been amended on numerous occasions 
since that date. 

Sections 31.6302-1 through 
31.6302-3 were adopted on September 
24, 1992, effective for payments made 
after December 31, 1992. Previously, 
§§31.6302(c)-1 and 31.6302(c)-2 set 
forth the deposit requirements for 
employment taxes (including railroad 
retirement taxes). 

Explanation of provisions 

Under existing rules,· taxpayers use 
the same form-Form 941 (or Form 
941E)-to report both nonpayroll taxes 
(such as amounts withheld on an
nuities) and payroll taxes. Reporting 
both types of taxes on the same form 
makes it difficult for taxpayers with 
separate departments for payroll dis
bursements and for other disbursements 
to reconcile amounts to be deposited. 
To eliminate this problem, the proposed 
regulations would require both the 
separate reporting and depositing of the 
two types of taxes. 

Under the proposed regulations, 
taxes currently reported quarterly on 

Form 941 would continue to be re
ported on that form unless they are 
nonpayroll withheld taxes. Nonpayroll 
withheld taxes, however, would be 
reported annually on new Form 945, 
Annual Return of Withheld Federal 
Income Tax. The proposed regulations 
would define non payroll withheld taxes 
as amounts withheld under (1) section 
3402(q), relating to withholding on 
certain gambling winnings, (2) section 
3402 with respect to amounts paid as 
retirement pay for service in the Armed 
Forces of the United States, (3) section 
3402( 0)(1 )(B), relating to withholding 
on certain annuities, (4) section 3405, 
relating to withholding on pensions, 
annuities, IRAs, and certain other de
ferred income, and (5) section 3406, 
relating to backup withholding with 
respect to reportable payments. 

The proposed regulations would re
quire any taxpayer required to file a 
Form 945 for one calendar year, to 
continue filing a Form 945 for each 
subsequent year, whether or not there is 
a liability for the subsequent year, until 
the taxpayer files a final return in 
accordance with the regulations. This is 
consistent with the requirement that a 
Form 941 be filed for each quarter, 
whether or not there is a liability for 
that quarter. An annual Form 945 is 
required, regardless of tax liability, 
because the Internal Revenue Service 
cannot assume that no tax is due 
simply because no return has been 
filed. Thus, the annual filing require
ment helps preserve the integrity of the 
tax system for nonpayroll withheld 
taxes. 

The proposed regulations would also 
amend the Federal employment tax 
deposit rules to reflect the change in 
reporting. Under the proposed regula
tions, taxes reported on Form 945 are 
deposited separately from taxes re
ported on Form 941. Form 8109, 
Federal Tax Deposit Coupon, will be 
revised to reflect these changes. 

Deposits of taxes reported on Form 
945 will be made in accordance with 
rules that generally parallel the existing 
employment tax deposit regulations. 
Under the proposed amendments, de
posits of taxes reported on Form 945 
are made under either a monthly or a 
semi-weekly rule. For calendar years 
1994 and 1995, a taxpayer's status as a 
monthly or semi-weekly depositor for 
taxes reported on Form 945 will gener
ally be the same as the taxpayer's de
positor status on January 1, 1994, for 
taxes reported on Form 941. 
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Beginning with calendar year 1996, 
however, a taxpayer's depositor status 
for taxes reported on Form 945 will be 
determined annually based on a look
back to the amount of taxes reported on 
Form 945 for the second preceding 
calendar year (the lookback period). 
For example, for calendar year 1996 a 
taxpayer's depositor status will depend 
on the amount of taxes reported on 
Form 945 for calendar year 1994. If the 
taxpayer reported nonpayroll withheld 
tax liabilities of $50,000 or less on the 
Form 945 for the lookback period, the 
taxpayer is a monthly depositor for the 
calendar year. If the taxpayer reported 
nonpayroll withheld tax liabilities in 
excess of $50,000 on Form 945 for the 
lookback period, the taxpayer is a 
semi-weekly depositor for the calendar 
year. New taxpayers are considered to 
have a nonpayroll withheld tax liability 
of zero for any calendar year in which 
the taxpayer did not exist. 

For calendar year 1994 and all 
subsequent years, if the amount of 
accumulated nonpayroll withheld taxes 
equals or exceeds $100,000 for any day 
within a deposit period (monthly or 
semi-weekly), the taxpayer is subject to 
the One-Day rule of §31.6302-1(c)(3) 
of the regulations for such amount. A 
taxpayer that is a monthly depositor 
when the taxpayer becomes subject to 
the One-Day rule immediately becomes 
a semi-weekly depositor for the re
mainder of that calendar year and for 
the succeeding calendar year. 

Proposed effective date 

The regulations are proposed to be 
effective with respect to payments 
made after December 31, 1993. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. 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, an initial Regulatory Flex
ibility Analysis is not required. Pur
suant to section 7805(f) of the Internal 
Revenue Code, a copy of 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 
business. 
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Comments and Public Hearing 

Before these proposed amendments 
are adopted as final regulations, consid
eration will be given to any written 
comments that are timely submitted 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying in their 
entirety. A public hearing has been 
scheduled for December 2, 1993. Be
cause of access restrictions, visitors 
will not be admitted beyond the build
ing lobby more than 15 minutes before 
the hearing starts. 

The rules of §601.601(a)(3) apply to 
the hearing. 

Persons that want to present oral 
comments at the hearing must submit 
by November 26, 1993, an outline of 
the topics to be discussed and the time 
to be devoted to each topic. 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. 

List of Subjects in 26 CFR Part 31 

Employment taxes, Income taxes, 
Penalties, Pensions, Railroad retire
ment, Reporting and recordkeeping re
quirements, Social security, Unemploy
ment compensation. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 31 is 
proposed to be amended as follows: 

Paragraph 1. The authority citation 
for part 31 is amended by adding 
entries to read as follows: 

Authority: 26 U.S.c. 7805 *** Sec
tion 31.6011(a)-4 also issued under 26 
U.S.c. 6011 *** Section 31.6302-4 
also issued under 26 U.S.c. 6302(a) 
and (c). *** 

Par. 2. Section 31.6011(a)-4 is 
amended as follows: 

1. The heading for §31.6011(a)-4 is 
revised. 

2. The heading for paragraph (a) is 
revised. 

3. Headings are added for para
graphs (a)(1) through (3). 

4. The text of paragraph (a)(1) is 
revised. 

5. Paragraph (b) is redesignated as 
paragraph (c). 

6. New paragraph (b) is added. 
7. The revised and added provisions 

read as follows: 

§31.601J(a)-4 Returns of income tax 
withheld. 

(a) Withheld from wages-(l) In 
general. Except as otherwise provided 
in paragraphs (a)(3) and (b) of this 
section, and in §31.6011(a)-5, every 
person required to make a return of 
income tax withheld from wages pur
suant to section 3402 shall make a 
return for the first calendar quarter in 
which the person is required to deduct 
and withhold such tax and for each 
subsequent calendar quarter, whether or 
not wages are paid therein, until the 
person has filed a final return in 
accordance with §31.6011(a)-6. Except 
as otherwise provided in paragraphs 
(a)(2) and (3) and (b) of this section, 
and in §31.6011(a)-8, Form 941 is the 
form prescribed for making the return 
required under this paragraph. 

(2) Wages paid for domestic service. 

*** 
(3) Wages paid for agricultural la

bor. *** 

* * * * * * 
(b) Withheld from nonpayroll pay

ments. Every person required to make a 
return of income tax withheld from 
nonpayroll payments for calendar year 
1994 shall make a return for calendar 
year 1994 and for each subsequent 
calendar year (whether or not any such 
tax is required to be withheld therein) 
until a final return is made in accord
ance with §31.6011(a)-6. Every person 
not required to make a return of 
income tax withheld from nonpayroll 
payments for calendar year 1994 shall 
make a return for the first calendar 
year thereafter in which the person is 
required to withhold such tax and for 
each subsequent calendar year until a 
final return is made in accordance with 
§31.6011(a)-6. Form 945, Annual Re
turn of Withheld Federal Income Tax, 
is the form prescribed for making the 
return required under this paragraph 
(b). Nonpayroll payments are-

(1) Certain gambling winnings sub
ject to withholding under section 
3402(q); 

(2) Retirement pay for services in 
the Armed Forces of the United States 
subject to withholding under section 
3402; 



(3) Certain annuities as described in 
section 3402(0)(l)(B); 

(4) Pensions, annuities, IRAs, and 
certain other deferred income subject to 
withholding under section 3405; and 

(5) Reportable payments subject to 
backup withholding under section 3406. 

* * * * * * 

Par. 3. The heading for paragraph (a) 
of §31.6071(a)-1 is revised to read as 
set forth below. 

§31.6071(a)-1 Time for filing returns 
and other documents. 

(a) Federal Insurance Contributions 
Act and income tax withheld from 
wages and from nonpayroll payments
*** 

* * * * * * 

Par. 4. Section 31.6302-1 is 
amended as follows: 

1. Paragraphs (e)(1)(iii) and (iv) are 
revised. 

2. The last sentence of paragraph 
(e )(2) is revised. 

3. The revisions read as follows: 

§31.6302-1 Federal tax deposit rules 
for withheld income taxes and taxes 
under the Federal Insurance 
Contributions Act (FlCA) attributable 
to payments made after December 
31, 1992. 

