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

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

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

At the heart of administration is interpretation of the 
Code. It is the responsibility of each person in the 
Service, charged with the duty of interpreting the 
law, to try to find the true meaning of the statutory 
provision and not to adopt a strained construction in 
the belief that he or she is "protecting the revenue." 
The revenue is properly protected only when we 
ascertain and apply the true meaning of the statute. 

These principles of tax administration were previously published in the 
Internal Revenue Bulletin as Revenue Procedure 64-22, 1964-1 (Part I) C.B. 
689. They are restated here to emphasize their importance to all employees 
of the Internal Revenue Service. 
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quality of our products and services; and perform in 
a manner warranting the highest degree of public 
confidence in our integrity, efficiency and fairness. 

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

Administration should be both reasonable and vigor
ous. It should be conducted with as little delay as 
possible and with great courtesy and considerateness. 
It should never try to overreach, and should be 
reasonable within the bounds of law and sound 
administration. It should, however, be vigorous in 
requiring compliance with law and it should be 
relentless in its attack on unreal tax devices and 
fraud. 



Introduction 

The I nternal Revenue Bulleti n is the authoritative 
instrument of the Commissioner of Internal Revenue 
for announcing official rulings and procedures of the 
Internal Revenue Service and for publishing Treasury 
Decisions, Executive Orders, Tax Conventions, legis
lation, court decisions, and other items of general 
interest. 

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

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

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

Cumulative Bulletin 1994-1 is a consolidation of all 
items of permanent nature published in the weekly 

Bu Ileti ns 1994-1 through 1994-26 for the period of 
January 1 through June 30, 1994. 

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

Part 1.-1986 Code. 
This part includes rulings and decisions based on 
provisions of the Internal Revenue Code of 1986. 
Arrangement is sequential according to Code and 
regulations sections. The code section is shown at 
the top of each page. 

Part II.-Treaties and Tax Legislation. 
This part is divided into two subparts as follows: 
Subpart A, Tax Conventions, and Subpart B, Legisla
tion and Related Committee Reports. 

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

Notice of Proposed Rulemaking 
The preambles and text of proposed regulations that 
were published in the Federal Register during this 
six-month period are printed in this section. Included 
in this section is a list of persons disbarred or 
suspended from practice before the I nternal Revenue 
Service. 

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

1994-1 C.B. iii 



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

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

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

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

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

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

A-Individual. 
Acq.-Acquiescence. 

B-Indi vidual. 
BE-Beneficiary . 
BK-Bank. 
B. TA.-Board of Tax Appeals. 
C.-Individual. 
C.B.-Cumulative Bulletin. 
CFR-Code of Federal Regulations. 

C1-City. 
COOP-Cooperative. 
Ct.D.-Court Decision. 
CY-County. 
D-Decedent. 
DC-Dummy Corporation. 
DE-Donee. 
Del. Order-Delegation Order. 
DISC-Domestic International Sales Corporation. 

DR-Donor. 
E-Estate. 
EE-Employee. 

iv 1994-1 C.B. 

ruling is modified because it corrects a 
published position. (Compare with am
plified and clarified. above). 

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

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

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

E.O.-Executive Order. 

ER-Employer. 

ERISA-Employee Retirement Income Security Act. 

EX-Executor. 

F-Fiduciary. 

FC-Foreign Country. 

FICA-Federal Insurance Contribution Act. 
FISC-Foreign International Sales Company. 

FPH-Foreign Personal Holding Company. 

F.R.-Federal Register. 

FUTA-Federal Unemployment Tax Act. 

FX-Foreign Corporation. 

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

GE-Grantee. 

GP-General Partner. 

GR-Grantor 
IC-Insurance Company. 

I.R.B.-Internal Revenue Bulletin. 

LE-Lessee. 

LP-Limited Partner. 

LR-Lessor. 

M-Minor. 
Nonacq.-Nonacquiescence. 

O-Organization. 

P-Parent Corporation. 

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

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

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

PHC-Personal Holding Company. 

PO-Possession of the U.S. 

PR-Partner. 

PRS-Partnership. 

PTE-Prohibited Transaction Exemption. 
Pub. L.-Public Law. 

REIT -Real Estate Investment Trust. 

Rev. Proc.-Revenue Procedure. 

Rev. Rul.-Revenue Ruling. 
S-Subsidiary. 

S.P.R.-Statements of Procedural Rules. 
Stat.-Statutes at Large. 

T -Target Corporation. 

TC.-Tax Court. 

TD.-Treasury Decision. 

TFE-Transferee. 

TFR-Transferor. 

TI.R.-Technical Information Release. 

TP-Taxpayer. 

TR-Trust. 

IT-Trustee. 

u.s. C.-United States Code. 

X-Corporation. 
Y -Corporation. 
Z-Corporation. 
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Cumulative List of Actions Relating to Court Decisions Published in the Internal 
Revenue Bulletin from January 1, 1994, through June 30, 1994 

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 decision: 

Harlan E. Moore Charitable Trust v. 
United States, 1 9 F.3d 623 (7th Cir. 
1993) 

The Commissioner does NOT AC
QUIESCE in the following decision: 

Zabolotny v. Commissioner,2 7 F.3d 
774 (8th Cir. 1993) 

lAcquiescence in the issues relating to (1) 
whether the cropshare expense sharing arrange
ment between plaintiff and its tenant created a 
joint venture undertaking so that plaintiff's 
portion of the income from the farming operation 
is not excludable from unrelated business income 
as rent from real property under section 
512(b)(3)(A)(i) of the Code, and (2) whether the 
income received by plaintiff from the farming 
operation is not excludable rent from real 
property because the determination of such rent 
depends in whole or in part on the income or 
profits derived from the leased farming property, 
as provided in section 512(b)(3)(B)(ii). 
2Nonacquiescence relating to whether the pro
hibited transaction was corrected under section 
4975(f)(5) of the Code. 
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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 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 (temporary). 

T.D. 8502 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Reissuance of Mortgage Credit 
Certificates 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
reissuance of mortgage credit certifi
cates. Changes to the applicable law 
were made by the Tax Reform Act of 
1984. The regulations provide guidance 
to issuers and holders of mortgage 
credit certificates. The text of the 
temporary regulations set forth in this 
document also serves as the text of the 
proposed regulations cross-referenced 
in the notice of proposed rulemaking 
on this subject in *** [FI-47-92, page 
786, this Bulletin]. 

DATES: These temporary regulations 
are effective December 22, 1993. 

For dates of applicability of the 
temporary regulations, see the Explana
tion of Provisions in the SUPPLEMEN
TARY INFORMATION portion of this 
document. 

SUPPLEMENTARY INFORMATION: 

Background 

This document adds temporary reg
ulations to the Income Tax Regulations 
(26 CFR part 1) to provide guidance 
under section 25(e)(4) of the Internal 
Revenue Code (Code) with respect to 
the reissuance of mortgage credit cer-

tificates. Section 25(e)(4) was added to 
the Code by section 612 of the Tax 
Reform Act of 1984, 98 Stat. 494, 905. 

Explanation of Provisions 

Mortgage credit certificates are an 
alternative to qualified mortgage bonds. 
Section 143 of the Code permits the 
issuance of qualified mortgage bonds to 
provide assistance in financing the 
purchase of owner-occupied residences 
when certain income, purchase price, 
and other requirements are met. An 
issuer authorized to issue qualified 
mortgage bonds under section 143 may, 
instead, elect under section 25 to issue 
mortgage credit certificates. Under a 
qualified mortgage credit certificate 
program, the purchaser of a residence 
obtains conventional mortgage financ
ing and is permitted a tax credit based 
on the interest paid on that mortgage. 

Section 25 incorporates by reference 
certain requirements set out for 
qualified mortgage bonds in section 
143. One of those is the requirement in 
section 143(i)(1) that no part of the 
proceeds of such an issue is to be used 
to acquire or replace existing mort
gages; thus, proceeds from qualified 
mortgage bonds cannot be used to 
refinance home mortgages. 

Section 25(e)(4), however, authorizes 
regulations to permit the reissuance of 
mortgage credit certificates under con
ditions designed to prevent any in
crease in the credit allowable to the 
certificate holder. Under the authority 
of section 25(e)(4), these temporary 
regulations allow the reissuance of 
mortgage credit certificates in connec
tion with the refinancing of indebted
ness to which an existing certificate 
applies. The regulations require that the 
reissued certificate be, in effect, a 
continuation of the existing certificate 
(with new financing) and that there be 
no increase in the amount of the tax 
credit. 

These regulations apply to reis
suances of certificates with respect to 
certain past refinancings as well as 
current or future refinancings of home 
mortgages. A certificate must be re
issued on or after December 22, 1993, 
and within 1 year after the refinancing. 
A reissued certificate is effective as of 
the date of the mortgage refinancing. 
To the extent otherwise permitted, the 
holder of a reissued certificate may file 

an amended federal income tax return 
to claim credits for the period from the 
date of refinancing. 

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 Procedures 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 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. 

* * * * * * 

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 *** 
Sections 1.25-1 T -1.25-8T also issued 
under 26 U.S.c. 25. *** 

Par. 2. Section 1.25-3T is amended 
as follows: 

1. Paragraph (g)(1 )(iii) is added. 
2. Paragraph (p) is added. 
3. These added provisions read as 

follows: 

§1.25-3T Qualified mortgage credit 
certificate (Temporary). 

* * * * * * 

(g) *** (1) *** 
(iii) Reissued certificate exception. 

See paragraph (p) of this section for 
rules regarding the exception in the 
case of refinancing existing mortgages. 

* * * * * * 

(p) Reissued certificates for certain 
refinancings-( 1) In general. If the 
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issuer of a qualified mortgage credit 
certificate reissues a certificate in place 
of an existing mortgage credit certifi
cate to the holder of that existing 
certificate, the reissued certificate is 
treated as satisfying the requirements of 
this section. The period for which the 
reissued certificate is in effect begins 
with the date of the refinancing (that is, 
the date on which the closing agree
ment is signed). 

(2) Meaning of existing certificate. 
For purposes of this paragraph (p), a 
certificate is an existing certificate only 
if it satisfies the requirements of this 
section. An existing certificate may be 
the original certificate, a certificate 
issued to a transferee under paragraph 
(h)(2)(ii) of this section, or a certificate 
previously reissued under this para
graph (p). 

(3) Limitations on reissued certifi
cate. An issuer may reissue a mortgage 
credit certificate only if all of the 
following requirements are satisfied: 

(i) The certificate is reissued to the 
holder of an existing certificate with 
respect to the same property to which 
the existing certificate relates. 

(ii) The reissued certificate entirely 
replaces the existing certificate (that is, 
the holder cannot retain the existing 
certificate with respect to any portion 
of the outstanding balance of the 
certified mortgage indebtedness spec
ified on the existing certificate). 

(iii) The certified mortgage in
debtedness specified on the reissued 
certificate does not exceed the out
standing balance of the certified mort
gage indebtedness specified on the 
existing certificate. 

(iv) The reissued certificate does not 
increase the certificate credit rate spec
ified in the existing certificate. 

(v) The reissued certificate does not 
result in an increase in the credit that 
would otherwise have been allowable 
to the holder under the existing certifi
cate for any taxable year. 

(vi) The issuer reissues the certifi
cate on or after December 22, 1993, 
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but not later than the date that is 1 year 
after the date of the refinancing. 

(4) Example. The following example 
illustrates the application of paragraph 
(p)(3)(v) of this section. 

Example. A holder of an existing certificate 
that meets the requirements of this section seeks 
to refinance the property to which the certificate 
relates. The final payment on the holder's 
existing mortgage is due on December 31, 2000; 
the final payment on the new mortgage would 
not be due until January 31, 2004. The holder 
requests that the issuer provide to the holder a 
reissued mortgage credit certificate in place of 
the existing certificate. The requested certificate 
would have the same certificate credit rate as the 
existing certificate. For each calendar year 
through the year 2000, the credit that would be 
allowable to the holder with respect to the new 
mortgage under the requested certificate would 
not exceed the credit allowable for that year 
under the existing certificate. The requested 
certificate, however, would allow the holder 
credits for the years 2001 through 2004, years 
for which, due to the earlier scheduled retirement 
of the existing mortgage, no credit would be 
allowable under the existing certificate. Under 
paragraph (p)(3)(v) of this section, the issuer 
may not reissue the certificate as requested 
because, under the existing certificate, no credit 
would be allowable for the years 2001 through 
2004. The issuer may, however, provide a 
reissued certificate that limits the amount of the 
credit allowable in each year to the amount 
allowable under the existing certificate; for 
example, the reissued certificate could expire on 
December 31, 2000. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 1, 1993. 

Samuel Y. Sessions, 
Deputy Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 21, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 22, 1993, 58 F.R. 67689) 

26 CFR 1.25-4T: Qualified mortgage credit 
certification program (temporary). 

The average annual aggregate principal amount 
of mortgages executed during 1989, 1990, and 
1991 are set forth for use by issuers of qualified 
mortgage bonds and mortgage credit certificates 

in determining if the required portion of loans 
are made available in targeted areas under 
§ 143(h) of the Code. See Rev. Proc. 94-20, 
page 605. 

26 CFR 1. 25-4T: Qualified mortgage credit 
certificate program (temporary J. 

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and mort
gage credit certificates in determining the hous
ing cost/income ratio described in § 143(f)(5) of 
the Code. See Rev. Proc. 94-21, page 607. 

Subpart D.-Business Related Credits 

Section 42.-Low-lncome Housing 
Credit 

Low-income housing credit; satisfac
tory bond; "bond factor" amounts for 
January, February, and March 1994. 
This ruling announces the monthly 
bond factor amounts to be used by 
taxpayers who dispose of qualified 
low-income buildings or interests there
in during the months of January, 
February, and March 1994. 

Rev. Rul. 94-23 

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 § 42(j)(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 of qualified low-income 
buildings or interests therein during 
January, February, or March 1994. 
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Table 1 
Rev. Rul. 94-23 

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

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

Month of Made, the Succeeding Calendar Year 

Disposition 1987 1988 1989 1990 1991 1992 1993 1994 

January '94 75.07% 75.72% 76.45% 77.53% 79.lO% 81.25% 83.60% 83.98% 
February '94 74.84 75.49 
March '94 74.62 75.26 

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 dis
positions occurring during calendar 
year 1991; Rev. Rul. 92-101, 1992-2 
C.B. 9, for dispositions occurring dur
ing calendar year 1992; and Rev. Rul. 
93-83, 1993-2 C.B. 6, for dispositions 
occurring during calendar year 1993. 

76.22 77.30 78.86 
76.00 77.08 78.64 

Low-income housing credit; satis
factory bond; "bond factor" amounts 
for April, May, and June 1994. 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 April, May, and June 1994. 

Rev. Rul. 94-34 

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 

Table 1 
Rev. Rul. 94-34 

80.99 83.28 83.98 
80.75 83.00 83.98 

the amount of bond considered satisfac
tory by the Secretary under § 42(j)(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 of qualified low-income 
buildings or interests therein during 
January, February, March, April, May, 
or June 1994. 

Monthly Bond Factor Amounts for Dispositions Expressed 

Month of 
Disposition 1987 1988 

January '94 75.07% 75.72% 
February '94 74.84 75.49 
March '94 74.62 75.26 
April '94 74.39 75.04 
May '94 74.18 74.83 
June '94 73.97 74.62 

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. 

As a Percentage of Total Credits 

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

1989 1990 1991 

76.45% 77.53% 79.lO% 
76.22 77.30 78.86 
76.00 77.08 78.64 
75.78 76.87 78.43 
75.57 76.67 78.22 
75.37 76.47 78.03 

Rul. 91-67, 1991-2 C.B. 13, for dis
positions occurring during calendar 
year 1991; Rev. Rul. 92-lO 1, 1992-2 
C.B. 9, for dispositions occurring dur
ing calendar year 1992; and Rev. Rul. 
93-83, 1993-2 C.B. 6, for dispositions 
occurring during calendar year 1993. 

1992 1993 1994 

81.25% 83.60% 83.98% 
80.99 83.28 83.98 
80.75 83.00 83.98 
80.53 82.76 83.98 
80.32 82.54 83.98 
80.13 82.35 83.98 

What procedures must an owner of a low
income building follow to make an election 
provided by §13142(c)(l) of the Revenue Recon
ciliation Act of 1993 to use the number of 
bedrooms method of §42(g)(2) of the Code? See 
Rev. Proc. 94-9, page 555. 

What procedures must an owner of a '"deep
rent skewed project," as defined in 
§142(d)(4)(B) of the Code, follow to make an 
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election provided by §13l42(c)(l) of the Reve
nue Reconciliation Act of 1993 for purposes of 
§42(g)(4)? See Rev. Proc. 94-10. page 556. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of January 1994. See Rev. Rul. 94-1. 
page 207. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9. 
page 209. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15. 
page 210. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22. 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29. 
page 213. 

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

26 CFR 1.42-6: BUildings qualifying for 
carryover allocations. 

T.D. 8520 

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

Carryover Allocations and Other 
Rules Relating to the Low-Income 
Housing Credit 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations concerning the low
income housing credit under section 42 
of the Internal Revenue Code. The 
regulations provide guidance with re
spect to: Eligibility for a carryover 
allocation; procedures for electing an 
appropriate percentage month; the gen
eral public use requirement; utility 
allowances to be used in determining 
gross rent; and the inclusion of the cost 
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of certain services in gross rent. The 
regulations incorporate and expand 
upon the guidance provided by Notice 
89-1, 1989-1 C.B. 620, and Notice 89-
6, 1989-1 C.B. 625. This information 
will assist State and local housing 
credit agencies and taxpayers in com
plying with the requirements of section 
42. The regulations affect taxpayers 
that apply for or claim the low-income 
housing tax credit and State and local 
housing credit agencies. 

DATES: These regulations are effective 
May 2, 1994. 

For dates of applicability of these 
regulations, see § 1.42-12. 

SUPPLEMENTARY INFORMATION: 

PapelWork Reduction Act 

The collections of information con
tained in this final regulation have 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 1545-1102. The 
estimated annual burden per State or 
local government respondent/ 
recordkeeper varies from 18.60 hours 
to 51.63 hours, with an estimated 
average of 39.61 hours. The estimated 
annual burden for all other respondentJ 
recordkeepers varies from 1.90 hours to 
6.20 hours, with an estimated average 
of 4.50 hours. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be sent 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, PC:FP, 
Washington, D.C. 20224, and 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. 

Background 

On December 29, 1992, the IRS pub
lished a notice of proposed rulemaking 
in the Federal Register (57 FR 61852 
[PS-19-92, 1993-1 C.B. 936]) propos
ing amendments to the Income Tax 
Regulations (26 CFR part 1) under 
section 42 of the Internal Revenue 
Code of 1986, as amended. These 
amendments provide guidance on sev
eral requirements of the low-income 
housing tax credit and incorporate and 

expand upon the guidance provided by 
Notices 89-1 and 89-6. 

Written comments responding to the 
notice of proposed rulemaking were 
received. A public hearing was sched
uled for February 16, 1993, pursuant to 
a notice of public hearing published 
simultaneously with the notice of pro
posed rulemaking. However, the IRS 
received no requests to speak at the 
public hearing by the designated date. 
On February 8, 1993, the IRS pub
lished a notice (58 FR 7497) cancelling 
the public hearing on the proposed 
regulations. After consideration of the 
comments received, the proposed reg
ulations are adopted as revised by this 
Treasury decision. 

Explanation of Provisions 

Carryover allocations 

Section 42 provides for a low
income housing credit that may be 
claimed as part of the general business 
credit under section 38. In general, the 
credit is allowable only to the extent 
that the owner of a qualified low
income building receives a housing 
credit allocation from a State or local 
housing credit agency (Agency). 

Under section 42(h)( 1 )(E), an alloca
tion may be made to a qualified 
building that has not yet been placed in 
service, provided the building is placed 
in service not later than the close of the 
second calendar year following the 
calendar year of the allocation (a 
carryover allocation). Section 42(h)(1)
(E)(ii) defines a qualified building as 
any building that is part of a project if 
the taxpayer's basis in the project (as 
of the close of the calendar year of the 
allocation) is more than 10 percent of 
the taxpayer's reasonably expected 
basis in the project (as of the close of 
the second calendar year following the 
calendar year of the allocation). For 
these purposes, the taxpayer's basis 
equals the taxpayer's basis in land and 
depreciable property. See 2 H.R. Conf. 
Rep. No. 1104, 100th Cong., 2d Sess. 
II-82 (1988), 1988-3 C.B. 572. A 
carryover allocation may also be made 
to a multiple-building project under 
section 42(h)( 1 )(F). 

Commentators requested clarification 
on when a carryover allocation is 
treated as if it had never been made. 
The final regulations clarify that only a 
failure to satisfy a requirement of 
section 42(h)(1)(E) or (F) that must be 



satisfied by the close of the calendar 
year of allocation will cause a car
ryover allocation to be treated as if it 
had not been made. 

The proposed regulations provide 
that a taxpayer does not have carry
over-allocation basis in a project un
less, by the close of the calendar year 
of allocation, the taxpayer is the owner, 
for federal income tax purposes, of 
land or depreciable real property ex
pected to be part of the project. The 
final regulations do not explicitly con
tain this requirement. After further 
consideration, the IRS believes that 
satisfaction of the requirements of 
§ 1.42-6 is sufficient to ensure that a 
taxpayer intends to complete a 
qualified low-income housing project. 
For example, if a taxpayer has basis in 
land or depreciable property that is 
reasonably expected to be part of a 
project and the requirements of § 1.42-6 
are otherwise satisfied, the taxpayer has 
carryover-allocation basis with respect 
to the land or depreciable property. 
This basis includes all items that are 
properly capitalizable with respect to 
the land or depreciable property. Thus, 
notwithstanding the rule in Notice 89-1 
to the contrary, a nonrefundable down
payment for, or an amount paid to 
acquire an option to purchase, land or 
depreciable property may be included 
in carryover-allocation basis if properly 
capitalizable into the basis of land or 
depreciable property that is reasonably 
expected to be part of a project. 

Commentators objected to the exclu
sion of credit application fees from 
carryover-allocation basis and requested 
that the final regulations permit these 
fees to be included in carryover
allocation basis. On further consid
eration, it appears that an absolute 
prohibition against the inclusion of 
application fees (and compliance 
monitoring fees, which were also not 
included) in carryover-allocation basis 
is not warranted. Accordingly, the final 
regulations subject credit application 
and compliance monitoring fees to the 
same standards imposed upon other 
fees under the regulations. For exam
ple, if a fee is properly capitalizable as 
part of the taxpayer's basis in land or 
depreciable property that is reasonably 
expected to be part of a project, the fee 
is included in carryover-allocation 
basis. 

Verification of basis 

The proposed regulations provide 
verification requirements and proce-

dures that an Agency must follow to 
ensure that the minimum basis require
ment that is required to be met by the 
close of the year of allocation is, in 
fact, met. A commentator suggested 
that the basis verification requirements 
are too burdensome to Agencies and 
that Agencies lack the expertise to 
verify the costs includible in basis. The 
IRS does not expect Agencies to audit 
projects or make legal determinations. 
Rather, the proposed regulations pro
vide that an Agency may verify the 
basis requirement by requiring the 
taxpayer to obtain a certification from 
an attorney or certified public account
ant that the taxpayer has incurred the 
minimum required basis by the close of 
the calendar year of allocation. Accord
ingly, the final regulations adopt the 
basis verification requirement of the 
proposed regulations. 

Requirements for making carryover 
allocations 

The proposed regulations provide 
guidance on the information needed for 
carryover allocation documents. A 
commentator suggested that the final 
regulations clarify whether a newly 
constructed building that receives an 
allocation of credit in different calendar 
years must have a separate Form 8609 
for each allocation and, if so, whether 
the same building identification number 
(B.I.N.) should be used. 

The final regulations clarify that, in 
this and similar situations, a separate 
Form 8609 is necessary for both alloca
tions and that the B.I.N. assigned to the 
building for the first allocation also is 
used for the subsequent allocation. 

Use by the general public 

The legislative history of section 42 
provides that residential rental units 
must be for use by the general public. 
Residential rental units are not for use 
by the general public, for example, if 
the units are provided only for mem
bers of a social organization or pro
vided by an employer for its em
ployees. The proposed regulations 
provide an exception for an employer
provided resident manager unit that is a 
facility reasonably required by a 
project. 

Commentators suggested that the 
exception for a resident manager unit 
be expanded to include a unit occupied 
by a full-time maintenance person. 
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After further review, the IRS and the 
Treasury have concluded that the refer
ence to a resident manager unit in the 
proposed regulations was inappropriate 
because the general public use require
ment only applies to residential rental 
units. A unit that is occupied by a full
time resident manager or a full-time 
maintenance person is not a residential 
rental unit but is a facility reasonably 
required by a project. See Rev. Rul. 
92-61, 1992-2 C.B. 7. Accordingly, 
the final regulations remove the refer
ence to a resident manager unit. 

Utility allowances 

A commentator suggested that the 
final regulations provide that in areas 
where there is a utility allowance 
increase without a corresponding in
crease in area median gross income, an 
owner may adjust the rent upwards so 
that rent receipts do not decrease below 
the minimum rent floor of section 
42(g)(2)(A). Because a change of this 
nature requires an amendment to the 
statute, the final regulations do not 
adopt this suggestion. 

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 the proposed rulemaking 
for the 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 parts 1 and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

1994-1 C.B. 7 
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Authority: 26 U.S.C. 7805 *** 
Sections 1.42-6, 1.42-8, 1.42-9, 1.42-
10, 1.42-11, and 1.42-12 also issued 
under 26 U.S.C. 42(n); *** 

Par. 2. Section 1.42-6 is added, 
§ 1.42-7 is added and reserved, and 
§§1.42-8 through 1.42-12 are added to 
read as follows: 

§I.42-6 Buildings qualifying for 
carryover allocations. 

(a) Carryover allocations. A car
ryover allocation is an allocation that 
meets the requirements of section 
42(h)( 1 )(E) or (F). If the requirements 
of section 42(h)( 1 )(E) or (F) that are 
required to be satisfied by the close of 
the calendar year are not satisfied, the 
allocation is treated as if it had not 
been made. For example, if the tax
payer's basis in the project as of the 
close of the calendar year of allocation 
is not more than 10 percent of the 
taxpayer's reasonably expected basis in 
the project as of the close of the 
second calendar year following the year 
of allocation, the carryover allocation is 
not valid and is treated as if it had not 
been made. 

(b) Carryover-allocation basis-( 1) 
In general. Subject to the limitations of 
paragraph (b)(2) of this section, a 
taxpayer's basis in a project for pur
poses of section 42(h)(1)(E)(ii) or (F) 
(carryover-allocation basis) is the tax
payer's adjusted basis in land or 
depreciable property that is reasonably 
expected to be part of the project, 
whether or not these amounts are in
cludible in eligible basis under section 
42(d). Thus, for example, if the project 
is to include property that is not 
residential rental property, such as 
commercial space, the basis attributable 
to the commercial space, although not 
includible in eligible basis, is includible 
in carryover-allocation basis. The ad
justed basis of land and depreciable 
property is determined under sections 
1012 and 1016, and generally includes 
the direct and indirect costs of acquir
ing, constructing, and rehabilitating the 
property. Costs otherwise includible in 
carryover-allocation basis are not ex
cluded by reason of having been in
curred prior to the calendar year in 
which the carryover allocation is made. 

(2) Limitations-For purposes of de
termining carryover-allocation basis un
der paragraph (b)( 1) of this section, the 
following limitations apply. 
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(i) Taxpayer must have basis in land 
or depreciable property related to the 
project. A taxpayer has carryover
allocation basis to the extent that it has 
basis in land or depreciable property 
and the land or depreciable property is 
reasonably expected to be part of the 
project for which the carryover alloca
tion is made. This basis includes all 
items that are properly capitalizable 
with respect to the land or depreciable 
property. For example, a nonrefundable 
downpayment for, or an amount paid to 
acquire an option to purchase, land or 
depreciable property may be included 
in carryover-allocation basis if properly 
capitalizable into the basis of land or 
depreciable property that is reasonably 
expected to be part of a project. 

(ii) High cost areas. Any increase in 
eligible basis that may result under 
section 42(d)(5)(C) from a building's 
location in a qualified census tract or 
difficult development area is not taken 
into account in determining carryover
allocation basis or reasonably expected 
basis. 

(iii) Amounts not treated as paid or 
incurred. An amount is not includible 
in carryover-allocation basis unless it is 
treated as paid or incurred under the 
method of accounting used by the 
taxpayer. For example, a cash method 
taxpayer cannot include construction 
costs in carryover-allocation basis un
less the costs have been paid, and an 
accrual method taxpayer cannot include 
construction costs in carryover
allocation basis unless they have been 
properly accrued. See paragraph 
(b)(2)(iv) of this section for a special 
rule for fees. 

(iv) Fees. A fee is includible in 
carryover-allocation basis only to the 
extent the requirements of paragraph 
(b)(2)(iii) of this section are met and-

(A) The fee is reasonable; 
(B) The taxpayer is legally obligated 

to pay the fee; 
(C) The fee is capitalizable as part 

of the taxpayer's basis in land or 
depreciable property that is reasonably 
expected to be part of the project; 

(D) The fee is not paid (or to be 
paid) by the taxpayer to itself; and 

(E) If the fee is paid (or to be paid) 
by the taxpayer to a related person, and 
the taxpayer uses the cash method of 
accounting, the taxpayer could properly 
accrue the fee under the accrual 
method of accounting (considering, for 
example, the rules of section 461(h». 

A person is a related person if the 
person bears a relationship to the 
taxpayer specified in sections 267(b) or 
707(b)(1), or if the person and the 
taxpayer are engaged in trades or 
businesses under common control 
(within the meaning of subsections (a) 
and (b) of section 52). 

(3) Reasonably expected basis. Rules 
similar to the rules of paragraphs (a) 
and (b) of this section apply in 
determining the taxpayer's reasonably 
expected basis in a project (land and 
depreciable basis) as of the close of the 
second calendar year following the 
calendar year of the allocation. 

(4) Examples. The following exam
ples illustrate the rules of paragraphs 
(a) and (b) of this section. 

Example 1. (i) Facts. C, an accrual-method 
taxpayer, receives a carryover allocation from 
Agency, the state housing credit agency, in 
September of 1993. As of that date, C has not 
begun construction of the low-income housing 
building C plans to build. However, C has owned 
the land on which C plans to build the building 
since 1985. C's basis in the land is $100,000. C 
reasonably expects that by the end of 1995, C's 
basis in the project of which the building is to be 
a part will be $2,000,000. C also expects that 
because the project is located in a qualified 
census tract, C will be able to increase its basis 
in the project to $2,600,000. Before the close of 
1993, C incurs $150,000 of costs for architects' 
fees and site preparation. C properly accrues 
these costs under its method of accounting and 
capitalizes the costs. 

(ii) Determination of carryover-allocation 
basis. C's $100,000 basis in the land is 
includible in carryover-allocation basis even 
though C has owned the land since 1985. The 
$150,000 of costs C has incurred for architects' 
fees and site preparation are also includible in 
carryover-allocation basis. The expected increase 
in basis due to the project's location in a 
qualified census tract is not taken into account in 
determining C's carryover-allocation basis. Ac
cordingly, C's carryover-allocation basis in the 
project of which the building is a part is 
$250,000. 

(iii) Determination of whether building is 
qualified. C's reasonably expected basis in the 
project at the close of the second calendar year 
following the calendar year of allocation is 
$2,000,000. The expected increase in eligible 
basis due to the project's location in a qualified 
census tract is not taken into account in de
termining this amount. Because C's carryover
allocation basis is more than 10 percent of C's 
reasonably expected basis in the project of which 
the building is a part, the building for which C 
received the carryover allocation is a qualified 
building for purposes of section 42(h)(l)(E)(ii) 
and paragraph (a) of this section. 

Example 2. (i) Facts. D, an accrual-method 
taxpayer, receives a carryover allocation from 
Agency, the state housing credit agency, on 
September II, 1993. As of that date, D has not 
begun construction of the low-income housing 
building D plans to build and D does not have 
basis in the land on which D plans to build the 



building. In 1993, D incurs some costs related to 
the planned building, including architects' fees. 
However, at the close of 1993, these costs do not 
exc~ed 10 percent of D's reasonably expected 
baSIS 10 the project. 

(ii! Determination of whether building is 
qualified. Because D's carryover-allocation basis 
is not more than 10 percent of D's reasonably 
expected basis in the project of which the building 
IS a part, the building for which D received a 
carryover allocation is not a qualified building for 
purposes of section 42(h)(1 )(E)(ii) and paragraph 
(a) of this section. The carryover allocation to D is 
not valid, and is treated as if it had not been 
made. 

(c) Verification of basis by Agency
(1) Verification requirement. An Agency 
that makes a carryover allocation to a 
taxpayer must verify that, as of the 
close of the calendar year of allocation, 
the taxpayer has incurred more than 10 
percent of the reasonably expected basis 
in the project (land and depreciable 
basis). 

(2) Manner of verification. An 
Agency may verify that a taxpayer has 
incurred more than 10 percent of its 
reasonably expected basis in a project 
by obtaining a certification from the 
taxpayer, in writing and under penalty 
of perjury, that the taxpayer has in
curred by the close of the calendar year 
of the allocation more than 10 percent 
of the reasonably expected basis in the 
project. The certification must be ac
companied by supporting documentation 
that the Agency must review. Support
ing documentation may include, for 
example, copies of checks or other 
records of payments. Alternatively, an 
Agency may verify that the taxpayer has 
incurred adequate basis by requiring that 
the taxpayer obtain from an attorney or 
certified public accountant a written 
certification to the Agency, that the 
attorney or accountant has examined all 
eligible costs incurred with respect to 
the project and that, based upon this 
examination, it is the attorney's or 
accountant's belief that the taxpayer has 
incurred more than 10 percent of its 
reasonably expected basis in the project 
by the close of the calendar year of the 
allocation. 

(3) Time of verification. An Agency 
may require that the basis certification 
be submitted to or received by the 
Agency prior to the close of the 
calendar year of allocation or within a 
reasonable time after the close of the 
calendar year of allocation. The Agency 
will need to verify basis in order to 
accurately complete the Form 8610, 
Annual Low-Income Housing Credit 
Agencies Report, for the calendar year. 

If certification is not timely made, or 
supporting documentation is lacking, 
inadequate, or does not actually support 
the certification, the Agency should 
notify the taxpayer and try to get 
adequate documentation. If the Agency 
cannot verify before the Form 8610 is 
filed that the taxpayer has satisfied the 
basis requirement for a carryover alloca
tion, the allocation is treated as if it had 
not been made and the carryover 
allocation document should not be filed 
with the Form 8610. 

(d) Requirements for making car
ryover allocations-( I) In general. Gen
erally, an allocation is made when an 
Agency issues the Form 8609, Low
Income Housing Credit Allocation Cer
tification, for a building. See § 1.42-
1T(d)(8)(ii). An Agency does not issue 
the Form 8609 for a building until the 
building is placed in service. However, 
in cases where allocations of credit are 
made pursuant to section 42(h)( 1 )(E) 
(relating to carryover allocations for 
buildings) or section 42(h)(1)(F) (relat
ing to carryover allocations for multiple
building projects), Form 8609 is not 
used as the allocating document because 
the buildings are not yet in service. 
When an allocation is made pursuant to 
section 42(h)(1)(E) or (F), the allocating 
document is the document meeting the 
requirements of paragraph (d)(2) of this 
section. In addition, when an allocation 
is made pursuant to section 42(h)(1)(F), 
the requirements of paragraph (d)(3) of 
this section must be met for the 
allocation to be valid. An allocation 
pursuant to section 42(h)( 1 )(E) or (F) 
reduces the state housing credit ceiling 
for the year in which the allocation is 
made, whether or not the Form 8609 is 
also issued in that year. 

(2) Requirements for allocation. An 
allocation pursuant to section 42(h)
(l)(E) or (F) is made when an allocation 
document containing the following in
formation is completed, signed, and 
dated by an authorized official of the 
Agency-

(i) The address of each building in 
the project, or if none exists, a specific 
description of the location of each 
building; 

(ii) The name, address, and taxpayer 
identification number of the taxpayer 
receiving the allocation; 

(iii) The name and address of the 
Agency; 

(iv) The taxpayer identification num
ber of the Agency; 
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(v) The date of the allocation; 

(vi) The housing credit dollar amount 
allocated to the building or project, as 
applicable; 

(vii) The taxpayer's reasonably ex
pected basis in the project (land and 
depreciable basis) as of the close of the 
second calendar year following the 
calendar year in which the allocation is 
made; 

(viii) The taxpayer's basis in the 
project (land and depreciable basis) as 
of the close of the calendar year in 
which the allocation is made and the 
percentage that basis bears to the 
reasonably expected basis in the project 
(land and depreciable basis) as of the 
close of the second following calendar 
year; 

(ix) The date that each building in 
the project is expected to be placed in 
service; and 

(x) The Building Identification Num
ber (B.I.N.) to be assigned to each 
building in the project. The B.I.N. must 
reflect the year an allocation is first 
made to the building, regardless of the 
year that the building is placed in 
service. This B.I.N. must be used for all 
allocations of credit for the building. 
For example, rehabilitation expenditures 
treated as a separate new building under 
section 42(e) should not have a separate 
B.I.N. if the building to which the 
rehabilitation expenditures are made has 
a B.I.N. In this case, the B.I.N. used for 
the rehabilitation expenditures shall be 
the B.I.N. previously assigned to the 
building, although the rehabilitation ex
penditures must have a separate Form 
8609 for the allocation. Similarly, a 
newly constructed building that receives 
an allocation of credit in different 
calendar years must have a separate 
Form 8609 for each allocation. The 
B.I.N. assigned to the building for the 
first allocation must be used for the 
subsequent allocation. 

(3) Special rules for project-based 
allocations-(i) In general. An alloca
tion pursuant to section 42(h)(1)(F) (a 
project-based allocation) must meet the 
requirements of this section as well as 
the requirements of section 42(h)(1 )(F), 
including the minimum basis require
ment of section 42(h)( I )(E)(ii). 

(ii) Requirement of section 42(h)( 1)
(F)( i)( III). An allocation satisfies the 
requirement of section 42(h)(1 )(F)(i)(III) 
if the Form 8609 that is issued for each 
building that is placed in service in the 
project states the portion of the project-
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based allocation that is applied to that 
building. 

(4) Recordkeeping requirements-(i) 
Taxpayer. When an allocation is made 
pursuant to section 42(h)( 1 )(E) or (F), 
the taxpayer must retain a copy of the 
allocation document and file an addi
tional copy with the Form 8609 that is 
issued to the taxpayer for a building 
after the building is placed in service. 
The taxpayer need only file a copy of 
the allocation document with the Form 
8609 for the building for the first year 
the credit is claimed. However, the 
Form 8609 must be filed for the first 
taxable year in which the credit is 
claimed and for each taxable year 
thereafter throughout the compliance 
period, whether or not a credit is 
claimed for the taxable year. 

(ii) Agency. The Agency must retain 
a copy of the allocation document and 
file the original with the Agency's Form 
8610 that accounts for the year the 
allocation is made. The Agency must 
also retain a copy of the Form 8609 that 
is issued to the taxpayer and file the 
original with the Agency's Form 8610 
that reflects the year the form is issued. 

(5) Separate procedure for election of 
appropriate percentage month. If a 
taxpayer receives an allocation under 
section 42(h)(1)(E) or (F) and wishes to 
elect under section 42(b )(2)(A)(ii) to use 
the appropriate percentage for a month 
other than the month in which a 
building is placed in service, the re
quirements specified in § 1.42-8 must be 
met for the election to be effective. 

(e) Special rules. The following rules 
apply for purposes of this section. 

(1) Treatment of partnerships and 
other flow-through entities. With respect 
to taxpayers that own projects through 
partnerships or other flow-through en
tities (e.g., S corporations, estates, or 
trusts), carryover-allocation basis is de
tennined at the entity level using the 
rules provided by this section. In 
addition, the entity is responsible for 
providing to the Agency the certification 
and documentation required under the 
basis verification requirement in para
graph (c) of this section. 

(2) Transferees. If land or deprecia
ble property that is expected to be part 
of a project is transferred after a 
carryover allocation has been made for a 
building that is reasonably expected to 
be part of the project, but before the 
close of the calendar year of the 
allocation, the transferee's carryover
allocation basis is determined under the 
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principles of this section and section 
42(d)(7). See also Rev. Rul. 91-38, 
1991-2 C.B. 3 (see §601.601(d)(2)(ii)(b) 
of this chapter). In addition, the trans
feree is treated as the taxpayer for 
purposes of the basis verification re
quirement of this section, and therefore, 
is responsible for providing to the 
Agency the required certifications and 
documentation. 

§1.42-7 Substantially bond-financed 
buildings. [Reserved] 

§1.42-8 Election of appropriate 
percentage month. 

(a) Election under section 42(b)(2)
(A)(ii)(l) to use the appropriate per
centage for the month of a binding 
agreement-(1) In general. For pur
poses of section 42(b )(2)(A)(ii)(I), an 
agreement between a taxpayer and an 
Agency as to the housing credit dollar 
amount to be allocated to a building is 
considered binding if it-

(i) Is in writing; 

(ii) Is binding under state law on the 
Agency, the taxpayer, and all suc
cessors in interest; 

(iii) Specifies the type(s) of build
ing(s) to which the housing credit 
dollar amount applies (i.e., a newly 
constructed or existing building, or 
substantial rehabilitation treated as a 
separate new building under section 
42(e)); 

(iv) Specifies the housing credit dol
lar amount to be allocated to the 
building(s); and 

(v) Is dated and signed by the tax
payer and the Agency during the month 
in which the requirements of para
graphs (a)(l )(i) through (iv) of this 
section are met. 

(2) Effect on state housing credit 
ceiling. Generally, a binding agreement 
described in paragraph (a)(l) of this 
section is an agreement by the Agency 
to allocate credit to the taxpayer at a 
future date. The binding agreement 
may include a reservation of credit or a 
binding commitment (under section 
42(h)(l )(C)) to allocate credit in a 
future taxable year. A reservation or a 
binding commitment to allocate credit 
in a future year has no effect on the 
state housing credit ceiling until the 
year the Agency actually makes an 
allocation. However, if the binding 
agreement is also a carryover allocation 
under section 42(h)( 1 )(E) or (F), the 

state housing credit ceiling is reduced 
by the amount allocated by the Agency 
to the taxpayer in the year the car
ryover allocation is made. For a bind
ing agreement to be a valid carryover 
allocation, the requirements of para
graph (a)(l) of this section and § 1.42-6 
must be met. 

(3) Time and manner of making 
election. An election under section 
42(b )(2)(A)(ii)(I) may be made either 
as part of the binding agreement under 
paragraph (a)(l) of this section to 
allocate a specific housing credit dollar 
amount or in a separate document that 
references the binding agreement. In 
either case, the election must-

(i) Be in writing; 

(ii) Reference section 42(b )(2)(A)
(ii)(I); 

(iii) Be signed by the taxpayer; 

(iv) If it is in a separate document, 
reference the binding agreement that 
meets the requirements of paragraph 
(a)( 1) of this section; and 

(v) Be notarized by the 5th day 
following the end of the month in 
which the binding agreement was 
made. 

(4) Multiple agreements-(i) Re
scinded agreements. A taxpayer may 
not make an election under section 
42(b )(2)(A)(ii)(I) for a building if an 
election has previously been made for 
the building for a different month. For 
example, assume a taxpayer entered 
into a binding agreement for allocation 
of a specific housing credit dollar 
amount to a building and made the 
election under section 42(b )(2)(A)(ii)(I) 
to apply the appropriate percentage for 
the month of the binding agreement. If 
the binding agreement subsequently is 
rescinded under state law, and the 
taxpayer enters into a new binding 
agreement for allocation of a specific 
housing credit dollar amount to the 
building, the taxpayer must apply to the 
building the appropriate percentage for 
the elected month of the rescinded 
binding agreement. However, if no 
prior election was made with respect to 
the rescinded binding agreement, the 
taxpayer may elect the appropriate 
percentage for the month of the new 
binding agreement. 

(ii) Increases in credit. The election 
under section 42(b)(2)(A)(ii)(I), once 
made, applies to any increase in the 
credit amount allocated for a building, 
whether the increase occurs in the same 
or in a subsequent year. However, in 



the case of a binding agreement (or 
carryover allocation that is treated as a 
binding agreement) to allocate a credit 
amount under section 42(e)(l) for 
substantial rehabilitation treated as a 
separate new building, a taxpayer may 
make the election under section 42(b)
(2)(A)(ii)(I) notwithstanding that a 
prior election under section 42(b )(2)
(A)(ii)(I) is in effect for a prior 
allocation of credit for a substantial 
rehabilitation that was previously 
placed in service under section 42(e). 

(5) Amount allocated. The housing 
credit dollar amount eventually allo
cated to a building may be more or less 
than the amount specified in the 
binding agreement. Depending on the 
Agency's determination pursuant to 
section 42(m)(2) as to the financial 
feasibility of the building (or project), 
the Agency may allocate a greater 
housing credit dollar amount to the 
building (provided that the Agency has 
additional housing credit dollar 
amounts available to allocate for the 
calendar year of the allocation) or the 
Agency may allocate a lesser housing 
credit dollar amount. Under section 
42(h)(7)(D), in allocating a housing 
credit dollar amount, the Agency must 
specify the applicable percentage and 
maximum qualified basis of the build
ing. The applicable percentage may be 
less, but not greater than, the appropri
ate percentage for the month the 
building is placed in service, or the 
month elected by the taxpayer under 
section 42(b )(2)(A)(ii)(I). Whether the 
appropriate percentage is the appropri
ate percentage for the 70-percent pres
ent value credit or the 30-percent 
present value credit is determined 
under section 42(i)(2) when the build
ing is placed in service. 

(6) Procedures-(i) Taxpayer. The 
taxpayer must give the original nota
rized election statement to the Agency 
before the close of the 5th calendar day 
following the end of the month in 
which the binding agreement is made. 
The taxpayer must retain a copy of the 
binding agreement and the election 
statement and must file an additional 
copy of each with the taxpayer's Form 
8609, Low-Income Housing Credit Al
location Certification, for the first 
taxable year in which credit is claimed 
for the building. 

(ii) Agency. The Agency must file 
with the Internal Revenue Service the 
original of the binding agreement and 
the election statement with the 

Agency's Form 8610, Annual Low
Income Housing Credit Agencies Re
port, that accounts for the year the 
allocation is actually made. The 
Agency must also retain a copy of the 
binding agreement and the election 
statement. 

(7) Examples. The following exam
ples illustrate the provisions of this 
section. In each example, X is the 
taxpayer, Agency is the state housing 
credit agency, and the carryover alloca
tions meet the requirements of § 1.42-6 
and are otherwise valid. 

Example 1. (i) In August 1993, X and Agency 
enter into an agreement that Agency will allocate 
$100,000 of housing credit dollar amount for the 
low-income housing building X is constructing. 
The agreement is binding and meets all the 
requirements of paragraph (a)(1) of this section. 
The agreement is a reservation of credit. not an 
allocation. and therefore, has no effect on the 
state housing credit ceiling. On or before 
September 5. 1993. X signs and has notarized a 
written election statement that meets the require
ments of paragraph (a)(3) of this section. The 
applicable percentage for the building is the 
appropriate percentage for the month of August 
1993. 

(ii) Agency makes a carryover allocation of 
$100,000 of housing credit dollar amount for the 
building on October 2, 1993. The carryover 
allocation reduces Agency's state housing credit 
ceiling for 1993. Due to unexpectedly high 
construction costs. when X places the building in 
service in July 1994. the product of the 
building's qualified basis and the applicable 
percentage for the building (the appropriate 
percentage for the month of August 1993) is 
$150.000. rather than $100.000. Notwithstanding 
that only $100.000 of credit was allocated for the 
building in 1993. Agency may allocate an addi
tional $50,000 of housing credit dollar amount 
for the building from its state housing credit 
ceiling for 1994. The appropriate percentage for 
the month of August 1993 is the applicable 
percentage for the building for the entire 
$150,000 of credit allocated for the building, 
even though separate allocations were made in 
1993 and 1994. Because allocations were made 
for the building in two separate calendar years, 
Agency must issue two Forms 8609 to X. One 
Form 8609 must reflect the $100,000 allocation 
made in 1993. and the other Form 8609 must 
reflect the $50,000 allocation made in 1994. 

(iii) X gives the original notarized statement 
to Agency on or before September 5, 1993. and 
retains a copy of the binding agreement, election 
statement, and carryover allocation document. X 
files a copy of the binding agreement, election 
statement, and carryover allocation document 
with X's Form 8609 for the first taxable year in 
which X claims credit for the building. 

(iv) Agency files the original of the binding 
agreement. election statement, and 1993 car
ryover allocation document with its 1993 Form 
8610. Agency retains a copy of the binding 
agreement. election statement. and carryover 
allocation document. After the building is placed 
in service in 1994. Agency issues to X a copy of 
the Form 8609 reflecting the 1993 carryover 
allocation of $100.000 and files the original of 
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that form with its 1994 Form 8610. Agency also 
files the original of the 1994 Form 8609 
reflecting the $50,000 allocation with its 1994 
Form 8610 and issues to X a copy of the 1994 
Form 8609. Agency retains copies of the Forms 
8609 that are issued to X. 

Example 2. (i) In September 1993. X and 
Agency enter into an agreement that Agency will 
allocate $70.000 of housing credit dollar amount 
for rehabilitation expenditures that X is incurring 
and that X will treat as a new low-income 
housing building under section 42(e)( 1). The 
agreement is binding and meets all the require
ments of paragraph (a)(1) of this section. The 
agreement is a reservation of credit. not an 
allocation, and therefore, has no effect on 
Agency's state housing credit ceiling. On or 
before October 5, 1993. X signs and has 
notarized a written election statement that meets 
the requirements of paragraph (a)(3) of this 
section. The applicable percentage for the build
ing is the appropriate percentage for the month 
of September 1993. Agency makes a carryover 
allocation of $70,000 of housing credit dollar 
amount for the building on November 15. 1993. 
The carryover allocation reduces by $70.000 
Agency's state housing credit ceiling for 1993. 

(ii) In October 1994. X and Agency enter into 
another binding agreement meeting the require
ments of paragraph (a)(1) of this section. Under 
the agreement. Agency will allocate $50,000 of 
housing credit dollar amount for additional 
rehabilitation expenditures by X that qualify as a 
second separate new building under section 
42(e)(1). On or before November 5. 1994, X 
signs and has notarized a written election 
statement meeting the requirements of paragraph 
(a)(3) of this section. On December I. 1994. X 
receives a carryover allocation under section 
42(h)(l )(E) for $50,000. The carryover allocation 
reduces by $50.000 Agency's state housing credit 
ceiling for 1994. The applicable percentage for 
the rehabilitation expenditures treated as the 
second separate new building is the appropriate 
percentage for the month of October 1994, not 
September 1993. The appropriate percentage for 
the month of September 1993 still applies to the 
allocation of $70.000 for the rehabilitation 
expenditures treated as the first separate new 
building. Because allocations were made for the 
building in two separate calendar years. Agency 
must issue two Forms 8609 to X. One Form 
8609 must reflect the $70.000 allocation made in 
1993. and the other Form 8609 must reflect the 
$50,000 allocation made in 1994. 

(iii) X gives the first original notarized 
statement to Agency on or before October 5. 
1993, and retains a copy of the first binding 
agreement. election statement. and carryover 
allocation document issued in 1993. X gives the 
second original notarized statement to Agency on 
or before November 5, 1994. and retains a copy 
of the second binding agreement, election state
ment, and carryover allocation document issued 
in 1994. X files a copy of the binding 
agreements. election statements, and carryover 
allocation documents with X's Forms 8609 for 
the first taxable year in which X claims credit 
for the buildings. 

(iv) Agency retains a copy of the binding 
agreements. election statements. and carryover 
allocation documents. Agency files the original 
of the first binding agreement. election state
ment. and 1993 carryover allocation document 
with its 1993 Form 8610. Agency files the 
original of the second binding agreement. elec
tion statement. and 1994 carryover allocation 
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document with its 1994 Fonn 86\0. After X 
notifies Agency of the date each building is 
placed in service, the Agency will issue copies of 
the respective Fonns 8609 to X, and file the 
originals of those fonns with the Agency's Fonn 
86 \0 that reflects the year each fonn is issued. 
The Agency also retains copies of the Fonns 
8609. 

(b) Election under section 42(b)(2)
(A)( ii)( II) to use the appropriate per
centage for the month tax-exempt 
bonds are issued-( 1) Time and man
ner of making election. In the case of 
any building to which section 42(h)
(4 )(B) applies, an election under sec
tion 42(b )(2)(A)(ii)(II) to use the ap
propriate percentage for the month tax
exempt bonds are issued must-

(i) Be in writing; 

(ii) Reference section 42(b )(2)(A)
(ii)(II); 

(iii) Specify the percentage of the 
aggregate basis of the building and the 
land on which the building is located 
that is financed with the proceeds of 
obligations described in section 
42(h)(4)(A) (tax-exempt bonds); 

(iv) State the month in which the 
tax-exempt bonds are issued; 

(v) State that the month in which the 
tax-exempt bonds are issued is the 
month elected for the appropriate per
centage to be used for the building; 

(vi) Be signed by the taxpayer; and 
(vii) Be notarized by the 5th day 

following the end of the month in 
which the bonds are issued. 

(2) Bonds issued in more than one 
month. If a building described in 
section 42(h)(4)(B) (substantially bond
financed building) is financed with tax
exempt bonds issued in more than one 
month, the taxpayer may elect the 
appropriate percentage for any month 
in which the bonds are issued. Once 
the election is made, the appropriate 
percentage elected applies for the 
building even if all bonds are not 
issued in that month. The requirements 
of this paragraph (b), including the 
time limitation contained in paragraph 
(b)(1 )(vii) of this section, must also be 
met. 

(3) Limitations on appropriate per
centage. Under section 42(m)(2)(D), 
the credit allowable for a substantially 
bond-financed building is limited to the 
amount necessary to assure the proj
ect's feasibility. Accordingly, in mak
ing the determination under section 
42(m)(2), an Agency may use an ap
plicable percentage that is less, but not 
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greater than, the appropriate percentage 
for the month the building is placed in 
service, or the month elected by the 
taxpayer under section 42(b )(2)(A)
(ii)(II). 

(4) Procedures-(i) Taxpayer. The 
taxpayer must provide the original 
notarized election statement to the 
Agency before the close of the 5th 
calendar day following the end of the 
month in which the bonds are issued. If 
an authority other than the Agency 
issues the tax-exempt bonds, the tax
payer must also give the Agency a 
signed statement from the issuing au
thority that certifies the information 
described in paragraphs (b)(1 )(iii) and 
(iv) of this section. The taxpayer must 
file a copy of the election statement 
with the taxpayer's Form 8609 for the 
first taxable year in which credit is 
claimed for the building. The taxpayer 
must also retain a copy of the election 
statement. 

(ii) Agency. The Agency must file 
with the Internal Revenue Service the 
original of the election statement and 
the corresponding Form 8609 for the 
building with the Agency's Form 8610 
that reflects the year the Form 8609 is 
issued. The Agency must also retain a 
copy of the election statement and the 
Form 8609. 

§I.42-9 For use by the general 
public. 

(a) General rule. If a residential 
rental unit in a building is not for use 
by the general public, the unit is not 
eligible for a section 42 credit. A 
residential rental unit is for use by the 
general public if the unit is rented in a 
manner consistent with housing policy 
governing nondiscrimination, as evi
denced by rules or regulations of the 
Department of Housing and Urban 
Development (HUD). See HUD Hand
book 4350.3 (or its successor). A copy 
of HUD Handbook 4350.3 may be 
requested by writing to: HUD, Direc
tives Distribution Section, Room 
B-I00, 451 7th Street, SW, Wash
ington, DC 20410. 

(b) Limitations. Notwithstanding 
paragraph (a) of this section, if a 
residential rental unit is provided only 
for a member of a social organization 
or provided by an employer for its 
employees, the unit is not for use by 
the general public and is not eligible 
for credit under section 42. In addition, 
any residential rental unit that is part of 

a hospital, nursing home, sanitarium, 
lifecare facility, trailer park, or inter
mediate care facility for the mentally 
and physically handicapped is not for 
use by the general public and is not 
eligible for credit under section 42. 

(c) Treatment of units not for use by 
the general public. The costs attributa
ble to a residential rental unit that is 
not for use by the general public are 
not excludable from eligible basis by 
reason of the unit's ineligibility for the 
credit under this section. However, in 
calculating the applicable fraction, the 
unit is treated as a residential rental 
unit that is not a low-income unit. 

§ 1.42-10 Utility allowances. 

(a) Inclusion of utility allowances in 
gross rent. If the cost of any utilities 
(other than telephone) for a residential 
rental unit are paid directly by the 
tenant(s), the gross rent for that unit 
includes the applicable utility al
lowance determined under this section. 
This section only applies for purposes 
of determining gross rent under section 
42(g)(2)(B)(ii) as to rent-restricted 
units. 

(b) Applicable utility allowances
(1) FmHA-assisted buildings. If a 
building receives assistance from the 
Farmers Home Administration (FmHA
assisted building), the applicable utility 
allowance for all rent-restricted units in 
the building is the utility allowance 
determined under the method pre
scribed by the Farmers Home Admin
istration (FmHA) for the building. For 
example, if a building receives assist
ance under FmHA' s section 515 pro
gram (whether or not the building or its 
tenants also receive other state or 
federal assistance), the applicable util
ity allowance for all rent-restricted 
units in the building is determined 
using Exhibit A-6 of 7 CFR part 1944, 
subpart E (or a successor method of 
determining utility allowances). 

(2) Buildings with FmHA assisted 
tenants. If any tenant in a building 
receives FmHA rental assistance pay
ments (FmHA tenant assistance), the 
applicable utility allowance for all rent
restricted units in the building (includ
ing any units occupied by tenants 
receiving HUD rental assistance pay
ments) is the applicable FmHA utility 
allowance. 

(3) HUD-regulated buildings. If nei
ther a building nor any tenant in the 
building receives FmHA housing assist-



ance, and the rents and utility al
lowances of the building are reviewed 
by HUD on an annual basis (HUD
regulated building), the applicable util
ity allowance for all rent-restricted 
units in the building is the applicable 
HUD utility allowance. 

(4) Other buildings. If a building is 
neither an FmHA-assisted nor a HUD
regulated building, and no tenant in the 
building receives FmHA tenant assist
ance, the applicable utility allowance 
for rent-restricted units in the building 
is determined under the following 
methods. 

(i) Tenants receiving HUD rental 
assistance. The applicable utility al
lowance for any rent-restricted units 
occupied by tenants receiving HUD 
rental assistance payments (HUD tenant 
assistance) is the applicable Public 
Housing Authority (PHA) utility al
lowance established for the Section 8 
Existing Housing Program. 

(ii) Other tenants-(A) General 
rule. If none of the rules of paragraphs 
(b)(1), (2), (3), and (4)(i) of this 
section apply to any rent-restricted 
units in a building, the appropriate 
utility allowance for the units is the 
applicable PHA utility allowance. How
ever, if a local utility company estimate 
is obtained for any unit in the building 
in accordance with paragraph (b)(4)(ii)
(B) of this section, that estimate 
becomes the appropriate utility al
lowance for all rent-restricted units of 
similar size and construction in the 
building. This local utility company 
estimate procedure is not available for 
and does not apply to units to which 
the rules of paragraph (b)(I), (2), (3), 
or (4 )(i) of this section apply. 

(B) Utility company estimate. Any 
interested party (including a low
income tenant, a building owner, or an 
Agency) may obtain a local utility 
company estimate for a unit. The 
estimate is obtained when the interested 
party receives, in writing, information 
from a local utility company providing 
the estimated cost of that utility for a 
unit of similar size and construction for 
the geographic area in which the 
building containing the unit is located. 
The local utility company estimate may 
be obtained by an interested party at 
any time during the building's extended 
use period (see section 42(h)(6)(D» or, 
if the building does not have an ex
tended use period, during the building's 
compliance period (see section 
42(i)( 1 ». Unless the parties agree 

otherwise, costs incurred in obtaining 
the estimate are borne by the initiating 
party. The interested party that obtains 
the local utility company estimate (the 
initiating party) must retain the original 
of the utility company estimate and 
must furnish a copy of the local utility 
company estimate to the owner of the 
building (where the initiating party is 
not the owner), and the Agency that 
allocated credit to the building (where 
the initiating party is not the Agency). 
The owner of the building must make 
available copies of the utility company 
estimate to the tenants in the building. 

(c) Changes in applicable utility al
lowance. If at any time during the 
building's extended use period (or, if 
the building does not have an extended 
use period, the building's compliance 
period), the applicable utility allowance 
for a unit changes, the new utility 
allowance must be used to compute 
gross rents of rent-restricted units due 
90 days after the change. For example, 
if rent must be lowered because a local 
utility company estimate is obtained 
that shows a higher utility cost than the 
otherwise applicable PHA utility al
lowance, the lower rent must be in 
effect for rent due more than 90 days 
after the date of the local utility 
company estimate. 

§1.42-11 Provision of services. 

(a) General rule. The furnishing to 
tenants of services other than housing 
(whether or not the services are signifi
cant) does not prevent the units oc
cupied by the tenants from qualifying 
as residential rental property eligible 
for credit under section 42. However, 
any charges to low-income tenants for 
services that are not optional generally 
must be included in gross rent for 
purposes of section 42(g). 

(b) Services that are optional-( I) 
General rule. A service is optional if 
payment for the service is not required 
as a condition of occupancy. For 
example, for a qualified low-income 
building with a common dining facility, 
the cost of meals is not included in 
gross rent for purposes of section 
42(g)(2)(A) if payment for the meals in 
the facility is not required as a 
condition of occupancy and a practical 
alternative exists for tenants to obtain 
meals other than from the dining 
facility. 

(2) Continual or frequent services. If 
continual or frequent nursing, medical, 
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or psychiatric services are provided, it 
is presumed that the services are not 
optional and the building is ineligible 
for the credit, as is the case with a 
hospital, nursing home, sanitarium, life
care facility, or intermediate care facil
ity for the mentally and physically 
handicapped. See also § 1.42-9(b). 

(3) Required services-(i) General 
rule. The cost of services that are 
required as a condition of occupancy 
must be included in gross rent even if 
federal or state law requires that the 
services be offered to tenants by 
building owners. 

(ii) Exceptions-(A) Supportive 
services. Section 42(g)(2)(B)(iii) 
provides an exception for certain fees 
paid for supportive services. For pur
poses of section 42(g)(2)(B)(iii), a 
supportive service is any service 
provided under a planned program of 
services designed to enable residents of 
a residential rental property to remain 
independent and avoid placement in a 
hospital, nursing home, or intermediate 
care facility for the mentally or phys
ically handicapped. For a building 
described in section 42(i)(3)(B)(iii) (re
lating to transitional housing for the 
homeless), a supportive service in
cludes any service provided to assist 
tenants in locating and retaining perma
nent housing. 

(B) Specific project exception. Gross 
rent does not include the cost of 
mandatory meals in any federally
assisted project for the elderly and 
handicapped (in existence on or before 
January 9, 1989) that is authorized by 
24 CFR part 278 to provide a manda
tory meals program. 

§1.42-12 Effective dates and 
transitional rules. 

(a) Effective date. The rules set forth 
in §§ 1.42-6 and 1.42-8 through 1.42-
12 are effective May 2, 1994. How
ever, binding agreements, election 
statements, and carryover allocation 
documents entered into before May 2, 
1994, that follow the guidance set forth 
in Notice 89-1, 1989-1 C.B. 620 (see 
§601.601(d)(2)(ii)(b) of this chapter) 
need not be changed to conform to the 
rules set forth in §§ 1.42-6 and 1.42-8 
through 1.42-12. 

(b) Prior periods. Notice 89-1, 
1989-1 C.B. 620 and Notice 89-6, 
1989-1 C.B. 625 (see §601.601(d)(2)
(ii)(b) of this chapter) may be applied 
for periods prior to May 2, 1994. 
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PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 3. Part 602 is amended as 
follows: 

1. The authority citation continues to 
read as follows: 

Authority: 26 U.S.C 7805. 

2. Section 602.101(c) is amended by 
adding entries in numerical order to the 
table to read as follows: 

§602.lOi OMB control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.42-6 ................. 1545-1102 

1.42-8 ................. 1545-1102 

1.42-10 ................ 1545-1102 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

internal Revenue. 

Approved January 25, 1994. 

Samuel Y. Sessions, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 2, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for March 3, 
1994, 59 F.R. 10067) 

26 CFR 1.42-13: Rules necessary and 
appropriate; housing credit agencies' 
correction of administrative errors and 
omissions. 

T.D. 8521 

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

Rules to Carry Out the Purposes of 
Section 42 and for Correcting 
Administrative Errors and Omissions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations concerning the Secre
tary's authority to provide guidance 
necessary or appropriate to carry out 
the purposes of section 42, the low
income housing credit. This document 
also contains final regulations allowing 
State and local housing credit agencies 
to correct administrative errors and 
omissions made in connection with 
allocations of low-income housing 
credit dollar amounts and recordkeep
ing within a reasonable period after 
their discovery. The final regulations 
affect State and local housing credit 
agencies, owners of buildings or proj
ects for which the low-income housing 
credit is allocated, and taxpayers claim
ing the low-income housing credit. 

DATES: These final regulations are 
effective February 24, 1994. 

For applicability of these regulations, 
see § 1.42-l3( d) of these regulations. 

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 Paperwork Reduction Act (44 
U.S.C. 3504(h)) under control number 
1545-l357. The estimated annual bur
den per respondent varies from 1 hour 
to 2 hours, depending on individual 
circumstances, with an estimated aver
age of 1.5 hours. 

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

Background 

On January 4, 1993, a notice of 
proposed rulemaking (PS-50-92 
[1993-1 C.B. 945]) was published in 
the Federal Register (58 FR 44) pro
posing amendments to the Income Tax 

Regulations (26 CFR part 1) under 
section 42 of the Internal Revenue 
Code. 

Written comments responding to the 
notice were received, and a public 
hearing was held on April 5, 1993. 
After consideration of all written and 
oral comments regarding the proposed 
amendments, those amendments are 
adopted as revised by this Treasury 
decision. 

Explanation of Provisions 

Changes Made by the Final 
Regulations 

The proposed regulations generally 
describe an administrative error and 
omission and include illustrative exam
ples. Commentators have requested that 
the final regulations include an "ac
counting error" as an administrative 
error or omission. The Service and the 
Treasury Department are concerned 
that the term "accounting error" is too 
vague. However, in order to address 
the commentators' concerns, the final 
regulations clarify that an administra
tive error or omission includes an error 
in tracking the housing credit dollar 
amount an Agency has allocated (or 
that remains to be allocated) in a 
calendar year. For example, assume an 
Agency, believing that it has $100 of 
credit remaining in its credit ceiling for 
the current calendar year, allocates 
$100 to a project and agrees to allocate 
an additional $30 from the next calen
dar year's credit ceiling. Later, in the 
current calendar year, the Agency dis
covers that it failed to include in its 
credit ceiling for the current calendar 
year $50 of credits that were returned 
in the current calendar year. The error 
in tracking the $50 of credits that were 
returned is an administrative error or 
omission. 

One commentator asked for clarifica
tion of the correction procedure an 
Agency should use when correcting a 
document without the Secretary's prior 
approval. Under the final regulations, a 
document that corrects a document 
containing an error or omission that has 
not yet been filed with the Internal 
Revenue Service should be filed as the 
original. If a document containing an 
error has already been filed with the 
Internal Revenue Service, the Agency 
should refile a copy of the document 
containing the error that prominently 
and clearly notes the correction. The 



Agency should indicate at the top of 
the document(s) that the correction is 
being made under § 1.42-13 of the 
Income Tax Regulations. 

The proposed regulations require that 
an Agency obtain the prior approval of 
the Secretary to correct an administra
tive error or omission if (1) the 
correction is not made before the close 
of the calendar year of the error or 
omission, and (2) the correction is a 
numerical change to the housing credit 
dollar amount allocated for the building 
or project. One commentator suggested 
that an Agency should have until 
February 28, the date by which an 
Agency must file its Form 8610, to 
correct an administrative error or omis
sion that changes the housing credit 
dollar amount allocated to a building or 
project without obtaining the Secre
tary's prior approval. Another commen
tator made a similar suggestion solely 
for credits returned in the same year in 
which they were allocated. These sug
gestions have not been adopted. Section 
42(h)( 1) requires that an allocation for 
a certain calendar year be made by the 
close of that calendar year. Consistent 
with that approach, these regulations do 
not permit an Agency to make a post
year allocation without the Secretary's 
prior approval. Of course, for a correc
tion of an administrative error or 
omission that an Agency cannot correct 
on its own, an Agency, or the Agency 
and the affected taxpayer, may seek the 
Secretary's prior approval. 

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, ther~
fore, a Regulatory Flexibility AnalysIs 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
a copy of the proposed regulations 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 and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.42-13 also issued under 26 
U.S.c. 42(n); *** 

Par. 2. Section 1.42-13 is added to 
read as follows: 

§I.42-13 Rules necessary and 
appropriate; housing credit agencies' 
correction of administrative errors 
and omissions. 

(a) Publication of guidance. Under 
section 42(n), the Secretary has au
thority to prescribe regulations as may 
be necessary or appropriate to carry out 
the purposes of section 42. The Secre
tary may also provide guidance through 
various publications in the Internal 
Revenue Bulletin. (See §601.601(d)(2)
(ii)(b) of this chapter.) 

(b) Correcting administrative errors 
and omissions-(l) In general. An 
Agency may correct an administrative 
error or omission with respect to 
allocations and recordkeeping, as de
scribed in paragraph (b )(2) of this 
section, within a reasonable period 
after the Agency discovers the admin
istrative error or omission. Whether a 
correction is made within a reasonable 
period depends on the facts and cir
cumstances of each situation. Except as 
provided in paragraph (b)(3)(iii) of this 
section, an Agency need not obtain the 
prior approval of the Secretary .to 
correct an administrative error or omIS
sion, if the correction is made in 
accordance with paragraph (b)(3)(i) of 
this section. The administrative errors 
and omissions to which this paragraph 
(b) applies are strictly limited to tho~e 
described in paragraph (b )(2) of thIS 
section, and, thus, do not include, for 
example, any misinterpretation of the 
applicable rules and regulations under 
section 42. Accordingly, an Agency's 
allocation of a particular calendar 
year's low-income housing credit dollar 
amount made after the close of that 
calendar year, or the use of an incorrect 
population amount in calculating a 
State's housing credit ceiling for a 
calendar year are not administrative 
errors that can be corrected under this 
paragraph (b). 

(2) Administrative errors and omis
sions described. An administrative er-
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ror or omission is a mistake that results 
in a document that inaccurately reflects 
the intent of the Agency at the time the 
document is originally completed or, if 
the mistake affects a taxpayer, a docu
ment that inaccurately reflects the 
intent of the Agency and the affected 
taxpayer at the time the document is 
originally completed. Administrative 
errors and omissions described in this 
paragraph (b)(2) include the 
following-

(i) A mathematical error; 

(ii) An entry on a document that is 
inconsistent with another entry on the 
same or another document regarding 
the same property, or taxpayer; 

(iii) A failure in tracking the hous
ing credit dollar amount an Agency has 
allocated (or that remains to be allo
cated) in the current calendar year 
(e.g., a failure to include in its State 
housing credit ceiling a previously 
allocated credit dollar amount that has 
been returned by a taxpayer); 

(iv) An omission of information that 
is required on a document; and 

(v) Any other type of error or 
omission identified by guidance pub
lished in the Internal Revenue Bulletin 
(see §601.601(d)(2)(ii)(b) of this chap
ter) as an administrative error or 
omission covered by this paragraph (b). 

(3) Procedures for correcting admin
istrative errors or omissions-(i) In 
general. An Agency's correction of an 
administrative error or omission, as 
described in paragraph (b )(2) of this 
section, must amend the document so 
that the corrected document reflects the 
original intent of the Agency, or the 
Agency and the affected taxpayer, and 
complies with applicable rules and 
regulations under section 42. 

(ii) Specific procedures. If a docu
ment corrects a document containing an 
administrative error or omission that 
has not yet been filed with the Internal 
Revenue Service, the Agency, or the 
Agency and the affected taxpayer, 
should complete and file the corrected 
document as the original. When a 
document containing an administrative 
error or omission has already been filed 
with the Service, the Agency, or the 
Agency and the affected taxpayer, 
should refile a copy of the document 
containing the administrative error or 
omission, and prominently and clearly 
note the correction thereon or on an 
attached new document. The Agency 
should indicate at the top of the 
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document(s) that the correction is being 
made under § 1.42-13 of the Income 
Tax Regulations. 

(iii) Secretary's prior approval re
quired. An Agency must obtain the 
Secretary's prior approval to correct an 
administrative error or omission, as 
described in paragraph (b)(2) of this 
section, if the correction is not made 
before the close of the calendar year of 
the error or omission and the 
correction-

(A) Is a numerical change to the 
housing credit dollar amount allocated 
for the building or project; 

(B) Affects the determination of any 
component of the State's housing credit 
ceiling under section 42(h)(3)(C); or 

(C) Affects the State's unused hous
ing credit carryover that is assigned to 
the Secretary under section 42(h)
(3)(D). 

(iv) Requesting the Secretary's ap
proval. To obtain the Secretary's ap
proval under paragraph (b)(3 )(iii) of 
this section, an Agency must submit a 
request for the Secretary's approval 
within a reasonable period after dis
covering the administrative error or 
omISSIOn, and must agree to any 
conditions that may be required by the 
Secretary under paragraph (b)(3)(v) of 
this section. When requesting the Sec
retary's approval, the Agency, or the 
Agency and the affected taxpayer, must 
file an application that complies with 
the requirements of this paragraph 
(b)(3)(iv). For further information on 
the application procedure see Rev. 
Proc. 93-1, 1993-1 C.B. 313 (or any 
subsequent applicable revenue proce
dure). (See §601.601(d)(2)(ii)(b) of this 
chapter.) The application requesting the 
Secretary's approval must contain the 
following information-

(A) The name, address, and identi
fication number of each affected 
taxpayer; 

(B) The Building Identification 
Number (B.I.N.) and address of each 
building or project affected by the 
administrative error or omission; 

(C) A statement explaining the ad
ministrative error or omission and the 
intent of the Agency, or of the Agency 
and the affected taxpayer, when the 
document was originally completed; 

(D) Copies of any supporting 
documentation; 

(E) A statement explaining the 
effect, if any, that a correction of the 
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administrative error or omission would 
have on the housing credit dollar 
amount allocated for any building or 
project; and 

(F) A statement explaining the 
effect, if any, that a correction of the 
administrative error or omission would 
have on the determination of the 
components of the State's housing 
credit ceiling under section 42(h)(3)(C) 
or on the State's unused housing credit 
carryover that is assigned to the Secre
tary under section 42(h)(3)(D). 

(v) Agreement to conditions. To ob
tain the Secretary's approval under 
paragraph (b)(3)(iii) of this section, an 
Agency, or the Agency and the affected 
taxpayer, must agree to the conditions 
the Secretary considers appropriate. 

(c) Examples. The following exam
ples illustrate the scope of this section: 

Example 1. Individual B applied to Agency X 
for a reservation of a low-income housing credit 
dollar amount for a building that is part of a 
low-income housing project. When applying for 
the low-income housing credit dollar amount, B 
informed Agency X that B intended to form 
Partnership Y to finance the project. After 
receiving the reservation letter and prior to 
receiving an allocation, B formed Partnership Y 
and sold partnership interests to a number of 
limited partners. B contributed the low-income 
housing project to Partnership Y in exchange for 
a partnership interest. B and Partnership Y 
informed Agency X of the ownership change. 
When actually allocating the housing credit 
dollar amount, Agency X sent Partnership Y a 
document listing B, rather than Partnership Y, as 
the building'S owner. Partnership Y promptly 
notified Agency X of the error. After reviewing 
related documents, Agency X determined that it 
had incorrectly listed B as the building's owner 
on the allocation document. Since the parties 
originally intended that Partnership Y would 
receive the allocation as the owner of the 
building, Agency X may correct the error 
without obtaining the Secretary's approval, and 
insert Partnership Y as the building's owner on 
the allocation document. 

Example 2. Agency Y allocated a lower low
income housing credit dollar amount for a low
income housing building than Agency Y orig
inally intended. After the close of the calendar 
year of the allocation, B, the building's owner, 
discovered the error and promptly notified 
Agency Y. Agency Y reviewed relevant docu
ments and agreed that an error had occurred. 
Agency Y and B must apply, as provided in 
paragraph (b)(3)(iv) of this section, for the 
Secretary's approval before Agency Y may 
correct the error. 

(d) Effective date. This section is 
effective February 24, 1994. However, 
an Agency may elect to apply these 
regulations to administrative errors or 
omissions that occurred before the 
publication of these regulations. Any 
reasonable method used by a State or 

local housing credit agency to correct 
an administrative error or omission 
prior to February 24, 1994, will be 
considered proper, provided that the 
method is consistent with the rules of 
section 42. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 4. Section 602.101(c) is 
amended by adding in numerical order 
the entry "1.42-13 ..... 1545-1357" 
to the table. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 25, 1994. 

Samuel Y. Sessions, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
February 23, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for February 
24, 1994, 59 F.R. 8860) 

Section 45.-Electricity Produced 
From Certain Renewable Resources 

Electricity produced from wind 
energy under section 45. This ruling 
provides that each wind turbine to
gether with its tower and supporting 
pad owned by a taxpayer that is 
originally placed in service after De
cember 31, 1993, and before July 1, 
1999, is a separate qualified facility 
under section 45(c)(3) of the Code. 

Rev. Rul. 94-31 

ISSUE 

In determining whether § 45 of the 
Internal Revenue Code applies to 
electricity produced from wind energy, 
what is a qualified facility under 
§ 45(c)(3)? 

FACTS 

The Taxpayer owns and operates a 
windfarm. The windfarm consists of an 
array of wind turbines, towers, pads, 
transformers, roadways, fencing, on-site 



power collection systems, and monitor
ing and meteorological equipment. A 
utility company purchases the electric
ity produced on the windfarm under an 
agreement. 

A wind turbine consists of blades, a 
mechanical gear box, a generator, and a 
mechanism for control and communica
tion. All of these items, except for the 
blades, are housed in a nacelle, or 
capsule. The wind turbine is mounted 
on a platform atop a tower, which sits 
on a supporting pad. The tower pro
vides the height necessary for optimal 
flow of the wind against the blades. 
The Taxpayer can monitor and meter 
the electrical production of each wind 
turbine. 

In 1994, the Taxpayer replaces some 
of the existing wind turbines and their 
towers and supporting pads with new 
turbines, towers, and pads. As each 
new turbine is installed, it begins 
producing electricity and operates inde
pendently of the other turbines. All of 
the replacement wind turbines and their 
towers and supporting pads are orig
inally placed in service during 1994. 

LA W AND ANALYSIS 

Section 45, as added by § 1914 of 
the Energy Policy Act of 1992, 1993-1 
C.B. 246, 250-51, provides a credit for 
electricity produced from certain re
newable resources. Under § 45(a), the 
credit amount equals the product of 1.5 
cents multiplied by the kilowatt hours 
of electricity: (1) produced by the tax
payer from qualified energy resources 
at a qualified facility during the 10-
year period beginning on the date the 
facility was originally placed in serv
ice, and (2) sold by the taxpayer to an 
unrelated person during the taxable 
year. 

Section 45( c)(1) defines qualified 
energy resources as wind and closed
loop biomass. Section 45(c)(3) defines 
a qualified facility as any facility 
owned by the taxpayer that is originally 
placed in service after December 31, 
1993 (December 31, 1992, for a facility 
using closed-loop biomass to produce 
electricity), and before July 1, 1999. 

A wind turbine together with its 
tower and supporting pad comprise the 
property on. the windfar~. necessary for 
the productIOn of electnclty from wind 
energy. Moreover, each wind turbine 
on the windfarm can be separately 
operated and met~r~d and can ?eg~n 
producing electnclty when It IS 

mounted atop a tower. Thus, the term 
"facility" under § 45(c)(3) means the 
wind turbine, together with the tower 
on which the wind turbine is mounted 
and the pad on which the tower is 
situated. 

Accordingly, each wind turbine to
gether with its tower and supporting 
pad installed by the Taxpayer during 
1994 is a separate facility. Each of 
these facilities is a qualified facility 
under § 45(c)(3) because each facility 
is owned by the Taxpayer and orig
inally placed in service after December 
31, 1993, and before July 1, 1999. 

A facility would also qualify as 
originally placed in service even 
though it contains some used property, 
provided the fair market value of the 
used property is not more than 20 
percent of the facility's total value (the 
cost of the new property plus the value 
of the used property). Cf Rev. Rul. 
68-111, 1968-1 C.B. 29 (holding that a 
railroad locomotive was new section 38 
property where the cost of used mate
rials and parts was not more than 20 
percent of the total cost of materials 
and parts used in constructing it). 

HOLDING 

Each wind turbine together with its 
tower and supporting pad owned by a 
taxpayer that is originally placed in 
service after December 31, 1993, and 
before July 1, 1999, is a separate 
qualified facility under § 45(c)(3). A 
facility would also qualify as originally 
placed in service even though it con
tains some used property, provided the 
fair market value of the used property 
is not more than 20 percent of the 
facility's total value (the cost of the 
new property plus the value of the used 
property). 

Section 45B.-Credit for Portion of 
Employer Social Security Taxes Paid 
With Respect to Employee Cash Tips 

26 CFR I.45B-IT: Credit for certain employer 
social security taxes paid with respect to 
employee tips (temporary). 

T.D. 8503 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Credit for Employer Social Security 
Taxes Paid on Employee Tips 

Section 45B 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations that provide 
guidance to employers in determining 
the credit for employer FICA taxes 
paid with respect to certain tips re
ceived by employees of food and 
beverage establishments. The tempo
rary regulations clarify that the credit is 
effective for employer FICA taxes paid 
after December 31, 1993, with respect 
to tips received for services performed 
after December 31, 1993. The tempo
rary regulations also clarify that the 
credit applies only to taxes paid on tips 
reported to the employer by its 
employees. 

The text of these temporary regula
tions also serves as the text of pro
posed regulations set forth in the notice 
of proposed rulemaking on this subject 
in *** [EE-71-93, page 784, this 
Bulletin]. 

EFFECTIVE DATE: January 1, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to the Income Tax Regulations (26 CFR 
part 1) that provide guidance relating to 
the credit for employer taxes paid 
pursuant to the Federal Insurance Con
tributions Act (FICA) with respect to 
certain tips received by employees of 
food and beverage establishments. The 
credit is described in section 45B of the 
Internal Revenue Code (Code), which 
was added by section 13443 of the 
Omnibus Budget Reconciliation Act of 
1993 (Pub. L. 103-66, 107 Stat. 312). 

Explanation of Provisions 

Section 45B of the Code describes a 
business tax credit allowable under 
section 38 for employer FICA taxes 
paid by food and beverage establish
ments on tips received by their 
employees. The credit is equal to the 
employer's FICA tax obligation attribu
table to the employee tips. However, 
the credit is reduced if the nontip 
wages paid to an employee during a 
month are less than the amount that 
would have been payable to the em-
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Section 458 

ployee at the federal minimum wage 
rate. 

The temporary regulations clarify 
that the credit is available only for 
employer FICA taxes paid after I?e
cember 31, 1993, with respect to tIpS 
received for services performed after 
December 31, 1993. 

The temporary regulations also clar
ify that the credit applies only to taxes 
paid on tips reported to the employer 
by its employees. In general, under 
section 6053(a) and §31.6053-l, em
ployees who receive tips in any ~ale~
dar month must report all those tIpS In 

a written statement or statements fur
nished to the employer by the 10th day 
of the following month. Under section 
3121 (q), for employment tax purposes, 
these reported tips are treated as 
remuneration for employment and are 
deemed to have been paid by the 
employer in the same manner as 
regular wages when the tips are re
ported. At that point, they are subject 
to income tax and employee FICA tax 
withholding, and the employer must 
make tax deposits, report the tips on 
the employer's quarterly employment 
tax return (Form 941), and show the 
tips in Box 1 (wages) of the 
employees' Forms W-2. 

Special Analyses 

It has been determined that these 
regulations are not a significant regula
tory action as defined in Executive 
Order 12866. It has also been deter
mined 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. 

* * * * * * 
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 1.45B-l T is added to 

read as follows: 

§1.45B-1T Credit for certain 
employer social security taxes paid 
with respect to employee tips 
(temporary ). 

(a) Scope of credit. Section 45B 
describes a business tax credit allow
able under section 38 for the excess 
employer social security tax. That term 
is defined in section 45B(b) and de
pends in part on the tips received by 
employees. In determining the exc~ss 
employer social security tax, only tIpS 
received by an employee and reported 
by the employee to the employee's 
employer pursuant to section 6053(a) 
and §31.6053-1 of this chapter are 
taken into account. 

(b) Effective date. Section 45B and 
this section are effective for taxes paid 
by an employer under section 3111 
after December 31, 1993, with respect 
to tips received for services performed 
after December 31, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 13, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 22, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 23, 1993, 58 F.R. 68033) 

Subpart F.-Rules for Computing Targeted Jobs 
Credit 

Section 51.-Amount of Credit 

26 CFR 1.51-1: Amount of credit. 

Targeted jobs credit; certification 
requirements. An employer may not 
claim a targeted jobs credit for wages 
paid to an employee if on or before the 
date the employee begins work he or 
she does not receive a written prelimi
nary determination and the employer 
does not request in writing or receive 
certification from a designated local 
agency, as required by section 51 (d)
(16) of the Code, that the employee is 
a member of a targeted group. The 

requirement is unchange.d even if ~he 
employee was hired dunng the penod 
from July 1, 1992, through August 9, 
1993, the day prior to the enactment of 
the Revenue Reconciliation Act of 
1993, during which period no targeted 
jobs credit was in effect. Rev. Rul. 87-
94 modified. 

Rev. Rul. 94-8 

ISSUE 

Is an employer entitled to a targeted 
jobs credit under section 51 of the 
Internal Revenue Code with respect to 
an employee who began work for an 
employer after June 30, 1992, if the 
employer, within the time perio? pre
scribed by section 5l(d)(16), dId not 
receive or request certification that the 
employee was a member of a targeted 
group described in section 51(d)? 

FACTS 

Employee A began work for 
Employer X after June 30, 1992, but 
before August 10, 1993. As of the day 
A began work for X, X had neither 
requested nor received certification 
from a designated local agency that A 
was a member of a "targeted group" 
described in section 51(d)(1) of the 
Code. Also, A had not received a 
written preliminary determination of 
A's status as a member of such a 
group. 

LA W AND ANALYSIS 

Under section 51 of the Code, the 
amount of the targeted jobs credit for a 
taxable year is equal to a specified 
percentage of the qualified first-year 
wages for the year. 

Section 51 (b)( 1) of the Code defines 
"qualified wages" as wages paid or 
incurred by the employer to individuals 
who are members of a targeted group. 
Section 51 (b )(2) defines "qualified 
first-year wages" as qualified wages 
attributable to service rendered by an 
individual during the I-year period 
beginning with the day the individual 
begins work for the employer. 

Under section 51 (b)( 3) of the Code, 
the amount of the qualified first-year 
wages that may be taken into account 
with respect to any individual is limited 
to $6,000 per year. 

Under section 51(d)(l6) of the Code, 
an individual is not treated as a 



memb,er of a targeted group unless, on 
or before the day the individual begins 
work, the employer has received or 
req~ested in writing certification from a 
designated local agency that the indi
vi~ual is a member of a targeted group. 
This deadline is extended until five 
days after the individual begins work if 
the individual receives a preliminary 
determination of his or her status on or 
before the day he or she begins work. 

Section 13102(a) of the Revenue 
Reconciliation Act of 1993 (the RRA 
'93), which was signed into law on 
August 10, 1993, extends the period 
over which the credit is effective by 
amending section 51 (c) of the Code. 
Prior to its amendment, section 51 (c) 
had provided that the term "wages" 
did not include amounts paid to an 
individual who began work after June 
30, 1992. Section 13102(a) of the RRA 
'93 replaced "June 30, 1992" with 
"December 31, 1994." 

The RRA ' 93 amended section 51 of 
the Code retroactively to apply with 
respect to individuals who began work 
after June 30, 1992. Thus, if an 
individual began work between June 
30, 1992, and August 10, 1993, and the 
individual's employer met all the con
ditions precedent to claiming a targeted 
jobs credit with respect to that individ
ual, the employer can claim the credit. 
Among the conditions precedent is the 
requirement in section 51 (d)(l6) that 
the employer have timely received or 
requested in writing certification of the 
status of the individual. 

A fact situation similar to that 
addressed by this ruling was addressed 
in Rev. Rul. 87-94, 1987-2 C.B. 39. 
Rev. Rul. 87-94 considered the per
missibility of retroactive certification 
requests after the credit was extended 
retroactively by the Tax Reform Act of 
1986, 1986-3 (Vol. 1) C.B. 689. Not
ing that Congress included no relief 
from the timely certification require
ments of section 51(d)(16) of the Code 
in the Tax Reform Act of 1986, that 
ruling concluded that retroactive cer
tification requests were not permissible. 
Similarly, in the RRA '93, Congress 
did not provide for retroactive certifica
tion requests. Thus, an employer cannot 
obtain a targeted jobs credit for an 
employee in connection with .the retro
active extension of the credit by the 
RRA '93 if the employer did not re
ceive or request timely certification of 
the employee's targeted group status. 

Certification procedures are under 
the jurisdiction of the Department of 

Labor. On October 5, 1993, the Depart
ment of Labor stated in Employment 
Service Program Letter 13-93 that the 
targeted jobs credit had been re
authorized and that designated local 
agencies had accepted and retained for 
possible future processing requests for 
certification for employees who began 
work after June 30, 1992. 

Satisfactory evidence that an 
employer timely requested written cer
tification from a designated local 
agency includes (1) in the case of a 
mailed request, the original written 
request with postmark made by the 
U.S. Postal Service, dated certificate of 
mailing, or designated agency date
stamp (or a photocopy of any of the 
above), and (2) in the case of a hand
delivered request, any dated receipt or 
designated agency dated log entry. 

HOLDING 

X is not entitled to a targeted jobs 
credit with respect to wages paid to A, 
because X had not, within the time 
period prescribed by section 51 (d)(16) 
of the Code, requested in writing or 
received certification from a designated 
local agency that A was a member of a 
targeted group. 

EFFECT ON OTHER REVENUE 
RULING 

Rev. Rul. 87-94, 1987-2 C.B. 39, is 
modified. 

Subchapter B.-Computation of Taxable Income 

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

Section 61.-Gross Income Defined 

(Also Sections 7805; 26 CFR 301.7805-1.) 

Federal income taxation of Indian 
tribes and corporations organized by 
Indian tribes. Neither an unincorpo
rated Indian tribe nor a corporation 
organized under section 17 of the 
Indian Reorganization Act of 1934 is 
subject to federal income tax on its 
income, regardless of the location of 
the activities that produced the income. 
However, a corporation organized by 
an Indian tribe under state law IS 

subject to federal income tax on its 
income, regardless of the location of 
the activities that produced the income. 

Section 61 

Rev. Rul. 81-295 clarified and Rev. 
Rul. 67-284 amplified. 

Rev. Rul. 94-16 

ISSUE 

Is income earned by an Indian tribe 
or tribal corporation from the conduct 
of a commercial business subject to 
federal income tax? 

FACTS 

Situation 1. Tribe T, a federally 
recognized Indian tribe, conducts an 
unincorporated commercial business 
both on and off T's reservation. 

Situation 2. Tribe U incorporates 
itself as Corporation X under section 
17 of the Indian Reorganization Act of 
1934, 25 U.S.c. section 477 (1993) 
(IRA). X conducts a commercial busi
ness both on and off U's reservation. 

Situation 3. Tribe V organizes Cor
poration Y under the law of State S. V 
is the sole shareholder of Y, which 
conducts a commercial business both 
on and off V's reservation. 

LAW AND ANALYSIS 

Section 1 of the Internal Revenue 
Code imposes a tax on the taxable 
income of individuals, trusts and 
estates. Section II imposes a tax on the 
taxable income of corporations. 

Section 61 of the Code provides that 
gross income means all income from 
whatever source derived, unless other
wise provided by law. Section 63 
defines taxable income as gross income 
minus deductions. 

Revenue Ruling 67-284, 1967-2 
C.B. 55, 58, modified on another issue 
by Rev. Rul. 74-13, 1974-1 C.B. 14, 
holds that Indian tribes are not taxable 
entities. The revenue ruling· further 
holds that tribal income not otherwise 
exempt from federal income tax is 
includible in the gross income of the 
Indian tribal member when distributed 
to, or constructively received by, the 
tribal member. 

Revenue Ruling 81-295, 1981-2 
C.B. 15, relying on Mescalero Apache 
Tribe v. Jones, 411 U.S. 145, 157, n.13 
(1973), holds that an Indian tribal 
corporation organized under section 17 
of the IRA shares the same tax status 
as the Indian tribe and is not taxable on 
income from activities carried on with
in the boundaries of the reservation. 
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Section 61 

However, a corporation organized by 
an Indian tribe under state law is not 
the same as an Indian tribal corporation 
organized under section 17 of the IRA 
and does not share the same tax status 
as the Indian tribe for federal income 
tax purposes. Generally, the choice of 
corporate form will not be ignored. See 
Moline Properties v. Commissioner, 
319 U.S. 436 (1943). 

Because an Indian tribe is not a 
taxable entity, any income earned by an 
unincorporated tribe, regardless of the 
location of the business activities that 
produced the income, is not subject to 
federal income tax. An Indian tribal 
corporation organized under section 17 
of the IRA shares the same tax status 
as the tribe. Therefore, any income 
earned by such a corporation, regard
less of the location of the business 
activities that produced the income, is 
not subject to federal income tax. 
However, a corporation organized by 
an Indian tribe under state law does not 
share the same tax status as the tribe 
for federal income tax purposes and is 
subject to federal income tax on any 
income earned, regardless of the loca
tion of the business activities that 
produced the income. 

Accordingly, Tribe T in Situation 1 
and Corporation X in Situation 2 are 
not taxable entities and are not subject 
to federal income tax on any income 
earned from their business activities. 
Corporation Y in Situation 3 is a 
taxable entity and is subject to federal 
income tax on all income earned from 
its business activities. 

HOLDING 

An unincorporated Indian tribe or an 
Indian tribal corporation organized un-

der section 17 of the IRA is not subject 
to federal income tax on the income 
earned in the conduct of commercial 
business on or off the tribe's reserva
tion. However, a corporation organized 
by an Indian tribe under state law is 
subject to federal income tax on the 
income earned in the conduct of 
commercial business on and off the 
tribe's reservation. 