(e) *** 
(1) *** 

* * * * * * 

(iii) The income tax withheld under 
sections 3402 and 3405, except income 
tax withheld with respect to payments 
made after December 31, 1993, on the 
following-

(A) Certain gambling winnings un
der section 3402(q); 

(B) Retirement pay for services in 
the Armed Forces of the United States 
under section 3402; 

(C) Certain annuities described in 
section 3402(0)(1 )(B); and 

(D) Pensions, annuities, IRAs, and 
certain other deferred income under 
section 3405; and 

(iv) The income tax withheld under 
section 3406, relating to backup with
holding with respect to reportable 
payments made before January 1, 1994. 

(2) *** Also, see §31.6302-3 con
cerning a taxpayer's option with re-

spect to payments made before January 
1, 1994, to treat backup withholding 
amounts under section 3406 separately. 

* * * * * * 

Par. 5. In §31.6302-3, paragraph (b) 
is revised to read as follows: 

§31.6302-3 Federal tax deposit rules 
for amounts withheld under the 
backup withholding requirements of 
section 3406 for payments made after 
December 31, 1992 and before 
January 1, 1994. 

* * * * * * 
(b) Treatment of backup withholding 

amounts separately. A taxpayer that 
withholds income tax under section 
3406 with respect to reportable pay
ments made after December 31, 1992, 
and before January 1, 1994, may, in 
accordance with the instructions 
provided with Form 941, deposit such 
tax under the rules of §31.6302-1 
without taking into account the other 
taxes described in paragraph (e) of 
§31.6302-1 for purposes of determin
ing when tax withheld under section 
3406 must be deposited. A taxpayer 
that treats backup withholding amounts 
separately with respect to reportable 
payments made after December 31, 
1992, and before January 1, 1994, shall 
not take tax withheld under section 
3406 into account for purposes of 
determining when the other taxes de
scribed in paragraph (e) of §31.6302-1 
must otherwise be deposited under that 
section. See §31.6302-4 for rules re
garding the deposit of income tax 
withheld under section 3406 with re
spect to reportable payments made after 
December 31, 1993. 

* * * * * * 
Par. 6. Section 31.6302-4 is added to 

read as follows: 

§31.6302-4 Federal tax deposit rules 
for withheld income taxes attributable 
to nonpayroll payments made after 
December 31, 1993. 

(a) General rule. With respect to 
nonpayroll withheld taxes attributable 
to nonpayroll payments made after 
December 31, 1993, a taxpayer is 
either a monthly or a semi-weekly 
depositor based on an annual deter
mination. Except as provided in this 
section, the rules of §31.6302-1 shall 
apply to determine the time and manner 
of making deposits of nonpayroll with-

held taxes as though they were employ
ment taxes. Paragraph (b) of this 
section defines nonpayroll withheld 
taxes. Paragraph (c) of this section 
provides rules for determining whether 
a taxpayer is a monthly or a semi
weekly depositor. 

(b) Nonpayroll withheld taxes de
fined. For purposes of this section, 
effective with respect to payments 
made after December 31, 1993, non
payroll withheld taxes means-

(1) Amounts withheld under section 
3402(q), relating to withholding on 
certain gambling winnings; 

(2) Amounts withheld under section 
3402 with respect to amounts paid as 
retirement pay for service in the Armed 
Forces of the United States; 

(3) Amounts withheld under section 
3402(0)(l)(B), relating to certain 
annuities; 

(4) Amounts withheld under section 
3405, relating to withholding on pen
sions, annuities, IRAs, and certain 
other deferred income; and 

(5) Amounts withheld under section 
3406, relating to backup withholding 
with respect to reportable payments. 

(c) Determination of deposit status
(1) Rules for calendar years 1994 and 
1995. On January 1, 1994, a taxpayer's 
depositor status for non payroll withheld 
taxes is the same as the taxpayer's 
status on January 1, 1994, for taxes 
reported on Form 941 under § 31.6302-
1. A taxpayer generally retains that 
depositor status for nonpayroll withheld 
taxes for all of calendar years 1994 and 
1995. However, a taxpayer that under 
this paragraph (c) is a monthly deposi
tor for 1994 and 1995 will immediately 
lose that status and become a semi
weekly depositor of nonpayroll with
held taxes if the One-Day rule of 
§31.6302-1(c)(3) is triggered with re
spect to nonpayroll withheld taxes. See 
paragraph (d) of this section for a 
special rule regarding the application of 
the One-Day rule of §31.6302-1(c)(3) 
to nonpayroll withheld taxes. 

(2) Rules for calendar years after 
I 995-(i) In general. For calendar 
years after 1995, the determination of 
whether a taxpayer is a monthly or a 
semi-weekly depositor for a calendar 
year is based on an annual determina
tion and generally depends on the 
aggregate amount of nonpayroll with
held taxes reported by the taxpayer for 
the lookback period as defined in 
paragraph (c)(2)(iv) of this section. 

1993-2 C.B. 633 



(ii) Monthly depositor. A taxpayer is 
a monthly depositor of non payroll 
withheld taxes for a calendar year if 
the amount of non payroll withheld 
taxes accumulated in the lookback 
period (as defined in paragraph 
(c)(2)(iv) of this section) is $50,000 or 
less. A taxpayer ceases to be a monthly 
depositor of nonpayroll withheld taxes 
on the first day after the taxpayer is 
subject to the One-Day rule in 
§31.6302-1(c)(3) with respect to non
payroll withheld taxes. At that time, the 
taxpayer immediately becomes a semi
weekly depositor of nonpayroll with
held taxes for the remainder of the 
calendar year and the succeeding calen
dar year. See paragraph (d) of this 
section for a special rule regarding the 
application of the One-Day rule of 
§ 31.6302-1 (c)(3) to nonpayroll with
held taxes. 

(iii) Semi-weekly depositor. A tax
payer is a semi-weekly depositor of 
nonpayroll withheld taxes for a calen
dar year if the amount of nonpayroll 
withheld taxes accumulated in the 
lookback period (as defined in para
graph (c)(2)(iv) of this section) exceeds 
$50,000. 

(iv) Lookback period. For purposes 
of this section, the lookback period for 
nonpayroll withheld taxes is the second 
calendar year preceding the current 
calendar year. For example, the look
back period for calendar year 1996 is 
calendar year 1994. A new taxpayer is 
treated as having nonpayroll withheld 
taxes of zero for any calendar year in 
which the taxpayer did not exist. 

(d) Special rules. A taxpayer must 
treat nonpayroll withheld taxes, which 
are reported on Form 945, Annual 
Return of Withheld Federal Income 
Tax, separately from taxes reportable 
on Form 941, Employer's Quarterly 
Federal Tax Return. Taxes reported on 
Form 945 and taxes reported on Form 
941 are not combined for purposes of 
determining whether a deposit of either 
is due, whether the One-Day rule of 
§31.6302-1(c)(3) applies, or whether 
any safe harbor is applicable. In 
addition, separate Federal tax deposit 
coupons must be used to deposit taxes 
reported on Form 945 and taxes re
ported on Form 941. (See paragraph (b) 
of §31.6302-1 for rules for determining 
an employer's deposit status for taxes 
reported on Form 941.) A deposit of 
taxes reported on Form 945 for one 
calendar year must be made separately 
from a deposit of taxes reported on 
Form 945 for another calendar year. 
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Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 1, 1993. 9:40 a.m .. and published in 
the issue of the Federal Register for November 
4. 1993. 58 F.R. 58820) 

Notice of Proposed Rulemaking 

Special Rules for Determining 
Sources of Scholarships and 
Fellowship Grants 

INTl-41-92 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed Income Tax Regulations that 
provide necessary guidance for deter
mining the source of scholarships and 
fellowship grants under section 863(a). 
The proposed regulations will affect 
both individuals and withholding 
agents. 

DATES: Written comments and re
quests for a public hearing must be 
received by August 16, 1993. 

ADDRESSES: Send comments and 
requests for a public hearing to: Inter
nal Revenue Service, P.O. Box 7604, 
Ben Franklin Station, Attention: 
CC:CORP:T:R (INTL-0041-92), Room 
5228, Washington, D.C. 20044. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
Income Tax Regulations (26 CFR part 
1) under section 863 of the Internal 
Revenue Code (Code). 

Explanation of provisions 

Under section 863(a), the Secretary 
is authorized to provide regulations 
regarding the source of items of gross 
income other than items specified in 
sections 861(a) and 862(a). No rules 
for determining the source of scholar
ships or fellowship grants as defined in 
§ 1.117-3 are provided by sections 
861(a) and 862(a). 

In Revenue Ruling 89-67, 1989-1 
C.B. 233, the Service stated its position 
that scholarships and fellowship grants 
are sourced by reference to the re
sidence of the grantor. The revenue 
ruling, however, did not consider all 
cases that may arise. These proposed 
regulations adopt the position contained 
in Revenue Ruling 89-67 and provide a 
special rule for nonresident aliens who 
receive scholarships or fellowship 
grants as defined under § 1.117-3 from 
U.S. grantors in respect of study or 
research activities to be conducted 
outside the United States. Under such 
circumstances, the scholarship or fel
lowship grant is treated as income from 
sources outside the United States. 