This revenue ruling deals only with 
federal income taxes. It does not affect 
the application of other federal taxes, 
such as employment taxes and excise 
taxes (including excise taxes on wager
ing), to Indian tribes or tribal 
corporations. 

PROSPECTIVE APPLICATION 

Pursuant to section 7805(b) of the 
Code, the portion of the holding of this 
revenue ruling that applies to a corpo
ration organized by an Indian tribe 
under state law will not be applied to 
income earned before October 1, 1994, 
from activities conducted within the 
boundaries of the reservation (including 
gain or loss properly allocable to such 
activities from the sale or exchange of 
assets). 

EFFECT ON OTHER RULINGS 

Rev. Rul. 81-295 is clarified. Rev. 
Rul. 67-284 is amplified. 

26 CFR 1.61-12: Income from discharge of 
indebtedness. 

Guidance is provided to assist taxpayers in 
determining whether certain exchanges of stock 

for indebtedness are nominal or token for 
purposes of § 108(e)(8)(A) of the Code. See Rev. 
Proc. 94-26, page 612. 

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 terminal 
charges in effect for 1994 are set forth. 
Rev. Rul. 93-65 modified. 

Rev. Rul. 94-17 

For purposes of the taxation of fringe 
benefits under section 61 of the Inter
nal Revenue Code, section 1.6l-2l(g) 
of the Income Tax Regulations pro
vides a rule for valuing noncommercial 
flights on employer-provided aircraft. 
Section 1.6l-2l(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 

Terminal 
Charge SIFL Mileage Rates 

1/1/94-6/30/94 
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$30.37 Up to 500 miles = $.1661 per mile 

501-1500 miles = $.1267 

Over 1500 miles = $.1218 



EFFECT ON OTHER REVENUE 
RULING 

Rev. Rul. 93-65, 1993-2 C.B. 12, is 
modified. 

Section 62.-Adjusted Gross Income 
Defined 

26 CFR 1.62-1T: Adjusted gross income 
(temporary ). 

Should an individual taxpayer reduce adjusted 
gross income by the amount of the taxpayer's 
deposit into a capital construction fund? See 
Rev. RuL 94-26, page 310. 

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 average annual aggregate principal amount 
of mortgages executed during 1989. 1990, and 
1991 are set forth for use by the issuers of 
qualified mortgage bonds and mortgage credit 
certificates in determining if the required portion 
of loans are made available in targeted areas 
under § 143(h) of the Code. See Rev. Proc. 94-
20. page 605. 

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

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and mort
gage credit certificates in determining the hous
ing cost/income ratio described in § 143(£)(5) of 
the Code. See Rev. Proc. 94-21. page 607. 

Section 10B.-lncome From 
Discharge of Indebtedness 

26 CFR 1.108-1. Stock-far-debt exception not 
to apply in de minimis cases. 

T.D. B532 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Part 1 

Final Regulations Under Section lOB 
of the Internal Revenue Code; 
Discharge of Indebtedness 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 
108(e)(8) of the Internal Revenue Code 
of 1986, which provides that the 
common law stock-for-debt exception 
to the realization of discharge of 
indebtedness income does not apply 
where stock issued for indebtedness is 
nominal or token or fails to satisfy a 
proportionality test. The final regula
tions are necessary to provide guidance 
in applying section 108(e)(8). The 
regulations provide rules for determin
ing whether stock issued for indebted
ness is nominal or token under section 
108(e)(8)(A) and rules for applying the 
proportionality test of section 108( e)
(8)(B). 

EFFECTIVE DATE: Effective May 17, 
1994. 

SUPPLEMENT ARY INFORMATION: 

Background 

This document adds final regulations 
§1.l08-1 under sections 108(e)(8)(A) 
and (B) of the Internal Revenue Code 
(Code). Sections 108(e)(8)(A) and (B) 
were added by section 2(a) of the 
Bankruptcy Tax Act of 1980 [Pub. L. 
96-589, 94 Stat. 3389] and amended by 
section 11325 of the Revenue Recon
ciliation Act of 1990 [Pub. L. 10 1-508, 
104 Stat. 1368]. On November 4, 1992, 
[57 FR 52601] the Service published 
these regulations in proposed form in a 
Notice of Proposed Rulemaking [CO-
76-90, 1992-2 C.B. 612]. Subsequent 
to the publication of the proposed 
regulations, section 13226 of the Om
nibus Budget Reconciliation Act of 
1993 repealed the stock-for-debt excep
tion. The amendments made by section 
13226 of the Omnibus Budget Recon
ciliation Act of 1993 apply to stock 
transferred after December 31, 1994, in 
satisfaction of any indebtedness unless 
such transfer is in a title 11 or similar 
case (as defined in section 368(a)(3)
(A» that was filed on or before 
December 31, 1993. 

The rules of the final regulations are 
effective with respect to any issuance 
of stock for indebtedness on or before 
December 31, 1994, or any issuance of 
stock for indebtedness in a title 11 or 
similar case (as defined in section 
368(a)(3)(A) of the Code) that was 
filed on or before December 31, 1993, 
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pursuant to (1) a plan confirmed by the 
court in a title 11 case after May 17, 
1994. insolvency workout in which all 
issuances of stock for indebtedness 
occur after May 17, 1994. No inference 
is intended concerning the interpreta
tion of sections 108(e)(8)(A) and (B) of 
the Code prior to the effective date of 
the regulations. 

These final regulations adopt the 
proposed regulations with a few minor 
changes in response to comments. As 
indicated in the preamble to the pro
posed regulations, the Service is also 
publishing Rev. Proc. 94-26, page 612, 
this Bulletin, containing ruling 
guidelines for the nominal or token 
determination under section 
108(e)(8)(A). 

One commentator suggested that the 
final regulations contain safe harbors or 
a list of specified factors for the 
nominal or token determination re
quired by section 108(e)(8)(A) and that 
a revenue procedure be published for 
determining whether preferred stock 
meets the nominal or token requirement 
of section 108(e)(8)(A). Prior proposed 
regulations under section 108(e)(8) in
cluded factors that would be considered 
in determining whether stock was 
nominal or token. Commentators, with 
respect to those regulations, asserted 
that the list of factors was incomplete. 
The Service and Treasury agree that 
the determination of whether a stock 
issuance is nominal or token must be 
based on all the facts and circum
stances, and that a list of specified 
factors would not fully address the 
relevant considerations in many cases. 
Rev. Proc. 94-26, page 612, this 
Bulletin, provides one safe harbor on 
when common stock is not nominal or 
token. In the future, the Service and 
Treasury will consider issuing addi
tional ruling guidelines as circum
stances warrant. 

The commentator suggested that the 
final regulations provide that for pur
poses of computing both the common 
stock and preferred stock propor
tionality tests the definition of adjusted 
issue price should be modified to 
include accrued interest that the issuer 
of the debt instrument has not paid. 
The Service and Treasury agree with 
the recommendation. The final regula
tions clarify that for purposes of the 
proportionality tests of section 
108(e)(8)(B), the denominator includes 
any indebtedness that is discharged in 
the title 11 case or workout, including 
accrued but unpaid stated interest. 
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The commentator suggested that the 
fmal regulations provide that, for pur
poses of determining whether certain 
stock is preferred stock for purposes of 
the regulations, preferred stock that is 
convertible into common stock should 
be considered participating stock if the 
conversion right represents, in sub
stance, a meaningful right to participate 
in corporate growth. This suggestion is 
adopted in the final regulations. 

In addition, the commentator sug
gested that a conversion right permit
ting a holder to receive common stock 
should always be treated as affording 
such holder a meaningful right to 
participate in corporate growth. The 
Service and Treasury have rejected this 
suggestion, because a conversion right 
does not necessarily afford the holder a 
meaningful right to participate in cor
porate growth. Whether a conversion 
right affords a meaningful right to 
participate in corporate growth must be 
determined on a case-by-case basis. 

The preamble to the proposed regula
tions requested comments on the treat
ment of contingent liabilities under 
section 108(e)(8). No comments, how
ever, were received on this issue. 
Although the regulations contain no 
provision for the treatment of con
tingent liabilities, contingent liabilities 
may not be used to increase the 
denominator inappropriately for pur
poses of meeting the proportionality 
tests. For example, the mere assertion 
by a claimant that it is owed a specific 
amount does not by itself warrant in
clusion of the asserted liability in the 
denominator for purposes of determin
ing the group ratios. 

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 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 
comment on its impact on small 
business. 

* * * * * * 
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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 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.108-1 also issued under 26 
U.S.c. 108(e)(8) and 108(e)(lO)(B). 
*** 

Par. 2. Section 1.1 08-1 is added to 
read as follows: 

§ 1.108-1 Stock-for-debt exception 
not to apply in de minimis cases. 

(a) Overview. Section 108(e)(8) 
provides that the common law stock
for-debt exception does not apply if 
stock issued for indebtedness is nomi
nal or token or if a proportionality test 
is not met. Paragraph (b) of this section 
provides rules for the nominal or token 
determination under section 108(e)(8)
(A). Paragraph (c) of this section 
provides rules for the proportionality 
test under section 108( e )(8)(B). Para
graph (d) of this section provides 
certain general rules and definitions. 
Paragraph (e) of this section provides 
an effective date. 

(b) Issuance of nominal or token 
stock. Under section 108(e)(8)(A), the 
common law stock-for-debt exception 
does not apply to indebtedness dis
charged for stock that is nominal or 
token. All relevant facts and circum
stances must be considered in making 
this determination. If common and 
preferred stock are issued for indebted
ness, the determination is made sepa
rately with respect to the common 
stock and the preferred stock. The 
determination of whether common 
stock issued for unsecured indebtedness 
is nominal or token is made on an 
aggregate basis with respect to all 
common stock issued for unsecured 
indebtedness in the title 11 case or 
insolvency workout. Preferred stock 
issued for unsecured indebtedness is 
also tested on an aggregate basis with 
respect to all preferred stock issued for 
unsecured indebtedness in the title 11 
case or insolvency workout. 

(c) Issuance of a disproportionately 
small amount of stock for unsecured 

indebtedness-( 1) Common stock is
sued for unsecured indebtedness-(i) In 
general. The common law stock-for
debt exception does not apply to an 
unsecured indebtedness discharged for 
common stock in a title 11 case or 
insolvency workout if the individual 
common stock ratio does not equal at 
least one-half of the group common 
stock ratio. 

(ii) Individual common stock ratio 
defined. The individual common stock 
ratio is the ratio of the value of the 
common stock issued for an unsecured 
indebtedness to the amount of the 
unsecured indebtedness allocated to 
that common stock. The amount of un
secured indebtedness allocated to the 
common stock is the amount of the 
indebtedness for which the common 
stock is issued (as defined in paragraph 
(d)(5) of this section), reduced by the 
amount of other consideration, if any, 
transferred in exchange for the In

debtedness, including-
(A) The amount of any money; 
(B) The issue price (determined un

der section 1273 or 1274) of any new 
indebtedness; 

(C) With respect to any preferred 
stock, the amount of indebtedness 
allocated to the preferred stock under 
paragraph (c)(2)(ii) of this section; and 

(D) The value of any other property, 
including any disqualified stock. 

(iii) Group common stock ratio de
fined. The group common stock ratio is 
the ratio of the aggregate value of all 
common stock issued for unsecured 
indebtedness in the title 11 case or 
insolvency workout to the aggregate 
amount of unsecured indebtedness allo
cated to th\lt common stock. The 
amount of unsecured indebtedness allo
cated to the common stock is the 
aggregate amount of all unsecured 
indebtedness exchanged for stock or 
cancelled in the title 11 case or 
insolvency workout, reduced by the 
amount of other consideration, if any, 
issued for that indebtedness, in
cluding-

(A) The amount of any money; 
(B) The issue price (determined un

der section 1273 or 1274) of any new 
indebtedness; 

(C) With respect to any preferred 
stock, the amount of indebtedness 
allocated to the preferred stock under 
paragraph (c)(2)(iii) of this section; and 

(D) The value of any other property, 
including any disqualified stock. 



(iv) Example. The following exam
ple illustrates these provisions. 

Example. (A) X Corporation has three out
standing debts, Debt 1. Debt 2, and Debt 3. 
Debts 1 and 2 are unsecured and each has an 
adjusted issue price of $100,000. Debt 3 is also 
unsecured. and it has an adjusted issue price of 
$90,000 and accrued but unpaid interest of 
$10,000. In a title 11 case, Debt 1 is exchanged 
for $50,000 cash and $20,000 of common stock, 
Debt 2 is exchanged for $10,000 cash, and Debt 
3 is exchanged for $5,000 common stock. The 
individual common stock ratio for Debt I is 40 
percent, which is determined by comparing the 
value of the common stock issued for the 
indebtedness ($20,000) to the amount of un
secured indebtedness allocated to that stock 
($100,000 adjusted issue price less $50,000 cash 
received). The individual common stock ratio for 
Debt 2 is 0 percent because no stock is received 
in exchange for the indebtedness. The individual 
common stock ratio for Debt 3 is 5 percent, 
which is determined by comparing the value of 
the common stock issued for the indebtedness 
($5,000) to the amount of unsecured indebted
ness allocated to that stock ($100,000 = $90,000 
adjusted issue price and $10,000 of accrued but 
unpaid interest). 

(8) The group common stock ratio is lOA 
percent, which is determined by comparing the 
value of all of the common stock issued for un
secured indebtedness in the title II case 
($25,000) to the amount of unsecured indebted
ness allocated to the stock ($290,000 aggregate 
adjusted issue price of all indebtedness ex
changed for stock or cancelled in the title II 
case plus $10,000 accrued but unpaid interest 
less $60,000 cash received). Accordingly, section 
108(e)(8)(8) is satisfied only with respect to 
the common stock issued for Debt I. The stock
for-debt exception does not apply to Debt 2 or 
Debt 3. 

(2) Preferred stock issued for un
secured indebtedness-(i) In general. 
The common law stock-for-debt excep
tion does not apply to an unsecured 
indebtedness discharged for preferred 
stock in a title 11 case or insolvency 
workout if the individual preferred 
stock ratio does not equal at least one
half of the group preferred stock ratio. 

(ii) Individual preferred stock ratio 
defined. The individual preferred stock 
ratio is the ratio of the value of the 
preferred stock issued for an unsecured 
indebtedness to the amount of the un
secured indebtedness allocated to the 
preferred stock. The amount of the 
unsecured indebtedness allocated to 
preferred stock is equal to the lesser of 
the lowest redemption price (if any) or 
lowest liquidation preference (if any) of 
the preferred stock (determined at 
issuance). However, the allocable in
debtedness may not be less than the 
fair market value of the preferred stock 
or greater than the amount of the un
secured indebtedness. 

(iii) Group preferred stock ratio de
fined. The group preferred stock ratio 
is the ratio of the aggregate value of all 
preferred stock issued for unsecured 
indebtedness in the title 11 case or 
insolvency workout to the aggregate 
amount of unsecured indebtedness allo
cated to the preferred stock under 
paragraph (c)(2)(ii) of this section. 

(d) Definitions and special rules. For 
purposes of this section: 

(1) Common stock. Common stock is 
all stock other than disqualified stock 
and preferred stock. 

(2) Disqualified stock. Disqualified 
stock is disqualified stock as defined in 
section 108(e)(10)(B)(ii). 

(3) Liquidation preference. A liqui
dation preference exists if the stock's 
right to share in liquidation proceeds is 
limited and preferred. 

(4) Preferred stock. Preferred stock 
is any stock (other than disqualified 
stock) that has a limited or fixed 
redemption price or liquidation prefer
ence and does not upon issuance have a 
right to participate in corporate growth 
to a meaningful extent. Preferred stock 
that is convertible into common stock 
is not treated as preferred stock if the 
conversion right represents, in sub
stance, a meaningful right to participate 
in corporate growth. Solely for pur
poses of this paragraph (d)( 4), a right 
to participate in corporate growth is not 
established by the fact that the redemp
tion price or liquidation preference 
exceeds the fair market value of the 
preferred stock. 

(5) Amount of indebtedness. Gener
ally, the amount of indebtedness is the 
adjusted issue price of the indebted
ness. Appropriate adjustments are made 
for accrued but unpaid stated interest. 
(See the example in paragraph (c)(1)
(iv) of this section.) 

(6) Undersecured indebtedness-(i) 
General rule. If an indebtedness is 
secured by property with a value less 
than its adjusted issue price, the in
debtedness is considered to be two 
separate debts: a secured indebtedness 
with an adjusted issue price equal to 
the value of the property, and an 
unsecured indebtedness with an ad
justed issue price equal to the re
mainder. Absent strong evidence to the 
contrary, the value of the property 
securing the indebtedness is presumed 
to be equal to the issue price of any 
new secured indebtedness received for 
the indebtedness plus the value of any 
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other consideration (except stock or 
new unsecured indebtedness) received 
for the indebtedness. A valuation of 
that property by a court in a title II 
case is a factor in determining value, 
but is not controlling. 

(ii) Example. The following example 
illustrates these provisions: 

Example. Corporation X owes an indebtedness 
with an adjusted issue price of $100,000. The 
indebtedness is secured by certain property 
owned by Corporation X. Corporation X ex
changes the indebtedness for $ 10,000 of stock 
and new secured indebtedness with an issue price 
of $70,000. Under paragraph (d)(6)(i) of this 
section, the indebtedness is bifurcated into a 
secured indebtedness of $70,000 (the issue price 
of the new secured indebtedness received in 
exchange therefor) and an unsecured indebted
ness of $30,000 (the remainder of the adjusted 
issue price of the indebtedness). 

(e) Effective date. This section is 
effective with respect to any issuance 
of stock for indebtedness on or before 
December 31, 1994, or any issuance of 
stock for indebtedness in a title II or 
similar case (as defined in section 
368(a)(3)(A) of the Internal Revenue 
Code) that was filed on or before 
December 31, 1993-

(1) Pursuant to a plan confirmed by 
the court in a title 11 case after May 
17, 1994, or 

(2) If there is no title 11 case, 
pursuant to an insolvency workout in 
which all issuances of stock for in
debtedness occur after May 17, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 10, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 17, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 18, 
1994, 59 F.R. 12830) 

26 CFR 1.108-1: Stock-far-debt exception not 
to apply in de minimis cases. 

Guidance is provided to assist taxpayers in 
determining whether certain exchanges of stock 
for indebtedness are nominal or token for 
purposes of §108(e)(8)(A) of the Code. See Rev. 
Proc. 94-26, page 612. 
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26 CFR 1.108(c)-1T: Time and manner for 
making election under the Omnibus Budget 
Reconciliation Act of 1993 (temporary). 

T.D. 8509 

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

Certain Elections Under the Omnibus 
Budget Reconciliation Act of 1993 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
time and manner of making certain 
elections under the Omnibus Budget 
Reconciliation Act of 1993. These 
regulations provide guidance to persons 
making the elections. The text also 
serves as the text of the notice of 
proposed rulemaking on this subject 
that is published in *** [IA-62-93, 
page 803, this Bulletin]. 

EFFECTIVE DATE: December 27, 
1993. 

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 that 
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 (OMB) under control num
ber 1545-1421. The estimated annual 
burden per respondent varies from 15 
minutes to 45 minutes, depending on 
individual circumstances and the par
ticular election involved, with an esti
mated average of 30 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. 
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For further information concerning 
these collections of information, and 
where to submit comments on these 
collections of information, the accuracy 
of the estimated burden, and sugges
tions for reducing this burden, please 
refer to the preamble of the cross
referencing notice of proposed 
rulemaking published in *** [IA-62-
93, page 803, this Bulletin]. 

Background 

This document contains temporary 
regulations relating to elections under 
the following sections of the Internal 
Revenue Code of 1986 and the Omni
bus Budget Reconciliation Act of 1993, 
(Pub. L. 103-66, 107 Stat. 312) (the 
Act): 

Act Code 
Section Section 

13114 1044(a) 
13150 108(c)(3)(C) 
13206(d) 163( d)( 4 )(B )(iii) 
13225 6655(e)(2)(C) 

Not all election provisions contained 
in the Act are addressed by these 
regulations. Other elections will be the 
subject of separate guidance published 
by the Internal Revenue Service. 

Special Analyses 

It has been determined that these 
regulations are not significant rules as 
defined in Executive Order 12866. It 
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 rules, and, therefore, 
an initial Regulatory Flexibility Anal
ysis 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, parts I and 602 of title 
26 of the Code of Federal Regulations 
are amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
§ 1.108( c )-IT also issued under the 
authority of 26 U.S.C. 108(d)(9) *** 

Par. 2. Section 1.108(c)-lT is added 
to read as follows. 

§1.108(c)-lT Time and manner for 
making election under the Omnibus 
Budget Reconciliation Act of 1993 
(temporary). 

(a) Description. Code section 
108(c)(3)(C), as added by section 
13150 of the Omnibus Budget Recon
ciliation Act of 1993, allows certain 
non corporate taxpayers to elect to treat 
certain indebtedness described in sec
tion 108(c)(3) that is discharged after 
December 31, 1992, as qualified real 
property business indebtedness. This 
discharged indebtedness is excluded 
from gross income to the extent al
lowed by Code section 108. 

(b) Time and manner for making the 
election. The election described in this 
section must be made on the taxpayer's 
income tax return for the taxable year 
in which the discharge occurs. How
ever, if the taxpayer establishes to the 
satisfaction of the Commissioner rea
sonable cause for failure to file the 
election with the taxpayer's original 
return, the taxpayer may file the 
election with an amended return or 
claim for credit or refund. The election 
is to be made on a completed Form 
982 in accordance with that Form and 
its instructions. 

(c) Revocability of election. The 
election described in this section is 
revocable with the consent of the 
Commissioner. 

(d) Transition rule. If the taxpayer's 
income tax return has been filed or is 
due before March 28, 1994, the tax
payer may make the election with an 
amended return filed before June 27, 
1994. 

(e) Effective date. The rules set forth 
in this section are effective December 
27, 1993. 

Par. 3. Section 1.163(d)-lT is added 
to read as follows. 



§1.163(d)-IT Time and manner for 
making election under the Omnibus 
Budget Reconciliation Act of 1993 
(temporary ). 

(a) Description. Code section 
163(d)(4)(B)(iii), as added by section 
13206(d) of the Omnibus Budget Rec
onciliation Act of 1993, allows an 
electing taxpayer to take all or a 
portion of certain net capital gains, 
attributable to dispositions of property 
held for investment, into account as 
investment income. As a consequence, 
the capital gains affected by this 
election are not eligible for the max
imum capital gains rate of 28 percent. 
The election may be made for net 
capital gains recognized by non
corporate taxpayers during any taxable 
year beginning after December 31, 
1992. 

(b) Time and manner for making the 
election. The election under Code 
section 163(d)(4)(B)(iii) must be made 
on or before the due date (including 
extensions) of the income tax return for 
the taxable year in which the net 
capital gain is recognized. The election 
is to be made on Form 4952, Invest
ment Interest Expense Deduction, in 
accordance with the form and its 
instructions. 

(c) Revocability of election. The 
election described in this section is 
revocable with the consent of the 
Commissioner. 

(d) Transition rule. If the taxpayer's 
income tax return has been filed or is 
due before March 28, 1994, the tax
payer may make the election with an 
amended return filed before June 27, 
1994. 

(e) Effective date. The rules set forth 
in this section are effective December 
27, 1993. 

Par. 4. Section 1.1044(a)-lT is 
added under the heading "Common 
Nontaxable Exchanges" to read as 
follows. 

§1.1044(a)-IT Time and manner for 
making election under the Omnibus 
Budget Reconciliation Act of 1993 
(temporary). 

(a) Description. Code section 
1044( a), as added by section 13114 of 
the Omnibus Budget Reconciliation Act 
of 1993, generally allows individuals 
and C corporations that sell publicly 
traded securities after August 9, 1993, 

to elect not to recognize certain gain 
from the sale if the taxpayer purchases 
common stock or a partnership interest 
in a specialized small business invest
ment company (SSBIC) within the 60-
day period beginning on the day the 
publicly traded securities are sold. 

(b) Time and manner for making the 
election. The election under Code 
section 1044(a) must be made on or 
before the due date (including exten
sions) for the income tax return for the 
year in which the publicly traded 
securities are sold. The election is to be 
made by reporting the entire gain from 
the sale of publicly traded securities on 
Schedule D of the income tax return in 
accordance with instructions for Sched
ule D, and by attaching a statement to 
Schedule D showing-

(1) How the nonrecognized gain was 
calculated, 

(2) The SSBIC in which common 
stock or a partnership interest was 
purchased, 

(3) The date the SSBIC stock or 
partnership interest was purchased, and 

(4) The basis of that SSBIC stock or 
partnership interest. 

(c) Revocability of election. The 
election described in this section is 
revocable with the consent of the 
Commissioner. 

(d) Transition rule. If the taxpayer's 
income tax return has been filed or is 
due before March 28, 1994, the tax
payer may make the election with an 
amended return filed before June 27, 
1994. 

(e) Effective date. The rules set forth 
in this section are effective December 
27, 1993. 

Par. 5. Section 1.6655(e)-lT is 
added to read as follows. 

§1.6655(e)-IT Time and manner for 
making election under the Omnibus 
Budget Reconciliation Act of 1993 
(temporary ). 

(a) Description. Code section 
6655(e)(2)(C), as added by section 
13225 of the Omnibus Budget Recon
ciliation Act of 1993, allows a corpo
rate taxpayer to make an annual elec
tion to use a different annualization 
period to determine annualized income 
for purposes of paying any required 
installment of estimated income tax for 
a taxable year beginning after Decem
ber 31,1993. 
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(b) Time and manner for making the 
election. An election under Code sec
tion 6655(e)(2)(C) must be made on or 
before the date required for the pay
ment of the first required installment 
for the taxable year. For a calendar or 
fiscal year corporation, Form 8842, 
Election to Use Different Annualization 
Periods for Corporate Estimated Tax, 
must be filed by the 15th day of the 
4th month of the tax year for which the 
election is to apply. Form 8842 must 
be filed with the Internal Revenue 
Service Center where the corporation 
files its income tax return. 

(c) Revocability of election. The 
election described in this section is 
irrevocable. 

(d) Effective date. The rules set forth 
in this section are effective December 
27, 1993. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805. 

Par. 7. Section 602.101(c) is 
amended by adding the following to the 
table: 

"1.108(c)-IT ......... 1545-1421, 

1.163(d)-lT .......... 1545-1421, 

1.1044(a)-IT ......... 1545-1421, 

1.6655(e)-lT ..... 1545-1421.11." 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 13, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68300) 

Section 111.-Recovery of Tax 
Benefit Items 

26 CFR l.lll-/: Recovery of certain items 
previously deducted or credited. 

Guidance is provided on the treatment of (I) 
real property tax refunds, and (2) patronage 
dividends from the National Consumer Coopera
tive Bank by cooperative housing corporations 
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and their tenant-stockholders within the meaning 
of § 216 of the Code. See Rev. Proc. 94-40, 
page 711. 

Section 126.-Certain Cost-Sharing 
Payments 

26 CFR 16A.126-1: Certain cost-sharing 
payments-in general (temporary). 

Certain cost-sharing payments under 
the Stewardship Incentive Program. 
The Stewardship Incentive Program 
(SIP) has been determined to be sub
stantially similar to the type of program 
described in section 126(a)(l) through 
(8) so that section 126 improvements 
made in connection with small water
sheds under SIP are within the scope of 
section 126(a)(9). 

Rev. Rul. 94-27 

ISSUE 

Is the Stewardship Incentive Pro
gram, established by Title XII of the 
Food, Agriculture, Conservation and 
Trade Act of 1990, Pub. L. No. 101-
624, 104 Stat. 3359, 3521, substantially 
similar to the type of program de
scribed in § 126(a)(l) through (8) of 
the Internal Revenue Code so that 
§ 126 improvements made in connec
tion with small watersheds and under 
the Stewardship Incentive Program are 
within the scope of § 126(a)(9)? 

LAW 

Section 126(a)(9) covers certain pro
grams affecting small watersheds. Sec
tion 16A.126-1(d)(3) of the temporary 
Income Tax Regulations defines a 
small watershed as a watershed or 
subwatershed that does not exceed 
250,000 acres and does not include any 
single structure providing more than 
12,500 acre-feet of floodwater deten
tion capacity, nor more than 25,000 
acre-feet of total capacity. These pro
grams must be administered by the 
Secretary of Agriculture and be deter
mined by the Commissioner of Internal 
Revenue to be substantially similar to 
the type of program described in 
§ 126(a)(l) through (8). 

HOLDING 

The Commissioner has determined 
that the Stewardship Incentive Program 
is substantially similar to the type of 
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program described in § 126(a)(1) 
through (8) so that § 126 improvements 
made in connection with small water
sheds and under the Stewardship Incen
tive Program are within the scope of 
§ 126(a)(9). 

Part IV.-Tax Exemption Requirements for State 
and Local Bonds 

Subpart A.-Private Activity Bonds 

Section 142.-Exempt Facility Bond 

What procedures must an owner of a "deep
rent skewed project," as defined in § 142( d)
(4)(B) of the Code, follow to make an election 
provided by § 13142(c)(1) of the Revenue Recon
ciliation Act of 1993? See Rev. Proc. 94-10, 
page 556. 

Section 143.-Mortgage Revenue 
Bonds: Qualified Mortgage Bond and 
Qualified Veterans' Mortgage Bond 

26 CFR 6a.J03A-2: Qualified mortgage bond. 

The average annual aggregate principal amount 
of mortgages executed during 1989, 1990, and 
1991 are set forth for use by issuers of qualified 
mortgage bonds and mortgage credit certificates 
in determining if the required portion of loans 
are made available in targeted areas under 
§ 143(h) of the Code. See Rev. Proc. 94-20, 
page 605. 

26 CFR 6a.J03A-2: Qualified mortgage bond. 

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and mort
gage credit certificates in determining the hous
ing cost/income ratio described in § 143(f)(5) of 
the Code. See Rev. Proc. 94-21, page 607. 

Subpart B.-Requirements Applicable to all State 
and Local Bonds 

Section 148.-Arbitrage 

26 CFR 1.148-0: Scope and table of contents. 

T.D. 8538 

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

Arbitrage Restrictions on Tax-exempt 
Bonds 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final and temporary regulations on the 
arbitrage and related restrictions appli
cable 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 Miscellaneous Revenue Act of 
1988, the Revenue Reconciliation Act 
of 1989, and the Revenue Reconcilia
tion Act of 1990. These regulations 
affect issuers of tax-exempt bonds and 
provide guidance for complying with 
the arbitrage and related restrictions. 
The text of the temporary regulations 
also serves as the text of a portion of 
the proposed regulations set forth in the 
notice of proposed rulemaking on this 
subject in *** [FI-7-94, page 788, this 
Bulletin]. 

DATES: These regulations are effective 
on June 9, 1994. 

For dates of applicability of these 
regulations, see §1.148-11T. 

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 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 
1545-1347. 

For further information concerning 
this collection of information, and 
where to submit comments on the 
collection of information and the ac
curacy of the estimated burden, and 
suggestions for reducing this burden, 
please refer to the preamble to the 
cross-referencing notice of proposed 
rulemaking published in *** [FI-7-94, 
page 788, this Bulletin]. 

Background 

Section 148 restricts the use of 
proceeds of tax-exempt State and local 



bonds to acquire higher yielding invest
ments. Proposed regulations relating to 
the arbitrage and related rules were 
published at §§ 1.148-0 through 1.148-
11, 1.149(d)-1, 1.149(g)-1, 1.150-1, 
and 1.150-2 in the Federal Register for 
November 6, 1992. Written comments 
were received on the proposed regula
tions, and additional public comments 
were received at a public hearing held 
on February 2, 1993. After considera
tion of the comments, the proposed 
regulations were modified and adopted 
in final form in the Federal Register for 
June 18, 1993 (the June 1993 
regulations). 

This document contains temporary 
and final regulations amending the 
Income Tax Regulations (26 CFR part 
1) under sections 103, 148, 149, and 
150 of the Internal Revenue Code to 
clarify and revise certain provisions of 
the June 1993 regulations. The 
amended provisions of the June 1993 
regulations contain references to appli
cable provisions of the temporary reg
ulations, and the final regulations apply 
as if the changes contained in the 
appropriate portion of the temporary 
regulations were incorporated therein. 
For example, §1.148-1(c)(4)(ii)(A) is 
amended to reference § 1.148-
1 T( c)( 4 )(ii)(A), which contains provi
sions that apply in lieu of those 
formerly contained in § 1.148-
l(c)(4)(ii)(A). 

Explanation of Provisions 

A. §1.103-8T-Interest on bonds to 
finance certain exempt facilities. 

The June 1993 regulations amended 
the "official action" rules of § 1.1 03-
8(a)(5) to better coordinate those rules 
and the reimbursement bond rules of 
§1.150-2. The temporary regulations 
clarify the application of these rules to 
situations in which the financed facility 
is placed in service after the issuance 
of the bonds. 

B. § 1.148-1 T -Definitions and 
elections. 

The June 1993 regulations provide 
that replacement proceeds may arise if 
a working capital reserve is financed 
but not to the extent that the issuer 
maintained a working capital reserve. 
The temporary regulations provide 
guidance to determine whether an 
issuer has maintained a working capital 
reserve. 

C. §1.148-4T-Yield on an issue of 
bonds. 

1. Certain variable yield bonds ag
gregated for fixed yield treatment. The 
temporary regulations expand the types 
of bonds eligible for fixed yield treat
ment to include certain variable yield 
bonds that, if aggregated and treated as 
a single bond, would be a fixed yield 
bond. 

2. Qualified hedging transactions. 
The June 1993 regulations permit cer
tain qualified hedges to be taken into 
account in determining the yield on an 
issue. The temporary regulations revise 
and clarify these rules. Most signifi
cantly, the temporary regulations 
amend the rules treating certain vari
able yield bonds as fixed yield bonds 
to provide fixed yield treatment for 
bonds that are hedged with certain 
other hedges, such as certain interest 
rate caps. Municipal financing transac
tions with so-called embedded deriva
tive products raise significant policy 
issues under any contingent interest 
regulations that may be promulgated 
under section 1275. For this reason, 
under the original issue discount reg
ulations, certain of these transactions 
do not qualify as "variable rate debt 
instruments" and are subject to the 
contingent payment rules. The modi
fications to the qualified hedging rules 
do not imply a conclusion by the IRS 
and Treasury that the "interest" pay
ments in these financings are properly 
treated as tax-exempt. It is expected 
that future regulations will deal specifi
cally with these issues. In a related 
change, the temporary regulations clar
ify that a hedge (other than a qualified 
hedge) may constitute investment-type 
property. The proposed amendments to 
the arbitrage regulations also provide 
special rules for purposes of determin
ing whether interest rate caps are 
investment-type property. 

D. §1.148-5T-Yield and valuation 
of investments. 

1. Permissive single investment rule. 
The temporary regulations limit the 
rule that permits yield restricted invest
ments to be treated as a single invest
ment for arbitrage rebate purposes to 
nonpurpose investments in a refunding 
escrow fund and in a sinking fund that 
is related to the refunding escrow fund. 

2. Fair market valuation. The tem
porary regulations limit the exception 
to the fair market valuation rule for 
certain transferred proceeds allocations, 
universal cap allocations, and invest
ments in a commingled fund to those 
involving exclusively tax-exempt bond 
issues. 
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E. §1.148-9-Arbitrage rules for re
funding issues. 

Multipurpose issue allocations. 

The June 1993 regulations provide 
that allocations of multipurpose issues 
must be reasonable. For mUltipurpose 
refunding issues, in addition to the 
reasonableness requirement, the June 
1993 regulations provide additional 
limitations. Comments are requested on 
possible changes to the allocation rule 
that generally focuses on matching the 
debt service structure of the prior issue 
that would provide additional flexibility 
for refundings involving extensions of 
maturity. 

F. §1.148-11T-Effective dates. 

Overpayment of rebate. The tempo
rary regulations allow for retroactive 
application of the provisions of the 
June 1993 regulations relating to recov
ery of overpayments. 

G. §1.149(d)-lT-Limitations on ad
vance refundings. 

Savings test. The temporary regula
tions clarify the application of the 
multipurpose issue rules to the section 
149(d) requirement that the refunded 
bonds in an advance refunding be 
retired at the first call date if savings 
are produced. 

H. § 1.150-1 T -Definitions. 

Definition of issue. The June 1993 
regulations define "issue" for purposes 
of the tax-exempt bond restrictions. 
The temporary regulations clarify cer
tain aspects of this definition including 
whether bonds are expected to be paid 
from the same source of funds. 

I. Effective dates. 

The temporary and final regulations 
apply to bonds sold after June 6, 1994. 
In addition, issuers may apply these 
regulations to other bonds to which the 
June 1993 regulations apply. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedures 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 

1994-1 C.B. 27 



Section 148 

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. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read in part 
as follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.148-11T also issued under 26 
U.S.c. 148(f), (g), and (i). *** 

Par. 2. In § 1.1 03-8, paragraph (a)(5) 
is revised to read as follows: 

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

(a) *** 

* * * * * * 

(5) See §1.103-8T. 

* * * * * * 

Par. 3. Section 1.103-8T is added to 
read as follows: 

§I.103-8T Interest on bonds to 
finance certain exempt facilities 
(temporary ). 

(a)(l) through (4) [Reserved]. For 
guidance see § 1.1 03-8. 

(5) Limitation. (i) A facility qualifies 
under § 1.103-8 only to the extent that 
there is a valid reimbursement alloca
tion 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 § 1.1 03-
8 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 indirectly) 5 per
cent 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-
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(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) A facility the original use of 
which commences (or the acquisition 
of which occurs) on or after the issue 
date of bonds to provide that facility 
qualifies under § 1.103-8 only to the 
extent that an official intent for the 
facility is adopted under § 1.150-2 by 
the issuer of the bonds within 60 days 
after the commencement of the con
struction, reconstruction, or acquisition 
of that facility. Temporary construction 
or other financing of a facility prior to 
the issuance of the bonds to provide 
that facility will not cause that facility 
to be one that does not qualify under 
this paragraph (a)(5)(ii). 

(iii) For purposes of paragraph 
(a)(5)(i) of this section, substantial user 
has the meaning used in section 
147(a)(l); related person has the mean
ing used in section 144(a)(3); and a 
user that is a governmental unit within 
the meaning of § 1.103-1 is dis
regarded. 

(iv) Except to the extent provided in 
§1.150-2(j) and §1.148-11T(i), this 
paragraph (a)(5) applies to bonds 
issued after June 30, 1993. 

Par. 4. In §1.148-0, paragraph (c) is 
amended as follows: 

1. The introductory text is revised. 
2. The entry for § 1.148-4, paragraph 

(b)(5) is redesignated paragraph (b)(6). 
3. A new entry for §1.148-4, para

graph (b)(5) is added. 
4. An entry for §1.148-11, para

graph (i) is added. 
5. The additions and revisions read 

as follows: 

§I.I48-O Scope and table of 
contents. 

* * * * * * 

(c) Table of contents. This paragraph 
(c) lists the table of contents for 
§§1.148-1, 1.148-2, 1.148-3, 1.148-4, 
1.148-5, 1.148-6, 1.148-7, 1.148-8, 
1.148-9, 1.148-10 and 1.148-11. 

* * * * * * 

§I.I48-4 Yield on an issue of bonds. 

* * * * * * 

(b) *** 
(5) Special aggregation rule treating 

certain bonds as a single fixed yield 
bond. 

* * * * * * 

§I.148-11 Effective dates. 

* * * * * * 

(i) Transition rule for certain 
amendments. 

* * * * * * 

Par. 5. In §1.148-1, paragraph 
(c)( 4 )(ii)(A) is revised to read as 
follows: 

§I.I48-I Definitions and elections. 

* * * * * * 

(c) *** 
(4) *** 
(ii) *** 
(A) In general. See §1.148-

1 T(c)(4)(ii)(A). 

* * * * * * 

Par. 6. Section 1.148-1 T is added to 
read as follows: 

§I.I48-IT Definitions and elections 
(temporary). 

(a) [Reserved]. For guidance see 
§1.148-1. 

(b) Certain definitions. 

Investment-type property. See 
§1.148-1(b). Investment-type property 
also includes a contract that would be a 
hedge (within the meaning of § 1.148-
4(h» except that it contains a signifi
cant investment element. 

(c) through (c)(4)(i) [Reserved]. For 
guidance see § 1.148-1. 

(c)(4)(ii) Bonds financing a working 
capital reserve-(A) In general. Except 
as otherwise provided in § 1.148-
l(c)(4)(ii)(B), replacement proceeds 
arise to the extent a working capital 
reserve is, directly or indirectly, fi
nanced with the proceeds of the issue 
(regardless of the expenditure of pro
ceeds 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. To deter
mine the amount of a working capital 
reserve maintained, an issuer may use 
the average amount maintained as a 
working capital reserve during annual 
periods of at least one year, the last of 
which ends within a year before the 
issue date. For example, the amount of 
a working capital reserve may be 
computed using the average of the 
beginning or ending monthly balances 
of the amount maintained as a reserve 
(net of unexpended gross proceeds) 
during the one year period preceding 
the issue date. 

Par. 7. In §1.148-2, paragraph 
(b )(2)(ii) is revised to read as follows: 

§1.148-2 General arbitrage yield 
restriction rules. 

(b) 

(2) 
*** 
*** 

* * * * * * 

(ii) Exception to certification re
quirements. See § 1.148-2T(b )(2)(ii). 

* * * * * * 

Par. 8. Section 1.148-2T is added to 
read as follows: 

§1.148-2T General arbitrage yield 
restriction rules (temporary). 

(a) through (b )(2)(i) [Reserved]. For 
guidance see § 1.148-2. 

(b )(2)(ii) Exceptions to certification 
requirement. An issuer is not required 
to make a certification for an issue 
under §1.148-2(b)(2)(i) 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 $1,000,000. 

Par. 9. In §1.148-3, paragraph (h)(3) 
is amended by adding a sentence after 
the last sentence to read as follows: 

§1.J48-3 General arbitrage rebate 
rules. 

* * * * * * 
(h) *** 

(3) *** See also §1.148-3T(h)(3). 

* * * * * * 

Par. 10. Section 1.148-3T is added 
to read as follows: 

§1.148-3T General arbitrage rebate 
rules (temporary). 

(a) through (h)(2) [Reserved]. For 
guidance see § 1.148-3. 

(h)(3) Waivers of the penalty. For 
purposes of §1.148-3(h)(3), willful ne
glect does not include a failure that is 
attributable solely to the permissible 
retroactive selection of a short first 
bond year if the rebate amount that the 
issuer failed to pay is paid within 60 
days of the selection of that bond year. 

Par. 11. Section 1.148-4 is amended 
as follows: 

1. Paragraph (b )(5) is redesignated 
as paragraph (b)(6). 

2. New paragraph (b)(5) is added. 

3. Paragraph (g) is revised. 
4. Paragraph (h)(1) is revised. 

5. Paragraph (h)(2)(vii) is revised. 
6. Paragraph (h)(2)(ix) is revised. 
7. Paragraphs (h)(3), (4), and (5) are 

revised. 
8. The revised and added provisions 

read as follows: 

§1.J48-4 Yield on an issue of bonds. 

* * * * * * 

(b) *** 
(5) Special aggregation rule treating 

certain bonds as a single fixed yield 
bond. See §1.148-4T(b)(5). 

* * * * * * 

(g) Yield on certain mortgage reve
nue and student loan bonds. See 
§ 1.148-4T(g). 

(h) *** 
(1) In general. See §1.148-4T(h)(1). 

(2) *** 

* * * * * * 

(vii) Timing and duration. See 
§ 1. 148-4T(h)(2)(vii). 

* * * * * * 

(ix) Identification. See § 1.148-
4T(h)(2)(ix). 

(3) Accounting for qualified hedges. 
See §1.148-4T(h)(3). 
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(4) Certain variable yield bonds 
treated as fixed yield bonds. See 
§ 1.148-4T(h)(4). 

(5) Authority of the Commissioner. 
See §1.148-4T(h)(6). 

Par. 12. Section 1.148-4T is added 
to read as follows: 

§1.148-4T Yield on an issue of 
bonds (temporary). 

(a) through (b)(4) [Reserved]. For 
guidance see § 1.148-4. 

(b)(5) Special aggregation rule 
treating certain bonds as a single fixed 
yield bond. Two variable yield bonds 
of an issue are treated in the aggregate 
as a single fixed yield bond if-

(i) Aggregate treatment would result 
in the single bond being a fixed yield 
bond; and 

(ii) The terms of the bonds do not 
contain any features that could distort 
the aggregate fixed yield from what the 
yield would be if a single fixed yield 
bond were issued. For example, if an 
issue contains a bond bearing interest 
at a floating rate and a related bond 
bearing interest at a rate equal to a 
fixed rate minus that floating rate, 
those two bonds are treated as a single 
fixed yield bond only if neither bond 
may be redeemed unless the other bond 
is also redeemed at the same time. 

(c) through (f) [Reserved]. For guid
ance see § 1.148-4. 

(g) Yield on certain mortgage reve
nue and student loan bonds. For 
purposes of section 148 and § 1.148-4, 
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, qualified veterans' 
mortgage bonds, or qualified student 
loan bonds, the yield on that issue is 
computed over the term of the issue, 
and §1.148-4(d) does not apply to the 
issue. As of any date before the final 
maturity date, the yield over the term 
of the issue is based on the actual 
amounts paid or received to that date 
and the amounts that are reasonably 
expected (as of that date) to be paid or 
received over the remaining term of the 
issue. 

(h) Qualified hedging transactions
(1) In general. Payments made or 
received by an issuer under a qualified 
hedge (as defined in § 1.148-4(h)(2)) 
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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 paragraphs (h)( 4) and (h)(5)(ii)(C) of 
this section, the bonds to which a 
qualified hedge relates are treated as 
variable yield bonds. These hedging 
rules apply solely for purposes of 
sections l43(g), 148, and l49(d). 

(2)(i) through (vi) [Reserved]. For 
guidance see § 1.148-4(h)(2). 

(2)(vii) Timing and duration. For a 
contract to be a qualified hedge under 
§ 1.148-4(h)(2), payments must not be
gin to accrue under the contract on a 
date earlier than the issue date of the 
hedged bonds and must not accrue 
longer than the hedged interest pay
ments on the hedged bonds. 

(viii) [Reserved]. For guidance see 
§ 1.148-4(h). 

(ix) Identification. For a contract to 
be a qualified hedge under § 1.148-
4(h)(2), the contract must be identified 
by the actual issuer on its books and 
records maintained for the hedged 
bonds not later than three days after the 
date on which the parties enter into the 
contract. The identification must spec
ify the hedge provider, the terms of the 
contract, and the hedged bonds. The 
identification must contain sufficient 
detail to establish that the requirements 
of § 1.148-4(h)(2), and if applicable, 
paragraph (h)( 4) of this section are 
satisfied. The existence of the hedge 
must be noted on all forms filed with 
the Internal Revenue Service for the 
issue on or 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 
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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. 

(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, § 1.446-3, and adjusted as nec
essary to reflect the end of a computa
tion period and the start of a new 
computation period. Except as provided 
in paragraphs (h)(3)(iv) and (h)(5)(ii) 
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 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 and when a hedge 
ceases to be a qualified hedge of the 
hedged bonds. In the case of an 
assignment by a hedge provider of its 
remaining rights and obligations on the 
hedge to a third party or a modification 
of the hedging contract, the assignment 
or modification is treated as a termina
tion with respect to the issuer only if it 
results in a deemed exchange of the 
hedge and a realization event under 
section 1001. 

(B) General rule. A payment made 
or received by an issuer to terminate a 
qualified hedge, including loss or gain 
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)(D) 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 not below zero, the 
interest payments made by the issuer 
on the hedged bonds in the computa
tion period ending on the termination 
date. The remainder of the payment, if 
any, is reasonably allocated over the 
bond years in the immediately preced
ing computation period or periods to 
the extent necessary to eliminate the 
excess. 

(D) 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) of this section by treating 
it as a payment on the refunding issue, 
rather than the hedged bonds. In addi
tion, to the extent that the refunding 
issue, rather than the hedged bonds, has 
been redeemed, paragraph (h)(3)(iv)(C) 
of this section applies to the termina
tion payment by treating it as a 
payment on the redeemed refunding 
issue. 

(E) Safe harbor for certain non-level 
payments. A non-level payment to 
terminate a hedge does not result in 
that hedge failing to satisfy the applica
ble provisions of paragraph (h)(3)
(iv)(B) of this section if the payment is 
allocated to each bond year for which 
the hedge would have been in effect in 
accordance with this paragraph (h)(3)
(iv)(E). For a variable yield issue, an 
equal amount (or for any short bond 
year, a proportionate amount of the 
equal amount) must be allocated to 
each bond year such that the sum of 
the present values of the annual 
amounts equals the present value of the 
non-level payment. Present value is 
computed as of the day the hedge is 
terminated, using the yield on the 
hedged bonds, determined without re
gard to the non-level payment. The 
yield used for this purpose is computed 
for the period beginning on the first 
date the hedge is in effect and ending 
on the date the hedge is terminated. On 
the other hand, for a fixed yield issue, 
the non-level payment is taken into 
account as a single payment on the date 
it is paid. 

(4) Certain variable yield bonds 
treated as fixed yield bonds-(i) In 
general. Except as otherwise provided 
in this paragraph (h)( 4), if the issuer of 



variable yield bonds enters into a 
qualified hedge, the hedged bonds are 
treated as fixed yield bonds paying a 
fixed interest rate if: 

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

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

(C) Payments closely correspond. 
Payments to be received under the 
hedge correspond closely in time to the 
hedged portion of the payments on the 
hedged bonds. Hedge payments re
ceived within 15 days of the related 
payments on the hedged bonds gener
ally so correspond. 

(D) Aggregate payments fixed. Tak
ing into account all payments made and 
received under the hedge and all 
payments on the hedged bonds (i.e., 
after netting all payments), the issuer's 
aggregate payments are fixed and de
terminable as of a date not later than 
15 days after the issue date of the 
hedged bonds. Payments on bonds are 
treated as fixed for purposes of this 
paragraph (h)( 4 )(i)(D) if payments on 
the bonds are based, in whole or in 
part, on one interest rate, payments on 
the hedge are based, in whole or in 
part, on a second interest rate that is 
substantially the same as, but not 
identical to, the first interest rate and 
payments on the bonds would be fixed 
if the two rates were identical. Rates 
are treated as substantially the same if 
they are reasonably expected to be 
substantially the same throughout the 
term of the hedge. For example, an 
objective 30-day tax-exempt variable 
rate index or other objective index 
(e.g., 1.1. Kenny Index, PSA Municipal 
swap index, a percentage of LIB OR) 
may be substantially the same as an 
issuer's individual 30-day interest rate. 

(ii) Accounting. Except as otherwise 
provided in this paragraph (h)(4)(ii), in 
determining yield on the hedged bonds, 
all the issuer's actual interest payments 
on the hedged bonds and all payments 
made and received on a hedge de
scribed in paragraph (h)(4)(i) of this 
section are taken into account. If 
payments on the bonds and payments 
on the hedge are based, in whole or in 
part, on variable interest rates that are 
substantially the same within the mean
ing of paragraph (h)( 4 )(i)(D) of this 
section (but not identical), yield on the 

issue is determined by treating the 
variable interest rates as identical. For 
example, if variable rate bonds bearing 
interest at a weekly rate equal to the 
rate necessary to remarket the bonds at 
par are hedged with an interest rate 
swap under which the issuer receives 
payments based on a short-term float
ing rate index that is substantially the 
same as, but not identical to, the 
weekly rate on the bonds, the interest 
payments on the bonds are treated as 
equal to the payments received by the 
issuer under the swap for purposes of 
computing the yield on the bonds. 

(iii) Effect of termination-(A) In 
general. Except as otherwise provided 
in this paragraph (h)( 4 )(iii) and para
graph (h)(5) of this section, the issue of 
which the hedged bonds are a part is 
treated as if it were reissued as of the 
termination date of the qualified hedge 
covered by paragraph (h)(4)(i) of this 
section in determining yield on the 
hedged bonds for purposes of § 1.148-
3. 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 termina
tion date. In computing the yield on the 
new issue for this purpose, any termi
nation payment is accounted for under 
paragraph (h)(3)(iv) of this section, 
applied by treating the termination 
payment as made or received on the 
new issue under this paragraph 
(h)( 4 )(iii). 

(B) Effect of early termination. Ex
cept as otherwise provided in this 
paragraph (h)( 4 )(iii), the general rules 
of paragraph (h)( 4 )(i) of this section do 
not apply in determining the yield on 
the hedged bonds for purposes of 
§ 1.148-3 if the hedge is terminated or 
deemed terminated within 5 years after 
the issue date of the issue of which the 
hedged bonds are a part. Thus, the 
hedged bonds are treated as variable 
yield bonds for purposes of § 1.148-3 
from the issue date. 

(C) Certain terminations dis
regarded. This paragraph (h)(4)(iii) 
does not apply to a termination if, 
based on the facts and circumstances 
(e.g., taking into account both the 
termination and any qualified hedge 
that immediately replaces the termi
nated hedge), there is no change in the 
yield. In addition, this paragraph 
(h)( 4 )(iii) does not apply to a termina
tion caused by the bankruptcy or 
insolvency of the hedge provider if the 
Commissioner determines that the ter-
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mination occurred without any action 
by the issuer (other than to protect its 
rights under the hedge). 

(5) Special rules for certain 
hedges-(i) Certain acquisition pay
ments. A payment to the issuer by the 
hedge provider (e.g., an up-front pay
ment for an off-market swap) in 
connection with the acquisition of a 
hedge that, but for that payment, would 
be a qualified hedge, does not cause 
the hedge to fail to be a qualified 
hedge provided the payment to the 
issuer and the issuer's payments under 
the hedge in excess of those that it 
would make if the hedge bore rates 
equal to the on-market rates for the 
hedge are separately identified in a 
certification of the hedge provider and 
not taken into account in determining 
the yield on the issue of which the 
hedged bonds are a part. The on-market 
rates are determined as of the date the 
parties enter into the contract. 

(ii) Anticipatory hedges-(A) In 
general. A contract does not fail to be 
a hedge under §1.148-4(h)(2)(i)(A) 
solely because it is entered into with 
respect to an anticipated issuance of 
tax-exempt bonds. The identification 
required under § 1.148-4 T(h)(2)(ix) 
must specify the reasonably expected 
governmental· purpose, principal 
amount, and issue date of the hedged 
bonds, and the manner in which 
interest is reasonably expected to be 
computed. 

(B) Special rules. Payments made in 
connection with the issuance of a bond 
to terminate or otherwise close (termi
nate) an anticipatory hedge of that 
bond do not prevent the hedge from 
satisfying the requirements of § 1.148-
4(h)(2)(vi) and paragraph (h)(2)(vii) of 
this section. Amounts received or 
deemed to be received by the issuer in 
connection with the issuance of the 
hedged bonds to terminate an anticipa
tory hedge are treated as proceeds of 
the hedged bonds. 

(C) Fixed yield treatment. A bond 
that is hedged with an anticipatory 
hedge is a fixed yield bond if, taking 
into account payments on the hedge 
that are made or fixed on or before the 
issue date of the bond and the pay
ments to be made on the bond, the 
bond satisfies the definition of fixed 
yield bond. See also paragraph (h)( 4) 
of this section. 

(6) Authority of the Commissioner
(i) In general. A contract is not a 
qualified hedge if the Commissioner 
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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 non periodic 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 
§ 1. 148-4(h)(2) as qualified hedges and 
contracts that do not otherwise meet 
the requirements of paragraph (h)(4) of 
this section as causing the hedged 
bonds to be treated as fixed yield 
bonds. 

(iii) Recomputation of yield. If an 
issuer enters into a hedge that is not 
properly identified, fails to properly 
associate an anticipatory hedge with the 
hedged bonds, 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. 

Par. 13. Section 1.148-5 is amended 
as follows: 

1. Paragraph (b )(2)(iii) is revised. 

2. Paragraph (c)(2)(i) is revised. 

3. Paragraph (c)(3)(ii) is revised. 

4. Paragraph (d)(3)(ii) is revised. 

5. A sentence is added at the end of 
paragraph (e)(2)(ii)(B). 

6. Paragraph (e)(2)(iii) is revised. 

7. The revised provisions read as 
follows: 

§1.148-5 Yield and valuation of 
investments. 

(b) *** 
(2) *** 

* * * * * * 

(iii) Permissive application of single 
investment rules to certain yield 
restricted investments for all purposes 
of section 148. See §1.148-
5T(b )(2)(iii). 

* * * * * * 

(c) *** 
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(2) *** 
(i) In general. See § 1.148-

5T( c )(2)(i). 

* * * * * * 

(3) *** 
(ii) Exception to yield reduction pay

ments rule for advance refunding is
sues. See §1.148-5T(c)(3)(ii). 

(d) *** 
(3) *** 
(ii) Exception to fair market value 

requirement for transferred proceeds 
allocations, universal cap allocations, 
and commingled funds. See §1.148-
5T(d)(3)(ii). 

(e) *** 
(2) *** 
(ii) *** 
(B) *** See also §1.148-

5T(e)(2)(B). 

(iii) Special rule for guaranteed in
vestment contracts. See § 1.148-
5T(e)(2)(iii). 

* * * * * * 
Par. 14. Section 1.148-5T is added 

to read as follows: 

§1.148-5T Yield and valuation of 
investments (temporary). 

(a) through (b)(2)(ii) [Reserved]. For 
guidance see § 1.148-5. 

(b )(2)(iii) Permissive application of 
single investment rules to certain yield 
restricted investments for all purposes 
of section 148. For all purposes of 
section 148, an issuer may treat all of 
the yield restricted nonpurpose invest
ments in a refunding escrow and a 
sinking fund that is reasonably ex
pected as of the issue date to be 
maintained to reduce the yield on the 
investments in the refunding escrow as 
a single investment having a single 
yield, determined under §1.148(b)(2). 

(b)(2)(iv) through (c)(1) [Reserved]. 
For guidance see § 1.148-5. 

(c)(2) Manner of payment-(i) In 
general. Except as otherwise provided 
in §1.148-5(c)(2)(ii), an amount is paid 
under §1.148-5(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 Commis
sioner may prescribe. For example, 
yield reduction payments must be made 
on or before the date of required rebate 

installment payments as described i.n 
§1.148-3(f). The date a payment IS 

required to be paid is determined 
without regard to § 1.148-3(h). An 
amount that is paid untimely is not 
taken into account under this paragraph 
(c) unless the Commissioner determines 
that the failure to pay timely is not due 
to willful neglect. The provisions of 
§ 1. 148-3(i) apply to payments made 
under §1.148-5(c). 

(c)(2)(ii) through (c)(3)(i) [Reserved] 
For guidance see § 1.148-5. 

(c )(3 )(ii) Exception to yield reduc
tion payments rule for advance refund
ing issues. Section 1.148-5(c)(1) does 
not apply to investments allocable to 
gross proceeds of an advance refunding 
issue, other than-

(A) Transferred proceeds to which 
§ 1. 148-5(c)(3)(i)(C) applies; 

(B) Replacement proceeds to which 
§ 1. 148-5( c )(3 )(i)(F) applies; and 

(C) Transferred proceeds to which 
§ 1.148-5( c )(3)(i)(E) applies, but only 
to the extent necessary to satisfy yield 
restriction under section 148(a) on 
those proceeds treating all investments 
allocable to those proceeds as a sepa
rate class. 

(d)(1) through (d)(3)(i) [Reserved]. 
For guidance see § 1.148-5. 

(d)(3)(ii) Exception to fair market 
value requirement for transferred pro
ceeds allocations, universal cap alloca
tions, and commingled funds. Section 
1.148-5(d)(3)(i) does not apply if the 
investment is allocated from one issue 
to another 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), provided 
that both issues consist exclusively of 
tax-exempt bonds. In addition, § 1.148-
5(d)(3)(i) does not apply to investments 
in a commingled fund (other than a 
bona fide debt service fund) unless it is 
an investment being initially deposited 
in or withdrawn from a commingled 
fund described in §1.148-6(e)(5)(iii). 

(e)(l) through (e)(2)(ii)(A) [Re
served]. For guidance see § 1.148-5. 

(e )(2)(ii)(B) External commingled 
funds. For any semiannual period, a 
commingled fund satisfies the 10 per
cent requirement of § 1.148-
5(e)(2)(ii)(B) if-

(1) Based on average amounts on 
deposit, this requirement was satisfied 
for the prior semiannual period; and 

(2) The fund does not accept de
posits that would cause it to fail to 
meet this requirement. 



(iii) Special rule for guaranteed in
vestment contracts. For a guaranteed 
investment contract, a broker's com
mission or similar fee paid on behalf of 
either an issuer or the provider is 
treated as an administrative cost and, 
except in the case of an issue that 
satisfies section 148(f)(4)(D)(i), is not a 
qualified administrative cost to the 
extent that the present value of the 
commission, as of the date the contract 
is allocated to the issue, exceeds the 
present value of annual payments equal 
to .05 percent of the weighted average 
amount reasonably expected to be 
invested each year of the term of the 
contract. For this purpose, present 
value is computed using the taxable 
discount rate used by the parties to 
compute the commission or, if not 
readily ascertainable, a reasonable tax
able discount rate. 

Par. 15. In § 1.148-6, paragraph 
(d)(3)(iii)(C) is revised to read as 
follows: 

§1.148-6 General allocation and 
accounting rules. 

* * * * * * 

(d) *** 
(3) *** 
(iii) *** 
(C) Qualified endowment funds 

treated as unavailable. See § 1. 14S-
6T( d)(3 )(iii)(C). 

* * * * * * 

Par. 16. Section 1.14S-6T is added 
to read as follows: 

§1.148-6T General allocation and 
accounting rules (temporary). 

(a) through (d)(3)(iii)(B) [Reserved). 
For guidance see § 1.148-6. 

(d)(3 )(iii)(C) Qualified endowment 
funds treated as unavailable. For a 
501 (c )(3) organization, a qualified en
dowment fund is treated as unavailable. 
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, estab
lished practices of the organization, the 
governing body of the 501(c)(3) orga
nization 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. 

Par. 17. Section 1.148-9 is amended 
as follows: 

1. Paragraph (c)(2)(ii)(B) is revised. 

2. Paragraph (h)(4)(vi) is added. 

3. The revised and added provisions 
read as follows: 

§1.148-9 Arbitrage rules for 
refunding issues. 

(c) *** 
(2) *** 
(ii) *** 

* * * * * * 

(B) Permissive allocation of non
proceeds to earliest expenditures. See 
§ 1. 148-9T( c)(2)(ii)(B). 

(h) *** 
(4) *** 

* * * * * * 

(vi) See §1.14S-9T(h)(4)(vi). 

* * * * * * 

Par. IS. Section 1.148-9T is added 
to read as follows: 

§1.148-9T Arbitrage rules for 
refunding issues (temporary). 

(a) through (c)(2)(ii)(A) [Reserved). 
For guidance see § l.148-9. 

(c)(2)(ii)(B) Permissive allocation of 
non-proceeds to earliest expenditures. 
Excluding amounts covered by § 1.148-
9(c)(2)(ii)(A) and subject to any re
quired 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 maturing investments in the 
mixed escrow, provided that those 
investments mature and the proceeds 
thereof are expended before the date of 
any expenditure from the mixed escrow 
to pay any principal of the prior issue. 

(d) through (h)(4)(v) [Reserved). For 
guidance see § 1.148-9. 

(h)( 4 )(vi) Exception for refundings 
of interim notes. Section 1.148-
9(h)(4)(v) need not be applied to 

Section 148 

refunding bonds issued to provide 
permanent financing for one or more 
projects if the prior issue had a term of 
less than 3 years and was sold in 
anticipation of permanent financing, 
but only if the aggregate term of all 
prior issues sold in anticipation of 
permanent financing was less than 3 
years. 

Par. 19. Section 1.148-10 is 
amended as follows: 

1. Paragraph (b)(2) is revised. 

2. A sentence is added at the end of 
paragraph (c)(2)(ix). 

3. The added and revised provisions 
read as follows: 

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

* * * * * * 

(b) *** 
(2) Application. See §1.148-

IOT(b)(2). 

(c) *** 
(2) *** 
(ix) *** See also §1.148-

IOT(c)(2)(ix). 

* * * * * * 

Par. 20. Section 1.148-IOT is added 
to read as follows: 

§1.148-JOT Anti-abuse rules and 
authority of Commissioner 
(temporary). 

(a) through (b)(l) [Reserved). For 
guidance see § 1.148-10. 

(b )(2) Application. The provisions of 
§ 1.1 48-IO(b ) only apply to the portion 
of an issue that, as a result of actions 
taken (or actions not taken) after the 
issue date, overburdens the market for 
tax-exempt bonds, except that for an 
issue that is reasonably expected as of 
the issue date to overburden the mar
ket, those provisions apply to all of the 
gross proceeds of the issue. 

(c) through (c)(2)(viii) [Reserved]. 
For guidance see § 1.148-10. 

(c)(2)(ix) For purposes of §1.148-
10(c)(2), excess gross proceeds do not 
include gross proceeds allocable to fees 
for a qualified hedge for the refunding 
issue. 

Par. 21. Section 1.148-11 is 
amended by adding paragraph (i) to 
read as follows: 
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§1.148-11 Effective dates. 

* * * * * * 

(i) Transition rule for certain 
amendments. See § 1.148-1lT(i). 

Par. 22. Section 1.148-11T is added 
to read as follows: 

§1.148-11T Effective dates 
(temporary). 

(a) through (c)(3) [Reserved]. For 
guidance see § 1.148-11. 

(c)( 4) Retroactive application of 
overpayment recovery provisions. An 
issuer may apply the provisions of 
§ 1.148-3(i) to any issue that is subject 
to section 148(f) or to sections 
103(c)(6) or 103A(i) of the Internal 
Revenue Code of 19S4. 

(d) through (h) [Reserved]. For guid
ance see § 1.148-11. 

(i) Transition rule for certain 
amendments. Sections 1.103-8(a)(S), 
1.148-1 through 1.148-11, 1.149(d)-1, 
and 1.1S0-1, as amended on June 6, 
1994, (the effective date) to reflect 
amendments to §§1.103-8(a)(S), 1.148-
1 through 1.148-11, 1.149(d)-I, and 
1.1S0-1 (as contained in 26 CFR Part 1 
edition revised April 1, 1994), and 
sections 1.103-8T, 1.148-lT, 1.148-
2T, 1.148-3T, 1.148-4T, 1.148-ST, 
1.148-6T, 1. 148-9T, 1.148-10T, 
1.148-1lT, 1.149(d)-lT, and 1.1S0-lT 
apply in whole, but not in part,-

(1) To bonds sold after the effective 
date; 

(2) To bonds issued prior to July 1, 
1993, if the issuer, after the effective 
date, first applies §§ 1.148-1 through 
1.148-11, to the bonds under § 1.148-
11(b) or (c); and 

(3) At the option of the issuer, to 
bonds to which § § 1.148-1 through 
1.148-11, as in effect before the 
effective date, apply. 

Par. 23. In § 1.149( d)-I, paragraph 
(f)(3) is revised to read as follows: 

§1.149(d)-1 Limitations on advance 
refundings. 

* * * * * * 

(f) *** 
(3) Application of savings test to 

multipurpose issues. See §1.149(d)-lT. 

* * * * * * 

Par. 24. Section 1.149(d)-lT IS 

added to read as follows: 
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§1.149(d)-lT Limitations on advance 
refundings (temporary). 

(a) through (f)(2) [Reserved]. For 
guidance see §1.149(d)-1. 

(f)(3) Application of savings test to 
multipurpose issues. Except as other
wise provided in this paragraph (f)(3), 
the multipurpose issue rules in § 1.148-
9(h) apply for purposes of the savings 
test. If any separate issue in a multipur
pose issue increases the aggregate 
present value debt service savings on 
the entire multipurpose issue or reduces 
the present value debt service losses on 
that entire multipurpose issue, that 
separate issue satisfies the savings test. 

Par. 2S. Section 1.1S0-1 is amended 
as follows: 

1. Paragraph (c)( 1) is revised. 

2. The paragraph heading for (c)(4) 
is revised. 

3. Paragraph (c)(4)(iii) is added. 

4. The revised and added provisions 
read as follows: 

§1.150-1 Definitions 

* * * * * * 

(c) Definition of issue-(l) In gen
eral. See §1.1S0-lT(c)(1). 

* * * * * * 

(4) Special rules for certain 
financings-(i) *** 

* * * * * * 

(iii) See §1.1S0-lT(c)(4)(iii). 

* * * * * * 

Par. 26. Section 1.1S0-lT is added 
to read as follows: 

§I.150-IT Definitions (temporary). 

(a) through (b) [Reserved]. For guid
ance see §1.1S0-1. 

(c) Definition of issue-(l) In gen
eral. Except as otherwise provided, the 
provisions of this paragraph (c) apply 
for all purposes of sections 103 and 
141 through ISO. 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 IS 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 parties 
unrelated to the obligor. 

(2) through (4 )(ii) [Reserved]. For 
guidance see §1.1S0-1(c)(3) through 
(c)(4)(ii). 

(c)( 4 )(iii) Certain general obligation 
bonds. Bonds are part of the same issue 
if secured by a pledge of the issuer's 
full faith and credit (or a substantially 
similar pledge) and sold and issued on 
the same dates pursuant to a single 
offering document. 

(S) [Reserved]. For guidance see 
§ 1.1 SO-l (c)(S). 

(6) Sale date. The sale date of a 
bond is the first day on which there is 
a binding contract in writing for the 
sale or exchange of the bond. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 27. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 780S. 

§602.101(c) [Amended] 

Par. 28. Section 602.101(c) is 
amended by adding the entry "1.148-



4T .... 1545-1347" in numerical order 
to the table. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved April 14, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
May 5, 1994, 2:17 p.m., and published in the 
issue of the Federal Register for May 10, 
1994, 59 F.R. 24039) 

Part VI.-Itemized Deductions for Individuals and 
Corporations 

Section 162.-Trade or Business 
Expenses 

26 CFR 1.162-1: Business expenses. 
(Also Sections 263. 263A. 461; 1.263(a)-1. 
1.263(a)-2, 1.263A-1, 1.461-1.) 

Environmental clean up costs of 
land. Costs incurred to clean up land 
and to treat groundwater that a tax
payer contaminated with hazardous 
waste from its business are deductible 
by the taxpayer as ordinary and neces
sary business expenses under section 
162 of the Code. Costs properly al
locable to constructing groundwater 
treatment facilities are capital expendi
tures under section 263. Rev. Rul. 88-
57 modified. 

Rev. Rul. 94-38 

ISSUE 

Are the costs incurred to clean up 
land and to treat groundwater that a 
taxpayer contaminated with hazardous 
waste from its business deductible by 
the taxpayer as business expenses 
under § 162 of the Internal Revenue 
Code, or must they be capitalized under 
§ 263? 

FACTS 

X, an accrual basis corporation, owns 
and operates a manufacturing plant. X 
built the plant on land that it had pur
chased in 1970. The land was not con
taminated by hazardous waste when it 

was purchased by X. X's manufacturing 
operations discharge hazardous waste. 
In the past X buried this waste on 
portions of its land. 

In 1993, in order to comply with 
presently applicable and reasonably 
anticipated federal, state, and local 
environmental requirements ("environ
mental requirements"), X decided to 
remediate the soil and groundwater that 
had been contaminated by the haz
ardous waste, and to establish an 
appropriate system for the continued 
monitoring of the groundwater to en
sure that the remediation had removed 
all hazardous waste. Accordingly, X 
began excavating the contaminated soil, 
transporting it to appropriate waste 
disposal facilities, and backfilling the 
excavated areas with uncontaminated 
soil. These soil remediation activities 
started in 1993 and will be completed 
in 1995. X also began constructing 
groundwater treatment facilities which 
included wells, pipes, pumps, and other 
equipment to extract, treat, and monitor 
contaminated groundwater. Construc
tion of these groundwater treatment fa
cilities began in 1993, and the facilities 
will remain in operation on X's land 
until the year 2005. During this time, X 
will continue to monitor the ground
water to ensure that the soil remedia
tion and groundwater treatment elimi
nate the hazardous waste to the extent 
necessary to bring X's land into com
pliance with environmental require
ments. 

The effect of the soil remediation 
and groundwater treatment will be to 
restore X's land to essentially the same 
physical condition that existed prior to 
the contamination. During and after the 
remediation and treatment, X will con
tinue to use the land and operate the 
plant in the same manner as it did prior 
to the cleanup except that X will 
dispose of any hazardous waste in com
pliance with environmental require
ments. 

LAW AND ANALYSIS 

Section 162 generally allows a de
duction for the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade or 
business. Even though a particular tax
payer may incur an expense only once 
in the lifetime of its business, the 
expense may qualify as ordinary and 
necessary if it is appropriate and 
helpful in carrying on that business, is 
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commonly and frequently incurred in 
the type of business conducted by the 
taxpayer, and is not a capital expendi
ture. Commissioner v. Tellier, 383 U.S. 
687 (1966); Deputy v. du Pont, 308 
U.S. 488 (1940); Welch v. Helvering, 
290 U.S. III (1933). Section 162 has 
been applied to allow business expense 
deductions for the costs of removing 
and disposing of waste materials pro
duced in a taxpayer's business. See 
H.G. Fenton Material Co. v. Commis
sioner, 74 T.e. 584 (1980). 

Section 263 generally prohibits de
ductions for capital expenditures. Sec
tion 263(a)( 1) provides that no deduc
tion shall be allowed for any amounts 
paid out for new buildings or for 
permanent improvements or better
ments made to increase the value of 
any property. Section 263(a)(2) 
provides that no deduction shall be 
allowed for any amount expended in 
restoring property or in making good 
the exhaustion thereof for which an 
allowance has been made in the form 
of a deduction for depreciation, amor
tization, or depletion. Section I.263(a)-
1 (b) of the Income Tax Regulations 
provides that capital expenditures in
clude amounts paid or incurred (1) to 
add to the value, or substantially 
prolong the useful life, of property 
owned by the taxpayer, such as plant or 
equipment, or (2) to adapt property to a 
new or different use. Section 1.263(a)-
2(a) provides that capital expenditures 
include the cost of acquisition, con
struction, or erection of buildings, 
machinery and equipment, furniture and 
fixtures, and similar property having a 
useful life substantially beyond the 
taxable year. 

Section 263A provides that the direct 
costs and indirect costs properly alloca
ble to real or tangible personal property 
produced by the taxpayer shall be 
capitalized. Section 263A(g)( 1) pro
vides that, for purposes of section 
263A, the term produce includes con
struct, build, install, manufacture, de
velop, or improve. 

Pursuant to section 461 (h), in deter
mining whether an amount has been 
incurred for any item during the 
taxable year for an accrual method 
taxpayer, the all events test shall not be 
treated as met any earlier than when 
economic performance occurs. 

Through provisions such as 
§§ 162(a), 263(a), and related sections, 
the Internal Revenue Code generally 
endeavors to match expenses with the 
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revenues of the taxable period to which 
the expenses are properly attributable, 
thereby resulting in a more accurate 
calculation of net income for tax 
purposes. See, e.g., INDOPCO, Inc. v. 
Commissioner, U.S. __ _ 
112 S. Ct. lO39, lO43 (1992); Commis
sioner v. Idaho Power Co., 418 U.S. 1, 
16 (1974). Moreover, as the Supreme 
Court has specifically recognized, the 
"decisive distinctions [between capital 
and ordinary expenditures] are those of 
degree and not of kind," and a careful 
examination of the particular facts of 
each case is required. Welch v. Helver
ing, 290 U.S. at 114; Deputy v. du 
Pont, 308 U.S. at 496. In determining 
whether current deduction or capitaliza
tion is the appropriate tax treatment for 
any particular expenditure, it is impor
tant to consider the extent to which the 
expenditure will produce significant 
future benefits. See INDOPCO, Inc. v. 
Commissioner, 112 S. Ct. at lO44-45. 

The groundwater treatment facilities 
constructed by X have a useful life 
substantially beyond the taxable year in 
which they are constructed and, thus, 
the costs of their construction are 
capital expenditures under §§ 263(a) 
and l.263(a)-2(a). Moreover, because 
the construction of these facilities 
constitutes production within the mean
ing of § 263A(g)(1), X is required to 
capitalize under § 263A the direct costs 
and a proper share of allocable indirect 
costs of constructing these facilities. 
The costs of the groundwater treatment 
facilities are recoverable under applica
ble law (e.g., § 168). 

Under these facts, X's soil remedia
tion expenditures and ongoing ground
water treatment expenditures (i.e., the 
groundwater treatment expenditures 
other than the expenditures to construct 
the groundwater treatment facilities) do 
not produce permanent improvements 
to X's land within the scope of § 263-
(a)(1) or otherwise provide significant 
future benefits. Under the facts of this 
ruling, the appropriate test for deter
mining whether the expenditures in
crease the value of property is to 
compare the status of the asset after the 
expenditure with the status of that asset 
before the condition arose that necessi
tated the expenditure (i.e., before the 
land was contaminated by X's haz
ardous waste). See Plainfield-Union 
Water Co. v. Commissioner, 39 T.e. 
333, 338 (1962), nonacq. on other 
grounds, 1964-2 C.B. 8. X's soil 
remediation and ongoing groundwater 
treatment expenditures do not result in 
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improvements that increase the value of 
X's property because X has merely 
restored its soil and groundwater to 
their approximate condition before they 
were contaminated by X's manufactur
ing operations. 

No other aspect of § 263 requires 
capitalization of X's ongoing soil re
mediation or ongoing groundwater 
treatment expenditures. These expendi
tures do not prolong the useful life of 
the land, nor do they adapt the land to 
a new or different use. Moreover, since 
the land is not subject to an allowance 
for depreciation, amortization, or deple
tion, the amounts expended to restore 
the land to its original condition are not 
subject to capitalization under § 263(a)
(2). Accordingly, the expenses incurred 
by X for the soil remediation and 
ongoing groundwater treatment do not 
constitute capital expenditures under 
§ 263. 

The soil remediation and ongoing 
groundwater treatment expenditures in
curred by X represent ordinary and 
necessary business expenses within the 
scope of § 162. They are appropriate 
and helpful in carrying on X's business 
and are commonly and frequently re
quired in X's type of business. There
fore, the costs incurred by X to 
evaluate and remediate its soil and 
groundwater contamination (other than 
the costs of constructing the groundwa
ter treatment facilities) constitute ordi
nary and necessary business expenses 
that are deductible under § 162. 

HOLDING 

Under the circumstances described 
above, costs incurred (within the mean
ing of the economic performance rules 
of § 461(h» to clean up land and to 
treat groundwater that a taxpayer con
taminated with hazardous waste from 
its business (other than the costs 
attributable to the construction of 
groundwater treatment facilities) are 
deductible by the taxpayer as ordinary 
and necessary business expenses under 
§ 162. Costs properly allocable to 
constructing the groundwater treatment 
facilities, as determined under § 263A 
and the regulations thereunder, are 
capital expenditures under § 263. These 
results are applicable whether the tax
payer plans to continue its manufactur
ing operations that discharge the haz
ardous waste or to discontinue those 
manufacturing operations and hold the 
land in an idle state. 

EFFECT ON OTHER REVENUE 
RULINGS 

Revenue Ruling 88-57, 1988-2 e.B. 
36, is modified to the extent it implies 
that the value test applied by the Tax 
Court in Plainfield-Union Water Co. v. 
Commissioner cannot be an appropriate 
test in any case other than one in which 
there is sudden and unanticipated 
damage to an asset. 

26 CFR 1.162-4: Repairs. 
(Also Section 263; 1.263(a)-1.) 

Incidental repairs as business ex
penses. The Supreme Court's decision 
in Indopco, Inc. v. Commissioner, -
U.S. -, 112 S.Ct. lO39 (1992), does 
not affect the treatment of incidental 
repair costs as business expenses which 
are generally deductible under § 162 of 
the Code. 

Rev. Rul. 94-12 

ISSUE 

Does the Supreme Court's decision 
in Indopco, Inc. v. Commissioner, -
U.S. -, 112 S.Ct. lO39 (1992), affect 
the treatment of incidental repair costs 
as business expenses which are gener
ally deductible under § 162 of the 
Internal Revenue Code? 

LA W AND ANALYSIS 

Section 162 of the Code allows a de
duction for all the ordinary and neces
sary expenses paid or incurred during 
the taxable year in carrying on any 
trade or business. 

Section 1.162-1(a) of the Income 
Tax Regulations expressly provides that 
costs for "incidental repairs" are 
among the items included in deductible 
business expenses under § 162 of the 
Code. Section l.162-4 allows a deduc
tion for the cost of incidental repairs 
that keep property in ordinarily effi
cient operating condition and neither 
materially add to the value of the 
property nor appreciably prolong its 
life, provided the cost of acquisition or 
production or the gain or loss basis of 
the taxpayer's plant, equipment, or 
other property, as the case may be, is 
not increased by the amount of such 
expenditures. However, that section 
also provides that the cost of repairs in 
the nature of replacements that arrest 



deterioration and appreciably prolong 
the life of the property must be 
capitalized and depreciated in accord
ance with § 167. 

Section 263(a) of the Code and 
§ 1.263(a)-1 (a) of the regulations 
provide that no deduction is allowed 
for any amount paid out for new 
buildings or for permanent improve
ments or betterments made to increase 
the value of any property or for any 
amount expended in restoring property 
or in making good the exhaustion 
thereof for which an allowance has 
been made in the form of a deduction 
for depreciation, amortization, or 
depletion. 

Section 1.263(a)-1(b) of the regula
tions provides that capitalizable costs 
include amounts that (1) add to the 
value or substantially prolong the use
ful life of property, or (2) adapt 
property to a new or different use. 
However, that section also provides 
that amounts paid or incurred for 
incidental repairs and maintenance of 
property are not capital expenditures 
within the meaning of § 1.263(a)-1(a). 

In Indopco, Inc. v. Commissioner, -
U.S. -, 112 S.Ct. 1039 (1992), the 
Supreme Court concluded that certain 
legal and professional fees incurred by 
a target corporation to facilitate a 
friendly merger created significant 
long-term benefits for the taxpayer, 
and, therefore, were capital expendi
tures. In reaching this decision, the 
Court specifically rejected the argument 
that its decision in Commissioner v. 
Lincoln Savings and Loan Association, 
403 U.S. 345 (1971), should be read as 
holding "that only expenditures that 
create or enhance separate and distinct 
assets are to be capitalized under 
§ 263." Indopco at 1044. (Emphasis in 
original.) 

The Indopco decision clarifies that 
the creation or enhancement of a 
separate and distinct asset is not a 
prerequisite to capitalization. That clar
ification does not, however, change the 
fundamental legal principles for deter
mining whether a particular expenditure 
can be deducted or must be capitalized. 
With respect to expenditures that pro
duce benefits both in the current year 
and in future years, the determination 
of whether such expenditures must be 
capitalized requires a careful examina
tion of all the facts. See § 263(a). 

Thus, for example, the Indopco 
decision does not affect the treatment 
of the cost of incidental repairs under 

§ 162 of the Code. Amounts paid or 
incurred for incidental repairs are gen
erally deductible as business expenses 
under that section even though they 
may have some future benefit. Indopco 
at 1044. See e.g., Rev. Rul. 69-119, 
1969-1 C.B. 141, and Rev. Rul. 54-
578, 1954-2 C.B. 84, which hold that 
amounts expended to repair railroad 
freight cars are deductible incidental 
repairs if they neither materially in
crease the value nor appreciably pro
long the useful life of the cars, but are 
made to keep the cars in an ordinarily 
efficient operating condition. But see 
Rev. Rul. 88-57, 1988-2 C.B. 36 
(requiring capitalization of amounts 
expended under a general plan to 
rehabilitate railroad freight cars where 
their value was materially increased 
and their useful life was appreciably 
prolonged, even though a portion of 
those amounts expended, standing 
alone rather than as part of a general 
plan of rehabilitation, would have been 
deductible incidental repairs). 

HOLDING 

The Indopco decision does not affect 
the treatment of incidental repair costs 
as business expenses which are gener
ally deductible under § 162 of the 
Code. 

26 CFR 1.162-20T: Expenditures attributable 
to lobbying, political campaigns, attempts to 
influence legislation, etc. and certain 
advertising (temporary). 

T.D. 8511 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Lobbying Expense Deductions-Dues 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations revising the rules 
governing the deductibility of dues or 
other similar amounts paid to certain 
tax-exempt organizations that partici
pate in political campaigns, or engage 
in lobbying or similar activities. 
Changes to the tax law were made by 
section 13222 of the Omnibus Budget 
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Reconciliation Act of 1993. 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 *** [lA-
60-93, page 802, this Bulletin], 

DATES: These regulations are effective 
December 27, 1993. 

For the date of applicability of these 
regulations, see § U62-20T(d), 

SUPPLEMENTARY INFORMATION: 

Background 

This document sets forth temporary 
amendments to the Income Tax Regula
tions (26 CFR part 1) under section 
162 of the Internal Revenue Code 
(Code) as amended by section 13222 of 
the Omnibus Budget Reconciliation Act 
of 1993 (OBRA 1993) (107 Stat. 477). 
These rules relate to the deductibility 
of dues or other similar amounts that 
are allocable to lobbying and political 
expenses paid or incurred by certain 
tax-exempt organizations after Decem
ber 31, 1993, 

Explanation of Provisions 

Section 13222 of OBRA 1993 
amended section 162(e) of the Code, 
relating to the denial of deductions for 
certain lobbying and political expendi
tures, and section 6033 of the Code, 
relating to returns by exempt organiza
tions. As amended, section 162( e) 
denies a deduction for certain lobbying 
and political expenditures described in 
section 162(e)(1). Section 162(e)(2) 
provides, however, that certain lobby
ing and political expenditures related to 
local legislation are not subject to 
section 162( e)(1). Section 162( e )(3) 
denies a deduction for dues (or other 
similar amounts) paid to certain tax
exempt organizations to the extent a 
person paying those dues is notified 
under section 6033(e)( l)(A)(ii) that the 
dues are allocable to expenditures to 
which section 162(e)(1) applies. Sec
tion 162(e)(3) does not, however, apply 
to dues paid to tax-exempt organiza
tions described in section 501(c)(3). 

The amendments under section 
13222 of OBRA 1993 apply to 
amounts paid or incurred after Decem
ber 31, 1993. 

The temporary regulations provide 
that, in accordance with section 
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162(e)(3), a taxpayer to whom an 
organization provides a notice de
scribed in section 6033( e)( l)(A)(ii) 
may not deduct that portion of the dues 
estimated in the notice to be allocable 
to nondeductible lobbying and political 
expenditures, whether or not the dues 
are paid on or before December 31, 
1993. 

If dues paid before January 1, 1994, 
are allocable to expenses paid or 
incurred by an organization before that 
date and, therefore, the taxpayer does 
not receive a notice under section 
6033(e), the deductibility of such dues 
will be subject to prior law; that is, 
those dues will be subject to § 1.162-
20(c)(3) of the regulations rather than 
§1.162-20T(d). 

Special Analyses 

It has been detennined 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(£) of the Internal Revenue Code, 
a copy of these temporary regulations 
will be submitted to the Chief Counsel 
for Advocacy of the Small Business 
Administration for comment on their 
impact on small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 1.162-20T is added 

to read as follows: 

§1.162-20T Expenditures attributable 
to lobbying. political campaigns. 
attempts to influence legislation. etc. 
and certain advertising (temporary). 

(a) through (c) [Reserved] 
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(d) Dues allocable to expenditures 
after 1993. No deduction is allowed 
under section 162(a) for the portion of 
dues or other similar amounts paid by 
the taxpayer to an organization exempt 
from tax (other than an organization 
described in section 50 I (c )(3» which 
the organization notifies the taxpayer 
under section 6033( e)( l)(A)(ii) is allo
cable to expenditures to which section 
162(e)(l) applies. The preceding sen
tence applies to dues or other similar 
amounts whether or not paid on or 
before December 31, 1993. Section 
1.162-20(c)(3) is superseded to the ex
tent inconsistent with this paragraph 
(d). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 2, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23, 1993. 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68294) 

Section 163.-lnterest 

26 CFR 1.163-1: Interest deduction in 
general. 

Does § 246(c)(4) of the Code apply to an 
instrument that affords the holder the rights of a 
creditor and is not stock for corporate law 
purposes but is stock for federal income tax 
purposes? See Rev. Rul. 94-28, page 86. 

26 CFR 1.163-7: Deduction for OlD on 
certain debt instruments. 

T.D. 8517 

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

Debt Instruments with Original Issue 
Discount; Imputed Interest on 
Deferred Payment Sales or 
Exchanges of Property 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the tax 

treatment of debt instruments with 
original issue discount and the imputa
tion of interest on deferred payments 
under certain contracts for the sale or 
exchange of property. The final regula
tions provide needed guidance to 
holders and issuers of debt instruments 
with original issue discount and to 
buyers and sellers of property. 

DATES: The removal of §§1.163-11T, 
1. 1275-3T, 1.1275-6T and 1.6050H-
2T is effective February 2, 1994. The 
remaining regulations are effective 
April 4, 1994. 

For dates of applicability of these 
regulations, see Effective Dates under 
Supplementary Infonnation. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this final regulation have 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 1545-1353. The 
estimated annual burden per respondent 
varies from .3 hours to .5 hours, 
depending on individual circumstances, 
with an estimated average of .4 hours. 

These estimates are an approximation 
of the average time expected to be 
necessary for a collection of infonna
tion. They are based on such infonna
tion as is available to the IRS. Individ
ual respondents 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 sent 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, PC:FP, 
Washington, D.C. 20224, and to the 
Office of Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Infonnation 
and Regulatory Affairs, Washington, 
D.C. 20503. 

Background 

On December 22, 1992, the IRS pub
lished a notice of proposed rulemaking 
in the Federal Register (57 FR 60750 
[FI-189-84, 1993-1 C.B. 734]) relating 
to original issue discount (OlD) under 
section 163 (e) and sections 1271 



through 1275 of the Internal Revenue 
Code (Code). The notice also contained 
proposed amendments to the regula
tions under sections 446 (relating to the 
accrual of interest), 483 (relating to 
unstated interest), 1001 (relating to 
amount realized), and 1012 (relating to 
basis). The notice withdrew most of the 
proposed regulations that were pre
viously published in the Federal Regis
ter on April 8, 1986 (51 FR 12022 
[LR-189-84, 1986-1 C.B. 820]), as 
amended on May 7, 1991 (56 FR 
21112 [FI-189-84, 1991-1 C.B. 838]), 
and July 12, 1991 (56 FR 31887 [FI-
189-84, 1991-2 C.B. 923]). 

On February 16, 1993, the IRS held 
a public hearing on the proposed 
regulations. In addition, the IRS re
ceived a number of written comments 
on the proposed regulations. The pro
posed regulations, with certain changes 
to respond to comments, are adopted as 
final regulations; to permit further 
comment, §1.446-2(e)(3) remains out
standing in proposed form. The 
changes, as well as several comments 
and suggestions that were not adopted 
in the final regulations, are discussed 
below. 

Explanation of Provisions 

Section 1.163-7 Deduction for OlD 
on certain debt instruments. 

The final regulations retain the rule 
of the proposed regulations that allows 
the issuer of a debt instrument to 
deduct de minimis OlD using a straight 
line method. As requested by a com
mentator, the final regulations also 
allow the issuer the choice of deducting 
de minimis OlD at maturity or in pro
portion to stated interest payments. 

Because the proposed regulations 
permit flexible accrual periods, a com
mentator requested guidance on what 
accrual period controls to determine 
whether a debt instrument is an appli
cable high yield debt obligation under 
section 163(i). The final regulations 
provide that the issuer's choice of 
accrual periods governs for purposes of 
section 163(i). 

A commentator requested that an im
mediate deduction be allowed for a re
purchase premium in a debt-for-debt 
exchange even if the issue price of the 
debt instrument received in the ex
change is determined under section 
1274. The IRS and Treasury, however, 
believe that taxpayers could inap-

propriately accelerate deductions in 
these situations because of the flex
ibility inherent in section 127 4 for 
determining the issue price of a debt 
instrument. Thus, the final regulations 
retain the rule in the proposed 
regulations. 

Section 1.446-2 Method of 
accounting for interest. 

The proposed regulations provide a 
special payment allocation rule for 
certain small transactions. Because of 
the rule's limited scope and uncertainty 
regarding its application, the IRS and 
Treasury believe that the rule should 
not be finalized. However, to allow 
further comment on the need for this 
rule, § 1.446-2( e )(3) is reserved in the 
final regulations and remains in pro
posed form. 

Section 1.483-1 through 1.483-3 
Unstated interest. 

The proposed regulations provide 
that stated or unstated interest under a 
contract subject to section 483 is taken 
into account under a taxpayer's regular 
method of accounting. One commenta
tor suggested that an accrual method 
taxpayer should account for unstated 
interest in the year a payment is due, 
which was the rule in previous final 
regulations under section 483. The IRS 
and Treasury, however, believe that it 
is appropriate to treat stated and 
unstated interest consistently. Thus, the 
final regulations retain the rule in the 
proposed regulations. 

Sections 1.JO01-1(g) and 1.J012-1(g) 
Amount realized and basis. 

If a debt instrument is issued in 
exchange for property, the proposed 
regulations provide that the issue price 
of the debt instrument is used to 
determine the seller's amount realized 
and the buyer's basis. The final regula
tions adopt the rules of the proposed 
regulations, but clarify the treatment of 
a debt instrument with an issue price 
determined under section 1273(b)(4) 

Section 1.1271-1 Special rules 
applicable to amounts received on 
retirement, sale, or exchange of debt 
instruments. 

As requested by a commentator, the 
final regulations provide that the inten-
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tion to call rules do not apply to debt 
instruments sold pursuant to a private 
placement memorandum that is dis
tributed to more than ten offerees and 
that is subject to certain sanctions of 
the Securities Act of 1933 or the 
Securities Exchange Act of 1934. 

Section 1.1272-1 Current inclusion of 
OlD in income. 

The proposed regulations provide 
that accrual periods may be of any 
length and may vary in length over the 
term of the debt instrument, provided 
that each accrual period is not longer 
than one year and that all payments are 
made at the end of an accrual period. 
In response to one comment, the final 
regulations provide that payments also 
may be made on the first day of an 
accrual period. 

The rule permitting accrual periods 
to vary in length was provided in 
response to commentators who crit
icized the prior proposed regulations as 
too mechanical and inflexible. While 
commentators commended the flexi
bility of the rule, they noted that the 
rule raised several technical issues: (1) 
the accrual periods used to determine 
whether an instrument is an applicable 
high yield debt obligation under section 
163(i); (2) the accrual periods used by 
a subsequent holder to determine ad
justed issue price for purposes of OlD 
accruals, market discount, and acquisi
tion premium; and (3) the accrual 
periods used for Form 1099 reporting. 
As noted above, § 1.163-7 of the final 
regulations provides that the issuer's 
determination of accrual periods con
trols for purposes of determining 
whether a debt instrument is an appli
cable high yield debt obligation. In 
addition, §1.1275-1(b)(2) of the final 
regulations provides that a subsequent 
holder determines adjusted issue price 
for purposes of OlD accruals, market 
discount, and acquisition premium in 
any manner consistent with these final 
regulations. Rules on Form 1099 re
porting will be addressed in a separate 
project. Until guidance regarding Form 
1099 reporting is issued, however, an 
issuer should use the same accrual 
periods for Form 1099 purposes as it 
uses for computing OlD deductions. 

The proposed regulations provide 
rules to determine the yield and matu
rity of a debt instrument with a stated 
contingency that could result in the 
acceleration or deferral of payments if 
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the timing and amounts payable upon 
occurrence of the contingency are 
fixed. The contingency is ignored un
less based on all the facts and 
circ~mstances, the contingency is more 
likely than not to occur. The fi~al 
regulations clarify that this. rule. apphes 
when the contingency, If tnggered, 
would result in an alternative payment 
schedule as long as the timing and 
amounts of the payments comprising 
the alternative payment schedule are 
known as of the issue date. The final 
regulations also clarify that t~ese r~les 
apply if the debt instrument IS subJe~t 
to multiple contingencies that result I.n 
alternative payment schedules. The fI
nal regulations retain the rule in the 
proposed regulations for determining 
the yield and the maturity of a debt 
instrument in the case of a put or call 
option. 

The final regulations modify the 
proposed rules regarding subsequent 
adjustments that are required when a 
contingency occurs (or does not occur) 
contrary to the assumption initially 
made. This modification treats both the 
acceleration and deferral of payments 
as a deemed reissuance for purposes of 
OlD accruals. In addition, the subse
quent adjustment rules are coordinated 
with the new pro rata prepayment rule 
described below in connection with the 
description of § 1.1275-2. 

Finally, in response to a comment, 
an example describing the con
sequences of a pay-in-kind debt instru
ment issued at par has been included in 
the final regulations. 

Section 1.1272-2 Treatment of debt 
instruments purchased at a premium. 

The final regulations retain the rules 
in the proposed regulations for debt 
instruments purchased at a premium. 
Thus, the holder's basis in a debt 
instrument that is acquired in exchange 
for property and that otherwise would 
take a substituted basis generally will 
not exceed the fair market value of the 
property immediately after the ex
change. This rule corresponds to a 
similar rule in section 171 (b)( 4) of the 
Code. The final regulations clarify the 
application of the rule to a situation in 
which a debt instrument is received in 
a distribution from a partnership. 

Section 1.1272-3 Election by a 
holder to treat all interest on a debt 
instrument as OlD. 

The proposed regulations permit ac-
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crual method holders to treat all 
interest on a debt instrument as 010. In 
response to comments, the final regula
tions extend this election to holders 
that use the cash receipts and disburse
ments method of accounting. 

Section 1.1273-1 Definition of OlD. 

The final regulations retain the defi
nition of qualified stated interest, but 
clarify that a conversion featu~e. is 
ignored for purposes of. determmm.g 
whether stated interest IS uncondI
tionally payable. In response to. a 
comment, the final regulations proVIde 
that if a debt instrument has payment 
intervals that are equal in length 
throughout the term of the instrument, 
except for the first or final p~yment 
interval (or both intervals), the mterest 
payment for that interval (or i?tervals) 
is considered to be made at a fIxed rate 
if the value of the rate on which the 
payment is based is adjusted in any 
reasonable manner to take into account 
the length of the interval. The final 
regulations also clarify the determina
tion of qualified stated interest for a 
debt instrument that provides for an 
alternative payment schedule (or sched
ules) upon the occurrence of one or 
more contingencies. In the case of 
these debt instruments, each alternative 
payment schedule (including the stated 
payment schedule) is treated as if it 
were the debt instrument's sole pay
ment schedule. Based on this analysis, 
the debt instrument provides for 
qualified stated interest to the extent of 
the lowest fixed rate at which qualified 
stated interest would be payable under 
any payment schedule. 

The final regulations also provide 
rules for a subsequent holder's treat
ment of a debt instrument issued with 
de minimis OlD. Under these rules, if a 
subsequent holder purchases the debt 
instrument at a premium, the subse
quent holder does not include any de 
minimis OlD in income. Because the 
debt instrument is treated as having 
zero OlD under section 1273(a)(3), if a 
subsequent holder purchases the debt 
instrument at a discount, the subse
quent holder reports the discount under 
the market discount rules of sections 
1276 through 1278 of the Code, rather 
than under the rules for de minimis 
OlD. 

Finally, the final regulations r~tain 
the rule of the proposed regulatIOnS 
that de minimis OlD is includible in the 

income of the holder as principal 
payments are made. Commentators o~
jected to the fact that this rule IS 
written as applying on a loan-by-Ioan 
basis because it could preclude a 
financial institution from using the loan 
liquidation method. Alth.ough the rule 
is stated in terms of a smgle loan, the 
IRS and Treasury recognize th~t it. ma.y 
be appropriate to permit fin~n~la! mstI
tutions to account for de mmlmls 010 
on an aggregate basis. Th~. IRS . is 
reviewing its published pOSItion WIth 
respect to the loan liquidation ~ethod 
and plans to issue updated gUIdance 
that permits financial institutions ~o use 
some form of aggregate accountmg. 

Section 1.1273-2 Determination of 
issue price and issue date. 

If an issue of debt instruments sold 
for money is publicly offered, the 
proposed regulations provide that the 
issue price of each debt instrument in 
the issue is the first price at which a 
substantial amount of the debt instru
ments in the issue is sold to the public. 
However, if the issue is not publicly 
offered, the issue price of each debt 
instrument in the issue is the price paid 
by the first buyer of a debt instrument 
that is part of the issue. Commentators 
suggested that the issue price rules 
should be the same for publicly offered 
and non-pUblicly offered issues. In 
addition, commentators suggested that 
all debt instruments in an issue should 
be fungible with other debt instruments 
in the issue. 

In response to these comments, the 
definition of issue price has been 
modified. Under the final regulations, if 
a substantial amount of debt instru
ments in an issue is sold for money, 
the issue price of each instrument in 
the issue is the first price at which a 
substantial amount is sold for money. If 
an issue is not subject to this rule, but 
a substantial amount of the instruments 
in the issue is publicly traded, the issue 
price of each instrument in the issue is 
the fair market value of the instrument 
as of the issue date. If an issue is not 
subject to either of these rules, but a 
substantial amount of instruments in 
the issue is issued in exchange for 
publicly traded prop~rty, the issue price 
of each instrument m the issue is the 
fair market value of the property as of 
the issue date. Finally, if an issue of 
debt instruments is not described in any 
of the above rules, the issue price of 
each debt instrument in the issue is 



determined as if the instrument were a 
separate issue. 

The proposed regulations define pub
licly traded property generally to in
clude exchange listed property, prop
erty traded on a board of trade or an 
interbank market, property appearing 
on a quotation medium, and debt in
struments for which price quotations 
are readily available. In response to a 
comment, the final regulations clarify 
that, for purposes of determining 
whether an instrument is publicly 
traded, a quotation medium is limited 
to a medium that provides a reasonable 
basis to determine fair market value. 
One commentator suggested that the 
rule regarding readily available price 
quotations should be eliminated. The 
IRS and Treasury, however, believe 
that one principal way in which debt 
instruments are traded is through bro
kers and dealers from whom price 
quotations are readily available, that 
this market is liquid, and that instru
ments so traded are susceptible to 
ready valuation. In such a case, it is 
consistent with the purposes of the 
rules applicable to publicly traded 
property that the instruments be consid
ered publicly traded. 

The final regulations clarify the 
determination of issue price for a debt 
instrument that is part of an investment 
unit. In general, the issue price of an 
investment unit is determined as if the 
investment unit were a debt instrument. 
The issue price of the investment unit 
is then allocated between the debt 
instrument and the property right that 
comprise the investment unit based on 
their relative fair market values. If, 
however, the issue price of the invest
ment unit is not determined under the 
rules of paragraph (a)(l), (b)(l), or 
(c)(l) of §1.l273-2 (e.g., because the 
investment unit is not issued for money 
or publicly traded property), the issue 
price of the debt instrument included in 
the investment unit is detennined under 
section l273(b)(4) or 1274, whichever 
is applicable. 

To coordinate the definition of issue 
date with the revised definition of issue 
price discussed above, the definition of 
issue date has been moved from 
§1.1275-1 of the proposed regulations 
to § 1.1273-2 of the final regulations. 

Sections 1.1274-1 through 1.1274-5 
Determination of issue price in the 
case of certain debt instruments 
issued for property. 

The final regulations modify the rule 

to determine the test rate for purposes 
of sections 483 and 1274. Under the 
modified rule, the test rate is generally 
the lowest of the applicable Federal 
rates (based on the appropriate com
pounding period) in effect during either 
(i) the 3-month period ending with the 
first month in which there is a binding 
written contract that substantially sets 
forth the terms under which the sale or 
exchange is ultimately consummated, 
or (ii) the 3-month period ending with 
the month in which the sale or ex
change occurs. 

The proposed regulations generally 
provide that the imputed principal 
amount of a contingent payment debt 
instrument is the sum of the present 
values of the noncontingent payments 
and the fair market value of the 
contingent payments. Several comments 
and questions were received on this 
rule, including the comment that the 
rule should be reserved pending the 
resolution of the contingent payment 
rules in regulations under section 127 5. 
To allow further study of this issue and 
coordination with the contingent pay
ment regulations under section 1275, 
the final regulations do not adopt the 
rule in the proposed regulations. Thus, 
for example, consistent with existing 
authorities, the value of contingent 
payments is not taken into account for 
purposes of determining the basis of 
property under section 10 12. With the 
publication of the final regulations in 
the Federal Register, § 1.1 274-2( e) of 
the proposed regulations no longer 
remains as a proposed regulation. Pend
ing resolution of the issue and publica
tion of new proposed regulations, para
graphs (c) and (d) of §1.l275-4 of the 
proposed regulations, as proposed in 
1986, remain authority under section 
6662 of the Code for a nonpublicly 
traded debt instrument issued in ex
change for nonpublicly traded property. 

Section 1.1274A-1 Special rules for 
certain transactions where stated 
principal amount does not exceed 
$2,800,000. 

No comments were received on these 
regulations and no material changes 
were made to this section. 

Section 1.1275-1 Definitions. 

In response to a comment, the 
definition of issue has been expanded. 
As a result, debt instruments issued in 
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different markets or for different con
sideration can be part of the same 
issue. 

Section 1.1275-2 Special rules 
relating to debt instruments. 

The proposed regulations provide 
that all payments (other than qualified 
stated interest payments) consist first of 
accrued but unpaid OlD, then of 
principal. Several commentators sug
gested that unscheduled prepayments 
should be treated as partial retirements 
of the debt instrument. In response to 
these comments, the final regulations 
add new rules for the treatment of pro 
rata prepayments. In general, a pro rata 
prepayment is an unscheduled payment 
made on a debt instrument prior to 
maturity that results in a substantially 
pro rata reduction of each payment of 
principal and interest remaining on the 
instrument. If a prepayment on a debt 
instrument is a pro rata prepayment, the 
prepayment is treated as a payment in 
retirement of a portion of the instru
ment, which may result in gain or loss 
to the holder. The gain or loss is 
calculated by assuming that the debt 
instrument consists of two instruments, 
one that is retired and one that remains 
outstanding, and by allocating the 
adjusted issue price, the holder's ad
justed basis, and the accrued but unpaid 
qualified stated interest between the 
two instruments based on the portion of 
the instrument that is treated as retired 
by the pro rata prepayment. In the case 
of a pro rata prepayment, the issuer 
may realize discharge of indebtedness 
income (as determined under §1.61-12) 
or repurchase premium (as determined 
under § 1.163-7). 

Partial retirement treatment IS 

restricted to pro rata prepayments be
cause the IRS and Treasury believe that 
this type of prepayment is common. 
The extension of the rule to non-pro 
rata prepayments would add undue 
complexity to the regulations. In addi
tion, extension of the rule to non-pro 
rata prepayments may cause inappropri
ate recognition of gain or loss if, in 
addition to a prepayment, the interest 
rate or the payment schedule is altered. 
Furthermore, as noted by one commen
tator, a rule for non-pro rata prepay
ments may not be necessary because an 
unscheduled prepayment may, depend
ing on the circumstances, result in a 
deemed exchange under section 1001. 

The proposed regulations contain a 
number of rules that generally require a 
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holder to follow the issuer's treatment 
of an item, such as whether a debt in
strument is issued in a potentially 
abusive situation. In response to com
ments, the final regulations provide that 
the issuer must make information relat
ing to its treatment of the item avail
able to the holder in a reasonable 
manner. 

Section 1.1275-2T, which is pub
lished elsewhere in *** [T.D. 8518, 
page 217, this Bulletin], provides for 
an anti-abuse rule. Under the rule, the 
Commissioner of Internal Revenue, in 
certain circumstances, can apply or 
depart from the final regulations in a 
manner that ensures a reasonable result 
in light of the purposes of the statutes 
governing OlD. 

Section 1.1275-3 OlD information 
reporting requirements. 

The legending requirements in the 
final regulations for debt instruments 
with 010 are generally the same as the 
requirements In the proposed 
regulations. 

Section 1.1275-5 Variable rate debt 
instruments. 

In response to comments that the 
definition of a variable rate debt 
instrument contained in the proposed 
regulations is overly restrictive, the 
final regulations liberalize the rules in 
several respects. First, the regulations 
allow the issue price of a variable rate 
debt instrument to exceed the total 
noncontingent principal payments on 
the instrument, provided that the excess 
is not greater than a specified amount. 
Second, the regulations allow a vari
able rate debt instrument to provide for 
stated interest at more than two 
qualified floating rates, at a single 
fixed rate and one or more qualified 
floating rates, and at a single fixed rate 
and an objective rate that is a qualified 
inverse floating rate. Third, the regula
tions provide that interest that is stated 
at an initial fixed rate for a period of 
not more than one year, followed by a 
qualified floating rate or an objective 
rate, is treated as stated at a single 
qualified floating rate or an objective 
rate in certain circumstances. This rule 
applies, for example, if interest for the 
initial accrual period is set a short time 
prior to the issue date at a fixed rate 
chosen to approximate the expected 
value of the qualified floating rate or 
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objective rate on the issue date. Fourth, 
the regulations allow certain multiples 
of a qualified floating rate to be treated 
as qualified floating rates. Fifth, the 
regulations expand the definition of an 
objective rate to include a rate based 
on the yield of actively traded property, 
a rate that would be a qualified floating 
rate if the debt instrument were de
nominated in a foreign currency, and 
any combination of objective rates. In 
addition, the final regulations provide 
that other rates may be treated as 
objective rates if designated by revenue 
ruling or revenue procedure. 

In response to a comment, the defi
nition of an objective rate has been 
narrowed in two respects. While the 
proposed regulations permit a rate 
based on the price of actively traded 
personal property, the final regulations 
permit only a rate based on the change 
in the price of actively traded personal 
property to be an objective rate. In 
addition, the final regulations provide a 
more general rule relating to the front
loading or backloading of interest such 
that a variable rate is not an objective 
rate if it results in significant frontload
ing or backloading of interest. 

The rules in the proposed regulations 
relating to permissible objective rates 
on tax-exempt debt instruments have 
been changed in the final regulations. 
Under the revised rules, a variable rate 
on a tax-exempt debt instrument is an 
objective rate only if it is a qualified 
inverse floating rate. In general, an 
objective rate is a qualified inverse 
floating rate if the rate is equal to a 
fixed rate minus a qualified floating 
rate and the rate varies in a manner 
that inversely reflects contemporaneous 
variations in the cost of newly bor
rowed funds. 

The rules in the proposed regulations 
for determining the accrual of 010 and 
the amount of qualified stated interest 
on a variable rate debt instrument have 
been revised and simplified in the final 
regulations. Under the revised rules, a 
debt instrument providing for qualified 
floating rates is converted to an 
equivalent fixed rate debt instrument by 
assuming that each qualified floating 
rate will remain at its value as of the 
issue date. A debt instrument providing 
for an objective rate is converted to an 
equivalent fixed rate debt instrument by 
assuming that the objective rate will 
equal a fixed rate that reflects the yield 
that is reasonably expected for the 
instrument. The rules applicable to 

fixed rate debt instruments are then 
applied to determine the 010 accruals 
and the qualified stated interest pay
ments on the equivalent fixed rate debt 
instrument. Appropriate adjustments to 
these amounts are made in each accrual 
period if the interest actually accrued 
or paid during the accrual period is 
greater than or less than the interest 
assumed to be accrued or paid under 
the equivalent fixed rate debt 
instrument. 

In response to a comment, the final 
regulations provide a special rule for 
certain variable rate debt instruments 
(such as auction rate or adjustable rate 
debt instruments) that provide for a 
fixed rate of interest for an initial 
period, followed by a period during 
which the interest is reset to a rate that 
will enable the instrument to trade at a 
fixed amount when the reset becomes 
effective. Under this special rule, the 
debt instrument is treated as maturing 
on the date the reset rate becomes 
effective and reissued on that date for 
the fixed amount. As a result of this 
rule, for example, if a debt instrument 
is issued at a discount (i.e., the issue 
price of the debt instrument is less than 
its par value) and is reset to par after 
an initial period, the discount on the 
instrument will be accrued entirely in 
the initial period rather than over the 
full term of the instrument. 

Effective Dates. 

These regulations apply to debt in
struments issued on or after April 4, 
1994, and to lending transactions, sales, 
and exchanges that occur on or after 
April 24, 1994. However, §1.l272-3 
applies to debt instruments acquired on 
or after April 4, 1994, and §1.l275-
2(d)(2) applies to qualified reopenings 
that occur on or after March 25, 1992. 

Reliance on Final Regulations. 

Except for § 1.1272-3, taxpayers may 
rely on the final regulations for debt 
instruments issued after December 21, 
1992, and for lending transactions, 
sales, and exchanges that occur after 
December 21, 1992. 

Authority under Section 6662. 

Although the final regulations dis
pose of the underlying proposed regula
tions (other than §1.446-2(e)(3», the 
IRS will allow taxpayers to treat the 



proposed regulations as authority under 
section 6662 of the Code for debt 
instruments issued after December 21, 
1992, and prior to April 4, 1994, and 
for lending transactions, sales, and 
exchanges that occurred after Decem
ber 21, 1992, and prior to April 4, 
1994. The IRS also will allow tax
payers to treat the OlD regulations that 
were proposed in 1986 and 1991 as 
authority under section 6662 for debt 
instruments issued prior to December 
22, 1992, and for lending transactions, 
sales, and exchanges that occurred 
prior to December 22, 1992. 

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 SS3(b) of the 
Administrative Procedure Act (S U.S.C. 
chapter S) and the Regulatory Flex
ibility Act (S 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 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 parts 1 and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
entry for "Section 1.127S-3" and 
adding the following citations in nu
merical order to read as follows: 

Authority: 26 U.S.c. 780S *** 
§§ 1.483-1 through 1.483-3 also 

issued under 26 U.S.c. 483(f). *** 
§§1.l271-1 through 1.1274-S also 

issued under 26 U.S.c. 127S(d). 

§1.l274A-l also issued under 26 
U.S.c. 1274A(e) and 26 U.S.C. 
127S(d). 

§§1.l27S-1 through 1.127S-S also 
issued under 26 U.S.c. 127S(d). *** 

Par. 2. Section 1.163-7 is added to 
read as follows: 

§1.163-7 Deduction for OlD on 
certain debt instruments. 

(a) General rule. Except as other
wise provided in paragraph (b) of this 
section, an issuer (including a trans
feree) determines the amount of OlD 
that is deductible each year under 
section 163 (e)(1) by using the constant 
yield method described in § 1.1272-
1 (b). This determination, however, is 
made without regard to section 1272-
(a)(7) (relating to acquisition premium) 
and §1.1273-1(d) (relating to de min
imis OlD). An issuer is permitted a 
deduction under section 163( e)(1) only 
to the extent the issuer is primarily 
liable on the debt instrument. For 
certain limitations on the deductibility 
of OlD, see sections 163(e) and 127S
(b )(2). 

(b) Special rules for de minimis 
OlD-( 1) Stated interest. If a debt 
instrument has a de minimis amount of 
OlD (within the meaning of § 1.1273-
l(d», the issuer treats all stated interest 
on the debt instrument as qualified 
stated interest. See §§ 1.446-2(b) and 
1.461-1 for the treatment of qualified 
stated interest. 

(2) Deduction of de minimis OlD on 
other than a constant yield basis. In 
lieu of deducting de minimis OlD under 
the general rule of paragraph (a) of this 
section, an issuer of a debt instrument 
with a de minimis amount of OlD 
(other than a de minimis amount treated 
as qualified stated interest under para
graph (b)( 1) of this section) may 
choose to deduct the OlD at maturity, 
on a straight-line basis over the term of 
the debt instrument, or in proportion to 
stated interest payments. The issuer 
makes this choice by reporting the de 
minimis OlD in a manner consistent 
with the method chosen on the issuer's 
timely filed Federal income tax return 
for the taxable year in which the debt 
instrument is issued. 

(c) Deduction upon repurchase. Ex
cept to the extent disallowed by any 
other section of the Internal Revenue 
Code (e.g., section 249) or this para
graph (c), if a debt instrument is 
repurchased by the issuer for a price in 
excess of its adjusted issue price (as 
defined in § 1.1275-1 (b», the excess 
(repurchase premium) is deductible as 
interest for the taxable year in which 
the repurchase occurs. If the issuer 
repurchases a debt instrument in a 
debt-for-debt exchange, the repurchase 
price is the issue price of the newly 
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issued debt instrument (reduced by any 
unstated interest within the meaning of 
section 483). However, if the issue 
price of the newly issued debt instru
ment is determined under either section 
1273(b)(4) or section 1274, any re
purchase premium is not deductible in 
the year of the repurchase, but is 
amortized over the term of the newly 
issued debt instrument in the same 
manner as if it were OlD. 

(d) Choice of accrual periods to 
determine whether a debt instrument is 
an applicable high yield discount obli
gation (AHYDO). Section 163(e)(S) 
affects an issuer's OlD deductions for 
certain high yield debt instruments that 
have significant OlD. For purposes of 
section 163(i)(2), which defines signifi
cant OlD, the issuer's choice of accrual 
periods to determine OlD accruals is 
used to determine whether a debt in
strument has significant OlD. See 
§1.127S-2(e) for rules relating to the 
issuer's obligation to disclose certain 
information to holders. 

(e) Effective date. This section ap
plies to debt instruments issued on or 
after April 4, 1994. Taxpayers, how
ever, may rely on this section for debt 
instruments issued after December 21, 
1992, and before April 4, 1994. 

§1.163-11T [Removed] 

Par. 3. Section 1.163-lIT is re
moved as of February 2, 1994. 

Par. 4. Section 1.446-2 is added to 
read as follows: 

§1.446-2 Method of accounting for 
interest. 

(a) Applicability-(1) In general. 
This section provides rules for deter
mining the amount of interest that 
accrues during an accrual period (other 
than interest described in paragraph 
(a)(2) of this section) and for determin
ing the portion of a payment that con
sists of accrued interest. For purposes 
of this section, interest includes origi
nal issue discount and amounts treated 
as interest (whether stated or unstated) 
in any lending or deferred payment 
transaction. Accrued interest deter
mined under this section is taken into 
account by a taxpayer under the tax
payer's regular method of accounting 
(e.g., an accrual method or the cash 
receipts and disbursements method). 
Application of an exception described 
in paragraph (a)(2) of this section to 
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one party to a transaction does not 
affect the application of this section to 
any other party to the transaction. 

(2) Exceptions-(i) Interest included 
or deducted under certain other provi
sions. This section does not apply to 
interest that is taken into account 
under-

(A) Sections 1272(a), 1275, and 
163( e) (income and deductions relating 
to original issue discount); 

(B) Section 467(a)(2) (certain pay
ments for the use of property or 
services); 

(C) Sections 1276 through 1278 
(market discount); 

(D) Sections 1281 through 1283 
(discount on certain short-term 
obligations); 

(E) Section 7872(a) (certain loans 
with below-market interest rates); or 

(F) Section 1.1272-3 (an election by 
a holder to treat all interest on a debt 
instrument as original issue discount). 

(ii) De minimis original issue dis
count. This section does not apply to 
de minimiS original issue discount 
(other than de minimis original issue 
discount treated as qualified stated 
interest) as determined under § 1.1273-
1 (d). See § 1.163-7 for the treatment of 
de minimis original issue discount by 
the issuer and §§1.l273-1(d) and 
1.1272-3 for the treatment of de 
minimis original issue discount by the 
holder. 

(b) Accrual of qualified stated inter
est. Qualified stated interest (as defined 
in §1.l273-1(c)) accrues ratably over 
the accrual period (or periods) to which 
it is attributable and accrues at the 
stated rate for the period (or periods). 

(c) Accrual of interest other than 
qualified stated interest. Subject to the 
modifications in paragraph (d) of this 
section, the amount of interest (other 
than qualified stated interest) that ac
crues for any accrual period is deter
mined under rules similar to those in 
the regulations under sections 1272 and 
1275 for the accrual of original issue 
discount. The preceding sentence ap
plies regardless of any contrary formula 
agreed to by the parties. 

(d) Modifications-(l) Issue price. 
The issue price of the loan or contract 
is equal to-

(i) In the case of a contract for the 
sale or exchange of property to which 
section 483 applies, the amount de
scribed in §1.483-2(a)(l)(i) or (ii), 
whichever is applicable; 
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(ii) In the case of a contract for the 
sale or exchange of property to which 
section 483 does not apply, the stated 
principal amount; or 

(iii) In any other case, the amount 
loaned. 

(2) Principal payments that are not 
deferred payments. In the case of a 
contract to which section 483 applies, 
principal payments that are not deferred 
payments are ignored for purposes of 
determining yield and adjusted issue 
price. 

(e) Allocation of interest to 
payments-( 1) In general. Except as 
provided in paragraphs (e)(2), (e)(3), 
and (e)(4) of this section, each payment 
under a loan (other than payments of 
additional interest or similar charges 
provided with respect to amounts that 
are not paid when due) is treated as a 
payment of interest to the extent of the 
accrued and unpaid interest determined 
under paragraphs (b) and (c) of this 
section as of the date the payment 
becomes due. 

(2) Special rule for points deductible 
under section 461(g)(2). If a payment 
of points is deductible by the borrower 
under section 461(g)(2), the payment is 
treated by the borrower as a payment 
of interest. 

(3) Allocation respected in certain 
small transactions. [Reserved] 

(4) Pro rata prepayments. Accrued 
but unpaid interest is allocated to a pro 
rata prepayment under rules similar to 
those for allocating accrued but unpaid 
original issue discount to a pro rata 
prepayment under § 1.1275-2(f). For 
purposes of the preceding sentence, a 
pro rata prepayment is a payment that 
is made prior to maturity that-

(i) Is not made pursuant to the 
contract's payment schedule; and 

(ii) Results in a substantially pro 
rata reduction of each payment remain
ing to be paid on the contract. 

(f) Aggregation rule. For purposes 
of this section, all contracts calling for 
deferred payments arising from the 
same transaction (or a series of related 
transactions) are treated as a single 
contract. This rule, however, generally 
only applies to contracts involving a 
single borrower and a single lender. 

(g) Debt instruments denominated in 
a currency other than the U.S. dollar. 
This section applies to a debt instru
ment that provides for all payments 
denominated In, or determined by 

reference to, the functional currency of 
the taxpayer or qualified business unit 
of the taxpayer (even if that currency is 
other than the U.S. dollar). See §1.988-
2(b) to determine interest income or 
expense for debt instruments that pro
vide for payments denominated in, or 
determined by reference to, a nonfunc
tional currency. 

(h) Example. The following example 
illustrates the rules of this section. 

Example. Allocation of unstated interest to 
deferred payments-(i) Facts. On July I, 1996. 
A sells his personal residence to B for a stated 
purchase price of $1,297,143.66. The property is 
not personal use property (within the meaning of 
section 1275(b)(3» in the hands of B. Under the 
loan agreement, B is required to make two in
stallment payments of $648,571.83 each, the first 
due on June 30, 1998, and the second due on 
June 30, 2000. Both A and B use the cash 
receipts and disbursements method of accounting 
and use a calendar year for their taxable year. 

(ii) Amount of unstated interest. Under section 
483, the agreement does not provide for adequate 
stated interest. Thus, the loan's yield is the test 
rate of interest determined under § 1.483-3. 
Assume that both A and B use annual accrual 
periods and that the test rate of interest is 9.2 
percent, compounded annually. Under § 1.483-2, 
the present value of the deferred payments is 
$1,000,000. Thus, the agreement has unstated 
interest of $297,143.66. 

(iii) First two accrual periods. Under para
graph (d)(l) of this section, the issue price at the 
beginning of the first accrual period is 
$1,000,000 (the amount described in § 1.483-
2(a)(l)(i». Under paragraph (c) of this section, 
the amount of interest that accrues for the first 
accrual period is $92,000 ($1,000,000 x .092) 
and the amount of interest that accrues for the 
second accrual period is $100,464 ($1,092.000 x 
.092). Thus, $192,464 of interest has accrued as 
of the end of the second accrual period. Under 
paragraph (e)(l) of this section. the $648,571.83 
payment made on June 30, 1998, is treated first 
as a payment of interest to the extent of 
$192,464. The remainder of the payment 
($456,107.83) is treated as a payment of 
principal. Both A and B take the payment of 
interest ($192,464) into account in 1998. 

(iv) Second two accrual periods. The adjusted 
issue price at the beginning of the third accrual 
period is $543,892.17 ($1,092,000 + $100,464 -
$648,571.83). The amount of interest that ac
crues for the third accrual period is $50,038.08 
($543,892.17 x .092) and the amount of interest 
that accrues for the final accrual period is 
$54,641.58, the excess of the amount payable at 
maturity ($648,571.83), over the adjusted issue 
price at the beginning of the accrual period 
($593,930.25). As of the date the second 
payment becomes due, $104.679.66 of interest 
has accrued. Thus, of the $648,571. 83 payment 
made on June 30, 2000, $104.679.66 is treated as 
interest and $543,892.17 is treated as principal. 
Both A and B take the payment of interest 
($104,679.66) into account in 2000. 

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

plies to debt instruments issued on or 



after April 4, 1994, and to lending 
transactions, sales, and exchanges that 
occur on or after April 4, 1994. Tax
payers, however, may rely on this 
section for debt instruments issued after 
December 21, 1992, and before April 
4, 1994, and for lending transactions, 
sales, and exchanges that occur after 
December 21, 1992, and before April 
4, 1994. 

Par. 5. Sections 1.483-1 and 1.483-2 
are revised to read as follows: 

§I.483-I Interest on certain deferred 
payments. 

(a) Amount constituting interest in 
certain deferred payment transac
tions-(l) In general. Except as 
provided in paragraph (c) of this sec
tion, section 483 applies to a contract 
for the sale or exchange of property if 
the contract provides for one or more 
payments due more than 1 year after 
the date of the sale or exchange, and 
the contract does not provide for 
adequate stated interest. In general, a 
contract has adequate stated interest if 
the contract provides for a stated rate 
of interest that is at least equal to the 
test rate (determined under § 1.483-3) 
and the interest is paid or compounded 
at least annually. Section 483 may 
apply to a contract whether the contract 
is express (written or oral) or implied. 
For purposes of section 483, a sale or 
exchange is any transaction treated as a 
sale or exchange for tax purposes. In 
addition, for purposes of section 483, 
property includes debt instruments and 
investment units, but does not include 
money, services, or the right to use 
property. For the treatment of certain 
obligations given in exchange for serv
ices or the use of property, see sections 
404 and 467. For purposes of this 
paragraph (a), money includes func
tional currency and, in certain circum
stances, nonfunctional currency. See 
§ 1.988-2(b )(2) for circumstances when 
nonfunctional currency is treated as 
money rather than as property. 

(2) Treatment of contracts to which 
section 483 applies-(i) Treatment of 
unstated interest. If section 483 applies 
to a contract, unstated interest under 
the contract is treated as interest for tax 
purposes. Thus, for example, unstated 
interest is not treated as part of the 
amount realized from the sale or ex
change of property (in the case of the 
seller), and is not included in the 
purchaser's basis in the property ac
quired in the sale or exchange. 

(ii) Method of accounting for inter
est on contracts subject to section 483. 
Any stated or unstated interest on a 
contract subject to section 483 is taken 
into account by a taxpayer under the 
taxpayer's regular method of account
ing (e.g., an accrual method or the cash 
receipts and disbursements method). 
See §§1.446-1, 1.451-1, and 1.461-1. 
For purposes of the preceding sentence, 
the amount of interest (including un
stated interest) allocable to a payment 
under a contract to which section 483 
applies is determined under § 1.446-
2(e). 

(b) Definitions-(l) Deferred pay
ments. For purposes of the regulations 
under section 483, a deferred payment 
means any payment that constitutes all 
or a part of the sales price (as defined 
in paragraph (b )(2) of this section), and 
that is due more than 6 months after 
the date of the sale or exchange. Ex
cept as provided in section 483(c)(2) 
(relating to the treatment of a debt 
instrument of the purchaser), a payment 
may be made in the form of cash, stock 
or securities, or other property. 

(2) Sales price. For purposes of 
section 483, the sales price for any sale 
or exchange is the sum of the amount 
due under the contract (other than 
stated interest) and the amount of any 
liability included in the amount realized 
from the sale or exchange. See 
§ 1.1 00 1-2. Thus, the sales price for 
any sale or exchange includes any 
amount of unstated interest under the 
contract. 

(c) Exceptions to and limitations on 
the application of section 483-(1) In 
general. Sections 483(d), 1274(c)(4), 
and 1275(b) contain exceptions to and 
limitations on the application of section 
483. 

(2) Sales price of $3,000 or less. 
Section 483(d)(2) applies only if it can 
be determined at the time of the sale or 
exchange that the sales price cannot 
exceed $3,000, regardless of whether 
the sales price eventually paid for the 
property is less than $3,000. 

(3) Other exceptions and limita
tions-(i) Certain transfers subject to 
section 1041. Section 483 does not 
apply to any transfer of property 
subject to section 1041 (relating to 
transfers of property between spouses 
or incident to divorce). 

(ii) Treatment of certain obligees. 
Section 483 does not apply to an 
obligee under a contract for the sale or 
exchange of personal use property 
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(within the meaning of section 1275-
(b)( 3» in the hands of the obligor and 
that evidences a below-market loan 
described in section 7872( c)(1). 

(iii) Transactions involving certain 
demand loans. Section 483 does not 
apply to any payment under a contract 
that evidences a demand loan that is a 
below-market loan described in section 
7872(c)(1). 

(iv) Transactions involving certain 
annuity contracts. Section 483 does not 
apply to any payment under an annuity 
contract described in section 1275(a)
(1 )(B) (relating to annuity contracts 
excluded from the definition of debt 
instrument) . 

(v) Options. Section 483 does not 
apply to any payment under an option 
to buy or sell property. 

(d) Assumptions. If a debt instrument 
is assumed, or property is taken subject 
to a debt instrument, in connection with 
a sale or exchange of property, the debt 
instrument is treated for purposes of 
section 483 in a manner consistent with 
the rules of § 1.1274-5. 

(e) Aggregation rule. For purposes 
of section 483, all sales or exchanges 
that are part of the same transaction (or 
a series of related transactions) are 
treated as a single sale or exchange, 
and all contracts calling for deferred 
payments arising from the same trans
action (or a series of related transac
tions) are treated as a single contract. 
This rule, however, generally only 
applies to contracts and to sales or 
exchanges involving a single buyer and 
a single seller. 

(f) Effective date. This section ap
plies to sales and exchanges that occur 
on or after April 4, 1994. Taxpayers, 
however, may rely on this section for 
sales and exchanges that occur after 
December 21, 1992, and before April 
4, 1994. 

§I.483-2 Unstated interest. 

(a) In general-( 1) Adequate stated 
interest. For purposes of section 483, a 
contract has unstated interest if the 
contract does not provide for adequate 
stated interest. A contract does not 
provide for adequate stated interest if 
the sum of the deferred payments 
exceeds-

(i) The sum of the present values of 
the deferred payments and the present 
values of any stated interest payments 
due under the contract; or 
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(ii) In the case of a cash method 
debt instrument (within the meaning of 
section 1274A(c)(2» received in ex
change for property in a potentially 
abusive situation (as defined in 
§1.1274-3), the fair market value of 
the property reduced by the fair market 
value of any consideration other than 
the debt instrument, and reduced by the 
sum of all principal payments that are 
not deferred payments. 

(2) Amount of unstated interest. For 
purposes of section 483, unstated inter
est means an amount equal to the 
excess of the sum of the deferred 
payments over the amount described in 
paragraph (a)(1)(i) or (a)(1)(ii) of this 
section, whichever is applicable. 

(b) Operational rules-( 1) In gen
eral. For purposes of paragraph (a) of 
this section, rules similar to those in 
§ 1.1274-2 apply to determine whether 
a contract has adequate stated interest 
and the amount of unstated interest, if 
any, on the contract. 

(2) Present value. For purposes of 
paragraph (a) of this section, the 
present value of any deferred payment 
or interest payment is determined by 
discounting the payment from the date 
it becomes due to the date of the sale 
or exchange at the test rate of interest 
applicable to the contract in accordance 
with § 1.483-3. 

(c) Examples. The following exam
ples illustrate the rules of this section. 

Example 1. Contract that does not have 
adequate stated interest. On January I, 1995. A 
sells B nonpublicly traded property under a 
contract that calls for a $100.000 payment of 
principal on January I, 2005. and 10 annual 
interest payments of $9.000 on January I of each 
year. beginning on January I, 1996. Assume that 
the test rate of interest is 9.2 percent. com
pounded annually. The contract does not provide 
for adequate stated interest because it does not 
provide for interest equal to 9.2 percent. 
compounded annually. The present value of the 
deferred payments is $98.727.69. As a result. the 
contract has unstated interest of $1.272.31 
($100.000 - $98.727.69). 

Example 2. Contract that does not have 
adequate stated interest; no interest for initial 
short period. On May I. 1996. A sells B 
nonpublicly traded property under a contract that 
calls for B to make a principal payment of 
$200.000 on December 31. 1998. and semiannual 
interest payments of $9.000. payable on June 30 
and December 31 of each year. beginning on 
December 31. 1996. Assume that the test rate of 
interest is 9 percent. compounded semiannually. 
Even though the contract calls for a stated rate of 
interest no lower than the test rate of interest. the 
contract does not provide for adequate stated 
interest because the stated rate of interest does 
not apply for the short period from May I. 1996. 
through June 30. 1996. 
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Example 3. Potentially abusive situation-(i) 
Facts. In a potentially abusive situation. a 
contract for the sale of nonpublicly traded 
personal property calls for the issuance of a cash 
method debt instrument (as defined in section 
1274A(c)(2» with a stated principal amount of 
$700.000. payable in 5 years. No other consid
eration is given. The debt instrument calls for 
annual payments of interest over its entire term 
at a rate of 9.2 percent. compounded annually 
(the test rate of interest applicable to the debt 
instrument). Thus. the present value of the 
deferred payment and the interest payments is 
$700.000. Assume that the fair market value of 
the property is $500,000. 

(ii) Amount of unstated interest. A cash 
method debt instrument received in exchange for 
property in a potentially abusive situation 
provides for adequate stated interest only if the 
sum of the deferred payments under the instru
ment does not exceed the fair market value of 
the property. Because the deferred payment 
($700.000) exceeds the fair market value of the 
property ($500.000). the debt instrument does not 
provide for adequate stated interest. Therefore. 
the debt instrument has unstated interest of 
$200.000. 

Example 4. Variable rate debt instrument with 
adequate stated interest; variable rate as of the 
issue date greater than the test rate-(i) Facts. 
A contract for the sale of nonpublicly traded 
property calls for the issuance of a debt 
instrument in the principal amount of $75,000 
due in 10 years. The debt instrument calls for 
interest payable semiannually at a rate of 3 
percentage points above the yield on 6-month 
Treasury bills at the mid-point of the semiannual 
period immediately preceding each interest pay
ment date. Assume that the interest rate is a 
qualified floating rate and that the debt instru
ment is a variable rate debt instrument within the 
meaning of § 1.1275-5. 

(ii) Adequate stated interest. Under paragraph 
(b)(1) of this section. rules similar to those in 
§ 1.1274-2(0 apply to determine whether the debt 
instrument has adequate stated interest. Assume 
that the test rate of interest applicable to the debt 
instrument is 9 percent. compounded semi
annually. Assume also that the yield on 6-month 
Treasury bills on the date of the sale is 8.89 
percent. which is greater than the yield on 
6-month Treasury bills on the first date on which 
there is a binding written contract that substan
tially sets forth the terms under which the sale is 
consummated. Under § 1.1274-2(0. the debt in
strument is tested for adequate stated interest as 
if it provided for a stated rate of interest of 11.89 
percent (3 percent plus 8.89 percent). com
pounded semiannually. payable over its entire 
term. Because the test rate of interest is 9 
percent. compounded semiannually. and the debt 
instrument is treated as providing for stated 
interest of 11.89 percent. compounded semian
nually. the debt instrument provides for adequate 
stated interest. 

(d) Effective date. This section ap
plies to sales and exchanges that occur 
on or after April 4, 1994. Taxpayers, 
however, may rely on this section for 
sales and exchanges that occur after 
December 21, 1992, and before April 
4, 1994. 

Par. 6. Section 1.483-3 is added to 
read as follows: 

§I.483-3 Test rate of interest 
applicable to a contract. 

(a) General rule. For purposes of 
section 483, the test rate of interest for 
a contract is the same as the test rate 
that would apply under § 1.1274--4 if 
the contract were a debt instrument. 
Paragraph (b) of this section, however, 
provides for a lower test rate in the 
case of certain sales or exchanges of 
land between related individuals. 

(b) Lower rate for certain sales or 
exchanges of land between related 
individuals-(1) Test rate. In the case 
of a qualified sale or exchange of land 
between related individuals (described 
in section 483(e», the test rate is not 
greater than 6 percent, compounded 
semiannually, or an equivalent rate 
based on an appropriate compounding 
period. 

(2) Special rules. The following 
rules and definitions apply in determin
ing whether a sale or exchange is a 
qualified sale under section 483(e): 

(i) Definition of family members. 
The members of an individual's family 
are determined as of the date of the 
sale or exchange. The members of an 
individual's family include those indi
viduals described in section 267(c)(4) 
and the spouses of those individuals. In 
addition, for purposes of section 
267(c)(4), full effect is given to a legal 
adoption, ancestor means parents and 
grandparents, and lineal descendants 
means children and grandchildren. 

(ii) $500,000 limitation. Section 
483(e) does not apply to the extent that 
the stated principal amount of the debt 
instrument issued in the sale or ex
change, when added to the aggregate 
stated principal amount of any other 
debt instruments to which section 
483(e) applies that were issued in prior 
qualified sales between the same two 
individuals during the same calendar 
year, exceeds $500,000. See Example 3 
of paragraph (b)(3) of this section. 

(iii) Other limitations. Section 
483(e) does not apply if the parties to a 
contract include persons other than the 
related individuals and the parties enter 
into the contract with an intent to cir
cumvent the purposes of section 483(e). 
In addition, if the property sold or 
exchanged includes any property other 
than land, section 483(e) applies only 
to the extent that the stated principal 
amount of the debt instrument issued in 
the sale or exchange is attributable to 
the land (based on the relative fair 



market values of the land and the other 
property). 

(3) Examples. The following exam
ples illustrate the rules of this para
graph (b). 

Example 1. On January I, 1995, A sells land 
to B. A's child. for $650,000. The contract for 
sale calls for B to make a $250.000 down pay
ment and issue a debt instrument with a stated 
principal amount of $400.000. Because the stated 
principal amount of the debt instrument is less 
than $500,000. the sale is a qualified sale and 
section 483(e) applies to the debt instrument. 

Example 2. The facts are the same as in 
Example 1 of paragraph (b)(3) of this section, 
except that on June I. 1995. A sells additional 
land to B under a contract that calls for B to 
issue a debt instrument with a stated principal 
amount of $100.000. The stated principal amount 
of this debt instrument ($100.000) when added to 
the stated principal amount of the prior debt 
instrument ($400,000) does not exceed $500.000. 
Thus, section 483(e) applies to both debt 
instruments. 

Example 3. The facts are the same as in 
Example 1 of paragraph (b)(3) of this section, 
except that on June I. 1995, A sells additional 
land to B under a contract that calls for B to 
issue a debt instrument with a stated principal 
amount of $150,000. The stated principal amount 
of this debt instrument when added to the stated 
principal amount of the prior debt instrument 
($400.000) exceeds $500,000. Thus. for purposes 
of section 483(e). the debt instrument issued in 
the sale of June I, 1995, is treated as two 
separate debt instruments: a $100.000 debt 
instrument (to which section 483(e) applies) and 
a $50,000 debt instrument (to which section 
1274. if otherwise applicable, applies). 

(c) Effective date. This section ap
plies to sales and exchanges that occur 
on or after April 4, 1994. Taxpayers, 
however, may rely on this section for 
sales and exchanges that occur after 
December 21, 1992, and before April 
4, 1994. 

Par. 7. In § 1.1001-1, paragraph (g) 
is revised to read as follows: 

§1.JOOI-I Computation of gain or 
loss. 

* * * * * * 

(g) Debt instruments issued in ex
change for property. If a debt instru
ment is issued in exchange for prop
erty, the amount realized attributable to 
the debt instrument is the issue price of 
the debt instrument as determined 
under § 1.1273-2 or § 1.1274-2(b), 
whichever is applicable. If, however, 
the issue price of the debt instrument is 
determined under section 1273(b)( 4), 
the amount realized attributable to the 
debt instrument is its stated principal 
amount reduced by any unstated inter-

est (as determined under section 483). 
This paragraph (g) applies to sales or 
exchanges that occur on or after April 
4, 1994. Taxpayers, however, may rely 
on this paragraph (g) for sales and 
exchanges that occur after December 
21, 1992, and before April 4, 1994. 

Par. 8. In § 1.1 0 12-1, paragraph (f) is 
amended by removing the last sentence 
and paragraph (g) is added to read as 
follows: 

§1.J012-1 Basis of property. 

* * * * * * 

(g) Debt instruments issued in ex
change for property. For purposes of 
paragraph (a) of this section, if a debt 
instrument is issued in exchange for 
property, the cost of the property that 
is attributable to the debt instrument is 
the issue price of the debt instrument 
as determined under § 1.1273-2 or 
§ 1.1274-2(b), whichever is applicable. 
If, however, the issue price of the debt 
instrument is determined under section 
1273(b)(4), the cost of the property 
attributable to the debt instrument is its 
stated principal amount reduced by any 
unstated interest (as determined under 
section 483). This paragraph (g) applies 
to sales or exchanges that occur on or 
after April 4, 1994. Taxpayers, how
ever, may rely on this paragraph (g) for 
sales and exchanges that occur after 
December 21, 1992, and before April 
4, 1994. 

Par. 9. Sections 1.1271-0, 1.1271-1, 
1.1272-1 through 1.1272-3, 1.1273-1, 
1.1273-2, and 1.1274-1 through 
1.1274-3 are added to read as follows: 

§1.1271-0 Original issue discount; 
effective date; table of contents. 

(a) Effective date. Except as other
wise provided, §§ 1.1271-1 through 
1.127S-S apply to debt instruments 
issued on or after April 4, 1994. 
Taxpayers, however, may rely on these 
sections for debt instruments issued 
after December 21, 1992, and before 
April 4, 1994. 

(b) Table of contents. This section 
lists captioned paragraphs contained In 

§§1.l271-1 through 1.127S-S. 

§1.1271-1 Special rules applicable to 
amounts received on retirement, sale, 
or exchange of debt instruments. 

(a) Intention to call before maturity. 

(1 ) In general. 
(2) Exceptions. 

Section 163 

(b) Short-term obligations. 
(I) In general. 
(2) Method of making elections. 
(3) Counting conventions. 

§1.1272-1 Current inclusion of OlD 
in income. 

(a) Overview. 
(1) In general. 
(2) Debt instruments not subject to 

OlD inclusion rules. 
(b) Accrual of OlD. 
(1) Constant yield method. 
(2) Exceptions. 
(3) Modifications. 
(4) Special rules for determining the 

OlD allocable to an accrual 
period. 

(c) Yield and maturity of certain 
debt instruments subject to con
tingencies. 

(I) Applicability. 
(2) General rule. 
(3) Contingencies that are likely to 

occur. 
(4) Consistency rule. 
(S) Treatment of certain options. 
(6) Subsequent adjustments. 
(d) Certain debt instruments that 

provide for principal payments 
uncertain as to time. 

(e) Convertible debt instruments. 
(f) Special rules to determine 

whether a debt instrument is a 
short-term obligation. 

(1) Counting of either the issue date 
or maturity date. 

(2) Coordination with paragraph (c) 
of this section for certain sec
tions of the Internal Revenue 
Code. 

(g) Basis adjustment. 
(h) Debt instruments denominated in 

a currency other than the U.S. 
dollar. 

(i) [Reserved] 
(j) Examples. 

§1.1272-2 Treatment of debt 
instruments purchased at a premium. 

(a) In general. 
(b) Definitions and special rules. 
( I) Purchase. 
(2) Premium. 
(3) Acquisition premium. 
(4) Acquisition premium fraction. 
(S) Election to accrue discount on a 

constant yield basis. 
(6) Special rules for determining 

basis. 
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(c) Examples. 

§1.1272-3 Election by a holder to 
treat all interest on a debt 
instrument as OlD. 

(a) Election. 
(b) Scope of election. 
(1) In general. 
(2) Exceptions, limitations, and spe

cial rules. 
(c) Mechanics of the constant yield 

method. 
(1 ) In general. 
(2) Special rules to determine ad

justed basis. 
(d) Time and manner of making the 

election. 
(e) Revocation of election. 
(f) Effective date. 

§1.1273-1 Definition of OlD. 

(a) In general. 
(b) Stated redemption price at matu-

rity. 
(c) Qualified stated interest. 
(1) Definition. 
(2) Debt instruments subject to con

tingencies. 
(3) Variable rate debt instrument. 
(4) Stated interest in excess of 

qualified stated interest. 
(5) Short-term obligations. 
(d) De minimis OlD. 
( 1) In general. 
(2) De minimis amount. 
(3) Installment obligations. 
(4) Special rule for interest holidays, 

teaser rates, and other interest 
shortfalls. 

(5) Treatment of de minimis OlD by 
holders. 

(e) Definitions. 
( 1) Installment obligation. 
(2) Self-amortizing installment obli

gation. 
(3) Weighted average maturity. 
(f) Examples. 

§1.1273-2 Determination of issue 
price and issue date. 

(a) Debt instruments issued for 
money. 

( 1 ) Issue price. 
(2) Issue date. 
(b) Publicly traded debt instruments 

issued for property. 
(I) Issue price. 
(2) Issue date. 
(c) Debt instruments issued for pub

licly traded property. 
( I ) Issue price. 
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(2) Issue date. 
(d) Other debt instruments. 
(I) Issue price. 
(2) Issue date. 
(e) Special rule for certain sales to 

bond houses, brokers, or similar 
persons. 

(f) Traded on an established market 
(publicly traded). 

(1 ) In general. 
(2) Exchange listed property. 
(3) Market traded property. 
(4) Property appearing on a quota

tion medium. 
(5) Readily quotable debt instru

ments. 
(6) Effect of certain temporary 

restrictions on trading. 
(7) Convertible debt instruments. 
(g) Treatment of certain cash pay

ments incident to lending trans
actions. 

(1) Applicability. 
(2) Payments from borrower to 

lender. 
(3) Payments from lender to bor

rower. 
(4) Payments between lender and 

third party. 
(5) Examples. 
(h) Investment units. 
(1) In general. 
(2) Consistent allocation by holders 

and issuer. 
(i) [Reserved] 
(j) Convertible debt instruments. 
(k) Below-market loans subject to 

section 7872(b). 
(I) [Reserved] 
(m) Treatment of amounts represent

ing pre-issuance accrued interest. 
(1) Applicability. 
(2) Exclusion of pre-issuance ac-

crued interest .!E0m issue price. 
(3) Example. 

§ 1.12 74-1 Debt instruments to which 
section 1274 applies. 

(a) In general. 
(b) Exceptions. 
(1) Debt instrument with adequate 

stated interest and no OlD. 
(2) Exceptions under sections 

1274(c)(l)(B), 1274(c)(3), 
1274A(c), and 1275(b)(l). 

(3) Other exceptions to section 
1274. 

(c) Examples. 

§1.1274-2 Issue price of debt 
instruments to which section 1274 
applies. 

(a) In general. 

(b) Issue price. . 
(I) Debt instruments that prOVIde for 

adequate stated interest; stated 
principal amount. 

(2) Debt instruments that do not 
provide for adequate stated inter
est; imputed principal amount. 

(3) Debt instruments issued in a po
tentially abusive situation; fair 
market value. 

(c) Determination of whether a debt 
instrument provides for adequate 
stated interest. 

( I ) In general. 
(2) Determination of present value. 
(d) Treatment of certain options. 
(e) Mandatory sinking funds. 
(f) Treatment of variable rate debt 

instruments. 
(I) Stated interest at a qualified 

floating rate. 
(2) Stated interest at a single objec

tive rate. 
(g) Contingent payments. [Reserved] 
(h) Examples. 

§1.1274-3 Potentially abusive 
situations defined. 

(a) In general. 
(b) Operating rules. 
( I) Debt instrument exchanged for 

nonrecourse financing. 
(2) Nonrecourse debt with substantial 

down payment. 
(3) Clearly excessive interest. 
(c) Other situations to be specified 

by Commissioner. 
(d) Consistency rule. 

§1.1274-4 Test rate. 

(a) Determination of test rate of in
terest. 

( I) In general. 
(2) Test rate for certain debt instru

ments. 
(b) Applicable Federal rate. 
(c) Special rules to determine the 

term of a debt instrument for 
purposes of determining the ap
plicable Federal rate. 

(I) Installment obligations. 
(2) Certain variable rate debt instru

ments. 
(3) Counting of either the issue date 

or the maturity date. 
(4) Certain debt instruments that 

provide for principal payments 
uncertain as to time. 

(d) Foreign currency loans. 
(e) Examples. 



§1.1274-5 Assumptions. 

(a) In general. 
(b) Modifications of debt instru

ments. 
(1 ) In general. 
(2) Election to treat buyer as modi

fying the debt instrument. 
(c) Wraparound indebtedness. 
(d) Consideration attributable to as

sumed debt. 

§1.1274A-l Special rules for certain 
transactions where stated principal 
amount does not exceed $2,800,000. 

(a) In general. 
(b) Rules for both qualified and 

cash method debt instruments. 
(1) Sale-leaseback transactions. 
(2) Debt instruments calling for con

tingent payments. 
(3) Aggregation of transactions. 
(4) Inflation adjustment of dollar 

amounts. 
(c) Rules for cash method debt in

struments. 
(1) Time and manner of making 

cash method election. 
(2) Successors of electing parties. 
(3) Modified debt instrument. 
(4) Debt incurred or continued to 

purchase or carry a cash method 
debt instrument. 

§1.1275-1 Definitions. 

(a) Applicability. 
(b) Adjusted issue 
(1) In general. 

price. 

(2) Adjusted issue price for subse-
quent holders. 

(c) OID. 
(d) Debt instrument. 
(e) Tax-exempt obligations. 
(f) Issue. 
(g) Debt instruments issued by a 

natural person. 
(h) Publicly offered debt instrument. 

§1.1275-2 Special rules relating to 
debt instruments. 

(a) 
(1) 
(2) 
(b) 

(1) 
(2) 
(c) 
(1) 
(2) 

Payment ordering rule. 
In general. 
Exceptions. 
Debt instruments distributed by 
corporations with respect to 
stock. 
Treatment of distribution. 
Issue date. 
Aggregation of debt instruments. 
General rule. 
Exception if separate issue price 
established. 

(3) Special rule for debt instruments 
that provide for the issuance of 
additional debt instruments. 

(4) Examples. 
(d) Special rules for Treasury se

curities. 
(1) Issue price and issue date. 
(2) Reopenings of Treasury se

curities. 
(e) Disclosure of certain information 

to holders. 
(f) Treatment of pro rata prepay

ments. 
(1) Treatment as retirement of sepa

rate debt instrument. 
(2) Definition of pro rata prepay-

ment. 
(g) Anti-abuse rule. [Reserved] 

§1.1275-2T Special rules relating to 
debt instruments (temporary). 

(a) through (f) [Reserved] 
(g) Anti-abuse rule. 
(1) In general. 
(2) Effective date. 

§1.1275-3 OlD information reporting 
requirements. 

(a) In general. 
(b) Information required to be set 

forth on face of debt instruments 
that are not publicly offered. 

(1) In general. 
(2) Time for legending. 
(3) Legend must survive reissuance 

upon transfer. 
(4) Exceptions. 
(c) Information required to be re

ported to Secretary upon issu
ance of publicly offered debt 
instruments. 

(1) In general. 
(2) Time for filing information re

turn. 
(3) Exceptions. 
(d) Application to foreign issuers 

and U.S. issuers of foreign
targeted debt instruments. 

(e) Penalties. 
(f) Effective date. 

§1.1275-5 Variable rate debt 
instruments. 

(a) Applicability. 
(1 ) In general. 
(2) Principal payments. 
(3) Stated interest. 
(4) Current value. 
(b) Qualified floating rate. 
(1) In general. 
(2) Certain rates based on a 

qualified floating rate. 
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(3) Restrictions on the stated rate of 
interest. 

(c) Objective rate. 
(1) In general. 
(2) Other objective rates to be spec

ified by Commissioner. 
(3) Qualified inverse floating rate. 
(4) Significant front-loading or back-

loading of interest. 
(5) Tax-exempt debt. 
(d) Examples. 
(e) Qualified stated interest and OID 

with respect to a variable rate 
debt instrument. 

(1) In general. 
(2) Variable rate debt instrument 

that provides for annual pay
ments of interest at a single 
variable rate. 

(3) All other variable rate debt in
struments except for those that 
provide for a fixed rate. 

(4) Variable rate debt instrument 
that provides for a single fixed 
rate. 

(f) Special rule for certain reset 
bonds. 

§1.1271-1 Special rules applicable to 
amounts received on retirement, sale, 
or exchange of debt instruments. 

(a) Intention to call before 
maturity-( 1) In general. For purposes 
of section 1271(a)(2), all or a portion 
of gain realized on a sale or exchange 
of a debt instrument to which section 
1271 applies is treated as interest 
income if there was an intention to call 
the debt instrument before maturity. An 
intention to call a debt instrument 
before maturity means a written or oral 
agreement or understanding not pro
vided for in the debt instrument be
tween the issuer and the original holder 
of the debt instrument that the issuer 
will redeem the debt instrument before 
maturity. In the case of debt instru
ments that are part of an issue, the 
agreement or understanding must be 
between the issuer and the original 
holders of a substantial amount of the 
debt instruments in the issue. An 
intention to call before maturity can 
exist even if the intention is conditional 
(e.g., the issuer's decision to call 
depends on the financial condition of 
the issuer on the potential call date) or 
is not legally binding. For purposes of 
this section, original holder means the 
first holder (other than an underwriter 
or dealer that purchased the debt 
instrument for resale in the ordinary 
course of its trade or business). 
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(2) Exceptions. In addition to the 
exceptions provided in sections 
1271(a)(2)(B) and 1271(b), section 
1271(a)(2) does not apply to-

(i) A debt instrument that is publicly 
offered (as defined in §1.l275-1(h)); 

(ii) A debt instrument to which 
section 1272(a)(6) applies (relating to 
certain interests in or mortgages held 
by a REMIC, and certain other debt 
instruments with payments subject to 
acceleration); or 

(iii) A debt instrument sold pursuant 
to a private placement memorandum 
that is distributed to more than ten 
offerees and that is subject to the 
sanctions of section 12(2) of the 
Securities Act of 1933 (15 U.S.c. 771) 
or the prohibitions of section 1 O(b) of 
the Securities Exchange Act of 1934 
(15 U.S.c. 78j). 

(b) Short-term obligations-(l) In 
general. Under sections 1271(a)(3) and 
(a)( 4), all or a portion of the gain 
realized on the sale or exchange of a 
short-term government or nongovern
ment obligation is treated as interest 
income. Sections 1271(a)(3) and (a)(4), 
however, do not apply to any short
term obligation subject to section 1281. 
See §1.1272-1(f) for rules to determine 
if an obligation is a short-term 
obligation. 

(2) Method of making elections. 
Elections to accrue on a constant yield 
basis under sections 127I(a)(3)(E) and 
(a)(4)(D) are made on an obligation-by
obligation basis by reporting the trans
action on the basis of daily compound
ing on the taxpayer's timely filed 
Federal income tax return for the year 
of the sale or exchange. These elections 
are irrevocable. 

(3) Counting conventions. In com
puting the ratable share of acquisition 
discount under section 1271 (a)(3) or 
OlD under section 1271(a)(4), any 
reasonable counting convention may be 
used (e.g., 30 days per month/360 days 
per year). 

§1.1272-1 Current inclusion of OlD 
in income. 

(a) Overview-(l) In general. Under 
section 1272(a)(l), a holder of a debt 
instrument includes accrued OlD in 
gross income (as interest), regardless of 
the holder's regular method of account
ing. A holder includes qualified stated 
interest (as defined in §1.l273-I(c» in 
income under the holder's regular 
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method of accounting. See §§ 1.446-2 
and 1.451-1. 

(2) Debt instruments not subject to 
OlD inclusion rules. Sections 
1272(a)(2) and 1272(c) list exceptions 
to the general inclusion rule of section 
l272(a)(l). For purposes of section 
l272(a)(2)(E) (relating to certain loans 
between natural persons), a loan does 
not include a stripped bond or stripped 
coupon within the meaning of section 
1286( e), and the rule in section 
1272(a)(2)(E)(iii), which treats a hus
band and wife as 1 person, does not 
apply to loans made between a husband 
and wife. 

(b) Accrual of OID-(l) Constant 
yield method. Except as provided in 
paragraphs (b)(2) and (b)(3) of this 
section, the amount of OlD includible 
in the income of a holder of a debt 
instrument for any taxable year is 
determined using the constant yield 
method as described under this para
graph (b)(l). 

(i) Step one: Determine the debt 
instrument's yield to maturity. The 
yield to maturity or yield of a debt 
instrument is the discount rate that, 
when used in computing the present 
value of all principal and interest 
payments to be made under the debt 
instrument, produces an amount equal 
to the issue price of the debt instru
ment. The yield must be constant over 
the term of the debt instrument and, 
when expressed as a percentage, must 
be calculated to at least two decimal 
places. See paragraph (c) of this 
section for rules relating to the yield of 
certain debt instruments subject to 
contingencies. 

(ii) Step two: Determine the accrual 
periods. An accrual period is an 
interval of time over which the accrual 
of OlD is measured. Accrual periods 
may be of any length and may vary in 
length over the term of the debt 
instrument, provided that each accrual 
period is no longer than 1 year and 
each scheduled payment of principal or 
interest occurs either on the final day 
of an accrual period or on the first day 
of an accrual period. In general, the 
computation of OlD is simplest if 
accrual periods correspond to the inter
vals between payment dates provided 
by the terms of the debt instrument. I.n 
computing the length of accrual pen
ods, any reasonable counting conven
tion may be used (e.g., 30 days per 
month/360 days per year). 

(iii) Step three: Determine ~he OlD 
allocable to each accrual perIOd. Ex-

cept as provided in paragraph (b)( 4) of 
this section, the OlD allocable to an 
accrual period equals the product .of the 
adjusted issue price of the debt mstru
ment (as defined in §1.127S-I(b» at 
the beginning of the accrual period and 
the yield of the debt instrument, less 
the amount of any qualified stated 
interest allocable to the accrual period. 
In performing this calculation, the yield 
must be stated appropriately taking into 
account the length of the particular 
accrual period. Example 1 in paragraph 
U) of this section provides a formula 
for converting a yield based upon an 
accrual period of one length to an 
equivalent yield based upon an accrual 
period of a different length. 

(iv) Step four: Determine the daily 
portions of OlD. The daily portions of 
OlD are determined by allocating to 
each day in an accrual period the 
ratable portion of the OlD allocable to 
the accrual period. The holder of the 
debt instrument includes in income the 
daily portions of OlD for each day 
during the taxable year on which the 
holder held the debt instrument. 

(2) Exceptions. Paragraph (b)(l) of 
this section does not apply to-

(i) A debt instrument to which sec
tion 1272(a)(6) applies (certain inter
ests in or mortgages held by a REMIC, 
and certain other debt instruments with 
payments subject to acceleration); 

(ii) A debt instrument that provides 
for contingent payments, except as 
provided in paragraph (c) of this 
section or in regulations under section 
127S(d); or 

(iii) A variable rate debt instrument 
to which § 1.127S-S applies, except as 
provided in § 1.127 S-S. 

(3) Modifications. The amount of 
OlD includible in income by a holder 
under paragraph (b)( I) of this section is 
adjusted if-

(i) The holder purchased the debt 
instrument at a premium or an acquisi
tion premium (within the meaning of 
§1.1272-2); or 

(ii) The holder made an election for 
the debt instrument under § 1.1272-3 to 
treat all interest as OlD. 

(4) Special rules for determining the 
OlD allocable to an accrual period. 
The following rules apply to determine 
the OlD allocable to an accrual period 
under paragraph (b)(1 )(iii) of this 
section. 

(i) Unpaid qualified stated interest 
allocable to an accrual period. In 



determining the OlD allocable to an 
accrual period, if an interval between 
payments of qualified stated interest 
contains more than I accrual period-

(A) The amount of qualified stated 
interest payable at the end of the 
interval (including any qualified stated 
interest that is payable on the first day 
of the accrual period immediately 
following the interval) is allocated on a 
pro rata basis to each accrual period in 
the interval; and 

(B) The adjusted issue price at the 
beginning of each accrual period in the 
interval must be increased by the 
amount of any qualified stated interest 
that has accrued prior to the first day 
of the accrual period but that is not 
payable until the end of the interval. 
See Example 2 of paragraph (j) of this 
section for an example illustrating the 
rules in this paragraph (b)(4)(i). 

(ii) Final accrual period. The OlD 
allocable to the final accrual period is 
the difference between the amount 
payable at maturity (other than a 
payment of qualified stated interest) 
and the adjusted issue price at the 
beginning of the final accrual period. 

(iii) Initial short accrual period. If 
all accrual periods are of equal length, 
except for either an initial shorter 
accrual period or an initial and a final 
shorter accrual period, the amount of 
OID allocable to the initial accrual 
period may be computed using any 
reasonable method. See Example 3 in 
paragraph (j) of this section. 

(iv) Payment on first day of an 
accrual period. The adjusted issue 
price at the beginning of an accrual 
period is reduced by the amount of any 
payment (other than a payment of 
qualified stated interest) that is made 
on the first day of the accrual period. 

(c) Yield and maturity of certain 
debt instruments subject to 
contingencies-( 1) Applicability. This 
paragraph (c) provides rules to deter
mine the yield and maturity of a debt 
instrument that provides for an alterna
tive payment schedule (or schedules) 
applicable upon the occurrence of a 
contingency (or contingencies). This 
paragraph (c) applies, however, only if 
the timing and amounts of the pay
ments that comprise each payment 
schedule are known as of the issue 
date. A debt instrument does not 
provide for an alternative payment 
schedule merely because there is a 
possibility of impairment of a payment 
(or payments) by insolvency, default, 

or similar circumstances. See regula
tions under section 127S(d) for the 
treatment of debt instruments with 
payments that are otherwise contingent 
as to timing or amount. See § 1.1273-
1 (c) to determine whether stated inter
est on a debt instrument subject to this 
paragraph (c) is qualified stated 
interest. 

(2) General rule. In general, the 
yield and maturity of a debt instrument 
subject to this paragraph (c) are deter
mined by assuming that the payments 
will be made according to the instru
ment's stated payment schedule. 

(3) Contingencies that are likely to 
occur-(i) Contingency taken into ac
count. Notwithstanding the rule in 
paragraph (c)(2) of this section, if, 
based on all the facts and circum
stances as of the issue date, it is more 
likely than not that the debt instru
ment's stated payment schedule will 
not occur, then the yield and maturity 
of the debt instrument are computed 
based on the payment schedule most 
likely to occur. 

(ii) Mandatory sinking fund provi
sion. Paragraph (c)(3)(i) of this section 
does not apply to a mandatory sinking 
fund provision if the use and terms of 
the provision meet reasonable commer
cial standards. For purposes of the 
preceding sentence, a mandatory sink
ing fund provision is a provision that 
requires the issuer to redeem a certain 
amount of debt instruments in an issue 
prior to maturity, provided that the debt 
instruments actually redeemed are 
chosen by lot or purchased by the 
issuer either in the open market or 
pursuant to an offer made to all holders 
(with any proration determined by lot), 
and provided that on the issue date the 
specific debt instruments that will be 
redeemed on any date prior to maturity 
cannot be identified. 

(4) Consistency rule. The payment 
schedule determined by the issuer 
under paragraphs (c)(2) and (c)(3) of 
this section is binding on all holders of 
the debt instrument. However, the 
issuer's determination is not binding on 
a holder that explicitly discloses that its 
determination of the yield and maturity 
of the debt instrument is different from 
the issuer's determination. Unless oth
erwise prescribed by the Commissioner, 
the disclosure must be made on a 
statement attached to the holder's 
timely filed Federal income tax return 
for the taxable year that includes the 
acquisition date of the debt instrument. 
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See §1.127S-2(e) for rules relating to 
the issuer's obligation to disclose cer
tain information to holders. 

(S) Treatment of certain options. 
Notwithstanding paragraphs (c)(2) and 
(c )(3) of this section, the rules of this 
paragraph (c )(S) determine the yield 
and maturity of a debt instrument that 
provides the holder or issuer with an 
unconditional option or options, ex
ercisable on one or more dates during 
the term of the debt instrument, that, if 
exercised, require payments to be made 
on the debt instrument under an alter
native payment schedule or schedules 
(e.g., an option to extend or an option 
to call a debt instrument at a fixed 
premium). Under this paragraph (c)(S), 
an issuer will be deemed to exercise or 
not exercise an option or combination 
of options in a manner that minimizes 
the yield on the debt instrument, and a 
holder will be deemed to exercise or 
not exercise an option or combination 
of options in a manner that maximizes 
the yield on the debt instrument. If 
both the issuer and the holder have 
options, the rules of this paragraph 
(c)(S) are applied to the options in the 
order that they may be exercised. Thus, 
the deemed exercise of one option may 
eliminate other options that are later in 
time. See Example 5 through Example 
8 in paragraph U) of this section. 

(6) Subsequent adjustments. If a 
contingency described in this paragraph 
(c) (including the exercise of an option 
described in paragraph (c)(S) of this 
section) actually occurs or does not 
occur, contrary to the assumption made 
pursuant to this paragraph (c) (a change 
in circumstances), then, solely for 
purposes of the accrual of OlD, the 
yield and maturity of the debt instru
ment are redetermined by treating the 
debt instrument as reissued on the date 
of the change in circumstances for an 
amount equal to its adjusted issue price 
on that date. See Example 5 and 
Example 7 in paragraph (j) of this 
section. If, however, the change in 
circumstances results in a substantially 
contemporaneous pro rata prepayment 
as defined in § 1.127S-2(f)(2) (e.g., 
because a partial put or call option 
treated under paragraph (c)( S) of this 
section as not exercised is, in fact, 
exercised), the pro rata prepayment is 
treated as a payment in retirement of a 
portion of the debt instrument, which 
may result in gain or loss to the holder. 
See Example 6 and Example 8 in 
paragraph (j) of this section. 
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(d) Certain debt instruments that 
provide for principal payments uncer
tain as to time. The yield of a debt 
instrument with principal payments that 
are fixed in total amount but that are 
uncertain as to time (such as a demand 
loan) is the stated interest rate if the 
issue price of the instrument is equal to 
the stated principal amount and interest 
is paid or compounded at a fixed rate 
over the entire term of the debt in
strument at intervals of 1 year or less. 

(e) Convertible debt instruments. For 
purposes of section 1272, an option is 
ignored if it is an option to convert a 
debt instrument into the stock of the 
Issuer, into the stock or debt of a 
related party (within the meaning of 
section 267(b) or 707(b)(l», or into 
cash or other property in an amount 
equal to the approximate value of such 
stock or debt. 

(f) Special rules to determine 
whether a debt instrument is a short
term obligation-( 1) Counting of either 
the issue date or maturity date. For 
purposes of determining whether a debt 
instrument is a short-term obligation 
(i.e., a debt instrument with a fixed 
maturity date that is not more than 1 
year from the date of issue), the term 
of the debt instrument includes either 
the issue date or the maturity date, but 
not both dates. 

(2) Coordination with paragraph ( c) 
of this section for certain sections of 
the Internal Revenue Code. Notwith
standing paragraph (c) of this section, 
solely for purposes of determining 
whether a debt instrument is a short
term obligation under sections 871 (g)
(l)(B)(i), 881, 1271(a)(3), 127l(a)(4), 
1272(a)(2)(C), and 1283(a)(l), the ma
turity date of a debt instrument is the 
last possible date that the instrument 
could be outstanding under the terms of 
the instrument. 

(g) Basis adjustment. The basis of a 
debt instrument in the hands of the 
holder is increased by the amount of 
OlD included in the holder's gross 
income and decreased by the amount of 
any payment from the issuer to the 
holder under the debt instrument other 
than a payment of qualified stated 
interest. See, however, § 1. 1275-2([) for 
rules regarding basis adjustments on a 
pro rata prepayment. 

(h) Debt instruments denominated in 
a currency other than the U.S. dollar. 
Section 1272 and this section apply to 
a debt instrument that provides for all 
payments denominated in, or deter-
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mined by reference to, the functional 
currency of the taxpayer or qualified 
business unit of the taxpayer (even if 
that currency is other than the U.S. 
dollar). See §1.988-2(b) to determine 
interest income or expense for debt 
instruments that provide for payments 
denominated in, or determined by 
reference to, a nonfunctional currency. 

(i) [Reserved] 

(j) Examples. The following exam
ples illustrate the rules of this section. 
Each example assumes that all tax
payers use the calendar year as the 
taxable year. In addition, each example 
assumes a 30-day month, 360-day year, 
and that the initial accrual period 
begins on the issue date and the final 
accrual period ends on the day before 
the stated maturity date. Although, for 
purposes of simplicity, the yield as 
stated is rounded to two decimal 
places, the computations do not reflect 
any such rounding convention. 

Example 1. Accrual of OlD on ~ero coupon 
debt instrument; choice of accrual periods-(i) 
Facts. On July I. 1994, A purchases at original 
issue, for $675,564.17, a debt instrument that 
matures on July I. 1999, and provides for a 
single payment of $1,000,000 at maturity. 

(ii) Determination of yield. Under paragraph 
(b)( I )(i) of this section, the yield of the debt 
instrument is 8 percent, compounded semi
annually. 

(iii) Determination of accrual period. Under 
paragraph (b)( I )(ii) of this section, accrual 
periods may be of any length, provided that each 
accrual period is no longer than I year and each 
scheduled payment of principal or interest occurs 
either on the first or final day of an accrual 
period. The yield to maturity to be used in 
computing 010 accruals in any accrual period, 
however. must reflect the length of the accrual 
period chosen. A yield based on compounding b 
times per year is equivalent to a yield based on 
compounding c times per year as indicated by 
the following formula: 

r = c {(l + ilb) b/e - I} 

In which: 

The yield based on compounding b 
times per year expressed as a decimal 
The equivalent yield based on com
pounding c times per year expressed as 
a decimal 

b The number of compounding periods in 
a year on which i is based (for exam
ple, 12, if i is based on monthly com
pounding) 

c The number of compounding periods in 
a year on which r is based 

(iv) Determination of OlD allocable to each 
accrual period. Assume that A decides to 
compute OlD on the debt instrument using 
semiannual accrual periods. Under paragraph 
(b)( I )(iii) of this section. the OlD allocable to 
the first semiannual accrual period is $27,022.56: 

the product of the issue price ($675,564.17) and 
the yield properly adjusted for the length of the 
accrual period (8 percent/2), less quali fied stated 
interest allocable to the accrual period ($0). The 
daily portion of OlD for the first semiannual 
accrual period is $150.13 ($27,022.561180). 

(v) Determination of OlD if monthly accrual 
periods are used. Alternatively, assume that A 
decides to compute 010 on the debt instrument 
using monthly accrual periods. Using the above 
formula, the yield on the debt instrument 
reflecting monthly compounding is 7.87 percent, 
compounded monthly (I2{ (I + .08/2)2112 - I}). 
Under paragraph (b)( I )(iii) of this section, the 
OlD allocable to the first monthly accrual period 
is $4,430.48: the product of the issue price 
($675,564.17) and the yield properly adjusted for 
the length of the accrual period (7.87 per
cent/12), less qualified stated interest allocable to 
the accrual period ($0). The daily portion of OlD 
for the first monthly accrual period is $147.68 
($4,430.48/30). 

Example 2. Accrual of OlD on debt instrument 
with qualified stated interest-(i) Facts. On 
September I, 1994, A purchases at original issue, 
for $90,000, B corporation's debt instrument that 
matures on September I, 2004, and has a stated 
principal amount of $100,000, payable on that 
date. The debt instrument provides for semian
nual payments of interest of $3,000, payable on 
September I and March I of each year, begin
ning on March I, 1995. 

(ii) Determination of yield. The debt instru
ment is a IO-year debt instrument with an issue 
price of $90,000 and a stated redemption price at 
maturity of $ 100,000. The semiannual payments 
of $3,000 are qualified stated interest payments. 
Under paragraph (b)( I )(i) of this section, the 
yield is 7.44 percent, compounded semiannually. 

(iii) Accrual of OlD if semiannual accrual 
periods are used. Assume that A decides to 
compute 010 on the debt instrument using 
semiannual accrual periods. Under paragraph 
(b)(1 )(iii) of this section, the OlD allocable to 
the first semiannual accrual period equals the 
product of the issue price ($90,000) and the yield 
properly adjusted for the length of the accrual 
period (7.44 percent/2), less qualified stated 
interest allocable to the accrual period ($3,000). 
Therefore, the amount of 010 for the first semi
annual accrual period is $345.78 ($3,345.78 -
$3,000). 

(iv) Adjustment for accrued but unpaid 
qualified stated interest if monthly accrual 
periods are used. Assume, alternatively, that A 
decides to compute 010 on the debt instrument 
using monthly accrual periods. The yield, com
pounded monthly, is 7.32 percent. Under para
graph (b)( I )(iii) of this section, the OlD alloca
ble to the first monthly accrual period is the 
product of the issue price ($90,000) and the yield 
properly adjusted for the length of the accrual 
period (7.32 percent/I 2), less qualified stated 
interest allocable to the accrual period. Under 
paragraph (b)(4)(i)(A) of this section, the 
qualified stated interest allocable to the first 
monthly ac~rual period is the pro rata amount of 
qualified stated interest allocable to the interval 
between payment dates ($3.000 x 116, or $500). 
Therefore, the amount of 010 for the first 
monthly accrual period is $49.18 ($549.18 _ 
$500). Under paragraph (b)(4)(i)(B) of this 
section, the adjusted issue price of the debt 
instrument for purposes of determining the 
amount of 010 for the second monthly accrual 
period is $90,549.18 ($90,000 + $49.18 + $500). 
Although the adjusted issue price of the debt 



instrument for this purpose includes the amount 
of qualified stated interest allocable to the first 
monthly accrual period, A includes the qualified 
stated interest in income based on A's regular 
method of accounting (e.g .. an accrual method or 
the cash receipts and disbursements method). 

Example 3. Accrual of OlD for debt instrument 
with initial short accrual period-(i) Facts. On 
May I, 1994, G purchases at original issue, for 
$80,000, H corporation's debt instrument matu
ring on July I, 2004. The debt instrument 
provides for a single payment at maturity of 
$250,000. G computes its 010 using 6-month 
accrual periods ending on January I and July I 
of each year and an initial short 2-month accrual 
period from May I, 1994, through June 30, 1994. 

(ii) Determination of yield. The yield on the 
debt instrument is 11.53 percent, compounded 
semiannually. 

(iii) Determination of OlD allocable to initial 
short accrual period. Under paragraph (b)(4)(iii) 
of this section, G may use any reasonable 
method to compute DID for the initial short 
accrual period. One reasonable method is to 
calculate the amount of 010 pursuant to the 
following formula: 

OIDshm1 = IP x (ilk) x f 

In which: 

OIDshort The amount of 010 allocable to 
the initial short accrual period 

IP The issue price of the debt in
strument 
The yield to maturity expressed 
as a decimal 

k The number of accrual periods in 
a year 

f A fraction whose numerator is 
the number of days in the initial 
short accrual period, and whose 
denominator is the number of 
days in a full accrual period 

(iv) Amount of OlD for the initial short 
accrual period. Under this method, the amount 
of DID for the initial short accrual period is 
$1,537 ($80,000 X (11.53 percent/2) X 

(60/180». 

(v) Alternative method. Another reasonable 
method is to calculate the amount of 010 for the 
initial short accrual period using the yield based 
on bi-monthly compounding, computed pursuant 
to the formula set forth in Example I of 
paragraph U) of this section. Under this method, 
the amount of DID for the initial short accrual 
period is $1,508.38 ($80,000 X (ll.31 
percent/6». 

Example 4. Impermissible accrual of OlD 
using a method other than constant yield 
method-(i) Facts. On July I, 1994, B purchases 
at original issue, for $100,000, C corporation's 
debt instrument that matures on July I, 1999, 
and has a stated principal amount of $100,000. 
The debt instrument provides for a single pay
ment at maturity of $148,024.43. The yield of 
the debt instrument is 8 percent, compounded 
semiannually. 

(ii) Determination of yield. Assume that C 
uses 6 monthly accrual periods to compute its 
010 for 1994. The yield must reflect monthly 
compounding (as determined using the formula 
described in Example J of paragraph U) of this 
section). As a result, the monthly yield of the 
debt instrument is 7.87 percent. divided by 12. C 

may not compute its monthly yield for the last 6 
months in 1994 by dividing 8 percent by 12. 

Example 5. Debt instrument subject to put 
option-(i) Facts. On January I, 1995. G 
purchases at original issue, for $70.000. H 
corporation's debt instrument maturing on Janu
ary I, 2010. with a stated principal amount of 
$100.000. payable at maturity. The debt instru
ment provides for semiannual payments of 
interest of $4,000. payable on January I and July 
I of each year. beginning on July I, 1995. The 
debt instrument gives G an unconditional right to 
put the bond back to H, exercisable on January 
I, 2005, in return for $85,000 (exclusive of the 
$4,000 of stated interest payable on that date). 

(ii) Determination of yield and maturity. Yield 
determined without regard to the put option is 
12.47 percent, compounded semiannually. Yield 
determined by assuming that the put option is 
exercised (i.e., by using January I, 2005, as the 
maturity date and $85,000 as the stated principal 
amount payable on that date) is 12.56 percent. 
compounded semiannually. Thus, under para
graph (c)(5) of this section, it is assumed that G 
will exercise the put option, because exercise of 
the option would increase the yield of the debt 
instrument. Thus, for purposes of calculating 
010, the debt instrument is assumed to be a 10-
year debt instrument with an issue price of 
$70,000, a stated redemption price at maturity of 
$85,000, and a yield of 12.56 percent, com
pounded semiannually. 

(iii) Consequences if put option is. in fact. not 
exercised. If the put option is, in fact, not 
exercised, then, under paragraph (c)(6) of this 
section, the debt instrument is treated, solely for 
purposes of determining yield and maturity, as if 
it were reissued on January I, 2005, for an 
amount equal to its adjusted issue price on that 
date, $85,000. The new debt instrument matures 
on January I, 2010, with a stated principal 
amount of $100,000 payable on that date and 
provides for semiannual payments of interest of 
$4,000. The yield of the new debt instrument is 
12.08 percent, compounded semiannually. 

Example 6. Debt instrument subject to partial 
call option-(i) Facts. On January I, 1995, H 
purchases at original issue, for $95,000, J 
corporation's debt instrument that matures on 
January I, 2000, and has a stated principal 
amount of $100,000, payable on that date. The 
debt instrument provides for semiannual pay
ments of interest of $4,000, payable on January I 
and July I of each year, beginning on July I, 
1995. On January I, 1998, J has an unconditional 
right to call 50 percent of the principal amount 
of the debt instrument for $55,000 (exclusive of 
the $4,000 of stated interest payable on that 
date). If the call is exercised, the semiannual 
payments of interest made after the call date will 
be reduced to $2,000. 

(ii) Determination of yield and maturity. Yield 
determined without regard to the call option is 
9.27 percent, compounded semiannually. Yield 
determined by assuming J exercises its call 
option is 10.75 percent, compounded semian
nually. Thus, under paragraph (c)(5) of this 
section. it is assumed that J will not exercise the 
call option because exercise of the option would 
increase the yield of the debt instrument. Thus. 
for purposes of calculating 010, the debt 
instrument is assumed to be a 5-year debt 
instrument with a single principal payment at 
maturity of $100,000. and a yield of 9.27 
percent. compounded semiannually. 

(iii) Consequences if the call option is. in fact. 
exercised. If the call option is, in fact. exercised. 
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then under paragraph (c)(6) of this section. the 
debt instrument is treated as if the issuer made a 
pro rata prepayment of $55.000 that is subject to 
§ 1.1275-2(0. Consequently. under § 1.1275-2(0-
(I), the instrument is treated as consisting of two 
debt instruments, one that is retired on the call 
date and one that remains outstanding after the 
call date. The adjusted issue price. adjusted basis 
in the hands of the holder. and accrued 010 of 
the original debt instrument is allocated between 
the two instruments based on the portion of the 
original instrument treated as retired. Since each 
payment remaining to be made after the call date 
is reduced by one-half, one-half of the adjusted 
issue price, adjusted basis. and accrued 010 is 
allocated to the debt instrument that is treated as 
retired. The adjusted issue price of the original 
debt instrument immediately prior to the call date 
is $97,725.12. which equals the issue price of the 
original debt instrument ($95,000) increased by 
the DID previously includible in gross income 
($2.725.12). One-half of this adjusted issue price 
is allocated to the debt instrument treated as 
retired, and the other half is allocated to the debt 
instrument that is treated as remaining outstand
ing. Thus, the debt instrument treated as remain
ing outstanding has an adjusted issue price 
immediately after the call date of $97,725.12/2, 
or $48,862.56. The yield of this debt instrument 
continues to be 9.27 percent, compounded semi
annually. In addition, the portion of H's adjusted 
basis allocated to the debt instrument treated as 
retired is $97,725.12/2 or $48,862.56. Accord
ingly, under section 1271, H realizes a gain on 
the deemed retirement equal to $6,137.44 
($55,000 - $48,862.56). 

Example 7. Debt instrument issued at par that 
provides for payment of interest in kind-OJ 
Facts. On January I, 1995, A purchases at 
original issue, for $100,000. X corporation's debt 
instrument maturing on January I. 2000, at a 
stated principal amount of $100,000, payable on 
that date. The debt instrument provides for 
annual payments of interest of $6,000 on January 
I of each year, beginning on January I, 1996. 
The debt instrument gives X the unconditional 
right to issue, in lieu of the first interest 
payment, a second debt instrument (PIK instru
ment) maturing on January I. 2000, with a stated 
principal amount of $6,000. The PIK instrument, 
if issued, would provide for annual payments of 
interest of $360 on January 1 of each year, 
beginning on January I, 1997. 

(ii) Aggregation of PIK instrument with origi
nal debt instrument. Under § 1.1275-2(c)(3), the 
issuance of the PIK instrument is not considered 
a payment made on the original debt instrument, 
and the PIK instrument is aggregated with the 
original debt instrument. The issue date of the 
PIK instrument is the same as the original debt 
instrument. 

(iii) Determination of yield and maturity. The 
right to issue the PIK instrument is treated as an 
option to defer the initial interest payment until 
maturity. Yield determined without regard to the 
option is 6 percent. compounded annually. Yield 
determined by assuming X exercises the option 
is 6 percent, compounded annually. Thus, under 
paragraph (c)(5) of this section, it is assumed 
that X will not exercise the option by issuing the 
PIK instrument because exercise of the option 
would not decrease the yield of the debt in
strument. For purposes of calculating 010. the 
debt instrument is assumed to be a 5-year debt 
instrument with a single principal payment at 
maturity of $100.000 and ten semiannual interest 
payments of $6,000. beginning on January I 
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1996. As a result, the debt instrument's yield is 6 
percent, compounded annually. 

(iv) Determination of OlD. Under the payment 
schedule that would result if the option was 
exercised, none of the interest on the debt 
instrument would be qualified stated interest. 
Accordingly, under §1.l273-I(c)(2), no pay
ments on the debt instrument are qualified stated 
interest payments. Thus, $6,000 of OID accrues 
during the first annual accrual period. If the PIK 
instrument is not issued, $6,000 of OID accrues 
during each annual accrual period. 

(v) Consequences if the P1K instrument is 
issued. Under paragraph (c)(6) of this section, if 
X issues the PIK instrument on January I, 1996, 
the issuance of the PIK instrument is not a 
payment on the debt instrument. Solely for pur
poses of determining yield and maturity, the debt 
instrument is deemed reissued on January I, 
1996, for an issue price of $106,000. The 
recomputed yield is 6 percent, compounded 
annually. The OID for the first annual accrual 
period after the deemed reissuance is $6,360. 
The adjusted issue price of the debt instrument at 
the beginning of the next annual accrual period 
is $106,000 ($106,000 + $6,360 - $6,360). The 
010 for each of the four remaining annual 
accrual periods is $6,360. 

Example 8. Debt instrument issued at a 
discount that provides for payment of interest in 
kind-(i) Facts. On January 1, 1995, T purchases 
at original issue, for $75,500, U corporation's 
debt instrument maturing on January 1, 2000, at 
a stated principal amount of $100,000, payable 
on that date. The debt instrument provides for 
annual payments of interest of $4,000 on January 
1 of each year, beginning on January I, 1996. 
The debt instrument gives U the unconditional 
right to issue, in lieu of the first interest 
payment, a second debt instrument (PIK instru
ment) maturing on January I, 2000, with a stated 
principal amount of $4,000. The PIK instrument, 
if issued, would provide for annual payments of 
interest of $160 on January 1 of each year, 
beginning on January I, 1997. 

(ii) Aggregation of P1K instrument with origi
nal debt instrument. Under §1.l275-2(c)(3), the 
issuance of the PIK instrument is not considered 
a payment made on the original debt instrument, 
and the PIK instrument is aggregated with the 
original debt instrument. The issue date of the 
PIK instrument is the same as the original debt 
instrument. 

(iii) Determination of yield and maturity. The 
right to issue the PIK instrument is treated as an 
option to defer the initial interest payment until 
maturity. Yield determined without regard to the 
option is 10.55 percent, compounded annually. 
Yield determined by assuming U exercises the 
option is 10.32 percent, compounded annually. 
Thus, under paragraph (c)(5) of this section, it is 
assumed that U will exercise the option by is
suing the PIK instrument because exercise of the 
option would decrease the yield of the debt 
instrument. For purposes of calculating OlD, the 
debt instrument is assumed to be a 5-year debt 
instrument with a single principal payment at 
maturity of $104,000 and four annual interest 
payments of $4,160, beginning on January I, 
1997. As a result, the yield is 10.32 percent, 
compounded annually. 

(iv) Consequences if the PIK instrument is not 
issued. Assume that T chooses to compute OlD 
accruals on the basis of an annual accrual period. 
On January I, 1996, the adjusted issue price of 
the debt instrument, and T's adjusted basis in the 
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instrument, is $83,295.15. Under paragraph (c)(6) 
of this section, if U actually makes the $4,000 
interest payment on January I, 1996, the debt 
instrument is treated as if U made a pro rata 
prepayment (within the meaning of §1.l275-
2(f)(2» of $4,000, which reduces the amount of 
each payment remaining on the instrument by a 
factor of 41104, or 1/26. Thus, under §1.l275-
2(f)(l) and section 127 I, T realizes a gain of 
$796.34 ($4,000 - ($83,295.15/26». The ad
justed issue price of the debt instrument and T's 
adjusted basis immediately after the payment is 
$80,091.49 ($83,295.15 X 25/26) and the yield 
continues to be 10.32 percent, compounded 
annually. 

Example 9. Debt instrument with stepped 
interest rate-(i) Facts. On July I, 1994, G 
purchases at original issue, for $85,000, H 
corporation's debt instrument maturing on July I, 
2004. The debt instrument has a stated principal 
amount of $100,000, payable on the maturity 
date and provides for semiannual interest pay
ments on January I and July 1 of each year, 
beginning on January I, 1995. The amount of 
each payment is $2,000 for the first 5 years and 
$5,000 for the final 5 years. 

(ii) Determination of OlD. Assume that G 
computes its OID using 6-month accrual periods 
ending on January I and July I of each year. The 
yield of the debt instrument, determined under 
paragraph (b)(1 )(i) of this section, is 8.65 
percent, compounded semiannually. Interest is 
unconditionally payable at a fixed rate of at least 
4 percent, compounded semiannually, for the 
entire term of the debt instrument. Consequently, 
under §1.l273-I(c)(1), the semiannual payments 
are qualified stated interest payments to the 
extent of $2,000. The amount of OID for the first 
6-month accrual period is $ 1,674.34 (the issue 
price of the debt instrument ($85,000) times the 
yield of the debt instrument for that accrual 
period (.0865/2) less the amount of any qualified 
stated interest allocable to that accrual period 
($2,000)). 

Example 10. Debt instrument payable on 
demand that provides for interest at a constant 
rate-(i) Facts. On January I, 1995, V purchases 
at original issue, for $100,000, W corporation's 
debt instrument. The debt instrument calls for 
interest to accrue at a rate of 9 percent, com
pounded annually. The debt instrument is re
deemable at any time at the option of V for an 
amount equal to $100,000, plus accrued interest. 
V uses annual accrual periods to accrue 010 on 
the debt instrument. 

(ii) Amount of OlD. Pursuant to paragraph (d) 
of this section, the yield of the debt instrument is 
9 percent, compounded annually. If the debt 
instrument is not redeemed during 1995, the 
amount of OID allocable to the year is $9,000. 

§I.1272-2 Treatment of debt 
instruments purchased at a premium. 