The revenue ruling holds that the 
source is determined by the residence 
of the payor, adding that an actual 
payment made by a genuine agent of 
the payor does not alter the source. The 
regulations provide the same rule by 
looking to the status (i.e., whether the 
person is a U.S. person or a foreign 
person) of the person making the 
award. 

Proposed effective date 

These regulations are proposed to be 
effective for payments made after 
December 31, 1986. However, the 
residence of the payor rule (contained 
in §1.863-1(d)(l) of the proposed 
regulations) without application of the 
special rule (contined in § 1.863-1 (d)(2) 
of the proposed regulations) may be 
applied to payments made after May 
14, 1989, and before June 16, 1993. 

Comments and request for a public 
hearing 

Before adoption of these proposed 
regulations, consideration will be given 
to any written comments that are 
submitted timely (preferably a signed 
original and eight copies) to the Inter
nal Revenue Service. All comments 
will be available for public inspection 
and copying. A public hearing will be 
held upon written request by any 
person who submits timely written 
comments on the proposed rules. If a 
hearing is scheduled, notice of the 
time, place and date for the hearing 
will be published in the Federal 
Register. 

Special Analyses 

It has been determined that these 
rules are not major rules as defined in 



Executive Order 12291. Therefore, a 
Regulatory Impact Analysis is not 
required. It also has been determined 
that section 553(b) of the Administra
tive 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 Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Code, these regulations will be 
submitted to the Chief Counsel for 
Advocacy of Small Business Admin
istration for comment on their impact 
on small business. 

List of Subjects in 26 CFR Part I 

Income taxes, Reporting and rec
ordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
proposed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding a 
citation in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1. 863-1 also issued under 26 

U.S.c. 863(a). *** 
Par. 2. Paragraph (d) is added to 

§ 1.863-1 to read as follows: 

§I.863-I Allocation of gross income 
under section 863(a). 

* * * * * * 
(d) Scholarships and fellowship 

grants-( 1) In general. Except as 
provided in paragraph (d)(2) of this 
section, scholarships and fellowship 
grants as defined under § 1.117-3 
awarded after December 31, 1986, by a 
U.S. citizen or resident, a domestic 
corporation, the United States, (or an 
instrumentality or agency thereof), a 
State, (or any political subdivision 
thereof), or the District of Columbia 
shall be treated as income from sources 
within the United States. Conversely, 
scholarships and fellowship grants 
awarded by a nonresident alien, a 
foreign corporation, a foreign govern
ment (or an instrumentality, agency, or 
any political subdivision thereof), or an 
international agency shall be treated as 
income from sources without the 
United States. 

(2) Study or research outside the 
United States by a nonresident alien. If 
a scholarship or fellowship grant as 
defined under § 1.117-3 is received by 
a nonresident alien in respect of study 
or research activities to be conducted 
outside the United States, the scholar
ship or fellowship grant shall be treated 
as income from sources without the 
United States. 

(3) Effective date. This paragraph (d) 
is effective for payments made after 
December 31, 1986. However, the 
residence of the payor rule of para
graph (d)(1) of this section, without 
application of the special rule of 
paragraph (d)(2) of this section may be 
applied to payments made after May 
14, 1989, and before June 16, 1993. 

Teddy R. Kern, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 14, 1993, 8:45 a.m., and published in the 
issue of the Federal Register for June 15, 
1993, 58 F.R. 33060) 

Notice of Proposed Rulemaking 

Tax-free Exports of Vaccines 

PS-7-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed regulations relating to the 
export of certain vaccines. The pro
posed regulations reflect and implement 
certain changes made by the Omnibus 
Budget Reconciliation Act of 1987. 
The proposed regulations affect vaccine 
manufacturers. 

DATES: Written comments and re
quests for a public hearing must be 
received by November 19, 1993. 

ADDRESSES: Send submissions to: 
CC:CORP:T:R (PS-7-93), Room 5228, 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered to: 
CC:CORP:T:R (PS-7-93), Internal 
Revenue Service, Room 5228, 1111 

Constitution Ave., N.W., Washington, 
DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The Vaccine Injury Compensation 
Trust Fund (the Fund) compensates 
individuals who are injured as a result 
of the administration of certain vac
cines. Revenue for the Fund is pro
vided by a manufacturers tax (section 
4131) on these vaccines. The tax, as 
originally enacted, was in effect only 
from 1988 through 1992, but the 
Omnibus Budget Reconciliation Act of 
1993 applied the tax to vaccine sales 
after August 10, 1993. 

Section 4221 (a)(2) provides gener
ally that articles otherwise subject to a 
manufacturers tax may be sold tax free 
for export or for resale for export. 
However, with respect to the vaccine 
tax, sales for export are exempt from 
tax only if the use of the exported 
vaccine meets the requirements of any 
applicable excise tax regulations. Also, 
section 4132(c)(2) provides that section 
4221(a)(2) does not apply to any 
vaccine shipped to a possession of the 
United States. 

Individuals eligible to make claims 
against the Fund include (1) any person 
vaccinated in the United States and (2) 
any person vaccinated outside the 
United States if at the time of the 
vaccination the person was (i) a U.S. 
citizen serving abroad as a member of 
the Armed Forces or otherwise as an 
employee of the United States or (ii) a 
dependent of a U.S. citizen. Non-U.S. 
citizens vaccinated in foreign countries 
generally are not eligible to receive 
compensation from the Fund. 

Explanation of provisions 

Proposed §48.4221-3(e) generally al
lows tax-free sales of vaccines for 
export. A corresponding credit or re
fund is permitted under proposed 
§48.6416(b)(2)-2. To prevent untaxed 
vaccines from being administered to 
persons who are eligible for compensa
tion from the Fund, the United States 
generally is not allowed to make tax
free purchases for export or obtain a 
credit or refund of the vaccine tax paid 
with respect to the exported vaccine. 

Special Analyses 

It has been determined that these 
proposed rules are not major rules as 
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defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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, 
this notice of proposed rulemaking will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its impact 
on small business. 

Comments and Requests for a 
Public Hearing 

Before the adoption of these pro
posed regulations, consideration will be 
given to any written comments that are 
submitted (preferably a signed original 
and eight copies) to the Internal Reve
nue Service. All comments will be 
available for public inspection and 
copying in their entirety. A public 
hearing will be scheduled and held 
upon written request by any person 
who submits written comments on the 
proposed rules. If a public hearing is 
scheduled, notice of the time and place 
for the hearings will be published m 
the Federal Register. 

List of Subjects in 26 CFR Part 48 

Excise taxes, Reporting and rec
ordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 48 is 
proposed to be amended as follows: 

PART 48-MANUFACTURERS 
AND RET AlLERS EXCISE TAXES 

Paragraph 1. The authority citation 
for part 48 is amended by adding the 
following citations: 

Authority: 26 U.S.c. 7805 *** 
Section 48.4221-3(e) also issued un

der 26 U.S.c. 4221(a). 
Section 48.6416(b)(2)-2(b) also 

issued under 26 U.S.c. 6416(b). 
Par. 2. Section 48.4221-3 1S 

amended by adding paragraph (e) to 
read as follows: 

§48.4221-3 Tax-free sale of articles 
for export. or for resale by the 
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purchaser to a second purchaser for 
export. 

* * * * * * 

(e) Vaccines. The exemption pro
vided by section 4221(a)(2) applies 
after August 10, 1993, to the tax 
imposed on vaccines by section 4131, 
but only if-

(I) The vaccine is sold by the 
manufacturer after August 10, 1993; 
and 

(2) In the case of vaccine sold to, or 
sold for resale to, the United States or 
any of its agencies or instrumentalities, 
the United States or such agency or 
instrumentality notifies the manufac
turer that the vaccine is intended for 
uses other than the vaccination of 
persons described in 42 U.S.c. 300aa-
11 (c)(1 )(B )(i)(ll) (relating to certain 
U.S. citizens who are vaccinated out
side the United States). 

Par. 3. Section 48.6416(b)(2)-2 is 
amended by: 

1. Revising the heading to paragraph 
(b). 

2. Redesignating the text of para
graph (b) as paragraph (b)(1). 

3. Adding a heading to paragraph 
(b)(1 ). 

4. Revising the first sentence of 
paragraph (b)( 1). 

5. Adding paragraph (b)(2). 
6. The revisions and additions read 

as follows: 

§48.6416(b)(2)-2 Exportations, uses, 
sales, and resales included. 