(a) In general. Under section 1272-
(c)( 1), if a holder purchases a debt in
strument at a premium, the holder does 
not include any OlD in gross income. 
Under section 1272(a)(7), if a holder 
purchases a debt instrument at an 
acquisition premium, the holder re
duces the amount of OlD includible in 
gross income by the fraction deter
mined under paragraph (b)( 4) of this 
section. 

(b) Definitions and special rule~
(1) Purchase. For purposes of sectIOn 
1272 and this section, purchase means 
any acquisition of a debt instrument, 
including the acquisition of a newly 
issued debt instrument in a debt-for
debt exchange or the acquisition of a 
debt instrument from a donor. 

(2) Premium. A debt instrument is 
purchased at a premium if its adjusted 
basis, immediately after its purchase by 
the holder (including a purchase at 
original issue), exceeds the sum of all 
amounts payable on the instrument 
after the purchase date other than 
payments of qualified stated interest (as 
defined in §1.1273-1(c». 

(3) Acquisition premium. A debt in
strument is purchased at an acquisition 
premium if its adjusted basis, imme
diately after its purchase (including a 
purchase at original issue), is-

(i) Less than or equal to the sum of 
all amounts payable on the instrument 
after the purchase date other than pay
ments of qualified stated interest (as 
defined in §1.1273-1(c»; and 

(ii) Greater than the instrument's 
adjusted issue price (as defined in 
§ 1.1275-1 (b». 

(4) Acquisition premium fraction. In 
applying section 1272(a)(7), the cost of 
a debt instrument is its adjusted basis 
immediately after its acquisition by the 
purchaser. Thus, the numerator of the 
fraction determined under section 1272-
(a)(7)(B) is the excess of the adjusted 
basis of the debt instrument imme
diately after its acquisition by the 
purchaser over the adjusted issue price 
of the debt instrument. The denomina
tor of the fraction determined under 
section 1272(a)(7)(B) is the excess of 
the sum of all amounts payable on the 
debt instrument after the purchase date, 
other than payments of qualified stated 
interest, over the instrument's adjusted 
issue price. 

(5) Election to accrue discount on a 
constant yield basis. Rather than apply
ing the acquisition premium fraction, a 
holder of a debt instrument purchased 
at an acquisition premium may elect 
under § 1.1272-3 to compute OID ac
cruals by treating the purchase as a 
purchase at original issuance and ap
plying the mechanics of the constant 
yield method. 

(6) Special rules for determining 
basis-(i) Debt instruments acquired in 
exchange for other property. For pur
poses of section 1272(a)(7), section 



1272( c)(1), and this section, if a debt 
instrument is acquired in an exchange 
for other property (other than in a 
reorganization defined in section 368) 
and the basis of the debt instrument is 
determined, in whole or in part, by 
reference to the basis of the other 
property, the basis of the debt instru
ment may not exceed its fair market 
value immediately after the exchange. 
For example, if a debt instrument is 
distributed by a partnership to a partner 
in a liquidating distribution and the 
partner's basis in the debt instrument 
would otherwise be determined under 
section 732, the partner's basis in the 
debt instrument may not exceed its fair 
market value for purposes of this 
section. 

(ii) Acquisition by gift. For purposes 
of this section, a donee's adjusted basis 
in a debt instrument is the donee's 
basis for determining gain under sec
tion 1015(a). 

(c) Examples. The following exam
ples illustrate the rules of this section. 

Example 1. Debt instrument purchased at an 
acquisition premium-(i) Facts. On July I, 1994, 
A purchased at original issue, for $500, a debt 
instrument issued by Corporation X. The debt 
instrument matures on July I, 1999, and calls for 
a single payment at maturity of $1,000. Under 
section 1273(a), the debt instrument has a stated 
redemption price at maturity of $1,000 and, thus, 
OlD of $500. On July I, 1996, when the debt 
instrument's adjusted issue price is $659.75, A 
sells the debt instrument to B for $750 in cash. 

(ii) Acquisition premium fraction. Because the 
cost to B of the debt instrument is less than the 
amount payable on the debt instrument after the 
purchase date, but is greater than the debt 
instrument's adjusted issue price, B has paid an 
acquisition premium for the debt instrument. 
Accordingly, the daily portion of OlD for any 
day that B holds the debt instrument is reduced 
by a fraction, the numerator of which is $90.25 
(the excess of the cost of the debt instrument 
over its adjusted issue price) and the denomina
tor of which is $340.25 (the excess of the sum of 
all payments after the purchase date over its 
adjusted issue price). 

Example 2. Debt-for-debt exchange where 
holder is considered to purchase new debt in
strument at a premium-(i) Facts. On January I, 
1995, H purchases at original issue, for $1,000, a 
debt instrument issued by Corporation X. On 
July I, 1997, when H's adjusted basis in the debt 
instrument is $1,000, Corporation X issues a new 
debt instrument with a stated redemption price at 
maturity of $750 to H in exchange for the old 
debt instrument. Assume that the issue price of 
the new debt instrument is $600. Thus, under 
section 1273(a), the debt instrument has OlD of 
$150. The exchange qualifies as a recapitaliza
tion under section 368(a)( I )(E), with the conse
quence that, under sections 354 and 358, H 
recognizes no loss on the exchange and has an 
adjusted basis in the new debt instrument of 
$1,000. 

(ii) Application of section 1272(c)( 1). Under 
paragraphs (b)(I) and (b)(2) of this section, H 
purchases the new debt instrument at a premium 
of $250. Accordingly, under section 1272(c)(I), 
H is not required to include OrD in income with 
respect to the new debt instrument. 

Example 3. Debt-for-debt exchange where 
holder is considered to purchase new debt 
instrument at an acquisition premium-(i) Facts. 
The facts are the same as in Example 2 of 
paragraph (c) of this section, except that H 
purchases the old debt instrument from another 
holder on July I, 1995, and on July I, 1997, H's 
adjusted basis in the old debt instrument is $700. 
Under section 1273(a), the new debt instrument 
is issued with OlD of $150. 

(ii) Application of section 1272(a)(7). Under 
paragraphs (b)(l) and (b)(3) of this section, H 
purchases the new debt instrument at an acquisi
tion premium of $100. Accordingly, the daily 
portion of OlD that is includible in H's income 
is reduced by the fraction determined under 
section I 272(a)(7). 

Example 4. Treatment of acquisition premium 
for debt instrument acquired by gift-(i) Facts. 
On July I, 1994, D receives as a gift a debt 
instrument with a stated redemption price at 
maturity of $1,000 and an adjusted issue price of 
$800. On that date, the fair market value of the 
debt instrument is $900 and the donor's adjusted 
basis in the debt instrument is $950. 

(ii) Application of section 1272(a)(7). Under 
paragraphs (b)(l), (b)(3), and (b)(6)(ii) of this 
section, D is considered to have purchased the 
debt instrument at an acquisition premium of 
$150. Accordingly, the daily portion of OlD that 
is includible in D's income is reduced by the 
fraction determined under section 1272(a)(7). 

§1.1272-3 Election by a holder to 
treat all interest on a debt 
instrument as OlD. 

(a) Election. A holder of a debt 
instrument may elect to include in 
gross income all interest that accrues 
on the instrument by using the constant 
yield method described in paragraph (c) 
of this section. For purposes of this 
election, interest includes stated inter
est, acquisition discount, OlD, de min
imis OlD, market discount, de minimis 
market discount, and unstated interest, 
as adjusted by any amortizable bond 
premium or acquisition premium. 

(b) Scope of election-( 1) In gen
eral. Except as provided in paragraph 
(b)(2) of this section, a holder may 
make the election for any debt 
instrument. 

(2) Exceptions, limitations, and spe
cial rules-(i) Debt instrument with 
amortizable bond premium (as deter
mined under section 171). (A) A holder 
may make the election for a debt 
instrument with amortizable bond pre
mium only if the instrument qualifies 
as a bond under section 171(d). 

(B) If a holder makes the election 
under this section for a debt instrument 
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with amortizable bond premium, the 
holder is deemed to have made the 
election under section 171 (c)( 2) for the 
taxable year in which the instrument 
was acquired. If the holder has pre
viously made the election under section 
171 (c )(2), the requirements of that 
election with respect to any debt 
instrument are satisfied by electing to 
amortize the bond premium under the 
rules provided by this section. 

(ii) Debt instrument with market dis
count. (A) A holder may make the 
election under this section for a debt 
instrument with market discount only if 
the holder is eligible to make an 
election under section 1278(b). 

(B) If a holder makes the election 
under this section for a debt instrument 
with market discount, the holder is 
deemed to have made both the election 
under section 1276(b )(2) for that instru
ment and the election under section 
1278(b) for the taxable year in which 
the instrument was acquired. If the 
holder has previously made the election 
under section 1278(b), the requirements 
of that election with respect to any debt 
instrument are satisfied by electing to 
include the market discount in income 
in accordance with the rules provided 
by this section. 

(iii) Tax-exempt debt instrument. A 
holder may not make the election for a 
tax-exempt obligation as defined in 
section 1275(a)(3). 

(c) Mechanics of the constant yield 
method-( 1) In general. For purposes 
of this section, the amount of interest 
that accrues during an accrual period is 
determined under rules similar to those 
under section 1272 (the constant yield 
method). In applying the constant yield 
method, however, a debt instrument 
subject to the election is treated as if-

(i) The instrument is issued for the 
holder's adjusted basis immediately 
after its acquisition by the holder; 

(ii) The instrument is issued on the 
holder's acquisition date; and 

(iii) None of the interest payments 
provided for in the instrument are 
qualified stated interest payments. 

(2) Special rules to determine ad
justed basis. For purposes of paragraph 
(c)(1 )(i) of this section-

(i) If the debt instrument is acquired 
in an exchange for other property 
(other than in a reorganization defined 
in section 368) and the basis of the 
debt instrument is determined, in whole 
or in part, by reference to the basis of 
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the other property, the adjusted basis of 
the debt instrument may not exceed its 
fair market value immediately after the 
exchange; and 

(ii) If the debt instrument was ac
quired with amortizable bond premium 
(as determined under section 171), the 
adjusted basis of the debt instrument is 
reduced by an amount equal to the 
value attributable to any conversion 
feature. 

(d) Time and manner of making the 
election. The election must be made for 
the taxable year in which the holder 
acquires the debt instrument. A holder 
makes the election by attaching to the 
holder's timely filed Federal income 
tax return a statement that the holder is 
making an election under this section 
and that identifies the debt instruments 
subject to the election. A holder may 
make the election for a class or group 
of debt instruments by attaching a 
statement describing the type or types 
of debt instruments being designated 
for the election. 

(e) Revocation of election. The elec
tion may not be revoked unless ap
proved by the Commissioner. 

(f) Effective date. This section ap
plies to debt instruments acquired on or 
after April 4, 1994. 

§1.1273-1 Definition of OlD. 

(a) In general. Section 1273(a)(l) 
defines OlD as the excess of a debt 
instrument's stated redemption price at 
maturity over its issue price. Section 
1.1273-2 defines issue price, and para
graph (b) of this section defines stated 
redemption price at maturity. Paragraph 
(d) of this section provides rules for de 
minimis amounts of OlD. Although the 
total amount of OlD for a debt 
instrument may be indeterminate, 
§ 1.1272-1 (d) provides a rule to deter
mine OlD accruals on certain debt 
instruments that provide for principal 
payments uncertain as to time. See 
Example /0 in § 1.1272-1 (j). 

(b) Stated redemption price at matu
rity. A debt instrument's stated re
demption price at maturity is the sum 
of all payments provided by the debt 
instrument other than qualified stated 
interest payments. If the payment 
schedule of a debt instrument is deter
mined under §1.1272-I(c) (relating to 
certain debt instruments subject to 
contingencies), that payment schedule 
is used to determine the instrument's 
stated redemption price at maturity. 
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(c) Qualified stated interest-( 1) 
Definition-(i) In general. Qualified 
stated interest is stated interest that is 
unconditionally payable in cash or in 
property (other than debt instruments of 
the issuer), or that will be con
structively received under section 451, 
at least annually at a single fixed rate 
(within the meaning of paragraph 
(c)(1 )(iii) of this section). 

(ii) Unconditionally payable. Interest 
is unconditionally payable only if late 
payment (other than a late payment that 
occurs within a reasonable grace 
period) or nonpayment is expected to 
be penalized or reasonable remedies 
exist to compel payment. Notwithstand
ing the preceding sentence, interest is 
not unconditionally payable if the 
lending transaction does not reflect 
arm's length dealing and the holder 
does not intend to enforce such reme
dies. For purposes of determining 
whether interest is unconditionally pay
able, the possibility of nonpayment due 
to default, insolvency, or similar cir
cumstances, or due to the exercise of a 
conversion right described in § 1.1272-
1 (e) is ignored. 

(iii) Single fixed rate-(A) In gen
eral. Interest is payable at a single 
fixed rate only if the rate appropriately 
takes into account the length of the 
interval between payments. Thus, if the 
interval between payments varies dur
ing the term of the debt instrument, the 
value of the fixed rate on which a 
payment is based generally must be 
adjusted to reflect a compounding 
assumption that is consistent with the 
length of the interval preceding the 
payment. See Example 1 in paragraph 
(f) of this section. 

(B) Special rule for certain first and 
final payment intervals. Notwithstand
ing paragraph (c)(l)(iii)(A) of this 
section, if a debt instrument provides 
for payment intervals that are equal in 
length throughout the term of the in
strument, except that the first or final 
payment interval differs in length from 
the other payment intervals, the first or 
final interest payment is considered to 
be made at a fixed rate if the value of 
the rate on which the payment is based 
is adjusted in any reasonable manner to 
take into account the length of the 
interval. See Example 2 of paragraph 
(f) of this section. The rule in this 
paragraph (c)(l)(iii)(B) also applies if 
the lengths of both the first and final 
payment intervals differ from the 
length of the other payment intervals. 

(2) Debt instruments subject to con
tingencies. The determination ~f 
whether a debt instrument described III 

§ 1.1272-1 (c) (a debt instrument pro
viding for an alternative payment 
schedule (or schedules) upon the occur
rence of one or more contingencies) 
provides for qualified stated interest is 
made by analyzing each alternative 
payment schedule (including the stated 
payment schedule) as if it were the 
debt instrument's sole payment sched
ule. Under this analysis, the debt 
instrument provides for qualified stated 
interest to the extent of the lowest 
fixed rate at which qualified stated 
interest would be payable under any 
payment schedule. See Example (4) of 
paragraph (f) of this section. 

(3) Variable rate debt instrument. In 
the case of a variable rate debt 
instrument, qualified stated interest is 
determined under § 1.1275-5(e). 

(4) Stated interest in excess of 
qualified stated interest. To the extent 
that stated interest payable under a debt 
instrument exceeds qualified stated in
terest, the excess is included in the 
debt instrument's stated redemption 
price at maturity. 

(5) Short-term obligations. In the 
case of a debt instrument with a term 
that is not more than 1 year from the 
date of issue, no payments of interest 
are treated as qualified stated interest 
payments. 

(d) De minimis OID-(1) In general. 
If the amount of OlD with respect to a 
debt instrument is less than the de 
minimis amount, the amount of OlD is 
treated as zero, and all stated interest 
(including stated interest that would 
otherwise be characterized as OlD) is 
treated as qualified stated interest. 

(2) De minimis amount. The de 
minimis amount is an amount equal to 
0.0025 multiplied by the product of the 
stated redemption price at maturity and 
the number of complete years to 
maturity from the issue date. 

(3) Installment obligations. In the 
case of an installment obligation (as 
defined in paragraph (e)(1) of this 
section), paragraph (d)(2) of this sec
tion is applied by substituting for the 
number of complete years to maturity 
the weighted average maturity (as 
defined in paragraph (e)( 3) of this 
section). Alternatively, in the case of a 
debt instrument that provides for pay
ments of principal no more rapidly than 
a self-amortizing installment obligation 
(as defined in paragraph (e)(2) of this 



section), the de minimis amount defined 
in paragraph (d)(2) of this section may 
be calculated by substituting 0.00167 
for 0.0025. 

(4) Special rule for interest holidays, 
teaser rates, and other interest 
shortfalls-(i) In general. This para
graph (d)(4) provides a special rule to 
determine whether a debt instrument 
with a teaser rate (or rates), an interest 
holiday, or any other interest shortfall 
has de minimis OlD. This rule applies 
if-

(A) The amount of OlD on the debt 
instrument is more than the de minimis 
amount as otherwise determined under 
paragraph (d) of this section; and 

(B) All stated interest provided for 
in the debt instrument would be 
qualified stated interest under para
graph (c) of this section except that for 
I or more accrual periods the interest 
rate is below the rate applicable for the 
remainder of the instrument's term 
(e.g., if as a result of an interest 
holiday, none of the stated interest is 
qualified stated interest). 

(ii) Redetermination of OlD for pur
poses of the de minimis test. For 
purposes of determining whether a debt 
instrument described in paragraph 
(d)(4)(i) of this section has de minimis 
OlD, the instrument's stated redemp
tion price at maturity is treated as equal 
to the instrument's issue price plus the 
greater of the amount of foregone 
interest or the excess (if any) of the 
instrument's stated principal amount 
over its issue price. The amount of 
foregone interest is the amount of 
additional stated interest that would be 
required to be payable on the debt 
instrument during the period of the 
teaser rate, holiday, or shortfall so that 
all stated interest would be qualified 
stated interest under paragraph (c) of 
this section. See Example 5 and Exam
ple 6 of paragraph (f) of this section. In 
addition, for purposes of computing the 
de minImIS amount of OlD, the 
weighted average maturity of the debt 
instrument is determined by treating all 
stated interest payments as qualified 
stated interest payments. 

(5) Treatment of de minimis OlD by 
holders-(i) Allocation of de minimis 
OlD to principal payments. The holder 
of a debt instrument includes any de 
minimis OlD (other than de minimis 
OlD treated as qualified stated interest 
under paragraph (d)(l) of this section, 
such as de minimis OlD attributable to 
a teaser rate or interest holiday) in 

income as stated principal payments are 
made. The amount includible in income 
with respect to each principal payment 
equals the product of the total amount 
of de minimis OlD on the debt instru
ment and a fraction, the numerator of 
which is the amount of the principal 
payment made and the denominator of 
which is the stated principal amount of 
the instrument. 

(ii) Character of de minimis OID
(A) De minimis OlD treated as gain 
recognized on retirement. Any amount 
of de minimis OlD includible in income 
under this paragraph (d)(5) is treated as 
gain recognized on retirement of the 
debt instrument. See section 1271 to 
determine whether a retirement is 
treated as an exchange of the debt 
instrument. 

(B) Treatment of de minimis OlD on 
sale or exchange. Any gain attributable 
to de minimis OlD that is recognized 
on the sale or exchange of a debt 
instrument is capital gain if the debt 
instrument is a capital asset in the 
hands of the seller. 

(iii) Treatment of subsequent 
holders. If a subsequent holder pur
chases a debt instrument issued with de 
minimis OlD at a premium (as defined 
in § 1.1272-2(b )(2)), the subsequent 
holder does not include the de minimis 
OlD in income. Otherwise, a subse
quent holder includes any discount in 
income under the market discount rules 
(sections 1276 through 1278) rather 
than under the rules of this paragraph 
(d)(5). 

(iv) Cross-reference. See § 1.1272-3 
for an election by a holder to treat de 
minimis OlD as OlD. 

(e) Definitions-(l) Installment obli
gation. An installment obligation is a 
debt instrument that provides for the 
payment of any amount other than 
qualified stated interest before maturity. 

(2) Self-amortiZing installment obli
gation. A self-amortizing installment 
obligation is an obligation that provides 
for equal payments composed of princi
pal and qualified stated interest that are 
unconditionally payable at least an
nually during the entire term of the 
debt instrument with no significant 
additional payment required at 
maturity. 

(3) Weighted average maturity. The 
weighted average maturity of a debt 
instrument is the sum of the following 
amounts determined for each payment 
under the instrument (other than a 
payment of qualified stated interest)-
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(i) The number of complete years 
from the issue date until the payment is 
made; multiplied by 

(ii) A fraction, the numerator of 
which is the amount of the payment 
and the denominator of which is the 
debt instrument's stated redemption 
price at maturity. 

(f) Examples. The following exam
ples illustrate the rules of this section. 

Example 1. Qualified stated interest-(iJ 
Facts. On January I, 1995, A purchases at 
original issue, for $100.000, a debt instrument 
that matures on January I, 1999, and has a stated 
principal amount of $100,000, payable at matu
rity. The debt instrument provides for interest 
payments of $8,000 on January I, 1996, and 
January I, 1997, and quarterly interest payments 
of $1,942.65, beginning on April I, 1997. 

(ii) Amount of qualified stated interest. The 
annual payments of $8,000 and the quarterly 
payments of $1,942.65 are payable at a single 
fixed rate because 8 percent, compounded 
annually, is equivalent to 7.77 percent, com
pounded quarterly. Consequently, all stated inter
est payments under the debt instrument are 
qualified stated interest payments. 

Example 2. Qualified stated interest with short 
initial payment interval. On October I, 1994, A 
purchases at original issue, for $100,000, a debt 
instrument that matures on January I, 1998, and 
has a stated principal amount of $100,000, 
payable at maturity. The debt instrument 
provides for an interest payment of $2,000 on 
January I, 1995, and interest payments of $8,000 
on January I, 1996, January I, 1997, and January 
I, 1998. Under paragraph (c)(l)(iii)(BJ of this 
section, all stated interest payments on the debt 
instrument are computed at a single fixed rate 
and are qualified stated interest payments. 

Example 3. Stated interest in excess of 
qualified stated interest-(iJ Facts. On January 
I, 1995, B purchases at original issue, for 
$100,000, C corporation's 5-year debt instru
ment. The debt instrument provides for a 
principal payment of $100,000, payable at 
maturity, and calls for annual interest payments 
of $10,000 for the first 3 years and annual 
interest payments of $10,600 for the last 2 years. 

(ii) Payments in excess of qualified stated 
interest. All of the first three interest payments 
and $10,000 of each of the last two interest 
payments are qualified stated interest payments 
within the meaning of paragraph (c)( I) of this 
section. Under paragraph (c)(4) of this section, 
the remaining $600 of each of the last two 
interest payments is included in the stated 
redemption price at maturity, so that the stated 
redemption price at maturity is $101,200. Pur
suant to paragraph (e)(3) of this section, the 
weighted average maturity of the debt instrument 
is 4.994 years {(4 years X $600/$101,200) + (5 
years X $100,600/$10 I ,200)}. The de minimis 
amount, or one-fourth of I percent of the stated 
redemption price at maturity multiplied by the 
weighted average maturity. is $1,263.50. Because 
the actual amount of discount, $1,200, is less 
than the de minimis amount, the instrument is 
treated as having no OlD, and, under paragraph 
(d)( I) of this section, all of the interest payments 
are treated as qualified stated interest payments. 

Example 4. Qualified stated interest on a debt 
instrument that is subject to a contillgellcv-(i) 
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Facts. On January I. 1995, A issues. for 
$100.000. a 10-year debt instrument that 
provides for a $100.000 principal payment at 
maturity and for annual interest payments of 
$10.000. Under the terms of the debt instrument. 
however, the interest payments for each of the 
final five years will be reduced to $5,000 if a 
specified annual level of earnings is not attained 
by A by the end of year five. 

(ii) Amollnt of qualified stated interest. If the 
payment schedule determined by assuming that 
the specified earnings level will be attained is 
treated as the debt instrument's sole payment 
schedule. the instrument would provide for 
annual qualified stated interest payments of 
$ I 0.000. If the payment schedule determined by 
assuming that the specified earnings level will 
not be attained is treated as the instrument's sole 
payment schedule, however, only $5,000 of each 
annual interest payment would constitute 
qualified stated interest. Accordingly. under 
paragraph (c)(2J of this section, only $5,000 of 
each annual interest payment constitutes 
qualified stated interest. Any excess of each 
annual interest payment over $5,000 is included 
in the debt instrument's stated redemption price 
at maturity. 

Example 5. De minimis OlD; interest 
holidav-(i) Facts. On January I, 1995, C 
purch~ses at original issue, for $97.561, a debt 
instrument that matures on January l, 2007, and 
has a stated principal amount of $ 100,000, 
payable at maturity. The debt instrument pro
vides for an initial interest holiday of I quarter 
and quarterly interest payments of $2,500 there
after (beginning on July l, 1995). The issue price 
of the debt instrument is $97,561. C chooses to 
accrue 010 based on quarterly accrual periods. 

(ii) De minimis amount of OlD. But for the 
interest holiday, all stated interest on the debt 
instrument would be qualified stated interest. 
Under paragraph (d)(4) of this section, for 
purposes of determining whether the debt instru
ment has de minimis 010, the stated redemption 
price at maturity of the instrument is $100,061 
($97.561 (issue price) plus $2,500 (the greater of 
the amount of foregone interest ($2,500) and the 
amount equal to the excess of the instrument's 
stated principal amount over its issue price 
($2,439». Thus, the debt instrument is treated as 
having OlD of $2.500 ($100,061 minus $97,561). 
Became this amount is less than the de minimis 
amount of $3.001.83 (0.0025 multiplied by 
S I 00.06 I multiplIed by 12 complete years to 
maturity). the debt instrument is treated as 
having no 010. and all stated interest is treated 
as qualIfied stated interest. 

Example 6. De lillnimis OlD; teaser rate-Ii) 
Facts. The fach are the same as in Example 5 of 
thi, paragraph (f) except that C uses an Initial 
,emlannual accrual penod rather than an initIal 
quarterly accrual period. 

(il) De IIlIll1/11 i.1 amollllt or OlD. The debt 
instrument provides for an initial teaser rate 
hecause the interest rate for the semiannual 
accrual penod IS less than the interest rate 
applicable to the subsequent quarterly accrual 
penods. But for the initial teaser rate. all stated 
Interest on the debt instrument would be 
qualIfied \tated Interest. Under paragraph (d)(4) 
of thiS section. for purposes of determining 
whether the debt Instrument has de minimiS 010. 
the stated redemption price at maturity of the 
instrument is $100.123.50 ($97.561 (issue price) 
plU', S2.562.50 Ithe greater of the amount of 
tore gone interest ($2,562.50) and the amount 
equ;1 to the excess of the instrument's qated 
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principal amount over its issue price ($2,439». 
Thus, the debt instrument is treated as having 
OlD of $2.562.50 ($100,123.50 minus $97,561). 
Because this amount is less than the de minimis 
amount of $3,003.71 (0.0025 multiplied by 
$100.123.50 multiplied by 12 complete years to 
maturity). the debt instrument is treated as 
having no 010. and all stated interest is treated 
as qualified stated interest. 

§I.I273-2 Determination of issue 
price and issue date. 

(a) Debt instruments issued for 
money-( 1) Issue price. If a substantial 
amount of the debt instruments in an 
issue IS issued for money, the issue 
price of each debt instrument in the 
issue is the first price at which a 
substantial amount of the debt instru
ments is sold for money. Thus, if an 
issue consists of a single debt instru
ment that is issued for money, the issue 
price of the debt instrument is the 
amount paid for the instrument. For 
example, in the case of a debt instru
ment evidencing a loan to a natural 
person, the issue price of the instru
ment is the amount loaned. See 
§ 1.1275-2( d) for rules regarding Treas
ury sec unties. For purposes of this 
paragraph (a), money includes func
tional currency and, in certain circum
stances, nonfunctional currency. See 
§ 1.988-2(b )(2) for circumstances when 
nonfunctional currency is treated as 
money rather than as property. 

(2) Issue date. The issue date of an 
issue described in paragraph (a)(1) of 
this section is the first settlement date 
or closing date, whichever is applica
ble on which a substantial amount of 
the' debt instruments in the issue is sold 
for money. 

(b) Publicly traded debt instruments 
issued for property-(1) Issue price. If 
a substantial amount of the debt 
instruments in an issue is traded on an 
established market (within the meaning 
of paragraph (f) of this section) and the 
issue is not described in paragraph 
(a)( I) of this section, the issue price of 
each debt instrument in the issue is the 
fair market value of the debt instru
ment, determined as of the issue date 
(as defined in paragraph (b )(2) of this 
section). 

(2) Issue date. The issue date of an 
issue described in paragraph (b)(1) of 
this section is the first date on which a 
substantial amount of the traded debt 
instruments in the issue is issued. 

(c) Debt instruments issued for pub
licly traded property-(l) Issue price. 

If a substantial amount of the debt 
instruments in an issue is issued for 
property that is traded on an . estab
lished market (within the meamng of 
paragraph (f) of this section) and the 
issue is not described in para~raph 
(a)(l) or (b)(I) of this section, th~ Issue 
price of each debt instrument In the 
issue is the fair market value of the 
property, determined as of the issue 
date (as defined in paragraph (c)(2) of 
this section). For purposes of the pre
ceding sentence, property means a debt 
instrument, stock, security, contract, 
commodity, or nonfunctional currency. 
But see §1.988-2(b)(2) for circum
stances when nonfunctional currency is 
treated as money rather than as 
property. 

(2) Issue date. The issue date of an 
issue described in paragraph (c)(l) of 
this section is the first date on which a 
substantial amount of the debt instru
ments in the issue is issued for traded 
property. 

(d) Other debt instruments-(l) Is
sue price. If an issue of debt instru
ments is not described in paragraph 
(a)(l), (b)(1), or (c)( I) of this section, 
the issue price of each debt instrument 
in the issue is determined as if the debt 
instrument were a separate issue. If the 
issue price of a debt instrument that is 
treated as a separate issue under the 
preceding sentence is not determined 
under paragraph (a)(l), (b)(1), or (c)(l) 
of this section, and if section 1274 
applies to the debt instrument, the issue 
price of the instrument is determined 
under section 1274. Otherwise, the 
issue price of the debt instrument is its 
stated redemption price at maturity 
under section 1273(b)( 4). See section 
1274(c) and §1.l274-1 to determine if 
section 127 4 applies to a debt 
instrument. 

(2) Issue date. The issue date of an 
issue described in paragraph (d)(l) of 
this section is the date on which the 
debt instrument is issued for money or 
in a sale or exchange. 

(e) Special rule for certain sales to 
bond houses, brokers, or similar per
sons. For purposes of determining the 
issue price and issue date of a debt 
instrument under this section, sales to 
bond houses, brokers, or similar per
sons or organizations acting in the 
capacity of underwriters, placement 
agents, or wholesalers are ignored. 

(f) Traded on an established market 
(publicly traded)-(l) In general. Prop
erty (including a debt instrument de-



scribed in paragraph (b)( 1) of this 
section) is traded on an established 
market for purposes of this section if, 
at any time during the 60-day period 
ending 30 days after the issue date, the 
property is described in paragraph 
(f)(2), (f)(3), (f)(4), or (f)(5) of this 
section. 

(2) Exchange listed property. Prop
erty is described in this paragraph 
(f)(2) if it is listed on-

(i) A national securities exchange 
registered under section 6 of the 
Securities Exchange Act of 1934 (15 
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 (15 U.S.C. 780-3); or 

(iii) The International Stock Ex
change of the United Kingdom and the 
Republic of Ireland, Limited, the 
Frankfurt Stock Exchange, the Tokyo 
Stock Exchange, or any other foreign 
exchange or board of trade that is 
designated by the Commissioner in the 
Internal Revenue Bulletin (see 
§601.601(d)(2)(ii) of this chapter). 

(3) Market traded property. Property 
is described in this paragraph (f)(3) if it 
is property of a kind that is traded 
either on a board of trade designated as 
a contract market by the Commodities 
Futures Trading Commission or on an 
interbank market. 

(4) Property appearing on a quota
tion medium. Property is described in 
this paragraph (f)( 4) if it appears on a 
system of general circulation (including 
a computer listing disseminated to sub
scribing brokers, dealers, or traders) 
that provides a reasonable basis to 
determine fair market value by dis
seminating either recent price quota
tions (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 information) of recent 
sales transactions (a quotation me
dium). A quotation medium does not 
include a directory or listing of bro
kers, dealers, or traders for specific 
securities, such as yellow sheets, that 
provides neither price quotations nor 
actual prices of recent sales trans
actions. 

(5) Readily quotable debt instru
ments-(i) In general. A debt instru
ment is described in this paragraph 
(f)(5) if price quotations are readily 

available from dealers, brokers, or 
traders. 

(ii) Safe harbors. A debt instrument 
is not considered to be described in 
paragraph (f)(5)(i) of this section if-

(A) No other outstanding debt in
strument of the issuer (or of any person 
who guarantees the debt instrument) is 
described in paragraph (f)(2), (f)(3), or 
(f)( 4) 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 

(0) The maturity date of the debt 
instrument is more than 3 years after 
the latest maturity date of the issuer's 
other traded debt. 

(6) Effect of certain temporary re
strictions on trading. If there is any 
temporary restriction on trading a pur
pose of which is to avoid the character
ization of the property as one that is 
traded on an established market for 
Federal income tax purposes, then the 
property is treated as traded on an 
established market. For purposes of the 
preceding sentence, a temporary restric
tion on trading need not be imposed by 
the issuer. 

(7) Convertible debt instruments. A 
debt instrument is not treated as traded 
on an established market solely because 
the debt instrument is convertible into 
property that is so traded. 

(g) Treatment of certain cash pay
ments incident to lending transac
tions-( 1) Applicability. The provisions 
of this paragraph (g) apply to cash 
payments made incident to private 
lending transactions (including seller 
financing). 

(2) Payments from borrower to 
lender-(i) Money lending transaction. 
In a lending transaction to which 
section 1273(b )(2) applies, a payment 
from the borrower to the lender (other 
than a payment for property or for 
services provided by the lender, such as 
commitment fees or loan processing 
costs) reduces the issue price of the 
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debt instrument evidencing the loan. 
However, solely for purposes of deter
mining the tax consequences to the 
borrower, the issue price is not reduced 
if the payment is deductible under 
section 461(g)(2). 

(ii) Section 1274 transaction. In a 
lending transaction to which section 
1274 applies, a payment from the 
buyer-borrower to the seller-lender that 
is designated as interest or points 
reduces the stated principal amount of 
the debt instrument evidencing the 
loan, but is included in the purchase 
price of the property. If the payment is 
deductible under section 461 (g)(2), 
however, the issue price of the debt 
instrument (as otherwise determined 
under section 1274 and the rule in the 
preceding sentence) is increased by the 
amount of the payment to compute the 
buyer-borrower's interest deductions 
under section 163. 

(3) Payments from lender to bor
rower. A payment from the lender to 
the borrower in a lending transaction is 
treated as an amount loaned. 

(4) Payments between lender and 
third party. If, as part of a lending 
transaction, a party other than the 
borrower (the third party) makes a 
payment to the lender, that payment is 
treated in appropriate circumstances as 
made from the third party to the bor
rower followed by a payment in the 
same amount from the borrower to the 
lender and governed by the provisions 
of paragraph (g)(2) of this section. If, 
as part of a lending transaction, the 
lender makes a payment to a third 
party, that payment is treated in appro
priate circumstances as an additional 
amount loaned to the borrower and 
then paid by the borrower to the third 
party. The character of the deemed 
payment between the borrower and the 
third party depends on the substance of 
the transaction. 

(5) Examples. The following exam
ples illustrate the rules of this para
graph (g). 

Example 1. Payments from borrower to lender 
in a cash transaction-(i) Facts. A lends 
$\00,000 to B for a term of 10 years. At the 
time the loan is made, B pays $4,000 in points to 
A. Assume that the points are not deductible by 
B under section 461(g)(2) and that the stated 
redemption price at maturity of the debt instru
ment is $100,000. 

(ii) Payment results in DID. Under paragraph 
(g)(2)(i) of this section, the issue price of B's 
debt instrument evidencing the loan is $96,000. 
Because the amount of OlD on the debt instru
ment ($4,000) is more than a de minimis amount 
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of OID. A accounts for the OID under § 1.1272-
I. B accounts for the OID under § 1.163-7. 

Example 2. Payments from borrower to lender 
ill a sectioll 1274 !ransac!ion-(i) Fac!s. A sells 
property to B for $1,000,000 in a transaction that 
is not a potentially abusive situation (within the 
meaning of § 1.1274-3). In consideration for the 
property. B gives A $300,000 and issues a 5-year 
debt Instrument that has a stated principal 
amount of $700,000, payable at maturity, and 
that calls for semiannual payments of interest at 
a rate of 8.5 percent. In addition to the cash 
downpayment. B pays A $14,000 designated as 
POInts on the loan. Assume that the points are 
not deductible under section 461 (g)(2). 

(ii) Issue price. Under paragraph (g)(2)(ii) of 
this section, the stated principal amount of B's 
debt instrument is $686,000 ($700,000 minus 
$14,000). Assuming a test rate of 9 percent, 
compounded semiannually, the imputed principal 
amount of B's debt instrument under §1.1274-
2(c)(l) is $686,153. Under §1.l274-2(b)(l), the 
issue price of B' s debt instrument is the stated 
principal amount of $686,000. Because the 
amount of OID on the debt instrument ($700,000 
- $686,000, or $14,000) is more than a de 
minimis amount of OlD, A accounts for the 010 
under § 1.1272-1 and B accounts for the 010 
under § 1.\63-7. B' s basis in the property pur
chased is $1,000,000 ($686,000 debt instrument 
plus $314,000 cash payments). 

Example 3. Paymen!s beMeen lender and third 
party (seller-paid poillts)-(i) Facts. A sells real 
property to B for $500,000 in a transaction that 
is not a potentially abusive situation (within the 
meaning of §1.1274-3). B makes a cash down 
payment of $100,000 and borrows $400,000 of 
the purchase price from a lender, L, repayable in 
annual installments over a term of 15 years 
calling for interest at a rate of 9 percent, 
compounded annually. As part of the transaction, 
A makes a payment of $8,000 to L to facilitate 
the loan to B. 

(ii) Paymell! resulrs in a de minimis amounl of 
DID. Under the provisions of paragraphs 
(g)(2J(i) and (g)(4) of this section, B is treated as 
having made an $8,000 payment directly to L 
and a payment of only $492,000 to A for the 
property. Thus, B' s basis in the property is 
$492.000. The payment to L reduces the issue 
price of B' ~ debt instrument to $392,000, 
resulting in $8.000 of OID ($400,000 -
$392,000). Because the amount of OID is de 
minimis under §1.1273-I(d), L accounts for the 
de minimis OID under §1.1273-I(d)(5). But see 
§1.1272-3 (election to treat de minimis 010 as 
010). B account ... for the de minimis 010 under 
§1l63-7 

(h) Investment units-( I) In general. 
Under section 1273(c)(2), an invest
ment unit is treated as if the investment 
unit were a debt instrument. The issue 
price of the investment unit is deter
mined under paragraph (a)(I), (b)(I), or 
(c)( I) of this section, if applicable. The 
issue price of the investment unit is 
then allocated between the debt instru
ment and the property right (or rights) 
that comprise the unit based on their 
relative fair market values. If para
graphs (a)(l), (b)(1), and (c)(l) of this 
section are not applicable, however, the 
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Issue price of the debt instrument that 
is part of the investment unit is 
determined under section l273(b)( 4) or 
1274, whichever is applicable. 

(2) Consistent allocation by holders 
and issuer. The issuer's allocation of 
the issue price of the investment unit is 
binding on all holders of the invest
ment unit. However, the issuer's deter
mination is not binding on a holder that 
explicitly discloses that its allocation is 
different from the issuer's allocation. 
Unless otherwise provided by the Com
missioner, the disclosure must be made 
on a statement attached to the holder's 
timely filed Federal income tax return 
for the taxable year that includes the 
acquisition date of the investment unit. 
See §1.1275-2(e) for rules relating to 
the issuer's obligation to disclose cer
tain information to holders. 

(i) [Reserved] 

(j) Convertible debt instruments. The 
issue price of a debt instrument in
cludes any amount paid for an option 
to convert the instrument into stock (or 
another debt instrument) of either the 
issuer or a related party (within the 
meaning of section 267(b) or 707(b)
(1)) or into cash or other property in an 
amount equal to the approximate value 
of such stock (or debt instrument). 

(k) Below-market loans subject to 
section 7872( b). The issue price of a 
below-market loan subject to section 
7872(b) (a term loan other than a gift 
loan) is the issue price determined 
under this section, reduced by the 
excess amount determined under sec
tion 7872(b)(1). 

(1) [Reserved] 
(m) Treatment of amounts represent

ing pre-issuance accrued interest-(l) 
Applicability. Paragraph (m)(2) of this 
section provides an alternative to the 
general rule of this section for deter
mInIng the issue price of a debt 
instrument if-

(i) A portion of the initial purchase 
price of the instrument is allocable to 
interest that has accrued prior to the 
issue date (pre-issuance accrued inter
est); and 

(ii) The instrument provides for a 
payment of stated interest on the first 
payment date within I year of the issue 
date that equals or exceeds the amount 
of the pre-issuance accrued interest. 

(2) Exclusion of pre-issuance ac
crued interest from issue price. If a 
debt instrument meets the requirements 
of paragraph (m)( I) of this section, the 

instrument's issue price may be com
puted by subtracting from the iss~e 
price (as otherwise computed under thIS 
section) the amount of pre-issuance 
accrued interest. If the issue price of 
the debt instrument is computed in this 
manner, a portion of the stated interest 
payable on the first payment date must 
be treated as a return of the excluded 
pre-issuance accrued interest, rather 
than as an amount payable on the 
instrument. 

(3) Example. The following example 
illustrates the rule of paragraph (m) of 
this section. 

Example. (i) Facts. On January 15, 1995, A 
purchases at original issue, for $1,005, B 
corporation's debt instrument. The debt instru
ment provides for a payment of principal of 
$1.000 on January 1. 2005, and provides for 
semiannual interest payments of $60 on January 
I and July I of each year, beginning on July I, 
1995. 

(ii) Determination of pre-issuance accrued 
interest. Under paragraphs (m)(l) and (m)(2) of 
this section, $5 of the $1,005 initial purchase 
price of the debt instrument is allocable to pre
issuance accrued interest. Accordingly, the debt 
instrument's issue price may be computed by 
subtracting the amount of pre-issuance accrued 
interest ($5) from the issue price otherwise 
computed under this section ($1,005), resulting 
in an issue price of $1,000. If the issue price is 
computed in this manner, $5 of the $60 payment 
made on July I, 1995, must be treated as a 
repayment by B of the pre-issuance accrued 
interest. 

§1.1274-1 Debt instruments to which 
section 1274 applies. 

(a) In general.· Subject to the excep
tions and limitations in paragraph (b) 
of this section, section 1274 and this 
section apply to any debt instrument 
issued in consideration for the sale or 
exchange of property. For purposes of 
section 1274, property includes debt 
instruments and investment units but 
does not include money, service~, or 
the right to use property. For the 
treatment of certain obligations given 
in exchange for services or the use of 
property, see s~ctions 404 and 467. For 
purposes of thIS paragraph (a), money 
Includes functional currency d' . . an , In 
certaIn CIrcumstances, nonfunctional 
currency. See § 1.988-2(b)(2) for cir
cumstances when nonfunctl'on I . a cur-
rency IS treated as money rather th 
property. an as 

(b) Exceptions-( 1) Debt in 0t . h ., rument 
wit adequate stated interest a d 
OlD. Section 1274 does not appt no 
debt instrument if- y to a 

(i) ~ll int~r~st payable on the instru_ 
ment IS qualIfIed stated interest; 



(ii) The stated rate of interest is at 
least equal to the test rate of interest 
(as defined in §1.1274-4); 

(iii) The debt instrument is not 
issued in a potentially abusive situation 
(as defined in § 1.1274-3); and 

(iv) No payment from the buyer-bor
rower to the seller-lender designated as 
points or interest is made at the time of 
issuance of the debt instrument. 

(2) Exceptions under sections 1274-
(c)(I)(B), 1274(c)(3), 1274A(c), and 
1275(b)( 1 )-(i) In general. Sections 
l274(c)(1)(B), 1274(c)(3), 1274A(c), 
and 1275(b)(1) describe certain transac
tions to which section 1274 does not 
apply. This paragraph (b )(2) provides 
certain rules to be used in applying 
those exceptions. 

(ii) Special rules for certain excep
tions under section 1274( c)( 3 )-(A) 
Determination of sales price for certain 
sales of farms. For purposes of section 
1274(c)(3)(A), the determination as to 
whether the sales price cannot exceed 
$1,000,000 is made without regard to 
any other exception to, or limitation on, 
the applicability of section 1274 (e.g., 
without regard to the special rules 
regarding sales of principal residences 
and land transfers between related 
persons). In addition, the sales price is 
determined without regard to section 
1274 and without regard to any stated 
interest. The sales price includes the 
amount of any liability included in the 
amount realized from the sale or 
exchange. See § 1.1 00 1-2. 

(B) Sales involving total payments of 
$250,000 or less. Under section 1274-
(c)(3)(C), the determination of the 
amount of payments due under all debt 
instruments and the amount of other 
consideration to be received is made as 
of the date of the sale or exchange or, 
if earlier, the contract date. If the 
precise amount due under any debt 
instrument or the precise amount of 
any other consideration to be received 
cannot be determined as of that date, 
section 1274(c)(3)(C) applies only if it 
can be determined that the maximum of 
the aggregate amount of payments due 
under the debt instruments and other 
consideration to be received cannot 
exceed $250,000. For purposes of 
section 1274(c)(3)(C), if a liability is 
assumed or property is taken subject to 
a liability, the aggregate amount of 
payments due includes the outstanding 
principal balance or adjusted issue 
price (in the case of an obligation 
originally issued at a discount) of the 
obligation. 

(C) Coordination with section 1273 
and §1.1273-2. In accordance with 
section 1274(c)(3)(D), section 1274 and 
this section do not apply if the issue 
price of a debt instrument issued in 
consideration for the sale or exchange 
of property is determined under para
graph (a)(1), (b)(1), or (c)(1) of 
§ 1.1273-2. 

(3) Other exceptions to section 
1274-0) Holders of certain below
market instruments. Section 1274 does 
not apply to any holder of a debt 
instrument that is issued in considera
tion for the sale or exchange of 
personal use property (within the mean
ing of section 1275(b)(3)) in the hands 
of the issuer and that evidences a 
below-market loan described in section 
7872(c)(1). 

(ii) Transactions involving certain 
demand loans. Section 1274 does not 
apply to any debt instrument that 
evidences a demand loan that is a 
below-market loan described in section 
7872(c)(1). 

(iii) Certain transfers subject to sec
tion 1041. Section 1274 does not apply 
to any debt instrument issued in 
consideration for a transfer of property 
subject to section 1041 (relating to 
transfers of property between spouses 
or incident to divorce). 

(c) Examples. The following exam
ples illustrate the rules of this section. 

Example 1. Single stated rate paid semian
nually. A debt instrument issued in consideration 
for the sale of nonpubliC\y traded property in a 
transaction that is not a potentially abusive 
situation calls for the payment of a principal 
amount of $1,000,000 at the end of a lO-year 
term and 20 semiannual interest payments of 
$60,000. Assume that the test rate of interest is 
12 percent, compounded semiannually. The debt 
instrument is not subject to section 1274 because 
it provides for interest equal to the test rate and 
all interest payable on the instrument is qualified 
stated interest. 

Example 2. Sale of farm for debt instrument 
with contingent interest-(iJ Facts. On July I, 
1995, A, an individual, sells to B land used as a 
farm within the meaning of section 6420(c)(2J. 
As partial consideration for the sale, B issues a 
debt instrument calling for a single $500,000 
payment due in 10 years unless profits from the 
land in each of the 10 years preceding maturity 
of the debt instrument exceed a specified 
amount. in which case B is to make a payment 
of $1,200,000. The debt instrument does not 
provide for interest. 

(ii) Total payments may exceed $1,000,000. 
Even though the total payments ultimately 
payable under the contract may be less than 
$1,000,000, at the time of the sale or exchange it 
cannot be determined that the sales price cannot 
exceed $1,000,000. Thus, the sale of the land 
used as a farm is not an excepted transaction 
described in section 1274(c)(3)(A). 
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Example 3. Sale between related parties 
subject to section 483(ej-(i) Facts. On July l. 
1995, A, an individual, sells land (not used as a 
farm within the meaning of section 6420(c)(2)) 
to A's child B for $650.000. In consideration for 
the sale, B issues a lO-year debt instrument to A 
that calls for a payment of $650,000. No other 
consideration is given. The debt instrument does 
not provide for interest. 

(ii) Treatment of debt instrument. For pur
poses of section 483(e), the $650,000 debt 
instrument is treated as two separate debt 
instruments: a $500,000 debt instrument and a 
$150,000 debt instrument. The $500,000 debt 
instrument is subject to section 483(e). and 
accordingly is covered by the exception from 
section 1274 described in section I 274(c)(3)(F). 
Because the amount of the payments due as 
consideration for the sale exceeds $250,000, 
however, the $150,000 debt instrument is subject 
to section 1274. 

§1.1274-2 Issue price of debt 
instruments to which section 1274 
applies. 

(a) In general. If section 1274 ap
plies to a debt instrument, section 1274 
and this section determine the issue 
price of the debt instrument. For rules 
relating to the determination of the 
amount and timing of OlD to be in
cluded in income, see section 1272 and 
the regulations thereunder. 

(b) Issue price-( 1) Debt instru
ments that provide for adequate stated 
interest; stated principal amount. The 
issue price of a debt instrument that 
provides for adequate stated interest is 
the stated principal amount of the debt 
instrument. For purposes of section 
1274, the stated principal amount of a 
debt instrument is the aggregate 
amount of all payments due under the 
debt instrument, excluding any amount 
of stated interest. Under § 1.1273-
2(g)(2)(ii), however, the stated princi
pal amount of a debt instrument is 
reduced by any payment from the 
buyer-borrower to the seller-lender that 
is designated as interest or points. See 
Example 2 of §1.1273-2(g)(5). 

(2) Debt instruments that do not 
provide for adequate stated interest; 
imputed principal amount. The issue 
price of a debt instrument that does not 
provide for adequate stated interest is 
the imputed principal amount of the 
debt instrument. 

(3) Debt instruments issued in a 
potentially abusive situation; fair mar
ket value. Notwithstanding paragraphs 
(b)(1) and (b )(2) of this section, in the 
case of a debt instrument issued in a 
potentially abusive situation (as defined 
in § 1.1274-3), the issue price of the 
debt instrument is the fair market value 
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of the property received in exchange 
for the debt instrument, reduced by the 
fair market value of any consideration 
other than the debt instrument issued in 
consideration for the sale or exchange. 

(c) Determination of whether a debt 
instrument provides for adequate stated 
interest-( 1) In general. A debt instru
ment provides for adequate stated 
interest if its stated principal amount is 
less than or equal to its imputed 
principal amount. Imputed principal 
amount means the sum of the present 
values, as of the issue date, of all 
payments, including payments of stated 
interest, due under the debt instrument 
(determined by using a discount rate 
equal to the test rate of interest as 
determined under § 1.1274-4). If a debt 
instrument has a single fixed rate of 
interest that is paid or compounded at 
least annually, and that rate is equal to 
or greater than the test rate, the debt 
instrument has adequate stated interest. 

(2) Determination of present value. 
The present value of a payment is 
determined by discounting the payment 
from the date it becomes due to the 
date of the sale or exchange at the test 
rate of interest. To determine present 
value, a compounding period must be 
selected, and the test rate must be 
based on the same compounding 
period. 

(d) Treatment of certain options. 
This paragraph (d) provides rules for 
determining the issue price of a debt 
instrument to which section 1274 ap
plies (other than a debt instrument 
issued in a potentially abusive situa
tion) that is subject to one or more 
options described in both paragraphs 
(c)(1) and (c)(S) of §1.1272-1. Under 
this paragraph (d), an issuer will be 
deemed to exercise or not exercise an 
option or combination of options in a 
manner that minimizes the instrument's 
imputed principal amount, and a holder 
will be deemed to exercise or not 
exercise an option or combination of 
options in a manner that maximizes the 
instrument's imputed principal amount. 
If both the issuer and the holder have 
options, the rules of this paragraph (d) 
are applied to the options in the order 
that they may be exercised. Thus, the 
deemed exercise of one option may 
eliminate other options that are later in 
time. See § 1.1272-1 (c)(5) to determine 
the debt instrument's yield and matu
rity for purposes of determining the 
accrual of OlD with respect to the 
instrument. 
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(e) Mandatory sinking funds. In de
termining the issue price of a debt 
instrument to which section 1274 ap
plies (other than a debt instrument 
issued in a potentially abusive situa
tion) and that is subject to a mandatory 
sinking fund provision described in 
§1.1272-1(c)(3)(ii), the mandatory 
sinking fund provision is ignored. 

(f) Treatment of variable rate debt 
instruments-( 1) Stated interest at a 
qualified floating rate-(i) In general. 
For purposes of paragraph (c) of this 
section, the imputed principal amount 
of a variable rate debt instrument 
(within the meaning of §1.127S-S(a» 
that provides for stated interest at a 
qualified floating rate (or rates) is 
determined by assuming that the instru
ment provides for a fixed rate of 
interest for each accrual period to 
which a qualified floating rate applies. 
For purposes of the preceding sentence, 
the assumed fixed rate in each accrual 
period is the greater of-

(A) The value of the applicable 
qualified floating rate as of the first 
date on which there is a binding writ
ten contract that substantially sets forth 
the terms under which the sale or ex
change is ultimately consummated; or 

(B) The value of the applicable 
qualified floating rate as of the date on 
which the sale or exchange occurs. 

(ii) Interest rate restrictions. Not
withstanding paragraph (f)( 1)(i) of this 
section, if, as a result of interest rate 
restrictions (such as an interest rate 
cap), the expected yield of the debt 
instrument taking the restrictions into 
account is significantly less than the 
expected yield of the debt instrument 
without regard to the restrictions, the 
interest payments on the debt instru
ment (other than any fixed interest 
payments) are treated as contingent 
payments. Reasonably symmetric inter
est rate caps and floors, or reasonably 
symmetric governors, that are fixed 
throughout the term of the debt instru
ment do not result in the debt instru
ment being subject to this rule. 

(2) Stated interest at a single objec
tive rate. For purposes of paragraph (c) 
of this section, the imputed principal 
amount of a variable rate debt instru
ment (within the meaning of § 1.1275-
5(a» that provides for stated interest at 
a single objective rate is determined by 
treating the interest payments as con
tingent payments. 

(g) Contingent payments. [Reserved] 

(h) Examples. The following exam
ples illustrate the rules of this sectIOn. 
Each example assumes a 30-day month, 
360-day year. In addition, each exa~
pIe assumes that the debt instrument 1S 

not a qualified debt instrumen~ (as 
defined in section 1274A(b» and 1S not 
issued in a potentially abusive 
situation. 

Example 1. Debt instrument without a fixed 
rate over its entire term-(i) Facts. On January 
I, 1995, A sells non publicly traded property to B 
for a stated purchase price of $3,500.000. In 
consideration for the sale. B makes a down pay
ment of $500.000 and issues a IO-year debt 
instrument with a stated principal amount of 
$3,000.000. payable at maturity. The debt in
strument calls for no interest in the first 2 years 
and interest at a rate of 15 percent payable 
annually over the remaining 8 years of the debt 
instrument. The first interest payment of 
$450.000 is due on December 31. 1997. and the 
last interest payment is due on December 31. 
2004. together with the $3.000.000 payment of 
principal. Assume that the test rate of interest 
applicable to the debt instrument is 10.5 percent. 
compounded annually. 

(ii) Applicability of section 1274. Because the 
debt instrument does not provide for any interest 
during the first 2 years. none of the interest on 
the debt instrument is qualified stated interest. 
Therefore. the issue price of the debt instrument 
is determined under section 1274. See §1.I274-
I(b)(\). If the debt instrument has adequate 
stated interest. the issue price of the instrument 
is its stated principal amount. Otherwise. the 
issue price of the debt instrument is its imputed 
principal amount. The debt instrument has 
adequate stated interest only if the stated 
principal amount is less than or equal to the 
imputed principal amount. 

(iii) Determination of imputed principal 
amount. To compute the imputed principal 
amount of the debt instrument. all payments due 
under the debt instrument are discounted back to 
the issue date at 10.5 percent. compounded 
annually. as follows: 

(A) The present value of the $3.000.000 
principal payment payable on December 31. 
2004. is $1.105,346.59. determined as follows: 

$1 105346.59 = $3.000.000 
.• (I + .10511)10 

(B) The present value of the eight interest 
payments of $450.000 as of January I. 1997. is 
$2.357.634.55. determined as follows: 

$2.357.634.55 = $450.000 x HI + .105/1)-8 
(.10511) 

(C) The present value of this interim amount 
as of January I. 1995. is $1.930.865.09. deter
mined as follows: 

$1.930.865.09 = $2.357,634.55 
(I + .105/])2 

(iv) Determination of issue price. The debt 
instrument's imputed principal amount (that is, 
the present value of all payments due under the 



debt instrument) is $3.036.211.68 ($1,1 05.346.59 
+ $1.930.865.09). Because the stated principal 
amount ($3.000.000) is less than the imputed 
principal amount. the debt instrument provides 
for adequate stated interest. Therefore. the issue 
price of the debt instrument is its stated principal 
amount ($3.000.000). 

Example 2. Debt instrument subject to issuer 
call option-(i) Facts. On January 1. 1995. in 
partial consideration for the sale of nonpublicly 
traded property. H corporation issues to G a 10-
year debt instrument. maturing on January I. 
2005. with a stated principal amount of 
$10.000.000. payable on that date. The debt 
instrument provides for annual payments of 
interest of 8 percent for the first 5 years and 14 
percent for the finalS years. payable on January 
I of each year. beginning on January I. 1996. In 
addition. the debt instrument provides H with the 
unconditional option to call (prepay) the debt 
instrument at the end of 5 years for its stated 
principal amount of $10.000.000. Assume that 
the Federal mid-term and long-term rates appli
cable to the sale based on annual compounding 
are 9 percent and 10 percent, respectively. 

(ii) Option presumed exercised. Assuming ex
ercise of the call option, the imputed principal 
amount as determined under paragraph (d) of this 
section is $9.611.034.87 (the present value of all 
of the payments due within a 5-year term dis
counted at a test rate of 9 percent. compounded 
annually). Assuming nonexercise of the call 
option, the imputed principal amount is 
$10.183.354.78 (the present value of all of the 
payments due within a 10-year term discounted 
at a test rate of 10 percent. compounded an
nually). For purposes of determining the imputed 
principal amount. the option is presumed ex
ercised because the imputed principal amount. 
assuming exercise of the option, is less than the 
imputed principal amount. assuming the option is 
not exercised. Because the option is presumed 
exercised. the debt instrument fails to provide for 
adequate stated interest because the imputed 
principal amount ($9.611,034.87) is less than the 
stated principal amount ($10.000.000). Thus. the 
issue price of the debt instrument is 
$9,611,034.87. 

Example 3. Variable rate debt instrument with 
a single rate over its entire term-(i) Facts. On 
January I. 1995. A sells B nonpublicly traded 
property. In partial consideration for the sale. B 
issues a debt instrument in the principal amount 
of $1.000,000. payable in 5 years. The debt 
instrument calls for interest payable monthly at a 
rate of I percentage point above the average 
prime lending rate of a major bank for the month 
preceding the month of the interest payment. 
Assume that the test rate of interest applicable to 
the debt instrument is 10.5 percent. compounded 
monthly. Assume also that I percentage point 
above the prime lending rate of the designated 
bank on the date of the sale is 12.5 percent. 
compounded monthly. which is greater than I 
percentage point above the prime lending rate of 
the designated bank on the first date on which 
there is a binding written contract that substan
tially sets forth the terms under which the sale is 
consummated. 

(ii) Debt instrument has adequate stated inter
est. The debt instrument is a variable rate debt 
instrument (within the meaning of § 1.1275-5) 
that provides for stated interest at a qualified 
floating rate. Under paragraph (f)( I Hi) of this 
section. the debt instrument is treated as if it 
provided for a fixed rate of interest equal to 12.5 
percent. compounded monthly. Because the test 

rate of interest is 10.5 percent. compounded 
monthly. the debt instrument provides for ade
quate stated interest. 

Example 4. Debt instrument with a capped 
variable rate. On July I. 1995. A sells non
publicly traded property to B in return for a debt 
instrument with a stated principal amount of 
$10.000,000. payable on July I. 2005. Interest is 
payable on July I of each year, beginning on 
July I, 1996. at the Federal short-term rate for 
June of the same year. The debt instrument pro
vides. however, that the interest rate cannot rise 
above 8.5 percent, compounded annually. As
sume that. as of the date the test rate of interest 
for the debt instrument is determined. the Federal 
short-term rate is 8 percent. compounded an
nually. Assume further that. as a result of the 
interest rate cap of 8.5 percent. compounded 
annually. the expected yield of the debt instru
ment is significantly less than the expected yield 
of the debt instrument if it did not include the 
interest rate cap. Under paragraph (f)( I )(ii) of 
this section. the variable payments are treated as 
contingent payments for purposes of this section. 

§1.1274-3 Potentially abusive 
situations defined. 

(a) In general. 
section 1274, a 
situation means-

For purposes of 
potentially abusive 

(1) A tax shelter (as defined in 
section 6662(d)(2)(C)(ii»; or 

(2) Any other situation involving

(i) A recent sales transaction; 

(ii) Nonrecourse financing; 

(iii) Financing with a term in excess 
of the useful life of the property; or 

(iv) A debt instrument with clearly 
excessive interest. 

(b) Operating rules-(l) Debt in
strument exchanged for nonrecourse 
financing. Nonrecourse financing does 
not include an exchange of a non
recourse debt instrument for an out
standing recourse or nonrecourse debt 
instrument. 

(2) Nonrecourse debt with substan
tial down payment. Nonrecourse financ
ing does not include a sale or exchange 
of a real property interest financed by a 
nonrecourse debt instrument if, in 
addition to the nonrecourse debt instru
ment, the purchaser makes a down pay
ment in money that equals or exceeds 
20 percent of the total stated purchase 
price of the real property interest. For 
purposes of the preceding sentence, a 
real property interest means any inter
est, other than an interest solely as a 
creditor, in real property. 

(3) Clearly excessive interest. Inter
est on a debt instrument is clearly 
excessive if the interest, in light of the 
terms of the debt instrument and the 
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creditworthiness of the borrower, is 
clearly greater than the arm's length 
amount of interest that would have 
been charged in a cash lending transac
tion between the same two parties. 

(c) Other situations to be specified 
by Commissioner. The Commissioner 
may designate in the Internal Revenue 
Bulletin situations that, although de
scribed in paragraph (a)(2) of this 
section, will not be treated as poten
tially abusive because they do not have 
the effect of significantly misstating 
basis or amount realized (see §60 1.60 1-
(d)(2)(ii) of this chapter). 

(d) Consistency rule. The issuer's 
determination that the debt instrument 
is or is not issued in a potentially 
abusive situation is binding on all 
holders of the debt instrument. How
ever, the issuer's determination is not 
binding on a holder who explicitly 
discloses a position that is inconsistent 
with the issuer's determination. Unless 
otherwise prescribed by the Commis
sioner, the disclosure must be made on 
a statement attached to the holder's 
timely filed Federal income tax return 
for the taxable year that includes the 
acquisition date of the debt instrument. 
See §1.l275-2(e) for rules relating to 
the issuer's obligation to disclose cer
tain information to holders. 

§§1.1274-3T and 1.1274-6T 
[Removed] 

Par. 10. Sections 1.1274-3T and 
1.1274-6T are removed as of April 4, 
1994. 

Par. II. Sections 1.1274-4 and 
1.1274-5 are added to read as follows: 

§I.1274-4 Test rate. 

(a) Determination of test rate of 
interest-(l) In general-(i) Test rate 
is the 3-month rate. Except as provided 
in paragraph (a)(2) of this section, the 
test rate of interest for a debt instru
ment issued in consideration for the 
sale or exchange of property is the 
3-month rate. 

(ii) The 3-month rate. Except as 
provided in paragraph (a)(l )(iii) of this 
section, the 3-month rate is the lower 
of-

(A) The lowest applicable Federal 
rate (based on the appropriate com
pounding period) in effect during the 
3-month period ending with the first 
month in which there is a binding 
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written contract that substantially sets 
forth the terms under which the sale or 
exchange is ultimately consummated; 
or 

(B) The lowest applicable Federal 
rate (based on the appropriate com
pounding period) in effect during the 
3-month period ending with the month 
in which the sale or exchange occurs. 

(iii) Special rule if there is no 
binding written contract. If there is no 
binding written contract that substan
tially sets forth the terms under which 
the sale or exchange is ultimately 
consummated, the 3-month rate is the 
lowest applicable Federal rate (based 
on the appropriate compounding 
period) in effect during the 3-month 
period ending with the month in which 
the sale or exchange occurs. 

(2) Test rate for certain debt 
instruments-(i) Sale-leaseback trans
actions. Under section 1274(e) (relating 
to certain sale-leaseback transactions), 
the test rate is 110 percent of the 
3-month rate determined under para
graph (a)(l) of this section. For pur
poses of section 1274(e)(3), related 
party means a person related to the 
transferor within the meaning of sec
tion 267(b) or 707(b)(l). 

(ii) Qualified debt instrument. Under 
section 1274A(a), the test rate for a 
qualified debt instrument is no greater 
than 9 percent, compounded semian
nually, or an equivalent rate based on 
an appropriate compounding period. 

(iii) Alternative test rate for short
term obligations-(A) Requirements. 
This paragraph (a)(2)(iii)(A) provides 
an alternative test rate under section 
1274(d)(l)(D) for a debt instrument 
with a maturity of I year or less. This 
alternative test rate applies, however, 
only if the debt instrument provides for 
adequate stated interest using the alter
native test rate, the issuer provides on 
the face of the debt instrument that the 
instrument qualifies as having adequate 
stated interest under section I 274(d)
(l )(D), and the issuer and holder treat 
or agree to treat the instrument as 
having adequate stated interest. 

(B) Alternative test rate. For pur
poses of paragraph (a)(2)(iii)(A), the 
alternative test rate is the market yield 
on U.S. Treasury bills with the same 
maturity date as the debt instrument. If 
the same maturity date is not available, 
the market yield on U.S. Treasury bills 
that mature in the same week or month 
as the debt instrument is used. The 
alternative test rate is determined as of 
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the date on which there is a binding 
written contract that substantially sets 
forth the terms under which the sale or 
exchange is ultimately consummated or 
as of the date of the sale or exchange, 
whichever date results in a lower rate. 
If there is no binding written contract, 
however, the alternative test rate is 
determined as of the date of the sale or 
exchange. 

(b) Applicable Federal rate. Except 
as otherwise provided in this section, 
the applicable Federal rate for a debt 
instrument is based on the term of the 
instrument (i.e., short-term, mid-term, 
or long-term). See section 1274(d)(l). 
The Internal Revenue Service publishes 
the applicable Federal rates for each 
month in the Internal Revenue Bulletin 
(see §601.601(d)(2)(ii) of this chapter). 
The applicable Federal rates are based 
on the yield to maturity of outstanding 
marketable obligations of the United 
States of similar maturities during the 
one month period ending on the 14th 
day of the month preceding the month 
for which the rates are applicable. 

(c) Special rules to determine the 
term of a debt instrument for purposes 
of determining the applicable Federal 
rate-( 1) Installment obligation. If a 
debt instrument is an installment obli
gation (as defined in §1.l273-1(e)(l», 
the term of the instrument is the 
instrument's weighted average maturity 
(as defined in §1.l273-I(e)(3». 

(2) Certain variable rate debt instru
ments-(i) In general. Except as other
wise provided in paragraph (c)(2)(ii) of 
this section, if a variable rate debt 
instrument (as defined in §1.l275-5(a)) 
provides for stated interest at a 
qualified floating rate (or rates), the 
term of the instrument is determined by 
reference to the longest interval be
tween interest adjustment dates, or, if 
the variable rate debt instrument pro
vides for a fixed rate, the interval 
between the issue date and the last day 
on which the fixed rate applies, if this 
interval is longer. 

(ii) Restrictions on adjustments. If, 
due to significant restrictions on varia
tions in a qualified floating rate or the 
use of certain formulae pursuant to 
§1.1275-5(b)(2) (e.g., 15 percent of 
I-year LIBOR, plus 800 basis points), 
the rate in substance resembles a fixed 
rate, the applicable Federal rate is 
determined by reference to the term of 
the debt instrument. 

(3) Counting of either the issue date 
or the maturity date. The term of a 

debt instrument includes either the 
issue date or the maturity date, but not 

both dates. 
(4) Certain debt instruments that 

provide for principal payments uncer
tain as to time. If a debt instrument 
provides for principal payments that are 
fixed in total amount but uncertain as 
to time, the term of the instrument is 
determined by reference to the latest 
possible date on which a principal 
payment can be made or, in the case of 
an installment obligation, by reference 
to the longest weighted average matu
rity under any possible payment 
schedule. 

(d) Foreign currency loans. If all of 
the payments of a debt instrument are 
denominated in, or determined by 
reference to, a currency other than the 
U.S. dollar, the applicable Federal rate 
for the debt instrument is a foreign 
currency rate of interest that is analo
gous to the applicable Federal rate 
described in this section. For this 
purpose, an analogous rate of interest is 
a rate based on yields (with the ap
propriate compounding period) of the 
highest grade of outstanding marketable 
obligations denominated in such cur
rency (excluding any obligations that 
benefit from special tax exemptions or 
preferential tax rates not available to 
debt instruments generally) with due 
consideration given to the maturities of 
the obligations. 

(e) Examples. The following exam
ples illustrate the rules of this section. 

Example 1. Variable rate debt instrument that 
limits the amount of increase and decrease in the 
rate-til Facts. On July I, 1996, A sells 
nonpublicly traded property to B in return for a 
5-year debt instrument that provides for interest 
to be paid on July I of each year, beginning on 
July I, 1997, based on the prime rate of a local 
bank on that date. However, the interest rate 
cannot increase or decrease from one year to the 
next by more than .25 percentage points (25 
basis points). 

(ii) Significant restriction. The debt instrument 
is a variable rate debt instrument (as defined in 
§ 1.1275-5) that provides for stated interest at a 
qualified floating rate. Assume that based on all 
the facts and circumstances, the restriction is a 
significant restriction on the variations in the rate 
of interest. Under paragraph (c)(2)(ii) of this 
section, the applicable Federal rate is determined 
by reference to the term of the debt instrument 
and the applicable Federal rate is the Federal 
mid-term rate. 

Example 2. Installment obliRution-(ij Facts. 
On January I, 1996, A sells nonpublicly traded 
property to B in exchange for a debt instrument 
that calls for a payment of $500,000 on January 
1,2001, and a payment of $1,000,000 on January 
I, 2006. The debt instrument does not provide 
for any stated interest. 



(ii) Determination of term. The debt instru
ment is an installment obligation. Under para
graph (c)( I) of this section. the term of the debt 
instrument is its weighted average maturity (as 
defined in §1.I273-I(e)(3». The debt instru
ment's weighted average maturity is 8.33 years. 
which is the sum of (A) the ratio of the first 
payment to total payments (500.00011.500.000). 
multiplied by the number of complete years from 
the issue date until the payment is due (5 years). 
and (B) the ratio of the second payment to total 
payments (1.000.00011.500.000). multiplied by 
the number of complete years from the issue date 
until the second payment is due (10 years). 

(iii) Applicable Federal rate. Based on the 
calculation in paragraph (ii) of this example. the 
term of the debt instrument is treated as 8.33 
years. Consequently. the applicable Federal rate 
is the Federal mid-term rate. 

§1.1274-5 Assumptions. 

(a) In general. Section 1274 does 
not apply to a debt instrument if the 
debt instrument is assumed, or property 
is taken subject to the debt instrument, 
in connection with a sale or exchange 
of property, unless the terms of the 
debt instrument, as part of the sale or 
exchange, are modified in a manner 
that would constitute an exchange 
under section 1001. 

(b) Modifications of debt instru
ments-( 1) In general. Except as 
provided in paragraph (b )(2) of this 
section, if a debt instrument is as
sumed, or property is taken subject to a 
debt instrument, in connection with a 
sale or exchange of property, the terms 
of the debt instrument are modified as 
part of the sale or exchange, and the 
modification triggers an exchange un
der section 1001, the modification is 
treated as a separate transaction taking 
place immediately before the sale or 
exchange and is attributed to the seller 
of the property. For purposes of this 
paragraph (b), a debt instrument is not 
considered to be modified as part of 
the sale or exchange unless the seller 
knew or had reason to know about the 
modification. 

(2) Election to treat buyer as modi
fying the debt instrument-(i) In gen
eral. Rather than having the rules in 
paragraph (b)( 1) of this section apply, 
the seller and buyer may jointly elect 
to treat the transaction as one in which 
the buyer first assumed the original 
(unmodified) debt instrument and then 
subsequently modified the debt instru
ment. For this purpose, the modifica
tion is treated as a separate transaction 
taking place immediately after the sale 
or exchange. 

(ii) Time and manner of making the 
election. The buyer and seller make the 

election under paragraph (b)(2)(i) of 
this section by jointly signing a state
ment that includes the names, ad
dresses, and taxpayer identification 
numbers of the seller and buyer, and a 
clear indication that the election is 
being made under paragraph (b)(2)(i) 
of this section. Both the buyer and the 
seller must sign this statement not later 
than the earlier of the last day (includ
ing extensions) for filing the Federal 
income tax return of the buyer or seller 
for the taxable year in which the sale 
or exchange of the property occurs. 
The buyer and seller should attach this 
signed statement (or a copy thereof) to 
their timely filed Federal income tax 
returns. 

(c) Wraparound indebtedness. For 
purposes of paragraph (a) of this 
section, the issuance of wraparound 
indebtedness is not considered an 
assumption. 

(d) Consideration attributable to as
sumed debt. If, as part of the considera
tion for the sale or exchange of 
property, the buyer assumes, or takes 
the property subject to, an indebtedness 
that was issued with OlD (including a 
debt instrument issued in a prior sale or 
exchange to which section 1274 ap
plied), the portion of the buyer's basis 
in the property and the seller's amount 
realized attributable to the debt instru
ment equals the adjusted issue price of 
the debt instrument as of the date of 
the sale or exchange. 

Par. 12. Sections 
1.1275-1, and 1.1275-2 
read as follows: 

1.1274A-l, 
are added to 

§1.1274A-I Special rules for certain 
transactions where stated principal 
amount does not exceed $2,800,000. 

(a) In general. Section 1274A allows 
the use of a lower test rate for purposes 
of sections 483 and 1274 in the case of 
a qualified debt instrument (as defined 
in section 127 4A(b» and, if elected by 
the borrower and the lender, the use of 
the cash receipts and disbursements 
method of accounting for interest on a 
cash method debt instrument (as de
fined in section 1274A(c)(2». This 
section provides special rules for 
qualified debt instruments and cash 
method debt instruments. 

(b) Rules for both qualified and cash 
method debt instruments-( 1) Sale
leaseback transactions. A debt instru
ment issued in a sale-leaseback transac
tion (within the meaning of section 
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1274( e» cannot be either a qualified 
debt instrument or a cash method debt 
instrument. 

(2) Debt instruments calling for con
tingent payments. A debt instrument 
that provides for contingent payments 
cannot be a qualified debt instrument 
unless it can be determined at the time 
of the sale or exchange that the 
maximum stated principal amount due 
under the debt instrument cannot ex
ceed the amount specified in section 
1274A(b). Similarly, a debt instrument 
that provides for contingent payments 
cannot be a cash method debt instru
ment unless it can be determined at the 
time of the sale or exchange that the 
maximum stated principal amount due 
under the debt instrument cannot ex
ceed the amount specified in section 
1274A(c)(2)(A). 

(3) Aggregation of transactions-(i) 
General rule. The aggregation rules of 
section 127 4A( d)(1) are applied using a 
facts and circumstances test. 

(ii) Examples. The following exam
ples illustrate the application of section 
1274A(d)(1) and paragraph (b)(3)(i) of 
this section. 

Example 1. Aggregation of two sales to a 
single person. In two transactions evidenced by 
separate sales agreements. A sells undivided half 
interests in Blackacre to B. The sales are 
pursuant to a plan for the sale of a 100 percent 
interest in Blackacre to B. These sales or ex
changes are part of a series of related trans
actions and. thus. are treated as a single sale for 
purposes of section I 274A. 

Example 2. Aggregation of two purchases by 
unrelated individuals. Pursuant to a plan. unre
lated individuals X and Y purchase undivided 
half interests in Blackacre from A and subse
quently contribute these interests to a partnership 
in exchange for equal interests in the partnership. 
These purchases are treated as part of the same 
transaction and. thus. are treated as a single sale 
for purposes of section 1274A. 

Example 3. Aggregation of sales made pur
suant to a tender offer. Fifteen unrelated 
individuals own all of the stock of X Corpora
tion. Y Corporation makes a tender offer to these 
15 shareholders. The terms offered to each share
holder are identical. Shareholders holding a 
majority of the shares of X Corporation elect to 
tender their shares pursuant to Y Corporation' s 
offer. These sales are part of the same transac
tion and. thus. are treated as a single sale for 
purposes of section 1274A. 

Example 4. No aggregation for separate sales 
of similar property to unrelated persons. Pur
suant to a newspaper advertisement. X Corpora
tion offers for sale similar condominiums in a 
single building. The prices of the units vary due 
to a variety of factors. but the financing terms 
offered by X Corporation to all buyers are 
identical. The units are purchased by unrelated 
buyers who decided whether to purchase units in 
the building at the price and on the terms offered 
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by X Corporation, without regard to the actions 
of other buyers. Because each buyer acts 
individually, the sales are not part of the same 
transacllon or a series of related transactions and, 
thus, are treated as separate sales. 

(4) Inflation adjustment of dollar 
amounts. Under section 1274A(d)(2), 
the dollar amounts specified in sections 
1274A(b) and 1274A(c)(2)(A) are ad
justed for inflation. The dollar amounts, 
adjusted for inflation, are published in 
the Internal Revenue Bulletin (see 
§601.601(d)(2)(ii) of this chapter). 

(c) Rules for cash method debt 
instruments-( I) Time and manner of 
making cash method election. The 
borrower and lender make the election 
described in section 1274A(c)(2)(D) by 
jointly signing a statement that includes 
the names, addresses, and taxpayer 
identification numbers of the borrower 
and lender, a clear indication that an 
election is being made under section 
I 274A(c)(2), and a declaration that the 
debt instrument with respect to which 
the election is being made fulfills the 
requirements of a cash method debt 
instrument. Both the borrower and the 
lender must sign this statement not 
later than the earlier of the last day 
(including extensions) for filing the 
Federal income tax return of the 
borrower or lender for the taxable year 
in which the debt instrument is issued. 
The borrower and lender should attach 
this signed statement (or a copy 
thereof) to their timely filed Federal 
income tax returns. 

(2) Successors of electing parties. 
Except as otherwise provided in this 
paragraph (c)(2), the cash method 
election under section 127 4A( c) applies 
to any successor of the electing lender 
or borrower. Thus, for any period after 
the transfer of a cash method debt 
instrument, the successor takes into 
account the interest (including unstated 
interest) on the instrument under the 
cash receipts and disbursements method 
of accounting. Nevertheless, if the 
lender (or any successor thereof) trans
fers the cash method debt instrument to 
a taxpayer who uses an accrual method 
of accounting, section 1272 rather than 
section 127 4A( c) applies to the suc
cessor of the lender with respect to the 
debt instrument for any period after the 
date of the transfer. The borrower (or 
any successor thereof), however, re
mains on the cash receipts and dis
bursements method of accounting with 
respect to the cash method debt 
instrument. 
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(3) Modified debt instrument. In the 
case of a debt instrument issued in a 
debt-for-debt exchange that qualifies as 
an exchange under section 100 I, the 
debt instrument is eligible for the 
election to be a cash method debt 
instrument if the other prerequisites to 
making the election In section 
1274A(c) are met. However, if a 
principal purpose of the modification is 
to defer interest income or deductions 
through the use of the election, then the 
debt instrument is not eligible for the 
election. 

(4) Debt incurred or continued to 
purchase or carry a cash method debt 
instrument. If a debt instrument is 
incurred or continued to purchase or 
carry a cash method debt instrument, 
rules similar to those under section 
1277 apply to determine the timing of 
the interest deductions for the debt 
instrument. For purposes of the preced
ing sentence, rules similar to those 
under section 265(a)(2) apply to deter
mine whether a debt instrument is 
incurred or continued to purchase or 
carry a cash method debt instrument. 

§1,127S-J Definitions. 

(a) Applicability. The definitions 
contained in this section apply for 
purposes of sections 163( e) and 1271 
through 1275 and the regulations 
thereunder. 

(b) Adjusted issue price-(l) In gen
eral. The adjusted issue price of a debt 
instrument at the beginning of the first 
accrual period is the issue price. 
Thereafter, the adjusted issue price of 
the debt instrument is the issue price of 
the debt instrument-

(i) Increased by the amount of OlD 
previously includible in the gross in
come of any holder (determined with
out regard to section 1272(a)(7) and 
section 1272(c)(l»; and 

(ii) Decreased by the amount of any 
payment previously made on the debt 
instrument other than a payment of 
qualified stated interest. See § 1.1275-
2(f) for rules regarding adjustments to 
adjusted issue pnce on a pro rata 
prepayment. 

(2) Adjusted issue price for subse
quent holders. For purposes of calculat
ing OlD accruals, acquisition premium, 
or market discount, a holder (other than 
a purchaser at original issuance) deter
mines adjusted issue price in any 
manner consistent with the regulations 
under sections 1271 through 1275. 

(c) OlD. OlD means original issue 
discount (as defined in section 1273(a) 
and § l.l273-1). 

(d) Debt instrument. Except as pro
vided in section 1275(a)( 1 )(B) (relating 
to certain annuity contracts), debt in
strument means any instrument or 
contractual arrangement that constitutes 
indebtedness under general principles 
of Federal income tax law (including, 
for example, a certificate of deposit or 
a loan). Nothing in the regulations 
under sections 163(e), 483, and 1271 
through 1275, however, shall influence 
whether an instrument constitutes in
debtedness for Federal income tax 
purposes. 

(e) Tax-exempt obligations. For pur
poses of section 1275(a)(3)(B), exempt 
from tax means exempt from Federal 
income tax. 

(f) Issue. Two or more debt instru
ments are part of the same issue if they 
have the same credit and payment 
terms and are sold reasonably close in 
time either pursuant to a common plan 
or as part of a single transaction or a 
series of related transactions. See 
§1.1275-2(d)(2) for special rules relat
ing to reopenings of Treasury 
securities. 

(g) Debt instruments issued by a 
natural person. If an entity is a primary 
obligor under a debt instrument, the 
debt instrument is considered to be 
issued by the entity and not by a 
natural person even if a natural person 
is a co-maker and is jointly liable for 
the debt instrument's repayment. A 
debt instrument issued by a partnership 
is considered to be issued by the 
partnership as an entity even if the 
partnership is composed entirely of 
natural persons. 

(h) Publicly offered debt instrument. 
A debt instrument is publicly offered if 
it is part of an issue of debt instru
ments the initial offering of which-

(I) Is registered with the Securities 
and Exchange Commission; or 

(2) Would be required to be regis
tered under the Securities Act of 1933 
(15 U.S.c. 77a et seq.) but for an 
exemption from registration-

(i) Under section 3 of the Securities 
Act .o.f 1933 (relating to exempted 
secuntJes); 

(ii) Under any law (other than the 
Securities Act of 1933) because of the 
identity of the issuer or the nature of 
the security; or 



(iii) Because the issue is intended 
for distribution to persons who are not 
United States persons. 

§1.1275-2 Special rules relating to 
debt instruments. 

(a) Payment ordering rule-(l) In 
general. Except as provided in para
graph (a)(2) of this section, each 
payment under a debt instrument is 
treated first as a payment of OlD to the 
extent of the OlD that has accrued as 
of the date the payment is due and has 
not been allocated to prior payments, 
and second as a payment of principal. 
Thus, no portion of any payment is 
treated as prepaid interest. 

(2) Exceptions. The rule in para
graph (a)(l) of this section does not 
apply to-

(i) A payment of qualified stated 
interest; 

(ii) A payment of points deductible 
under section 461(g)(2), in the case of 
the issuer; 

(iii) A pro rata prepayment described 
in paragraph (f)(2) of this section; or 

(iv) A payment of additional interest 
or a similar charge provided with 
respect to amounts that are not paid 
when due. 

(b) Debt instruments distributed by 
corporations with respect to stock-( 1) 
Treatment of distribution. For purposes 
of determining the issue price of a debt 
instrument distributed by a corporation 
with respect to its stock, the instrument 
is treated as issued by the corporation 
for property. See section 1275(a)(4). 
Thus, under section 1273(b)(3), the 
issue price of a distributed debt instru
ment that is traded on an established 
market is its fair market value. The 
issue price of a distributed debt instru
ment that is not traded on an estab
lished market is determined under 
section 1274 or section 1273(b)(4). 

(2) Issue date. The issue date of a 
debt instrument distributed by a corpo
ration with respect to its stock is the 
date of the distribution. 

(c) Aggregation of debt instru
ments-( 1) General rule. Except as 
provided in paragraph (c)(2) of this 
section, debt instruments issued in 
connection with the same transaction or 
related transactions (determined based 
on all the facts and circumstances) are 
treated as a single debt instrument for 
purposes of sections 1271 through 1275 
and the regulations thereunder. This 

rule ordinarily applies only to debt 
instruments of a single issuer that are 
issued to a single holder. The Commis
sioner may, however, aggregate debt 
instruments that are issued by more 
than one issuer or that are issued to 
more than one holder if the debt 
instruments are issued in an arrange
ment that is designed to avoid the 
aggregation rule (e.g., debt instruments 
issued by or to related parties or debt 
instruments originally issued to dif
ferent holders with the understanding 
that the debt instruments will be 
transferred to a single holder). 

(2) Exception if separate issue price 
established. Paragraph (c)(1) of this 
section does not apply to a debt 
instrument if-

(i) The debt instrument is part of an 
issue a substantial portion of which is 
traded on an established market within 
the meaning of § 1.1273-2(f); or 

(ii) The debt instrument is part of an 
issue a substantial portion of which is 
issued for money (or for property 
traded on an established market within 
the meaning of § 1.1273-2(f) to parties 
who are not related to the issuer or 
holder and who do not purchase other 
debt instruments of the same issuer in 
connection with the same transaction or 
related transactions. 

(3) Special rule for debt instruments 
that provide for the issuance of addi
tional debt instruments. If, under the 
terms of a debt instrument (the original 
debt instrument), the holder may re
ceive one or more additional debt 
instruments of the issuer, the additional 
debt instrument or instruments are 
aggregated with the original debt in
strument. Thus, the payments made 
pursuant to an additional debt instru
ment are treated as made on the 
original debt instrument, and the dis
tribution by the issuer of the additional 
debt instrument is not considered to be 
a payment made on the original debt 
instrument. This paragraph (c )(3) ap
plies regardless of whether the right to 
receive an additional debt instrument is 
fixed as of the issue date or is 
contingent upon subsequent events. See 
§1.l272-1(c) for the treatment of cer
tain rights to issue additional debt 
instruments in lieu of cash payments. 

(4) Examples. The following exam
ples iIlustrate the rules set forth in 
paragraphs (c)(l) and (c)(2) of this 
section. 

Example 1. Exception for debt instruments 
issued separately to other purchasers. On Janu-
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ary I. 1995, Corporation M issues two series of 
bonds, Series A and Series B. The two series are 
sold for cash and have different terms. Although 
some holders purchase bonds from both series. a 
substantial portion of the bonds is issued to 
different holders. H purchases bonds from both 
series. Under the exception in paragraph 
(c)(2)(ii) of this section, the Series A and Series 
B bonds purchased by H are not aggregated. 

Example 2. Tiered REM1Cs. Z forms a dual 
tier real estate mortgage investment conduit 
(REMIC). In the dual tier structure, Z forms 
REMIC A to acquire a pool of real estate 
mortgages and to issue a residual interest and 
several classes of regular interests. Contempo
raneously, Z forms REMIC B to acquire as 
qualified mortgages all of the regular interests in 
REMIC A. REMIC B issues several classes of 
regular interests and a residual interest, and Z 
sells all of those interests to unrelated parties in 
a public offering. Under the general rule set out 
in paragraph (c)(1) of this section, all of the 
regular interests issued by REMIC A and held by 
REMIC B are treated as a single debt instrument 
for purposes of sections 1271 through 1275. 

(d) Special rules for Treasury 
securities-(l) Issue price and issue 
date. The issue price of an issue of 
Treasury securities is the average price 
of the debt instruments sold. The issue 
date of an issue of Treasury securities 
is the first settlement date on which a 
substantial amount of the securities in 
the issue is sold. 

(2) Reopenings of Treasury 
securities-(i) Treatment of additional 
Treasury securities. Additional Treas
ury securities issued in a qualified 
reopening are part of the same issue as 
the original Treasury securities and 
have the same issue date as the original 
Treasury securities. The issue price of 
both the original Treasury securities 
and the additional Treasury securities is 
the average price at which the original 
Treasury securities were sold. This 
paragraph (d)(2) applies to qualified 
reopenings that occur on or after March 
25, 1992. 

(ii) Definitions-(A) Additional 
Treasury securities. Additional Treas
ury securities are Treasury securities 
with terms that are in all respects 
identical to the terms of the original 
Treasury securities and that are issued 
(without regard to paragraph (d)(2)(i) 
of this section) not more than 12 
months after the original Treasury 
securities were first issued to the 
public. 

(B) Original Treasury securities. 
Original Treasury securities are se
curities comprising any issue of out
standing Treasury securities. 

(C) Qualified reopening. A qualified 
reopening is a reopening of Treasury 
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securities intended to alleviate an acute, 
protracted shortage of the original 
Treasury securities. 

(e) Disclosure of certain information 
to holders. Certain provisions of the 
regulations under section 163(e) and 
sections 1271 through 1275 provide 
that the issuer's determination of an 
item controls the holder's treatment of 
the item. In such a case, the issuer 
must provide the relevant information 
to the holder in a reasonable manner. 
For example, the issuer may provide 
the name or title and either the address 
or telephone number of a representative 
of the issuer who will make available 
to holders upon request the information 
required for holders to comply with 
these provisions of the regulations. 

(f) Treatment of pro rata pre
payments-( 1) Treatment as retirement 
of separate debt instrument. A pro rata 
prepayment is treated as a payment in 
retirement of a portion of a debt 
instrument, which may result in a gain 
or loss to the holder. Generally, the 
gain or loss is calculated by assuming 
that the original debt instrument con
sists of two instruments, one that is 
retired and one that remains outstand
ing. The adjusted issue price, holder's 
adjusted basis, and accrued but unpaid 
OlD of the original debt instrument, 
determined immediately before the pro 
rata prepayment, are allocated between 
these two instruments based on the 
portion of the instrument that is treated 
as retired by the pro rata prepayment. 

(2) Definition of pro rata prepay
ment. For purposes of paragraph (f)(l) 
of this section, a pro rata prepayment is 
a payment on a debt instrument made 
prior to maturity that-

(i) Is not made pursuant to the in
strument's payment schedule (including 
a payment schedule determined under 
§1.l272-1(c»; and 

(ii) Results in a substantially pro 
rata reduction of each payment remain
ing to be paid on the instrument. 

(g) Anti-abuse rule. [Reserved] 

Par. 13. In §1.l275-3, the section 
heading and paragraphs (a) and (b) are 
revised to read as follows: 

§I.127S-J OlD information reporting 
requirements. 

(a) In general. This section provides 
legending and information reporting 
requirements intended to facilitate the 
reporting of OlD. 
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(b) Information required to be set 
forth on face of debt instruments that 
are not publicly offered-( 1) In gen
eral. Except as provided in paragraph 
(b)(4) or paragraph (d) of this section, 
this paragraph (b) applies to any debt 
instrument that is not publicly offered 
(within the meaning of §1.l275-1(h)), 
is issued in physical form, and has 
OlD. The issuer of any such debt 
instrument must legend the instrument 
by stating on the face of the instrument 
that the debt instrument was issued 
with OlD. In addition, the issuer must 
either-

(i) Set forth on the face of the debt 
instrument the issue price, the amount 
of OlD, the issue date, and the yield to 
maturity; or 

(ii) Provide the name or title and 
either the address or telephone number 
of a representative of the issuer who 
will, beginning no later than 10 days 
after the issue date, promptly make 
available to holders upon request the 
information described in paragraph 
(b)(l)(i) of this section. 

(2) Time for leg ending. An issuer 
may satisfy the requirements of this 
paragraph (b) by legending the debt 
instrument when it is first issued in 
physical form. Legending is not re
quired, however, before the first holder 
of the debt instrument disposes of the 
instrument. 

(3) Legend must survive reissuance 
upon transfer. Any new physical se
curity that is issued (for example, upon 
registration of transfer of ownership) 
must contain any required legend. 

(4) Exceptions. Paragraph (b)( 1) of 
this section does not apply to debt 
instruments described in section 1272-
(a)(2) (relating to debt instruments not 
subject to the periodic OlD inclusion 
rules), debt instruments issued by natu
ral persons (as defined in § 1.6049-
4(f)(2)), REMIC regular interests or 
other debt instruments subject to sec
tion 1272(a)(6), or stripped bonds and 
coupons within the meaning of section 
1286. 

* * * * * * 

§I.I27S-JT [Removed] 

Par. 14. Section 1.1275-3T is re
moved as of February 2, 1994. 

Par. 15. Section 1.1275-5 is added to 
read as follows: 

§I.127S-S Variable rate debt 
instruments. 

(a) Applicability-( 1) In general. 
This section provides rules for variable 
rate debt instruments. For purposes of 
section 163( e) and sections 1271 
through 1275, a variable rate debt 
instrument is a debt instrument that 
meets the conditions described in para
graphs (a)(2), (a)(3), and (a)(4) of this 
section. 

(2) Principal payments. The issue 
price of the debt instrument must not 
exceed the total noncontingent principal 
payments by more than an amount 
equal to the lesser of-

(i) .015 multiplied by the product of 
the total noncontingent principal pay
ments and the number of complete 
years to maturity from the issue date 
(or, in the case of an installment 
obligation, the weighted average matu
rity as defined in §1.l273-1(e)(3»; or 

(ii) 15 percent of the total noncon
tingent principal payments. 

(3) Stated interest-(i) General rule. 
The debt instrument must provide for 
stated interest (compounded or paid at 
least annually) at-

(A) One or more qualified floating 
rates; 

(B) A single fixed rate and one or 
more qualified floating rates; 

(C) A single objective rate; or 

(D) A single fixed rate and a single 
objective rate that is a qualified inverse 
floating rate. 