* * * * * * 

(b) Exportation of tax-paid 
articles-( I) In general. Subject to the 
limitations of section 6416(b)(2) and 
paragraph (b )(2) of this section, tax 
paid under chapter 31 or 32 on the sale 
of any article will be considered to be 
an overpayment under section 6416(b)
(2)(A) if the article is exported by any 
person. *** 

(2) Rule for exportation of vaccines. 
Paragraph (b)( 1) of this section applies 
to tax paid under section 4131 on the 
sale of a vaccine, but only if the sale 
by the manufacturer occurs after Au
gust 10, 1993, and, in the case of 
vaccine sold to the United States or 
any of its agencies or instrumentalities, 
the condition of §48.4221-3(e)(2) is 
satisfied. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 17. 1993. 8:45 a.m .. and publIshed 
in the issue of the Federal Register for 
September 20. 1993. 58 F.R. 48801) 

Notice of Proposed Rulemaking 
Recapture of LIFO Benefits 

PS-16-93 

AGENCY: Internal Revenue Service. 
Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed regulations that describe the 
events that trigger the recapture of 
LIFO benefits under section 1363(d) of 
the Internal Revenue Code of 1986 
when a C corporation elects to become 
an S corporation or merges into an S 
corporation in a tax-free reorganization. 
The proposed regulations reflect 
changes made to the law by the 
Revenue Act of 1987 and affect corpo
rations that use the last-in, first-out 
(LIFO) method of accounting. 

DATES: Written comments must be 
received by October 18, 1993. A public 
hearing has been scheduled for October 
25, 1993. Requests to speak at the 
hearing, along with outlines of oral 
comments, must be received by Octo
ber 4, 1993. See the notice of hearing 
published elsewhere in *** [Announce
ment 93-119. 1993-29 I.R.B. 86]. 

ADDRESSES: Send comments and 
requests to speak at the public hearing, 
along with outlines of oral comments 
to: Internal Revenue Service, P.O. Box 
7604. Ben Franklin Station, (Attn: 
CC:DOM:CORP:T:R (PS-16-93), 
Room 5228), Washington, D.C. 20044. 
In the alternative, submissions may be 
hand delivered to: CC:DOM:CORP:T:R 
(PS-16-93), Internal Revenue Service, 
Room 5228. 1111 Constitution Avenue, 
N.W., Washington, D.C. 20224. The 
public hearing will be held in the 
Commissioner's Conference Room, 
Third Floor, Room 3313, Internal Rev
enue Building, 1111 Constitution Ave .• 
N.W .. Washington, D.C. 



SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR part 1) under section 
1363(d) of the Internal Revenue Code 
of 1986 (Code). Section 10227(a) of 
the Revenue Act of 1987 amended 
section 1363 by adding section 
1363(d). 

Explanation of Provisions 

This document provides guidance on 
the applicability of section 1363(d) to 
inventory of a C corporation that elects 
to become an S corporation or merges 
into an S corporation in a tax-free 
reorganization. 

The legislative history of section 
1363( d) of the Code indicates that, in 
enacting section 1363(d), Congress was 
concerned that taxpayers using the 
LIFO method might avoid the built-in 
gain rules of section 1374. Whether 
goods are disposed of following a 
conversion from C to S corporation 
status depends upon the inventory 
method used by the taxpayer. Thus, a C 
corporation using the LIFO method of 
accounting will not be taxed on the 
built-in gain attributable to LIFO in
ventory to the extent it does not 
liquidate LIFO layers during the ten
year period following the conversion. 
Section 1363(d) addresses this problem 
by having the corporation add an 
amount equal to the difference between 
the value of its inventory on the day of 
its S corporation election using the 
FIFO method and the value using the 
LIFO method to the gross income of 
the corporation for the last taxable year 
that the corporation operated as a C 
corporation. 

Under the proposed regulations, an S 
corporation that succeeds to LIFO 
inventory in a tax-free reorganization 
with a C corporation is also subject to 
the LIFO recapture provisions of sec
tion 1363(d) of the Code. If a corpora
tion could avoid the LIFO recapture 
amount by merging with either a new 
or a preexisting S corporation, the 
reorganization provisions of the Code 
could be used to circumvent both 
sections 1363(d) and 1374. 

Special Analyses 

It has been determined that these 
proposed rules are not major rules as 

defined in Executive Order 12291. 
Therefore, a Regulatory Impact Anal
ysis 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, 
these regulations will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 

Comments and Public Hearing 

Before adopting these proposed reg
ulations, consideration will be given to 
any written comments that are timely 
submitted (preferably a signed original 
and eight copies) to the Internal Reve
nue Service. All comments will be 
available for public inspection and 
copying in their entirety. A public 
hearing has been scheduled for October 
25, 1993. See the notice of hearing 
published elsewhere in *** [Announce
ment 93-119, 1993-29 I.R.B. 86]. 

List of Subjects in 26 CFR Part I 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
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. Section l.l363-2 is added to 

read as follows: 

§I.J363-2 Recapture of LIFO 
benefits. 

(a) In general. A corporation must 
include the LIFO recapture amount (as 
defined in section 1363(d)(3)) in its 
gross income-

(I) In its last taxable year as a C 
corporation if the corporation inven
toried assets under the LIFO method 
for its last taxable year before its S 
corporation election becomes effective; 
or 

(2) In its last taxable year of exis
tence if the corporation inventoried 
assets under the LIFO method during 
its last taxable year before transfer of 
these assets to an S corporation in a 
transaction where the S corporation's 
basis in the asset is determined in 
whole or in part by reference to the 
basis of the asset (or any other prop
erty) in the hands of a C corporation. 

(b) Payment of tax. Any increase in 
tax caused by including the LIFO 
recapture amount in the gross income 
of the corporation shall be payable in 
four equal installments. The corpora
tion must pay the first installment of 
this payment by the due date of its 
return, determined without regard to 
extensions, for the last taxable year the 
corporation operated as a C corporation 
or its last year of existence, whichever 
is applicable. The three succeeding 
installments must be paid-

(I) In the case of a corporation 
described in paragraph (a)(l) of this 
section, on or before the due date for 
the corporation's returns (determined 
without regard to extensions) for the 
succeeding three years; and 

(2) In the case of a corporation 
described in paragraph (a)(2) of this 
section, on or before the due date for 
the successor corporation's returns (de
termined without regard to extensions) 
for the succeeding three years. 

(c) Basis adjustments. Appropriate 
adjustments to the basis of inventory 
are to be made to reflect any amount 
included in income under this section. 

(d) Effective dates. (1) The provi
sions of paragraph (a)(l) of this section 
apply to S elections made after Decem
ber 17, 1987. For an exception, see 
section 10227(b)(2) of the Revenue Act 
of 1987. 

(2) The provisions of paragraph 
(a)(2) of this section apply to transfers 
made after August 18, 1993. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

August 17. 1993, 8:45 a.m., and published in 
the issue of the Federal Register for August 
18, 1993, 58 F.R. 43827) 

Notice of Proposed Rulemaking 

Fuel Floor Stocks Taxes Under the 
Omnibus Budget Reconciliation Act 
of 1993 

PS-49-93 
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AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8498, page 
272, this Bulletin], the IRS is issuing 
temporary regulations relating to the 
floor stocks taxes on gasoline, diesel 
fuel, and aviation fuel held on October 
1, 1993; on diesel fuel held on January 
1, 1994; and on commercial aviation 
fuel held on October 1, 1995. These 
rules reflect changes to the law made 
by the Omnibus Budget Reconciliation 
Act of 1993. The temporary regulations 
provide guidance relating to the per
sons liable for the taxes, exceptions to 
the taxes, and the times for reporting 
and paying the taxes. The text of those 
temporary regulations also serves as the 
text of these proposed regulations. 

DATES: Written comments and re
quests for a public hearing must be 
received by January 28, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Room 5228, 
Attn: CC:DOM:CORP:R (PS-49-93), 
Washington, DC 20044. In the alterna
tive, comments and requests may be 
hand delivered to: CC:DOM:CORP:R 
(PS-49-93), Internal Revenue Service, 
Room 5228, 1111 Constitution Ave., 
NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations in *** 
[T.O. 8498, page 272, this Bulletin] 
amend 26 CFR part 47. This document 
proposes regulations the text of which 
is the same as the text of those 
temporary 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 
significant regulatory action as defined 
in Executive Order 12866. 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, 
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therefore, a Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(f) 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 business. 

Comments and Requests for a 
Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying. A public 
hearing will be scheduled and held 
upon written request by any person 
who 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. 

List of subjects in 26 CFR Part 47 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 47 is 
proposed to be amended as follows: 

PART 47-FLOOR STOCKS TAXES 

Paragraph 1. The authority citation 
for part 47 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 
Par. 2. Subpart C is proposed to be 

added to read as follows: 

SUBPART C-Fuel Floor Stocks 
Taxes Under the Omnibus Budget 
Reconciliation Act of 1993 

Sec. 
47.3-1 Scope of subpart C and effec
tive date. 
47.3-2 Definitions relating to the floor 
stocks taxes under subpart C. 
47.3-3 Imposition of floor stocks tax 
on fuel held on October 1, 1993. 
47.3-4 Exceptions to the October 1, 
1993, floor stocks tax. 
47.3-5 Requirements with respect to 
payment and return for the October 1, 
1993, floor stocks tax. 

47.3-6 Imposition of the January 1, 
1994, floor stocks tax on diesel fuel 
held on January 1, 1994. 
47.3-7 Exception to the January 1, 
1994, floor stocks tax. 
47.3-8 Requirements with respect to 
payment and return for the January 1, 
1994, floor stocks tax. 
47.3-9 Imposition of the October 1, 
1995, floor stocks tax on commercial 
aviation fuel held on October 1, 1995. 
47.3-10 Exceptions to the October 1, 
1995, floor stocks tax. 
47.3-11 Requirements with respect to 
payment and return for the October 1, 
1995, floor stocks tax. 

[The text of this subpart C of part 47, 
as proposed, is the same as the text of 
the temporary regulations published 
elsewhere in *** [T.D. 8498, page 272, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 22, 1993. 3:46 p.m .. and published 
in the issue of the Federal Register for 
November 29. 1993. 58 F.R. 62559) 

Notice of Proposed Rulemaking 

Vaccine Floor Stocks Tax of 1993 

PS-50-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8497, page 
278, this Bulletin], the IRS is issuing 
temporary regulations relating to the 
floor stocks tax on vaccines held on 
August 10, 1993. These rules reflect 
changes to the law made by the 
Omnibus Budget Reconciliation Act of 
1993. The temporary regulations pro
vide guidance relating to the person 
liable for the tax, an exception to the 
tax, and the time for reporting and 
paying the tax. The text of those 
temporary regulations also serves as the 
text of these proposed regulations. 

DATES: Written comments and re
quests for a public hearing must be 
received by January 28, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, P.O. Box 



7604, Ben Franklin Station, Room 5228, 
Attn: CC:DOM:CORP:R (PS-50-93), 
Washington, DC 20044. In the alterna
tive, comments and requests may be 
hand delivered to: CC:DOM:CORP:R 
(PS-50-93), Internal Revenue Service, 
Room 5228, 1111 Constitution Ave., 
NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations in *** 
[T.D. 8497, page 278, this Bulletin], 
add a new 26 CFR part 47. This 
document proposes regulations the text 
of which is the same as the text of 
those temporary regulations. The prea
mble to the temporary regulations 
explains the temporary regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. 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 rulemak
ing will be submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small business. 

Comments and Requests for a 
Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the Internal Revenue Serv
ice. All comments will be available for 
public inspection and copying. A public 
hearing will be scheduled and held 
upon written request by any person 
who 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. 

List of Subjects in 26 CFR Part 47 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 47 IS 

proposed to be added to read as 
follows: 

PART 47-Floor Stocks Taxes 

SUBPART A-[Reserved] 

Sec. 

47.1-1 through 47.1-5 [Reserved] 

SUBPART B-Vaccine Floor Stocks 
Tax of 1993 

47.2-1 Scope of subpart B. 
47.2-2 Definitions relating to the vac
cine floor stocks tax. 
47.2-3 Imposition of vaccine floor 
stocks tax. 
47.2-4 De minimis exception to vac
cine floor stocks tax. 
47.2-5 Requirements with respect to 
payment and return. 

Authority: 26 U.S.C. 7805. 
Section 47.2-5 also issued under 

section 13421(c) of the Omnibus 
Budget Reconciliation Act of 1993. 

[The text of this part 47, as proposed, 
is the same as the text of the temporary 
regulations published elsewhere in 
[T.D. 8497, page 278, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 22, 1993, 3:46 p.m., and published 
in the issue of the Federal Register for 
November 29, 1993, 58 F.R. 62558) 

Notice of Proposed Rulemaking 

Diesel Fuel Excise Tax; Registration 
Requirements Relating to Gasoline 
and Diesel Fuel Excise Tax 

PS-52-93 

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 *** [T.D. 8496, page 
281, this Bulletin], the IRS is issuing 
temporary regulations relating to the 

diesel fuel excise tax and registration 
requirements for the gasoline and diesel 
fuel excise taxes. The temporary reg
ulations reflect changes to the law 
made by the Omnibus Budget Recon
ciliation Act of 1990 and the Omnibus 
Budget Reconciliation Act of 1993 and 
affect certain blenders, enterers, re
finers, terminal operators, throughput
ters, and persons that sell, buy, or use 
diesel fuel for a nontaxable use. The 
text of the temporary regulations also 
serves as the text of these proposed 
regulations. 

DATES: Written comments must be 
received by January 31, 1994. Outlines 
of oral comments to be presented at the 
public hearing scheduled for March 22, 
1994, must be received by March 1, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-52-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered to: CC:DOM:CORP:T:R (PS-52-
93), Room 5228, Internal Revenue 
Service, 1111 Constitution Avenue 
NW, Washington, DC 20224. The 
public hearing will be held in the 
Auditorium, Internal Revenue Building, 
1111 Constitution Avenue NW, Wash
ington, 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 (44 U.S.c. 
3504(h)). Comments on the collections 
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, PC:FP, Washington, 
DC 20224. 

The collections of information are in 
48.4082-2, 48.4101-3, 48.4101-4, 
48.6427-8, and 48.6427-9. This infor
mation is required by the IRS to verify 
compliance with sections 4081 and 
6427. It will be used to determine 
whether an amount of tax, credit, or 
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payment has been computed correctly. 
The likely respondents are businesses 
and other for-profit organizations, in
cluding small businesses and organi
zations. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of informa
tion. They are based on such informa
tion as is available to the IRS. Individ
ual respondents may require more or 
less time, depending on their particular 
circumstances. 

Estimated total annual recordkeeping 
burden: 200 hours. 

Estimated average annual burden per 
recordkeeper: I hour. 

Estimated number of recordkeepers: 
200 

Estimated total annual reporting bur
den: 40,290 hours. 

Estimated average annual burden per 
respondent: .1 hour. 

Estimated number of respondents: 
341,900 

Estimated annual frequency of re
sponses: On occasion. 

Background 

Temporary regulations *** [T.D. 
8496, page 281, this Bulletin], provide 
rules relating to the imposition of, and 
liability for, the diesel fuel tax under 
section 4081 and the registration re
quirements relating to both the diesel 
fuel and gasoline taxes. This document 
proposes regulations the text of which 
is the same as the text of those 
temporary regulations. The preamble to 
the temporary regulations explains the 
temporary rules. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. 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 rulemak
ing will be submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small business. 
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Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the IRS. All comments will 
be available for public inspection and 
copying. 

A public hearing has been scheduled 
for Tuesday, March 22, 1994, at 10:00 
a.m. in the Auditorium, Internal Reve
nue Building, 11I1 Constitution A ve
nue NW, Washington, DC. Because of 
access restrictions, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the hear
ing starts. 

The rules of 601.601(a)(3) apply to 
the hearing. 

Persons that have submitted written 
comments by January 31, 1994, and 
want to present oral comments at the 
hearing must submit by March I, 1994, 
an outline of the topics to be discussed 
and the time to be devoted to each 
topic. 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. 

List of Subjects in 26 CFR Parts 40 
and 48 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 40 and 
48 are proposed to be amended as 
follows: 

PART 40-EXCISE TAX 
PROCEDURAL REGULATIONS 

Paragraph I. The authority citation 
for part 40 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 40.6011(a)-3 also issued un

der 26 U.S.c. 6011(a). 
Par. 2. Section 40.6011(a)-3 is added 

to read as follows: 

§40.6011(a)-3 Monthly and 
semimonthly returns from certain 

persons liable for tax on taxable 
fuel. 

[The text of this proposed section is 
the same as the text of 40.601 I (a)-3T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

PART 48-MANUFACTURERS 
AND RETAILERS EXCISE TAXES 

Par. 3. The authority citation for part 
48 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 *** 
Sections 48.4082-1 and 48.4082-2 

also issued under 26 U.S.c. 4082. 
Section 48.410 1-3 also issued under 

26 U.S.c. 4101(a) and (b). 
Section 48.4101-4 also issued under 

26 U.S.c. 4101(d). 
Sections 48.6427-8 and 48.6427-9 

also issued under 26 U.S.c. 6427(n). 
Par. 4. Section 48.4041-0 is added to 

read as follows: 

§48.4041-0 Applicability of 
regulations relating to diesel fuel 
after December 31, 1993. 

[The text of this proposed section is 
the same as the text of 48.4041-OT 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

Par. 5. Sections 48.4081-10 through 
48.4081-12 are added to read as 
follows: 

§48.4081-10 Diesel fuel tax; 
definitions. 

[The text of this proposed section is 
the same as the text of 48.4081-IOT 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4081-11 Diesel fuel tax; tax on 
removal at a terminal rack. 

[The text of this proposed section is 
the same as the text of 48.4081-llT 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4081-12 Diesel fuel tax; taxable 
events other than removal at the 
terminal rack. 

[The text of this proposed section is 
the same as the text of 48.4081-12T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

Par. 6. Sections 48.4082-1 through 
48.4083-1 are added to read as 
follows: 



§48.4082-i Diesel fuel tax; 
exemption. 

[The text of this proposed section is 
the same as the text of 48.4082-lT 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4082-2 Diesel fuel tax; notice 
required with respect to dyed diesel 
fuel. 

[The text of this proposed section is 
the same as the text of 48.4082-2T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4082-3 Diesel fuel; dye injection 
systems and visual inspection devices. 
[Reserved] 

§48.4082-4 Diesel fuel; back-up tax. 

[The text of this proposed section is 
the same as the text of 48.4082-4T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4083-i Administrative authority. 

[The text of this proposed section is 
the same as the text of 48.4083-1 T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

Par. 7. Sections 48.4101-3 and 
48.4101-4 are added to read as 
follows: 

§48.4iOi-3 Registration. 