(ii) Certain debt instruments bearing 
interest at a fixed rate for an initial 
period. If interest on a debt instrument 
is stated at a fixed rate for an initial 
period of less than 1 year followed by 
a variable rate that is either a qualified 
floating rate or an objective rate for a 
subsequent period, and the value of the 
variable rate on the issue date is in
tended to approximate the fixed rate, 
the fixed rate and the variable rate 
together constitute a single qualified 
floating rate or objective rate. A fixed 
rate and a variable rate will be con
clusively presumed to meet the require
ments of the preceding sentence if the 
value of the variable rate on the issue 
date does not differ from the value of 
the fixed rate by more than .25 
percentage points (25 basis points). 

(4) Current value. The debt instru
ment must provide that a qualified 
floating rate or objective rate in effect 



at any time during the term of the 
instrument is set at a current value of 
that rate. A current value is the value 
of the rate on any day that is no earlier 
tha~ 3 months prior to the first day on 
WhICh that value is in effect and no 
later than I year following that first 
day. 

(b) Qualified floating rate-( I) In 
gene~al. A variable rate is a qualified 
floatmg rate if variations in the value 
of the rate can reasonably be expected 
to measure contemporaneous variations 
in the cost of newly borrowed funds in 
the currency in which the debt instru
ment is denominated. The rate may 
measure contemporaneous variations in 
borrowing costs for the issuer of the 
debt instrument or for issuers in 
general. Except as provided in para
graph (b )(2) of this section, a multiple 
of a qualified floating rate is not a 
qualified floating rate. If a debt instru
ment provides for two or more 
qualified floating rates that can reason
ably be expected to have approximately 
the same values throughout the term of 
the instrument, the qualified floating 
rates together constitute a single 
qualified floating rate. Two or more 
qualified floating rates will be con
clusively presumed to meet the require
ments of the preceding sentence if the 
values of all rates on the issue date are 
within .25 percentage points (25 basis 
points) of each other. 

(2) Certain rates based on a quali
fied floating rate. A variable rate is a 
qualified floating rate if it is equal to 
either-

(i) The product of a qualified float
ing rate described in paragraph (b)( I) 
of this section and a fixed multiple that 
is greater than zero but not more than 
1.35; or 

(ii) The product of a qualified float
ing rate described in paragraph (b)(l) 
of this section and a fixed multiple that 
is greater than zero but not more than 
1.35, increased or decreased by a fixed 
rate. 

(3) Restrictions on the stated rate of 
interest. A variable rate is not a 
qualified floating rate if it is subject to 
a restriction or restrictions on the 
maximum stated interest rate (cap), a 
restriction or restrictions on the mini
mum stated interest rate (floor), a 
restriction or restrictions on the amount 
of increase or decrease in the stated 
interest rate (governor), or other similar 
restrictions. Notwithstanding the pre
ceding sentence, the following restric-

tions will not cause a variable rate to 
fail to be a qualified floating rate-

(i) A cap, floor, or governor that is 
fixed throughout the term of the debt 
instrument; 

(ii) A cap or similar restriction that 
is not reasonably expected as of the 
issue date to cause the yield on the 
debt instrument to be significantly less 
than the expected yield determined 
without the cap; 

(iii) A floor or similar restriction 
that is not reasonably expected as of 
the issue date to cause the yield on the 
debt instrument to be significantly 
more than the expected yield deter
mined without the floor; or 

(iv) A governor or similar restriction 
that is not reasonably expected as of 
the issue date to cause the yield on the 
debt instrument to be significantly 
more or significantly less than the 
expected yield determined without the 
governor. 

(c) Objective rate-(I) In general. 
An objective rate is a rate (other than a 
qualified floating rate) that is deter
mined using a single fixed formula and 
that is based on-

(i) One or more qualified floating 
rates; 

(ii) One or more rates where each 
rate would be a qualified floating rate 
for a debt instrument denominated in a 
currency other than the currency in 
which the debt instrument is 
denominated; 

(iii) The yield or changes in the 
price of one or more items of personal 
property (other than stock or debt of 
the issuer or a related party within the 
meaning of section 267(b) or 707(b)
(1)), provided each item of property is 
actively traded within the meaning of 
section 1092 ( d)(l) (determined without 
regard to section 1092(d)(3»; or 

(iv) A combination of rates de
scribed in paragraphs (c)(l)(i), 
(c)(1)(ii), and (c)(1)(iii) of this section. 

(2) Other objective rates to be spec
ified by Commissioner. The Commis
sioner may designate in the Internal 
Revenue Bulletin variable rates other 
than those described in paragraph (c)(1) 
of this section that will be treated as 
objective rates (see §601.601(d)(2)(ii) 
of this chapter). 

(3) Qualified inverse floating rate. 
An objective rate described in para
graph (c)( I ) of this section is a 
qualified inverse floating rate if-
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(i) The rate is equal to a fixed rate 
minus a qualified floating rate; and 

(ii) The variations in the rate can 
reasonably be expected to inversely 
reflect contemporaneous variations in 
the cost of newly borrowed funds 
(disregarding any restrictions on the 
rate that are described in paragraphs 
(b )(3 )(i), (b )(3 )(ii), (b)(3 )(iii), and 
(b )(3 )(iv) of this section). 

(4) Significant front-loading or 
back-loading of interest. Notwithstand
ing paragraph (c)(1) of this section, a 
variable rate of interest on a debt 
instrument is not an objective rate if it 
is reasonably expected that the average 
value of the rate during the first half of 
the instrument's term will be either 
significantly less than or significantly 
greater than the average value of the 
rate during the final half of the 
instrument's term. 

(5) Tax-exempt debt. Notwithstand
ing paragraph (c)(l) of this section, in 
the case of any tax-exempt obligation 
(within the meaning of section 1275-
(a)(3», a variable rate is an objective 
rate only if it is a qualified inverse 
floating rate. 

(d) Examples. The following exam
ples illustrate the rules of paragraphs 
(b) and (c) of this section. For purposes 
of these examples, assume that para
graphs (c)(4) and (c)(5) of this section 
do not apply. 

Example I. Rate based on LIBOR. X issues a 
debt instrument that provides for annual pay
ments of Interest at a rate equal to the value of 
the I-year London Interbank Offered Rate 
(LIBOR) at the end of each year. Variations in 
the value of I-year LIBOR over the term of the 
debt instrument can reasonably be expected to 
measure contemporaneous variations in the cost 
of newly borrowed funds over that term. Ac
cordingly, the rate is a qualified floating rate. 

Example 2. Rate increased by a fixed amount. 
X issues a debt instrument that provides for 
annual payments of interest at a rate equal to 200 
basis points (2 percent) plus the current value, at 
the end of each year, of the average yield on 
I-year Treasury securities as published in Federal 
Reserve bulletins. Variations in the value of this 
Interest rate can reasonably be expected to 
measure contemporaneous variations in the cost 
of newly borrowed funds. Accordingly, the rate 
IS a qualIfied floating rate. 

Example 3. Rate based on commercial paper 
rate. X Issues a debt instrument that provides for 
a rate of Interest that is periodically adjusted to 
equal the current interest rate of Bank's commer
cial paper. Variations in the value of this interest 
rate can reasonably be expected to measure con
temporaneous variations in the cost of newly 
borrowed funds. Accordingly. the rate is a 
qualified floating rate. 

Example 4. Rate based on changes in the 
value of a comnlOditv index. X Issues a debt 
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instrument that provides for annual interest 
payments at the end of each year at a rate equal 
to the percentage increase. if any. in the value of 
an index for the year immediately preceding the 
payment. The index is based on the prices of 
several actively traded commodities. Variations 
in the value of this interest rate cannot 
reasonably be expected to measure contempo
raneous variations in the cost of newly borrowed 
funds. Accordingly. the rate is not a qualified 
floating rate. However. because the rate is based 
on changes in the prices of actively traded 
property. the rate is an objective rate. 

Example 5. Rate based on a percentage of 
S&P 500 Index. X issues a debt instrument that 
provides for annual interest payments at the end 
of each year based on a fixed percentage of the 
value of the S&P 500 Index. Variations in the 
value of this interest rate cannot reasonably be 
expected to measure contemporaneous variations 
in the cost of newly borrowed funds and. 
therefore. the rate is not a qualified floating rate. 
In addition. because the interest rate is based on 
the value of the S&P 500 Index rather than on 
changes in that value. the rate is not an objective 
rate. 

Example 6. Rate based on issuer's profits. Z 
issues a debt instrument that provides for annual 
interest payments equal to 20 percent of Z' s net 
profits earned during the year immediately 
preceding the payment. Variations in the value of 
this interest rate cannot reasonably be expected 
to measure contemporaneous variations in the 
cost of newly borrowed funds. Accordingly, the 
rate is not a qualified floating rate. In addition. 
because the stated rate is neither based on the 
yield or changes in the price of actively traded 
property nor based on a qualified floating rate. 
the rate is not an objective rate. 

Example 7. Rate based on a multiple of an 
interest index. Z issues a debt instrument with 
annual interest payments at a rate equal to two 
times the value of I-year LIBOR as of the 
payment date. Because the rate is a multiple 
greater than 1.35 times a qualified floating rate. 
the rate is not a qualified floating rate. However. 
because the stated rate is based on a qualified 
floating rate using a single fixed formula. the 
rate is an objective rate. 

Example 8. Variable rate based on the cost of 
borrowed funds in a foreign currency. Y issues a 
5-year dollar denominated debt instrument that 
provides for annual interest payments at a rate 
equal to the value of I-year French franc LIBOR 
as of the payment date. Variations in the value of 
French franc LIB OR do not measure contempo
raneous changes in the cost of newly borrowed 
funds in dollars. As a result. the rate is not a 
qualified floating rate for an instrument denomi
nated in dollars. However. because French franc 
LIB OR is a qualified floating rate for a debt 
instrument denominated in French francs. the 
rate is an objective rate. 

Example 9. Qualified inverse floating rate. X 
issues a debt instrument that provides for annual 
interest payments at the end of each year at a 
rate equal to 12 percent minus the value of 
I-year LIBOR as of the payment date. On the 
issue date. the value of I-year LIBOR is 6 
percent. Because the rate can reasonably be 
expected to inversely reflect contemporaneous 
variations in the cost of newly borrowed funds, it 
is a qualified inverse floating rate. However. if 
the value of I-year LIBOR on the issue date was 
I I percent rather than 6 percent. the rate would 
not be a qualified inverse floating rate because 
the rate could not reasonably be expected to 
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inversely reflect contemporaneous variations in 
the cost of newly borrowed funds. 

(e) Qualified stated interest and OlD 
with respect to a variable rate debt 
instrument-( 1) In general. This para
graph (e) provides rules to determine 
the amount and accrual of OlD and 
qualified stated interest on a variable 
rate debt instrument. In general, the 
rules convert the debt instrument into a 
fixed rate debt instrument and then 
apply the general OlD rules to the debt 
instrument. The issue price of a vari
able rate debt instrument, however, is 
not determined under this paragraph 
(e). See §§1.1273-2 and 1.1274-2 to 
determine the issue price of a variable 
rate debt instrument. 

(2) Variable rate debt instrument 
that provides for annual payments of 
interest at a single variable rate. If a 
variable rate debt instrument provides 
for stated interest at a single qualified 
floating rate or objective rate that is 
unconditionally payable in cash or in 
property (other than debt instruments of 
the issuer), or that will be con
structively received under section 451, 
at least annually-

(i) All stated interest with respect to 
the debt instrument is qualified stated 
interest; and 

(ii) The amount of OlD, if any, is 
determined under the rules applicable 
to fixed rate debt instruments by 
assuming that the variable rate is a 
fixed rate equal to-

(A) In the case of a qualified float
ing rate or qualified inverse floating 
rate, the value, as of the issue date, of 
the qualified floating rate or qualified 
inverse floating rate; or 

(B) In the case of an objective rate 
(other than a qualified inverse floating 
rate), a fixed rate that reflects the yield 
that is reasonably expected for the debt 
instrument. 

(3) All other variable rate debt 
instruments except for those that 
provide for a fixed rate. If a variable 
rate debt instrument is not described in 
paragraph (e)(2) of this section and 
does not provide for interest payable at 
a fixed rate (other than an initial fixed 
rate described in paragraph (a)(3)(ii) of 
this section), the amount of interest and 
OlD accruals for the instrument are 
determined under this paragraph (e)(3). 

(i) Step one: Determine the fixed 
rate substitute for each variable rate 
provided under the debt instrument-

(A) Qualified floating rate. The fixed 
rate substitute for each qualified float
ing rate provided for in the debt 
instrument is the value of each rate as 
of the issue date. If, however, a 
variable rate debt instrument provides 
for two or more qualified floating rates 
with different intervals between interest 
adjustment dates, the fixed rate sub
stitutes for the rates must be based on 
intervals that are equal in length. For 
example, if a 4-year debt instrument 
provides for 24 monthly interest pay
ments based on the value of the 30-day 
commercial paper rate on each payment 
date followed by 8 quarterly interest 
payments based on the value of quar
terly LIBOR on each payment date, the 
fixed rate substitutes may be based on 
the values, as of the issue date, of the 
90-day commercial paper rate and 
quarterly LIBOR. Alternatively, the 
fixed rate substitutes may be based on 
the values, as of the issue date, of the 
30-day commercial paper rate and 
monthly LIBOR. 

(B) Qualified inverse floating rate. 
The fixed rate substitute for a qualified 
inverse floating rate is the value of the 
qualified inverse floating rate as of the 
issue date. 

(C) Objective rate. The fixed rate 
substitute for an objective rate (other 
than a qualified inverse floating rate) is 
a fixed rate that reflects the yield that 
is reasonably expected for the debt 
instrument. 

(ii) Step two: Construct the 
equivalent fixed rate debt instrument. 
The equivalent fixed rate debt instru
ment has terms that are identical to 
those provided under the variable rate 
debt instrument, except that the 
equivalent fixed rate debt instrument 
provides for the fixed rate substitutes 
(determined in paragraph (e )(3 )(i) of 
this section) in lieu of the qualified 
floating rates or objective rate provided 
under the variable rate debt instrument. 

(iii) Step three: Determine the 
amount of qualified stated interest and 
OlD with respect to the equivalent 
fixed rate debt instrument. The amount 
of qualified stated interest and OlD, if 
any, are determined for the equivalent 
fixed rate debt instrument under the 
rules applicable to fixed rate debt 
instruments and are taken into account 
as if the holder held the equivalent 
fixed rate debt instrument. 

(iv) Step four: Make appropriate 
adjustments for actual variable rates. 
Qualified stated interest or OlD alloca-



ble to an accrual period must be 
increased (or decreased) if the interest 
actually accrued or paid during an 
accrual period exceeds (or is less than) 
the interest assumed to be accrued or 
paid during the accrual period under 
the equivalent fixed rate debt instru
ment. This increase or decrease is an 
adjustment to qualified stated interest 
for the accrual period if the equivalent 
fixed rate debt instrument (as deter
mined under paragraph (e)(3)(ii) of this 
section) provides for qualified stated 
interest and the increase or decrease is 
reflected in the amount actually paid 
during the accrual period. Otherwise, 
this increase or decrease is an adjust
ment to OlD for the accrual period. 

(v) Examples. The following exam
ples illustrate the rules in paragraph 
(e)(3) of this section. 

Example 1. Equivalent fixed rate debt 
instrument-(i) Facts. X purchases at original 
issue a 6-year variable rate debt instrument that 
provides for semiannual payments of interest. 
For the first 3 years, the rate of interest is the 
value of 6-month LIB OR on the payment date. 
For the final 3 years, the rate is the value of the 
6-month T-bill rate on the payment date. On the 
issue date, the value of 6-month LIBOR is 3 
percent, compounded semiannually, and the 
6-month T -bill rate is 2 percent, compounded 
semiannually. 

(ii) Determination of equivalent fixed rate 
debt instrument. Under paragraph (e)(3)(i) of this 
section, the fixed rate substitute for 6-month 
LIBOR is 3 percent, compounded semiannually, 
and the fixed rate substitute for the 6-month 
T-bill rate is 2 percent, compounded semian
nually. Under paragraph (e)(3)(ii) of this section, 
the equivalent fixed rate debt instrument is a 
6-year debt instrument that provides for semian
nual payments of interest at 3 percent, com
pounded semiannually, for the first 3 years 
followed by 2 percent, compounded semian
nually, for the final 3 years. 

Example 2. Equivalent fixed rate debt instru
ment with de minimis OID-(i) Facts. Y 
purchases at original issue, for $100,000, a 
4-year variable rate debt instrument that has a 
stated principal amount of $100,000, payable at 
maturity. The debt instrument provides for 
monthly payments of interest at the end of each 
month. For the first year, the interest rate is the 
monthly commercial paper rate and for the last 3 
years, the interest rate is the monthly commercial 
paper rate plus 100 basis points. On the issue 
date, the monthly commercial paper rate is 3 
percent, compounded monthly. 

(ii) Equivalent fixed rate debt instrument. 
Under paragraph (e)(3)(ii) of this section, the 
equivalent fixed rate debt instrument for the 
variable rate debt instrument is a 4-year debt 
instrument that has an issue price and stated 
principal amount of $100,000. The equivalent 
fixed rate debt instrument provides for monthly 
payments of interest at 3 percent, compounded 
monthly, for the first year ($250 per month) and 
monthly payments of interest at 4 percent, 
compounded monthly, for the last 3 years 
($333.33 per month). 

(iii) De minimis OlD. Under §1.1273-I(a), 
because a portion (100 basis points) of each 
interest payment in the final 3 years is not a 
qualified stated interest payment, the equivalent 
fixed rate debt instrument has OID of $2,999.88 
($102,999.88 - $100,000). However, under 
§1.1273-l(d)(4) (the de minimis rule relating to 
teaser rates and interest holidays), the stated 
redemption price at maturity of the equivalent 
fixed rate debt instrument is $100,999.96 
($100,000 (issue price) plus $999.96 (the greater 
of the amount of foregone interest ($999.96) and 
the amount equal to the excess of the instru
ment's stated principal amount over its issue 
price ($0»). Thus, the equivalent fixed rate debt 
instrument is treated as having OID of $999.96 
($100,999.96 - $100,000). Because this amount 
is less than the de minimis amount of $1,010 
(0.0025 multiplied by $100,999.96 multiplied by 
4 complete years to maturity), the equivalent 
fixed rate debt instrument has de minimis 010. 
Therefore, the variable rate debt instrument has 
zero oro and all stated interest payments are 
qualified stated interest payments. 

Example 3. Adjustment to qualified stated 
interest for actual payment of interest-(i) Facts. 
On January I, 1995, Z purchases at original 
issue, for $90,000, a variable rate debt instru
ment that matures on January I, 1997, and has a 
stated principal amount of $100,000, payable at 
maturity. The debt instrument provides for 
annual payments of interest on January I of each 
year, beginning on January I, 1996. The amount 
of interest payable is the value of annual LIBOR 
on the payment date. The value of annual LIBOR 
on January I, 1995, and January I, 1996, is 5 
percent, compounded annually. The value of 
annual LIB OR on January I, 1997, is 7 percent, 
compounded annually. 

(ii) Equivalent fixed rate debt instrument. 
Under paragraph (e)(3)(ii) of this section, the 
equivalent fixed rate debt instrument for the 
variable rate debt instrument is a 2-year debt 
instrument that has an issue price of $90,000 and 
a stated principal amount of $100,000. The 
equivalent fixed rate debt instrument provides for 
interest payments of $5,000 at the end of each 
year. 

(iii) Accrual of OlD and qualified stated 
interest. Under § 1.1273-1, the equivalent fixed 
rate debt instrument has $10,000 of OID and the 
annual interest payments of $5,000 are qualified 
stated interest payments. Under § 1.1272-1, the 
equivalent fixed rate debt instrument has a yield 
of 10.82 percent, compounded annually. The 
amount of 010 allocable to the first annual 
accrual period (assuming Z uses annual accrual 
periods) is $4,743.25 «$90,000 x .1082) -
$5,000), and the amount of OID allocable to the 
second annual accrual period is $5,256.75 
($100,000 - $94,743.25). Under paragraph 
(e)(3)(iv) of this section, the $2,000 difference 
between the $7,000 interest payment actually 
made at maturity and the $5,000 interest payment 
assumed to be made at maturity under the 
equivalent fixed rate debt instrument is treated as 
additional qualified stated interest for the period. 

(4) Variable rate debt instrument 
that provides for a single fixed rate
(i) General rule. If a variable rate debt 
instrument provides for stated interest 
either at one or more qualified floating 
rates or at a qualified inverse floating 
rate and in addition provides for stated 
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interest at a single fixed rate (other 
than an initial fixed rate described in 
paragraph (a)(3)(ii) of this section), the 
amount of interest and OlD are deter
mined using the method of paragraph 
(e )(3) of this section, as modified by 
this paragraph (e)(4). For purposes of 
paragraphs (e)(3)(i) through (e)(3)(iii) 
of this section, the variable rate debt 
instrument is treated as if it provided 
for a qualified floating rate (or a 
qualified inverse floating rate, if the 
debt instrument provides for a qualified 
inverse floating rate), rather than the 
fixed rate. The qualified floating rate 
(or qualified inverse floating rate) 
replacing the fixed rate must be such 
that the fair market value of the 
variable rate debt instrument as of the 
issue date would be approximately the 
same as the fair market value of an 
otherwise identical debt instrument that 
provides for the qualified floating rate 
(or qualified inverse floating rate) 
rather than the fixed rate. 

(ii) Example. The following example 
illustrates the rule in paragraph (e)(4)(i) 
of this section. 

Example. Variable rate debt instrument that 
provides for a single fixed rate-(i) Facts. On 
January I, 1995, X purchases at original issue, 
for $100,000, a variable rate debt instrument that 
matures on January I, 2001, and that has a stated 
principal amount of $100,000. The debt instru
ment provides for payments of interest on 
January I of each year, beginning on January I, 
1996. For the first 4 years, the interest rate is 4 
percent, compounded annually, and for the last 2 
years the interest rate is the value of I-year 
LIBOR, as of the payment date, plus 200 basis 
points. On January I, 1995, the value of I-year 
LIBOR is 2 percent, compounded annually. In 
addition, assume that on January I, 1995, the 
variable rate debt instrument has approximately 
the same fair market value as an otherwise 
identical debt instrument that provides for an 
interest rate equal to the value of I-year LIBOR, 
as of the payment date, for the first 4 years. 

(ii) Equivalent fixed rate debt instrument. 
Under paragraph (e)(4)(i) of this section, for 
purposes of paragraphs (e)(3)(i) through 
(e)(3)(iii) of this section, the variable rate debt 
instrument is treated as if it provided for an 
interest rate equal to the value of I-year LIBOR, 
as of the payment date, for the first 4 years. 
Under paragraph (e)(3)(ii) of this section, the 
equivalent fixed rate debt instrument for the 
variable rate debt instrument is a 6-year debt 
instrument that has an issue price and stated 
principal amount of $100,000. The equivalent 
fixed rate debt instrument provides for interest 
payments of $2,000 for the first 4 years and 
$4,000 for the last 2 years. 

(iii) Accrual of OlD and qualified stated 
interest. Under § 1.1273-1. the equivalent fixed 
rate debt instrument has OID of $4,000 because 
a portion (200 basis points) of each interest 
payment in the last 2 years is not a qualified 
stated interest payment. The $4.000 of OlD is 
allocable over the 6-year term of the debt 
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instrument under § 1.1272-1. Under paragraph 
(e)(3)(iv) of this section. the difference between 
the $4.000 payment made in the first 4 years and 
the $2.000 payment assumed to be made on the 
equivalent fixed rate debt instrument in those 
years is an adjustment to qualified stated interest. 
In addition. any difference between the amount 
actually paid in each of the last 2 years and the 
$4.000 payment assumed to be made on the 
equivalent fixed rate debt instrument is an 
adjustment to qualified stated interest. 

(f) Special rule for certain reset 
bonds. Notwithstanding paragraph (e) 
of this section, this paragraph (f) 
provides a special rule for a variable 
rate debt instrument that provides for 
stated interest at a fixed rate for an 
initial interval, and provides that on the 
date immediately following the end of 
the initial interval (the effective date) 
the stated interest rate will be a rate 
determined under a procedure (such as 
an auction procedure) so that the fair 
market value of the instrument on the 
effective date will be a fixed amount 
(the reset value). Solely for purposes of 
calculating the accrual of OlD, the 
variable rate debt instrument is treated 
as-

(i) Maturing on the date immediately 
preceding the effective date for an 
amount equal to the reset value; and 

(ii) Reissued on the effective date 
for an amount equal to the reset value. 

§1.1275-6T [Removed] 

Par. 16. Section 1.1275-6T is re
moved as of February 2, 1994. 

§1.6050H-2T [Removed] 

Par. 17. Section 1.6050H-2T IS 

removed as of February 2, 1994. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 18. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 19. Section 602.101(c) IS 

amended as follows: 

1. Removing the following entries 
from the table: 

§602.101 OMB Control numbers. 

* * * * * * 
(c) *** 
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CFR part or section 

where identified 

Current OMB 

control number 

and described 

* * * * * * 

1.1274-3T ............. , 1545-0887 
1.1275-3 .............. , 1545-0887 
1.1275-3T ............. , 1545-0887 

* * * * * * 

2. Adding entries in numerical order 
to the table to read as follows: 

§602.JOI OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.1272-1(c)(4) .......... , 1545-1353 
1.1272-3 ............... 1545-1353 
1.1273-2(h)(2) ........... 1545-1353 
1.1274-3(d) ............ , 1545-1353 
1.1274-5(b) ............. 1545-1353 
1.1274A-l(c) .......... " 1545-1353 
1.1275-3(b) ............. 1545-1353 
1.1275-3(c) . . . . . . . . . . . .. 1545-0887 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 14, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
January 27,1994,11:10 a.m., and published in 
the issue of the Federal Register for February 
2, 1994, 59 F.R. 4799) 

26 CFR 1.163-7: Deduction for DID on 
certain debt instruments. 

This procedure provides procedures for tax
payers to change their methods of accounting to 
comply with the final regulations dealing with 
original issue discount and other related matters 
(T.D. 8517, page 38, this Bulletin). Taxpayers 
using this procedure change their methods of 

accounting for debt instruments issued on or 
after a "cut-off date." See Rev. Proc. 94-28, 
page 614. 

Section 165.-Losses 

26 CFR 1.165-11: Election in respect of 
losses attributable to a disaster. 

Election in respect of losses attribu
table to a disaster. This ruling lists the 
areas declared by the President to 
qualify as major disaster areas since the 
publication of Rev. Rul. 92-111 under 
the Disaster Relief and Emergency 
Assistance Act. 

Rev. Rul. 94-14 

Under § 165(i) of the Internal 
Revenue Code, if a taxpayer suffers a 
loss attributable to a disaster occurring 
in an area subsequently determined by 
the President of the United States to 
warrant assistance by the Federal Gov
ernment under the Disaster Relief and 
Emergency Assistance Act (the Act), as 
amended, 42 U.S.C. § 5121 et seq. 
(1988), the taxpayer may elect to claim 
a deduction for that loss on the 
taxpayer's federal income tax return for 
the taxable year immediately preceding 
the taxable year in which the disaster 
occurred. 

Section 1.165-11 (e) of the Income 
Tax Regulations provides that the 
election to deduct for the preceding 
year must be made on or before the 
later of (1) the original due date of the 
taxpayer's income tax return for the 
year in which the disaster occurred, or 
(2) the due date of the preceding year's 
return (taking into account extensions 
of time for filing granted to the 
taxpayer). 

The provisions of § 165(i) apply 
only to losses that are otherwise 
deductible under § 165(a). An individ
ual taxpayer may deduct losses if they 
are incurred in a trade or business, if 
they are incurred in a transaction 
entered into for profit, or if they are 
casualty losses under § 165( c )(3). 

From the cutoff date of December 3, 
1992, specified in Rev. Rul. 92-111, 
1992-2 C.B. 58, through December 31, 
1993, the President determined that the 
areas listed below have been adversely 
affected by disasters of sufficient sever
ity to warrant disaster assistance by the 
Federal Government under the Act. 



Disaster Areas in 1993 

Alabama 
Counties of Autauga, Baldwin, Barbour, Bibb, Blount, 
Bullock, Butler, Calhoun, Chambers, Cherokee, 
Chilton, Choctaw, Clarke, Clay, Cleburne, Coffee, 
Colbert, Conecuh, Coosa, Covington, Crenshaw, 
Cullman, Dale, Dallas, De Kalb, Elmore, Escambia, 
Etowah, Fayette, Franklin, Geneva, Greene, Hale, 
Henry, Houston, Jackson, Jefferson, Lamar, 
Lauderdale, Lawrence, Lee, Limestone, Lowndes, 
Macon, Madison, Marengo, Marion, Marshall, Mobile, 
Monroe, Montgomery, Morgan, Perry, Pickens, Pike, 
Randolph, Russell, Saint Clair, Shelby, Sumter, 
Talladega, Tallapoosa, Tuscaloosa, Walker, 
Washington, Wilcox, and Winston 

Arizona 
Counties of Apache, Cochise, Coconino, Gila, 
Graham, Greenlee, Maricopa, Navajo, Pima, Pinal, 
Santa Cruz, Yavapai, and Yuma 

California 
Cities of Culver City, Fillmore, and Los Angeles; 
Counties of Alpine, Contra Costa, Fresno, Humboldt, 
Imperial, Lassen, Los Angeles, Madera, Mendocino, 
Modoc, Monterey, Napa, Orange, Plumas, Riverside, 
San Bernardino, San Diego, Santa Barbara, Sierra, 
Siskiyou, Sonoma, Tehama, Trinity, and Tulare; the 
Coast Indian Community of the Resighini Rancheria 
in Del Norte County; the Pit River Indian Tribe in 
Shasta County 

Counties of Los Angeles, Orange, Riverside, San 
Bernardino, San Diego, and Ventura 

Connecticut 
Counties of Fairfield, Middlesex, and New Haven 

Counties of Fairfield, Hartford, Litchfield, Middlesex, 
New Haven, New London, Tolland, and Windham 

Delaware 
County of Sussex 

Counties of Kent, New Castle, and Sussex 

District of Columbia 

Florida 
Counties of Alachua, Baker, Broward, Calhoun, 
Charlotte, Citrus, Collier, Columbia, Dade, Dixie, 
Duval, Franklin, Gilchrist, Glades, Gulf, Hamilton, 
Hendry, Hernando, Hillsborough, Lafayette, Lake, 
Leon, Levy, Manatee, Marion, Martin, Monroe, 
Nassau, Pasco, Pinellas, Polk, Putnam, Sarasota, 
Sumter, Suwannee, Taylor, Volusia, and Wakulla 

Georgia 
Counties of Carroll., Cherokee, Cobb, Dade, Greene, 
Jones, Lincoln, Lumpkin, Monroe, Putnam, Spalding, 
Talbot, Taliaferro, and Wilkes 

Type of Disaster 

Severe snowfall and winter storm 
conditions 

Flooding, severe storms, and 
tornadoes 

Severe winter storms, mud and rock 
slides, and flooding 

Wild land fires, soil erosion, 
landslides, flooding, and mudslides 

Winter storm and coastal flooding 

Severe blizzard conditions, high 
winds, and record snowfalls 

Severe coastal storm and flooding 

Extreme snowfall and winter storm 

Severe snowfall and winter storm 

Severe storms, tornadoes, flooding, 
high tides, high wind, cold 
temperatures, and freezing conditions 

Tornadoes, high winds, and heavy 
ram 

Section 165 

Date of Disaster 

March 13-17, 1993 

January 5-March 
6, 1993 

January 5-March 
20, 1993 

October 26, 1993 
(Continuing) 

December 10-13, 
1992 

March 13-17, 1993 

December 11-14, 
1992 

March 13-17, 1993 

March 13-17, 1993 

March 12-16, 1993 

November 22-
December 7, 1992 
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Disaster Areas in 1993 

Counties of Bartow, Cobb, Hall, Heard, Meriwether, 
Pike, Polk, and Walton 

Counties of Appling, Bacon, Baldwin, Banks, Barrow, 
Bartow, Ben HilL Berrien, Bibb, Bleckley, Brantley, 
Brooks, Bryan, Bulloch, Butts, Camden, Candler, 
Carroll, Catoosa, Charlton, Chatham, Chattooga, 
Cherokee, Clayton, Cobb, Coffee, Colquitt, Cook, 
Crawford, Dade, Dawson, De Kalb, Dodge, Douglas, 
Effingham, Elbert, Emanuel, Evans, Fannin, Fayette, 
Floyd, Forsyth, Franklin, Fulton, Gilmer, Glynn, 
Gordon, Grady, Gwinnett, Habersham, Hall, Haralson, 
Hart, Henry, Houston, Jackson, Jeff Davis, Lanier, 
Laurens, Liberty, Lowndes, Lumpkin, McDuffie, 
Mcintosh, Monroe, Montgomery, Murray, Newton, 
Oconee, Paulding, Pickens, Pierce, Pike, Polk, Rabun, 
Rockdale, Screven, Stephens, Tattnall, Telfair, 
Thomas, Tift, Toombs, Towns, Union, Upson, Walker, 
Walton, Ware, Washington, Wayne, White, and 
Whitfield 

Illinois 
Counties of Cass and Mason 

Counties of Alexander, Calhoun, Greene, Jackson, 
Jersey, Madison, Monroe, Morgan, Randolph, Scott, 
St. Clair, and Union 

Counties of Adams, Boone, Brown, Carroll, Cook, 
Fulton, Hancock, Henderson, Henry, Jo Daviess, 
Knox, Lake, Massac, McHenry, Mercer, Ogle, Pike, 
Pope, Pulaski, Rock Island, Schuyler, Stephenson, 
Warren, Whiteside, and Winnebago 

Indiana 
Counties of Clay, Morgan, Parke, Putnam, Vermillion, 
and Vigo 

Iowa 
Counties of Benton, Black Hawk, Buchanan, Butler, 
Cedar, Des Moines, Floyd, Kossuth, Linn, Louisa, 
Mitchell, Muscatine, Scott, Tama, and Webster 

Counties of Adair, Adams, Allamakee, Appanoose, 
Audubon, Benton, Black Hawk, Boone, Bremer, 
Buchanan, Buena Vista, Butler, Calhoun, Carroll, 
Cass, Cedar, Cerro Gordo, Cherokee, Chickasaw, 
Clarke, Clay, Clayton, Clinton, Crawford, Dallas, 
Davis, Decatur, Delaware, Des Moines, Dickinson, 
Dubuque, Emmet, Fayette, Floyd, Franklin, Fremont, 
Greene, Grundy, Guthrie, Hamilton, Hancock, Hardin, 
Harrison, Henry, Howard, Humboldt, Ida, Iowa, 
Jackson, Jasper, Jefferson, Johnson, Jones, Keokuk, 
Kossuth, Lee, Linn, Louisa, Lucas, Lyon, Madison, 
Mahaska, Marion, Marshall, Mills, Mitchell, Monona, 
Monroe, Montgomery, Muscatine, O'Brien, Osceola, 
Page, Palo Alto, Plymouth, Pocohontas, Polk, 
Pottawattamie, Poweshiek, Ringgold, Sac, Scott, 
Shelby, Sioux, Story, Tama, Taylor, Union, Van 
Buren, Wapello, Warren, Washington, Wayne, 
Webster. Winnebago, Winneshiek, Woodbury, Worth, 
and Wright 
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Type of Disaster 

Tornadoes, high wind, and heavy rain 

Severe snowfall and winter storm 

Severe storms, Mississippi River 
flooding, and riverine flooding 

Severe storms, Mississippi River 
flooding, and other riverine flooding 

Severe storms, Mississippi River 
flooding, and other riverine flooding 

Severe storms and flooding 

Severe storms and flooding 

Severe storms and flooding 

Date of Disaster 

February 21-22, 
1993 

March 13-17, 1993 

April 13-0ctober 
22, 1993 

April 23-0ctober 
22, 1993 

June 7-August 
31, 1993 

August 16-17, 
1993 

March 26-April 
12, 1993 

April 13-0ctober 
1, 1993 



Disaster Areas in 1993 Type of Disaster 

Kansas 
Counties of Atchison, Barton, Brown, Chase, Flooding and severe storms 
Cherokee, Clay, Cloud, Crawford, Dickinson, 
Doniphan, Douglas, Edwards, Ellis, Ellsworth, Geary, 
Graham, Harvey, Hodgeman, Jackson, Jefferson, 
Jewell, Johnson, Lane, Leavenworth, Lincoln, Lyon, 
Marion, Marshall, McPherson, Mitchell, Morris, 
Nemaha, Ness, Osage, Osborne, Ottawa, Pawnee, 
Pottawatomie, Reno, Republic, Rice, Riley, Rooks, 
Rush, Russell, Saline, Sedgwick, Shawnee, Sheridan, 
Smith, Stafford, Sumner, Thomas, Trego, Wabaunsee, 
Washington, and Wyandotte 

Kentucky 
Counties of Adair, Allen, Barren, Bath, Bell, Bourbon, Severe snowfall and winter storm 
Boyd, Boyle, Bracken, Breathitt, Campbell, Carter, conditions 
Casey, Clark, Clay, Clinton, Cumberland, Edmonson, 
Elliott, Estill, Fayette, Fleming, Floyd, Garrard, Green, 
Greenup, Harlan, Harrison, Hart, Jackson, Jessamine, 
Johnson, Knott, Knox, Laurel, Lawrence, Lee, Leslie, 
Letcher, Lewis, Lincoln, Madison, Magoffin, Marion, 
Martin, Mason, McCreary, Menifee, Mercer, Metcalfe, 
Monroe, Montgomery, Morgan, Nicholas, Owsley, 
Pendleton, Perry, Pike, Powell, Pulaski, Robertson, 
Rockcastle, Rowan, Russell, Scott, Simpson, Taylor, 
Warren, Washington, Wayne, Whitley, Wolfe, and 
Woodford 

Louisiana 
Parishes of Ascension, East Baton Rouge, Iberville, Severe storms and flooding 
Lafayette, Livingston, St. Martin, St. Tammany, 
Tangipahoa, and Vermilion 

Maine 
Counties of Androscoggin, Aroostook, Cumberland, 
Franklin, Hancock, Kennebec, Knox, Lincoln, Oxford, 
Penobscot, Piscataquis, Sagadahoc, Somerset, Waldo, 
Washington, and York 

Counties of Androscoggin, Aroostook, Cumberland, 
Franklin, Hancock, Kennebec, Lincoln, Oxford, 
Penobscot, Piscataquis, Somerset, and Waldo 

Marshall Islands, Republic of the 
Atolls of Ailuk, Aur, Bikini, Enewetak, Likiep, 
Maloelap, Ujelang, Utirik, Wotho, and Wotje; Island 
of Mejit 

Maryland 
City of Baltimore; Counties of Allegany, Anne 
Arundel, Baltimore, Calvert, Caroline, Carroll, Cecil, 
Charles, Dorchester, Frederick, Garrett, Harford, 
Howard, Kent, Montgomery, Prince George's, Queen 
Anne's, St. Mary's, Somerset, Talbot, Washington, 
Wicomico, and Worcester 

Massachusetts 
Counties of Barnstable, Dukes, Essex, Middlesex, 
Nantucket, Norfolk, Plymouth, Suffolk, and Worcester 

Severe blizzard conditions, severe 
snowfall, coastal flooding, and high 
winds 

Flooding, heavy rain, snowmelt, and 
ice jams 

Typhoon Gay 

Severe snowfall and winter storm 
conditions 

Winter storm and coastal storm 

Section 165 

Date of Disaster 

June 28-0ctober 
5, 1993 

March 13-17, 1993 

January 20-25, 
1993 

March 13-17, 1993 

April 9, 1993 

November 17-18, 
1992 
(Republic Time 
Zone) 

March 13-17, 1993 

December 11-13, 
1992 
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Section 165 

Disaster Areas in 1993 

Counties of Barnstable, Berkshire, Bristol, Dukes, 
Essex, Franklin, Hampden, Hampshire, Middlesex, 
Nantucket, Norfolk, Plymouth, Suffolk, and Worcester 

Minnesota 
Counties of Aitkin, Becker, Big Stone, Blue Earth, 
Brown, Carver, Chippewa, Clay, Cottonwood, Dakota, 
Dodge, Faribault, Fillmore, Freeborn, Goodhue, Grant, 
Houston, Jackson, Kandiyohi, Kittson, Lac qui Parle, 
Le Sueur, Lincoln, Lyon, Mahnomen, Marshall, 
Martin, McLeod, Meeker, Mower, Murray, Nicollet, 
Nobles, Norman, Otter Tail, Pipestone, Polk, Pope, 
Ramsey, Redwood, Renville, Rice, Rock, Roseau, 
Scott, Sibley, Steele, Stevens, Swift, Traverse, 
Wabasha, Waseca, Washington, Watonwan, Winona, 
Wright, and Yellow Medicine 

Missouri 
Counties of Jefferson, Lincoln, Marion, Pike, Ralls, 
St. Charles, Ste. Genevieve, and St. Louis 

Cities of Jefferson City, Kansas City, and St. Louis; 
Counties of Adair, Andrew, Atchison, Audrain, Barry, 
Barton, Bates, Benton, Boone, Buchanan, Caldwell, 
Callaway, Camden, Cape Girardeau, Carroll, Cass, 
Chariton, Christian, Clark, Clay, Clinton, Cole, 
Cooper, Crawford, Dade, Dallas, Daviess, De Kalb, 
Douglas, Franklin, Gasconade, Gentry, Greene, 
Grundy, Harrison, Henry, Hickory, Holt, Howard, 
Howell, Jackson, Jasper, Jefferson, Johnson, Knox, 
Laclede, Lafayette, Lawrence, Lewis, Lincoln, Linn, 
Livingston, Macon, Maries, Marion, McDonald, 
Mercer, Miller, Mississippi, Moniteau, Monroe, 
Montgomery, Morgan, New Madrid, Newton, 
Nodaway, Osage, Ozark, Pemiscot, Perry, Pettis, 
Phelps, Pike, Platte, Polk, Pulaski, Putnam, Ralls, 
Randolph, Ray, Saline, Schuyler, Scotland, Scott, 
Shelby, St. Charles, St, Clair, St. Francois, Ste. 
Genevieve, St. Louis, Stoddard, Stone, Sullivan, 
Taney, Texas, Vernon, Warren, Washington, Wayne, 
Webster, Worth, and Wright 

Counties of Bollinger, Butler, Cape Girardeau, Carter, 
Crawford, Dent, Franklin, Howell, Iron, Jefferson, 
Madison, Oregon, Perry, Pulaski Reynolds, Ripley, St. 
Francois, Ste. Genevieve, St. Louis, Shannon, 
Stoddard, Texas, Washington, and Wayne 

Nebraska 

Type of Disaster 

Severe blizzard conditions, high 
winds, and record snowfall 

Severe storms, flooding, and 
tornadoes 

Severe storms and flooding 

Severe storms and flooding 

Severe storms, tornadoes, and 
flooding 

Counties of Adams, Boyd, Butler, Colfax, Cuming, Ice jams and flooding 
Dodge, Hall, Merrick, Platte, Sarpy, Saunders, Seward, 
and Stanton 

Counties of Adams, Boone, Boyd, Buffalo, Burt, Severe storms and flooding 
Butler, Cass, Chase, Clay, Colfax, Cuming, Custer, 
Dawson, Dodge, Douglas, Dundy, Fillmore, Franklin, 
Frontier, Furnas, Gage, Gosper, Greeley, Hall, 
Hamilton, Harlan, Howard, Jefferson,2 Kearney, 
Lancaster, Merrick, Nance, Nemaha, Nuckolls, Otoe, 
Pawnee, Phelps, Platte, Polk, Richardson, Saline, 
Sarpy, Saunders, Seward, Sherman, Stanton, Thayer, 
Washington, Webster, and York 
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Date of Disaster 

March 13-17, 1993 

May 6-August 
25, 1993 

April 15-May 29, 
1993 

June 10-0ctober 
25, 1993 

November 13-19, 
1993 

March 7-21, 1993 

June 23-August 
5, 1993 



Disaster Areas in 1993 

New Hampshire 
Counties of Belknap, Carroll, Cheshire, Coos, Grafton, 
Hillsborough, Merrimack, Rockingham, Strafford, and 
Sullivan 

New Jersey 
Counties of Atlantic, Bergen, Cape May, Cumberland, 
Essex, Hudson, Middlesex, Monmouth, Ocean, Salem, 
Somerset, and Union 

Counties of Atlantic, Bergen, Burlington, Camden, 
Cape May, Cumberland, Essex, Gloucester, Hudson, 
Hunterdon, Mercer, Middlesex, Monmouth, Morris, 
Ocean, Passaic, Salem, Somerset, Sussex, Union, and 
Warren 

New Mexico 
Counties of Catron, Grant, Hidalgo, and McKinley 

New York 
City of New York; Counties of Nassau, Rockland, 
Suffolk, and Westchester 

World Trade Center in New York County 

Counties of Albany, Allegany, Bronx, Broome, 
Cattaraugus, Cayuga, Chautauqua, Chemung, 
Chenango, Clinton, Columbia, Cortland, Delaware, 
Dutchess, Erie, Essex, Franklin, Fulton, Genesee, 
Greene, Hamilton, Herkimer, Jefferson, Kings, Lewis, 
Livingston, Madison, Monroe, Montgomery, Nassau, 
New York, Niagara, Oneida, Onondaga, Ontario, 
Orange, Orleans, Oswego, Otsego, Putnam, Queens, 
Rensselaer, Richmond, Rockland, St. Lawrence, 
Saratoga, Schenectady, Schoharie, Schuyler, Seneca, 
Steuben, Suffolk, Sullivan, Tioga, Tompkins, Ulster, 
Warren, Washington, Wayne, Westchester, Wyoming, 
and Yates 

North Carolina 

Type of Disaster 

Severe blizzard conditions, high 
winds, and record snowfall 

Severe coastal storm, unusual high 
tides, heavy rain, and riverine 
flooding 

Severe blizzard conditions 

Severe storms and flooding 

Coastal storm, high tides, heavy rain, 
and riverine flooding 

Explosion 

Severe blizzard conditions 

Counties of Alamance, Alexander, Alleghany, Ashe, Severe snowfall and winter storm 
Avery, Beaufort, Brunswick, Buncombe, Burke, 
Caldwell, Carteret, Caswell, Catawba, Cherokee, Clay, 
Cleveland, Columbus, Craven, Dare, Davidson, Davie, 
Durham, Forsyth, Franklin, Gaston, Graham, Granville, 
Guilford, Haywood, Henderson, Hyde, Iredell, Jackson, 
Lenoir, Lincoln, Macon, Madison, McDowell, 
Mitchell, New Hanover, Orange, Pamlico, Pender, 
Person, Polk, Rockingham, Rowan, Rutherford, Stokes, 
Surry, Swain, Transylvania, Vance, Wake, Warren, 
Watauga, Wilkes, Yadkin, and Yancey 

County of Dare Hurricane Emily 

North Dakota 
Counties of Barnes, Burke, Burleigh, Cass, Cavalier, Severe storms and flooding 
Dickey, Divide, Eddy, Emmons, Grand Forks, Grant, 
Griggs, Hettinger, Kidder, La Moure, Logan, 
McIntosh, McLean, Mercer, Morton, Oliver, Pembina, 
Ransom, Richland, Rolette, Sargent, Sheridan, Sioux, 
Stark, Steele, Towner, Traill, Walsh, Wells, and 
Williams 

Section 165 

Date of Disaster 

March 13-17, 1993 

December 10-17, 
1992 

March 13-17, 1993 

January 5-
February 27, 1993 

December 10-14, 
1992 

February 26, 1993 

March 13-17, 1993 

March 13-17, 1993 

August 31, 1993 

June 22-
September 24, 
1993 
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Section 165 

Disaster Areas in 1993 

Counties of Benson, Nelson, Ramsey, and Stutsman 

Oklahoma 
Counties of Mayes, Rogers, Tulsa, and Wagoner 

Counties of Adair, Alfalfa, Atoka, Blaine, Bryan, 
Caddo, Canadian, Carter, Cleveland, Cotton, Craig, 
Creek, Custer, Dewey, Grady, Grant, Haskell, 
Jefferson, Kay, Kingfisher, Kiowa, Lincoln, Logan, 
Love, Major, Marshall, McClain, Noble, Nowata, 
Okfuskee, Oklahoma, Okmulgee, Osage, Pawnee, 
Payne, Pottawatomie, Pushmataha, Sequoyah, Tulsa, 
Wagoner, Washington, Washita, Woods, and 
Woodward 

Oregon 
Counties of Clackamas, Marion, Washington, and 
Yamhill 

County of Klamath 

Pennsylvania 
Counties of Adams, Allegheny, Armstrong, Beaver, 
Bedford, Berks, Blair, Bradford, Bucks, Butler, 
Cambria, Cameron, Carbon, Centre, Chester, Clarion, 
Clearfield, Clinton, Columbia, Crawford, Cumberland, 
Dauphin, Delaware, Elk, Erie, Fayette, Forest, 
Franklin, Fulton, Greene, Huntingdon, Indiana, 
Jefferson, Juniata, Lackawanna, Lancaster, Lawrence, 
Lebanon, Lehigh, Luzerne, Lycoming, McKean, 
Mercer, Mifflin, Monroe, Montgomery, Montour, 
Northampton, Northumberland, Perry, Philadelphia, 
Pike, Potter, Schuylkill, Snyder, Somerset, Sullivan, 
Susquehanna, Tioga, Union, Venango, Warren, 
Washington, Wayne, Westmoreland, Wyoming, and 
York 

Rhode Island 
Counties of Bristol, Kent, Newport, Providence, and 
Washington 

South Dakota 
Counties of Aurora, Beadle, Bon Homme, Brookings, 
Brown, Campbell, Charles Mix, Clark, Clay, 
Codington, Corson, Davison, Day, Deuel, Douglas, 
Edmunds, Grant, Gregory, Hamlin, Hand, Hanson, 
Hutchinson, Jerauld, Kingsbury, Lake, Lincoln, 
Marshall, McCook, McPherson, Miner, Minnehaha, 
Moody, Roberts, Sanborn, Spink, Turner, Union, 
Yankton, and Ziebach 

Tennessee 
Counties of Anderson, Bedford, Bledsoe, Blount, 
Bradley, Campbell, Cannon, Carter, Claiborne, Clay, 
Cocke, Coffee, Cumberland, DeKalb, Fentress, 
Franklin, Grainger, Greene, Grundy, Hamblen, 
Hamilton, Hancock, Hawkins, Jackson, Jefferson, 
Johnson, Knox, Lawrence, Lincoln, Loudon, Macon, 
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Type of Disaster 

Severe storms and flooding 

Severe storms and tornadoes 

Severe storms, tornadoes, and 
flooding 

Earthquake 

Earthquakes 

Severe snowfall and winter storm 
conditions 

Severe blizzard conditions, high 
winds, and record snowfall 

Severe storms, tornadoes, and 
flooding 

Date of Disaster 

June 22-
November 15, 
1993 

April 24, 1993 

May 8-26, 1993 

March 25, 1993 

September 20, 
1993 

March 13-17, 1993 

March 13-17, 1993 

May 6-September 
10, 1993 



Disaster Areas in 1993 Type of Disaster 

Marion, McMinn, Meigs, Monroe, Moore, Morgan, Severe snowfall and other winter 
Overton, Pickett, Polk, Putnam, Rhea, Roane, storm conditions 
Rutherford, Scott, Sequatchie, Sevier, Smith, Sullivan, 
Trousdale, Unicoi, Union, Van Buren, Warren, 
Washington, White, and Wilson 

Texas 
County of Harris Severe thunderstorms and tornadoes 

Counties of Anderson, Archer, Atascosa, Austin, Extreme fire hazards 
Bandera, Bastrop, Baylor, Bee, Bell, Bexar, Blanco, 
Borden, Bosque, Brazos, Brown, Burleson, Burnet, 
Caldwell, Callahan, Clay, Coke, Coleman, Collin, 
Colorado, Comal, Comanche, Concho, Cooke, Coryell, 
Cottle, Crockett, Crosby, Dallas, Dawson, Denton, De 
Witt, Dickens, Dimmit, Duval, Eastland, Edwards, 
Ellis, Erath, Falls, Fayette, Fisher, Floyd, Foard, 
Freestone, Frio, Garza, Gillespie, Glasscock, Goliad, 
Gonzales, Grayson, Grimes, Guadalupe, Hamilton, 
Hardeman, Haskell, Hays, Henderson, Hill, Hood, 
Houston, Howard, Irion, Jack, Jackson, Jim Wells, 
Johnson, Jones, Karnes, Kaufman, Kendall, Kent, 
Kerr, Kimble, King, Kinney, Knox, La Salle, 
Lampasas, Lavaca, Lee, Leon, Limestone, Live Oak, 
Llano, Lubbock, Lynn, Madison, Martin, Mason, 
Maverick, McCulloch, McLennan, McMullen, Medina, 
Menard, Midland, Milam, Mills, Mitchell, Montague, 
Montgomery, Motley, Navarro, Nolan, Palo Pinto, 
Parker, Reagan, Real, Robertson, Rockwall, Runnels, 
San Saba, Schleicher, Scurry, Shackelford, Somervell, 
Stephens, Sterling, Stonewall, Sutton, Tarrant, 
Taylor, Terrell, Throckmorton, Tom Green, Travis, 
Upton, Uvalde, Val Verde, Van Zandt, Victoria, 
Walker, Waller, Washington, Webb, Wharton, Wichita, 
Wilbarger, Williamson, Wilson, Wise, Young, and 
Zavala 

Vermont 
Counties of Addison, Chittenden, Franklin, and Grand 
Isle 

Virginia 
Cities of Alexandria, Bedford, Bristol, Buena Vista, 
Charlottesville, Chesapeake, Clifton Forge, Colonial 
Heights, Covington, Danville, Emporia, Fairfax, Falls 
Church, Franklin, Fredericksburg, Galax, Hampton, 
Harrisonburg, Hopewell, Lexington, Lynchburg, 
Manassas, Manassas Park, Martinsville, Newport 
News, Norfolk, Norton, Petersburg, Poquoson, 
Portsmouth, Radford, Richmond, Roanoke, Salem, 
South Boston, Staunton, Suffolk, Virginia Beach, 
Waynesboro, Williamsburg, and Winchester; Counties 
of Accomack, Albemarle, Alleghany, Amelia, Amherst, 
Appomattox, Arlington, Augusta, Bath, Bedford, 
Bland, Botetourt, Brunswick, Buchanan, Buckingham, 
Campbell, Caroline, Carroll, Charles City, Charlotte, 
Chesterfield, Clarke, Craig, Culpeper, Cumberland, 
Dickenson, Dinwiddie, Essex, Fairfax, Fauquier, Floyd, 

Lake and river flooding caused by 
heavy rain and snowmelt 

Section 165 

Date of Disaster 

March 13-17, 1993 

November 21, 
1992 

August 30-
November 15, 
1993 

April 24-May 26, 
1993 
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Disaster Areas in 1993 

Fluvanna, Franklin, Frederick, Giles, Gloucester, 
Goochland, Grayson, Greene, Greensville, Halifax, 
Hanover, Henrico, Henry, Highland, Isle of Wight, 
James City, King and Queen, King George, King 
William, Lancaster, Lee, Loudoun, Louisa, Lunenburg, 
Madison, Mathews, Mecklenburg, Middlesex, 
Montgomery, Nelson, New Kent, Northampton, North
umberland, Nottoway, Orange, Page, Patrick, Pit
tsylvania, Powhatan, Prince Edward, Prince George, 
Prince William, Pulaski, Rappahannock, Richmond, 
Roanoke, Rockbridge, Rockingham, Russell, Scott, 
Shenandoah, Smyth, Southampton, Spotsylvania, 
Stafford, Surry, Sussex, Tazewell, Warren, Wash
ington, Westmoreland, Wise, Wythe, and York 

City of Petersburg 

Washington 
Counties of King, Lewis, Mason, Pierce, Snohomish, 
Thurston, and Wahkiakum 

West Virginia 
Counties of Barbour, Berkeley, Boone, Braxton, 
Brooke, Cabell, Calhoun, Clay, Doddridge, Fayette, 
Gilmer, Grant, Greenbrier, Hampshire, Hancock, 
Hardy, Harrison, Jackson, Jefferson, Kanawha, Lewis, 
Lincoln, Logan, Marion, Marshall, Mason, McDowell, 
Mercer, Mineral, Mingo, Monongalia, Monroe, 
Morgan, Nicholas, Ohio, Pendleton, Pleasants, 
Pocahontas, Preston, Putnam, Raleigh, Randolph, 
Ritchie, Roane, Summers, Taylor, Tucker, Tyler, 
Upshur, Wayne, Webster, Wetzel, Wirt, Wood, and 
Wyoming 

Wisconsin 
Counties of Adams, Brown, Buffalo, Calumet, 
Chippewa, Clark, Columbia, Crawford, Dane, Dodge, 
Dunn, Eau Claire, Fond du Lac, Grant, Green, Green 
Lake, Iowa, Jackson, Jefferson, Juneau, Kenosha, La 
Crosse, Lafayette, Lincoln, Marathon, Marquette, 
Menominee, Milwaukee, Monroe, Outagamie, Pepin, 
Pierce, Portage, Price, Racine, Richland, Rock, Rusk, 
Sauk, Shawano, St. Croix, Trempealeau, Vernon, 
Waupaca, Waushara, Winnebago, and Wood 
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Type of Disaster 

Severe winter storm conditions 

Severe storms and tornadoes 

Severe storms and high winds 

Severe snowfall and winter storm 

Severe storms, tornadoes, and 
flooding 

Date of Disaster 

March 13-14, 1993 

August 6, 1993 

January 20-21, 
1993 

March 13-17, 1993 

June 7-August 
25, 1993 



Section 170.-Charitable, etc., 
Contributions and Gifts 

26 CFR 1.170A-6: Charitable contributions in 
trust. 

If a taxpayer transfers property to a new 
pooled income fund that has been in existence 
for less than 3 taxable years, what deemed rate 
of return is used to value the remainder interest? 
See Rev. Rul. 94-41, page 181. 

Section 197.-Amortization of 
Goodwill and Certain Other 
Intangibles 

26 CFR 1.197-1T: Certain elections for 
intangible property (temporary). 

T.D. 8528 

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

Certain Elections for Intangible 
Property 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
procedures for making elections under 
the intangibles provisions of the Om
nibus Budget Reconciliation Act of 
1993 (OBRA '93). The regulations af
fect electing taxpayers that acquired 
intangible property after July 25, 1991, 
or acquired intangibles under a written, 
binding contract that was in effect on 
August lO, 1993. The text of these 
temporary regulations also serves as the 
text of the proposed regulations set 
forth in the notice of proposed rule
making on this subject in *** [PS-55-
93, page 830, this Bulletin]. 

EFFECTIVE DATE: These regulations 
are effective March 15, 1994. 

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 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 
1545-1425. The estimated annual bur
den per respondent varies from 30 
minutes to 75 minutes, depending on 
individual circumstances, with an esti
mated average of 1 hour. 

For further information concerning 
this collection of information, and 
where to submit comments on this 
collection of information, the accuracy 
of the estimated burden, and sugges
tions for reducing this burden, please 
refer to the preamble to the cross
referencing notice of proposed 
rulemaking published in *** [PS-55-
93, page 830, this Bulletin]. 

Background 

This document contains amendments 
to the Income Tax Regulations (26 
CFR part 1) under sections 197 and 
l67(f). The amendments reflect 
changes made by section 13261 of 
OBRA '93. 

Explanation of Provisions 

Section 13261 of OBRA '93 contains 
provisions affecting the tax treatment 
of intangible property acquired after 
August lO, 1993 (the date of enactment 
of OBRA '93). The temporary regula
tions provide guidance on how to make 
the section 13261(g)(2) election to 
apply the intangibles provisions of 
OBRA '93 to property acquired after 
July 25, 1991, and on or before August 
10, 1993 (retroactive election). Once 
made, the election applies to all prop
erty acquired during this period by the 
taxpayer or a taxpayer under common 
control with the electing taxpayer. 
Common control exists if the two tax
payers are treated as a single taxpayer 
under section 41 (f)(l )(A) or (B) at any 
time after August 2, 1993, and on or 
before the election date as defined 
under these regulations. 

If a corporation is a former member 
of a consolidated group and the com
mon parent of that group makes the 
retroactive election, the intangibles 
provisions of OBRA '93 will apply to 
property that was acquired by the 
former member after July 25, 1991, 
while it was a member of the consoli
dated group. 

Section 197 

The regulations provide special rules 
for partnerships for which a section 
754 election was in effect. In these 
situations, a partner that obtains an 
increased basis in intangibles held 
through the partnership as a result of 
either section 734(b) or 7 43(b) will be 
treated as if the increased basis were 
attributable to the partner's acquisition 
of a new intangible asset on the date of 
the transaction that results in the basis 
increase. 

The regulations also provide guid
ance on how a taxpayer may make the 
section 13261 (g)(3) election to apply 
prior law to intangibles acquired after 
August lO, 1993, pursuant to a written 
binding contract in effect on August 
lO, 1993, and at all times thereafter 
before the acquisition (binding contract 
election). Only taxpayers that have not 
elected the retroactive election may 
make the binding contract election. 

The elections provided for in these 
regulations generally must be made on 
the taxpayer's timely filed (including 
extensions) income tax return for the 
taxable year that includes August lO, 
1993. Transition rules are provided, 
however for taxpayers that have filed 
tax returns for the taxable year that 
includes August lO, 1993, prior to 
April 14, 1994. The taxpayer must 
make the desired election by following 
the election requirements under the 
regulations. An attempted election 
made other than at the time and in the 
manner prescribed by the regulations is 
not valid. 

Taxpayers making the retroactive 
election must conform all affected prior 
years' returns to reflect the application 
of the intangibles provisions of OBRA 
'93. 

The regulations also provide special 
rules for transfers of intangibles in 
certain tax-free transactions. Under 
these rules, a transferee is bound by a 
transferor's retroactive election with 
respect to any transferred intangibles. 
In cases where the transferor does not 
make the retroactive election, the trans
feree may make the election. In these 
cases, the transferor is not required to 
apply the intangibles provisions of 
OBRA '93 to the transferred intang
ibles (unless those provisions are other
wise applicable), and the transferee 
must take into account an adjustment 
with respect to the transferred intang
ibles on account of any interim period 
during which the intangibles provisions 
of OBRA '93 did not apply to the 
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Section 197 

transferred intangibles. The adjustment, 
which is taken into account in the 
taxable year of the acquisition, is equal 
to the difference, as of the date of the 
transfer, between the sum of the depre
ciation, amortization, or other cost 
recovery deductions that would have 
been permitted for the transferred in
tangibles had the intangibles provisions 
of OBRA '93 applied to the property 
during the interim period, and the sum 
of the depreciation, amortization, or 
other cost recovery deductions claimed 
with respect to the intangibles during 
the interim period. The transferee must 
also make any corresponding basis ad
justments to the transferred intangibles. 

Principles and adjustments similar to 
those described in the preceding para
graph (in the case of a retroactive 
election by the transferee where no 
election is made by the transferor) are 
also applied in certain circumstances 
with respect to an electing former 
member of a non-electing consolidated 
group. 

Finally, in order for the retroactive 
or binding contract elections to be 
valid, the regulations prescribe certain 
notice requirements and require that 
certain information be included in a 
written election statement filed with the 
election year return and any affected 
amended returns. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. Therefore, a regula
tory assessment is not required. It also 
has been determined that section 553(b) 
of the Administrative Procedure Act (5 
U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these regulations, and, 
therefore, 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. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1 and 
602 are amended as follows: 
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PART I-INCOME TAXES 

Paragraph I. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section l.l97 -IT also issued under 

26 U.S.c. 197(g). 
Par. 2. Section 1.167(a)-13T is 

added to read as follows: 

§1.167(a)-13T Certain elections for 
intangible property (temporary). 

For rules applying the elections 
under section 13261(g)(2) and (3) of 
the Omnibus Budget Reconciliation Act 
of 1993 to intangible property de
scribed in section 167(f), see § l.l97-
IT. 

Par. 3. Section l.l97-IT is added 
under the heading "Itemized Deduc
tions for Individuals and Corporations" 
to read as follows: 

§1.197-1T Certain elections for 
intangible property (temporary). 

(a) In general. This section provides 
rules for making the two elections 
under section 13261 of the Omnibus 
Budget Reconciliation Act of 1993 
(OBRA '93). Paragraph (c) of this 
section provides rules for making the 
section 13261(g)(2) election (the retro
active election) to apply the intangibles 
provisions of OBRA '93 to property 
acquired after July 25, 1991, and on or 
before August 10, 1993 (the date of 
enactment of OBRA '93). Paragraph 
(d) of this section provides rules for 
making the section 13261(g)(3) election 
(binding contract election) to apply 
prior law to property acquired pursuant 
to a written binding contract in effect 
on August 10, 1993, and at all times 
thereafter before the date of acquisi
tion. The provisions of this section 
apply only to property for which an 
election is made under paragraph (c) or 
(d) of this section. 

(b) Definitions and special rules
(1) Intangibles provisions of OERA '93. 
The intangibles provisions of OBRA 
'93 are sections 167(f) and 197 of the 
Internal Revenue Code (Code) and all 
other pertinent provisions of section 
13261 of OBRA '93 (e.g., the amend
ment of section 1253 in the case of a 
franchise, trademark, or trade name). 

(2) Transition period property. The 
transition period property of a taxpayer 

is any property that was acquired by 
the taxpayer after July 25, 1991, and 
on or before August 10, 1993. 

(3) Eligible section 197 intangibles. 
The eligible section 197 intangibles of 
a taxpayer are any section 197 intang
ibles that-

(i) Are transition period property; 
and 

(ii) Qualify as amortizable section 
197 intangibles (within the meaning of 
section 197 (c» if an election under 
section 13261(g)(2) of OBRA '93 
applies. 

(4) Election date. The election date 
is the date (determined after application 
of section 7502(a)) on which the tax
payer files the original or amended 
return to which the election statement 
described in paragraph (e) of this 
section is attached. 

(5) Election year. The election year 
is the taxable year of the taxpayer that 
includes August 10, 1993. 

(6) Common control. A taxpayer is 
under common control with the elect
ing taxpayer if, at any time after 
August 2, 1993, and on or before the 
election date (as defined in paragraph 
(b)(4) of this section), the two tax
payers would be treated as a single tax
payer under section 41(f)(l)(A) or (B). 

(7) Applicable convention for sec
tions 197 and 167(f) intangibles. For 
purposes of computing the depreciation 
or amortization deduction allowable 
with respect to transition period prop
erty described in section 167(f)(l) or 
(3) or with respect to eligible section 
197 intangib1es-

(i) Property acquired at any time 
during the month is treated as acquired 
as of the first day of the month and is 
eligible for depreciation or amortization 
during the month; and 

(ii) Property is not eligible for de
preciation or amortization in the month 
of disposition. 

(8) Application to adjustment to 
basis of partnership property under 
section 734(b) or 743(b). Any increase 
in the basis of partnership property 
under section 734(b) (relating to the 
optional adjustment to basis of un
distributed partnership property) or sec
tion 743(b) (relating to the optional 
adjustment to the basis of partnership 
property) will be taken into account 
under this section by a partner as if the 
increased portion of the basis were 
attributable to the partner's acquisition 



of the underlying partnership property 
on the date the distribution or transfer 
occurs. For example, if a section 754 
election is in effect and, as a result of 
its acquisition of a partnership interest, 
a taxpayer obtains an increased basis in 
an intangible held through the part
nership, the increased portion of the 
basis in the intangible will be treated as 
an intangible asset newly acquired by 
that taxpayer on the date of the 
transaction. 

(9) Former member. A former mem
ber of a consolidated group is a 
corporation that was a member of the 
consolidated group at any time after 
July 25, 1991, and on or before August 
2, 1993, but that is not under common 
control with the common parent of the 
group for purposes of paragraph 
(c)(1)(ii) of this section. 

(c) Retroactive election-(l) Effect 
of election-(i) On taxpayer. Except as 
provided in paragraph (c)(1)( v) of this 
section, if a taxpayer makes the retro
active election, the intangibles provi
sions of OBRA '93 will apply to all the 
taxpayer's transition period property. 
Thus, for example, section 197 will 
apply to all the taxpayer's eligible 
section 197 intangibles. 

(ii) On taxpayers under common 
control. If a taxpayer makes the retro
active election, the election applies to 
each taxpayer that is under common 
control with the electing taxpayer. If 
the retroactive election applies to a 
taxpayer under common control, the 
intangibles provisions of OBRA '93 
apply to that taxpayer's transition 
period property in the same manner as 
if that taxpayer had itself made the 
retroactive election. However, a retro
active election that applies to a non
electing taxpayer under common con
trol is not treated as an election by that 
taxpayer for purposes of re-applying 
the rule of this paragraph (c)(1)(ii) to 
any other taxpayer. 

(iii) On former members of consoli
dated group. A retroactive election by 
the common parent of a consolidated 
group applies to transition period prop
erty acquired by a former member 
while it was a member of the consoli
dated group and continues to apply to 
that property in each subsequent con
solidated or separate return year of the 
former member. 

(iv) On transferred assets-(A) In 
general. If propert~ is tr~nsferred in a 
transaction descnbed In paragraph 
(c)( 1 )(iv)(C) of this section and the 

intangibles proVisIOns of OBRA '93 
applied to such property in the hands 
of the transferor, the property remains 
subject to the intangibles provisions of 
OBRA '93 with respect to so much of 
its adjusted basis in the hands of the 
transferee as does not exceed its 
adjusted basis in the hands of the 
transferor. The transferee is not re
quired to apply the intangibles provi
sions of OBRA '93 to any other transi
tion period property that it owns, 
however, unless such provisions are 
otherwise applicable under the rules of 
this paragraph (c)(1). 

(B) Transferee election. If property 
is transferred in a transaction described 
in paragraph (c)(l)(iv)(C)(I) of this 
section and the transferee makes the 
retroactive election, the transferor is 
not required to apply the intangibles 
provisions of OBRA '93 to any of its 
transition period property (including the 
property transferred to the transferee in 
the transaction described in paragraph 
(c)(l )(iv)(C)(I) of this section), unless 
such provisions are otherwise applica
ble under the rules of this paragraph 
(c)(1). 

(C) Transactions covered. This para
graph (c)(l)(iv) applies to-

(I) Any transaction described in sec
tion 332, 351, 361, 721, 731, 1031, or 
1033; and 

(2) Any transaction between corpo
rations that are members of the same 
consolidated group immediately after 
the transaction. 

(D) Exchanged basis property. In 
the case of a transaction involving 
exchanged basis property (e.g., a trans
action subject to section 1031 or 
1033)-

(I) Paragraph (c)(l)(iv)(A) of this 
section shall not apply; and 

(2) If the intangibles provisions of 
OBRA '93 applied to the property by 
reference to which the exchanged basis 
is determined (the predecessor prop
erty), the exchanged basis property 
becomes subject to the intangibles 
provisions of OBRA '93 with respect 
to so much of its basis as does not 
exceed the predecessor property's 
basis. 

(E) Acquisition date. For purposes of 
paragraph (b)(2) of this section (defini
tion of transition period property), 
property (other than exchanged basis 
property) acquired in a transaction 
described in paragraph (c)(l)(iv)(C)(I) 
of this section generally is treated as 
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acquired when the transferor acquired 
(or was treated as acquiring) the 
property (or predecessor property). 
However, if the adjusted basis of the 
property in the hands of the transferee 
exceeds the adjusted basis of the 
property in the hands of the transferor, 
the property, with respect to that excess 
basis, is treated as acquired at the time 
of the transfer. The time at which 
exchanged basis property is considered 
acquired is determined by applying 
similar principles to the transferee's 
acquisition of predecessor property. 

(v) Special rule for property of 
former member of consolidated 
group-(A) Intangibles provisions in
applicable for certain periods. If a 
former member of a consolidated group 
makes a retroactive election pursuant to 
paragraph (c)(l)(i) of this section or if 
an election applies to the former 
member under the common control rule 
of paragraph (c)(1)(ii) of this section, 
the intangibles provisions of OBRA '93 
generally apply to all transition period 
property of the former member. The 
intangibles provisions of OBRA '93 do 
not apply, however, to the transition 
period property of a former member 
(including a former member that makes 
or is bound by a retroactive election) 
during the period beginning imme
diately after July 25, 1991, and ending 
immediately before the earlier of-

(I) The first day after July 25, 1991, 
that the former member was not a 
member of a consolidated group; or 

(2) The first day after July 25, 1991, 
that the former member was a member 
of a consolidated group that is other
wise required to apply the intangibles 
provisions of OBRA '93 to its transi
tion period property (e.g., because the 
common control election under para
graph (c)( 1 )(ii) of this section applies 
to the group). 

(B) Subsequent adjustments. See 
paragraph (c)(5) of this section for 
adjustments when the intangibles provi
sions of OBRA '93 first apply to the 
transition period property of the former 
member after the property is acquired. 

(2) Making the election-(i) Part
nerships, S corporations, estates, and 
trusts. Except as provided in paragraph 
(c)(2)(ii) of this section, in the case of 
transition period property of a part
nership, S corporation, estate, or trust, 
only the entity may make the retroac
tive election for purposes of paragraph 
(c)(1 )(i) of this section. 

(ii) Partnerships for which a section 
754 election is in effect. In the case of 
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increased basis that is treated as 
transition period property of a partner 
under paragraph (b )(8) of this section, 
only that partner may make the retroac
tive election for purposes of paragraph 
(c)(1)(i) of this section. 

(iii) Consolidated groups. An elec
tion by the common parent of a con
solidated group applies to members and 
former members as described in para
graphs (c)(1)(ii) and (iii) of this sec
tion. Further, for purposes of paragraph 
(c)(1)(ii) of this section, an election by 
the common parent is not treated as an 
election by any subsidiary member. A 
retroactive election cannot be made by 
a corporation that is a subsidiary 
member of a consolidated group on 
August 10, 1993, but an election can be 
made on behalf of the subsidiary 
member under paragraph (c)(1)(ii) of 
this section (e.g., by the common 
parent of the group). See p'!fagraph 
(c)(1 )(iii) of this section for rules 
concerning the effect of the common 
parent's election on transition period 
property of a former member. 

(3) Time and manner of election-(i) 
Time. In general, the retroactive elec
tion must be made by the due date (in
cluding extensions of time) of the 
electing taxpayer's Federal income tax 
return for the election year. If, how
ever, the taxpayer's original Federal 
income tax return for the election year 
is filed before April 14, 1994, the 
election may be made by amending that 
return no later than September 12, 
1994. 

(ii) Manner. The retroactive election 
is made by attaching the election state
ment described in paragraph (e) of this 
section to the taxpayer's original or 
amended income tax return for the 
election year. In addition, the taxpayer 
must-

(A) Amend any previously filed re
turn when required to do so under 
paragraph (c)( 4) of this section; and 

(B) Satisfy the notification require
ments of paragraph (c)(6) of this 
section. 

(iii) Effect of nonconforming elec
tions. An attempted election that does 
not satisfy the requirements of this 
paragraph (c)(3) (including an at
tempted election made on a return for a 
taxable year prior to the election year) 
is not valid. 

(4) Amended return requirements
(i) Requirements. A taxpayer subject to 
this paragraph (c)( 4) must amend all 
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previously filed income tax returns as 
necessary to conform the taxpayer's 
treatment of transition period property 
to the treatment required under the 
intangibles provisions of OBRA '93. 
See paragraph (c)( 5) of this section for 
certain adjustments that may be re
quired on the amended returns required 
under this paragraph (c)( 4) in the case 
of certain consolidated group member 
dispositions and tax-free transactions. 

(ii) Applicability. This paragraph 
(c)( 4) applies to a taxpayer if-

(A) The taxpayer makes the retroac
tive election; or 

(B) Another person's retroactive 
election applies to the taxpayer or to 
any property acquired by the taxpayer. 

(5) Adjustment required with respect 
to certain consolidated group member 
dispositions and tax-free transactions
(i) Application. This paragraph (c)(5) 
applies to transition period property if 
the intangibles provisions of OBRA '93 
first apply to the property while it is 
held by the taxpayer but do not apply 
to the property for some period (the 
"interim period") after the property is 
acquired (or considered acquired) by 
the taxpayer. For example, this para
graph (c)(5) may apply to transition 
period property held by a former 
member of a consolidated group if a 
retroactive election is made by or on 
behalf of the former member but is not 
made by the consolidated group. See 
paragraph (c)(1 )(v) of this section. 

(ii) Required adjustment to income. 
If this paragraph (c )(5) applies, an 
adjustment must be taken into account 
in computing taxable income of the 
taxpayer for the taxable year in which 
the intangibles provisions of OBRA '93 
first apply to the property. The amount 
of the adjustment is equal to the dif
ference for the transition period prop
erty between-

(A) The sum of the depreciation, 
amortization, or other cost recovery 
deductions that the taxpayer (and its 
predecessors) would have been permit
ted if the intangibles provisions of 
OBRA '93 applied to the property 
during the interim period; and 

(B) The sum of the depreciation, 
amortization, or other cost recovery 
deductions that the taxpayer (and its 
predecessors) claimed during that in
terim period. 

(iii) Required adjustment to basis. 
The taxpayer also must make a corre
sponding adjustment to the basis of its 

transition period property to reflect any 
adjustment to taxable income with 
respect to the property under this 
paragraph (c)(5). 

(6) Notification requirements-(i) 
Notification of commonly controlled 
taxpayers. A taxpayer that makes the 
retroactive election must provide writ
ten notification of the retroactive elec
tion (on or before the election date) to 
each taxpayer that is under common 
control with the electing taxpayer. 

(ii) Notification of certain former 
members, former consolidated groups, 
and transferees. This paragraph (c)(6)
(ii) applies to a common parent of a 
consolidated group that makes or is 
notified of a retroactive election that 
applies to transition period property of 
a former member, a corporation that 
makes or is notified of a retroactive 
election that affects any consolidated 
group of which the corporation is a 
former member, or a taxpayer that 
makes or is notified of a retroactive 
election that applies to transition period 
property the taxpayer transfers in a 
transaction described in paragraph 
(c)(1)(iv)(C) of this section. Such com
mon parent, former member, or trans
feror must provide written notification 
of the retroactive election to any 
affected former member, consolidated 
group, or transferee. The written noti
fication must be provided on or before 
the election date in the case of an 
election by the common parent, former 
member, or transferor, and within 30 
days of the election date in the case of 
an election by a person other than the 
common parent, former member, or 
transferor. 

(7) Revocation. Once made, the 
retroactive election may be revoked 
only with the consent of the 
Commissioner. 

(8) Examples. The following exam
ples illustrate the application of this 
paragraph (c). 

Example 1. (i) X is a partnership with 5 equal 
partners, A through E. X acquires in 1989. as its 
sole asset, intangible asset M. X has a section 
754 election in effect for all relevant years. F. an 
unrelated individual, purchases A's entire interest 
in the X partnership in January 1993 for $700. At 
the time of F's purchase, X's inside basis for M 
is $2,000, and its fair market value is $3,500. 

(ii) Under section 743(b), X makes an adjust
ment to increase F's basis in asset M by $300, 
the difference between the allocated purchase 
price and M's inside basis ($700 - $400 = $300). 
Under paragraphs (b)(8) and (c)(2)(ii) of this 
section, if F makes the retroactive election, the 
section 743(b) basis increase of $300 in M is an 



amortizable section 197 intangible even though 
asset M is not an amortizable section 197 
intangible in the hands of X. F's increase in the 
basis of asset M is amortizable over IS years 
beginning with the month of F's acquisition of 
the partnership interest. With respect to the 
remaining $400 of basis, F is treated as stepping 
into A's shoes and continues A's amortization (if 
any) in asset M. F's retroactive election applies 
to all other intangibles acquired by F or a 
taxpayer under common control with F. 

Example 2. A, a calendar year taxpayer, is 
under common control with B, a June 30 fiscal 
year taxpayer. A files its original election year 
Federal income tax return on March IS, 1994, 
and does not make either the retroactive election 
or the binding contract election. B files its 
election year tax return on September IS, 1994, 
and makes the retroactive election. B is required 
by paragraph (c)(6)(i) of this section to notify A 
of its election. Even though A had already filed 
its election year return, A is bound by B's 
retroactive election under the common control 
rules. Additionally, if A had made a binding 
contract election, it would have been negated by 
8's retroactive election. Because of B's retroac
tive election, A must comply with the require
ments of this paragraph (c), and file amended 
returns for the election year and any affected 
prior years as necessary to conform the treatment 
of transition period property to the treatment 
required under the intangibles provisions of 
OBRA '93. 

Example 3. (i) P and y, calendar year 
taxpayers, are the common parents of unrelated 
calendar year consolidated groups. On August 
15, 1991, S, a subsidiary member of the P group, 
acquires a section 197 intangible with an 
unadjusted basis of $180. Under prior law, no 
amortization or depreciation was allowed with 
respect to the acquired intangible. On November 
I, 1992, a member of the Y group acquires the S 
stock in a taxable transaction. On the P group's 
1993 consolidated return, P makes the retroactive 
election. The P group also files amended returns 
for its affected prior years. Y does not make the 
retroactive election for the Y group. 

(ii) Under paragraph (c)(1 )(iii) of this section, 
a retroactive election by the common parent of a 
consolidated group applies to all transition period 
property acquired by a former member while it 
was a member of the group. The section 197 
intangible acquired by S is transition period 
property that S, a former member of the P group, 
acquired while a member of the P group. Thus, 
P's election applies to the acquired asset. P must 
notify S of the election pursuant to paragraph 
(c)(6)(ii) of this section. 

(iii) S amortizes the unadjusted basis of its 
eligible section 197 intangible ($180) over the 
IS-year amortization period using the applicable 
convention beginning as of the first day of the 
month of acquisition (August I, 1991). Thus, the 
P group amends its 1991 consolidated tax return 
to take into account $S of amortization ($180/1S 
years X S/12 year = $S) for S. 

(iv) For 1992, S is entitled to $12 of 
amortization ($180/15). Assume that under 
§I.IS02-76, $10 of S's amortization for 1992 is 
allocated to the P group's consolidated return 
and $2 is allocated to the Y group's return. The 
P group amends its 1992 consolidated tax return 
to reflect the $10 deduction for S. The Y group 
must amend its 1992 return to reflect the $2 
deduction for S. 

Example 4. (i) The facts are the same as in 
Example 3. except that the retroactive election is 
made for the Y group, not for the P group. 

(ii) The Y group amends its 1992 consolidated 
return to claim a section 197 deduction of $2 
($180/1S years X 2/12 year = $2) for S. 

(iii) Under paragraph (cH I Hii) of this section, 
the retroactive election by Y applies to all 
transition period property acquired by S. How
ever, under paragraph (cH I HvHA) of this sec
tion, the intangibles provisions of OBRA '93 do 
not apply to S's transition period property during 
the period when it held such property as a 
member of P group. Instead, these provisions 
become applicable to S's transition period 
property beginning on November I, 1992, when 
S becomes a member of Y group. 

(iv) Because the P group did not make the 
retroactive election, there is an interim period 
during which the intangibles provisions of 
OBRA '93 do not apply to the asset acquired by 
S. Thus, under paragraph (c)(S) of this section, 
the Y group must take into account in computing 
taxable income in 1992 an adjustment equal to 
the difference between the section 197 deduction 
that would have been permitted if the intangibles 
provisions of OBRA '93 applied to the property 
for the interim period (i. e., the period for which 
S was included in the P group's 1991 and 1992 
consolidated returns) and any amortization or 
depreciation deductions claimed by S for the 
transferred intangible for that period. The retro
active election does not affect the P group, and 
the P group is not required to amend its returns. 

Example 5. The facts are the same as in 
Example 3, except that both P and Y make the 
retroactive election. P must notify S of its 
election pursuant to paragraph (c)(6)(ii) of this 
section. Further, both the P and Y groups must 
file amended returns for affected prior years. 
Because there is no period of time during which 
the intangibles provisions of OBRA '93 do not 
apply to the asset acquired by S, the Y group is 
permitted no adjustment under paragraph (c)(5) 
of this section for the asset. 

(d) Binding contract election-(1) 
General rule-(i) Effect of election. If 
a taxpayer acquires property pursuant 
to a written binding contract in effect 
on August 10, 1993, and at all times 
thereafter before the acquisition (an 
eligible acquisition) and makes the 
binding contract election with respect 
to the contract, the law in effect prior 
to the enactment of OBRA '93 will 
apply to all property acquired pursuant 
to the contract. A separate binding 
contract election must be made with 
respect to each eligible acquisition to 
which the law in effect prior to the 
enactment of OBRA '93 is to apply. 

(ii) Taxpayers subject to retroactive 
election. A taxpayer may not make the 
binding contract election if the taxpayer 
or a person under common control with 
the taxpayer makes the retroactive 
election under paragraph (c) of this 
section. 

(iii) Revocation. A binding 
election, once made, may be 
only with the consent 
Commissioner. 

contract 
revoked 
of the 
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(2) Time and manner of election-(i) 
Time. In general, the binding contract 
election must be made by the due date 
(including extensions of time) of the 
electing taxpayer's Federal income tax 
return for the election year. If, how
ever, the taxpayer's original Federal 
income tax return for the election year 
is filed before April 14, 1994, the 
election may be made by amending that 
return no later than September 12, 
1994. 

(ii) Manner. The binding contract 
election is made by attaching the 
election statement described in para
graph (e) of this section to the tax
payer's original or amended income tax 
return for the election year. 

(iii) Effect of nonconforming elec
tion. An attempted election that does 
not satisfy the requirements of this 
paragraph (d)(2) is not valid. 

(e) Election statement-( 1) Filing 
requirements. For an election under 
paragraph (c) or (d) of this section to 
be valid, the electing taxpayer must: 

(i) File (with its Federal income tax 
return for the election year and with 
any affected amended returns required 
under paragraph (c)( 4) of this section) 
a written election statement, as an 
attachment to Form 4562 (Depreciation 
and Amortization), that satisfies the 
requirements of paragraph (e)(2) of this 
section; and 

(ii) Forward a copy of the election 
statement to the Statistics Branch 
(QAM:S:6111), IRS Ogden Service 
Center, ATTN: Chief, Statistics Branch, 
P.O. Box 9941, Ogden, UT 84409. 

(2) Content of the election statement. 
The written election statement must 
include the information in paragraphs 
(e)(2)(i) through (vi) and (ix) of this 
section in the case of a retroactive 
election, and the information in para
graphs (e)(2)(i) and (vii) through (ix) 
of this section in the case of a binding 
contract election. The required informa
tion should be arranged and identified 
in accordance with the following order 
and numbering system-

(i) The name, address and taxpayer 
identification number (TIN) of the 
electing taxpayer (and the common 
parent if a consolidated return is filed). 

(ii) A statement that the taxpayer is 
making the retroactive election. 

(iii) Identification of the transition 
period property affected by the retroac
tive election, the name and TIN of the 
person from which the property was 
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acquired, the manner and date of 
acquisition, the basis at which the 
property was acquired, and the amount 
of depreciation, amortization, or other 
cost recovery under section 167 or any 
other provision of the Code claimed 
with respect to the property. 

(iv) Identification of each taxpayer 
under common control (as defined in 
paragraph (b )(6) of this section) with 
the electing taxpayer by name, TIN, 
and Internal Revenue Service Center 
where the taxpayer's income tax return 
is filed. 

(v) If any persons are required to be 
notified of the retroactive election 
under paragraph (c)(6) of this section, 
identification of such persons and 
certification that written notification of 
the election has been provided to such 
persons. 

(vi) A statement that the transition 
period property being amortized under 
section 197 is not subject to the anti
churning rules of section 197(f)(9). 

(vii) A statement that the taxpayer is 
making the binding contract election. 

(viii) Identification of the property 
affected by the binding contract elec
tion, the name and TIN of the person 
from which the property was acquired, 
the manner and date of acquisition, the 
basis at which the property was ac
quired, and whether any of the property 
is subject to depreciation under section 
167 or to amortization or other cost 
recovery under any other provision of 
the Code. 

(ix) The signature of the taxpayer or 
an individual authorized to sign the 
taxpayer's Federal income tax return. 

(f) Effective date. These regulations 
are effective March 15, 1994. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

§602.JOJ(c) (Amended] 

Par. 5. Section 602.101(c) is 
amended by adding the entry "1.197-
IT .... 1545-1425" in numerical order 
to the table. 

Margaret Milner Richardson, 
Commissioner of 

Jnternal Revenue. 
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Approved 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 10. 1994. 3:04 p.m .. and published in 
the issue of the Federal Register for March 15. 
1994. 59 F.R. 11920) 

Part VII.-Additional Itemized Deductions for 
Individuals 

Section 216.-Deduction of Taxes, 
Interest, and Business Depreciation 
by Cooperative Housing Corporation 
Tenant-Stockholder 

26 CFR 1.216-1: Amounts representing taxes 
and interest paid to a cooperative housing 
corporation. 

Guidance is provided on the treatment of (I) 
real property tax refunds. and (2) patronage 
dividends from the National Consumer Coopera
tive Bank by cooperative housing corporations 
and their tenant-stockholders within the meaning 
of § 216 of the Code. See Rev. Proc. 94-40. 
page 711. 

Part VIII.-Special Deductions for Corporations 

Section 243.-Dividends Received by 
Corporations 

26 CFR 1.243-1: Deduction for dividends 
received by corporations. 

Does § 246(c)(4) of the Code apply to an 
instrument that affords the holder the rights of a 
creditor and is not stock for corporate law 
purposes but is stock for federal income tax 
purposes? See Rev. Rul. 94-28. below. 

Section 246.-Rules Applying to 
Deductions for Dividends Received 

26 CFR 1.246-3: Exclusion of certain 
dividends. 
(Also §§ 163. 243; 1.163-1. 1.243-1.) 

Dividends-received deduction. Sec
tion 246(c)(4) of the Code applies to an 
instrument that affords the holder the 
rights of a creditor and is not stock for 
corporate law purposes but is stock for 
federal income tax purposes. Rev. Rul. 
90-27 distinguished. 

Rev. Rul. 94-28 

ISSUE 

Does § 246( c)( 4) of the Internal 
Revenue Code apply to an instrument 
that affords the holder the rights of a 
creditor and is not stock for corporate 
law purposes but is stock for federal 
income tax purposes? 

FACTS 

X, a domestic corporation, issued in
struments that are not stock for corpor
ate law purposes but that, based on all 
the facts and circumstances, are stock 
for federal income tax purposes. The 
instruments mature, and pay a fixed 
amount (the principal), on a specified 
date. The holders of the instruments 
have the rights of creditors under ap
plicable law with respect to X's obliga
tion to repay the principal due on the 
instruments. Another domestic corpora
tion, Y, purchased the instruments. 

LAW AND ANALYSIS 

Under § 243(a), a corporation is 
allowed a deduction equal to a spec
ified percentage of amounts received as 
dividends from a domestic corporation. 

Section 246(c)(1)(A) provides that 
no deduction is allowed under § 243 
with respect to any share of stock that 
is held by the taxpayer for 45 days or 
less. 

Section 246( c)( 4) provides that, for 
purposes of § 246(c), the holding 
period of stock is reduced for any 
period in which (A) the taxpayer has an 
option to sell, is under a contractual 
obligation to sell, or has made (and not 
closed) a short sale of, substantially 
identical stock or securities, (B) the 
taxpayer is the grantor of an option to 
buy substantially identical stock or 
securities, or (C) under regulations 
prescribed by the Secretary, the tax
payer has diminished its risk of loss by 
holding one or more other positions 
with respect to substantially similar or 
related property. 

The purpose of § 246( c)( 4 ) is to 
suspend a taxpayer's holding period, 
for purposes of meeting the 45-day 
holding period requirement of § 246(c)
(I )(A), for any period during which the 
taxpayer is protected from the risk of 
loss otherwise inherent in the owner
ship of an equity interest. 



On the facts presented, Y's right to 
the principal upon retirement of the in
struments at maturity is an option to 
sell, or a contractual obligation to sell, 
the instruments for purposes of § 246-
(c)(4)(A). 

The instruments in this case are 
distinguishable from shares of man
datorily redeemable preferred stock that 
do not afford a holder creditors' rights. 
Although a mandatory redemption pro
vision may be viewed as a contractual 
obligation to sell, § 246(c)(4)(A) gener
ally is interpreted as containing an 
exception for traditional mandatory 
redemption rights that are common in 
the terms of many preferred stocks. 
This exception, however, must be con
strued narrowly. It does not extend to 
instruments, such as those in this case, 
that afford the holders the right to a 
fixed payment on a specified date and 
allow the holders to sue as creditors to 
enforce this right. 

The instruments in this case also are 
distinguishable from the dutch auction 
rate preferred stock that was the subject 
of Rev. Rul. 90-27, 1990-1 C.B. 51. 
That ruling considered the applicability 
of the dividends received deduction to 
amounts received on preferred stock on 
which the dividend rate was period
ically reset under an auction procedure 
to a rate that would enable the stock to 
sell at par. The ruling concluded that 
the dividends qualified for the divi
dends received deduction. Although the 
holder of the stock was to some degree 
insulated from the risks of stock 
ownership through the expectation of 
being able to sell the stock in an 
auction, there was no guarantee that a 
holder would be able to do so. More
over, the legal rights of the holder in 
the ruling were similar to those found 
in traditional preferred stock and were 
unlike those usually associated with 
debt. The holder had no right to receive 
a sum certain on demand or on a 
specified date and, at liquidation or in 
bankruptcy, the holder's rights were 
subordinate to the claims of the issuer's 
creditors. In addition, the holder could 
not compel redemption of the stock. 
Thus, in contrast to the holder of the 
instruments in this case, a holder in 
Rev. Rul. 90-27 possessed no con
tractual right to receive a fixed amount 
on a specified date in exchange for that 
holder's stock. 

HOLDING 

Section 246( c)( 4) applies to an in
strument that affords the holder the 

rights of a creditor and is not stock for 
corporate law purposes but is stock for 
federal income tax purposes. 

APPLICATION 

This ruling does not address the 
availability of the dividends received 
deduction in the case of applicable high 
yield discount obligations under § 163-
(e)(5)(B). 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 90-27 is distinguished. 

Part IX.-Items Not Deductible 

Section 263.-Capital Expenditures 

26 CFR 1.263(a)-I: Capital expenditures in 
general. 

Does the Supreme Court's decision in Indopco, 
Inc. v. Commissioner, - U.S. -, 112 S.Ct. 1039 
(1992), affect the treatment of incidental repair 
costs as business expenses which are generally 
deductible under § 162 of the Code. See Rev. Rui. 
94-12, page 36. 

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

Are the costs incurred to clean up land and to 
treat groundwater that a taxpayer contaminated 
with hazardous waste from its business deduct
ible by the taxpayer as business expenses under 
§ 162 of the Code, or must they be capitalized 
under § 263? See Rev. Rui. 94-38, page 35. 