[The text of this proposed section is 
the same as the text of 48.4101-3T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.4iOi-4 information reporting. 

[The text of this proposed section is 
the same as the text of 48.4101-4T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

Par. 8. Sections 48.6427-8 and 
48.6427-9 are added to read as 
follows: 

§48.6427-8 Credit or payment with 
respect to diesel fuel used in a 
nontaxable use (other than on a farm 
for farming purposes or by a State 
or local government). 

[The text of this proposed section is 
the same as the text of 48.6427-8T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

§48.6427-9 Credit or payment with 
respect to diesel fuel sold for use on 
a farm for farming purposes or by a 
State or local government. 

[The text of this proposed section is 
the same as the text of 48.6427-9T 
published elsewhere in *** [T.D. 8496, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

internal Revenue. 

(Filed by the Office of the Federal Register on 
November 23, 1993, 2:30 p.m., and published 
in the issue of the Federal Register for 
November 30, 1993, 58 F.R. 63131) 
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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 Section 330, Title 31 of the 
United States Code, the Secretary of 
the Treasury, after due notice and 
opportunity for hearing, is authorized 
to suspend or disbar from practice 
before the Internal Revenue Service 
any person who has violated the rules 
and regulations governing the recogni
tion of attorneys, certified public ac
countants, enrolled agents or enrolled 
actuaries to practice before the Internal 
Revenue Service. 

Attorneys, certified public account
ants, enrolled agents, and enrolled 
actuaries are prohibited in any Internal 
Revenue Service matter from directly 

or indirectly employing, accepting as
sistance from, being employed by or 
sharing fees with, any practitioner 
disbarred or under suspension from 
practice before the Internal Revenue 
Service. 

To enable attorneys, certified public 
accountants, enrolled agents and 
enrolled actuaries to identify such 
disbarred 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 accountant, enrolled 

Name Address Designation 

Stroble, Robert D. St. Paul, MN Attorney 

Smith, George Janesville, WI Attorney 

Moran, Thomas W. Superior, WI Attorney 

Sheer, Norman Reistertown, MD Attorney 

Fabacher, Robert J. River Ridge, LA Attorney 
Tritschler, John St. Paul, MN Attorney 
Olsen, Lawrence E. Bloomington, MN Attorney 
Woods, H. Edward Tampa, FL CPA 
Cowan, Patrick Superior, WI Attorney 
Ladd, James C. Canmer, KY Attorney 
Heilprin, Richard Seattle, WA Attorney 
Pieper, Eugene Elkhorn, NE Attorney 

agent or enrolled actuary, and the date 
of disbarment or period of suspension. 
This announcement will appear in the 
weekly Bulletin for five successive 
weeks or as long as it is practicable for 
each attorney, certified public account
ant, enrolled agent or enrolled actuary 
so suspended or disbarred and will be 
consolidated and published in the 
Cumulative Bulletin. 

After due notice and opportunity for 
hearing before an administrative law 
judge, the following individuals have 
been disbarred from further practice 
before the Internal Revenue Service: 

Effective Date 

June 6, 1993 

June 25, 1993 

June 25, 1993 

June 28, 1993 

June 28, 1993 

August 17, 1993 

August 17, 1993 

August 20, 1993 

August 20, 1993 

August 20, 1993 

October 12, 1993 

October 12, 1993 
Blanton, John Pinebluff, NC Enrolled Agent October 30, 1993 

Under 31 Code of Federal Regula
tions, Part 10, an attorney, certified 
public accountant, enrolled agent or 
enrolled actuary, in order to avoid the 
institution or conclusion of a proceed
ing for his disbarment or suspension 
from practice before the Internal Reve
nue Service, 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. 

Attorneys, certified public account
ants, enrolled agents and enrolled 
actuaries are prohibited in any Internal 
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Revenue Service matter from directly 
or indirectly employing, accepting as
sistance from, being employed by, or 
sharing fees with, any practitioner 
disbarred or under suspension from 
practice before the Internal Revenue 
Service. 

To enable attorneys, certified public 
accountants, enrolled agents and 
enrolled actuaries to identify practi
tioners under consent suspension from 
practice before the Internal Revenue 
Service, the Director of Practice will 
announce in the Internal Revenue Bul
letin the names and addresses of prac
titioners who have been suspended 
from such practice, their designation 

as attorney, certified public accountant, 
enrolled agent or enrolled actuary and 
date or period of suspension. This an
nouncement will appear in the weekly 
Bulletin at the earliest practicable date 
after such action and will continue to 
appear in the weekly Bulletins for five 
successive weeks or for as many weeks 
as is practicable for each attorney, 
certified public accountant, enrolled 
agent or enrolled actuary so suspended 
and will later be consolidated and 
published in the Cumulative Bulletin. 

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



Name 

Carpenter, Kenneth 

LaChapelle, Arthur 

Lucas, Timothy J. 

Lawrence, Michael 

Rands, L. David 

Silverman, Richard 

Transki, Donald E. 

Edwards, Ralph E. 

Sher, Robert H. 

Kaufman, Alan L. 
Beale, Jesse B. 

Seman, Beverly 

Silverman, Bruce S. 

Schweitzter, Charles 

Nielsen, Christian 

Morin, Paul G. 

Tyler, F. Clayton 

Sansom, John 

Gross, Steven H. 

Phelan, Craig W. 

Orlando, Joseph 

Koontz, Donald W. 

Laconi, Lawrence 

Yavitz, Sheldon M. 

Proffitt, John M. 

King, Thomas W. 

Cohen, Irving 

Ison, C.M. 

Clark, Edward M. 

Weison, Lester O. 

Abramson, Joel 

Metzger, Robert J. 

Elkins, Craig R. 

Ericksen, Glenn M. 

Cohen, Jerome S. 

Gross, Norman A. 

Kierstead, Mark S. 

Abel, Burton C. 

Forrester, Donald 

Keil, Paul 

Maida, Joseph A. 

Hewko, Michael P. 

Cohen, Edward M. 

Gerhard, Lawrence 

Gordon, Patrick N. 

Perkins, Thomas G. 

Gardner, Bruce S. 

Breschi, George A. 

Address 

Jessup, GA 

St. Paul, MN 

Erie, PA 

Vincennes, IN 

Boise, ID 

Dewitt, NY 

Michigan City, IN 

Beaumont, TX 

Potomac, MD 

South Bend, IN 

Richmond, V A 

Falls Church, V A 

Burlingame, CA 

Alpharetta, GA 

Dallas, TX 

Spencer, IN 

Minneapolis, MN 

Pensacola, FL 

South Euclid, OH 

Eagle, ID 

Narragansett, RI 

Elberta, AL 

Brooklyn, NY 

Miami, FL 

Naples, FL 

Mobile, AL 

Plainview, NY 

Memphis, TN 

Raytown, MO 

The Woodlands, TX 

Mequon, WI 

Rochester, NY 

Bellevue, W A 

Bloomington, MN 

Simsbury, CT 

Southfield, MI 

Waterville, ME 

Gadsden, AL 

Fairfield, OH 

Torrance, CA 

Stamford, CT 

Parma,OH 

Wayzata, MN 

Breckenridge, CO 

Columbus, OH 

Scottsboro, AL 

Machias, ME 

Cockeysville, MD 

Designation 

CPA 

Attorney 

Attorney 

CPA 

CPA 

CPA 

Attorney 

CPA 

Enrolled Agent 

CPA 

Attorney 

CPA 

Attorney 

CPA 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

CPA 

Enrolled Agent 

Attorney 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

Attorney 

CPA 

CPA 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Attorney 

Date of Suspension 

Indefinite from May 1, 1993 

Indefinite from May 27, 1993 

Indefinite from May 27, 1993 

Indefinite from June 1, 1993 

Indefinite from June 16, 1993 

Indefinite from June 25, 1993 

Indefinite from July 14, 1993 

Indefinite from August 1, 1993 

August 1, 1993 to October 1, 1993 

Indefinite from August 9, 1993 

Indefinite from July 1, 1993 

Indefinite from July 6, 1993 

Indefinite from August 17, 1993 

Indefinite from August 20, 1993 

Indefinite from September 1, 1993 

Indefinite from September 1, 1993 

Indefinite from September 1, 1993 

Indefinite from September 7, 1993 

Indefinite from November 1, 1993 

September 1, 1993 to November 30, 1993 

December 1, 1993 to March 31, 1994 

September 10, 1993 to December 9, 1993 

September 10, 1993 to November 9, 1993 

Indefinite from September 10, 1993 

Indefinite from September 16, 1993 

Indefinite from September 20, 1993 

Indefinite from September 27, 1993 

October 1, 1993 to December 1, 1993 

Indefinite from October 1, 1993 

Indefinite from October 1, 1993 

November 10, 1993 to March 10, 1994 

December 24, 1993 to March 23, 1994 

Indefinite from September 24, 1993 

Indefinite from October 7, 1993 

Indefinite from October 13, 1993 

Indefinite from October 13, 1993 

Indefinite from October 15, 1993 

October 19, 1993 to April 19, 1994 

October 22, 1993 to October 21, 1995 

Indefinite from October 25, 1993 

Indefinite from November 1, 1993 

November 1, 1993 to February 1, 1994 

Indefinite from November 8, 1993 

Indefinite from November 15, 1993 

Indefinite from December 1, 1993 

Indefinite from December 1, 1993 

December 1, 1993 to April 1, 1994 

Indefinite from January 1, 1994 
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INDEX 

The abbreviation and number in pa
rentheses followi ng the index entry 
refer to the specific item; numbers 
followi ng the parentheses refer to the 
page number on which it appears. 

Key to Abbreviations: 

RR Revenue Ruling 
RP Revenue Procedure 
TO Treasury Decision 
CD Court Decision 
PL Public Law 
EO Executive Order 
DO Delegation Order 
TOO Treasury Department Order 
TC Tax Convention 
SPR Statement of Procedural 

Rules 
PTE Prohibited Transaction 

Exemption 

EMPLOYMENT TAXES 

Deficiencies: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 
Forms: 

Filing Form 940 on magnetic tape, 
reporting agents (RP 46) 545 

Overpayments: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 
Proposed regulations: 

26 CFR 31.6011(a)-4, 31.6302-1, 
amended; 31.6071(a)-I, 31.6302-
3(b), revised; 31.6302-4, added; 
reporting and depositing of em
ployment taxes (IA-60-92) 631 

26 CFR 301.6159-1, added; agree
ments for payment of tax liability 
in installments (GL-708-88) 619 

Railroad retirement, rate determination, 
quarterly, July 1, 1993 271; October 
1, 1993 271 

Rates of tax: 
Social Security contribution and 

benefit bases 599 
Regulations: 

26 CFR 301.9100-1(b), revised; ex
tension of time for making elec
tions (TO 8481) 324 

Self-employment tax: 
Social Security contribution and 

benefit bases 599 
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ESTATE & GIFT TAXES 

ADMINISTRATIVE 

Deficiencies: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 

Overpayments: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 
Proposed regulations: 

26 CFR 301.6159-1, added; agree
ments for payment of tax liability 
in installments (GL-708-88) 619 

Regulations: 
26 CFR 301.9100-1(b), revised; ex

tension of time for making elec
tions (TO 8481) 324 

ESTATE TAX 

Charitable, etc., transfers: 
Value of transfers, post-death interest 

(RR 48) 270 

EXCISE TAXES 
Deficiencies: 

Adjusted interest rates (RR 63) 304; 
(RR 94) 306 

Overpayments: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 
Proposed regulations: 

26 CFR 40.6011(a)-3, 48.4041-0, 
48.4081-10-48.4081-12, 
48.4082-1-48.4083-1, 48.410 1-
3,48.4104-4,48.6427-8, 
48.6427-9, added; tax on diesel 
fuel and registration requirements 
for the gasoline and diesel fuel 
excise taxes (PS-52-93) 639 

26 CFR Part 47, added; vaccines 
floor stocks tax of 1993 (PS-50-
93) 638 

26 CFR Part 47, amended; floor 
stocks taxes on gasoline, diesel 
fuel, and aviation fuel (PS-49-93) 
637 

26 CFR 48.4221-3, 48.6416(b)(2)-2, 
amended; tax-free exports of vac
cine (PS-7-93) 635 

26 CFR 301.6159-1, added; agree
ments for payment of tax liability 
in installments (GL-708-88) 619 

Rates of tax: 
Luxury tax changes, repealed (Notice 

44) 333 

EXCISE TAXES-Continued 

Regulations: 
26 CFR 40.601 I (a)-3T, 48.4041-0T, 

48.4081-10T-48.4081-12T, 
48.4082- 1 T -48.4083 -1 T, 
48.4101-3T, 48.4101-4T, 
48.6427-8T, 48.6427-9T, added; 
tax on diesel fuel and registration 
requirements for the gasoline and 
diesel fuel excise taxes (TO 8496) 
281 

26 CFR Part 47, added; vaccines 
floor stocks tax of 1993 (TO 
8497) 278 

26 CFR Part 47, amended; floor 
stocks taxes on gasoline, diesel 
fuel, and aviation fuel (TO 8498) 
272 

26 CFR 301.9100-1 (b), revised; ex
tension of time for making elec
tions (TO 8481) 324 

INCOME TAX 

Accounting methods: 
Notional principal contracts (RP 48) 

580 
Administration: 

Delegation of authority: 
Approve claims for reimbursement 

of bank charges due to erro
neous levies (DO 23 (Rev. 14» 
327 

Commissioner signature authoriza
tion (DO 67 (Rev. 22)) 327 

Interest is not due on erroneous re
funds (DO 231 (Rev. 2) 327 

Merchant Marine Capital Con
struction Funds, interest rate be
ginning 1993 (Notice 42) 332 

Automobiles: 
Optional standard mileage rates (RP 

51) 593 
Bad debts: 

Election for banks to establish a 
conclusive presumption of worth
lessness for bad debts (Notice 50) 
336 

Bonds: 
Mortgage revenue bonds, mortgage 

credit certificates, qualified census 
tracts (RP 38) 483 

Business expenses: 
Automobile owners and lessees (RP 

35) 472 

Away from home temporarily (RR 
86) 71 



INCOME TAX-Continued 
Business expenses-Continued 

Per diem allowances (RP 50) 586 
Charitable contributions: 

Church of Scientology (RR 73) 75 
Credits against tax: 

Electric vehicle, clean-fuel vehicle, 
clean-fuel vehicle refueling prop
erty (Notice 34) 328 

Excise taxes, alcohol used in fuels 
(RR 67) 4 

Low-income housing credit: 

Carryovers (RP 32) 470 

1993 calendar year resident popu
lation estimates (Notice 47) 334 

Satisfactory bond, "bond factor" 
amounts for April, May, and 
June 1993 (RR 60) 5; July, 
Aug., & Sept. 1993 (RR 74) 5; 
Oct., Nov., & Dec. 1993 (RR 
83) 6 

1993 enhaced oil recovery credit 
(Notice 54) 338 

Royalty owners, qualified fuel (RR 
46) 3 

Section 29 credit, recompletions (RR 
54) 3 

Damages: 
Claim of gender discrimination, 

claim of racial discrimination (RR 
88) 61 

Deficiencies: 
Adjusted interest rates (RR 63) 304; 

(RR 94) 306 

Discharge of indebtedness: 
Effective date of proposed regula

tions under sec. lO8( e)( 4) (Notice 
40) 331 

Domestic international sales corpora
tions (DISC): 

International boycotts, countries 
requiring cooperation (Notice 
38) 331; (Notice 56) 339 

Taxation of DISC income to 
shareholder (RR 77) 253 

Elections: 
State court order retroactive effect, 

"qualified subchapter S trust" 
(RR 79) 269 

Employee plans: 

Funding: 
Full funding limitations, weighted 

average interest rate, June 1993 
(Notice 35) 328; July 1993 
(Notice 39) 331; Aug. 1993 
(Notice 43) 333; Sept. 1993 
(Notice 49) 336; Oct. 1993 
(Notice 53) 338; Nov. 1993 

INCOME TAX-Continued 
Employee plans-Continued 

Funding-Continued 
(Notice 57) 340; Dec. 1993 
(Notice 60) 343 

Qualification: 
Determination letters (RP 39) 513 
Discrimination (RP 42) 540 
Model amendment, waiver of sec-

tion 411(a)(11) 30-day period 
(RP 47) 578 

Operational defects, VCR program 
(RP 36) 474 

Qualified separate lines of busi
ness (RP 40) 535 

Separate line of business, admin
istrative scrutiny (RP 41) 536 

Exempt organizations: 
General: 

Transition rules lobbying expenses 
(Notice 55) 339 

Extension of time: 
Elections (RP 28) 344 

Farmers and farming: 
Soil and water conservation expendi

tures, foreign country (RR 56) 76 
Foreign corporations: 

Extensions of time to file and to file 
and pay (RR 85) 297 

Foreign tax credit: 
International boycotts, countries re

quiring cooperation (Notice 38) 
331; (Notice 56) 339 

Gross income: 
Exclusions-inclusions: 

Educational assistance programs 
(Notice 48) 335 

Fringe benefits, SIFL, aircraft 
valuation formula (RR 65) 12 

Qualified accelerated death bene
fits (Notice 37) 331 

Sec. 130, designated and qualified 
settlement funds (RP 34) 470 

Installment sales: 
Stock, year-end sale (RR 84) 225 

Insurance: 
Proceeds: 

Loss of use of principal residence, 
exclusion of proceeds for in
creased living expenses (RR 43) 
69 

Insurance companies: 
Life: 

Differential earnings rate (RR 59) 
244 

Reserves, computation, monality 
and morbidity rates and tables, 
after 12/31191 (RR 58) 241 

INCOME TAX-Continued 
Insurance companies-Continued 

Other than life or mutual: 

Discounting estimated salvage re
coverable, accident year 1993 
(RP 30) 352 

Discounting unpaid losses, acci
dent year 1993 (RP 29) 344 

Interest: 

Investment: 

Federal short-term, mid-term, and 
long-term rates, July 1993 (RR 
42) 260; Aug. 1993 (RR 51) 
262; Sept. 1993 (RR 55) 263; 
Oct. 1993 (RR 64) 264; Nov. 
1993 (RR 71) 266; Dec. 1993 
(RR 82) 267 