26 CFR 1.263(a)-2: Examples of capital 
expenditures. 

Are the costs incurred to clean up land and to 
treat groundwater that a taxpayer contaminated 
with hazardous waste from its business deduct
ible by the taxpayer as business expenses under 
§ 162 of the Code, or must they be capitalized 
under § 263? See Rev. Rui. 94-38, page 35. 

Section 263A.-Capitalization and 
Inclusion in Inventory Costs of 
Certain Expenses 

26 CFR 1.263-1: Uniform capitalization 
of costs. 

Are the costs incurred to clean up land and to 
treat groundwater that a taxpayer contaminated 
with hazardous waste from its business deduct
ible by the taxpayer as business expenses under 

Section 280A 

§ 162 of the Code. or must they be capitalized 
under § 263? See Rev. Rui. 94-38. page 35. 

Section 280A-Disallowance of 
Certain Expenses in Connection With 
Business Use of Home, Rental of 
Vacation Homes, etc. 

Principal place of business. The 
factors to be applied in determining 
whether an office in the taxpayer's 
home is the taxpayer's principal place 
of business are set forth. Notice 93-12 
amplified. 

Rev. Rul. 94-24 

ISSUE 

How will the Internal Revenue Serv
ice apply the "relative importance" 
and "time" tests set forth in Commis
sioner v. Soliman, 113 S. Ct. 701 
(1993), 1993-1 C.B. 45, to determine 
whether an office in the taxpayer's 
home is the taxpayer's principal place 
of business for purposes of § 280A(c)
(1)(A) of the Internal Revenue Code? 

FACTS 

In each of the following situations, 
the taxpayer uses the office in the 
home regularly and exclusively for the 
taxpayer's trade or business. 

Situation 1. A is a self-employed 
plumber who installs and repairs 
plumbing in customers' homes and 
offices. A spends approximately 40 
hours of A's work time per week at 
these customer locations, with approx
imately 10 hours of A's work time per 
week spent in an office in A's home 
talking with customers on the tele
phone, deciding what supplies to order, 
and reviewing the books of the busi
ness. A also employs E, a full-time 
unrelated employee, in that office to 
perform administrative services such as 
answering the telephone, scheduling 
A's appointments, ordering supplies, 
and keeping A's books. 

Situation 2. B is employed as a 
teacher. B is required to teach and meet 
with students at the school, and to 
grade papers and tests. In addition to a 
small shared office at the school, B 
maintains a home office for use in 
class preparation and for grading pa
pers and tests. B spends approximately 
25 hours per week of B's work time at 
the school, with an additional 30 to 35 
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Section 280A 

hours of B's work time per week spent 
in B's home office. 

Situation 3. C is a self-employed 
author who uses a home office to write. 
C spends 30 to 35 hours of C's work 
time per week in the home office 
writing. C also spends another 10 to 15 
hours of C's work time per week at 
other locations conducting research, 
meeting with C's publishers, and at
tending promotional events. 

Situation 4. D is a self-employed 
retailer of costume jewelry. D orders 
the jewelry from wholesalers and sells 
it at craft shows, on consignment, and 
through mail orders. D spends approx
imately 25 hours of D's work time per 
week in D's home filling and shipping 
mail orders, ordering supplies, and 
keeping the books of D's business. D 
also spends approximately 15 hours of 
D's work time per week at craft shows 
and consignment sale locations. D 
generates a substantial amount of in
come from each type of sales activity. 

LAW AND ANALYSIS 

Section 162( a) provides a deduction 
for all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade or 
business. Section 262 provides that no 
deduction is allowed for personal, 
living, or family expenses. 

Section 280A(a) generally prohibits 
otherwise allowable deductions with 
respect to the use of a dwelling unit 
which is used by a taxpayer as a 
residence. This deduction prohibition 
does not apply to any deduction, such 
as interest or taxes, that is allowable 
without regard to its connection with 
the taxpayer's trade or business. Sec
tion 280A(b). 

Under § 280A(c)(1), the § 280A 
deduction prohibition does not apply to 
the portion of a dwelling unit which is 
exclusively used on a regular basis-

(A) as the principal place of busi
ness for any trade or business of the 
taxpayer, 

(B) as a place of business which is 
used by patients, clients, or customers 
in meeting or dealing with the taxpayer 
In the normal course of the taxpayer's 
trade or business, or 

(e) in the case of a separate struc
ture which is not attached to the 
dwelling unit, in connection with the 
taxpayer's trade or business. 
In the case of an employee, the 
preceding sentence applies only if the 
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exclusive use is for the convenience of 
the employer. 

In Commissioner v. Soliman. 113 S. 
Ct. 701 (1993), 1993-1 C.B. 45, the 
Supreme Court identified two primary 
factors in determining whether a home 
office is the taxpayer's principal place 
of business for purposes of § 280A(c)
(1 )(A): 

(I) the relative importance of the 
activities performed at each business 
location; and 

(2) the amount of time spent at each 
location. 

A comparison of the relative impor
tance of the activities performed at 
each business location depends on the 
characteristics of each business. If the 
nature of a trade or business requires a 
taxpayer to meet or confer with clients 
or patients or to deliver services or 
goods to customers, the place where 
that contact occurs must be given great 
weight in determining where the most 
important activities of the business are 
performed. If the nature of the business 
requires that its services are rendered 
or its goods are delivered at a facility 
with unique or special characteristics, 
this is a further and weighty considera
tion in determining where the most 
important activities of the business are 
undertaken. 

In addition to comparing the relative 
importance of the activities performed 
at each business location, Soliman also 
directs that a comparison be made of 
the time spent on business at home 
with the time spent on business at other 
locations. This time test is particularly 
significant when a comparison of the 
relative importance of the activities 
performed at each business location 
yields no definitive answer to the 
principal place of business inquiry. 
This may happen when a taxpayer 
performs income-generating activities 
at both the office in the taxpayer's 
home and at some other location. 

Consistent with the Supreme Court's 
analysis in Soliman. the Service will 
first apply the "relative importance" 
test, comparing the activities performed 
at each business location, to determine 
whether an office in the taxpayer's 
home is the taxpayer's principal place 
of business for purposes of § 280A(c)
(I )(A). If the relative importance test 
yields no definitive answer to the 
principal place of business inquiry 
(which may occur, for example, if the 
taxpayer delivers services or goods to 
customers both at the office in the 

taxpayer's home and elsewhere), the 
Service will look to the "time" test. 
However, as the Supreme Court specif
ically noted in Soliman. in some cases 
the application of the relative impor
tance and time tests may result in a 
determination that there is no principal 
place of business for purposes of 
§ 280A(c)(1)(A). 

Situation 1. The essence of A's trade 
or business as a plumber requires A to 
perform services and deliver goods at 
the homes or offices of A's customers. 
The telephone activities, supply order
ing, and bookkeeping review that A 
performs at A's home office, although 
essential, are less important and take 
less time than A's service calls to 
customers. Therefore, A's office in the 
home is not A's principal place of 
business, and A cannot deduct expenses 
for the business use of the home. The 
fact that E. A's employee, performs 
administrative activities at A's home 
office does not alter this result. 

Situation 2. The essence of B's trade 
or business as a teacher requires B to 
teach and meet with students at the 
school. The class preparation and grad
ing of papers and tests that B performs 
at B's home office, although essential 
and more time consuming, are less 
important than B's activities at the 
school. Therefore, B's office in the 
home is not B's principal place of 
business, and B cannot deduct expenses 
for the business use of the home. 
Because B's office in the home is not 
B's principal place of business, it is not 
necessary to determine whether B 
maintains the office for the conven
ience of B's employer. 

Situation 3. The essence of C's trade 
or business as an author is writing. C's 
research, meetings with publishers, and 
attendance at promotional events, al
though essential, are less important and 
take less time than C's writing. There
fore, C's office in the home is C's 
principal place of business, and C can 
deduct expenses for the business use of 
the home. 

Situation 4. The essence of D's trade 
?r business as a retailer of costume 
Jewelry requires D to sell jewelry to 
customers. D does this at craft shows 
at consignment shops, and through 
catalog orders filled from the office in 
~'s home. D generates substantial 
Income from the sales made at each f 
these locations. Because the most i 0_ '" m 
portant actIVItIes of D's business, sales 
to customers, are performed in more 



than one location, D's principal place 
of business cannot be determined defi
nitively based on a comparison of the 
relative importance of the activities 
performed at D's home office and at 
D's other business locations. In this 
circumstance, the time spent on busi
ness activities at each business location 
assumes particular significance. D 
spends approximately 25 hours of D's 
work time per week in the home office 
filling and shipping mail orders, order
ing supplies, and keeping the books of 
D's business. D also spends approx
imately 15 hours of D's work time per 
week at craft shows and consignment 
shops. Accordingly, D's office in the 
home is D's principal place of busi
ness, and D can deduct expenses for 
the business use of the home. 

HOLDING 

To determine whether an office in 
the taxpayer's home is the taxpayer's 
principal place of business for purposes 
of § 280A(c)(1)(A), the Service will 
first apply the "relative importance" 
test in Soliman to compare the ac
tivities performed at each business 
location. If the relative importance test 
yields no definitive answer to the 
principal place of business inquiry 
(which may occur, for example, if the 
taxpayer delivers services or goods to 
customers both at the office in the 
taxpayer's home and elsewhere), the 
Service will look to the "time" test. 
However, as the Supreme Court specif
ically noted in Soliman, in some cases 
application of the relative importance 
and time tests may result in a deter
mination that there is no principal place 
of business for purposes of § 280A( c)
(1)(A). 

EFFECT ON OTHER DOCUMENTS 

Notice 93-12, 1993-1 C.B. 298, is 
amplified. 

Section 280G.-Golden Parachute 
Payments 

Federal short-term. mid-tenn. and long-tenn 
rates are set forth for the month of January 1994. 
See Rev. Rul. 94-1. page 207. 

Federal short-term. mid-tenn. and long-term 
rates are set forth for the month of February 
1994. See Rev. Rul. 94-9. page 209. 

Federal short-term. mid-term. and long-term 
rates are set forth for the month of March 1994. 
See Rev. Rul. 94-15. page 210. 

Federal short-term. mid-tenn. and long-term 
rates are set forth for the month of April 1994. 
See Rev. Rul. 94-22. page 212. 

Federal short-term. mid-tenn. and long-tenn 
rates are set forth for the month of May 1994. 
See Rev. Rul. 94-29. page 213. 

Federal short-tenn. mid-tenn. and long-term 
rates are set forth for the month of June 1994. 
See Rev. Rul. 94-36. page 215. 

Subchapter C.-Corporate Distributions and 
Adjustments 

Part n.-Corporate Liquidations 
Subpart B.-Effects on Corporations 

Section 338.-Certain Stock 
Purchases Treated as Asset 
Acquisitions 

26 CFR 1.338-0: Outline of topics. 

T.D. 8515 

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

Revision of Section 338 Consistency 
Rules 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final regulations that replace the stock 
and asset consistency rules of the 
temporary Income Tax Regulations. 
The final regulations substantially re
vise and simplify the stock and asset 
consistency rules. The final regulations 
also restate, simplify, and substantially 
shorten most of the other regulations 
under section 338. 

DATES: These regulations are effective 
January 20, 1994. 

For applicability of these regulations, 
see "Effective Dates" under the 
,. SUPPLEMENT AR Y INFORMA
TION" portion of the preamble. 

Section 338 

SUPPLEMENT AR Y INFORMATION: 

A. 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 1545-1295. The 
estimated annual burden per respondent 
varies from .2 hours to 1 hour, de
pending on individual circumstances, 
with an estimated average of .56 hours. 

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 or recordkeepers may require more 
or less time, depending on their par
ticular circumstances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be sent 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, PC:FP, 
Washington, D.C. 20224, and 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. 

B. Background. 

On January 14, 1992, a notice of 
proposed rulemaking (CO-l 1 1-90) un
der section 338 of the Internal Revenue 
Code was published in the Federal 
Register (57 FR 1409). See 1992-1 
C.B. 1000. The notice proposed to 
restate most of the existing temporary 
regulations by (1) replacing the asset 
and stock consistency rules of §§ 1.338-
4T and 1.338-5T of the temporary 
regulations, (2) revising the temporary 
regulations regarding the international 
aspects of section 338, and (3) gener
ally restating the remainder of the 
temporary regulations under section 
338. Comments on the notice were 
received and a public hearing was held 
on March 26, 1992. After considering 
the comments and statements made at 
the hearing, the proposed regulations 
are adopted as revised by this Treasury 
decision, and the corresponding tempo
rary regulations are removed. 
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C. The Consistenc.-" Rules. 

The final regulations adopt the con
sistency rules of the proposed regula
tions with several minor modifications. 

1. Carr.vol'er basis rule. Several 
com mentors argued that the carryover 
basis rule should be modified if the 
gain of a target (T) on the sale of an 
asset does not result in an equivalent 
reduction in the gain of the selling 
group (S or the S group) from the sale 
of the T stock. For example, they 
argued that the carryover basis rule 
should be modified if S recognized a 
loss on the sale of T stock that was 
disallowed under § 1.1502-20, if T sold 
gain and loss assets to the purchasing 
corporation (P), or if T had separate 
return limitation year losses. Similarly, 
they suggested that the rule be modi
fied if the gain on the asset sale is not 
fully reflected in the basis of T's stock 
because, for example, the asset is sold 
by a subsidiary or conduit that is not 
wholly owned by T. 

For purposes of simplification and 
administrative convenience, the consis
tency rules in the final regulations 
apply in a more limited set of circum
stances than in the temporary regula
tions. Adopting the suggested modifica
tions, however, would substantially 
complicate the regulations. In addition, 
the carryover basis rule generally will 
apply only when the stock sale is con
templated at the time of the asset sale. 
For these reasons, the suggestions have 
not been adopted. 

2. Affiliated groups. The final reg
ulations apply the consistency rules in 
certain cases where dividends qualify
ing for a 100 percent dividends re
ceived deduction may be used in con
junction with asset dispositions to 
achieve a result similar to that available 
under the consolidated return invest
ment adjustment rules. This provision 
applies only to amounts treated as 
dividends under general tax principles. 
The substance-over-form, step-trans
action, and similar principles continue 
to apply to treat certain amounts that 
are dividends in form as payments by P 
for the T stock. See. e.g., Commis
sioner l'. Waterman Steamship Corp., 
430 F.2d 1185 (5th Cir. 1970), cert. 
denied. 401 U.S. 939 (1971). 

As discussed in more detail below 
these regulations also permit sectio~ 
338(h)( 10) elections to be made for 
certain targets that are members of 
affiliated, non-consolidated groups. 
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3. Controlled foreign corporations. 
Consistency rules for controlled foreign 
corporations generally are not included 
in the final regulations. Instead, rules 
for controlled foreign corporations are 
contained in temporary regulations that 
may be found elsewhere in *** [T.D. 
8516, page 119, this Bulletin]. 

4. Anti-abuse rules. Some commen
tors requested that the anti-abuse rules 
of § 1.338-4(j) be narrowed and that 
these rules and the indirect acquisition 
rule of § l.338-4(f) be stated as general 
principles. The Treasury Department 
and the Service believe that the anti
abuse and indirect acquisition rules are 
necessary to protect the final consis
tency rules. Further, no statement of 
general principle has been identified 
that provides adequate guidance to dis
tinguish the cases described in the 
proposed regulations from those not de
scribed. Accordingly, these rules have 
been retained with minor modifications. 

D. International Aspects. 

The final regulations under §§ 1.338-
1 (g), l.338-3( c )(3) through (6) and (8), 
and 1.338-5 are substantially as pro
posed. The preamble to the proposed 
regulations contains a discussion of the 
provisions. The differences from the 
proposed regulations are noted below. 

l. Section 338( h)( I 6). In the notice 
of proposed rulemaking, the Service 
sought comments on the proper ap
plication of section 338(h)( 16), includ
ing its application where the deemed 
sale of assets results in subpart F 
income under section 952. The com
ments received will be considered in 
separate proposed regulations. 

2. Good faith effort to notify. A 
commentor suggested that the Service 
provide examples of a good faith effort, 
under §l.338-I(g)(4)(v) of the pro
posed regulations, to notify affected 
U.S. shareholders of targets that are 
controlled foreign corporations, passive 
foreign investment companies or for
eign personal holding companies. The 
regulations require that the Commis
sioner determine, under all the facts 
and circumstances, whether the tax
payer has vigorously attempted the 
notification. The suggestion has not 
been adopted because the determination 
depends on the facts and circumstances 
in each case. 

3. Allocation of foreign income 
taxes. One commentor pointed out that 
the allocation of foreign income taxes 

between the pre- and post-acquisition 
U.S. taxable years of a target in 
§ l.338-5( d) of the proposed regula
tions is to be made under the principles 
of § 1.1502-76(b)( 4) of the consolidated 
return regulations. That provision has 
been interpreted to require taxes to be 
allocated in proportion to U.S. taxable 
income. Because foreign income taxes 
are paid with respect to foreign taxable 
income, an allocation with respect to 
U.S. taxable income may incorrectly 
allocate the foreign income taxes be
tween taxable years. The final regula
tions require foreign income taxes to be 
allocated in proportion to foreign tax
able income. 

E. Other Changes to the Regulations. 

Several commentors argued that, if a 
section 338(h)(lO) election is made for 
T, new T should not be severally liable 
under § l.1502-6 for federal income tax 
liability of the S group, as provided in 
the proposed and the existing tempo
rary regulations. They reasoned that a 
section 338(h)(lO) election is intended 
to be equivalent to an asset sale and 
that this liability does not continue in 
an asset sale. However, one other com
mentor noted that, although the transac
tion is treated as an asset sale for 
purposes of income recognition, it 
continues to be treated as a stock sale 
for purposes of determining the rights 
of T's creditors. The final regulations 
provide that new T remains liable for 
the tax liabilities of old T (including 
tax liabilities resulting from the deemed 
sale of assets and any liability of old T 
under §l.l502-6). 

Commentors requested that the for
mula price at which T is deemed to sell 
its assets be modified to reflect buying 
and selling costs, as appropriate. These 
suggestions have been adopted in the 
final regulations. 

Commentors asked that the avail
ability of section 338(h)(lO) treatment 
be extended to situations in which T is 
not a member of a consolidated group. 
The final regulations provide that a 
section 338(h)(lO) election may be 
made for a non-consolidated T if a 
corporation (the selling affiliate) sells 
an amount of T stock to P on the 
acquisition date that satisfies the re
quirements of section 1504(a)(2). The 
election must be made jointly by P and 
the selling affiliate. The instructions to 
the revised Form 8023 will provide 
more guidance on making the election. 



The final regulations also provide 
that a section 338(h)(10) election may 
be made if T is an S corporation im
mediately before the acquisition date. 
The deemed sale gain is reported on 
T's final S corporation return and 
therefore is taken into account under 
sections 1366 and 1367 in determining 
a T shareholder's basis in the T stock 
and resulting gain or loss on the 
deemed liquidation of T. The section 
338(h)(10) election must be made 
jointly by P and the T shareholders. 
The instructions to the revised Form 
8023 will provide more guidance on 
making the election. 

If a section 338(h)(10) election is 
made for T, for purposes of subtitle A 
of the Internal Revenue Code, T is 
treated as selling all of its assets and 
liquidating. Thus, as appropriate, the old 
T shareholders recognize income, gain, 
or loss under sections 331 and 332. 

Several other modifications to the 
proposed regulations have been in
cluded in the final regulations. Minor 
editorial changes and clarifications 
have been made. For example, the final 
regulations clarify the amount of lia
bilities to be taken into account in 
calculating deemed sale gain or loss 
and basis following a section 338 
election. Further, the final regulations 
provide that the adjusted deemed sale 
price (ADSP) must be calculated under 
a formula method. (The temporary and 
proposed regulations referred to the 
formula method as the elective ADSP 
formula.) Under the temporary regula
tions, the ADSP could be calculated 
using the formula method or by sepa
rately valuing each asset. Mandating 
the formula method is consistent with 
the treatment under section 338(h)(10) 
and makes the regulations simpler and 
easier to apply. The final regulations 
also simplify the ADSP examples. 

In addition, the final regulations 
contain a provision clarifying that a 
target S corporation for which a section 
338 election (other than a section 
338(h)(10) election) is made must file a 
deemed sale return reporting the 
deemed asset sale as a C corporation. 
See H.R. Rep. No. 432, Part 2, 98th 
Cong., 2d Sess., 1642 (March 5, 1984). 
No implication is intended by that 
provision as to the status of an 
acquired S corporation in the absence 
of a section 338 election. 

F. Effective Dates. 

Commentors suggested that the final 

regulations be effective either as of 
January 14, 1992 (the date the proposed 
regulations were filed) or earlier (includ
ing as early as the effective date of the 
repeal of the General Utilities doctrine 
by the Tax Reform Act of 1986). 

The final regulations are generally 
effective for targets with acquisition 
dates on or after January 20, 1994. The 
final regulations also apply on an 
elective basis to targets with acquisition 
dates on or after January 14, 1992 and 
before January 20, 1994. If an election 
is made to apply the final regulations 
to targets with acquisition dates on or 
after January 14, 1992, and before 
January 20, 1994, the provisions for 
controlled foreign corporations that are 
issued as temporary regulations else
where in the *** [INTL-I77-90, page 
818, this Bulletin] will also apply to 
such targets. Further, if that election is 
made, a protective carryover basis 
election or offset prohibition election 
made under the temporary regulations 
will have no effect. 

Section 1.338(h)(10)-1 (f) (relating to 
mandatory use of the MADSP formula) 
is generally effective for targets with 
acquisition dates on or after November 
10, 1986. 

Section 1.304-5 is effective January 
20, 1994. 

Finally, the District Director's dis
cretion to impose a section 338 election 
(other than with the taxpayer's consent) 
under section 338(e) and § 1.338-4T(f)
(6)(i) is revoked for all open years. 

Although comments were requested 
regarding transition issues raised by the 
proposed effective date, no comments 
were received. Consequently, no spe
cial rules relating to transition issues 
have been provided. 

G. 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, 
the notice of proposed rulemaking was 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad-
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ministration for comment on the impact 
of the rules on small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

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

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
entry for "Section 1.338-6T" and 
adding entries in numerical order to 
read as follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.304-5 also issued under 26 

U.S.c. 304. *** 
Section 1.338-1 also issued under 26 

U.S.c. 337(d), 338, and 1502. 

Section 1.338-2 also issued under 26 
U.S.c. 337(d), 338, and 1502. 

Section 1.338-3 also issued under 26 
U.S.c. 337(d), 338, and 1502. 

Section 1.338-4 also issued under 26 
U.S.c. 337(d), 338, and 1502. 

Section 1.338-5 also issued under 26 
U.S.C. 337(d), 338, and 1502. 

Section 1.338(b)-1 also issued under 
26 U.S.c. 337(d), 338, and 1502. *** 

Section 1.338(h)(10)-1 also issued 
under 26 U.S.c. 337(d), 338, and 1502. 

Section 1.338(i)-1 also issued under 
26 U.S.c. 337(d), 338, and 1502. *** 

Section 1.1502-75 also issued under 
26 U.S.C. 1502. *** 

Par. 2. Section 1.304-5 is added to 
read as follows: 

§I.304-5 Control. 

(a) Control requirement in general. 
Section 304( c)(1) provides that, for 
purposes of section 304, control means 
the 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 shares of all classes 
of stock. Section 304(c)(3) makes 
section 318( a) (relating to constructive 
ownership of stock), as modified by 
section 304(c)(3)(B), applicable to sec
tion 304 for purposes of determining 
control under section 304( c)(I). 

(b) Effect of section 304( c)( 2)( B)
(I) In general. In determining whether 
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the control test with respect to both the 
issuina and acquiring corporations is 
satisfi~d, section 304(a)( I) considers 
only the person or persons that-

(i) Control the issuing corporation 
before the transaction; 

(ii) Transfer issuing corporation 
stock to the acquiring corporation for 
property; and 

(iii) Control the acquiring corpora
tion thereafter. 

(2) Application. Section 317 defines 
property to include money, securities, 
and any other property except stock (or 
stock rights) in the distributing corpora
tion. However, section 304(c)(2)(B) 
provides a special rule to extend the 
relevant group of persons to be tested 
for control of both the issuing and 
acquiring corporations to include the 
person or persons that do not acquire 
property, but rather solely stock from 
the acquiring corporation in the trans
action. Section 304( c )(2)(B) provides 
that if two or more persons in control 
of the issuing corporation transfer stock 
of such corporation to the acquiring 
corporation, and if the transferors are 
in control of the acquiring corporation 
after the transfer, the person or persons 
in control of each corporation include 
each of those transferors. Because the 
purpose of section 304( c )(2 )(B) is to 
include in the relevant control group 
the person or persons that retain or 
acquire acquiring corporation stock in 
the transaction, only the person or 
persons transferring stock of the issuing 
corporation that retain or acquire any 
proprietary interest in the acquiring 
corporation are taken into account for 
purposes of applying section 304( c)
(2)(B). 

(3) Example. This section may be 
illustrated by the following example. 

Example. (a) A. the owner of 20% of T's only 
class of stock. transfers that stock to P solely in 
exchange for all of the P stock. Pursuant to the 
same transaction. P. solely in exchange for cash. 
acquires the remaining 80% of the T stock from 
T's other shareholder. B. who is unrelated to A 
and P. 

(b) Although A and B together were in control 
of T (the issuing corporation) before the trans
action and A and B each transferred T stock to f 
(the acquiring corporation). sections 304(a)( I) 
and (c)(2)(B) do not apply to B because B did 
not retain or acquire any proprietary interest in P 
in the transaction. Section 304(a)( I) also does 
not apply to A because A (or any control group 
of which A was a member) did not control T 
before the transaction and P after the transaction. 

(c) Effective date. This section is 
effective January 20, 1994. 
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Par. 3. The following sections or 
paragraphs are amended as follows: 

(a) Sections 1.338-1 T through 
1.338-3T are removed. 

(b) Sections 1.338-5T and 1.338-6T 
are removed. 

(c) Section 1.338(b)-IT is removed. 

(d) Section 1.338(b)-2T(a)(3) is 
removed. 

(e) Section 

(f) Section 
removed. 

1.338(b)-4T is removed. 

1.338(h)(lO)-IT is 

(g) Section 1.367(a)-4T(b)(4) IS re
moved and reserved. 

Par. 4. Sections 1.338-0 through 
1.338-5 and § 1.338(b )-1 are added to 
read as follows: 

§1.338-0 Outline of topics. 

This section lists the captions con
tained in the regulations under section 
338. 

§1.338-1 Elections under section 338. 

(a) Scope. 
(b) Nomenclature. 
(c) Definitions. 

(1) Acquisition date. 
(2) Affiliated group. 
(3) Common parent. 
(4) Consistency period. 
(5) Domestic corporation. 
(6) Old target's final return. 
(7) Purchasing corporation. 
(8) Qualified stock purchase. 
(9) Related persons. 
(0) Section 338 election. 
(1) Section 338(h)0 0) election. 
(12) Selling group. 
(3) Target; old target; new 

target. 
(4) Target affiliate. 
(5) 12-month acquisition period. 

(d) Time and manner of making 
election. 

(e) Returns including tax liability 
from deemed sale. 
(1 ) In general. 
(2) Old target's final taxable 

year otherwise included in 
consolidated return of selling 
group. 
(i) General rule. 
(ii) Separate taxable year. 
(iii) Carryover and carryback 

of tax attributes. 
(iv) Old target is a compo

nent member of pur
chasing corporation's 
controlled group. 

(3) Old target an S corporation. 
(4) Combined deemed sale 

(5) 

(6) 

return. 
(i) General rule. 
(ii) Gain and loss offsets. 
(iii) Procedure for filing a 

combined return. 
(iv) Consequences of filing 

a combined return. 
Deemed sale excluded from 
purchasing corporation's con
solidated return. 
Due date for old target's fi
na� return. 
(i) General rule. 
(ii) Application of § 1.1502-

76(c). 
(A) In general. 
(B) Deemed extension. 
(C) Erroneous filing of 

deemed sale return. 
(D) Erroneous filing of 

return for regular 
tax year. 

(E) Last date for pay
ment of tax. 

(7) Examples. 
(f) Waiver. 

(l) Certain additions to tax. 
(2) Notification. 
(3) Elections or other actions re

quired to be specified on a 
timely filed return. 
(i) In general. 
(ii) New target in purchas

ing corporation's con
solidated return. 

(4) Examples. 
(g) Special rules for foreign corpora

tions or DISCs. 
(1) Elections by certain foreign 

purchasing corporations. 
(i) General rule. 
(ii) Qualifying foreign pur

chasing corporation. 
(iii) Qualifying foreign 

target. 
(i v) Triggering event. 
(v) Subject to United States 

tax. 
(2) Acquisition period. 
(3) Statement of section 338 

election may be filed by 
United States shareholders in 
certain cases. 

(4) Notice requirement for U.S. 
persons holding stock in for
eign target. 
(i) General rule. 
(ii) Limitation. 
(iii) Form of notice. 
(iv) Timing of notice. 
(v) Consequence of failure 
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(vi) Good faith effort to 
comply. 

§J.338-2 Miscellaneous issues under 
section 338. 

(a) Scope. 
(b) Rules relating to qualified stock 

purchases. 
( I ) Purchasing corporation 

requirement. 
(2) Purchase. 

(i) Definition. 
(ii) Examples. 

(3) Date of purchase from re
lated corporations. 
(i) In general. 
(ii) Examples. 

(4) Acquisition date for tiered 
targets. 
(i) Stock sold in deemed 

asset sale. 
(ii) Examples. 

(5) Effect of redemptions. 
(i) General rule. 
(ii) Redemptions from per

sons unrelated to the 
purchasing corporation. 

(iii) Redemptions from the 
purchasing corporation 
or related persons dur
ing 12-month acquisi
tion period. 
(A) General rule. 
(B) Exception for cer

tain redemptions 
from related 
corporations. 

(iv) Examples. 
(c) Effect of post-acquisition events 

on eligibility for section 338 
election. 
(1) Post-acquisition elimination 

of target. 
(2) Post-acquisition elimination 

of the purchasing 
corporation. 

(d) Miscellaneous matters affecting 
new target. 
(I) General rule for subtitle A. 
(2) Exceptions for subtitle A. 
(3) Taxable year of new target. 
(4) General rule for other provi-

sions of the Internal Reve
nue Code. 

§J.338-3 Deemed sale and aggregate 
deemed sale price. 

(a) Scope. 
(b) Definitions. 

(1) ADSP. 
(2) Allocable ADSP amount. 
(3) Deemed sale gain. 

(4) Classes of assets. 
(c) Deemed sale of target affiliate 

stock. 
(1 ) In general. 
(2) General rule. 
(3) Deemed sale of foreign tar

get affiliate by a domestic 
target. 

(4) Deemed sale producing 
effectively connected income. 

(5) Deemed sale of insurance 
company target affiliate 
electing under section 
953(d). 

(6) Deemed sale of DISC target 
affiliate. 

(7) Anti-stuffing rule. 
(8) Examples. 

(d) Determination of ADSP. 
(I) General rule. 
(2) Grossed-up basis of the pur

chasing corporation's recently 
purchased target stock. 

(3) Liabilities. 
(4) Other relevant items. 
(5) Calculation of deemed sale 

gain and loss. 
(6) Other rules apply in deter

mining ADSP. 
(7) Cross reference. 
(8) Examples. 

§J.338-4 Asset and stock consistency. 

(a) Introduction. 
( I) Overview. 
(2) General application. 
(3) Extensions of the general 

rules. 
(4) Application where certain 

dividends are paid. 
(5) Application to foreign target 

affiliates. 
(6) Stock consistency. 

(b) Consistency for direct 
acquisitions. 
(I) General rule. 
(2) Section 338(h)(10) elections. 

(c) Gain from disposition reflected in 
basis of target stock. 
(I) General rule. 
(2) Gain not reflected if section 

338 election made for target. 
(3) Gain reflected by reason of 

distributions. 
(4) Controlled foreign 

corporations. 
(5) Gain recognized outside the 

consolidated group. 
(d) Basis of acquired assets. 

(1) Carryover basis rule. 
(2) Exceptions to carryover basis 

rule for certain assets. 
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(3) Exception to carryover basis 
rule for de minimis assets. 

(4) Mitigation rule. 
(i) General rule. 
(ii) Time for transfer. 

(e) Examples. 
(1 ) In general. 
(2) Direct acquisitions. 

(f) Extension of consistency to indi
rect acquisitions. 
(1) Introduction. 
(2) General rule. 
(3) Basis of acquired assets. 
(4) Examples. 

(g) Extension of consistency if divi
dends qualifying for 100 percent 
dividends received deduction are 
paid. 
(1) General rule for direct ac

quisitions from target. 
(2) Other direct acquisitions hav

ing same effect. 
(3) Indirect acquisitions. 
(4) Examples. 

(h) Special rules for controlled for
eign corporations. [Reserved] 

(i) [Reserved] 
(j) Anti-avoidance rules. 

(I) Extension of consistency 
period. 

(2) Qualified stock purchase and 
12-month acquisition period. 

(3) Acquisitions by conduits. 
(i) Asset ownership. 

(A) General rule. 
(B) Application of car

ryover basis rule. 
(ii) Stock acquisitions. 

(A) Purchase by 
conduit. 

(B) Purchase of conduit 
by corporation. 

(C) Purchase of conduit 
by conduit. 

(4) Conduit. 
(5) Existence of arrangement. 
(6) Predecessor and successor. 

(i) Persons. 
(ii) Assets. 

(7) Examples. 

§J.338-4T Asset and stock 
consistency (temporary). 

(a) through (g) [Reserved] 
(h) Consistency for target affiliates 

that are controlled foreign 
corporations. 
( 1) In general. 
(2) Income or gain resulting 

from asset dispositions. 
(i) General rule. 
(ii) Basis of controlled for

eign corporation stock. 
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(iii) Operating rule. 
(3) Stock issued by target affili

ate that is a controlled for
eign corporation. 

(4) Certain distributions. 
(i) General rule. 
(ii) Basis of controlled for

eign corporation stock. 
(5) Examples. 

(i) and (j) [Reserved] 
(k) Effective dates. 

§J.338-5 International aspects of 
section 338. 

(a) Scope. 
(b) Application of section 338 to for

eign targets. 
( I) In general. 
(2) Ownership of FT stock on 

the acquisition date. 
(3) Carryover FT stock. 

(i) Definition. 
(ii) Carryover of earnings 

and profits. 
(iii) Cap on carryover of 

earnings and profits. 
(iv) Post-acquisition date 

distribution of old FT 
earnings and profits. 

(v) Old FT earnings and 
profits unaffected by 
post-acquisition date 
deficits. 

(vi) Character of FT stock 
as carryover FT stock 
eliminated upon 
disposition. 

(4) Passive foreign investment 
company stock. 

(c) Dividend treatment under section 
1248(e). 

(d) Allocation of foreign taxes. 
(e) Operation of section 338(h)(l6). 

[Reserved] 
(f) Examples. 

§J.338(b)-J Adjusted grossed-up 
basis. 

(a) Scope. 
(b) Adjustment events. 
(c) AGUB. 

( I ) In general. 
(2) Time when AGUB 

determined. 
(d) Grossed-up basis of recently pur

chased stock. 
(I) General rule. 
(2) Application. 

(e) Basis of nonrecently purchased 
stock. 
( I ) In general. 
(2) Effect of gain recognition 

election. 
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(i) In general. 
(ii) Basis amount. 
(iii) Losses not recognized. 
(iv) Stock subject to 

election. 
(3) Procedure for making gain 

recognition election. 
(i) In general. 
(ii) Section 338(h)(10) 

election. 
(4) Comparison with ADSP 

formula. 
(f) Liabilities of new target. 

( I) In general. 
(2) Excluded obligations. 

(i) In general. 
(ii) Time when excluded 

obligations taken into 
account. 

(3) Liabilities taken into account 
in determining amount real
ized on subsequent 
disposition. 

(g) Other relevant items. 
(1) In general. 
(2) Flow-through of relevant 

item adjustment to target 
subsidiary . 

(3) Adjustments by the Internal 
Revenue Service. 

(h) Examples. 

§J.338(b)-2T Allocation of adjusted 
grossed-up basis among target assets 
(temporary ). 

(a) Introduction. 
(1) In general. 
(2) Fair market value. 

(b) General rule for allocating ad
justed grossed-up basis. 
(I) Cash and other items desig

nated by the Internal Reve
nue Service. 

(2) Other assets. 
(i) In general. 
(ii) Class II assets. 
(iii) Class III assets. 
(iv) Class IV assets. 

(c) Certain limitations and special 
rules for basis allocable to an 
asset. 
(I) Basis not to exceed fair 

market value. 
(2) Assets subject to other 

limitations. 
(3) Special rule for allocating 

adjusted grossed-up basis 
when purchasing corporation 
has nonrecently purchased 
stock. 
(i) Scope. 
(ii) Determination of hypo

thetical purchase price. 

(iii) Allocation of adjusted 
grossed-up basis. 

(d) Examples. 

§J .338( b )-3T Subsequent adjustments 
to adjusted grossed-up basis 
(temporary ). 

(a) Scope. 
( 1) In general. 
(2) Exceptions to applicability of 

section. 
(3) Adjustment of aggregate 

deemed sale price. 
(b) Definitions. 

(1) Contingent liability. 
(2) Contingent amount. 
(3) Reduction amount. 
(4) Acquisition date asset. 

(c) General rule. 
(1) Time when increases in ad

justed grossed-up basis taken 
into account. 

(2) Time when decreases in ad
justed grossed-up basis taken 
into account. 

(3) Amount of increases and de
creases in adjusted grossed
up basis. 

(d) Allocation of increases in ad
justed grossed-up basis. 
( 1) In general. 
(2) Effect of disposition or de

preciation of acquisition date 
assets. 

(e) Allocation of decreases in ad
justed grossed-up basis. 
(1) In general. 
(2) Effect of disposition of as

sets or reduction of basis 
below zero. 

(3) Section 338 property. 
(f) Special rule for allocation of in

creases (or decreases) in adjusted 
grossed-up basis when hypotheti
cal purchase price was used in 
allocating adjusted grossed-up 
basis. 
(1) Scope. 
(2) Allocation of increases (de

creases) in adjusted grossed
up basis. 

(3) Allocation to contingent in
come assets. 

(g) Special rule for allocation of in
creases (decreases) in adjusted 
grossed-up basis to specific 
assets. 
(I) Patents and similar property. 

(i) Scope. 
(ii) Specific allocation. 

(2) Internal Revenue Service 
authority. 



(h) Changes in old target's aggregate 
deemed sale price of assets. 
(I) General rule. 

(i) In general. 
(ii) Redetermination of ag

gregate deemed sale 
price if the elective for
mula under section 
338(h)(1I) is used. 

(iii) Redetermination of ag
gregate deemed sale 
price if the elective for
mula under section 
338(h)(lI) is not used. 

(2) Procedure for transactions in 
which section 338(h)(lO) is 
not elected. 
(i) Income or loss included 

in new target's return. 
(ii) Carryovers and 

carry backs. 
(A) Loss carryovers to 

new target taxable 
years. 

(B) Loss carrybacks to 
taxable years of 
old target. 

(C) Credit carryovers 
and carrybacks. 

(3) Procedure for transactions in 
which section 338(h)(10) is 
elected. 

(i) [Reserved.] 
(j) Examples. 

§1.338(h)( 10)-1 Deemed asset sale 
and liquidation. 

(a) Scope. 
(b) Nomenclature. 
(c) Definitions. 

(1) Section 338(h)(10) target. 
(2) S corporation shareholders. 
(3) Selling consolidated group. 
(4) Selling affiliate. 

(d) Section 338(h)(10) election. 
(1) In general. 
(2) Simultaneous joint election 

requirement. 
(3) Irrevocability. 
(4) Effect of invalid election. 

(e) Certain consequences of section 
338(h)(10) election. 
(1) Old T. 
(2) Selling consolidated group, 

selling affiliate, or S corpo
ration shareholders. 
(i) In general. 
(ii) Deemed liquidation of 

old T. 
(iii) Basis of stock not 

acquired. 
(iv) T stock sale. 
(v) Example. 

(3) Certain minority 
shareholders. 
(i) In general. 
(ii) T stock sale. 
(iii) T stock not acquired. 

(4) P. 
(5) New T. 
(6) Consolidated return of sell

ing consolidated group. 
(f) Deemed sale price. 

(I) General rule. 
(2) Formula. 
(3) Liabilities. 
(4) Other relevant items. 
(5) Cross-reference. 

(g) Examples. 
(h) Inapplicability of provisions. 

§1.338(i)-1 Effective dates. 

(a) In general. 
(b) Elective retroactive application. 
(c) MADSP. 
(d) Deemed election. 

§1.338-1 Elections under section 338. 

(a) Scope. This section prescribes 
rules relating to elections under section 
338. Paragraphs (c)(6), (e), and (g) of 
this section do not apply to a target for 
which a section 338(h)(10) election is 
made. 

(b) Nomenclature. For purposes of 
the regulations under section 338 (ex
cept as otherwise provided): 

(1) T is a domestic corporation that 
has only one class of stock outstanding. 

(2) P is a domestic corporation that 
purchases stock of T in a qualified 
stock purchase. 

(3) The P group is an affiliated 
group of which P is a member. 

(4) PI, P2, etc., are domestic corpo
rations that are members of the P 
group. 

(5) Tl, T2, etc., are domestic corpo
rations that are target affiliates of T. 
These corporations (Tl, T2, etc.) have 
only one class of stock outstanding and 
may also be targets. 

(6) S is a domestic corporation 
(unrelated to P and B) that owns T 
prior to the purchase of T by P. (S is 
referred to in cases in which it is 
appropriate to consider the effects of 
having all of the outstanding stock of T 
owned by a domestic corporation.) 

(7) A, a U.S. resident or citizen, is 
an individual (unrelated to P and B) 
who owns T prior to the purchase of T 
by P. (A is referred to in cases in 
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which it is appropriate to consider the 
effects of having all of the outstanding 
stock of T owned by an individual who 
is a U.S. resident or citizen. Ownership 
of T by A and ownership of T by S are 
mutually exclusive circumstances.) 

(8) B, a U.S. resident or citizen, is 
an individual (unrelated to T, S, and A) 
who owns the stock of P. 

(9) F, used as a prefix with the other 
terms in this paragraph (b), connotes 
foreign, rather than domestic, status. 
For example, FT is a foreign corpora
tion (as defined in section 7701(a)(5» 
and FA is an individual other than a 
U.S. citizen or resident. 

(10) CFC, used as a prefix with the 
other terms in this paragraph (b) 
referring to a corporation, connotes a 
controlled foreign corporation (as de
fined in section 957, taking into ac
count section 953(c». A corporation 
identified with the prefix F may be a 
controlled foreign corporation. The pre
fix CFC is used when the corporation's 
status as a controlled foreign corpora
tion is significant. 

(c) Definitions. For purposes of the 
regulations under section 338 (except 
as otherwise provided): 

(1) Acquisition date. The term ac
quisition date has the same meaning as 
in section 338(h)(2). 

(2) Affiliated group. The term affili
ated group has the same meaning as in 
section 338(h)(5). Corporations are af
filiated on any day they are members 
of the same affiliated group with each 
other. 

(3) Common parent. The term com
mon parent has the same meaning as in 
section 1504. 

(4) Consistency period. The consis
tency period is/ the period described in 
section 338(h)(4)(A) unless extended 
pursuant to §1.338-4(j)(l). 

(5) Domestic corporation. A domes
tic corporation is a corporation-

(i) That is domestic within the 
meaning of section 770 I (a)( 4) or that is 
treated as domestic for purposes of 
subtitle A of the Internal Revenue 
Code (e.g., to which an election under 
section 953(d) or 1504(d) applies); and 

(ii) That is not a DISC, a corpora
tion described in section l248( e), or a 
corporation to which an election under 
section 936 applies. 

(6) Old target's final return. Old 
target's final return is the income tax 
return of old target for the taxable year 
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ending at the close of the acquISItIon 
date that includes the deemed sale of 
assets under section 338. If the dis
affiliation rule of paragraph (e)(2)(i) of 
this section applies, target's deemed 
sale return is considered old target's 
final return. 

(7) Purchasing corporation. The 
term purchasing corporation has the 
same meaning as in section 338(d)(l). 
Unless otherwise provided, any refer
ence to the purchasing corporation is a 
reference to all members of the affili
ated group of which the purchasing 
corporation is a member. See sections 
338(h)(5) and (8). 

(8) Qualified stock purchase. The 
term qualified stock purchase has the 
same meaning as in section 338(d)(3). 

(9) Related persons. Two persons 
are related if stock in a corporation 
owned by one of the persons would be 
attributed under section 318(a) (other 
than section 318(a)( 4» to the other. 

(10) Section 338 election. A section 
338 election is an election to apply 
section 338(a) to target. A section 338 
election may be made by filing a 
statement of section 338 election pur
suant to §1.338-1(d). The form on 
which this statement is filed is referred 
to in the regulations under section 338 
as the Form 8023. 

(11) Section 338(h)( 10) election. A 
section 338(h)( 10) election is an elec
tion to apply section 338(h)(lO) to 
target. A section 338(h)(lO) election 
may be made by making a joint elec
tion for target under § 1.338(h)(l 0)-1. 

(12) Selling group. The selling 
group is the affiliated group (as defined 
in section 1504) that is eligible to file a 
consolidated return that includes target 
for the target's taxable period that 
includes the acquisition date and that 
does not have a target as common 
parent for the taxable year including 
the acquisition date. 

(13) Target; old target; new target. 
Target is the target corporation as 
defined in section 338(d)(2). Old target 
refers to target for periods ending as of 
the close of the date of target's deemed 
sale of assets. New target refers to 
target for subsequent periods. 

(14) Target affiliate. The term target 
affl!tate has the same meaning as in 
section 338(h)(6) (applied without sec
tion 338(h~(6)(B)(i». Thus, a corpora
tIOn descnbed in section 338(h)(6)
(B)(i) is conidered a target affiliate for 
all purposes of section 338. If a target 
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affiliate is acquired in a qualified stock 
purchase, it is also a target. 

(15) 12 -month acquisition period. 
The 12-month acquisition period is the 
period described in section 338(h)( I), 
unless extended pursuant to § 1.338-4-
(j)(2). 

(d) Time and manner of making 
election. The purchasing corporation 
makes a section 338 election for target 
by filing a statement of section 338 
election on Form 8023 in accordance 
with the instructions to the form. The 
section 338 election must be made not 
later than the 15th day of the 9th 
month beginning after the month in 
which the acquisition date occurs. A 
section 338 election is irrevocable. 

(e) Returns including tax liability 
from deemed sale-(l) In general. 
Except as provided in paragraphs (e)(2) 
and (3) of this section, any tax liability 
resulting from the deemed sale of 
assets under section 338 is included in 
the final return of old target filed for 
old target's taxable year that ends at 
the close of the acquisition date. If old 
target is the common parent of an af
filiated group, the final return may be a 
consolidated return (any such consoli
dated return must also include any tax 
liability from any deemed sales under 
section 338 by subsidiaries in the 
consolidated group that have the same 
acquisition date as old target and that 
are acquired by the purchasing 
corporation) . 

(2) Old target's final taxable year 
otherwise included in consolidated re
turn of selling group-(i) General rule. 
If the selling group files a consolidated 
return for the period that includes the 
acquisition date, old target is disaffili
ated from that group immediately be
fore its deemed sale of assets under 
section 338 and must file a separate 
final return that includes only the items 
resulting from the deemed sale and the 
carryover items specified in paragraph 
(e)(2)(iii) of this section (deemed sale 
return). The deemed sale occurs at the 
close of the acquisition date and is the 
last transaction of old target. Any 
transactions of old target occurring on 
the acquisition date other than the 
deemed sale are included in the selling 
group's consolidated return. A deemed 
sale return includes a combined return 
as defined in paragraph (e)( 4) of this 
section. 

(ii) Separate taxable year. The 
deemed sale included in the deemed 
sale return under this paragraph (e)(2) 

occurs in a separate taxable year, 
except that old target's taxable year of 
the sale and the consolidated year of 
the selling group that includes the 
acquisition date are treated as the same 
year for purposes of determining the 
number of years in a carryover or 
carryback period. 

(iii) Carryover and carryback of tax 
attributes. Target's attributes may be 
carried over to, and carried back from, 
the deemed sale return under the rules 
applicable to a corporation that ceases 
to be a member of a consolidated 
group. 

(iv) Old target is a component mem
ber of purchasing corporation's con
trolled group. For purposes of its 
deemed sale return, target is a compo
nent member of the controlled group of 
corporations including the purchasing 
corporation unless target is treated as 
an excluded member under section 
1563(b )(2). 

(3) Old target an S corporation. If 
target is an S corporation for the period 
that ends on the day before the acquisi
tion date, old target must file a deemed 
sale return as a C corporation. For this 
purpose, the principles of paragraph 
(e)(2) of this section apply. 

(4) Combined deemed sale return
(i) General rule. Under section 
338(h)(l5), a combined deemed sale 
return (combined return) may be filed 
for all targets from a single selling 
consolidated group (as defined in 
§1.338(h)(lO)-I(c)(3» that are acquired 
by the purchasing corporation on the 
same acquisition date and that other
wise would be required to file separate 
deemed sale returns. The combined 
return must include all such targets. 
For example, T and Tl may be in
cluded in a combined return if-

(A) T and TI are directly owned 
subsidiaries of S; 

(B) S is the common parent of a 
consolidated group; and 

(C) P makes qualified stock pur
chases of T and Tl on the same 
acquisition date. 

(ii) Gain and loss offsets. Gains and 
losses recognized on the deemed sale 
of assets by targets included in a 
combined return are treated as the 
gains and losses of a single target. In 
addition, loss carryovers of a target that 
~er.e not subject to the separate return 
hmltat~on year restrictions (SRL Y 
restnctlOns) of the consolidated retu 
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member of the selling consolidated 
group may be applied without limita
tion to the gains of other targets 
included in the combined return. If, 
however, a target has loss carryovers 
that were subject to the SRL Y restric
tions while that target was a member of 
the selling consolidated group, the use 
of those losses in the combined return 
continues to be subject to those restric
tions, applied in the same manner as if 
the combined return were a consoli
dated return. A similar rule applies, 
when appropriate, to other tax 
attributes. 

(iii) Procedure for filing a combined 
return. A combined return is made by 
filing a single corporation income tax 
return in lieu of separate deemed sale 
returns for all targets required to be 
included in the combined return. The 
combined return reflects the deemed 
sales of all targets required to be 
included in the combined return. If the 
targets included in the combined return 
constitute a single affiliated group 
within the meaning of section 1504(a), 
the income tax return is signed by an 
officer of the common parent of that 
group. Otherwise, the return must be 
signed by an officer of each target 
included in the combined return. Rules 
similar to the rules in §1.1502-75(j) 
apply for purposes of preparing the 
combined return. The combined return 
must include an attachment promi
nently identified as an "ELECTION 
TO FILE A COMBINED RETURN 
UNDER SECTION 338(h)(15)." The 
attachment must-

(A) Contain the name, address, and 
employer identification number of each 
target required to be included in the 
combined return; 

(B) Contain the following declara
tion (or a substantially similar declara
tion): "EACH TARGET IDENTIFIED 
IN THIS ELECTION TO FILE A 
COMBINED RETURN CONSENTS 
TO THE FILING OF A COMBINED 
RETURN"; and 

(C) For each target, be signed by a 
person who states under penalties of 
perjury that he or she is authorized to 
act on behalf of such target. 

(iv) Consequences of filing a com
bined return. Each target included in a 
combined return is severally liable for 
any tax associated with the combined 
return. See § 1.338-2(d)(1). 

(5) Deemed sale excluded from pur
chasing corporation's consolidated re
turn. Old target may not be considered 

a member of any affiliated group that 
includes the purchasing corporation 
with respect to the deemed sale of 
target assets under section 338. 

(6) Due date for old target's final 
return-(i) General rule. Old target's 
final return is generally due on the 15th 
day of the third calendar month follow
ing the month in which the acquisition 
date occurs. See section 6072 (time for 
filing income tax returns). 

(ii) Application of §1.1502-76(c)
(A) In general. Section 1.1502-76(c) 
applies to old target's final return if old 
target was a member of a selling group 
that did not file consolidated returns for 
the taxable year of the common parent 
that precedes the year that includes old 
target's acquisition date. If the selling 
group has not filed a consolidated re
turn that includes old target's taxable 
period that ends on the acquisition 
date, target may, on or before the final 
return due date (including extensions), 
either-

(1) File a deemed sale return on the 
assumption that the selling group will 
file the consolidated return; or 

(2) File a return for so much of old 
target's taxable period as ends at the 
close of the acquisition date on the 
assumption that the consolidated return 
will not be filed. 

(B) Deemed extension. For purposes 
of applying §1.1502-76(c)(2), an exten
sion of time to file old target's final 
return is considered to be in effect until 
the last date for making the election 
under section 338. 

(C) Erroneous filing of deemed sale 
return. If, pursuant to this paragraph 
(e)(6)(ii), target files a deemed sale 
return but the selling group does not 
file a consolidated return, target must 
file a substituted return for old target 
not later than the due date (including 
extensions) for the return of the com
mon parent with which old target 
would have been included in the con
solidated return. The substituted return 
is for so much of old target's taxable 
year as ends at the close of the 
acquisition date. Under § 1. 1502-76( c)
(2), the deemed sale return is not 
considered a return for purposes of 
section 6011 (relating to the general 
requirement of filing a return) if a 
substituted return must be filed. 

(D) Erroneous filing of return for 
regular tax year. If, pursuant to this 
paragraph (e)(6)(ii), target files a return 
for so much of old target's regular 
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taxable year as ends at the close of the 
acquisition date but the selling group 
files a consolidated return, target must 
file an amended return for old target 
not later than the due date (including 
extensions) for the selling group's 
consolidated return. (The amended re
turn is a deemed sale return.) 

(E) Last date for payment of tax. If 
either a substituted or amended final 
return of old target is filed pursuant to 
this paragraph (e)(6)(ii), the last date 
prescribed for payment of tax is the 
final return due date (as defined in 
paragraph (e)(6)(i) of this section). 

(7) Examples. This paragraph (e) 
may be illustrated by the following 
examples: 

Example 1. (a) S is the common parent of a 
consolidated group that includes T. The S group 
files calendar year consolidated returns. At the 
close of June 30 of Year I. P makes a qualified 
stock purchase of T from S. P makes a section 
338 election for T, and the deemed sale of T's 
assets occurs as of the close of T's acquisition 
date (June 30). 

(b) T is considered disaffiliated for purposes 
of reporting the deemed sale. Accordingly, T is 
included in the S group's consolidated return 
through T's acquisition date except that the tax 
liability resulting from the deemed sale of assets 
is reported in a separate deemed sale return of T. 
Provided that T is not treated as an excluded 
member under section 1563(b)(2), T is a com
ponent member of P's controlled group for the 
taxable year represented by the deemed sale, and 
the taxable income bracket amounts available in 
calculating tax on the deemed sale return must 
be limited accordingly. 

(c) If P purchased the stock of T at 10 a.m. on 
June 30 of Year I. the results would be the 
same. See paragraph (e)(2)(i) of this section. 

Example 2. The facts are the same as in 
Example 1. except that the S group does not file 
consolidated returns. T must file a separate 
return for its taxable year ending on June 30 of 
Year I, which includes the deemed sale. 

(f) Waiver-( 1) Certain additions to 
tax. An addition to tax or additional 
amount (addition) under subchapter A 
of chapter 68 of the Internal Revenue 
Code arising on or before the last day 
for making the election under section 
338, by reason of circumstances that 
would not exist but for an election 
under section 338, is waived if-

(i) Under the particular statute the 
addition is excusable upon a showing 
of reasonable cause; and 

(ii) Corrective action is taken on or 
before the last day. 

(2) Notification. The Service should 
be notified at the time of correction 
(e.g., by attaching a statement to a 
return that constitutes corrective action) 
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that the waiver rule of this paragraph 
(f) is being asserted. 

(3) Elections or other actions re
quired to be specified on a timely filed 
return-(i) In general. If paragraph 
(f)(l) of this section applies or would 
apply if there was an underpayment, 
any election or other action that must 
be specified on a timely filed return for 
the taxable period covered by the late 
filed return described in paragraph 
(f)( 1) of this section is considered 
timely if specified on a late-filed return 
filed on or before the last day for 
making the election under section 338. 

(ii) New target in purchasing corpo
ration's consolidated return. If new 
target is includible for its first taxable 
year in a consolidated return filed by 
the affiliated group of which the pur
chasing corporation is a member on or 
before the last day for making the 
election under section 338, any election 
or other action that must be specified 
in a timely filed return for new target's 
first taxable year (but which is not 
specified in the consolidated return) is 
considered timely if specified in an 
amended return filed on or before such 
last day, at the place where the 
consolidated return was filed. 

(4) Examples. This paragraph (f) 
may be illustrated by the following 
examples: 

Example 1. T is an unaffiliated corporation 
with a tax year ending March 31. At the close of 
September 20 of Year I, P makes a qualified 
stock purchase of T. P does not join in filing a 
consolidated return. P makes a section 338 
election for T on or before June 15 of Year 2 
which causes T's taxable year to end as of th~ 
close of September 20 of Year I. An income tax 
return for T's taxable period ending on Septem
ber 20 of Year I was due on December 15 of 
Year 1. Additions to tax for failure to file a 
return and to pay tax shown on a return will not 
be imposed if T's return is filed and the tax paid 
on or before June 15 of Year 2. (This waiver 
applies even if the acquisition date coincides 
with the last day of T's former taxable year, i.e., 
March 31 of Year 2.) Interest on any underpay
ment of tax for old T's short taxable year ending 
September 20 of Year I runs from December 15 
of Year 1. A statement indicating that the waiver 
rule of § 1.338-1(0 is being asserted should be 
attached to T's return. 

Example 2. Assume the same facts as in 
Example I. Assume further that new T adopts 
the calendar year by filing, on or before June 15 
of Year 2, its first return (for the period 
beginning on September 21 of Year I and ending 
on December 31 of Year I) indicating that a 
calendar year is chosen. See § 1.338-2(d)(8). Any 
addlllOns to tax or amounts described in this 
paragraph (fJ which arise by reason of the late 
filing of a return for the period ending on 
December 31 of Year I are waived, because they 
are based on circumstances that would not exist 
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but for the section 338 election. Notwithstanding 
thiS waiver, however, the return is still consid
ered due March 15 of Year 2, and interest on any 
underpayment runs from that date. 

Example 3. Assume the same facts as in 
Example 2, except that T's former taxable year 
ends on October 31. Although prior to the 
election old T had a return due on January 15 of 
Year 2 for its year ending October 31 of Year I, 
that return need not be filed because a timely 
election under section 338 was made. Instead, 
old T must file a final return for the period 
ending on September 20 of Year I, which is due 
on December 15 of Year I. 

(g) Special rules for foreign corpo
rations or DISCs-(l) Elections by 
certain foreign purchasing corpora
tions-(i) General rule. A qualifying 
foreign purchasing corporation is not 
required to file a statement of section 
338 election for a qualifying foreign 
target before the earlier of 3 years after 
the acquisition date and the l80th day 
after the close of the purchasing 
corporation's taxable year within which 
a triggering event occurs. 

(ii) Qualifying foreign purchasing 
corporation. A purchasing corporation 
is a qualifying foreign purchasing 
corporation only if, during the acquisi
tion period of a qualifying foreign 
target, all the corporations in the 
purchasing corporation's affiliated 
group are foreign corporations that are 
not subject to United States tax. 

(iii) Qualifying foreign target. A 
target is a qualifying foreign target 
only if target and its target affiliates are 
foreign corporations that, during tar
get's acquisition period, are not subject 
to United States tax (and will not 
become subject to United States tax 
during such period by reason of a 
section 338 election). A target affiliate 
is taken into account for purposes of 
the preceding sentence only if, during 
target's l2-month acquisition period, it 
is or becomes a member of the af
filiated group that includes the purchas
ing corporation. 

(iv) Triggering event. A triggering 
event occurs in the taxable year of the 
qualifying foreign purchasing corpora
tion in which either that corporation or 
any corporation in its affiliated group 
becomes subject to United States tax. 

(v) Subject to United States tax. For 
purposes of this paragraph (g)( 1), a 
foreign corporation is considered sub
ject to United States tax-

(A) For the taxable year for which 
that corporation is required under 
§ 1.60 l2-2(g) (other than § 1.60 l2-2(g)
(2)(i)(b)(2» to file a United States 
income tax return; or 

(B) For the period during which that 
corporation is a controlled foreign 
corporation, a passive foreign inv~st
ment company for which an electIOn 
under section 1295 is in effect, a 
foreign investment company, or a for
eign corporation the stock ownership of 
which is described in section 552(a)(2). 

(2) Acquisition period. For purposes 
of this paragraph (g), the term acquisi
tion period means the period beginning 
on the first day of the l2-month 
acquisition period and ending on the 
acquisition date. 

(3) Statement of section 338 election 
may be filed by United States share
holders in certain cases. The United 
States shareholders (as defined in sec
tion 951 (b» of a foreign purchasing 
corporation that is a controlled foreign 
corporation (as defined in section 957 
(taking into account section 953(c))) 
may file a statement of section 338 
election on behalf of the purchasing 
corporation if the purchasing corpora
tion is not required under § 1.60 12-2(g) 
(other than § 1.60 12-2(g)(2)(i)(b )(2» to 
file a United States income tax return 
for its taxable year that includes the 
acquisition date. Form 8023 must be 
filed as described in the form and its 
instructions and also must be attached 
to the Form 5471 (information return 
with respect to a foreign corporation) 
filed with respect to the purchasing 
corporation by each United States 
shareholder for the purchasing corpora
tion's taxable year that includes the 
acquisition date (or, if paragraph 
(g)(l )(i) of this section applies to the 
election, for the purchasing corpora
tion's taxable year within which it 
becomes a controlled foreign corpora
tion). The provisions of §1.964-1(c) 
(including §1.964-1(c)(7» do not apply 
to an election made by the United 
States shareholders. 

(4) Notice requirement for u.s. per
sons holding stock in foreign target
(i) General rule. If a target subject to a 
section 338 election was a controlled 
foreign corporation, a passive foreign 
investment company, or a foreign per
sonal holding company at any time 
during the portion of its taxable year 
that ends on its acquisition date, the 
purchasing corporation must deliver 
written notice of the election (and a 
copy of Form 8023, its attachments and 
instructions) to-

(A) Each U.S. person (other than a 
member of the affiliated group of 
which the purchasing corporation is a 



member (the purchasing group mem
ber» that, on the acquisition date of the 
foreign target, holds stock in the 
foreign target; and 

(B) Each U.S. person (other than a 
purchasing group member) that sells 
stock in the foreign target to a purchas
ing group member during the foreign 
target's 12-month acquisition period. 

(ii) Limitation. The notice require
ment of this paragraph (g)( 4) applies 
only where the section 338 election for 
the foreign target affects income, gain, 
loss, deduction, or credit of the U.S. 
person described in paragraph (g)( 4 )(i) 
of this section under section 551, 951, 
1248, or 1293. 

(iii) Form of notice. The notice to 
U.S. persons must be identified promi
nently as a notice of section 338 
election and must-

(A) Contain the name, address, and 
employer identification number (if any) 
of, and the country (and, if relevant, 
the lesser political subdivision) under 
the laws of which is organized, the 
purchasing corporation and the relevant 
target (i.e., target the stock of which 
the particular U.S. person held or sold 
under the circumstances described in 
paragraph (g)( 4 )(i) of this section); 

(B) Identify those corporations as 
the purchasing corporation and the 
foreign target, respectively; and 

(C) Contain the following declara
tion (or a substantially similar declara
tion): "THIS DOCUMENT SERVES 
AS NOTICE OF AN ELECTION UN
DER SECTION 338 FOR THE 
ABOVE CITED FOREIGN TARGET 
THE STOCK OF WHICH YOU 
EITHER HELD OR SOLD UNDER 
THE CIRCUMSTANCES DE
SCRIBED IN TREASURY REGULA
TIONS §1.338-1(g)(4). FOR 
POSSIBLE UNITED STATES FED
ERAL INCOME TAX CON
SEQUENCES UNDER SECTION 551, 
951, 1248, OR 1293 OF THE INTER
NAL REVENUE CODE OF 1986 
THAT MAY APPLY TO YOU, SEE 
TREASURY REGULATIONS §1.338-
5(b). YOU MAY BE REQUIRED TO 
ATTACH THE INFORMATION AT
TACHED TO THIS NOTICE TO 
CERTAIN RETURNS". 

(iv) Timing of notice. The notice 
required by this paragraph (g)(4) must 
be delivered to the U.S. person on or 
before the later of the 120th day after 
the acquisition date of the particular 
target or the day on which Form 8023 

is filed. If notice is delivered by United 
States mail, the date of the United 
States postmark is deemed to be the 
date of delivery. 

(v) Consequence of failure to com
ply. A statement of section 338 election 
is not valid if timely notice is not given 
to one or more U.S. persons described 
in this paragraph (g)(4). If the form of 
notice fails to comply with all require
ments of this paragraph (g)( 4), the 
section 338 election is valid, but the 
waiver rule of paragraph (f)(l) of this 
section does not apply. 

(vi) Good faith effort to comply. The 
purchasing corporation will be consid
ered to have complied with this para
graph (g)( 4), even though it failed to 
provide notice or provide timely notice 
to each person described in this para
graph (g)( 4), if the Commissioner 
determines that the purchasing corpora
tion made a good faith effort to 
identify and provide timely notice to 
those U.S. persons. 

§1.338-2 Miscellaneous issues under 
section 338. 

(a) Scope. This section provides 
guidance on miscellaneous issues under 
section 338. 

(b) Rules relating to qualified stock 
purchases-( 1) Purchasing corporation 
requirement. An individual cannot 
make a qualified stock purchase of 
target. Section 338(d)(3) requires, as a 
condition of a qualified stock purchase, 
that a corporation purchase the stock of 
target. If an individual forms a corpora
tion (new P) to acquire target stock, 
new P can make a qualified stock pur
chase of target if new P is considered 
for tax purposes to purchase the target 
stock. Facts that may indicate that new 
P does not purchase the target stock 
include that new P merges downstream 
into target, liquidates, or otherwise 
disposes of the target stock following 
the purported qualified stock purchase. 

(2) Purchase-(i) Definition. The 
term purchase has the same meaning as 
in section 338(h)(3). 

(ii) Examples. This paragraph (b)(2) 
may be illustrated by the following 
examples: 

Example 1. A. who owns all of the stock of P 
and T. sells the T stock to P for cash. A is 
treated under section 304(a)( I) as receiving a 
distribution in redemption of the P stock to 
which section 301 applies. P is treated as 
receiving the T stock as a contribution to its 
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capital. Under section 362(a) and § 1.304-2(a). 
p's basis in the T stock is determined by 
reference to A's adjusted basis in the stock. 
Further. stock owned by A would be attributed to 
P under section 318(a)(3)(C). Thus. P is not 
considered to have acquired the T stock by 
purchase. See sections 338(h)(3)(A)(i) and (iii). 

Example 2. P exchanges cash for all of the 
stock of N. a newly formed corporation. N was 
formed for the sole purpose of acquiring all of 
the T stock by means of a reverse subsidiary 
cash merger. Prior to the merger. N conducted no 
activities other than those required for the 
merger. Pursuant to the plan. N merges into T. 
and the T shareholders receive cash for their T 
stock. No T shareholder is related to P. and no 
group of T shareholders controls P within the 
meaning of section 304(c). The existence of N is 
disregarded. and P is considered to acquire the T 
stock directly from the T shareholders for cash. 
Thus. P is considered to have acquired the T 
stock by purchase. 

(3) Date of purchase from related 
corporations-(i) In general. Stock 
acquired by a purchasing corporation 
from a related corporation (R) is 
generally not considered acquired by 
purchase. See section 338(h)(3)(A)(iii). 
However, if section 338(h)(3)(C) ap
plies and the purchasing corporation is 
treated as acquiring stock by purchase 
from R, solely for purposes of deter
mining when the stock is considered 
acquired-

(A) Target stock acquired from R is 
considered to have been acquired by 
the purchasing corporation on the day 
on which the purchasing corporation is 
first considered to own that stock under 
section 318(a) (other than section 
318(a)(4»; and 

(B) If such stock first may be 
considered owned by the purchasing 
corporation on more than one date 
such stock is deemed acquired on th~ 
earliest date first to the extent thereof 
then on the next earliest date, and s~ 
on. 

(ii) Examples. This paragraph (b )(3) 
may be illustrated by the following 
examples: 

Example 1. (a) On January I of Year I. P 
purchases 75% in value of the R stock. On that 
date. R owns 4 of the 100 shares of T stock. On 
June I of Year I. R acquires an additional 16 
shares of T stock. On December I of Year I. P 
purchases 70 shares of T stock from an unrelated 
person and 12 of the 20 shares of T stock held 
by R. 

(b) Of the 12 shares of T stock purchased by 
P from R on December I of Year I. 3 of those 
shares are deemed to have been acquired by P on 
January I of Year I. the date on which 3 of the 
4 shares of T stock held by R on that date were 
first considered owned by P under section 
318(a)(2)(C) (i.e .. 4 x .75). The remaining 9 
shares of T stock purchased by P from R on 
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December I of Year 1. are deemed to have been 
acquired by P on June I of Year 1. the date on 
which an additional 12 of the 20 shares of T 
stock owned by R on that date were first 
considered owned by P under section 318(a)
(2)(C) (i.e .. (20 X .75) - 3). Because stock 
acquisitions by P sufficient for a qualified stock 
purchase of T occur within a 12-month period 
(i.e .. 3 shares constructively on January I of 
Year I. 9 shares constructively on June I of 
Year 1. and 70 shares actually on December I of 
Year I). a qualified stock purchase is made on 
December I of Year I. 

Example 2. (a) On February I of Year 1. P 
acquires 25% in value of the R stock from B (the 
sole shareholder of Pl. That R stock is not 
acquired by purchase. See section 338(h)(3)(A)
(iii). On that date, R owns 4 of the \00 shares of 
T stock. On June I of Year 1. P purchases an 
additional 25% in value of the R stock, and on 
January I of Year 2, P purchases another 25% in 
value of the R stock. On June I of Year 2, R 
acquires an additional 16 shares of the T stock. 
On December I of Year 2, P purchases 68 shares 
of the T stock from an unrelated person and 12 
of the 20 shares of the T stock held by R. 

(b) Of the 12 shares of the T stock purchased 
by P from R on December I of Year 2, 2 of 
those shares are deemed to have been acquired 
by P on June I of Year I, the date on which 2 of 
the 4 shares of the T stock held by R on that 
date were first considered owned by P under 
section 318(a)(2)(C) (i.e .. 4 X .5). For purposes 
of this attribution, the R stock need not be 
acquired by P by purchase. See section 
338(h)( I). (By contrast, the acquisition of the T 
stock by P from R does not qualify as a purchase 
unless P has acquired at least 50% in value of 
the R stock by purchase. Section 
338(h)(3)(C)(i).) Of the remaining \0 shares of 
the T stock purchased by P from R on December 
I of Year 2, I of those shares is deemed to have 
been acquired by P on January I of Year 2, the 
date on which an additional I share of the 4 
shares of the T stock held by R on that date was 
first considered owned by P under section 
318(a)(2)(C) (i.e .. (4 X .75) - 2). The remaining 
9 shares of the T stock purchased by P from R 
on December I of Year 2. are deemed to have 
been acquired by P on June I of Year 2, the date 
on which an additional 12 shares of the T stock 
held by R on that date were first considered 
owned by P under section 318(a)(2)(C) (i.e .. (20 
x .75) - 3). Because a qualified stock purchase 
of T by P is made on December I of Year 2, 
only if all 12 shares of the T stock purchased by 
P from R on that date are considered acquired 
during a 12-month period ending on that date (so 
that. in conjunction with the 68 shares of the T 
stock P purchased on that date from the un
related person. 80 of T's 100 shares are acquired 
by P during a 12-month period) and because 2 of 
those 12 shares are considered to have been 
acquired by P more than 12 months before 
December I of Year 2 (i.e .. on June I of Year 
I). a qualified stock purchase is not made. 
(Under § 1.338-4(j)(2), for purposes of applying 
the consistency rules, P is treated as making a 
qualified stock purchase of T if, pursuant to an 
arrangement, P purchases T stock satisfying the 
requirements of section 1504(a)(2) over a period 
of more than 12 months.) 

Example 3. Assume the same facts as in 
Example 2. except that on February I of Year I, 
P acquires 25')( in value of the R stock by pur
chase. The result is the same as in Example 2. 

(4) Acquisition date for tiered 
targets-(i) Stock sold in deemed asset 
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sale. If an election under section 338 is 
made for target, old target is deemed to 
sell target's assets and new target is 
deemed to acquire those assets. Under 
section 338(h)(3 )(B), new target's 
deemed purchase of stock of another 
corporation is a purchase for purposes 
of section 338(d)(3) on the acquisition 
date of target. If new target's deemed 
purchase causes a qualified stock pur
chase of the other corporation and if a 
section 338 election is made for the 
other corporation, the acquisition date 
for the other corporation is the same as 
the acquisition date of target. However, 
the deemed sale and purchase of the 
other corporation's assets is considered 
to take place after the deemed sale and 
purchase of target's assets. 

(ii) Examples. This paragraph (b)( 4) 
may be illustrated by the following 
examples: 

Example 1. A owns all of the T stock. Towns 
50 of the \00 shares of X stock. The other 50 
shares of X stock are owned by corporation y, 
which is unrelated to A, T, or P. On January 1 of 
Year I, P makes a qualified stock purchase of T 
from A and makes a section 338 election for T. 
On December I of Year I, P purchases the 50 
shares of X stock held by Y. A qualified stock 
purchase of X is made on December I of Year I, 
because the deemed purchase of 50 shares of X 
stock by new T by reason of the section 338 
election for T and the actual purchase of 50 
shares of X stock by P are treated as purchases 
made by one corporation. Section 338(h)(8). For 
purposes of determining whether those purchases 
occur within a 12-month acquisition period as 
required by section 338(d)(3), T is deemed to 
purchase its X stock on T's acquisition date, i.e .. 
January 1 of Year I. 

Example 2. On January I of Year 1. P makes a 
qualified stock purchase of T and makes a 
section 338 election for T. On that day, T sells 
all of the stock of Tl to A. Although T held all 
of the TI stock on T's acquisition date, T is not 
considered to have purchased the TI stock by 
reason of the section 338 election for T. In order 
for T to be treated as purchasing the Tl stock, T 
must hold the TI stock when T's deemed sale of 
assets occurs pursuant to section 338(a). The 
deemed sale of assets is considered the last 
transaction of old T at the close of T's 
acquisition date. Accordingly, the Tl stock 
actually disposed of by T on the acquisition date 
is not included in the deemed sale of assets. 
Thus, T does not make a qualified stock 
purchase of Tl. 

(5) Effect of redemptions-(i) Gen
eral rule. Except as provided in this 
paragraph (b)(5), a qualified stock 
purchase is made on the first day on 
which the percentage ownership re
quirements of section 338(d)(3) are 
satisfied by reference to target stock 
that is both-

(A) Held on that day by the purchas
ing corporation; and 

(B) Purchased by 
corporation during the 
ending on that day. 

the purchasing 
12-month period 

(ii) Redemptions from persons unre
lated to the purchasing corporation. 
Target stock redemptions from persons 
unrelated to the purchasing corporation 
that occur during the 12-month acquisi
tion period are taken into account as 
reductions in target's outstanding stock 
for purposes of determining whether 
target stock purchased by the purchas
ing corporation in the 12-month ac
quisition period satisfies the percentage 
ownership requirements of section 
338(d)(3). 

(iii) Redemptions from the purchas
ing corporation or related persons 
during 12-month acquisition period
(A) General rule. For purposes of the 
percentage ownership requirements of 
section 338(d)(3), a redemption of 
target stock during the 12-month ac
quisition period from the purchasing 
corporation or from any person related 
to the purchasing corporation is not 
taken into account as a reduction in 
target's outstanding stock. 

(B) Exception for certain redemp
tions from related corporations. A 
redemption of target stock during the 
12-month acquisition period from a 
corporation related to the purchasing 
corporation is taken into account as a 
reduction in target's outstanding stock 
to the extent that the redeemed stock 
would have been considered purchased 
by the purchasing corporation (by 
reason of section 338(h)(3)(C)) during 
the 12-month acquisition period if the 
redeemed stock had been acquired by 
the purchasing corporation from the 
related corporation on the day of the 
redemption. See paragraph (b)(3) of 
this section. 

(iv) Examples. This paragraph (b)(5) 
may be illustrated by the following 
examples: 

Example 1. QSP on stock purchase date; 
redemption from unrelated person during 12-
month period. A owns all 100 shares of T stock. 
On January I of Year I, P purchases 40 shares 
of the T stock from A. On July 1 of Year I, T 
redeems 25 shares from A. On December I of 
Year I, P purchases 20 shares of the T stock 
from A. P makes a qualified stock purchase of T 
on December I of Year I, because the 60 shares 
of T stock purchased by P within the 12-month 
period ending on that date satisfy the 80-percent 
ownershIp reqUIrements of section 338(d)(3) (i.e .. 
60175 shares), determined by taking into account 
the redemption of 25 shares. 

Example 2. QSP on stock redemption date' 
redemption from unrelated person daril1g 12: 
month period. The facts are the same as in 



Example 1, except that P purchases 60 shares of 
T stock on January I of Year I and none on 
December I of Year I. P makes a qualified stock 
purchase of T on July I of Year I, because that 
is the first day on which the T stock purchased 
by P within the preceding 12-month period 
satisfies the 80-percent ownership requirements 
of section 338(d)(3) (i.e., 60175 shares), deter
mined by taking into account the redemption of 
25 shares. 

Example 3. Redemption from unrelated person 
more thall 12 months before stock purchase. A 
owns all 100 shares of T stock. On January I of 
Year I, T redeems 25 of its shares. On January 
IS of Year 2, P purchases 60 shares of T stock 
from A. P makes a qualified stock purchase of T 
on January IS of Year 2. The 60 shares of T 
stock purchased by P within the 12-month period 
ending on that date satisfy the 80-percent 
ownership requirements of section 338(d)(3) (i.e., 
60175 shares), determined by taking into account 
the redemption of 25 shares. It is irrelevant that 
the redemption occurred before the 12-month 
acquisition period. 

Example 4. Redemption from unrelated persoll 
more than 12 months after stock purchase. The 
facts are the same as in Example 3, except that 
the redemption occurs on April I of Year 3. P 
does not make a qualified stock purchase of T on 
April I of Year 3, because 80% of the T stock, 
as of April I of Year 3 had not been purchased 
in the preceding 12 months. (Under § 1.338-
4(j)(2), for purposes of applying the consistency 
rules, P is treated as making a qualified stock 
purchase of T if, pursuant to an arrangement, P 
purchases T stock satisfying the requirements of 
section 1504(a)(2) over a period of more than 12 
months.) 

Example 5. Redemption from purchasing cor
poration not taken into account. On December 
IS of Year I, T redeems 30% of its stock from 
P. The redeemed stock was held by P for several 
years and constituted P's total interest in T. On 
December I of Year 2, P purchases the 
remaining T stock from A. P does not make a 
qualified stock purchase of T on December I of 
Year 2. For purposes of the 80-percent owner
ship requirements of section 338(d)(3), the 
redemption of P's T stock on December IS of 
Year I is not taken into account as a reduction in 
T's outstanding stock. 

Example 6. Redemption from related persoll 
taken into account. On January I of Year I, P 
purchases 60 of the 100 shares of X stock. On 
that date, X owns 40 of the 100 shares of T 
stock. On April I of Year I, T redeems X's T 
stock and P purchases the remaining 60 shares of 
T stock from an unrelated person. For purposes 
of the 80-percent ownership requirements of 
section 338(d)(3), the redemption of the T stock 
from X (a person related to P) is taken into 
account as a reduction in T's outstanding stock. 
If P had purchased the 40 redeemed shares from 
X on April I of Year I, all 40 of the shares 
would have been considered purchased (by 
reason of section 338(h)(3)(C)(i)) during the 12-
month period ending on April of Year I (24 of 
the 40 shares would have been considered 
purchased by P on January I of Year I and the 
remaining 16 shares would have been considered 
purchased by P on April I of Year I). See 
paragraph (b)(3) of this section. Accordingly, P 
makes a qualified stock purchase of T on April I 
of Year I, because the 60 shares of T stock 
purchased by P on that date satisfy the 80-
percent ownership requirements of section 
338(d)(3) (i.e., 60/60 shares), determined by 
taking into account the redemption of 40 shares. 

(c) Effect of post-acquisition events 
on eligibility for section 338 election
(I) Post-acquisition elimination of tar
get. (i) The purchasing corporation may 
make an election under section 338 for 
target even though target is liquidated 
on or after the acquisition date. If 
target liquidates on the acquisition date, 
the liquidation is considered to occur 
on the following day and immediately 
after new target's deemed purchase of 
assets. The purchasing corporation may 
also make an election under section 
338 for target even though target is 
merged into another corporation, or 
otherwise disposed of by the purchas
ing corporation provided that, under the 
facts and circumstances, the purchasing 
corporation is considered for tax pur
poses as the purchaser of the target 
stock. 

(ii) This paragraph (c)(l) may be 
illustrated by the following examples: 

Example 1. On January I of Year I, P makes a 
qualified stock purchase of T. On June I of Year 
I, P sells the T stock to an unrelated person. 
Assuming that P is considered for tax purposes 
as the purchaser of the T stock, P remains 
eligible, after June I of Year I, to make a 
section 338 election for T that results in a 
deemed sale of T's assets on January I of Year 
I. 

Example 2. On January I of Year I, P makes a 
qualified stock purchase of T. On that date, T 
owns the stock of TI. On March I of Year I, T 
sells the T I stock to an unrelated person. On 
April I of Year I, P makes a section 338 
election for T. Notwithstanding that the Tl stock 
was sold on March I of Year I, the section 338 
election for T on April I of Year I, results in a 
qualified stock purchase by T of TI on January I 
of Year I. See paragraph (b)(4)(i) of this section. 

(2) Post-acquisition elimination of 
the purchasing corporation. An elec
tion under section 338 may be made 
for target after the acquisition of assets 
of the purchasing corporation by an
other corporation in a transaction de
scribed in section 381(a), provided that 
the purchasing corporation is consid
ered for tax purposes as the purchaser 
of the target stock. The acqumng 
corporation in the section 381(a) trans
action may make an election under 
section 338 for target. 

(d) Miscellaneous matters affecting 
new target-( I) General rule for sub
title A. Except as provided in this 
paragraph (d), new target is treated as a 
new corporation that is unrelated to old 
target for purposes of subtitle A of the 
Internal Revenue Code. Thus, in the 
section 338(a)( I) deemed sale, new 
target is treated as purchasing assets 
from an unrelated person, and-
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(i) New target is not considered 
related to old target for purposes of 
section 168 and may make new elec
tions under section 168 without taking 
into account the elections made by old 
target; and 

(ii) New target may adopt, without 
obtaining prior approval from the Com
missioner, any taxable year that meets 
the requirements of section 441 and 
any method of accounting that meets 
the requirements of section 446. 

(2) Exceptions for subtitle A. New 
target and old target are treated as the 
same corporation for purposes of-

(i) The rules applicable to employee 
benefit plans (including those plans 
described in sections 79, 104, 105, 120, 
125, 127, and 129), qualified pension, 
profit-sharing, stock bonus and annuity 
plans (sections 401(a) and 403(a», 
simplified employee pensions (section 
408(k», and tax qualified stock option 
plans (sections 422 and 423); 

(ii) Sections 1311-1314 (relating to 
the mitigation of the effect of limita
tions) if a section 338(h)(lO) election is 
not made for target; and 

(iii) Any other provision identified 
by the Commissioner. 

(3) Taxable year of new target. 
Notwithstanding § 1.441-IT(b)(2), a 
new target may adopt a taxable year on 
or before the last day for making the 
election under section 338 by filing its 
first return for the desired taxable year 
on or before that date. 

(4) General rule for other provisions 
of the Internal Revenue Code. Except 
as provided in the regulations under 
section 338 or by the Commissioner, 
new target is treated as a continuation 
of old target for purposes other than 
subtitle A. For example-

(i) New target is liable for old 
target's federal income tax liabilities, 
including tax liabilities resulting from 
the deemed asset sale and those tax 
liabilities of the other members of any 
consolidated group that included old 
target that are attributable to taxable 
years in which those corporations and 
old target joined in the same consoli
dated return (see § 1.1502-6(a»; 

(ii) Wages earned by the employees 
of old target are considered wages 
earned by such employees from new 
target for purposes of sections 3101 
and 3111 (Federal Insurance Contribu
tions Act) and section 3301 (Federal 
Unemployment Tax Act); and 
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(iii) Old target and new target must 
use the same employer identification 
number. 

§1.338-3 Deemed sale and aggregate 
deemed sale price. 

(a) Scope. This section provides 
guidance regarding the recognition of 
gain or loss on the deemed sale of 
target affiliate stock. This section also 
provides guidance regarding the deter
mination of the price (the aggregate 
deemed sale price) at which old target 
is treated as selling its assets in the 
section 338(a)(l) deemed sale for pur
poses of determining the gain or loss 
recognized by target in the deemed 
sale. Notwithstanding section 338(h)
(6)(B)(ii), stock held by a target 
affiliate in a foreign corporation or in a 
corporation that is a DISC or that is 
described in section 1248( e) is not 
excluded from the operation of section 
338. 

(b) Definitions. For purposes of the 
regulations under section 338: 

(1) ADSP. The ADSP is the aggre
gate deemed sale price, i.e., the price at 
which target is deemed to have sold all 
of its assets in the deemed sale under 
section 338(a)(l). See paragraph (d) of 
this section for the determination of the 
ADSP. 

(2) Allocable ADSP amount. The 
allocable ADSP amount is the portion 
of the ADSP that is allocable to a 
particular target asset. Deemed sale 
gain on a target asset is computed by 
reference to the allocable ADSP 
amount for that asset. Except as 
provided in section 7701 (g) (relating to 
fair market value in the case of 
nonrecourse indebtedness), the ADSP is 
allocated among target assets for this 
purpose under the principles of 
§ 1.338(b)-2T (without taking into ac
count § 1.338(b )-2T( c )(2». Appropriate 
adjustments to reflect accurately the 
fair market value of assets must be 
made if stock of a target affiliate is 
purchased in the section 338(a)(l) 
deemed sale, a section 338 election is 
made for the target affiliate, and target 
recognizes no gain or loss on the 
deemed sale of the target affiliate stock 
under paragraph (c) of this section. See 
Example 4 of paragraph (d)(8) of this 
section. 

(3) Deemed sale gain. Deemed sale 
gain is gain (or loss) that is recognized 
in the section 338(a)( 1) deemed sale. 
For purposes of subtitle A of the 
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Internal Revenue Code, deemed sale 
gain is taken into account by treating 
the old target as if, on the acquisition 
date, it sold all of its assets to an 
unrelated person in the deemed sale. 
See § 1.338-2(d)(l). For example, sec
tion 267 does not apply to loss 
recognized on the deemed sale. 

(4) Classes of assets. The four 
classes of assets are defined In 

§ 1.338(b )-2T(b). 
(c) Deemed sale of target affiliate 

stock-( 1) In general. This paragraph 
(c) prescribes rules relating to the 
treatment of gain or loss realized on 
the deemed sale of stock of a target 
affiliate where a section 338 election 
(but not a section 338(h)( 10) election) 
is made for the target affiliate. For 
purposes of this paragraph (c), the 
definition of domestic corporation in 
§1.338-1(c)(5) is applied without the 
exclusion therein for DISCs, corpora
tions described in section 1248( e), and 
corporations to which an election under 
section 936 applies. 

(2) General rule. Except as other
wise provided in this paragraph (c), if a 
section 338 election is made for target, 
no gain or loss is recognized by target 
on the deemed sale of stock of a target 
affiliate having the same acquisition 
date and for which a section 338 
election is made if-

(i) Target directly owns stock in the 
target affiliate satisfying the require
ments of section 1504(a)(2); 

(ii) Target and the target affiliate are 
members of a consolidated group filing 
a final consolidated return described in 
§1.338-1(e)(l); or 

(iii) Target and the target affiliate 
file a combined return under § 1.338-
1(e)(4). 

(3) Deemed sale of foreign target 
affiliate by a domestic target. Gain or 
loss is recognized by a domestic target 
on the deemed sale of stock of a 
foreign target affiliate. For the proper 
treatment of such gain or loss, see, e.g., 
sections 1246, 1248, 1291 et seq., and 
338(h)(l6) and §1.338-5. 

(4) Deemed sale producing effec
tively connected income. Gain or loss is 
recognized by a foreign target on the 
deemed sale of stock of a foreign target 
affiliate to the extent that such gain or 
loss is effectively connected (or treated 
as effectively connected) with the 
conduct of a trade or business in the 
United States. 

(5) Deemed sale of insurance com
pan.v target affiliate electing under 

section 953(d). Gain (but not loss) is 
recognized by a domestic target on the 
deemed sale of stock of a target af
filiate that has in effect an election 
under section 953(d) in an amount 
equal to the lesser of th.e gain r~aliz~d 
or the earnings and profIts descnbed In 

section 953(d)(4)(B). 

(6) Deemed sale of DISC target 
affiliate. Gain (but not loss) is recog
nized by a foreign or domestic target 
on the deemed sale of stock of a target 
affiliate that is a DISC or a former 
DISC (as defined in section 992(a» in 
an amount equal to the lesser of the 
gain realized or the amount of accumu
lated DISC income determined with 
respect to such stock under section 
995(c). Such gain is included in gross 
income as a dividend as provided in 
sections 995(c)(2) and 996(g). 

(7) Anti-stuffing rule. If an asset the 
adjusted basis of which exceeds its fair 
market value is contributed or trans
ferred to a target affiliate as transferred 
basis property (within the meaning of 
section 7701(a)(43» and a purpose of 
such transaction is to reduce the gain 
(or increase the loss) recognized on the 
deemed sale of such target affiliate's 
stock, the gain or loss recognized by 
target on the deemed sale of stock of 
the target affiliate is determined as if 
such asset had not been contributed or 
transferred. 

(8) Examples. This paragraph (c) 
may be illustrated by the following 
examples: 

Example 1. (a) P makes a qualified stock 
purchase of T and makes a section 338 election 
for T. T's sole asset, all of the Tl stock, has a 
basis of $50 and a fair market value of $150. T's 
deemed purchase of the T 1 stock results in a 
qualified stock purchase of Tl and a section 338 
election is made for Tl. Tl's assets have a basis 
of $50 and a fair market value of $150. 

(b) T realizes $100 of gain on the deemed sale 
of the Tl stock, but the gain is not recognized 
because T directly owns stock in Tl satisfying 
the requirements of section 1504(a)(2) and a 
section 338 election is made for Tl. 

(c) Tl recognizes gain of $100 on the deemed 
sale of its assets. 

Example 2. The facts are the same as in 
Example 1. except that P does not make a 
section 338 election for Tl. Because a section 
338 election is not made for Tl, the $100 gain 
realized by T on the deemed sale of the Tl stock 
is recognized. 

Example 3. (a) P makes a qualified stock 
purchase of T and makes a section 338 election 
for T. T owns all of the stock of Tl and T2. T's 
deemed purchase of the T 1 and T2 stock results 
in a qualified stock purchase of Tl and T2 and a 
section 338 election is made for Tl and T2. Tl 
and T2 each own 50% of the vote and value of 



T3 stock. The deemed purchases by TI and T2 
of the T3 stock result in a qualified stock 
purchase of T3 and a section 338 election is 
made for T3. T is the common parent of a 
consolidated group and all of the deemed sales 
are reported on the T group's final consolidated 
return. See §1.338-I(e)(1). 

(b) Because T, Tl, T2 and T3 are members of 
a consolidated group filing a final consolidated 
return, no gain or loss is recognized by T, TI or 
T2 on their respective deemed sales of target 
affiliate stock. 

Example 4. (a) T's sole asset, all of the FTl 
stock, has a basis of $25 and a fair market value 
of $150. Ff I' s sole asset, all of the Ff2 stock, 
has a basis of $75 and a fair market value of 
$150. Ff I and Ff2 each have $50 of accumu
lated earnings and profits for purposes of section 
1248(c) and (d). Ff2's assets have a basis of 
$125 and a fair market value of $150, and their 
sale would not generate subpart F income under 
section 951. The sale of the Ff2 stock or assets 
would not generate income effectively connected 
with the conduct of a trade or business within 
the United States. Ffl does not have an election 
in effect under section 953(d) and neither Ffl 
nor FT2 is a passive foreign investment 
company. 

(b) P makes a qualified stock purchase of T 
and makes a section 338 election for T. T's 
deemed purchase of the Ffl stock results in a 
qualified stock purchase of Ffl and a section 
338 election is made for Ffl. Similarly, Ffl's 
deemed purchase of the Ff2 stock results in a 
qualified stock purchase of Ff2 and a section 
338 election is made for Ff2. 

(c) T recognizes $125 of gain on the deemed 
sale of the Ffl stock under paragraph (c)(3) of 
this section. Ffl's $75 of gain on the deemed 
sale of the Ff2 stock is not recognized under 
paragraph (c)(2) of this section. Ff2 recognizes 
$25 of gain on the deemed sale of its assets. The 
$125 gain T recognizes on the deemed sale of 
the Ffl stock is included in T's income as a 
dividend under section 1248, because Ffl and 
Ff2 have sufficient earnings and profits for full 
recharacterization ($50 of accumulated earnings 
and profits in Ff I, $50 of accumulated earnings 
and profits in Ff2, and $25 of deemed sale 
earnings and profits in Ff2). § 1.338-5(b). For 
purposes of sections 901 through 908, the source 
and foreign tax credit limitation basket of $25 of 
the recharacterized gain on the deemed sale of 
the Ffl stock is determined under section 
338(h)(I6). 

(d) Determination of ADSP-(1) 
General rule. The ADSP is the sum 
of-

(i) The grossed-up basis of the pur
chasing corporation's recently pur
chased target stock (as defined in 
section 338(b)(6)(A»; 

(ii) The liabilities of new target 
(including any tax liabilities resulting 
from the deemed sale); and 

(iii) Other relevant items. 

(2) Grossed-up basis of the purchas
ing corporation's recently purchased 
target stock. The grossed-up basis of 
the purchasing corporation's recently 
purchased target stock is an amount 

equal to the purchasing corporation's 
basis in recently purchased target stock, 
divided by the percentage of target 
stock (by value) attributable to that 
recently purchased target stock. If 
target has a single class of outstanding 
stock, the grossed-up basis of the 
purchasing corporation's recently pur
chased target stock reflects the total 
price the purchasing corporation would 
have paid for all outstanding target 
stock had it purchased all such stock 
for a price per share equal to the 
average price per share that it paid for 
the recently purchased target stock. 