Paid: 
C corporation, interest properly al

locable to the purchase of stock 
(RR 68) 72 

Inventories: 

LIFO: 

Price indexes, department stores, 
March 1993 (RR 44) 228; April 
1993 (RR 47) 229; May 1993 
(RR 52) 230; June 1993 (RR 
57) 231; July 1993 (RR 66) 
232; Aug. 1993 (RR 78) 233; 
Sept. 1993 (RR 89) 234 

Levy: 

Table, exempt from levy on wages, 
salary and other income (Notice 
59) 341 

Liens: 

Federal tax lien given priority (CD 
2055) 298 

Losses: 

Abandonment or worthlessness of a 
partnership interest (RR 80) 239 

Casualty, relief from certain provi
sions of the Code, exempt organi
zations (Notice 41) 332 

Meals and lodging: 

Per diem allowances (RP 50) 586 

Medical expenses: 

Deduction of payments for future 
medical care (RR 72) 77 

No rule, deductions for future medi
cal care (RP 43) 544 

Net operating loss: 

lO-year NOL carryback provision by 
commercial bank (RR 69) 75 

Overpayments: 

Adjusted interest rates (RR 63) 304; 
(RR 94) 306 
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INCOME TAX-Continued 
Partnerships: 

Abandonment or worthlessness of a 
partnership interest (RR 80) 239 

Limited: 
Arizona (LLC) (RR 93) 321 
Florida (LLC) (RR 53) 312 
Illinois (LLC) (RR 49) 308 
New Jersey (ULPA) (RR 45) 308 
Oklahoma (LLC) (RR 92) 318 
Rhode Island (LLC) (RR 81) 314 
Utah (LLC) (RR 91) 41, 316 
West Virginia (LLC) (RR 50) 310 

No minimum gain charge back upon 
section 708(b)( 1 )(B) termination 
(RR 90) 238 

Profits interest for services (RP 27) 
343 

Penalties: 
Substantial understatement (RP 33) 

470 
Proposed regulations: 

26 CFR 1.263A-1, 1.263A-IT(a)(4), 
1.263A-3(c)(4)(vi), amended; cap
italization and inclusion in inven
tory of certain costs (IA-64-91) 
621 

26 CFR 1.410(b)-0, -7, 1.414(r)-O, 
-1, -2, -3, -5, -6, -7, -8, 
amended; qualified separate lines 
of business (EE-40-93) 602 

26 CFR 1.446-3, amended; 1.44~, 
added; 1.461-1, revised; hedging 
transactions (FI-54-93) 615 

26 CFR 1.446-4, withdrawn; no
tional principal contracts (FI-16-
89) 611 

26 CFR 1.809-10, added; computa
tion of equity base (FI-29-93) 612 

26 CFR 1.863-1(d), added; source of 
scholarships and fellowship grants 
(INTL-41-92) 634 

26 CFR 1.1221-2, 1.1233-2, 1.1234-
4, 1.1256(e)-I, added; hedging 
transactions (FI-46-93) 613 

26 CFR 1.1363-2, added; recapture 
of LIFO benefits (PS-I6-93) 636 

26 CFR 301.6159-1, added; agree
ments for payment of tax liability 
in installments (GL-708-88) 619 

26 CFR Part 601, amended; appeals 
functions (SPR) (IA-85-91) 624 

Publicity of information: 
Service computer matching programs 

(Notice 36) 328 
Suggestions to improve notices and 

letters to taxpayers (Notice 58) 
340 
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INCOME TAX-Continued 
Rates of tax: 

Oeferral of increased 1993 taxes 
(Notice 51) 337 

Income tax cost-of-living adjust
ments for tax year beginning in 
1994 (RP 49) 581 

Minimum tax, tax preference items 
(CO 2056) 7 

Social Security contribution and ben
efit bases 599 

Recoveries: 
State income tax refunds, tax benefit 

rule (RR 75) 63 
Regulations: 

26 CFR 1.56(g)-I, 1.263(a)-I, 
1.263A-IT, 1.446-1, 1.461-1, 
1.471-3, -4, -5, -8,-11, 1.1502-
13, amended; 1.263A-O, -1, -2, 
-3, added; 1.263A-4-1.263A-6, 
added & reserved; capitalization 
and inclusion in inventory of 
certain costs (TO 8482) 77 

26 CFR 1.61-14(b), 1.162-1, 1.451-
1, 1.461-4, 1.988-2, amended; 
1.446-3, 1.1092(d)-I, added; no
tional principal contracts (TO 
8491) 215 

26 CFR 1.103-8(a)(5), 1.148-0--
1.148-11, 1.149(d)-1, 1.150-1, re
vised; 1.103-13, -13T, -14, -15, 
-18, 1. 148-12T, -13T, 1.149(b)
(3)-IT, removed; 1.147(b)-I, 
1.149(b)-I, 1.149(g)-I, 1.150-2, 
added; 6a.103A-2, amended; ar
bitrage restrictions on tax-exempt 
bonds (TO 8476) 13 

26 CFR 1.112-1, revised; combat 
zone compensation of members of 
the Armed Forces (TO 8489) 65 

26 CFR 1.166-2, amended; 1.166-
2T, removed; bank bad debts, con
clusive presumption (TO 8492) 73 

26 CFR 1.382-1, 1.382-2T, 
amended; 1.382-3(j), added; lim
itations on corporate net operating 
loss (TO 8490) 120 

26 CFR 1.401-4, 1.401(a)-4, 
1.411 (d)-4, amended; 1.401 (a)(4) 
-0-1.401 (a)(4 )-8(c)(2)(iii), 
1.401 (a)( 4 )-8( d)-1.40 1 (a)( 4) 
-13(e), revised; 1.401(a)(4)-
8( c )(2)(iv), added; nondiscrimina
tion requirements for qualified 
plans (TO 8485) 126 

26 CFR 1.401(a)(5)-I, 1.401(1)-0, 
-I, -2, -3, -5, amended; 1.401(1)-
6, revised; permitted disparity with 
respect to benefits and contribu
tions (TO 8486) 184 

INCOME TAX-Continued 
Regulations-Continued 

26 CFR 1.401(a)(26)-I(b)(4), 
1.401 (a)(26)-9(b)(1), 1.41O(b )-10, 
revised; 1.41O(b)-0, -I, -3, -5, 
-6, -7, -9, amended; minimum 
coverage requirements (TO 8487) 
193 

26 CFR 1.412(c)(l)-3, added; mini
mum funding requirements, plan 
restoration (TO 8494) 203 

26 CFR 1.414(s)-I, amended; defini
tion of compensation for qualified 
plans (TO 8488) 208 

26 CFR 1.469-OT, -6T, -lIT, re
moved; 1.469-0, -2, -3, -5, -6,
-10, added; 1.469-IT, -2T, -3T, 
-5T, amended; limitations on pas-
sive activity losses and credits, TO 
8417 corrected (Notice 46) 334 

26 CFR 1.469-0, 1.469-2, 1.469-2T, 
amended; limitation on passive 
activity losses and credits (TO 
8495) 226 

26 CFR 1.809-9, added; differential 
earnings rate, recomputed differen
tial earnings rate of a mutual life 
insurance company (TO 8499) 246 

26 CFR 1.809-lOT, added; computa
tion of equity base (TO 8484) 248 

26 CFR 1.852-12, 1.857-11, added; 
earnings and profits of regulated 
investment companies and real 
estate investment trusts (TO 8483) 
249 

26 CFR 1.911-7(a)(2)(i), amended; 
extension of time for making a 
valid election to exclude foreign 
earned income and housing cost 
amounts (TO 8480) 252 

26 CFR 1.1221-2T, 1.1233-2T, 
1.1234-4T, added; hedging trans
actions (TO 8493) 255 

26 CFR 1.60501-1, amended; 
1.60501-1 T, removed; returns re
lating to cash in excess of $10,000 
received in a trade or business 
(TO 8479) 295 

26 CFR 30 1.9100-1 (b), revised; ex
tension of time for making elec
tions (TO 8481) 324 

Reorganizations: 
Cash received for stock (RR 62) 118 
Stock exchanged for note and stock, 

dividend equivalency (RR 61) 118 
Returns: 

Information: 

Magnetic media reporting, Forms 



INCOME TAX-Continued 
Returns-Continued 

Information-Continued 
1098, 1099 series, 5498 and W-
2G (RP 31) 355 

Information reporting (Notice 52) 
337 

Information reporting by escrow 
agents (RR 70) 294 

Rulings: 
Areas in which advance rulings will 

not be issued: 
Associate Chief Counsel (Interna

tional) (RP 44) 545 
Modification of Rev. Proc. 93-3 

(RP 45) 545 

INCOME TAX-Continued 
Rulings-Continued 

Employee plans, determination letters 
(RP 39) 513 

No rule, deductions for future medi
cal care (RP 43) 544 

Obsolete (RR 87) 124 

Securities transactions: 

Extension of time for identification 
(Notice 45) 334 

Section 475 mark-to-market rules 
(RR 76) 235 

Self-employment tax: 

Social Security contribution and ben
efit bases 599 

INCOME TAX-Continued 
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