(3) Liabilities. Liabilities taken into 
account are the liabilities of new target 
described in §1.338(b)-1(f). The 
amount of the liabilities of new target 
taken into account to calculate ADSP is 
determined as if old target had sold its 
assets to an unrelated person for 
consideration that included the lia
bilities. Thus, the ADSP takes into 
account both tax credit recapture lia
bility arising by reason of the deemed 
sale and the tax liability on deemed 
sale gain. The ADSP reflects the fact 
that deemed sale gain (loss) both 
increases (decreases) the ADSP by 
creating (reducing) a tax liability and is 
computed by reference to the ADSP. 

(4) Other relevant items. Other rele
vant items include reductions for ac
quisition costs of the purchasing corpo
ration incurred in connection with the 
qualified stock purchase that are cap
italized in the basis of recently pur
chased target stock (e.g., brokerage 
commissions and any similar costs paid 
by the purchasing corporation to ac
quire target stock). 

(5) Calculation of deemed sale gain 
and loss. Deemed sale gain on each 
asset is computed by reference to the 
ADSP. In certain cases, the determina
tion of the tax liability resulting from 
the deemed sale and therefore the 
determination of the ADSP may require 
trial and error computations. 

(6) Other rules apply in determining 
ADSP. The ADSP may not be applied 
in such a way as to contravene other 
applicable rules. For example, a capital 
loss cannot be applied to reduce 
ordinary income in calculating the tax 
liability on the deemed sale for pur
poses of determining the ADSP. 

(7) Cross-reference. See § l.338(b)-
3T(h) for adjustments to ADSP because 
of events occurring after the acquisition 
date and §1.338(h)(lO)-1(f) for the 
determination of modified ADSP. 
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(8) Examples. (i) For purposes of the 
examples in this paragraph (d)(8), 
unless otherwise stated, T is a calendar 
year taxpayer that files separate returns 
and that has no loss, tax credit, or other 
carryovers to Year I. Depreciation for 
Year 1 is not taken into account. T has 
no liabilities other than a federal 
income tax liability resulting from the 
deemed sale of assets, and T has no 
other relevant items. Assume that T's 
tax rate for any ordinary income or net 
capital gain resulting from the deemed 
sale of assets is 34 percent and that any 
capital loss is offset by capital gain. On 
July 1 of Year 1, P purchases all of the 
stock of T and makes a section 338 
election for T. 

(ii) This paragraph (d) may be illus
trated by the following examples: 

Example 1. One class. (a) On July I of Year 
I, T's only asset is an item of section 1245 
property with an adjusted basis to T of $50,400, 
a recomputed basis of $80,000, and a fair market 
value of $100,000. P purchases all of the T stock 
for $75,000. 

(b) The ADSP may be determined as follows. 
(In the formula below, G is the grossed-up basis 
in P's recently purchased T stock, L is T's 
liabilities other than T's tax liabilities for 
deemed sale gain determined by reference to the 
ADSP, T R is the applicable tax rate, and B is the 
adjusted basis of the asset deemed sold.) 

ADSP = G + L + TR X (ADSP - B) 

ADSP = ($75,00011) + $0 + .34 X 

(ADSP - $50,400) 

ADSP = $75,000 + .34ADSP - $17,136 

.66ADSP = $57,864 

ADSP = $87,672.72 

(c) Because the ADSP for T ($87,672.72) 
does not exceed the fair market value of T's 
asset ($100,000), a Class 111 asset, T's entire 
ADSP is allocated to that asset. Thus, T has 
deemed sale gain of $37,272.72 (consisting of 
$29,600 of ordinary income and $7,672.72 of 
capital gain). 

(d) The facts are the same as in paragraph (a) 
of this Example 1, except that on July I of Year 
I, P purchases only 80 of the 100 shares of T 
stock for $60,000. The grossed-up basis in P's 
recently purchased T stock (G) is $75,000 
($60,0001.8). Consequently, the ADSP and 
deemed sale gain are the same as in paragraphs 
(b) and (c) of this Example 1. 

(e) The facts are the same as in paragraph (a) 
of this Example 1. except that T aho has 
goodwill (a Class IV asset) with an appraised 
value of $10,000. The results are the same as in 
paragraphs (b) and (c) of this Example 1. 
Because the ADSP does not exceed the fair 
market value of the Class 111 asset, no amount is 
allocated to goodwill. 

Example 2. More (hall olle class. (a) P 
purchases all of the T stock for $140.000. On 
July I of Year I. T has liabilities (not Including 
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the tax liability for deemed sale gain on its assets) of $50,000, cash (a Class I asset) of $10,000, readily marketable securities (a Class II asset) with a 
basis of $4,000 and fair market value of $10,000, goodwill (a Class IV asset) with a basis of $3,000, and the following Class III assets: 

Asset Basis FMV Ratio 

1. Land $ 5,000 $ 35,000 .14 

2. Inventory 10,000 50,000 .20 

3. Equipment A 5,000 90,000 .36 
(recomputed basis $80,000) 

4. Equipment B 10,000 75,000 .30 
(recomputed basis $20,000) 

Totals $30,000 $250,000 \.00 

(b) The ADSP exceeds $20,000. Thus, $10,000 of the ADSP is allocated to the cash and $10,000 to the marketable securities. Except as provided in 
section 7701 (g), the amount allocated to an asset (other than a Class IV asset) cannot exceed its fair market value. See § 1.338(b )-2T(c)(I) (relating to fair 
market value limitation). 

(c) The portion of the ADSP allocable to the Class III assets is preliminarily determined as follows. (In the formula, the amount allocated to the Class I 
assets is referred to as I and the amount allocated to the Class II assets as II.) 

ADS Pm = (G - (l + II» + L + T R x [(II - Bn) + (ADSPm - Bm») 

ADS Pm = ($140,000 - ($10,000 + $10,000» + $50,000 + .34 x [($10,000 - $4,000) + (ADSPm - ($5,000 + $10,000 + $5,000 + $10,000») 

ADSPm = $161,840 + .34ADSPm 

.66ADSPm = $161,840 

ADSPm = $245,212.12 

(d) Because, under the preliminary calculation of the ADSP, the amount to be allocated to Class l, II, and III assets does not exceed their aggregate fair 
market value, no ADSP amount is allocated to the goodwill. Accordingly, the deemed sale of the goodwill results in a capital loss of $3,000. The portion 
of the ADSP allocable to the Class III assets is finally determined by taking into account this loss as follows: 

ADSPm = (G - (I + II» + L + TR x [(II - Bn) + (ADS Pm - Bm) + (ADSP,y - B,y») 

ADS Pm = ($140,000 - ($10,000 + $10,000» + $50,000 + .34 x [($10,000 - $4,000) + (ADSPm - $30,000) + (0 - $3,000») 

ADSPm = $160,820 + .34ADSPm 

.66ADSPm = $160,820 

ADS Pm = $243,666.67 

(e) The allocation of ADS Pm among the Class III assets is in proportion to their fair market values, as follows: 

Asset ADSP Gain 

1. Land $ 34,113.33 $29,113.33 

2. Inventory 
(capital gain) 

48,733.34 38,733.34 

3. Equipment A 
(ordinary income) 

87,720.00 82,720.00 

4. Equipment B 73,100.00 
(75,000 ordinary income 7,720 capital gain) 

63,100.00 

Totals $ 243,666.67 
(10,000 ordinary income 53,100 capital gain) 

$213,666.67 

Example 3. More than one class. (a) The facts are the same as in Example 2, except that P purchases the T stock for $150,000, rather than $140,000. 

(b) As in Example 2, the ADSP exceeds $20,000. Thus, $10,000 of the ADSP is allocated to the cash and $10,000 to the marketable securities. 

(c) The portion of the ADSP allocable to the Class III assets as preliminarily determined under the formula set forth in paragraph (c) of Example 2 is 
$260,363.64. The amount allocated to the Class III assets cannot exceed their aggregate fair market value ($250,000). Thus, preliminarily the ADSP 
amount allocated to Class III assets is $250,000. ' 

(1)( ~ Based on this preliminary allocation, the ADSP is determined as follows. (In the formula, the amount allocated to the Class I assets is referred to 
as . t e amount allocated to the Class II assets as II, and the amount allocated to the Class III assets as Ill.) 

ADSP = G + L + TR x [(\1 - Bn) + (III - Bm) + (ADSP - (I + II + III + B,y»] 

ADSP = $150,000 + $50,000 + .34 x [($10,000 - $4,000) + ($250,000 - $30,000) + (ADSP - ($10,000 + $10,000 + $250,000 + $3,000») 

ADSP = $200.000 + .34ADSP - $15,980 

.66ADSP = $184,020 

ADSP = $278,818.18 
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(2) Because the ADSP as determined exceeds 
the aggregate fair market value of the Class I. II, 
and III assets, the $250.000 amount preliminarily 
allocated to Class III assets is appropriate. Thus. 
the amount of the ADSP allocated to Class III 
assets equals their aggregate fair market value 
($250,000), and the allocated ADSP amount for 
each Class III asset is its fair market value. 
Further, the allocable ADSP amount for the 
Class IV asset (goodwill) is $8,818.18 (the 
excess of the ADSP over the aggregate allocable 
ADSP amounts for the Class I. II. and III assets). 

Example 4. Amount allocated to T1 stock. (a) 
The facts are the same as in Example 2, except 
that T owns all of the TI stock (instead of the 
inventory). and TI's only asset is the inventory. 
The TI stock and inventory each have a fair 
market value of $50.000. and the inventory has a 
basis of $10.000. A section 338 election is made 
for TI (as well as T), and TI has no liabilities 
other than a tax liability resulting from the 
deemed sale gain. Under paragraph (c) of this 
section. T recognizes no gain or loss on its 
deemed sale of TI stock. 

(b) The ADSP exceeds $20.000. Thus. 
$10.000 of the ADSP is allocated to the cash and 
$10.000 to the marketable securities. 

(c) TI stock is purchased in the deemed sale 
of T assets. T does not recognize any gain on the 
deemed sale of the TI stock under paragraph (c) 
of this section. and a section 338 election is 
made for Tl. Thus. under paragraph (b)(2) of 
this section. in determining the allocation of 
ADSP among T's Class III assets. including the 
TI stock. appropriate adjustments must be made 
to reflect accurately the fair market value of the 
T and TI assets. In preliminarily calculating 
ADS Pm in this case. the TI stock can be 
disregarded and. because T owns all of the TI 
stock. the T I asset can be treated as a T asset. 
Under this assumption. ADSPm is $243.666.67. 
See paragraph (d) of Example 2. 

(d) Because the portion of the preliminary 
ADSP allocable to Class III assets ($243.666.67) 
does not exceed their aggregate fair market value 
($250.000). no amount is allocated to Class IV 
assets for T. Further. this amount is allocated 
among T's Class III assets in proportion to their 
fair market values. See paragraph (e) of Example 
2. Tentatively. $48.733.34 of this amount is 
allocated to the T I stock. 

(e) The amount tentatively allocated to the TI 
stock. however. reflects the tax incurred on the 
deemed sale of the TI asset eq ual to $13.169.34 
(.34 X ($48.733.34 - $10.000». Thus. the ADSP 
allocable to the Class III assets of T. and the 
allocable ADSP amount for the TI stock. as 
preliminarily calculated. each must be reduced 
by $13.169.34. Consequently. these amounts. 
respectively. are $230,497.33 and $35.564.00. In 
determining the ADSP for TI. the grossed-up 
basis of T's recently purchased TI stock is 
$35.564.00. 

(f) The facts are the same as in paragraph (a) 
of this Example 5, except that the TI inventory 
has a $12.500 basis and $62,500 value. the TI 
stock has a $62.500 value. and Towns 80% of 
the TI stock. In preliminarily calculating 
ADS Pm. the TI stock can be disregarded but, 
because T owns only 80% of the TI stock, only 
80% of TI asset basis and value should be taken 
into account in calculating T's ADSP. By taking 
into account 80% of these amounts. the remain
ing calculations and results are the same as in 
paragraphs (b). (c), (d), and (e) of this Example 
5, except that the grossed-up basis in T's 

recently purchased TI stock is $44.455.00 
($35,564.00/0.8). 

§],338-4 Asset and stock consistency. 

(a) Introduction-(l) Overview. This 
section implements the consistency 
rules of sections 338(e) and (f). Under 
this section, no election under section 
338 is deemed made or required with 
respect to target or any target affiliate. 
Instead, the person acquiring an asset 
may have a carryover basis in the asset. 

(2) General application. The consis
tency rules generally apply if the 
purchasing corporation acquires an as
set directly from target during the 
target consistency period and target is a 
subsidiary in a consolidated group. In 
such a case, gain from the sale of the 
asset is reflected under the investment 
adjustment provisions of the consoli
dated return regulations in the basis of 
target stock and may reduce gain from 
the sale of the stock. See § l.l502-32 
(investment adjustment provisions). 
Under the consistency rules, the pur
chasing corporation generally takes a 
carryover basis in the asset, unless a 
section 338 election is made for target. 
Similar rules apply if the purchasing 
corporation acquires an asset directly 
from a lower-tier target affiliate if gain 
from the sale is reflected under the 
investment adjustment provisions in the 
basis of target stock. 

(3) Extensions of the general rules. 
If an arrangement exists, paragraph (f) 
of this section generally extends the 
carryover basis rule to certain cases in 
which the purchasing corporation ac
quires assets indirectly from target (or 
a lower-tier target affiliate). To prevent 
avoidance of the consistency rules, 
paragraph (j) of this section also may 
extend the consistency period or the 
l2-month acquisition period and may 
disregard the presence of conduits. 

(4) Application where certain divi
dends are paid. Paragraph (g) of this 
section extends the carryover basis rule 
to certain cases in which dividends are 
paid to a corporation that is not a 
member of the same consolidated group 
as the distributing corporation. Gener
ally, this rule applies where a 100 
percent dividends received deduction is 
used in conjunction with asset disposi
tions to achieve an effect similar to that 
available under the investment adjust
ment provisions of the consolidated 
return regulations. 

(5) Application to foreign target af
filiates. Section 1.338-4T(h) extends 
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the carryover basis rule to certain cases 
involving target affiliates that are con
trolled foreign corporations. 

(6) Stock consistenc."..,.. This section 
limits the application of the stock 
consistency rules to cases in which the 
rules are necessary to prevent avoid
ance of the asset consistency rules. 
Following the general treatment of a 
section 338(h)(lO) election, a sale of a 
corporation's stock is treated as a sale 
of the corporation's assets if a section 
338(h)(lO) election is made. Because 
gain from this asset sale may be 
reflected in the basis of the stock of a 
higher-tier target, the carryover basis 
rule may apply to the assets. 

(b) Consistency for direct acquisi
tions-( I) General rule. The basis rules 
of paragraph (d) of this section apply 
to an asset if-

(i) The asset is disposed of during 
the target consistency period; 

(ii) The basis of target stock, as of 
the target acquisition date, reflects gain 
from the disposition of the asset (see 
paragraph (c) of this section); and 

(iii) The asset is owned, immediately 
after its acquisition and on the target 
acquisition date, by a corporation that 
acquires stock of target in the qualified 
stock purchase (or by an affiliate of an 
acquiring corporation). 

(2) Section 338(h)( 10) elections. For 
purposes of this section, if a section 
338(h)( I 0) election is made for a 
corporation acquired in a qualified 
stock purchase-

(i) The acquisition is treated as an 
acquisition of the corporation's assets 
(see §1.338(h)(IO)-I); and 

(ii) The corporation is not treated as 
target. 

(c) Gain from disposition reflected 
in basis of target stock. For purposes of 
this section: 

(I) General rule. Gain from the 
disposition of an asset is reflected in 
the basis of a corporation's stock if the 
gain is taken into account under 
§ l.l502-32, directly or indirectly, in 
determining the basis of the stock, after 
applying section 1503(e) and other pro
visions of the Internal Revenue Code. 

(2) Gain not reflected if section 338 
election made for target. Gain from the 
disposition of an asset that is otherwise 
reflected in the basis of target stock as 
of the target acquisition date is not 
considered reflected in the basis of 
target stock if a section 338 election is 
made for target. 
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(3) Gain reflected by reason of 
distributions. Gain from the disposition 
of an asset is not considered reflected 
in the basis of target stock merely by 
reason of the receipt of a distribution 
from a target affiliate that is not a 
member of the same consolidated group 
as the distributee. See paragraph (g) of 
this section for the treatment of divi
dends eligible for a 100 percent divi
dends received deduction. 

(4) Controlled foreign corporations. 
For a limitation applicable to gain of a 
target affiliate that is a controlled 
foreign corporation, see § I.338-4T
(h)(2). 

(5) Gain recognized outside the con
solidated group. Gain from the disposi
tion of an asset by a person other than 
target or a target affiliate is not re
flected in the basis of a corporation's 
stock unless the person is a conduit, as 
defined in paragraph G)(4) of this 
section. 

(d) Basis of acquired assets-(l) 
Carryover basis rule. If this paragraph 
(d) applies to an asset, the asset's basis 
immediately after its acquisition is, for 
all purposes of the Internal Revenue 
Code, its adjusted basis immediately 
before its disposition. 

(2) Exceptions to carryover basis 
rule for certain assets. The carryover 
basis rule of paragraph (d)(l) of this 
section does not apply to the following 
assets-
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(i) Any asset disposed of in the 
ordinary course of a trade or business 
(see section 338(e)(2)(A)); 

(ii) Any asset the basis of which is 
determined wholly by reference to the 
adjusted basis of the asset in the hands 
of the person that disposed of the asset 
(see section 338(e)(2)(B)); 

(iii) Any debt or equity instrument 
issued by target or a target affiliate (see 
§ I.338-4T(h)(3) for an exception relat
ing to the stock of a target affiliate that 
is a controlled foreign corporation); 

(iv) Any asset the basis of which 
immediately after its acquisition would 
otherwise be less than its adjusted basis 
immediately before its disposition; and 

(v) Any asset identified by the Inter
nal Revenue Service in a revenue 
ruling or revenue procedure. 

(3) Exception to carryover basis rule 
for de minimis assets. The carryover 
basis rules of this section do not apply 
to an asset if the asset is not disposed 
of as part of the same arrangement as 
the acquisition of target and the aggre
gate amount realized for all assets 
otherwise subject to the carryover basis 
rules of this section does not exceed 
$250,000. 

(4) Mitigation rule-(i) General 
rule. If the carryover basis rules of this 
section apply to an asset and the asset 
is transferred to a domestic corporation 
in a transaction to which section 351 

B 
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applies or as a contribution to capital 
and no gain is recognized, the trans
feror's basis in the stock of the trans
feree (but not the transferee's basis in 
the asset) is determined without taking 
into account the carryover basis rules 
of this section. 

(ii) Time for transfer. This paragraph 
(d)(4) applies only if the asset is 
transferred before the due date (includ
ing extensions) for the transferor's in
come tax return for the year that in
cludes the last date for which a section 
338 election may be made for target. 

(e) Examples-(l) In general. For 
purposes of the examples in this 
section, unless otherwise stated, the 
basis of each asset is the same for 
determining earnings and profits and 
taxable income, the exceptions to para
graph (d)(l) of this section do not 
apply, the taxable year of all persons is 
the calendar year, and the following 
facts apply: S is the common parent of 
a consolidated group that includes T, 
Tl, T2, and T3; S owns all of the stock 
of T and T3; and T owns all of the 
stock of Tl, which owns all of the 
stock of T2. B is unrelated to the S 
group and owns all of the stock of P, 
which owns all of the stock of PI. Y 
and Yl are partnerships that are un
related to the S group but may be 
related to the P group. Z is a corpo
ration that is not related to any of the 
other parties. 
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(2) Direct acquisitions. Paragraphs 
~b), (c), and (d) of this section may be 
Illustrated by the following examples: 

Example 1. Asset acquired from target by 
purchasing corporation. (a) On February I of 
Year I, T sells an asset to PI and recognizes 
gain. T's gain from the disposition of the asset is 
taken into account under § 1.1502-32 in deter
mining 5's basis in the T stock. On January I of 
Year 2, PI makes a qualified stock purchase of T 
from 5. No section 338 election is made for T. 

(b) T disposed of the asset during its consis
tency period, gain from the asset disposition is 
reflected in the basis of the T stock as of T's 
acquisition date (January I of Year 2), and the 
asset is owned both immediately after the asset 
disposition (February I of Year I) and on T's 
acquisition date by PI, the corporation that 
acquired T stock in the qualified stock purchase. 
Consequently, under paragraph (b) of this sec
tion, paragraph (d)(l) of this section applies to 
the asset and PI's basis in the asset is T's 
adjusted basis in the asset immediately before the 
sale to PI. 

Example 2. Gain from section 338(h)( 10) 
election reflected in stock basis. (a) On February 
I of Year I, PI makes a qualified stock purchase 
of T2 from TI. A section 338(h)(lO) election is 
made for T2 and T2 recognizes gain on each of 
its assets. T2' s gain is taken into account under 
§1.1502-32 in determining 5's basis in the T 
stock. On January I of Year 2, PI makes a 
qualified stock purchase of T from 5. No section 
338 election is made for T. 

(b) Under paragraph (b)(2) of this section, the 
acquisition of the T2 stock is treated as an 
acquisition of T2's assets on February I of Year 
I, because a section 338(h)( I 0) election is made 
for T2. The gain recognized by T2 under section 
338(h)(lO) is reflected in 5' s basis in the T stock 
as of T's acquisition date. Because the other 
requirements of paragraph (b) of this section are 
satisfied, paragraph (d)(l) of this section applies 
to the assets and new T2' s basis in its assets is 
old T2's adjusted basis in the assets immediately 
before the disposition. 

Example 3. Corporation owning asset ceases 
affiliation with corporation purchasing target 
before target acquisition date. (a) On February I 
of Year I, T sells an asset to P I and recognizes 
gain. On December I of Year I, P disposes of all 
of the PI stock while PI still owns the asset. On 
January I of Year 2, P makes a qualified stock 
purchase of T from 5. No section 338 election is 
made for T. 

(b) Immediately after T's disposition of the 
asset, the asset is owned by PI which is 
affiliated on that date with p, the corporation that 
acquired T stock in the qualified stock purchase. 
However, the asset is owned by a corporation 
(PI) that is no longer affiliated with P on T's 
acquisition date. Although the other requirements 
of paragraph (b) of this section are satisfied, the 
requirements of paragraph (b)(l )(iii) of this 
section are not satisfied. Consequently, the basis 
rules of paragraph (d) of this section do not 
apply to the asset by reason of PI's acquisition. 

(c) If P acquires all of the Z stock and PI 
transfers the asset to Z on or before T's 
acquisition date (January I of Year 2), the asset 
is owned by an affiliate of P both on February I 
of Year I (PI) and on January I of Year 2 (Z). 
Consequently, all of the requirements of para
graph (b) of this section are satisfied and 

paragraph (d)( I) of this section applies to the 
asset and PI's basis in the asset is T's adjusted 
basIs in the asset immediately before the sale to 
PI. 

Example 4. Gain reflected in stock basis 
notwithstanding offsetting loss or distribution. (a) 
On April I of Year I, T sells an asset to PI and 
recognizes gain. In Year I, T distributes an 
amount equal to the gain. On March I of Year 2, 
P makes a qualified stock purchase of T from 5. 
No section 338 election is made for T. 

(b) Although, as a result of the distribution 
there is no adjustment with respect to the T stock 
under § 1.1502-32 for Year I, T's gain from the 
disposition of the asset is considered reflected in 
5' s basis in the T stock. The gain is considered 
to have been taken into account under § 1.1502-
32 in determining the adjustments to 5's basis in 
the T stock because 5' s basis in the T stock is 
different from what it would have been had there 
been no gain. 

(c) If T distributes an amount equal to the 
gain on February I of Year 2, rather than in 
Year I, the results would be the same because 
5's basis in the T stock is different from what it 
would have been had there been no gain. If the 
distribution in Year 2 is by reason of an election 
under § \.1502-32(0(2), the results would be the 
same. 

(d) If, in Year I, T does not make a 
distribution and the S group does not file a 
consolidated return, but, in Year 2, the 5 group 
does file a consolidated return and makes an 
election under § 1.1502-32(f)(2) for T, the results 
would be the same. 5's basis in the T stock is 
different from what it would have been had there 
been no gain. Paragraph (c)(3) of this section 
(gain not considered reflected by reason of 
distributions) does not apply to the deemed 
distribution under the election because 5 and T 
are members of the same consolidated group. If 
T distributes an amount equal to the gain in Year 
2 and no election is made under § 1.1502-
32(f)(2), the results would be the same. 

(e) If, in Year I, T incurs an unrelated loss in 
an amount equal to the gain, rather than dis
tributing an amount equal to the gain, the results 
would be the same because the gain is taken into 
account under § 1.1502-32 in determining 5's 
basis in the T stock. 

Example 5. Gain of a target affiliate reflected 
in stock basis after corporate reorganization. (a) 
On February I of Year I, T3 sells an asset to PI 
and recognizes gain. On March I of Year I, 5 
contributes the T3 stock to T in a transaction 
qualifying under section 351. On January 15 of 
Year 2, PI makes a qualified stock purchase of T 
from 5. No section 338 election is made for T. 

(b) T3's gain from the asset sale is taken into 
account under §1.1502-32 in determining 5's 
basis in the T3 stock. Under section 358, the 
gain that is taken into account under § \.1502-32 
in determining 5's basis in the T3 stock is also 
taken into account in determining 5's basis in the 
T stock following 5's contribution of the T3 
stock to T. Consequently, under paragraph (b) of 
this section, paragraph (d)(l) of this section 
applies to the asset and PI's basis in the asset is 
T3's adjusted basis in the asset immediately 
before the sale to PI. 

(c) If on March I of Year I, rather than 5 
contributing the T3 stock to T, 5 causes T3 to 
merge into T in a transaction qualifying under 
section 368(a)( I )(D), the results would be the 
same. 
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Example 6. Gain not reflected if election under 
section 338 made. (a) On February I of Year I. 
TI sells an asset to PI and recognizes gain. On 
January I of Year 2, PI makes a qualified stock 
purchase of TI from T. A section 338 election 
(but not a section 338(h)( 10) election) is made 
for TI. 

(b) Under paragraph (c)(2) of this section, 
because a section 338 election is made for T I, 
T's basis in the T1 stock is considered not to 
reflect gain from the disposition. Consequently, 
the requirement of paragraph (b)( I )(ii) of this 
section is not satisfied. Thus, PI's basis in the 
asset is not determined under paragraph (d) of 
this section. Although the section 338 election 
for T I results in a qualified stock purchase of 
T2, the requirement of paragraph (b)(l)(ii) of 
this section is not satisfied with respect to T2, 
whether or not a section 338 election is made for 
T2. 

(c) If, on January I of Year 2, PI makes a 
qualified stock purchase of T from 5 and a 
section 338 election for T, rather than TI, 5's 
basis in the T stock is considered not to reflect 
gain from TI 's disposition of the asset. However, 
the section 338 election for T results in a 
qualified stock purchase of T I. Because the gain 
is reflected in T's basis in the TI stock, the 
requirements of paragraph (b) of this section are 
satisfied. Consequently, PI's basis in the asset is 
determined under paragraph (d)(l) of this section 
unless a section 338 election is also made for T I. 

(f) Extension of consistency to indi
rect acquisitions-( 1) Introduction, If 
an arrangement exists (see paragraph 
(j)(5) of this section), this paragraph (f) 
generally extends the consistency rules 
to indirect acquisitions that have the 
same effect as direct acquisitions. For 
example, this paragraph (f) applies if, 
pursuant to an arrangement, target sells 
an asset to an unrelated person who 
then sells the asset to the purchasing 
corporation. 

(2) General rule. This paragraph (f) 
applies to an asset if, pursuant to an 
arrangement-

(i) The asset is disposed of during 
the target consistency period; 

(ii) The basis of target stock as of, 
or at any time before, the target 
acquisition date reflects gain from the 
disposition of the asset; and 

(iii) The asset ownership require
ments of paragraph (b)( 1 )(iii) of this 
section are not satisfied, but the asset is 
owned, at any time during the portion 
of the target consistency period follow
ing the target acquisition date, by-

(A) A corporation-

(1) The basis of whose stock, as of, 
or at any time before, the target 
acquisition date, reflects gain from the 
disposition of the asset; and 

(2) That is affiliated, at any time 
during the target consistency period, 
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with a corporation that acquires stock 
of target in the qualified stock pur
chase; or 

(B) A corporation that at the time it 
owns the asset is affiliated with a 
corporation described in paragraph 
(f)(2)(iii)(A) of this section. 

(3) Basis of acquired assets. If this 
paragraph (f) applies to an asset, the 
principles of the basis rules of para
graph (d) of this section apply to the 
asset as of the date, following the 
disposition with respect to which gain 
is reflected in the basis of target's 
stock, that the asset is first owned by a 
corporation described in paragraph 
(f)(2)(iii) of this section. If the princi
ples of the carryover basis rule of 
paragraph (d)(l) of this section apply 
to an asset, the asset's basis also is 
reduced (but not below zero) by the 
amount of any reduction in its basis 
occurring after the disposition with 
respect to which gain is reflected in the 
basis of target's stock. 

(4) Examples. This 
may be illustrated by 
examples: 

paragraph (f) 
the following 

Example 1. Acquisition of asset from unrelated 
party by purchasing corporation. (a) On Febru
ary I of Year 1. T sells an asset to Z and 
recognizes gain. On February 15 of Year 1. PI 
makes a qualified stock purchase of T from S. 
No section 338 election is made for T. PI buys 
the asset from Z on March I of Year I, before Z 
has reduced the basis of the asset through 
depreciation or otherwise. 

(b) Paragraph (b) of this section does not 
apply to the asset because the asset ownership 
requirements of paragraph (b)( I )(iii) of this 
section are not satisfied. However, the asset 
ownership requirements of paragraph (f)(2)(iii) 
of this section are satisfied because, during the 
portion of T's consistency period following T's 
acquisition date, the asset is owned by PI while 
it is affiliated with T. Consequently, paragraph 
(f) of this section applies to the asset if there is 
an arrangement for T to dispose of the asset 
during T's consistency period, for the gain to be 
reflected in S's basis in the T stock as of T's 
acquisition date, and for PI to own the asset 
during the portion of T's consistency period 
following T's acquisition date. If the arrange
ment exists, under paragraph (f)(3) of this 
section. PI's basis in the asset is determined as 
of March I of Year I, under the principles of 
paragraph (d) of this section. Consequently, PI's 
basis in the asset is T's adjusted basis in the 
asset immediately before the sale to Z. 

(c) If PI acquires the asset from Z on January 
15 of Year 2 (rather than on March I of Year I). 
and Z's basis in the asset has been reduced 
through depreciation at the time of the acquisi
tion. PI' s basis in the asset as of January 15 of 
Year 2 would be T's adjusted basis in the asset 
immediately before the sale to Z, reduced (but 
not be low zero) by the amount of the deprecia
tion. Z's basis and depreciation are determined 
without taking into account the basis rules of 
paragraph (d) of this section. 

108 1994-1 C.B. 

(d) If p, rather than PI. acquires the asset 
from Z, the results would be the same. 

(e) If, on March I of Year 1. P I acquires the 
Z stock, rather than acquiring the asset from Z, 
paragraph (f) of this section would appl y to the 
asset if an arrangement exists. However, under 
paragraph (f)(3) of this section, Z's basis in the 
asset would be determined as of February I of 
Year I, the date the asset is first owned by a 
corporation (Z) described in paragraph (f)(2)(iii) 
of this section. Consequently, Z's basis in the 
asset as of February I of Year I, determined 
under the principles of paragraph (d) of this sec
tion, would be T's adjusted basis in the asset 
immediately before the sale to Z. 

Example 2. Acquisition of asset from target by 
target affiliate. (a) On February I of Year I, T 
contributes an asset to T I in a transaction 
qualifying under section 351 and in which T 
recognizes gain under section 351 (b) that is 
deferred under § 1.1502-13. On March I of Year 
1. PI makes a qualified stock purchase of T from 
S and, pursuant to § 1.1502-1 3(f), the deferred 
gain is taken into account by T immediately 
before T ceases to be a member of the S group. 
No section 338 election is made for T. 

(b) Paragraph (b) of this section does not 
apply to the asset because the asset ownership 
requirements of paragraph (b)(l)(iii) of this 
section are not satisfied. 

(c) T1 is not described in paragraph (f)(2)
(iii)(A) of this section because the basis of the 
T1 stock does not reflect gain from the 
disposition of the asset. Although, under section 
358(a)(l)(B)(ii), T's basis in the TI stock is 
increased by the amount of the gain, the gain is 
not taken into account directly or indirectly 
under § 1.1502-32 in determining T's basis in the 
TI stock. 

(d) TI is described in paragraph (f)(2)(iii)(B) 
of this section because, during the portion of T's 
consistency period following T's acquisition 
date, T1 owns the asset while it is affiliated with 
T, a corporation described in paragraph (f)(2)
(iii)(A) of this section. Consequently, paragraph 
(f) of this section applies to the asset if there is 
an arrangement. Under paragraph (j)(5) of this 
section, the fact that, at the time T I acquires the 
asset from T, T1 is related (within the meaning 
of section 267(b» to T indicates that an 
arrangement exists. 

Example 3. Acquisition of asset from target 
and indirect acquisition of target stock. (a) On 
February I of Year I, T sells an asset to P I and 
recognizes gain. On March I of Year I, Z makes 
a qualified stock purchase of T from S. No 
section 338 election is made for T. On January I 
of Year 2, PI acquires the T stock from Z other 
than in a qualified stock purchase. 

(b) The asset ownership requirements of para
graph (b)( I )(iii) of this section are not satisfied 
because the asset was never owned by Z, the 
corporation that acquired T stock in the qualified 
stock purchase (or by a corporation that was 
affiliated with Z at the time it owned the asset). 
However, because the asset is owned by PI 
while it is affiliated with T during the portion of 
T's consistency period following T's acquisition 
date, paragraph (0 of this section applies to the 
asset if there is an arrangement. If there is an 
arrangement, the principles of the carryover basis 
rule of paragraph (d)(l) of this section apply to 
determine PI's basis in the asset unless Z makes 
a section 338 election for T. See paragraph (c)(2) 
of this section. 

(c) If P I also makes a qualified stock 
purchase of T from Z, the results would be the 

same. If there is an arrangement, the principles 
of the carryover basis rule of paragraph (d)( I) of 
this section apply to determine PI's basis in the 
asset unless Z makes a section 338 election for 
T. However, these principles apply to determine 
PI's basis in the asset if PI. but not Z, makes a 
section 338 election for T. The basis of the T 
stock no longer reflects, as of T's acquisition 
date by PI, the gain from the disposition of the 
asset. 

(d) Assume Z purchases the T stock other 
than in a qualified stock purchase and PI makes 
a qualified stock purchase of T from Z. 
Paragraph (b) of this section does not apply to 
the asset because gain from the disposition of the 
asset is not reflected in the basis of T's stock as 
of T's acquisition date (January I of Year 2). 
However, because the gain is reflected in S's 
basis in the T stock before T's acquisition date 
and the asset is owned by PI while it is affiliated 
with T during the portion of T's consistency 
period following T's acquisition date, paragraph 
(f) of this section applies to the asset if there is 
an arrangement. If there is an arrangement, the 
principles of the carryover basis rule of para
graph (d)( I) of this section apply to determine 
PI's basis in the asset even if PI makes a section 
338 election for T. The basis of the T stock no 
longer reflects, as of T's acquisition date, the 
gain from the disposition of the asset. 

Example 4. Asset acquired from target affiliate 
by corporation that becomes its affiliate. (a) On 
February I of Year 1. T I sells an asset to P I and 
recognizes gain. On February IS of Year I, Z 
makes a qualified stock purchase of T from S. 
No section 338 election is made for T. On June I 
of Year I, PI acquires the TI stock from T, 
other than in a qualified stock purchase. 

(b) The asset ownership requirements of para
graph (b)(1 )(iii) of this section are not satisfied 
because the asset was never owned by Z, the 
corporation that acquired T stock in the qualified 
stock purchase (or by a corporation that was 
affiliated with Z at the time it owned the asset). 

(c) PI is not described in paragraph (f)(2)
(iii)(A) of this section because gain from the 
disposition of the asset is not reflected in the 
basis of the P I stock. 

(d) PI is described in paragraph (f)(2)(iii)(B) 
of this section because the asset is owned by PI 
while PI is affiliated with T1 during the portion 
of T's consistency period following T's acquisi
tion date. TI becomes affiliated with Z, the 
corporation that acquired T stock in the qualified 
stock purchase, during T's consistency period, 
and, as of T's acquisition date, the basis of T1 's 
stock reflects gain from the disposition of the 
asset. Consequently, paragraph (f) of this section 
applies to the asset if there is an arrangement. 

Example 5. De minimis rules. (a) On February 
I of Year I, T sells an asset to P and recognizes 
gain. On February 15 of Year I, TI sells an asset 
to Z and recognizes gain. The aggregate amount 
realized by T and T I on their respecti ve sales of 
assets is not more than $250,000. On March I of 
Year I, T3 sells an asset to P and recognizes 
gain. On April I of Year I, P makes a qualified 
stock purchase of T from S. No section 338 
election is made for T. On June I of Year I, PI 
buys from Z the asset sold by T I. 

(b) Under paragraph (b) of this section, the 
basis rules of paragraph (d) of this section apply 
to the asset sold by T. Under paragraph (0 of 
this section, the principles of the basis rules of 
paragraph (d) of this section apply to the asset 
sold by TI if there is an arrangement. Because 



T3' s gain is not reflected in the basis of the T 
stock, the basis rules of this section do not apply 
to the asset sold by T3, 

(c) The de minimis rule of paragraph (d)(3) of 
this section applies to an asset if the asset is not 
disposed of as part of the same arrangement as 
the acquisition of T and the aggregate amount 
realized for all assets otherwise subject to the 
carryover basis rules does not exceed $250,000. 
The aggregate amount realized by T and T I does 
not exceed $250,000. (The asset sold by T3 is 
not taken into account for purposes of the de 
minimis rule.) Thus, the de minimis rule applies 
to the asset sold by T if the asset is not disposed 
of as part of the same arrangement as the 
acquisition of T. 

(d) If, under paragraph (f) of this section, the 
principles of the carryover basis rules of 
paragraph (d)(l) of this section otherwise apply 
to the asset sold by T I because of an arrange
ment, the de minimis rules of this section do not 
apply to the asset because of the arrangement. 

(e) Assume on June I of Year I, Z acquires 
the Tl stock from T, other than in a qualified 
stock purchase, rather than PI buying the Tl 
asset, and paragraph (f) of this section applies 
because there is an arrangement. Because the 
asset was disposed of and the TI stock was 
acquired as part of the arrangement, the de 
minimis rules of this section do not apply to the 
asset. 

(g) Extension of consistency if divi
dends qualifying for 100 percent divi
dends received deduction are paid-(l) 
General rule for direct acquisitions 
from target. Unless a section 338 
election is made for target, the basis 
rules of paragraph (d) of this section 
apply to an asset if-

(i) Target recognizes gain (whether 
or not deferred) on disposition of the 
asset during the portion of the target 
consistency period that ends on the 
target acquisition date; 

(ii) The asset is owned, immediately 
after the asset disposition and on the 
target acquisition date, by a corporation 
that acquires stock of target in the 
qualified stock purchase (or by an 
affiliate of an acquiring corporation); 
and 

(iii) During the portion of the target 
consistency period that ends on the 
target acquisition date, the aggregate 
amount of dividends paid by target, to 
which section 243(a)(3) applies, ex
ceeds the greater of-

(A) $250,000; or 

(B) 125 percent of the yearly aver
age amount of dividends paid by target, 
to which section 243(a)(3) applies, 
during the three calendar years imme
diately preceding the year in which the 
target consistency period begins (or, if 
shorter, the period target was in 
existence). 

(2) Other direct acquISItIOns having 
same effect. The basis rules of para
graph (d) of this section also apply to 
an asset if the effect of a transaction 
described in paragraph (g)( I) of this 
section is achieved through any com
bination of disposition of assets and 
payment of dividends to which section 
243(a)(3) applies (or any other divi
dends eligible for a 100 percent divi
dends received deduction). See § 1.338-
4T(h)( 4) for additional rules relating to 
target affiliates that are controlled 
foreign corporations. 

(3) Indirect acquisitions. The princi
ples of paragraph (f) of this section 
also apply for purposes of this para
graph (g). 

(4) Examples. This paragraph (g) 
may be illustrated by the following 
examples: 

Example 1. Asset acquired from target paying 
dividends to which section 243(a)(3) applies. (a) 
The S group does not file a consolidated return. 
In Year I, Year 2, and Year 3, T pays dividends 
to S to which section 243(a)(3) applies of 
$200,000, $250,000, and $300,000, respectively. 
On February I of Year 4, T sells an asset to P 
and recognizes gain. On January I of Year 5, P 
makes a qualified stock purchase of T from S. 
No section 338 election is made for T. During 
the portion of T's consistency period that ends 
on T's acquisition date, T pays S dividends to 
which section 243(a)(3) applies of $1,000,000. 

(b) Under paragraph (g)( \) of this section, 
paragraph (d) of this section applies to the asset. 
T recognizes gain on disposition of the asset 
during the portion of T's consistency period that 
ends on T's acquisition date, the asset is owned 
by P immediately after the disposition and on 
T's acquisition date, and T pays dividends 
described in paragraph (g)( I )(iii) of this section. 
Consequently, under paragraph (d)( I) of this 
section, P's basis in the asset is T's adjusted 
basis in the asset immediately before the sale to 
P. 

(c) If T is a controlled foreign corporation, the 
results would be the same if T pays dividends in 
the amount described in paragraph (g)( I )(iii) of 
this section that qualify for a 100 percent 
dividends received deduction. See sections 
243(e) and 245. 

(d) If Sand T3 file a consolidated return in 
which T, Tl, and T2 do not join, the results 
would be the same because the dividends paid by 
T are still described in paragraph (g)( I )(iii) of 
this section. 

(e) If T, Tl, and T2 file a consolidated return 
in which Sand T3 do not join, the results would 
be the same because the di vidends paid by Tare 
still described in paragraph (g)( I )(iii) of this 
section. 

Example 2. Asset disposition by target affiliate 
achieving same effect. (a) The S group does not 
file a consolidated return. On February I of Year 
I, T2 sells an asset to P and recognizes gain. T 
pays dividends to S described in paragraph 
(g)(1 )(iii) of this section. On January I of Year 
2, P makes a qualified stock purchase of T from 
S. No section 338 election is made for T. 
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(b) Paragraph (g)( I) of this section does not 
apply to the asset because T did not recognize 
gain on the disposition of the asset. However, 
under paragraph (g)(2) of this section, because 
the asset disposition by T2 and the dividends 
paid by T achieve the effect of a transaction 
described in paragraph (g)( I) of this section, the 
carryover basis rule of paragraph (d)( I) of this 
section applies to the asset. The effect was 
achieved because T2 is a lower-tier affiliate of T 
and the dividends paid by T to S reduce the 
value to S of T and its lower-tier affiliates. 

(c) If T2 is a controlled foreign corporation, 
the results would be the same because T2 is a 
lower-tier affiliate of T and the dividends paid 
by T to S reduce the value to S of T and its 
lower-tier affiliates. 

(d) If P buys an asset from T3, rather than T2, 
the asset disposition and the dividends do not 
achieve the effect of a transaction described in 
paragraph (g)( I) of this section because T3 is not 
a lower-tier affiliate of T. Thus, the basis rules 
of paragraph (d) of this section do not apply to 
the asset. The results would be the same whether 
or not P also acquires the T3 stock (whether or 
not in a qualified stock purchase). 

Example 3. Dividends by target affiliate 
achieving same effect. (a) The S group does not 
file a consolidated return. On February I of Year 
I, TI sells an asset to P and recognizes gain. On 
January I of Year 2, P makes a qualified stock 
purchase of T from S. No section 338 election is 
made for T. T does not pay dividends to S 
described in paragraph (g)( I )(iii) of this section. 
However, TI pays dividends to T that would be 
described in paragraph (g)( I )(iii) of this section 
if TI were a target. 

(b) Paragraph (g)(i) of this section does not 
apply to the asset because T did not recognize 
gain on the disposition of the asset and did not 
pay dividends described in paragraph (g)(i )(iii) 
of this section. Further, paragraph (g)(2) of this 
section does not apply because the dividends 
paid by TI to T do not reduce the value to S of 
T and its lower-tier affiliates. 

(c) If both Sand Town Tl stock and Tl pays 
dividends to S that would be described in 
paragraph (g)( I )(iii) of this section if Tl were a 
target, paragraph (g)(2) of this section would 
apply because the dividends paid by Tl to S 
reduce the value to S of T and its lower-tier 
affiliates. If T, rather than TI, sold the asset to 
P, the results would be the same. Further, if T 
and Tl pay dividends to S that, only when 
aggregated, would be described in paragraph 
(g)( I )(iii) of this section (if they were all paid by 
T), the results would be the same. 

Example 4. Gain reflected by reason of 
dividends. (a) Sand T file a consolidated return 
in which Tl and T2 do not join. On February I 
of Year I, T I sells an asset to P and recognizes 
gain. On January I of Year 2, P makes a 
qualified stock purchase of T from S. No section 
338 election is made for T. TI pays dividends to 
T that would be described in paragraph (g)(l )(iii) 
of this section if Tl were a target. 

(b) The requirements of paragraph (b) of this 
section are not satisfied because, under paragraph 
(c)( 3) of this section, gain from Tl' s sale is not 
reflected in S' s basis in the T stock by reason of 
the dividends paid by TI to T. 

(c) Although the dividends paid by TI to T do 
not reduce the value to S of T and its lower-tier 
affiliates, paragraph (g)(2) of this section applies 
because the di vidends paid by T I to T are taken 
into account under § 1.1502-32 in determining 
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S's basis in the T stock. Consequently. the 
carryover basis rule of paragraph (d)( I) of this 
section applies to the asset. 

(h) Special rules for controlled for
eign corporations. [Reserved] 

(i) [Reserved] 

U) Anti-avoidance rules. For pur
poses of this section-

(1) Extension of consistency period. 
The target consistency period is ex
tended to include any continuous 
period that ends on, or begins on, any 
day of the consistency period during 
which a purchasing corporation, or any 
person related, within the meaning of 
section 267(b) or 707(b)(1), to a 
purchasing corporation, has an 
arrangement-

(i) To purchase stock of target; or 

(ii) To own an asset to which the 
carryover basis rules of this section 
apply, taking into account the 
extension. 

(2) Qualified stock purchase and 12-
month acquisition period. The 12-
month acquisition period is extended if, 
pursuant to an arrangement, a corpora
tion acquires by purchase stock of 
another corporation satisfying the re
quirements of section 1504(a)(2) over a 
period of more than 12 months. 

(3) Acquisitions by conduits-(i) As
set ownership-(A) General rule. A 
corporation is treated as owning any 
portion of an asset attributed to the 
corporation from a conduit under sec
tion 318(a) (treating any asset as stock 
for this purpose), for purposes of-

U) The asset ownership require
ments of this section; and 

(2) Determining whether a controlled 
foreign corporation is a target affiliate 
for purposes of § 1.338-4T(h). 

(B) Application of carryover basis 
rule. If the basis rules of this section 
apply to the asset, the basis rules of 
this section apply to the entire asset 
(not just the portion for which owner
ship is attributed). 

(ii) Stock acquisitions-(A) Pur
chase by conduit. A corporation is 
treated as purchasing stock of another 
corporation attributed to the corporation 
from a conduit under section 318(a) on 
the day the stock is purchased by the 
conduit. The corporation is not treated 
as purchasing the stock, however, if the 
conduit purchased the stock more than 
two years before the date the stock is 
first attributed to the corporation. 
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(B) Purchase of conduit by corpora
tion. If a corporation purchases an 
interest in a conduit (treating the 
interest as stock for this purpose), the 
corporation is treated as purchasing on 
that date any stock owned by a conduit 
on that date and attributed to the 
corporation under section 318( a) with 
respect to the interest in the conduit 
that was purchased. 

(C) Purchase of conduit by conduit. 
If a conduit (the first conduit) pur
chases an interest in a second conduit 
(treating the interest as stock for this 
purpose), the first conduit is treated as 
purchasing on that date any stock 
owned by a conduit on that date and 
attributed to the first conduit under 
section 318(a) with respect to the 
interest in the second conduit that was 
purchased. 

(4) Conduit. A person (other than a 
corporation) is a conduit as to a 
corporation if-

(i) The corporation would be treated 
under section 318(a)(2)(A) and (B) 
(attribution from partnerships, estates, 
and trusts) as owning any stock owned 
by the person; and 

(ii) The corporation, together with 
its affiliates, would be treated as 
owning an aggregate of at least 50 
percent of the stock owned by the 
person. 

(5) Existence of arrangement. The 
existence of an arrangement is deter
mined under all the facts and circum
stances. For an arrangement to exist, 
there need not be an enforceable, 
written, or unconditional agreement, 
and all the parties to the transaction 
need not have participated in each step 
of the transaction. One factor indicating 
the existence of an arrangement is the 
participation of a related party. For this 
purpose, persons are related if they are 
related within the meaning of section 
267(b) or 707(b)(l). 

(6) Predecessor and successor-(i) 
Persons. A reference to a person 
(including target, target affiliate, and 
purchasing corporation) includes, as the 
context may require, a reference to a 
predecessor or successor. For this 
purpose, a predecessor is a transferor 
or distributor of assets to a person (the 
successor) in a transaction-

(A) To which section 381 (a) applies; 
or 

(B) In which the successor's basis 
for the assets is determined, directly or 
indirectly, in whole or in part, by 

reference to the basis of the transferor 
or distributor. 

(ii) Assets. A reference to an asset 
(the first asset) includes, as the context 
may require, a reference to any asset 
the basis of which is determined, 
directly or indirectly, in whole or in 
part, by reference to the first asset. 

(7) Examples. This paragraph (j) 
may be illustrated by the following 
examples: 

Example 1. Asset owned by conduit treated as 
owned by purchaser of target stock. (a) P owns a 
60-percent interest in Y. On March I of Year I. 
T sells an asset to Y and recognizes gain. On 
January I of Year 2. P makes a qualified stock 
purchase of T from S. No section 338 election is 
made for T. 

(b) Under paragraph (j)(4) of this section. Y is 
a conduit with respect to P. Consequently, under 
paragraph (j)(3)(i)(A) of this section. P is treated 
as owning 60% of the asset on March I of Year 
I and January I of Year 2. Because P is treated 
as owning part or all of the asset both im
mediately after the asset disposition and on T's 
acquisition date. paragraph (b) of this section 
applies to the asset. Consequently. paragraph 
(d)(I) of this section applies to the asset and Y's 
basis in the asset is T's adjusted basis in the 
asset immediately before the sale to Y. 

Example 2. Corporation whose stock is owned 
by conduit treated as affiliate. (a) P owns an 80-
percent interest in Y. Y owns all of the stock of 
Z. On March I of Year I. T sells an asset to Z 
and recognizes gain. On January I of Year 2. P 
makes a qualified stock purchase of T from S. 
No section 338 election is made for T. 

(b) Under paragraph (j)(4) of this section. Y is 
a conduit with respect to P. Consequently. under 
paragraph (j)(3)(i)(A) of this section, P is treated 
as owning 80% of the Z stock and Z is therefore 
treated as an affiliate of P for purposes of 
applying the asset ownership requirements of 
paragraph (b)( I )(iii) of this section. Because Z, 
an affiliate of p. owns the asset both immediately 
after the asset disposition and on T's acquisition 
date. paragraph (b) of this section applies to the 
asset. and the asset's basis is determined under 
paragraph (d) of this section. 

(c) If. instead of owning an 80-percent interest 
in Y. P owned a 79-percent interest in Y, Z 
would not be treated as an affiliate of P and 
paragraph (b) of this section would not apply to 
the asset. 

Example 3. Qualified stock purchase by reason 
of stock purchase by conduit. (a) P owns a 90-
percent interest in Y. Y owns a 60-percent 
interest in Y I. On February I of Year 2. T sells 
an asset to P and recognizes gain. On January I 
of Year 3. P purchases 70% of the T stock from 
Sand Y I purchases the remaining 30% of the T 
stock from S. 

(b) Under paragraph (j)(3)(ii)(A) of this sec
tion. P is treated as purchasing on January I of 
Year 3. the 16.2% of the T stock that is 
attributed to P from Y and Y I under section 
318(a). Thus. for purposes of this section. P is 
treated as making a qualified stock purchase of T 
on January I of Year 3. paragraph (b) of this 
section applies to the asset. and the asset's basis 
is determined under paragraph (d) of this section. 
However. because P is not treated as haVing 



made a qualified stock purchase of T for 
purposes of making an election under section 
338, no election can be made for T. 

(c) If Y I purchases 20% of the T stock from 
S on December I of Year I, rather than 30% on 
January I of Year 3, P would be treated as 
purchasing 10.8% of the T stock on December I 
of Year I. Thus, if paragraph U)(2) of this 
section (relating to extension of the 12-month 
acquisition period) does not apply, P would not 
be treated as making a qualified stock purchase 
of T, because P is not treated as purchasing T 
stock satisfying the requirements of section 
1504(a)(2) within a 12-month period. 

Example 4. Successor asset. (a) On February I 
of Year I, T sells stock of X to P I and 
recognizes gain. On December I of Year I, PI 
exchanges its X stock for stock in new X in a 
reorganization qualifying under section 
368(a)(l)(F). On January I of Year 2, PI makes 
a qualified stock purchase of T from S. No 
section 338 election is made for T. 

(b) The asset ownership requirements of para
graph (b)(l)(iii) of this section are satisfied 
because, under paragraph U)(6)(ii) of this sec
tion, PI is treated as owning the X stock on T's 
acquisition date. PI is treated as owning the X 
stock on that date because PI owns the new X 
stock and PI's basis in the new X stock is 
determined by reference to PI's basis in the X 
stock. Consequently, under paragraph (d)(l) of 
this section, PI's basis in the X stock on 
February I of Year I is T's adjusted basis in the 
X stock immediately before the sale to PI. 

§I.338-5 International aspects of 
section 338. 

(a) Scope. This section provides 
guidance regarding international aspects 
of section 338. As provided in § 1.338-
l(c)(l4), a foreign corporation, a DISC, 
or a corporation for which a section 
936 election has been made is consid
ered a target affiliate for all purposes 
of section 338. In addition, stock 
described in section 338(h)(6)(B)(ii) 
held by a target affiliate is not 
excluded from the operation of section 
338. 

(b) Application of section 338 to 
foreign targets-(l) In general. For 
purposes of subtitle A, the deemed sale 
gain, as defined in § 1.338-3(b)( 4), of a 
foreign target for which a section 338 
election is made (FT), and the corre
sponding earnings and profits, are 
taken into account in determining the 
taxation of FT and FT's direct and 
indirect shareholders. See, however, 
section 338(h)(l6). For example, the 
income and earnings and profits of FT 
are determined, for purposes of sec
tions 551, 951, 1248, and 1293, by 
taking into account the deemed sale 
gam. 

(2) Ownership of FT stock on the 
acquisition date. A person who trans
fers FT stock to the purchasing corpo-

ration on FT's acqUISition date is 
considered to own the transferred stock 
at the close of FT's acquisition date. 
See, e.g., §1.951-1(f) (relating to deter
mination of holding period for purposes 
of sections 951 through 964). If on the 
acquisition date the purchasing corpora
tion owns a block of FT stock that was 
acquired before FT's acquisition date, 
the purchasing corporation is consid
ered to own such block of stock at the 
close of the acquisition date. 

(3) Carryover FT stock-(i) Defini
tion. FT stock is carryover FT stock 
if-

(A) FT was a controlled foreign 
corporation within the meaning of 
section 957 (taking into account section 
953(c» at any time during the portion 
of the 12-month acquisition period that 
ends on the acquisition date; and 

(B) Such stock is owned as of the 
beginning of the day after FT's acquisi
tion date by a person other than a 
purchasing corporation, or by a pur
chasing corporation if the stock is 
nonrecently purchased and is not sub
ject to a gain recognition election under 
§ 1.338(b )-1 (e)(2). 

(ii) Carryover of earnings and 
profits. The earnings and profits of old 
FT (and associated foreign taxes) at
tributable to the carryover FT stock 
(adjusted to reflect deemed sale gain) 
carryover to new FT solely for 
purposes of-

(A) Characterizing an actual dis
tribution with respect to a share of 
carryover FT stock as a dividend; 

(B) Characterizing gain on a post
acquisition date transfer of a share of 
carryover FT stock as a dividend under 
section 1248 (if such section is other
wise applicable); 

(C) Characterizing an investment of 
earnings in United States property as 
income under sections 951(a)(l)(B) and 
956 (if such sections are otherwise 
applicable); and 

(D) Determining foreign taxes 
deemed paid under sections 902 and 
960 with respect to the amount treated 
as a dividend or income by virtue of 
this paragraph (b )(3 )(ii) (subject to the 
operation of section 338(h)(l6». 

(iii) Cap on carryover of earnings 
and profits. The amount of earnings 
and profits of old FT taken into 
account with respect to a share of 
carryover FT stock is limited to the 
amount that would have been included 
in gross income of the owner of such 
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stock as a dividend under section 1248 
if-

(A) The shareholder transferred that 
share to the purchasing corporation on 
FT's acquisition date for a considera
tion equal to the fair market value of 
that share on that date; or 

(B) In the case of nonrecently pur
chased FT stock treated as carryover 
FT stock, a gain recognition election 
under section 338(b )(3 )(A) applied to 
that share. For purposes of the preced
ing sentence, a shareholder that is a 
controlled foreign corporation is con
sidered to be a United States person, 
and the principle of section 1248(c)(2)
(D)(ii) (concerning a United States 
person's indirect ownership of stock in 
a foreign corporation) applies in deter
mining the correct holding period. 

(iv) Post-acquisition date distribu
tion of old FT earnings and profits. A 
post -acquisition date distribution with 
respect to a share of carryover FT 
stock is considered to be derived first 
from earnings and profits derived after 
FT's acquisition date and then from 
earnings and profits derived on or 
before FT's acquisition date. 

(v) Old FT earnings and profits 
unaffected by post-acquisition date def
icits. The carryover amount for a share 
of carryover FT stock is not reduced by 
deficits in earnings and profits incurred 
by new FT. This rule applies for pur
poses of determining the amount of 
foreign taxes deemed paid regardless of 
the fact that there are no accumulated 
earnings and profits. For example, a 
distribution by new FT with respect to 
a share of carryover FT stock is treated 
as a dividend by the distributee to the 
extent of the carryover amount for that 
share notwithstanding that new FT has 
no earnings and profits. 

(vi) Character of FT stock as car
ryover FT stock eliminated upon dis
position. A share of FT stock is not 
considered carryover FT stock after it 
is disposed of provided that all gain 
realized on the transfer is recognized at 
the time of the transfer, or that, if less 
than all of the realized gain is recog
nized, the recognized amount equals or 
exceeds the remaInIng carryover 
amount for that share. 

(4) Passive foreign investment com
pany stock. Stock that is owned as of 
the beginning of the day after FT's 
acquisition date by a person other than 
a purchasing corporation, or by a 
purchasing corporation if the FT stock 
is nonrecently purchased stock not 
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subject to a gain recogmtIOn election 
under §1.338(b)-I(e)(2), is treated as 
passive foreign investment company 
stock to the extent provided in section 
1297(b)(l). 

(c) Dividend treatment under section 
1248( e). The principles of this para
graph (b) apply to shareholders of a 
domestic corporation subject to section 
1248(e). 

(d) Allocation of foreign taxes. If a 
section 338 election is made for target 
(whether foreign or domestic), and 
target's taxable year under foreign law 
(if any) does not close at the end of the 
acquisition date, foreign income taxes 
attributable to the foreign taxable in
come earned by target during such 
foreign taxable year are allocated to old 
target and new target. Such allocation 
is made under the principles of 
§l.lS02-76(b) . 

(e) Operation of section 338(h)( 16). 
[Reserved] 

(f) Examples. (1) Except as other
wise provided, all corporations use the 
calendar year as the taxable year, have 
no earnings and profits (or deficit) 
accumulated for any taxable year, and 
have only one class of outstanding 
stock. 

(2) This section may be illustrated 
by the following examples: 

Example 1. Gain recognition election for 
carryover FT stock. (a) A has owned 90 of the 
100 shares of CFCT stock since CFCT was 
organized on March 13, 1989. P has owned the 
remaining 10 shares of CFCT stock since CFCT 
was organized. Those 10 shares constitute 
nonrecently purchased stock in p's hands within 
the meaning of section 338(b)(6)(B). On Novem
ber I, 1994, P purchases A's 90 shares of CFCT 
stock for $90,000 and makes a section 338 
election for CFCT. P also makes a gain 
recognition election under section 338(b)(3)(A) 
and § 1.338(b)-l(e)(2). 

(b) CFCT's earnings and profits for its short 
taxable year ending on November I, 1994, are 
$50,000, determined without taking into account 
the deemed asset sale. Assume A recognizes gain 
of $81,000 on the sale of the CFCT stock. 
Further, assume that CFCT recognizes gain of 
$40,000 by reason of its deemed sale of assets 
under section 338(a)( I). 

(c) A's sale of CFCT stock to P is a transfer 
to which section 1248 and paragraphs (b)(l) and 
(2) of this section apply. For purposes of 
applying section 1248(a) to A, the earnings and 
profits of CFCT for its short taxable year ending 
on November I, 1994, are $90,000 (the earnings 
and profits for that taxable year as determined 
under § 1.1 248-2(e) ($50,000) plus earnings from 
the deemed sale ($40,000». Thus, A's entire gain 
is characterized as a dividend under section 1248 
(but see section 338(h)(16». 

(d) Assume that P recognizes a gain of $9,000 
with respect to the 10 shares of nonrecently 
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purchased CFCT stock by reason of the gain 
recognition election. Because P is treated as 
selling the nonrecently purchased stock for all 
purposes of the Internal Revenue Code, section 
1248 applies. Thus. under §1l248-2(e), $9,000 
of the $90,000 of earnings and profits for 1994 
are attributable to the block of 10 shares of 
CFCT stock deemed sold by P at the close of 
November I, 1994 ($90,000 x 10/100). Accord
ingly, p's entire gain on the deemed sale of 10 
shares of CFCT stock is included under section 
1248(a) in p's gross income as a dividend (but 
see section 338(h)(16». 

Example 2. No gain recognition election for 
carl}'o\'er FT stock. (a) Assume the same facts as 
in Example 1. except that P does not make a gain 
recognition election. 

(b) The 10 shares of nonrecently purchased 
CFCT stock held by P is carryover FT stock 
under paragraph (b)(3) of this section. Accord
ingly, the earnings and profits (and attributable 
foreign taxes) of old CFCT carryover to new 
CFCT solely for purposes of that block of 10 
shares. The amount of old CFCT's earnings and 
profits taken into account with respect to that 
block in the event, for example, of a distribution 
by new CFCT with respect to that block is the 
amount of the section 1248 dividend that P 
would have recognized with respect to that block 
had it made a gain recognition election under 
section 338(b)(3)(A). Under the facts of Example 
1. P would have recognized a gain of $9,000 
with respect to that block, all of which would 
have been a section 1248 dividend ($90,000 X 

10/100). Accordingly, the carryover amount for 
the block of 10 shares of nonrecently purchased 
CFCT stock is $9,000. 

Example 3. Sale of controlled foreign corpora
tion stock prior to and on the acquisition date. 
(a) X and y, both U.S. corporations, have each 
owned 50% of the CFCT stock since 1986. 
Among CFCT's assets are assets the sale of 
which would generate subpart F income. On 
December 31, 1994, X sells its CFCT stock to P. 
On June 30, 1995, Y sells its CFCT stock to P. P 
makes a section 338 election for CFCT. In both 
1994 and 1995, CFCT has subpart F income 
resulting from operations. 

(b) For taxable year 1994, X and Yare United 
States shareholders on the last day of CFCT's 
taxable year, so pursuant to section 951 (a)(I )(A) 
each must include in income its pro rata share of 
CFCT's subpart F income for 1994. Because P's 
holding period in the CFCT stock acquired from 
X does not begin until January I, 1995, P is not 
a United States shareholder on the last day of 
1994 for purposes of section 951 (a)(1 )(A) (see 
§1.951-1(f). X must then determine the extent 
to which section 1248 recharacterizes its gain on 
the sale of CFCT stock as a dividend. 

(c) For the short taxable year ending June 30, 
1995, Y is considered to own the CFCT stock 
sold to P at the close of CFCT's acquisition date. 
Because the acquisition date is the last day of 
CFCT's taxable year, Y and P are United States 
shareholders on the last day of CFCT's taxable 
year. Pursuant to section 951 (a)( I )(A), each must 
Include its pro rata share of CFCT's subpart F 
Income for the short taxable year ending June 30, 
1995. This includes any income generated on the 
deemed sale of CFCT's assets. Y must then 
determine the extent to which section 1248 
recharacterizes its gain on the sale of the CFCT 
stock as. a di vidend, taking into account any 
Increase In CFCT's earnings and profits due to 
the deemed sale of assets. 

Example 4. Acquisition of control for purposes 
of section 951 prior to the acquisition date. 
FSowns 100% of the FT stock. On July I, 1994, 
P buys 60% of the FT stock. On December 31, 
1994, P buys the remaining 40% of the FT stock 
and makes a section 338 election for FT. For tax 
year 1994, FT has earnings and profits of $1,000 
(including earnings resulting from the deemed 
sale). The section 338 election results in $500 of 
subpart F income. As a result of the section 338 
election, P must include in gross income the 
following amount under section 951 (a)(I )(A) 
(see §1.951-(b)(2)): 

FT's subpart F income for 1994 ..... $500.00 

Less: reduction under section 951 (a)(2)(A) for 
period (1-1-94 through 7-1-94) during which FT 
is not a controlled foreign corporation ($500 X 
1821365) ............................ 249.32 

Subpart F income as limited by section 951 
(a)(2)(A) .......................... $250.68 

P's pro rata share of subpart F income as 
determined under section 951(a)(2)(A) (60% X 
250.68) ............................ $150.41 

Example 5. Coordination with section 936. (a) 
T is a corporation for which a section 936 
election has been made. P makes a qualified 
stock purchase of T and makes a section 338 
election for T. 

(b) T's deemed sale of assets under section 
338 constitutes a sale for purposes of subtitle A 
of the Internal Revenue Code, including section 
936(a)(I )(A)(ii). To the extent that the assets 
deemed sold are used in the conduct of an active 
trade or business in a possession for purposes of 
section 936(a)(I )(A)(i), and assuming all the 
other conditions of section 936 are satisfied, the 
income from the deemed sale qualifies for the 
credit granted by section 936(a). The source of 
income from the deemed sale is determined as if 
the assets had actually been sold and is not 
affected for purposes of section 936 by section 
338(h)(I6). 

(c) Because new T is treated a new corpora
tion for purposes of subtitle A of the Internal 
Revenue Code, the three year testing period in 
section 936(a)(2)(A) begins again for new T on 
the day following T's acquisition date. Thus, if 
the character or source of old T's gross income 
disqualified it for the credit under section 936, a 
fresh start is allowed by a section 338 election. 

§1.338(b)-1 Adjusted grossed-up 
basis. 

(a) Scope. This section provides 
rules under section 338(b) to determine 
the adjusted grossed-up basis (AGUB) 
for target. The AGUB is the amount 
for which new target is deemed to have 
purchased all of its assets In the 
deemed purchase under section 
338(a)(2). The AGUB is allocated 
among target's assets in accordance 
with § 1.338(b )-2T to determine the 
price at which the assets are deemed to 
have been purchased. Subsequent ad
justments to AGUB and the allocation 
of such adjustments to target's assets 
may be made under §1.338(b)-3T. 



(b) Adjustment events. Adjustment 
events are increases (or decreases) in 
the consideration paid for recently or 
nonrecently purchased stock, reductions 
in target's liabilities included in AGUB 
as of the beginning of the day after the 
acquisition date, and old target lia
bilities that become fixed and 
determinable. 

(c) AGUB-(1) In general. AGUB is 
the sum of-

(i) The grossed-up basis in the pur
chasing corporation's recently pur
chased target stock; 

(ii) The purchasing corporation's 
basis in nonrecently purchased target 
stock; 

(iii) The liabilities of new target; 
and 

(iv) Other relevant items. 

(2) Time when AGUB determined. 
AGUB is initially determined at the 
beginning of the day after the acquisi
tion date of target. However, adjust
ment events that occur during new 
target's first taxable year are taken into 
account for purposes of determining 
AGUB and the basis of target's assets 
as if they had occurred at the beginning 
of the day after the acquisition date. 

(d) Grossed-up basis of recently pur
chased stock-( 1) General rule. The 
purchasing corporation's grossed-up 
basis of recently purchased target stock 
is the product of-

(i) The purchasing corporation's 
basis in recently purchased target stock 
(as defined in section 338(b)(6)(A)) at 
the beginning of the day after the 
acquisition date; multiplied by 

(ii) A fraction the numerator of 
which is 100 percent minus the per
centage of target stock (by value) 
attributable to the purchasing corpora
tion's nonrecently purchased target 
stock and the denominator of which is 
the percentage of target stock (by 
value) attributable to the purchasing 
corporation's recently purchased target 
stock. See section 338(b)( 4). 

(2) Application. If target has a single 
class of outstanding stock, the grossed
up basis in the purchasing corporation's 
recently purchased target stock reflects 
the total price the purchasing corpora
tion would have paid for all outstand
ing target stock (other than the pur
chasing corporation's nonrecently 
purchased target stock, as defined in 
section 338(b)(6)(B)) had the purchas
ing corporation purchased all such 

stock (other than the nonrecently pur
chased target stock) for a price per 
share equal to the average price per 
share that the purchasing corporation 
paid for the recently purchased target 
stock. 

(e) Basis of nonrecently purchased 
stock-(1) In general. In the absence of 
an election under section 338(b )(3) 
(gain recognition election), the purchas
ing corporation retains its basis in the 
nonrecently purchased stock. A gain 
recognition election applies to nonre
cently purchased stock of target (or a 
target affiliate) only if a section 338 
election is made for target (or the 
target affiliate). 

(2) Effect of gain recognItIOn 
election-(i) In general. If the purchas
ing corporation makes a gain recogni
tion election, for all purposes of the 
Internal Revenue Code-

(A) The purchasing corporation is 
treated as if it sold on the acquisition 
date the nonrecently purchased target 
stock for the basis amount determined 
under paragraph (e)(2)(ii) of this sec
tion; and 

(B) The purchasing corporation's 
basis on the acquisition date in nonre
cently purchased target stock is the 
basis amount. 

(ii) Basis amount. The basis amount 
is equal to the purchasing corporation's 
grossed-up basis in recently purchased 
target stock multiplied by a fraction the 
numerator of which is the percentage 
of target stock (by value) attributable to 
the purchasing corporation's nonre
cently purchased target stock and the 
denominator of which is 100 percent 
minus the numerator amount. Thus, if 
target has a single class of outstanding 
stock, the purchasing corporation's 
basis in each share of nonrecently 
purchased target stock after the gain 
recognition election is equal to the 
average price per share of the purchas
ing corporation's recently purchased 
target stock. 

(iii) Losses not recognized. Only 
gains (unreduced by losses) on the 
nonrecently purchased target stock are 
recognized. 

(iv) Stock subject to election. The 
gain recognition election applies to

(A) All nonrecently purchased target 
stock; and 

(B) Any nonrecently purchased stock 
in a target affiliate having the same 
acquisition date as target if such target 
affiliate stock is held by the purchasing 
corporation on such date. 
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(3) Procedure for making gain re
cognition election-(i) In general. The 
gain recognition election is made by 
attaching a gain recognition statement 
to a timely filed Form 8023 for target. 
The gain recognition statement must 
contain the information specified in the 
form and its instructions. The gain 
recognition election is irrevocable. 

(ii) Section 338(h)( 10) election. If a 
section 338(h)(10) election is made for 
target, the purchasing corporation is 
deemed to have made a gain recogni
tion election. 

(4) Comparison with ADSP formula. 
Whenever the purchasing corporation 
holds nonrecently purchased target 
stock at a basis that differs from the 
purchasing corporation's basis in re
cently purchased target stock, the 
grossed-up basis in the purchasing 
corporation's recently purchased target 
stock as calculated for purposes of the 
AGUB differs from the grossed-up 
basis of the purchasing corporation's 
recently purchased target stock as 
calculated in the ADSP formula. The 
ADSP formula treats the purchasing 
corporation's nonrecently purchased 
target stock in the same manner as 
target stock not held by the purchasing 
corporation. If a gain recognition elec
tion is made, the sum of the grossed-up 
basis in the purchasing corporation's 
recently purchased target stock and the 
purchasing corporation's basis in non
recently purchased target stock equals 
the grossed-up basis of the purchasing 
corporation's recently purchased target 
stock as calculated in the ADSP 
formula. 

(f) Liabilities of new target-( 1) In 
general. The liabilities of new target 
are its liabilities (and the liabilities to 
which target's assets are subject) as of 
the beginning of the day after the 
acquisition date (other than liabilities 
that were neither liabilities of old target 
nor liabilities to which old target's 
assets were subject). The amount of the 
liabilities of new target taken into 
account to determine AGUB is deter
mined as if new target had acquired old 
target's assets from an unrelated person 
and, as part of the transaction, had 
assumed or taken property subject to 
the liabilities. 

(2) Excluded obligations-(i) In gen
eral. In order to be included in AGUB 
at the beginning of the day after the 
acquisition date, an obligation must be 
a bona fide liability of target as of that 
date which is properly includible in 
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basis under principles of tax law that 
would apply if new target had acquired 
old target's assets from an unrelated 
person and, as part of the transaction, 
had assumed or taken property subject 
to the obligation. For example, if, as of 
the beginning of the day after the 
acquisition date, the amount of a 
contingent or speculative obligation of 
target is not properly includible in basis 
under the preceding sentence, the obli
gation is not initially included in 
AGUB. 

(ii) Time when excluded obligations 
taken into account. Obligations that, 
under this paragraph (f)(2), are initially 
excluded from AGUB are taken into 
account in redetermining AGUB and 
the basis of target's assets under 
principles of tax law that would apply 
if new target had acquired old target's 
assets directly from an unrelated person 
and, as part of the transaction, had 
assumed or taken property subject to 
those obligations. For the application of 
these principles of tax law to certain 
contingent liabilities that are initially 
excluded from AGUB under this para
graph (f)(2), see § l.338(b )-3T. 

(3) Liabilities taken into account in 
determining amount realized on subse
quent disposition. In determining the 
amount realized on a subsequent sale 
or other disposition of property deemed 
purchased by new target, the entire 
amount of any liability included in 
AGUB is considered to be an amount 
taken into account in determining new 
target's basis in property which secures 
the liability for purposes of applying 
§ 1.100 1-2(a). Thus, if a liability is 
included in AGUB, §1.1001-2(a)(3) 
does not prevent the amount of such 
liability from being treated as dis
charged within the meaning of 
§1.1001-2(a)(4) as a result of new 
target's sale or disposition of the 
property which secures such liability. 

(g) Other relevant items-( I) In 
general. AGUB may be increased (or 
decreased) for other relevant items. For 
this purpose, other relevant items may 
only arise from adjustment events that 
occur after the close of new target's 
first taxable year and adjustments under 
paragraph (g)(3) of this section. See 
§ 1.338(b )-3T (relating to the treatment 
of certain subsequent adjustments to 
AGUB). Unlike in the determination of 
ADSP or MADSP, other relevant items 
do not include reductions for acquisi
tion costs incurred by the purchasing 
corporation in connection with the 
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qualified stock purchase that are cap
italized in the basis of recently pur
chased target stock. 

(2) Flow-through of relevant item 
adjustment to target subsidiary. If the 
amount of AGUB of target (T) allo
cated to the stock of a target affiliate 
(T 1) is subsequently increased (or 
decreased) by reason of an other 
relevant item under this paragraph (g), 
the grossed-up basis of the Tl stock 
(and, if a section 338 election is made 
for Tl, Tl's AGUB) is also increased 
(or decreased) as if the increase (or 
decrease) in the basis of the stock was 
an adjustment to the purchase price 
deemed paid by T for such stock. The 
resulting increase (or decrease) in 
AGUB of Tl is allocated among Tl's 
assets in accordance with §§ 1.338(b)-
2T and l.338(b)-3T. 

(3) Adjustments by the Internal Rev
enue Service. In connection with the 
examination of a return, the District 
Director may increase (or decrease) 
AGUB for items other than those 
described in paragraphs (g)(l) and (2) 
of this section under the authority of 
section 338(b )(2) and allocate such 
amounts to target's assets under the 
authority of section 338(b )(5) so that 
AGUB and the basis of target's assets 
properly reflect the cost to the purchas
ing corporation of its interest in target's 
assets. Such items may include dis
tributions from target to the purchasing 
corporation, capital contributions from 
the purchasing corporation to target 
during the 12-month acquisition period, 
or acquisitions of target stock by 
purchasing corporation after the ac
quisition date from minority 
shareholders. 

(h) Examples. (1) For purposes of 
the examples in this paragraph (h), T 
has no liabilities other than a tax 
liability resulting from the deemed sale 
of assets. 

(2) This section may be illustrated 
by the following examples: 

Example 1. (a) Before July I of Year I, P 
purchases lOaf the 100 shares of T stock for 
$5,000. On July I of Year 2, P purchases 80 
shares of T stock for $60,000 and makes a 
section 338 election for T. As of July I of Year 
2, T's only asset is raw land with an adjusted 
basis to T of $50,400 and a fair market value of 
$ 100,000. T has no loss or tax credit carryovers 
to Year 2. T's marginal tax rate for any ordinary 
income or net capital gain resulting from the 
deemed sale of assets is 34%. The 10 shares 
purchased before July I of Year I constitute 
nonrecently purchased T stock with respect to 
P's qualified stock purchase of T stock on July I 
of Year 2. 

(b) The ADSP formula as applied to these 
facts is the same as in Example 2 of § 1.338-
3(d)(9). Accordingly, the ADSP of T is 
$87,672.72. The existence of nonrecently pur
chased T stock is irrelevant for purposes of the 
ADSP formula, because that formula treats P's 
nonrecently purchased T stock in the same 
manner as T stock not held by P. 

(c) The total tax liability resulting from T's 
deemed sale of assets, as calculated under the 
ADSP formula, is $12,672.72. 

(d) If P does not make a gain recognition 
election, the AGUB of new T's assets is 
$85,172.72, determined as follows. (In the 
formula below, GRP is the grossed-up basis in 
P's recently purchased T stock, BNP is P's basis 
in nonrecently purchased T stock, L is T's 
liabilities, and X is other relevant items.) 

AGUB = GRP + BNP + L + X 

AGUB = $60,000 X [(I - .1)/.8] + $5,000 + 
$12,672.72 + 0 

AGUB = $85,172.72 

(e) If P makes a gain recognition election, the 
AGUB of new T's assets is $87,672.72, deter
mined as follows: 

AGUB = $60,000 X [(I - .1)/.8] + $60,000 
X [(I - .1)/.8] X [.11(1 - .I)] + 
$12,672.72 

AGUB = $87,672.72 

(f) The calculation of AGUB if P makes a 
gain recognition election may be simplified as 
follows: 

AGUB = $60,000/.8 + $12,672.72 

AGUB = $87,672.72 

(g) As a result of the gain recognition 
election, p's basis in its nonrecently purchased T 
stock is increased from $5,000 to $7,500 (i.e., 
$60,000 X [(I - .1)/.8] X [.1/(1 - .1)]). Thus, P 
recognizes a gain in Year 2 with respect to its 
nonrecently purchased T stock of $2,500 (i.e., 
$7,500 - $5,000). 

Example 2. On January I of Year I, P 
purchases one-third of the T stock. On March I 
of Year I, T distributes a dividend to all of its 
shareholders. On April 15 of Year I, P purchases 
the remaining T stock and makes a section 338 
election for T. In appropriate circumstances, the 
District Director may decrease the AGUB of T to 
take into account the payment of the dividend 
and properly reflect the fair market value of T's 
assets deemed purchased. 

Example 3. (a) T's sole asset is a building 
worth $100,000. On August I of Year I, P 
purchases 10 of the 100 shares of T stock for 
$8,000. On June I of Year 2, P purchases 50 
shares of T stock for $50,000. On June 15 of 
Year 2, P contributes a tract of land to the 
capital of T and receives 10 additional shares of 
T stock as a result of the contribution. Both the 
basis and fair market value of the land at that 
time are $ 10,800. On June 30 of Year 2, P 
purchases the remaining 40 shares of T stock for 
$40,000 and makes a section 338 election for T. 
The AGUB of T is $ 108,800. 

(b) To prevent the shifting of basis from the 
contributed property to other assets of T, the 



District Director may allocate $10,800 of the 
AGUB to the land, leaving $98,000 to be 
allocated to the building. 

Par. 5. Section 1.338(b)-2T(a)(2) and 
(d) Example (1) (i) are revised to read 
as follows: 

§I.338(b)-2T Allocation of adjusted 
grossed-up basis among target assets 
(temporary ). 

(a) *** 
(2) Fair market value. The "fair 

market value" of an asset is the gross 
fair market value of that asset (i.e., fair 
market value determined without regard 
to mortgages, liens, pledges, or other 
liabilities). 

* * * * * * 

(d) *** 

Example (1). (i) Towns 90% of the outstand
ing Tl stock. P purchases 100% of the out
standing T stock for $2,000. A section 338 
election is made for T and, as a result, TI is 
considered acquired in a qualified stock pur
chase. A section 338 election is made for Tl. 
The grossed-up basis of the T stock is $2,000 
(i.e., $2,000 X Ill). 

* * * * * * 

Par. Sa. Section 1.338(b )-3T(b) is 
revised to read as follows: 

§I.338(b)-3T Subsequent adjustments 
to adjusted grossed-up basis 
(temporary). 

* * * * * * 

(b) Definitions-( 1) Contingent lia
bility. A contingent liability is a 
liability of target at the beginning of 
the day after the acquisition date that is 
not fixed and determinable by the close 
of new target's first taxable year. 

(2) Contingent amount. The term 
contingent amount means the amount 
of the consideration to be paid for 
recently or nonrecently purchased stock 
that is not fixed or determinable by the 
close of new target's first taxable year, 
plus contingent liabilities of target. 

(3) Reduction amount. The term re
duction amount means a reduction after 
the close of new target's first taxable 
year in either-

(i) The consideration paid for re
cently or nonrecently purchased stock; 
or 

(ii) A liability of target (or a liability 
to which one or more of its assets are 

subject) that has been taken into 
account in determining AGUB. 

(4) Acquisition date asset. The term 
acquisition date asset means any asset 
held by new target at the beginning of 
the day after the acquisition date (other 
than Class I assets). 

* * * * * * 

Par. 6. Sections l.338(h)(10)-1 and 
1.338(i)-1 are added to read as follows: 

§I.338(h)( 10)-1 Deemed asset sale 
and liquidation. 

(a) Scope. This section prescribes 
rules relating to section 338(h)(10) 
elections. If an election is made, target 
generally is deemed to sell all of its 
assets and distribute the proceeds in 
complete liquidation. Thus, the sale of 
target stock included in the qualified 
stock purchase generally is ignored. A 
section 338(h)(10) election may be 
made for target only if it is a member 
of a selling consolidated group, a 
member of a selling affiliated group 
filing separate returns, or an S 
corporation. 

(b) Nomenclature. For purposes of 
this section, the nomenclature in 
§1.338-1(b) does not apply; instead: 

(1) T is a section 338(h)(10) target. 
Old T refers to T for periods ending on 
or before the close of T's acquisition 
date; new T refers to T for subsequent 
periods. 

(2) P is the purchasing corporation. 
Unless the context otherwise requires, 
any reference to P is a reference to all 
purchasing corporations. See sections 
338(h)(5) and (8). 

(c) Definitions-(l) Section 338(h)
(10) target. A section 338(h)( 10) target 
is a domestic corporation that is a 
target for which a section 338(h)(10) 
election is made. 

(2) S corporation shareholders. S 
corporation shareholders are the T 
shareholders if T is an S corporation 
immediately before T's acquisition 
date. Thus, if T is an S corporation, for 
T to be a section 338(h)(10) target, P 
can purchase no T stock before the 
acquisition date. 

(3) Selling consolidated group. A 
selling consolidated group is a selling 
group that files a consolidated return 
for the period that includes T's acquisi
tion date. Thus, T is a member of the 
selling consolidated group on the ac
quisition date. 
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(4) Selling affiliate. A selling affili
ate is a domestic corporation that is not 
a member of the selling consolidated 
group and from which, on the acquisi
tion date, P purchases an amount of T 
stock that satisfies the requirements of 
section 1504(a)(2). Thus, on the ac
quisition date, the selling affiliate and 
T are affiliated (within the meaning of 
section 1504) but are not includible 
members of the same consolidated 
group. 

(d) Section 338(h)( 10) election-(1) 
In general. A section 338(h)(10) elec
tion may be made for T if P acquires T 
in a qualified stock purchase from-

(i) A selling consolidated group; 

(ii) A selling affiliate; or 

(iii) S corporation shareholders. 

(2) Simultaneous joint election re
quirement. A section 338(h)(10) elec
tion is made jointly by P and the 
selling consolidated group (or the sell
ing affiliate or the S corporation 
shareholders) on Form 8023 in accord
ance with the instructions to the form. 
The section 338(h)(10) election must 
be made not later than the 15th day of 
the 9th month beginning after the 
month in which the acquisition date 
occurs. 

(3) Irrevocability. A section 338(h)
(10) election is irrevocable. If a section 
338(h)(10) election is made for T, a 
section 338 election is deemed made 
for T. 

(4) Effect of invalid election. If a 
section 338(h)(10) election for T is not 
valid, the section 338 election for T is 
also not valid. 

(e) Certain consequences of section 
338(h)( 10) election. This paragraph (e) 
applies if an election under section 
338(h)( 1 0) is made. 

(1) Old T. Old T recognizes gain or 
loss as if, while old T was a member 
of the selling consolidated group (or 
owned by the selling affiliate or S 
corporation shareholders), it sold all of 
its assets in a single transaction at the 
close of the acquisition date (but before 
the deemed liquidation). Old T's gain 
or loss on each asset is determined 
under paragraph (f) of this section. If P 
makes a qualified stock purchase from 
a selling affiliate or S corporation 
shareholders, the principles of §§ 1.338-
1(c)(6) and (e)(l), (5), and (6)(i) apply 
to the return filed by old T that 
includes the gain or loss and tax 
liability from the deemed sale. 
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(2) Selling consolidated group, sell
ing affiliate, or S corporation share
holders-(i) In general. This paragraph 
(e)(2) describes the treatment of mem
bers of the selling consolidated group, 
the selling affiliate, and S corporation 
shareholders. 

(ii) Deemed liquidation for old T. 
For purposes of subtitle A of the 
Internal Revenue Code, old T is treated 
as if, while T is a member of the 
selling consolidated group (or owned 
by the selling affiliate or S corporation 
shareholders), it distributed all of its 
assets in complete liquidation. If T is 
an S corporation immediately before 
the acquisition date, nothing in this 
section prevents a holder of T stock 
from taking deemed sale gain into 
account under section 1366 and 1367. 
See section 331 or 332 for gain or loss 
recognized by the old T shareholders as 
a result of the deemed liquidation. 

(iii) Basis of T stock not acquired. 
The basis of T stock retained by the 
selling consolidated group (or the sell
ing affiliate or an S corporation share
holder) is its fair market value. For 
purposes of this paragraph, the fair 
market value of all of the T stock 
equals G less any reductions in deter
mining MADSP for acquisition costs of 
P incurred in connection with the 
qualified stock purchase that are cap
italized in the basis of recently pur
chased T stock. See paragraph (f) of 
this section for the definition of G and 
a description of MADSP. 

(iv) T stock sale. No gain or loss is 
recognized on the sale or exchange by 
the selling consolidated group (or the 
selling affiliate or an S corporation 
shareholder) of T stock included in the 
qualified stock purchase. If T is an S 
corporation immediately before T's 
acquisition date, the sale or exchange 
of old T stock to P on the acquisition 
date does not result in a termination of 
the section 1362(a) election for the S 
corporation. 

(v) Example. This paragraph (e)(2) 
may be illustrated by the following 
example. 

Example. (a) S I owns all of the T stock and T 
owns all of the stock of T I and T2. S I is the 
common parent of a consolidated group that 
includes T. TI. and T2. P makes a qualified 
stock purchase of all of the T stock from S I. A 
section 338(h)( 10) election is made for T. A 
section 338(h)( 10) election also is made for the 
deemed purchase of n. A section 338 election is 
not made for T2. 

(b) SI does not recognize gain or loss on the 
sale of the T stock and T does not recognize gain 
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or loss on the sale of the T I stock because T and 
TI are section 338(h)(lO) targets. Thus, for 
example, gain or loss realized on the sale of the 
T or TI stock is not taken into account in 
earnings and profits. However. because a section 
338 election is not made for T2, T must 
recognize any gain or loss realized on the 
deemed sale of the T2 stock. See § 1.338-3(c). 

(c) The results would be the same if SI, T, 
Tl, and T2 are not members of any consolidated 
group, because S I and T are selling affiliates. 

(3) Certain minority shareholders
(i) In general. This paragraph (e)(3) 
describes the treatment of shareholders 
of old T other than members of the 
selling consolidated group, the selling 
affiliate, S corporation shareholders, 
and P. A shareholder to which this 
paragraph (e)( 3) applies is called a 
minority shareholder. 

(ii) T stock sale. Notwithstanding 
paragraph (e)(2)(iv) of this section, a 
minority shareholder recognizes gain or 
loss on the shareholder's sale or 
exchange of T stock included in the 
qualified stock purchase. 

(iii) T stock not acquired. A minor
ity shareholder does not recognize gain 
or loss under this section with respect 
to shares of T stock retained by the 
shareholder. The shareholders's basis 
and holding period for that T stock is 
not affected by the section 338(h)( I 0) 
election, 

(4) P. P is treated as making a gain 
recognition election for its nonrecently 
purchased T stock. See § 1.338(b )-1 (e)
(2) (effect of a gain recognition elec
tion) and §1.338(b)-I(e)(3)(ii) (gain 
recognition election deemed made). 

(5) New T. The adjusted grossed-up 
basis for new T's assets is determined 
in accordance with §1.338(b)-I(c) and 
is allocated among the assets in accord
ance with §§1.338(b)-2T and l.338(b)-
3T. Notwithstanding paragraph (e)(2)
(ii) of this section, new T remains 
liable for the tax liabilities of old T 
(including tax liabilities resulting from 
the deemed sale of assets). For exam
ple, new T remains liable for the tax 
liabilities of the members of any 
consolidated group that are attributable 
to taxable years in which those corpo
rations and old T joined in the same 
consolidated return. See § 1.1502-6(a). 

(6) Consolidated return of selling 
consolidated group. If P acquires T in 
a qualified stock purchase from a 
selling consolidated group-

(i) The selling consolidated group 
must file a consolidated return for the 
taxable period that includes the acquisi
tion date; 

(ii) A consolidated return for the 
selling consolidated group for that 
period may not be withdrawn on or 
after the day that a section 338(h)(lO) 
election is made for T; and 

(iii) Permission to discontinue filing 
consolidated returns cannot be granted 
for, and shall not apply to, that period 
or any of the immediately preceding 
taxable periods during which consoli
dated returns continuously have been 
filed. 

(f) Deemed sale price-( I) General 
rule. The price at which each asset of 
old T is deemed to have been sold is 
calculated by-

(i) Determining the modified ADSP 
(MADSP); and 

(ii) Then allocating MADSP among 
the assets of old T in accordance with 
§ 1.338(b )-2T (without taking into ac
count §1.338(b)-2T(c)(2». 

(2) Formula. (i) The MADSP for
mula is as follows: 

MADSP = G + L + X 

(ii) For purposes of this formula

(A) G is the grossed-up basis of P's 
recently purchased T stock determined 
under §1.338-3(d)(2). 

(B) L is new T's liabilities. 

(C) X is other relevant items. 

(3) Liabilities. Liabilities taken into 
account are the liabilities of new target 
described in §1.338(b)-I(f). The 
amount of the liabilities of new T taken 
into account to determine MADSP is 
determined as if old T had sold its 
assets to an 
consideration 
liabilities. 

unrelated person for 
that included the 

(4) Other relevant items. Other rele
vant items include reductions for-

(i) Acquisition costs of P incurred in 
connection with the qualified stock 
purchase that are capitalized in the 
basis of recently purchased T stock 
(e.g., brokerage commissions and any 
similar costs incurred by P to acquire T 
stock); and 

(ii) Selling costs of the selling con
solidated group (or selling affiliate or S 
corporation shareholders) incurred in 
connection with the qualified stock 
purchase that reduce the amount real
ized on the sale of recently purchased 
T stock (e.g., brokerage commissions 
and any similar costs incurred by the 
selling group to sell T stock). 



(5) Cross-reference. For adjustments 
to MADSP because of events occurring 
after the acquISItIOn date, see 
§ 1.338(b )-3T(h). 

(g) Examples. (I) For purposes of 
the examples in this paragraph (g), 
unless otherwise provided, T, a mem
ber of a selling consolidated group, has 
only one class of stock, all of which is 
owned by S I. As of the close of Year 
1, old T had no items described in 
section 381(c) (including no accumu-

Assets 

lated earnings and profits nor deficit in 
earnings and profits). On March I of 
Year 2, S I sells its T stock to P for 
$80,000, and a section 338(h)( 10) 
election is made for T. As of the close 
of March I of Year 2, old T's current 
earnings and profits, other than those 
generated from the deemed sale of its 
assets, are $21,950. 

(2) Paragraphs (e) and (f) 
section may be illustrated 
following examples: 

Basis Fraction 

of this 
by the 
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Example 1. (a) On March I of Year 2. Towns 
land with a $50.000 basis and $75.000 fair 
market value and equipment with a $30,000 
adjusted basis. $70,000 recomputed basis, and 
$60,000 fair market value. T also has a $40.000 
liability. S I pays old T's allocable share of the 
selling group's consolidated tax liability for Year 
2, which is $13,600 and attributable to the 
deemed sale of T's assets. 

(b) The MADSP of $120.000 ($80,000 + 

$40,000 + 0) is allocated to each asset as 
follows: 

Land 
Equipment 
Total 

$50,000 
30,000 
80,000 

FMV 

$75,000 
60,000 

135,000 

5/9 
4/9 

Allocable MADSP 

$ 66,667 
53.333 

120,000 

(c) Under paragraph (e)(l) of this section. Old 
T has gain on the deemed sale of $40,000 
(consisting of $16,667 of capital gain and 
$23,333 of ordinary income). which produces 
$40,000 of earnings and profits. As of the close 
of the acquisition date but after the deemed sale 
of its assets, old T's earnings and profits are 
$48,350 ($21,950 (its earnings and profits other 
than from the deemed sale) plus $40,000 (T's 
deemed sale gain) less $13.600 (T's allocable 
share of the consolidated tax liability». 

(d) Under paragraph (e)(2) of this section, SI 
does not recognize gain or loss upon its sale of 
the old T stock to P. See section 332. S I takes 
into account old T's earnings and profits of 
$48,350, determined as of the close of the 
acquisition date but after the deemed sale. 

(e) P's basis in new T stock is P's cost for the 
stock, $80,000. See section 1012. 

(f) Under § 1.338(b)-I, the adjusted grossed
up basis for new T is $120.000, i.e., P's cost for 
the old T stock ($80,000) plus T's liability 
($40,000). (Assume there are no other relevant 
items.) This adjusted grossed-up basis is allo
cated as basis among the new T assets under 
§§ 1.338(b)-2T and 1.338(b)-3T. 

Example 2. (a) The facts are the same as in 
Example 1, except that S I sells 80% of the old T 
stock to P for $64,000, rather than 100% of the 
old T stock for $80,000. 

(b) The consequences to P, T, and S I are the 
same as in Example 1. except that: 

(i) P's basis for its 80-percent interest in the 
new T stock is P's $64,000 cost for the stock. 
See section 1012. 

(ii) Under § 1.338(b )-\, the adjusted grossed
up basis for new T is $120,000 (i.e .. $64.000/.8 
+ $40,000 + $0). 

(iii) Under paragraph (e)(2) of this section, S I 
does not recognize gain or loss with respect to 
the retained stock in T. See section 332. 

(iv) Under paragraph (e)(2)(iii) of this section, 
the basis of the T stock retained by S I is 
$16,000 (i.e .. $120.000 - $40.000 (the MADSP 
amount for the old T assets over the sum of new 
T's liabilities immediately after the acquisition 
date) X .20 (the proportion of T stock retained 

by 51». 
Example 3. (a) The facts are the same as in 

Example 2. except that K, a shareholder unre-

lated to T or P, owns the 20% of the T stock that 
is not acquired by P in the qualified stock 
purchase. K's basis in its T stock is $5,000. 

(b) The consequences to P, T. and S I are the 
same as in Example 3, except that 5 I takes into 
account only $38,680 of T's earnings and profits 
(80% of $48,350). 

(c) Under paragraph (e)(3) of this section, K 
recognizes no gain or loss, and K's basis in its T 
stock remains at $5,000. 

Example 4. (a) The facts are the same as in 
Example 1, except that the equipment is held by 
T\, a wholly-owned subsidiary of T, and a 
section 338(h)(I0) election is made for TI. The 
TI stock has a fair market value of $60,000. TI 
has no assets other than the equipment and no 
liabilities. S I pays old T's and old T1's allocable 
shares of the selling group's consolidated tax 
liability for Year 2, which are $5.667 and 
$7,933. respectively, and attributable to the 
deemed asset sales by T and T I. As of the close 
of the acquisition date. but before the deemed 
sale of the equipment, old TI has none of the 
attributes listed in section 381 (c). 

(b) The MADSP for TI is $53,333 (i.e .. 
$53,333 + $0 + $0). On the deemed sale, TI 
recognizes ordinary income of $23,333. As of 
the close of the acquisition date, but after the 
deemed sale of the equipment, TI's earnings and 
profits are $15,400 ($0 plus $23,333 (TI's 
deemed sale gain) less $7,933 (T1's allocable 
share of the consolidated tax liability». 

(c) The MADSP for T is $120,000. allocated 
$66,667 to the land and $53,333 to the stock. 
Old T's deemed sale gain is $16,667 (the capital 
gain on its deemed sale of the land). Under 
paragraph (e)(2) of this section, old T does not 
recognize gain or loss on its deemed sale of the 
T I stock. See section 332. 

(d) Old T takes into account old T1's earnings 
and profits of $15,400, determined as of the 
close of the acquisition date but after the deemed 
sale by TI of its asset. Thus, as of the close of 
the acquisition date, but after the deemed sale of 
old T's assets. old T's earnings and profits are 
$48.350. ($21.950 (its earnings and profits other 
than from the deemed sale) plus $15,400 (from 
T1) plus $16.667 (T's deemed sale gain) less 
$5.667 (T's allocable share of the consolidated 
tax liability». 

(e) Under paragraph (e)(2) of this section. 51 
does not recognize gain or loss upon its sale of 

the old T stock to P and takes into account old 
T's earnings and profits of $48.350. determined 
as of the close of the acquisition date but after 
the deemed sale of old T's assets. 

Example 5. (a) The facts are the same as in 
Example 4, except that P already owns 20% of 
the T stock. which is nonrecently purchased 
stock with a basis of $6.000. and that P 
purchases the remaining 80% of the T stock from 
5 I for $64.000. 

(b) The results are the same as in Example 4, 
except that: 

(i) 51 takes into account only $38.680 of old 
T's earnings and profits. 

(ii) Under paragraph (e)(4) of this section and 
§ 1.338(b)-1 (e)(2). P is deemed to have made a 
gain recognition election for its nonrecently 
purchased T stock. As a result. P recognizes gain 
of $10.000 and its basis in the nonrecently 
purchased T stock is increased from $6.000 to 
$16.000. p's basis in all the T stock is $80,000 
(i.e., $64,000 + $16,000). The computations are 
as follows: 

(A) P's grossed-up basis for the recently 
purchased T stock is $64,000 (i.e .. $64,000 (the 
basis of the recently purchased T stock) X (I -
.2)/(.8) (the fraction in section 338(b)(4». 

(B) P's basis amount for the nonrecently 
purchased T stock is $16,000 (i.e., $64,000 (the 
grossed-up basis in the recently purchased T 
stock) X (.2)/( 1.0 - .2) (the fraction in section 
338(b)(3)(B». 

(C) The gain recognized on the nonrecently 
purchased stock is $10.000 (i.e.. $16,000 -
$6,000). 

(h) Inapplicability of provisions. The 
provisions of section 6043, § 1.331-
I (d), and § 1.332-6 (relating to infor
mation returns and record keeping 
requirements for corporate liquidations) 
do not apply to the deemed liquidation 
of old T under paragraph (e)(2) of this 
section. 

§I.338(i)-I Effective dates. 

(a) In general. 
through 1.338-5. 

Sections 1.338-\ 
1.338(b)-1, and 
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1.338(h)(lO)-1 generally are effective 
for targets with acquisition dates on or 
after January 20, 1994. 

(b) Elective retroactive application. 
A target with an acquisition date on or 
after January 14, 1992 and before 
January 20, 1994 may apply §§1.338-1 
through 1.338-5, 1.338-4T(h), 1.338-
(b)-I, and 1.338(h)(10)-1 by including 
a statement with its return (including 
an amended return) for the period that 
includes the acquisition date to the 
effect that it is applying all of these 
sections pursuant to §1.338(i)-I(b). 

(c) MADSP. Section 1.338(h)(10)
I(f), which requires use of the MADSP 

Affected section 

§ 1.338(b )-2T(c)(2) 

§ 1.338(b )-2T(c)(3)(i) 

§ 1.338(b )-2T(c)(3)(i) 

§ 1.338(b )-2T(c)(3)(ii) 

§ 1.338(b )-2T(d) introductory text 

§1.338(b)-2T(d) Example (2)(ii) 

§ 1.338(b)-2T(d) Example (2)(iv) 

§ 1.338(b )-3T(a)( I) 

§ 1.338(b )-3T(g)(1)(i) 

§ 1.338(b )-3T(h)( 1 )(ii) 

§1.338(b)-3T(j) Example (4)(ii) 

§ 1.338(b)-3T(j) Example (6) (vii) 

§ 1.338(b )-3T(j) Example (7)(v) 

§ 1.921-lT(b)(1) A-I 
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formula to determine deemed sale 
price, is effective for qualified stock 
purchases for which the acquisition 
date is on or after November 10, 1986, 
unless the acquisition occurs pursuant 
to a binding contract entered into 
before that date. 

(d) Deemed election. The District 
Director's discretion to impose (without 
the taxpayer's consent) a deemed elec
tion under section 338(e)(l) and 
§ 1.338-4T(f)(6)(i) (as contained in the 
CFR edition revised as of April I, 
1993) is revoked for all open tax years. 

Par. 7. Section 1.1502-75(k) is 
added to read as follows: 

Remove 

§ 1.338(b )-1 T(f)(2) 

§ 1.338-4T(j)(2) 

§ 1.338(b )-IT(c)(1) 

§ 1.338-4T(h)(3) Answer 2(ii) 

§1.338(b)-lT 

paragraph (d) of §1.338(b)-IT 

§ 1.338-4T(h) 

§1.338(b)-lT 

§1.338(b)-IT 

§1.338-4T(h) (or §1.338(h)(10)-lT 
(f)(2) 

§ 1.338-4T(h)(3) Answer 2(ii)(B) 

§ 1.338-4T(h)(3) 

§ 1.338-4T(h)(3) 

§1.338-lT(c) 

§1.1502-75 Filing of consolidated 
returns. 

* * * * * * 
(k) Cross-reference. See § 1.338(h)

(10)-1 (e)( 6) for special rules regarding 
filing consolidated returns when a 
section 338(h)(10) election is made for 
a target acquired from a selling consol
idated group. 

Par. 8. Section 1.1502-75T is 
removed. 

Par. 9. In the list below, for each 
section indicated in the left column, 
remove the wording indicated in the 
middle column from wherever it ap
pears in that section, and add the 
wording indicated in the right column. 

Add 

§ 1.338(b )-1 (f)(2) 

§ 1.338(b )-1 (e)(2) 

§ 1.338(b )-1 (c)(1) 

§ 1.338-3(d)(2) 

§1.338(b)-1 

§1.338(b)-I(d) 

§ 1.338-3(d)(2) 

§1.338(b)-1 

§1.338(b)-1 

§1.338-3(d) (or §1.338(h)(10)-1 (f) 

§1.338-4T(h)(3) Answer 2(ii)(B) (as 
contained in the CFR edition re
vised as of April I, 1993) 

§ 1.338-4T(h)(3) (as contained in the 
CFR edition revised as of April I, 
1993) 

§1.338-4T(h)(3) (as contained in the 
CFR edition revised as of April I, 
1993) 

§1.338-I(d) 



PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805. 

Par. 11. Section 602.101(c) is 
amended-

a. By removing the following entries 
from the table: 

CPR part or section Current OMB 

where identified control number 

and described 

[REMOVED] 

* * * * * * 

1.338-lT ............... 1545-0702 

1545-1115 
l.338-2T ............... 1545-0702 

1545-1115 
1.338-3T ............... 1545-0702 

l.338-4T ............... 1545-0702 

1545-1115 
l.338-5T ............... 1545-0702 

l.338-6T ............... 1545-1115 

l.338(b)-4T ............. 1545-0702 

l.338(h)(10)-lT ......... 1545-0702 

* * * * * * 

b. By adding the following entries in 
numerical order to the table to read as 
follows: 

CFR part or section Current OMB 

where identified control number 

and described 

[ADDED] 

* * * * * * 

1.338-1 ................ 1545-1295 

1.338(b)-1 .............. 1545-1295 

1.338(h)(10)-1 ........... 1545-1295 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 22, 1993. 

Leslie Samuels, 
Assistant Secretary of the 

Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
January 12, 1994, 2:54 p.m., and published in 
the issue of the Federal Register for Januay 
20, 1994, 59 F.R. 2958) 

26 CFR 1.338-4T: Asset and stock consistency 
(temporary ). 

T.D. 8516 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Revisions of the Section 338 
Consistency Rules with Respect to 
Target Affiliates that are Controlled 
Foreign Corporations 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: These amendments to the 
income regulations revise the consis
tency rules under section 338 of the 
Internal Revenue Code of 1986 appli
cable to certain cases involving con
trolled foreign corporations. This action 
is necessary to simplify and update the 
existing regulations. These regulations 
are substantially identical to the consis
tency rules applicable to controlled 
foreign corporations contained in recent 
proposed regulations. The regulations 
would affect taxpayers that own con
trolled foreign corporations. The text of 
these temporary regulations also serves 
as the text of the proposed regulations 
set forth in the notice of proposed rule
making on this subject in *** [INTL-
177-90, page 818, this Bulletin]. 

DATES: These regulations are effective 
January 20, 1994. 

For applicability of these regulations, 
see "Effective Dates" under the 
"SUPPLEMENTARY INFORMA
TION" portion of the preamble. 

SUPPLEMENTARY INFORMATION: 

Background 

A notice of proposed rulemaking was 
published on January 14, 1992, in the 

Section 338 

Federal Register (57 FR 1409) under 
section 338 of the Internal Revenue 
Code. See 1992-1 C.B. 1000. The 
notice provided rules to replace the 
asset and stock consistency rules of 
§§1.338-4T and 1.338-5T. The notice 
included consistency rules applicable to 
certain cases involving controlled for
eign corporations (CFCs). Comments 
on the notice were received and a 
public hearing was held on March 26, 
1992. After considering the comments 
and statements made at the hearing, 
those proposed regulations, with the 
exception of certain consistency rules 
applicable to controlled foreign corpo
rations, were adopted as revised by 
Treasury Decision 8515, published 
elsewhere in *** [page 89, this Bul
letin], and the corresponding temporary 
regulations were removed. 

Several comments were received 
concerning the international consistency 
rules. Some comments questioned the 
need to apply the carryover basis rules 
to an asset disposed of by a CFC while 
also adjusting the basis in the stock of 
the CFC. Other comments questioned 
the propriety of imposing consistency 
requirements on foreign assets held by 
CFCs, which are frequently sold in the 
context of an acquisition for foreign tax 
planning purposes. 

No changes were made in response 
to the comments received. Elimination 
of either the carryover basis rule for 
assets or the adjustment to CFC stock 
basis would complicate the regulation 
by requiring additional anti-avoidance 
rules to ensure collection of the appro
priate amount of tax. In view of the 
complexity of the issues involved, the 
Service intends to continue studying 
the international consistency rules and 
may make further changes to the rules 
if warranted. However, in view of the 
need for immediate guidance, these 
rules are being issued as temporary 
regulations. 

Need for Temporary Regulations 

The provisions contained in this 
Treasury decision are needed imme
diately to provide guidance to the 
public with respect to the international 
consistency rules under section 338. 
Therefore, it is found impractical and 
contrary to public interest to issue this 
Treasury decision with prior notice 
under section 553(b) of Title 5 of the 
United States Code. In addition, the 
previously published proposed regula-

1994-1 C.B. 119 



Section 338 

tions cannot be finalized, as certain 
issues relating to the operation and 
scope of these regulations are being 
studied. 

Explanation of Provisions 

The temporary and proposed regula
tions under § 1.338-4T(h) are substan
tially identical to the previously pro
posed regulations. The preamble to the 
previously proposed regulations con
tains a discussion of the provisions. 

References to new section 951 (a)
(1 )(C) of the Internal Revenue Code 
have been added to paragraph (h)(2) of 
this section to incorporate the effect of 
new section 956A (Sec. 13231, Pub. L. 
103-66, 107 Stat. 312, 495) on the 
consistency rules. 

References to section 1291 have 
been added in various paragraphs of 
this section to clarify that an amount 
otherwise treated as a dividend under 
section 1248 does not lose its character 
for purposes of these regulations, 
where section 1248 is overridden by 
section 1291. The references to section 
1291 in this context contemplate the 
application of the consistency rules to 
the full amount that is subject to 
section 1291(g)(2)(C). See also, 
§1.1291-5(e) of the proposed regula
tions. In addition, a provision was 
added to paragraph (h)(2)(ii) of this 
section to deny a stock basis increase 
where there is an indirect disposition 
by a domestic target or target affiliate 
of a section 1291 fund that is subject to 
the consistency rules. See § 1.1291-
3( e)( 4 )(iii) of the proposed regulations. 

Effective Dates 

These regulations are generally 
effective for targets with acquisition 
dates on or after January 20, 1994. 
Taxpayers may elect to apply these 
regulations, together with section 338 
regulations issued as temporary and 
final regulations elsewhere in the Fed
eral Register, to a target with an 
acquisition date on or after January 14, 
1992, and before January 20, 1994. 

Special Analyses 

It has been determined that this 
temporary regulation 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 V.S.c. 
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chapter 5) and the Regulatory Flexibility 
Act 5 V.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, a copy of 
these temporary regulations will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on its impact on 
small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I, is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 V.S.c. 7805 *** 
Section l.338-4T(h) also issued under 
26 V.S.c. 338. *** 

Par. 2. Section 1.338-4T is revised 
to read as follows: 

§I.338-4T Asset and stock 
consistency (temporary). 

(a) through (g) [Reserved] 

(h) Consistency for target affiliates 
that are controlled foreign corpora
tions-( I) In general. This paragraph 
(h) applies only if target is a domestic 
corporation. See § 1.338-4(g) for addi
tional rules that may apply with respect 
to controlled foreign corporations. The 
definitions and nomenclature of 
§1.338-1(b) and (c) and §1.338-4(e), 
apply for purposes of this section. 

(2) Income or gain resulting from 
asset dispositions-(i) General rule. 
Income or gain of a target affiliate that 
is a controlled foreign corporation from 
the disposition of an asset is not 
reflected in the basis of target stock 
under § 1.338-4( c) unless the income or 
gain results in an inclusion under 
section 951(a)(l)(A), 951(a)(l)(C), 
1291 or 1293. 

(ii) Basis of controlled foreign cor
poration stock. If, by reason of para
graph (h)(2)(i) of this section, the 
carryover basis rules of § 1.338-4 apply 
to an asset, no increase in basis in the 
stock of a controlled foreign corpora-

tion under section 961(a) or 1293(d)(l), 
or under regulations issued pursuant to 
section 1297(b)(5), is allowed to target 
or a target affiliate to the extent the 
increase is attributable to income or 
gain described in paragraph (h)(2)(i) of 
this section. A similar rule applies to 
the basis of any property by reason of 
which the stock of the controlled 
foreign corporation is considered 
owned under section 958(a)(2) or 
1297(a). 

(iii) Operating rule. For purposes of 
this paragraph (h)(2)-

(A) If there is an income inclusion 
under section 951 (a)(l)(A) or (C), the 
shareholder's income inclusion is first 
attributed to the income or gain of the 
controlled foreign corporation from the 
disposition of the asset to the extent of 
the shareholder's pro rata share of such 
income or gain; and 

(B) Any income or gain under sec
tion 1293 is first attributed to the 
income or gain from the disposition of 
the asset to the extent of the share
holder's pro rata share of the income or 
gain. 

(3) Stock issued by target affiliate 
that is a controlled foreign corpora
tion. The exception to the carryover 
basis rules of § 1.338-4 provided in 
§1.338-4(d)(2)(iii) does not apply to 
stock issued by a target affiliate that is 
a controlled foreign corporation. After 
applying the carryover basis rules of 
this section to the stock, the basis in 
the stock is increased by the amount 
treated as a dividend under section 
1248 on the disposition of the stock (or 
that would have been so treated but for 
section 1291). 

(4) Certain distributions-(i) Gen
eral rule. In the case of a target 
affiliate that is a controlled foreign 
corporation, § 1.338-4(g) applies with 
respect to the target affiliate by treating 
any reference to a dividend to which 
section 243(a)(3) applies as a reference 
to any amount taken into account under 
§ 1.1502-32 in determining the basis of 
target stock that is-

(A) A dividend; 

(B) An amount treated as a dividend 
under section 1248 (or that would have 
been so treated but for section 1291); or 

(C) An amount included in income 
under section 951(a)(l)(B). 

(ii) Basis of controlled foreign cor
poration stock. If the carryover basis 
rules of this section apply to an asset 
the basis in the stock of the controlled 



foreign corporation (or any property by 
reason of which the stock is considered 
owned under section 958(a)(2)) is 
reduced by the sum of any amounts 
that are treated, solely by reason of the 
disposition of the asset, as a dividend, 
amount treated as a dividend under 
section 1248 (or that would have been 
so treated but for section 1291), or 
amount included in income under sec
tion 951(a)(1)(B). 

(5) Examples. This 
may be illustrated by 
examples: 

paragraph (h) 
the following 

Example 1. Stock of target affiliate that is a 
CFC. (a) The S group files a consolidated return; 
however, T2 is a controlled foreign corporation. 
On December I of Year 1. Tl sells the T2 stock 
to P and recognizes gain. On January 2 of Year 
2, P makes a qualified stock purchase of T from 
S. No section 338 election is made for T. 

(b) Under §1.338-4(b)(1), §1.338-4(d) applies 
to the T2 stock. Under paragraph (h)(3) of this 
section, § 1.338-4(d)(2)(iii) does not apply to the 
T2 stock. Consequently, § 1.338-4(d)(1) applies 
to the T2 stock. However, after applying § 1.338-
4(d)(1), P's basis in the T2 stock is increased by 
the amount of TI's gain on the sale of the T2 
stock that is treated as a dividend under section 
1248. Because P has a carryover basis in the T2 
stock, the T2 stock is not considered purchased 
within the meaning of section 338(h)(3) and no 
section 338 election may be made for T2. 

Example 2. Stock of target affiliate CFC; 
inclusion under subpart F. (a) The S group files 
a consolidated return; however, T2 is a con
trolled foreign corporation. On December I of 
Year I, T2 sells an asset to P and recognizes 
subpart F income that results in an inclusion in 
Tl's gross income under section 951(a)(1 )(A). 
On January 2 of Year 2, P makes a qualified 
stock purchase of T from S. No section 338 
election is made for T. 

(b) Because gain from the disposition of the 
asset results in an inclusion under section 951 (a)
(1 )(A), the gain is reflected in the basis of the T 
stock as of T's acquisition date. See paragraph 
(h)(2)(i) of this section. Consequently, under 
§1.338-4(b)(1), §1.338-4(d)(l) applies to the 
asset. In addition, under paragraph (h)(2)(ii) of 
this section, TI's basis in the T2 stock is not in
creased under section 961(a) by the amount of 
the inclusion that is attributable to the sale of the 
asset. 

(c) If, in addition to making a qualified stock 
purchase of T, P acquires the T2 stock from TI 
on January I of Year 2, the results are the same 
for the asset sold by T2. In addition, under 
paragraph (h)(2)(ii) of this section, Tl's basis in 
the T2 stock is not increased by the amount of 
the inclusion that is attributable to the gain on 
the sale of the asset. Further, under paragraph 
(h)(3) of this section, § 1.338-4(d)( I) applies to 
the T2 stock. However, after applying § 1.338-
4(d)(l), p's basis in the T2 stock is increased by 
the amount of TI's gain on the sale of the T2 
stock that is treated as a di vidend under section 
1248. Finally. because P has a carryover basis in 
the T2 stock, the T2 stock is not considered pur
chased within the meaning of section 338(h)(3) 
and no section 338 election may be made for T2. 

(d) If P makes a qualified stock purchase of 
T2 from TI, rather than of T from S, and Tl's 

gain on the sale of T2 is treated as a di vidend 
under section 1248, under paragraph (h)( I) of 
this section, paragraphs (h)(2) and (3) of this 
section do not apply because there is no target 
that is a domestic corporation. Consequently, the 
carryover basis rules of § 1.338-4 do not apply to 
the asset sold by T2 or the T2 stock. 

Example 3. Gain reflected by reason of section 
1248 dividend; gain from non-subpart F asset. 
(a) The S group files a consolidated return; 
however, T2 is a controlled foreign corporation. 
In Years I through 4, T2 does not pay any 
dividends to Tl and no amount is included in 
Ti's income under section 951(a)(l )(B). On 
December I of Year 4, T2 sells an asset with a 
basis of $400,000 to P for $900,000. T2's gain 
of $500,000 is not subpart F income. On 
December 15 of Year 4, Tl sells T2, in which it 
has a basis of $600,000, to P for $1,600,000. 
Under section 1248, $800,000 of Tl's gain of 
$1,000,000 is treated as a dividend. However, in 
the absence of the sale of the asset by T2 to P, 
only $300,000 would have been treated as a 
dividend under section 1248. On December 30 of 
Year 4, P makes a qualified stock purchase of TI 
from T. No section 338 election is made for Tl. 

(b) Under paragraph (h)(4) of this section, 
§ 1.338-4(g)(2) applies by reference to the 
amount treated as a dividend under section 1248 
on the disposition of the T2 stock. Because the 
amount treated as a dividend is taken into 
account in determining T's basis in the Tl stock 
under § 1.1502-32, the sale of the T2 stock and 
the deemed dividend have the effect of a 
transaction described in § 1.338-4(g)(1). Conse
quently, § 1.338-4( d)(1) applies to the asset sold 
by T2 to P and P's basis in the asset is $400,000 
as of December I of Year 4. 

(c) Under paragraph (h)(3) of this section, 
§1.338-4(d)(l) applies to the T2 stock and p's 
basis in the T2 stock is $600,000 as of December 
15 of Year 4. Under paragraphs (h)(3) and (4)(ii) 
of this section, however, p's basis in the T2 
stock is increased by $300,000 (the amount of 
TI's gain treated as a dividend under section 
1248 ($800,000), other than the amount treated 
as a dividend solely as a result of the sale of the 
asset by T2 to P ($500,000» to $900,000. 

(i) and (j) [Reserved) 

(k) Effective dates. Except as pro
vided in §1.338(i)-I(b) (allowing elec
tive retroactive application of this 
section in limited cases), this section is 
effective for targets with acquisition 
dates on or after January 20, 1994. As 
provided in § 1.338(i)-1 (b), this section 
may be applied electively to a target 
with an acquisition date on or after 
January 14, 1992, and before January 
20, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 22, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

Section 382 

(Filed by the Office of the Federal Register on 
January 12, 1994. 2:54 p.m., and published in 
the issue of the Federal Register for January 
20, 1994. 59 F.R. 2956) 

Part V.-Carryovers 

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

The adjusted federal long-term rate is set forth 
for the month of January 1994. See Rev. Rul. 
94-1. page 207. 

The adjusted federal long-term rate is set forth 
for the month of February 1994. See Rev. Rul. 
94-9, page 209. 

The adjusted federal long-term rate is set forth 
for the month of March 1994. See Rev. Rul. 94-
15, page 210. 

The adjusted federal long-term rate is set forth 
for the month of April 1994. See Rev. Rul. 94-
22, page 212. 

The adjusted federal long-term rate is set forth 
for the month of May 1994. See Rev. Rul. 94-
29, page 213. 

The adjusted federal long-term rate is set forth 
for the month of June 1994. See Rev. Rul. 94-
36, page 215. 

26 CFR 1.382-2: General rules for ownership 
change. 

T.D. 8531 

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

Final Regulations Under Section 382 
of the Internal Revenue Code of 
1986; Limitations on Corporate Net 
Operating Loss Carryforwards 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 382 of 
the Internal Revenue Code of 1986. 
The final regulations provide rules 
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regarding the treatment of options in 
determining whether a loss corporation 
has an ownership change, within the 
meaning of section 382. These rules are 
necessary to enable a loss corporation 
to determine whether it is subject to the 
annual limitation provided in section 
382 on the use of certain losses. 

DATES: These regulations are effective 
November 5, 1992. For dates of ap
plicability of these regulations, see 
"Effecti ve date" paragraph In the 
"SUPPLEMENTARY INFORMA
TION" portion of the preamble. 

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 1545-1120. The 
estimated annual burden per respondent 
varies from .1 hour to .5 hour, de
pending on individual circumstances, 
with an estimated average of .3 hour. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing the burden should be sent 
to the Internal Revenue Service, Atten
tion: IRS Reports Clearance Officer, 
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 

This document contains final regula
tions to be added to the Income Tax 
Regulations (26 CFR part I) under 
section 382 of the Internal Revenue 
Code (Code). The final regulations 
provide rules regarding the treatment of 
options in determining whether a loss 
corporation has an ownership change 
within the meaning of that section. 

Proposed regulations on this subject 
were set forth in a notice of proposed 
rulemaking published in the Federal 
Register on November 5, 1992 [CO-
18-90, 1992-2 C.B. 606]. See 57 FR 
52743. The Internal Revenue Service 
(IRS) recei ved comments on the pro
posed regulations and held a public 
hearing on February 2, 1993. Having 
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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 

Section 382 of the Code limits the 

This Treasury Decision adopts th.e 
proposed regulations With. several revI
sions. The following diSCUSSiOn de
scribes the principal differences. be
tween the proposed and fmal 
regulations. 

A. The Ownership, Control, and 

amount of income earned by a corpora- Income Tests 
tion after an ownership change that can 
be offset by losses incurred prior to the 
ownership change. In general, an 
ownership change is an increase of 
more than 50 percentage points in 
stock ownership by 5-percent share
holders over a three-year period. 

Section 382(l)(3)(A) states that, ex
cept as provided in regulations, an 
option to acquire stock is treated as 
exercised if the deemed exercise would 
result in an ownership change. That 
section also provides that a similar rule 
applies in the case of certain interests 
that are similar to options. These rules 
are implemented by § 1.382-2T(h)( 4) 
of the temporary regulations. 

The IRS issued the proposed regula
tions in response to numerous com
ments regarding the practical diffi
culties of applying the option rules in 
the temporary regulations. The pro
posed regulations were intended to 
reduce these practical difficulties by 
narrowing the scope of the option rules 
and simplifying their application. 

The proposed regulations treat an 
option as exercised only if it is issued 
or transferred for an abusive principal 
purpose. The proposed regulations de
fine an abusive principal purpose as a 
principal purpose of manipulating the 
timing of an owner shift to avoid, or 
ameliorate the impact of, an ownership 
change by one of two means. These 
two means are (1) providing the holder 
of the option, prior to its exercise, with 
a substantial portion of the attributes of 
ownership of the underlying stock, and 
(2) facilitating the creation of income 
to absorb the loss corporation's losses 
prior to the exercise of the option. 

The determination of whether an 
option is issued or transferred for an 
abusive principal purpose is based on 
all relevant facts and circumstances. 
The proposed regulations include a 
nonexclusive list of factors that evi-
dence an abusive principal purpose. 
One factor, for example, is the receipt 
by the loss corporation of a capital 
contribution (in exchange for stock or 
otherwise) in connection with the issu
ance or transfer of an option. 

The final regulations treat an option 
as exercised if it satisfies either an 
ownership test, a control test, or an 
income test. 

The ownership test is substantially 
the same as the first element of the 
abusive principal purpose test of the 
proposed regulations. An option satis
fies the ownership test if a principal 
purpose of its issuance, transfer, or 
structuring is to avoid or ameliorate the 
impact of an ownership change by pro
viding the holder of the option, prior to 
its exercise or transfer, with a sub
stantial portion of the attributes of 
ownership of the underlying stock. 

The control test applies to an option 
held by a major shareholder or used in 
connection with a major corporate 
acquisition. An actual or constructive 
holder of more than 50 percent of a 
corporation's stock can generally ex
ercise significant influence over the 
corporation prior to the exercise of the 
option. The rules of the proposed 
regulations, however, may not ade
quately take into account the relation
ship between a major shareholder or 
option holder and the loss corporation. 
In particular, the attributes of owner
ship element of the abusive principal 
purpose test of the proposed regulations 
focuses only on the attributes of 
ownership of the stock covered by an 
option. It does not take into account an 
option holder's influence over a corpo
ration as a result of owning other stock 
or options. In addition, the proposed 
regulations imply (and, as described 
below, the final regulations explicitly 
state) that the ability of the holder of 
an option with a fixed exercise price to 
share in future appreciation of the 
underlying stock is not, by itself, a 
substantial portion of the attributes of 
ownership of the stock. However, the 
extent to which a fixed price option 
transfers an economic interest in the 
loss corporation to an option holder 
may be of particular concern when the 
option is held by a major shareholder 
or is used in connection with a major 
corporate acquisition. 



For the reasons described above, the 
final regulations adopt a control test 
that applies to options held by major 
shareholders or used in connection with 
major corporate acquisitions. An option 
satisfies the control test if (I) a 
principal purpose of its issuance, trans
fer, or structuring is to avoid or 
ameliorate the impact of an ownership 
change, and (2) the holder of the option 
and any persons related to the option 
holder have, in the aggregate, a direct 
and indirect ownership interest in the 
loss corporation of more than 50 per
cent (determined as if the increase in 
such persons' percentage ownership 
interest that would result from the 
exercise of the option in question and 
any other options to acquire stock held 
by such persons, and any other in
tended increases in such persons' per
centage ownership interest, actually 
occurred on the date the option is 
issued or transferred). 

The control test will subject certain 
options to inquiry even if it is unlikely 
that the option holder (or a related 
person) will actually acquire (directly 
or indirectly) more than 50 percent of 
the stock of the loss corporation. The 
control test is not satisfied, however, 
unless a requisite purpose is present. 
For example, the control test will apply 
to a contingent option to acquire more 
than 50 percent of the stock of a loss 
corporation even though the option 
holder has no other relationship to the 
corporation. Nevertheless, in such a 
situation, the option would not be 
treated as exercised if it were not 
issued with a principal purpose to 
avoid or ameliorate the impact of an 
ownership change. 

The income test is substantially the 
same as the second element of the 
abusive principal purpose test of the 
proposed regulations. An option satis
fies the income test if a principal 
purpose of its issuance, transfer, or 
structuring is to avoid or ameliorate the 
impact of an ownership change by 
facilitating the creation of income prior 
to its exercise or transfer. The final 
regulations clarify that the creation of 
income concept is a broad one, and 
refers not only to the creation of 
income, but to the creation of any 
value (e.g., unrealized built-in gains 
that would ameliorate the impact of an 
ownership change), and also to the 
acceleration of income or the deferral 
of deductions. 

B. Clarification of Principal Purpose 
Concept 

The proposed regulations treat an 
option as exercised if a principal pur
pose of its issuance or transfer is 
abusive. Various forms of this purpose 
standard are employed throughout the 
Code and regulations. See, e.g., 
§§ 306(b)(4) ("one of its principal 
purposes"); 336(d)(2)(B) ("a principal 
purpose"); 453(e)(7) ("one of its prin
cipal purposes"); 7872(c) (" 1 of the 
principal purposes"); 1.707-6(b) ("a 
principal purpose"); 1.1275-2T(g) ("a 
principal purpose"); and 1.1504-4(g)
(3)(iv)(B) ("a principal purpose"). The 
IRS and the Treasury Department con
sidered other formulations of a purpose 
test in an effort to provide greater 
clarity on the application of the test. 
No appropriate substitute was identi
fied. Accordingly, the final regulations 
retain the "a principal purpose" stand
ard, but clarify that the relevant inquiry 
under this standard is not limited to the 
purposes for which an option is issued 
or transferred. The inquiry also focuses 
on the purposes of structuring the 
option, either alone or in combination 
with other arrangements. An abusive 
purpose can be a principal purpose 
even when it is outweighed by the non
tax reasons (taken together or sepa
rately) for the occurrence or structure 
of a transaction. 

C. Elimination of Abuse Factors and 
Disclosure Requirement 

As noted above, the proposed regula
tions provide a nonexclusive list of 
factors that evidence an abusive princi
pal purpose. The proposed regulations 
require a loss corporation to disclose 
certain information to the IRS if it does 
not treat as exercised an option to 
which one of the specific abuse factors 
applies. 

The IRS and the Treasury Depart
ment have determined that the enforce
ment benefits that would be achieved 
by the disclosure requirement do not 
justify the administrative burden it 
would impose on taxpayers (in addition 
to the general disclosure requirement of 
the temporary regulations; see § 1.382-
2T(a)(2)(ii». Therefore, the final reg
ulations do not retain the disclosure 
requirement of the proposed regula
tions. The accuracy-related penalty of 
section 6662 may apply, however, if a 
substantial underpayment results from a 
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position that lacks substantial authority 
that is not adequately disclosed by the 
taxpayer. 

Because the promulgation of specific 
abuse factors in the proposed regula
tions related largely to the disclosure 
requirement, the final regulations do 
not retain the specific abuse factors. 
The elimination of the abuse factors 
also addresses commentators' concerns 
that these factors could have been 
viewed as creating a presumption that 
an option to which a factor applied was 
issued or transferred for an abusive 
principal purpose. 

Instead of providing specific abuse 
factors that are evidence of an abusive 
principal purpose, the final regulations 
merely identify a series of factors that 
exemplify circumstances that may be 
probative under the ownership, control, 
and income tests. The weight given to 
these factors depends on the facts and 
circumstances. The presence or absence 
of any of these factors does not create 
a presumption. 

Among the factors that are relevant 
in applying all three tests are any 
business purposes for the issuance, 
transfer, or structure of an option, the 
likelihood of exercise of the option 
(taking into account, for example, any 
contingencies to its exercise), transac
tions related to the issuance or transfer 
of the option, and the consequences of 
treating the option as exercised. An 
option is not treated as exercised under 
any of the tests, however, if a principal 
purpose of its issuance, transfer, or 
structuring is to avoid an ownership 
change by having it treated as 
exercised. 

The final regulations also provide 
examples of additional factors that are 
taken into account in applying each of 
the separate tests. Among the addi
tional factors that are taken into ac
count in applying the ownership test 
are the relationship between the ex
ercise price of the option and the value 
of the underlying stock at the time of 
the issuance or transfer of the option, 
whether the option provides its holder 
with the right to participate in the 
management of the loss corporation or 
with other rights that ordinarily would 
be afforded to owners of the underlying 
stock, and the existence of reciprocal 
put and call options. The ability of the 
holder of an option with a fixed 
exercise price to share in future appre
ciation of the underlying stock is also a 
relevant factor, but is not sufficient, by 
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itself, for the option to be treated as 
exercised. Conversely, the fact that the 
holder of such an option does not bear 
the risk of loss due to declines in value 
of the underlying stock does not pre
clude the option from satisfying the 
ownership test. 

Among the additional factors that are 
taken into account in applying the 
control test are the economic interests 
in the loss corporation of the option 
holder or related persons and the 
influence of those persons over the 
management of the loss corporation. 

Among the additional factors that are 
taken into account in applying the 
income test are whether, in connection 
with the issuance or transfer of the 
option, the loss corporation engages in 
income acceleration transactions or the 
holder of the option or a related person 
purchases stock from, or makes a 
capital contribution or loan to, the loss 
corporation that can reasonably be 
expected to avoid or ameliorate the 
impact of an ownership change. Exam
ples of income acceleration transactions 
are those outside the ordinary course of 
the loss corporation's business that 
accelerate income or gain into the 
period prior to the exercise of the 
option or defer deductions to the period 
after the exercise of the option. 

Commentators on the proposed regu
lations asked for clarification of the 
definition of "capital contribution" 
and guidance on the relevance of 
capital contributions in determining 
whether an option is treated as ex
ercised. The final regulations address 
these comments in two respects. First, 
as noted above, the final regulations 
eliminate the abuse factors of the 
proposed regulations, including the fac
tor related to capital contributions. 
Therefore, although a capital contribu
tion or similar transaction made in 
connection with the issuance or transfer 
of an option is relevant in applying the 
income test, it cannot be viewed as 
giving rise to a presumption that the 
option satisfies the test. In addition, the 
final regulations provide further guid
ance regarding the relevance of a 
capital contribution or similar trans
action. The final regulations provide 
that a capital contribution or similar 
transaction is more probative toward an 
option satisfying the income test the 
larger the amount received by the loss 
corporation in the transaction or related 
transactions. Further, such a transaction 
is generally not taken into account in 
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applying the income test if it is made 
to enable the loss corporation to con
tinue the basic operations of its busi
ness for such purposes as meeting the 
monthly payroll or funding other oper
ating expenses. 

D. Safe Harbors 

In response to commentators' re
quests, the final regulations provide 
several safe harbors. The safe harbors 
apply to (i) typical contracts to acquire 
stock that are closed on a change date 
within one year after they are entered 
into, (ii) options that are part of 
security arrangements in typical lending 
transactions, (iii) certain compensatory 
options, (iv) certain options exercisable 
only upon death, disability, mental 
incompetency, or retirement, and (v) 
certain rights of first refusal. In addi
tion, the final regulations authorize the 
IRS to promulgate additional safe 
harbors by publication in the Internal 
Revenue Bulletin. 

An option to which a safe harbor 
applies is generally not subject to the 
ownership, control, or income test. A 
contract to acquire stock, however, is 
not exempted from the income test re
gardless of whether it is described in 
the safe harbor applicable to contracts. 

E. Treatment of Options Related to 
Certain Bankruptcy Reorganizations 

Section 382(1)(5) provides rules that 
apply to ownership changes that occur 
while the loss corporation is under the 
jurisdiction of a court in a title 11 or 
similar case. A loss corporation that 
qualifies for these special rules can use 
its pre-change losses, after certain 
reductions, without regard to the annual 
limitation provided in section 382. 

Section 1.382-9(0) of the regulations 
provides that the option attribution 
rules of the temporary regulations do 
not apply to certain options that arise 
as part of a plan of reorganization in a 
title 11 or similar case until the time 
that the plan becomes effective. This 
rule clarifies the timing of any owner
ship change that results from the plan. 
This Treasury decision amends section 
1.382-9( 0) to provide that neither the 
option attribution rules of the tempo
rary regulations nor the new rules of 
the final regulations apply prior to the 
time the plan becomes effective. 

In general, the new option rules of 
the final regulations apply to determine 

whether an ownership change occurs at 
the time the plan becomes effective. As 
explained in Part F, below, however, a 
loss corporation that is subject to a title 
11 or similar case filed on or before 
May 17, 1994 may elect to apply the 
option attribution rules of the tempo
rary regulations up to the time that 
the plan of reorganization becomes 
effective. 

Section 1.382-9(e) of the regulations 
provides rules regarding the treatment 
of options for purposes of determining 
eligibility for the special rules of 
section 382(1)(5). The preamble of the 
proposed regulations requested com
ments on the desirability of changes to 
the rules of section 1.382-9(e) in light 
of the option rules of the proposed 
regulations. The IRS and the Treasury 
Department are considering the com
ments received in response to this 
request. 

F. Effective Date 

The option rules of the proposed 
regulations were proposed to apply on 
any testing date on or after November 
5, 1992. Many commentators asked that 
taxpayers be allowed to apply the new 
option rules retroactively. These com
mentators observed that many of the 
options that were treated as exercised 
under the temporary regulations (and 
thus resulted in ownership changes) 
would not be treated as exercised under 
the rules of the proposed regulations. 
Thus, if the same options had been 
issued after the effective date of the 
proposed regulations, they would not 
necessarily have caused an ownership 
change. The commentators argued that 
the application of the section 382 
limitation should not depend on the 
timing of the Issuance of certain 
options. 

The IRS and the Treasury Depart
ment have declined to allow taxpayers 
to apply the new option rules retroac
tively because the results of retroactive 
application of these rules would be in
appropriate. The results would be 
largely the same as if no option at
tribution rules had been in effect prior 
to November 5, 1992, except cases in 
which attribution favored the taxpayer. 
~ taxpay~r could argue that the options 
III questIOn could not have had an 
abusive principal purpose because the 
temporary regulations treated an option 
as exercised whenever an ownership 
change would result. Accordingly, a 



taxpayer who had an ownership change 
under the prior rules could reverse the 
ownership change by electing to apply 
the new rules retroactively-an election 
the taxpayer would presumably make 
unless, in retrospect, the application of 
the temporary regulations had proved 
to be favorable. 

In light of the foregoing, the final 
regulations retain the general effective 
date of the proposed regulations; the 
option rules of the final regulations 
generally apply on testing dates on or 
after November 5, 1992. 

Although the option rules of the final 
regulations, and not those of the 
temporary regulations, generally apply 
on testing dates on or after November 
5, 1992, the final regulations allow a 
loss corporation to elect to apply the 
option rules of the temporary regula
tions for an extended period. For most 
loss corporations, the election applies 
to all testing dates that occur before 
May 17, 1994. If, however, the loss 
corporation is subject to a title 11 or 
similar case filed on or before May 17, 
1994, the election applies to all testing 
dates on or before the time the plan of 
reorganization becomes effective. 

The final regulations provide an 
exception to the general effective date 
for the control test. The test generally 
does not apply to an option issued on 
or before March 17, 1994, or issued 
within 60 days after that date pursuant 
to a plan existing before that date. The 
control test will apply to such an 
option, however, on testing dates on or 
after the date of a transfer of the option 
that would itself cause the option to 
satisfy the control test. 

Special Analyses 

It has been determined that this 
Treasury Decision is not a significant 
regulatory action, as defined in Execu
tive Order 12866. Therefore, a regula
tory assessment is not required. It has 
also been determined that section 553-
(b) of the Administrative Procedure Act 
(5 U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these regulations, and, 
therefore, a Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(f) of the Code, the notice 
of proposed rulemaking preceding these 
regulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * * 

Amendments to the Regulations 

PART I-INCOME TAXES 

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

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
current citations for §§ 1.382-2, 1.382-
4, and 1.382-9 and by adding the 
following citations to read as follows: 

Authority: 26 U.S.c. 7805 *** Sec
tion 1.382-2 also issued 26 U.S.c. 
382(k)(6)(B)(ii) and 26 U.S.c. 382(m). 
*** Section 1.382-4 also issued under 
26 U.S.c. 382(1)(3) and 382(m). *** 
Section 1.382-9 also issued under 26 
U.S.c. 382(1)(3) and 382(m). *** 

Authority 26 U.S.c. 7805. 

Par. 2. Section 1.382-1 is amended 
as follows: 

1. Entries for § 1.382-2, paragraphs 
(a)(3) through (b)(3) are added. 

2. Entries for § 1.382-2T are 
amended by: 

a. Revising the entry for paragraph 
(a)(2)(i). 

b. Adding an entry for paragraph 
(h)( 4 )(xiii). 

c. Removing the entry for paragraph 
(h)(4)(x)(Z). 

d. Adding entries for paragraphs 
(m)(4)(vi) and (m)(4)(vii). 

3. The entries for § 1.382-4 are 
revised. 

4. The additions and revisions read 
as follows: 

§ 1.382-1 Table of Contents. 

* * * * * * 
§ 1.382-2 General rules for 
ownership change. 

(a) *** 
(3) Stock. 

(i) In general. [Reserved] 
(ii) Convertible stock. 

(4) Testing date. 
(i) In general. 
(ii) Exceptions. 

(b) Effective dates. 
(1) In general. [Reserved] 
(2) Rules provided in paragraph 

(a)(3)(ii) of this section. 
(i) In general. 
(ii) Certain convertible 

preferred stock. 
(3) Rules provided in paragraph 

(a)( 4) of this section. 
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§ 1.382-2T Definition of ownership 
change under section 382. as 
amended by the Tax Reform Act of 
1986 (temporary). 

(a) *** 
(2) *** 

(i) Testing dates prior to 
November 5, 1992. 

* * * * * * 
(h) *** 

(4) *** 
(xiii) Effective date. 

* * * * * * 
(m) *** 

(4) *** 
(vi) Rules provided in 

paragraph (h)( 4) of 
this section. 

(vii) Rules provided in 
paragraph (a)(2)(i) of 
this section. 

* * * * * * 
§ 1.382-4 Constructive ownership of 
stock. 

(a) In general. [Reserved] 
(b) Attribution from corporations, 

partnerships, estates and trusts. 
[Reserved] 

(c) Attribution to corporations, part
nerships, estates and trusts. 
[Reserved] 

(d) Treatment of options as 
exercised. 
(1) General rule. 
(2) Options treated as exercised. 

(i) Issuance or transfer. 
(ii) Subsequent testing 

dates. 
(3) The ownership test. 
(4) The control test. 

(i) In general. 
(ii) Operating rules. 

(A) Person and re
lated persons. 

(B) Indirect owner-
ship interest. 

(5) The income test. 
(6) Application of the owner

ship, control, and income 
tests. 
(i) 
(ii) 

(iii) 

(iv) 

In general. 
Application 
ship test. 
Application 
test. 
Application 
test. 

of owner-

of control 

of income 

(7) Safe Harbors. 
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(i) Contracts to acquire 
stock. 

(ii) Escrow, pledge, or 
other security 
agreements. 

(iii) Compensatory options. 
(i v) Options exercisable 

only upon death, dis
ability, mental incom
petency or retirement. 

(v) Rights of first refusal. 
(vi) Options designated in 

the Internal Revenue 
Bulletin. 

(8) Additional rules. 
(i) Contracts to acquire 

stock. 
(ii) Indirect transfer of an 

option. 
(iii) Options related to in

terests in non
corporate entities. 

(iv) Puts. 
(9) Definition of option. 

(i) In general. 
(ii) Convertible stock. 
(iii) Series of options. 
(iv) General principles of 

tax law. 
(10) Subsequent treatment of op

tions treated as exercised on 
a change date. 
(i) In general. 
(ii) Alternative look-back 

rule for options ex
ercised within 3 years 
after change date. 

(11) Transfers not subject to 
deemed exercise. 

(12) Certain rules regarding non
stock interests as stock. 

(e) Stock transferred under certain 
agreements. [Reserved] 

(f) Family attribution. [Reserved] 
(g) Definitions. 
(h) Effective date. 

(1) In general. [Reserved] 
(2) Option attribution rules. 

(i) General rule. 
(ii) Special rule for con

trol test. 
(iii) Convertible stock 

issued prior to July 
20, 1988. 
(A) In general. 
(B) Exceptions. 

(1) Nonvoting 
convertible 
preferred 
stock. 

(2) Other convert
ible stock. 
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(iv) Convertible stock is
sued on or after July 
20, 1988, and before 
November 5, 1992. 

(v) Certain options in ex
istence immediately 
before and after an 
ownership change. 

(vi) Election to apply 
§ 1.382-2T(h)(4). 
(A) In general. 
(B) Additional con

sequences of 
election. 

(C) Time and manner 
of making the 
election. 

(D) Amended returns. 
(3) Special rule for options sub

ject to attribution under 
§ 1.382-2T(h)(4). 

* * * * * * 

Par. 3. Section 1.382-2 is amended 
as follows: 

1. By revising paragraph (a)(1 )(i)
(B). 

2. By adding paragraphs (a)(3), 
(a)(4), and (b). 

3. The revision and additions read as 
follows. 

§ 1.382-2 General rules for 
ownership change. 

(a) *** 
(1) *** 
(i) *** 
(B) for the taxable year that includes 

a testing date, as defined in paragraph 
(a)(4) of this section or § 1.382-2T(a)
(2)(i), whichever is applicable (deter
mined for purposes of this paragraph 
(a)(1) without regard to whether the 
corporation is a loss corporation), has a 
net operating loss, a net capital loss, 
excess foreign taxes under section 
904( c), unused general business credits 
under section 38, or an unused mini
mum tax credit under section 53, or 

* * * * * * 

(3) Stock-(i) In general. [Reserved] 

(ii) Convertible stock. The term 
"stock" includes any convertible 
stock. For rules regarding the treatment 
of certain convertible stock as an 
option, see § 1.382-4(d)(9)(ii). 

(4) Testing date-(i) In general. Ex
cept as provided in paragraph (a)(4)(ii) 
of this section, a loss corporation is 

required to determine whether. an 
ownership change has occurred Im
mediately after any owner shift, or 
issuance or transfer (including an issu
ance or transfer described in § 1.382-4-
(d)(8)(i) or (ii» of an option with 
respect to stock of the loss corporation 
that is treated as exercised under 
§ 1.382-4(d)(2). Each date on which a 
loss corporation is required to make a 
determination of whether an ownership 
change has occurred is referred to as a 
testing date. All computations of in
creases in percentage ownership are to 
be made as of the close of the testing 
date and any transactions described in 
this paragraph (a)(4) that occur on that 
date are treated as occurring simul
taneously at the close of the testing 
date. See § 1.382-2T(e)(l) for the 
definition of owner shift. The term 
option, as used in this paragraph (a)(4), 
includes interests that are treated as 
options under § 1.382-4(d)(9). For 
rules regarding the determination of 
whether dates prior to November 5, 
1992, are testing dates, see § 1.382-
2T(a)(2)(i). 

(ii) Exceptions. A loss corporation is 
not required to determine whether an 
ownership change has occurred Imme
diately after-

(A) Any transfer of stock, or an 
option with respect to stock, of the loss 
corporation in any of the circumstances 
described in section 382(1)(3 )(B) 
(death, gift, divorce, etc.); or 

(B) The transfer of an option de
scribed in § 1.382-4(d)(lJ)(i) or (ii) 
(relating to transfers between persons 
who are not 5-percent shareholders or 
between members of certain public 
groups). 

(b) Effective dates-( 1) In general. 
[Reserved] 

(2) Rules provided in paragraph (a)
(3)(ii) of this section-(i) In general. 
Except as provided in paragraph (b)(2)
(ii) of this section, the rules provided 
in paragraph (a)(3)(ii) of this section 
apply with respect to any convertible 
stock. 

(ii) Certain convertible preferred 
stock. Convertible stock that, when 
issued, would be described in section 
1504(a)(4) by disregarding subpara
graph .(D) ther~of and by ignoring the 
potentIal partIcipation in corporate 
growt~ that the conversion feature may 
offer IS treated as stock described in 
that section (and thus is not treated as 
stock for the purpose of determining 
whether an ownership change OCcurs, 



but is taken into account for the 
purpose of determining the value of the 
loss corporation immediately before an 
ownership change; see sections 382(e)
(1) and 382(k)(6)(A)) if-

(A) The stock was issued on or after 
July 20, 1988, and prior to November 
5, 1992; or 

(B) The stock was issued prior to 
July 20, 1988, and the loss corporation 
makes the election described in Notice 
88-67, 1988-1 C.B. 555, (see 
§ 601.601 (d)(2)(ii)(b) of this chapter 
for availability of Cumulative Bulletins 
(C.B.)) on or before the earlier of the 
date prescribed in the Notice or De
cember 7, 1992. 

(3) Rules provided in paragraph 
(a)( 4) of this section. The rules 
provided in paragraph (a)( 4) of this 
section apply to determine whether 
dates on or after November 5, 1992, 
are testing dates. 

Par. 4. Section 1.382-2T is amended 
as follows: 

1. The paragraph heading for para
graph (a)(2)(i) is revised. 

2. A sentence is added at the end of 
paragraph (a)(2)(i)(B). 

3. Paragraph (f)(l8)(iii) is amended 
by adding a sentence at the end of the 
concluding text. 

4. Paragraph (h)(4)(x)(Z) is 
removed. 

5. Paragraph (h)(4)(xiii) is added. 

6. Paragraphs (m)(4)(vi) and (m)(4)
(vii) are added. 

7. The revisions and additions read 
as follows: 

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

(a) *** 

(2) *** 

(i) Testing dates prior to November 
5, 1992.*** 

(B) *** See paragraph (m)(4)(vii) of 
this section for special rules regarding 
the effective date of the provisions of 
this paragraph (a)(2)(i). 

* * * * * * 

(f) *** 

(18) *** 

(iii) Treating interests not constitut
ing stock as stock. *** See § 1.382-

4(d)(l2) for rules that apply with 
respect to options and this paragraph 
(f)(l8)(iii). 

(h) *** 

(4) *** 

* * * * * * 

(xiii) Effective date. See paragraph 
(m)(4)(vi) of this section for special 
rules regarding the effective date of the 
provisions of this paragraph (h)( 4). 

* * * * * * 

(m) *** 

(4) *** 

(vi) Rules provided in paragraph 
(h)( 4) of this section. The rules 
provided in paragraph (h)( 4) of this 
section do not apply on any testing 
date on or after November 5, 1992. The 
rule provided in paragraph (h)(4)(viii) 
of this section applies to the lapse or 
forfeiture of any option treated as 
exercised under paragraph (h)( 4 )(i) of 
this section. If an option is treated as 
exercised under paragraph (h)( 4 )(i) of 
this section, and the option is actually 
exercised on a day that is within 120 
days after the date on which the option 
is treated as exercised, the rule pro
vided in paragraph (h)(4)(vi)(B) of this 
section applies (even if the actual 
exercise of the option occurs on a date 
on which the rules of paragraph (h)( 4) 
of this section would not otherwise 
apply). Thus, in such a case, the loss 
corporation may elect to treat para
graphs (h)( 4 )(i) and (vi)(A) of this 
section as not applying to the option 
and take into account only the acquisi
tion of loss corporation stock resulting 
from the actual exercise of the option. 

(vii) Rules provided in paragraph 
(a)(2)(i) of this section. The rules 
provided in paragraph (a)(2)(i) of this 
section apply to determine whether 
dates prior to November 5, 1992, are 
testing dates. For rules regarding the 
determination of whether dates on or 
after November 5, 1992, are testing 
dates, see § 1.382-2(a)( 4). 

* * * * * * 

Par. 5. Section 1.382-4 is revised to 
read as follows: 

§ 1.382-4 Constructive ownership of 
stock. 

(a) In general. [Reserved] 
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(b) Attribution from corporations, 
partnerships, estates and trusts. 
[Reserved] 

(c) Attribution to corporations, part
nerships, estates and trusts. [Reserved] 

(d) Treatment of options as exer
cised-( 1) General rule. Except as 
provided in paragraph (d)(2) of this 
section, an option is not treated as 
exercised under section 382(1)(3 )(A). 

(2) Options treated as exercised-(i) 
Issuance or transfer. For purposes of 
determining whether an ownership 
change occurs, an option is treated as 
exercised on the date of its issuance or 
transfer if, on that date, the option 
satisfies-

(A) The ownership test of paragraph 
(d)(3) of this section, 

(B) The control test of paragraph 
(d)( 4) of this section, or 

(C) The income test of paragraph 
(d)(5) of this section. 

(ii) Subsequent testing dates. Except 
as provided in paragraph (d)(lO) of this 
section, an option that is treated as 
exercised on the date of its issuance or 
transfer is treated as exercised on any 
subsequent testing date (as defined in 
§ 1.382-2(a)(4» for purposes of deter
mining whether an ownership change 
occurs. 

(3) The ownership test. An option 
satisfies the ownership test if a princi
pal purpose of the issuance, transfer, or 
structuring of the option (alone or in 
combination with other arrangements) 
is to avoid or ameliorate the impact of 
an ownership change of the loss corpo
ration by providing the holder of the 
option, prior to its exercise or transfer, 
with a substantial portion of the at
tributes of ownership of the underlying 
stock. 

(4) The control test- (i) In general. 
An option satisfies the control test if-

(A) A principal purpose of the is
suance, transfer, or structuring of the 
option (alone or in combination with 
other arrangements) is to avoid or 
ameliorate the impact of an ownership 
change of the loss corporation, and 

(B) The holder of the option and any 
persons related to the option holder 
have, in the aggregate, a direct and 
indirect ownership interest in the loss 
corporation of more than 50 percent 
(determined as if the increase in such 
persons' percentage ownership interest 
that would result from the exercise of 
the option in question and any other 
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options to acquire stock held by such 
persons, and any other intended in
creases in such persons' percentage 
ownership interest, actually occurred on 
the date the option is issued or 
transferred). 

(ii) Operating rules-CAl Person 
and related persons. For purposes of 
this paragraph (d)(4)-

(1) The term person includes an 
individual or entity, but not a public 
group, as defined in § l.382-2T(f)(13), 
and 

(2) Persons are related if they bear a 
relationship specified in section 267 (b) 
or 707(b) or if they have a formal or 
informal understanding among them
selves to make a coordinated acquisi
tion of stock, within the meaning of 
§ l.382-3(a)(l)(i). 

(B) Indirect ownership interest. The 
indirect ownership interest that the 
holder of the option and any persons 
related to the holder have in the loss 
corporation is determined by applying 
the constructive ownership rules of 
§ 1.382-2T(h), other than § 1.382-2T
(h)(2)(i)(A) (which treats stock at
tributed pursuant to section 318(a)(2) 
as no longer being owned by the entity 
from which it is attributed) and 
§ l.382-2T(h)(4) (which treats options 
as exercised in certain circumstances). 
If, however, the application of such 
constructive ownership rules without 
regard to § 1.382-2T(h)(2)(i)(A) would 
result in the same stock of the loss 
corporation being owned by two or 
more such persons, appropriate adjust
ments must be made so that such stock 
is not counted more than once in 
computing the aggregate ownership 
interests of such persons. 

(5) The income test. An option satis
fies the income test if a principal 
purpose of the issuance, transfer, or 
structuring of the option (alone or in 
combination with other arrangements) 
is to avoid or ameliorate the impact of 
an ownership change of the loss 
corporation by facilitating the creation 
of income (including accelerating in
come or deferring deductions) or value 
(including unrealized built-in gains) 
prior to the exercise or transfer of the 
option. 

(6) Application of the ownership, 
control, and income tests-(i) In gen
eral. Whether an option satisfies the 
ownership, control, or income test 
depends on all the relevant facts and 
circumstances. Among the factors that 
are relevant in applying all three tests 
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are any business purposes for the is
suance, transfer, or structure of the 
option, the likelihood of exercise of the 
option (taking into account, for exam
ple, any contingencies to its exercise), 
transactions related to the issuance or 
transfer of the option, and the con
sequences of treating the option as 
exercised. An option is not treated as 
exercised under any of the three tests, 
however, if a principal purpose of its 
issuance, transfer, or structuring is to 
avoid an ownership change by having it 
treated as exercised. Paragraphs (d)(6)
(ii), (iii) and (iv) of this section 
describe additional examples of factors 
that are relevant in applying each test. 
The weight given to any factor depends 
on all the facts and circumstances. The 
presence or absence of any factor 
described in this paragraph (d)(6) does 
not create a presumption. 

(ii) Application of ownership test. 
Among the additional factors that are 
taken into account in applying the 
ownership test are the relationship, at 
the time of issuance or transfer of the 
option, between the exercise price of 
the option and the value of the under
lying stock, whether the option pro
vides its holder or a related person with 
the right to participate in the manage
ment of the loss corporation or with 
other rights that ordinarily would be 
afforded to owners of the underlying 
stock, and the existence of reciprocal 
options (e.g., a call option held by the 
prospective purchaser and a corre
sponding put option held by the pro
spective seller). The ability of the 
holder of an option with a fixed 
exercise price to share in future appre
ciation of the underlying stock is also a 
relevant factor, but is not sufficient, by 
itself, for the option to satisfy the 
ownership test. Conversely, the fact 
that the holder of such an option does 
not bear the risk of loss due to declines 
in value of the underlying stock does 
not preclude the option from satisfying 
the ownership test. 

(iii) Application of control test. 
Among the additional factors that are 
taken into account in applying the 
control test are the economic interests 
in the loss corporation of the option 
holder or related persons and the 
influence of those persons over the 
management of the loss corporation (in 
either case, through the option or a 
related arrangement, or through rights 
in stock). 

(iv) Application of income test. 
Among the additional factors that are 

taken into account in applying the 
income test are whether, in connection 
with the issuance or transfer of the 
option, the loss corporation .engages in 
income acceleration transactIOns or the 
holder of the option or a related person 
purchases stock (including section 
1504(a)(4) stock) from, or makes a 
capital contribution or loan to, the loss 
corporation that can reasonably be 
expected to avoid or ameliorate the 
impact of an ownership change. Exam
ples of income acceleration transactions 
are those outside the ordinary course of 
the loss corporation's business that 
accelerate income or gain into the 
period prior to the exercise of the 
option (or defer deductions to the 
period after the exercise of the option). 
A stock purchase, capital contribution, 
or loan is more probative toward an 
option satisfying the income test the 
larger the amount received by the loss 
corporation in the transaction or related 
transactions. A stock purchase, capital 
contribution, or loan is generally not 
taken into account in applying the 
income test if it is made to enable the 
loss corporation to continue basic oper
ations of its business (e.g., to meet the 
monthly payroll or fund other operating 
expenses of the loss corporation). 

(7) Safe harbors. Except as provided 
in paragraph (d)(7)(i) of this section, an 
option described in this paragraph 
(d)(7) is not treated as exercised 
pursuant to the ownership, control, or 
income test. The failure of an option to 
be described in this paragraph (d)(7) 
does not affect the determination of 
whether the option satisfies the owner
ship, income, or control test. The 
following options are described in this 
paragraph (d)(7): 

(i) Contracts to acquire stock. A 
stock purchase agreement or a similar 
arrangement, the terms of which are 
commercially reasonable, in which the 
parties' obligations to complete the 
transaction are subject only to reason
able closing conditions, and which is 
closed on a change date within one 
year after it is entered into. An option 
is not exempt from the income test of 
paragraph (d)(5) of this section solely 
by reason of its description in this 
paragraph (d)(7)(i). 

(ii) Escrow, pledge, or other security 
agreements. An option that is part of a 
security arrangement in a typical lend
ing transaction (including a purchase 
money loan), if the arrangement is 
subject to customary commercial condi-



tions. For this purpose, a security 
arrangement includes, for example, an 
agreement for holding stock in escrow 
or under a pledge or other security 
agreement, or an option to acquire 
stock contingent upon a default under a 
loan. 

(iii) Compensatory options. An op
tion to acquire stock in a corporation 
with customary terms and conditions 
provided to an employee, director, or 
independent contractor in connection 
with the performance of services for 
the corporation or a related person (and 
that is not excessive by reference to the 
services performed) and which-

(A) Is nontransferable within the 
meaning of § 1.83-3(d); and 

(B) Does not have a readily ascer
tainable fair market value as defined in 
§ 1.83-7(b) on the date the option is 
issued. 

(iv) Options exercisable only upon 
death, disability, mental incompetency, 
or retirement. An option eptered into 
between stockholders of a corporation 
(or a stockholder and the corporation) 
with respect to stock of either stock
holder, that is exercisable only upon 
the death, disability, mental incompe
tency of the stockholder, or, in the case 
of stock acquired in connection with 
the performance of services for the 
corporation or a related person (and 
that is not excessive by reference to the 
services performed), the stockholder's 
retirement. 

(v) Rights of first refusal. A bona 
fide right of first refusal with custom
ary terms, entered into between stock
holders of a corporation (or between 
the corporation and a stockholder), and 
regarding the corporation's stock. 

(vi) Options designated in the Inter
nal Revenue Bulletin. An option desig
nated by the Internal Revenue Service 
in the Internal Revenue Bulletin as 
being exempt from one or more of the 
ownership, control, or income tests. See 
§ 601.601(d)(2)(ii) of this chapter 
(relating to the Internal Revenue 
Bulletin). 

(8) Additional rules-(i) Contracts 
to acquire stock. For purposes of this 
paragraph (d), a contract is considered 
to be issued or transferred on the date 
it is entered into or assigned, 
respecti vel y. 

(ii) Indirect transfer of an option. If 
an entity is formed or availed of for a 
principal purpose of facilitating an 
indirect transfer of an option by issuing 

or transferring interests in the entity, an 
issuance or transfer of an interest in the 
entity will be treated as a transfer of 
the option for purposes of applying the 
ownership, control, and income tests of 
paragraphs (d)(3) through (5) of this 
section. 

(iii) Options related to interests in 
non-corporate entities. The rules of this 
paragraph (d) apply, with appropriate 
adjustments, to options to acquire or 
transfer interests In non-corporate 
entities. 

(iv) Puts. In applying the rules of 
this section to puts, appropriate adjust
ments must be made to take into ac
count that the put provides its holder 
with a right to transfer, instead of 
acquire, stock. 

(9) Definition of option-(i) In gen
eral. Any contingent purchase, warrant, 
convertible debt, put, stock subject to a 
risk of forfeiture, contract to acquire 
stock, or similar interest is treated as 
an option for purposes of this para
graph (d), regardless of whether it is 
contingent or otherwise not currently 
exercisable. 

(ii) Convertible stock. Convertible 
stock is treated as an option for pur
poses of this paragraph (d) (in addition 
to being treated as stock under 
§ 1.382-2(a)(3)(ii» only if the terms of 
the conversion feature permit or require 
consideration other than the stock being 
converted. 

(iii) Series of options. For purposes 
of this paragraph (d), an option to 
acquire an option with respect to the 
stock of the loss corporation, and each 
one of a series of such options, is 
treated as an option to acquire such 
stock. 

(iv) General principles of tax law. 
This paragraph (d) does not affect the 
determination under general principles 
of tax law (such as substance over 
form) of whether an instrument is an 
option or stock. 

(10) Subsequent treatment of options 
treated as exercised on a change 
date-(i) In general. The following 
rules apply to options that are treated 
as exercised under paragraph (d)(2) of 
this section on a change date: 

(A) The option is not treated as 
exercised under paragraph (d)(2) of this 
section on any testing date after the 
change date and prior to a transfer of 
the option that would itself (i.e., 
without regard to the purposes for the 
issuance or any prior transfers of the 
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option) cause the option to sati~fy the 
ownership test of paragraph (d)(3) of 
this section, the control test of para
graph (d)( 4) of this section, or the 
income test of paragraph (d)(5) of this 
section; and 

(B) The exercise of the option, if by 
the person who owned the option im
mediately after the ownership change 
(or by a transferee of the option who 
acquired the option, directly or indi
rectly, from that person in one or more 
transfers described in paragraph (d)(lI) 
of this section), does not contribute to 
another ownership change on any test
ing date on or after the date of 
exercise. 

(ii) Alternative look-back rule for 
options exercised within 3 years after 
change date. If a loss corporation, on 
its return, as originally filed, for a 
taxable year that includes a change 
date, properly treats an option as 
exercised under paragraph (d)(2) of this 
section on the change date, and the 
option is actually exercised within three 
years after the change date, the loss 
corporation may treat the rules of 
paragraph (d)( lO)(i) of this section as 
inapplicable to the option and instead 
treat the option as having been ex
ercised on the change date for the 
purpose of determining whether an 
ownership change occurs on any and 
all testing dates after the change date 
(filing such amended returns as may be 
necessary for taxable years ending after 
the change date and before the date of 
exercise of the option). A transfer after 
the change date of an option to which 
this paragraph (d)(lO)(ii) applies is 
treated as a transfer of the stock subject 
to the option. The exercise of an option 
to which this paragraph (d)(10)(ii) ap
plies is not taken into account for the 
purpose of determining whether an 
ownership change occurs on or after 
the date of exercise. 

(11) Transfers not subject to deemed 
exercise. Paragraph (d)(2) of this sec
tion does not apply to the transfer of an 
option (including a transfer described 
in paragraph (d)(8)(i) or (ii) of this 
section), if-

(i) Neither the transferor nor the 
transferee is a 5-percent shareholder 
and neither person would be a 5-per
cent shareholder if all options held by 
that person to acquire stock were 
treated as exercised; 

(ii) The transfer is between members 
of separate public groups resulting 
from the application of the segregation 
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rules of § l.382-2TU)(2) and (3)(iii); 

or 
(iii) The transfer occurs in any of 

the circumstances described in section 
382(1)(3)(B) (relating to stock acquired 
by reason of death, gift, divorce, 
separation, etc.). 

(12) Certain rules regarding non
stock interests as stock. Section 1.382-
2T(f)(l8)(iii) does not apply to treat an 
option (whether or not treated as 
exercised under this paragraph (d)) as 
stock. 

(e) Stock transferred under certain 
agreements. [Reserved] 

(f) Family attribution. [Reserved] 

(g) Definitions. The terms and no
menclature used in this section, and not 
otherwise defined herein, have the 
same meaning as in section 382 and the 
regulations thereunder. 

(h) Effective date-( I) In general. 
[Reserved] 

(2) Option attribution rules-(i) 
General rule. The rules of paragraph 
(d) of this section apply, instead of the 
rules of § 1.382-2T(h)( 4), on any 
testing date on or after November 5, 
1992. See paragraph (h)(2)(vi) of this 
section for an election relating to the 
effective date. 

(ii) Special rule for control test. An 
option issued on or before March 17, 
1994, or an option issued within 60 
days after that date pursuant to a plan 
existing before that date, is not treated 
as exercised under the control test 
provided in paragraph (d)(4) of this 
section on any testing date prior to a 
transfer of the option after March 17, 
1994, that would itself cause the option 
to satisfy the control test. 

(iii) Convertible stock issued prior 
to July 20, 1988-(A) In general. 
Except as provided in paragraph (h)(2)
(iii)(B) of this section, convertible 
stock issued prior to July 20, 1988, is 
not treated as an option subject to the 
rules of § l.382-2T(h)(4) or paragraph 
(d)(2) of this section. 

(B) Exceptions-(l) Nonvoting con
vertible preferred stock. Convertible 
stock issued prior to July 20, 1988, is 
treated as an option subject to the rules 
of § l.382-2T(h)(4) or paragraph (d)(2) 
of this section if-

(i) The stock, when issued, would be 
described in section 1504(a)(4) by dis
regarding subparagraph (D) thereof and 
by ignoring the potential participation 
in corporate growth that the conversion 
feature may offer; and 
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(ii) The loss corporation makes the 
election described in Notice 88-67, 
1988-1 C.B. 555 (see § 601.601(d)(2)
(ii)(b) of this chapter for availability of 
Cumulative Bulletins (C.B.», on or 
before the earlier of the date prescribed 
in Notice 88-67 or December 7, 1992. 

(2) Other convertible stock. Convert
ible stock issued prior to July 20, 1988, 
is treated as an option subject to the 
rules of § 1.382-2T(h)(4) or paragraph 
(d)(2) of this section if-

(i) The terms of the conversion 
feature permit or require the tender of 
consideration other than the stock being 
converted; and 

(ii) The loss corporation makes the 
election described in Notice 88-67 on 
or before the date prescribed in the 
Notice. 

(iv) Convertible stock issued on or 
after July 20, 1988, and before Novem
ber 5, 1992. Convertible stock issued 
on or after July 20, 1988, and before 
November 5, 1992, is treated as an 
option subject to the rules of § 1.382-
2T(h)(4) or paragraph (d) of this 
section only if-

(A) The stock, when issued, would 
be described in section 1504(a)(4) by 
disregarding subparagraph (D) thereof 
and by ignoring the potential participa
tion in corporate growth that the 
conversion feature may offer; or 

(B) The terms of the conversion 
feature permit or require the tender of 
consideration other than the stock being 
converted. 

(v) Certain options in existence im
mediately before and after an owner
ship change. If an option existed 
immediately before and after an owner
ship change occurring on a testing date 
to which § 1.382-2T(h)(4) applies-

(A) The option is not treated as 
exercised under paragraph (d)(2) of this 
section on any testing date after the 
change date and prior to a transfer of 
the option that would itself cause the 
option to satisfy the ownership test of 
paragraph (d)(3) of this section, the 
control test of paragraph (d)(4) of this 
section, or the income test of paragraph 
(d)(5) of this section; and 

(B) Except as provided in § 1.382-
2T(m)(4)(vi) (which relates to the 
effective date of the rules provided in 
§ l.382-2T(h)(4) and includes a special 
rule related to options that are actually 
exercised within 120 days after they 
are treated as exercised under that 
section), the actual exercise of the 

option, if by the person who owned t~e 
option immediately after the oWnerS?lp 
change (or by a transferee of ~he optIon 
who acquired the optIOn, d~rectly or 
indirectly, from that person III one or 
more transfers described in paragraph 
(d)(ll) of this section), will not con
tribute to an ownership change on any 
testing date on or after the date of 
exercise. 

(vi) Election to apply § 1.382-2T(h)
(4)-(A) In general. If a loss corpora
tion makes an election under this 
paragraph (h)(2)(vi), §§ 1.382-2T(a)
(2)(i) and (h)( 4) (relating to testing 
dates and option attribution) apply 
(instead of the definition of testing date 
in § 1.382-2(a)(4) and paragraph (d) of 
this section) for the purpose of deter
mining whether an ownership change 
occurs-

(1) On any testing date on or before 
May 17, 1994; or 

(2) In the case of a loss corporation 
that is under the jurisdiction of a court 
in a title II or similar case filed on or 
before May 17, 1994, subject to 
§ 1.382-9(0)( 1), on any testing date at 
or before the time the plan of reorgani
zation becomes effective. 

(B) Additional consequences of elec
tion. If a loss corporation makes an 
election under this paragraph (h)(2)
(vi)-

(1) In determining whether any con
vertible preferred stock issued by the 
loss corporation during the period that 
the election is in effect is treated as 
stock or as an option, the convertible 
preferred stock is treated as if it were 
issued on November 4, 1992, and 

(2) The special effective date for the 
control test provided in paragraph 
(h)(2)(ii) of this section does not apply 
to any option with respect to stock of 
the loss corporation. 

(C) Time and manner of making the 
election. The election described in 
paragraph (h)(2)(vi)(A) of this section 
is made by attaching a statement to the 
loss corporation's income tax return for 
the first taxable year ending after 
November 4, 1992, in which a testing 
date (within the meaning of § 1.382-
2T(a)(2)(i» occurs, or if such return is 
filed on or before May 17, 1994, with 
its first return filed after May 17, 1994. 
However, a loss corporation that is 
under the jurisdiction of a court in a 
title II or similar case filed on or be
fore May 17, 1994, may make the elec
tion described in paragraph (h)(2)(vi)-



(A) by attaching a statement to its tax 
return for its first taxable year ending 
after that date. The statement must say 
"THIS IS AN ELECTION UNDER 
§ 1.382-4(h)(2)(vi) TO APPLY 
§ 1.382-2T(h)(4) ON OR AFTER 
NOVEMBER 5, 1992." Any amended 
returns required by paragraph (h)(2)
(vi)(D) of this section must accompany 
the return with which the election is 
made. An election under paragraph 
(h)(2)(vi)(A) of this section is 
irrevocable. 

(D) Amended returns. If an election 
under this paragraph (h)(2)(vi) affects 
the amount of taxable income or loss 
for a prior taxable year, 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 effect of the 
election. 

(3) Special rule for options subject 
to attribution under § 1. 382-2T(h)(4). 
Section § 1.382-2T(h)( 4 )(i) does not 
apply to any option designated by the 
Internal Revenue Service in the Internal 
Revenue Bulletin as being excepted 
from the operation of § 1.382-2T(h)
(4)(i). 

Par. 6. Section 1.382-9(0)(1) is 
revised to read as follows: 

§ 1.382-9. Special rules under 
section 382 for corporations under 
the jurisdiction of a court in a title 
11 or similar case. 

* * * * * * 

(0) Treatment of certain options for 
ownership change purposes-(1) Nei
ther § 1.382-2T(h)( 4 )(i) nor § 1.382-
4( d) (relating to the treatment of 
options as exercised) applies to the 
following options to acquire stock of a 
loss corporation reorganized pursuant 
to a plan of reorganization that is 
confirmed in a title 11 or similar case 
(within the meaning of section 368(a)
(3)(A» but only until the time the plan 
becomes effective-

(i) Any option created by the solic
itation or receipt of acceptances to the 
plan; 

(ii) The option created by the confir
mation of the plan; and 

(iii) Any option created under the 
plan. 

* * * * * * 

Part 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 7. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 8. Section 602.101(c) is 
amended by adding the entry for 
"1.382-4" in the table to read as 
follows: 

§ 602.101 OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.382-4 ................ 1545-1120 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 24, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 17, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 18, 
1994, 59 F.R. 12832) 

26 CFR 1.382-9: Special rules under section 
382 for corporations under the jurisdiction of 
a court in a title 11 or similar case. 

T.D. 8529 

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

Limitations on Corporate Net 
Operating Loss Carryforwards 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final income tax regulations relating to 
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the determination of whether stock of a 
loss corporation is owned as a result of 
being a qualified creditor for purposes 
of section 382(1)(5)(E) of the Internal 
Revenue Code of 1986, as amended. 
These rules will help a loss corporation 
determine whether it is eligible for the 
special rules of section 382(1)(5). 

DATES: These regulations are effective 
as of March 18, 1994. 

For dates of applicability of these 
regulations, see the "Effective date" 
paragraph in the "S UPPLEMENT AR Y 
INFORMATION" portion of the 
preamble. 

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 1545-1275. The esti
mated annual burden per respondent 
with respect to the §§1.382-9(d)(2)(iii) 
and (d)(4)(iv) statements varies from 
10 minutes to 1 hour, depending on 
individual circumstances, with an esti
mated average of 15 minutes. The 
estimated annual burden per respondent 
with respect to the § 1.382-9(d)(6)(ii) 
elections varies from 10 minutes to 2 
hours, depending on individual circum
stances, with an estimated average of 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 or recordkeepers may require more 
or less time, depending on their par
ticular circumstances. 

Comments concerning the accuracy 
of these burden estimates and sugges
tions for reducing these burdens should 
be directed to the Internal Revenue 
Service, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
20224, and to the Office of Manage
ment and Budget, Attention: Desk 
Officer for the Department of the 
Treasury, Office of Information and 
Regulatory Affairs, Washington, D.C. 
20503. 

This document also amends the table 
of control numbers in §602.10 I by 

1994-1 C.B. 131 



Section 382 

restoring a control number (1545-1281) 
for § l.382-3 that was removed by T.D. 
8490 [1993-2 C.B. 120] (58 FR 51571 
(1993». 

Background 

This document contains final regula
tions to be added to the Income Tax 
Regulations (26 CFR part 1) under 
section 382 of the Internal Revenue 
Code (Code). The final regulations 
provide rules relating to the determina
tion of whether stock of a loss 
corporation is owned as a result of 
being a qualified creditor for purposes 
of section 382(1)(5)(E) of the Code. 

Proposed regulations on this subject 
were set forth in a notice of proposed 
ru1emaking published in the Federal 
Register on May 10, 1993. See [CO-
45-91, 1993-1 C.B. 594] 58 FR 27498 
(1993). (That document also withdrew 
earlier proposed regulations on this 
subject that had been published in the 
Federal Register on September 23, 
1991 [C0--45-91, 1991-2 C.B. 909] 
(56 FR 47921 (1991))). The IRS 
received comments on the proposed 
regulations and held a public hearing 
on July 16, 1993. Having considered 
the comments and the statements made 
at the hearing, the IRS and the 
Treasury Department adopt the pro
posed regulations as revised by this 
Treasury decision. 

Explanation of Provisions 

Section 382(1)(5) of the Code 
provides special rules for ownership 
changes resulting from bankruptcy pro
ceedings. A loss corporation that 
qualifies for the special rules can use 
its loss carryforwards, after certain 
reductions, against its post-change in
come without limitation by section 
382(a). A loss corporation qualifies 
only if its pre-change shareholders and 
creditors own at least 50 percent of its 
stock after the ownership change. Sec
tion 382(1)(5)(E) provides that stock 
issued in exchange for indebtedness 
counts toward the 50 percent threshold 
of section 382(1)(5) only if the in
debtedness (1) was held by the creditor 
at least 18 months before the bank
ruptcy filing, or (2) arose in the 
ordinary course of the trade or business 
of the loss corporation and was held at 
all times by the same beneficial owner. 
The proposed regulations published in 
the Federal Register on May 10, 1993, 
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contain rules for determining if stock 
received by creditors counts toward the 
50 percent threshold of section 
382(1)(5). 

The final regulations adopt the pro
posed regulations with several changes 
to respond to comments. The changes, 
as well as certain comments that were 
not adopted in the final regulations, are 
discussed below. 

A. Treatment of certain indebtedness 
as continuously owned by the same 
owner 

The proposed regulations include a 
de minimis rule that allows a loss 
corporation to treat indebtedness as 
always having been owned by the 
beneficial owner of the indebtedness 
immediately before the ownership 
change if the beneficial owner is not, 
immediately after the ownership 
change, either a 5-percent shareholder 
or an entity through which a 5-percent 
shareholder owns an indirect ownership 
interest in the loss corporation (a 
5-percent entity). The de minimis rule 
does not apply to indebtedness owned 
by a person whose participation in 
formulating a plan of reorganization 
makes evident to the loss corporation 
that the person has not owned the 
indebtedness for the requisite period. 
This exception applies regardless of 
whether the participant exchanges the 
indebtedness for stock pursuant to the 
plan or transfers the indebtedness to 
other persons prior to the effective date 
of the plan. 

One commentator recommended that 
the exception to the de minimis rule be 
deleted because it is unclear and 
unlikely to work well in practice. The 
commentator suggested that the spec
ulative investors who are the target of 
the rule are likely to sell their debt 
prior to the effective date of the plan. 
Unless the loss corporation could iden
tify the purchasers of the debt, it would 
have difficulty applying the exception. 

The final regulations retain the ex
ception to the de minimis rule. The loss 
corporation should not be able to dis
regard the fact that a creditor has not 
held its debt for the period required by 
section 382(i)(5)(E) if that fact is made 
evident by the creditor's participation 
in the formulation of the plan of 
reorganization. The need for the re
quirement that the loss corporation take 
these facts into account outweighs any 
potential difficulty the loss corporation 

may have in applying the requireme?t 
if the creditor that participates In 

formulating the plan transfers its debt 
prior to the effective date of the plan. 

B. Tacking rules 

The proposed regulations allow the 
tacking of the ownership periods of a 
transferee and transferor of debt in 
certain circumstances for the purpose 
of determining whether the debt meets 
the continuous ownership requirement 
of section 382(1)(5)(E). 

The proposed regulations include a 
rule which permits tacking for a 
transfer pursuant to a subrogation in 
which a bank or insurance company 
acquires a claim against a loss corpora
tion by reason of a payment to the 
claimant under a letter of credit or 
insurance policy. Commentators recom
mended that the rule be expanded to 
cover transfers pursuant to security 
arrangements regardless of whether the 
transferee is a bank or the arrangement 
is evidenced by a letter of credit. The 
final regulations adopt this recom
mendation. 

Commentators also recommended 
that a tacking rule be added to cover 
factoring transactions. Corporations in 
certain industries customarily sell (or 
"factor") their accounts receivable as a 
means of financing their operations. In 
response to this recommendation, an 
additional tacking rule has been added 
to the final regulations. This rule 
applies to a transfer of an account 
receivable in a customary commercial 
factoring transaction made within 30 
days after the account arose to a 
transferee that regularly engages in 
such transactions. 

C. Treatment of accrued interest on 
qualified indebtedness 

The proposed (and final) regulations 
generally provide that stock received 
by a creditor counts toward the 50 
percent threshold of section 382(1)(5) 
only to the extent that the creditor 
receives the stock in full or partial 
satisfaction of qualifying indebtedness 
held for the requisite period. In re
sponse to a comment, the final regUla
tions clarify that such indebtedness 
held by a creditor includes interest 
accrued thereon. 



D. Effective date 

The proposed regulations were to 
apply to ownership changes occurring 
on or after the date the Treasury 
decision adopting the regulations was 
filed with the Federal Register. The 
preamble to the proposed regulations 
expressed an intent that taxpayers not 
be disadvantaged by the withdrawal of 
the earlier proposed regulations and 
requested comments on ways to 
achieve that result. 

The final regulations apply to owner
ship changes occurring on or after the 
date the Treasury decision adopting the 
proposed regulations is filed with the 
Federal Register. As commentators rec
ommended, however, the final regula
tions allow elective retroactive applica
tion of the rules of the regulations to 
ownership changes that occurred on or 
after January 1, 1987. If the loss 
corporation elects retroactive applica
tion, it may also revoke any prior 
election made under section 382(1)(5)
(H) to not have section 382(1)(5) apply. 

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 Code, the notice of pro
posed rulemaking 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 parts 1 and 
602 are amended as follows: 

PART I-INCOME TAXES 

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

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

Section 1.382-9 also issued under 26 
U.S.c. 382(1)(1)(B), (1)(3 )(A) and (m). 

* * * * * * 

Par. 2. In § 1.382-1, the table of 
contents is amended by: 

I. Continuing to reserve the entry 
for §1.382-9, paragraph (c). 

2. Adding entries for paragraphs (d) 
through (d)(6)(ii)(C). 

3. The additions read as follows: 

§1.382-1 Table of contents. 

* * * * * * 

§1.382-9 Special rules under section 
382 for corporations under the 
jurisdiction of a court in a title 11 
or similar case. 

* * * * * * 

(c) [Reserved] 
(d) Rules for determining whether 

stock of the loss corporation is 
owned as a result of being a 
qualified creditor. 

(1) Qualified creditor. 
(2) General rules for determining 

whether indebtedness is 
qualified indebtedness. 

(i) Definition. 
(ii) Determination of beneficial 

ownership. 
(iii) Duty of inquiry. 
(iv) Ordinary course indebtedness. 
(3) Treatment of certain indebted-

ness as continuously owned by 
the same owner. 

(i) In general. 
(ii) Operating rules. 
(iii) Indebtedness owned by benefi

cial owner who becomes a 
5-percent shareholder or 5-per
cent entity. 

(iv) Example. 
(4) Special rule if indebtedness is 

a large portion of creditor's 
assets. 

(i) In general. 
(ii) Applicable period. 
(iii) Determination of ownership 

change. 
(iv) Reliance on statement. 
(5) Tacking of ownership periods. 
(i) Transferee treated as owning 

indebtedness for period owned 
by transferor. 

(ii) Qualified transfer. 
(iii) Exception. 
(iv) Debt-for-debt exchanges. 
(6) Effective date. 
(i) In general. 
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(ii) Elections and amended returns. 
(A) Election to apply this para

graph (d) retroactively. 
(B) Election to revoke section 

382(1)(5)(H) election. 
(C) Amended returns. 

* * * * * * 

Par. 3. Section 1.382-9 IS amended 
by: 

1. Revising the last sentence of 
paragraph (a). 

2. Adding paragraph (d). 

3. Revising the second sentence of 
paragraph (e)(1). 

4. The revisions and additions read 
as follows: 

§1.382-9 Special rules under section 
382 for corporations under the 
jurisdiction of a court in a title 11 
or similar case. 

(a) *** Terms and nomenclature 
used in this section, and not otherwise 
defined herein (including the nomencla
ture and assumptions in § 1.382-2T(b) 
relating to the examples) have the same 
respective meanings as in section 382 
and the regulations thereunder. 

* * * * * * 

(d) Rules for determining whether 
stock of the loss corporation is owned 
as a result of being a qualified 
creditor-( 1) Qualified creditor. A 
qualified creditor is the beneficial 
owner, immediately before the owner
ship change, of qualified indebtedness 
of the loss corporation. A qualified 
creditor owns stock of the new loss 
corporation (or a controlling corpora
tion) as a result of being a qualified 
creditor only to the extent that the 
qualified creditor receives stock in full 
or partial satisfaction of qualified in
debtedness (including interest accrued 
on such indebtedness) in a transaction 
that is ordered by the court or is pur
suant to a plan approved by the court 
in a title 11 or similar case. For pur
poses of this paragraph (d)(1), owner
ship o~ stock after the ownership 
change IS determined without applying 
the attribution rules generally applica
ble under section 382(1)(3)(A) or 
§ 1.382-2T(h). 

(2) General rules for determining 
whether indebtedness is qualified 
indebtedness-(i) Definition. Indebted
ness of the loss corporation is qualified 
indebtedness if it-
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(A) Has been owned by the same 
beneficial owner since the date that is 
18 months before the date of the filing 
of the title 11 or similar case; or 

(B) Arose in the ordinary course of 
the trade or business of the loss 
corporation and has been owned at all 
times by the same beneficial owner. 

(ii) Determination of beneficial 
ownership. For purposes of paragraph 
(d)(2)(i) of this section, beneficial 
ownership of indebtedness is deter
mined without applying attribution 
rules. 

(iii) Duty of inquiry. The loss corpo
ration must determine that indebtedness 
that the loss corporation treats as 
qualified indebtedness, other than in
debtedness to which paragraph (d)(3)(i) 
of this section applies, has been owned 
for the requisite period by the benefi
cial owner who owns the indebtedness 
immediately before the ownership 
change. The loss corporation may rely 
on a statement, signed under penalties 
of perjury, by a beneficial owner re
garding the amount of indebtedness the 
beneficial owner owns and the length 
of time that the beneficial owner has 
owned the indebtedness. 

(iv) Ordinary course indebtedness. 
For purposes of this paragraph (d)(2), 
indebtedness arises in the ordinary 
course of the loss corporation's trade or 
business only if the indebtedness is 
incurred by the loss corporation in 
connection with the normal, usual, or 
customary conduct of business, deter
mined without regard to whether the 
indebtedness funds ordinary or capital 
expenditures of the loss corporation. 
For example, indebtedness (other than 
indebtedness acquired for a principal 
purpose of being exchanged for stock) 
arises in the ordinary course of the loss 
corporation's trade or business if it is 
trade debt; a tax liability; a liability 
arising from a past or present employ
ment relationship, a past or present 
business relationship with a supplier, 
customer, or competitor of the loss 
corporation, a tort, a breach of war
ranty, or a breach of statutory duty; or 
indebtedness incurred to pay an ex
pense deductible under section 162 or 
included in the cost of goods sold. A 
claim that arises upon the rejection of a 
burdensome contract or lease pursuant 
to the title 11 or similar case is treated 
as arising in the ordinary course of the 
loss corporation's trade or business if 
the contract or lease so arose. 

(3) Treatment of certain indebted
ness as continuously owned by the 
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same owner-(i) In general. For pur
poses of paragraph (d)(2) of this 
section, a loss corporation may treat 
indebtedness as always having been 
owned by the beneficial owner of the 
indebtedness immediately before the 
ownership change if the beneficial 
owner is not, immediately after the 
ownership change, either a 5-percent 
shareholder or an entity through which 
a 5-percent shareholder owns an indi
rect ownership interest in the loss 
corporation (a 5-percent entity). This 
paragraph (d)(3)(i) does not apply to 
indebtedness beneficially owned by a 
person whose participation in formulat
ing a plan of reorganization makes 
evident to the loss corporation (whether 
or not the loss corporation had previous 
knowledge) that the person has not 
owned the indebtedness for the requi
site period. 

(ii) Operating rules. For purposes of 
paragraph (d)(3)(i) of this section: 

(A) If a loss corporation has actual 
knowledge of a coordinated acquisition 
of its indebtedness by a group of 
persons, through a formal or informal 
understanding among themselves, for a 
principal purpose of exchanging the 
indebtedness for stock, the indebted
ness (and any stock received in ex
change therefor) is treated as owned by 
an entity. A principal element in 
determining if an understanding exists 
among members of a group is whether 
the investment decision of each mem
ber is based upon the investment deci
sion of one or more other members. 

(B) If the loss corporation has actual 
knowledge regarding stock ownership 
described in § 1.382-2T(k)(2), the loss 
corporation must take that ownership 
into account in determining which 
beneficial owners of indebtedness are, 
immediately after the ownership 
change, 5-percent shareholders or 
5-percent entities. The loss corporation 
is not required to take into account an 
ownership interest described in § 1.382-
2T(k)( 4) unless the loss corporation has 
actual knowledge of the ownership 
interest. 

(C) The term 5-percent shareholder 
includes any person who is a 5-percent 
shareholder of the loss corporation 
within the meaning of § 1.382-2T(g), 
without regard to the option attribution 
rules of section 382(1)(3 )(A) or § 1.382-
4(d) (or, if applicable, §1.382-2T
(h)(4». 

(D) Paragraph (d)(3)(i) of this sec
tion does not apply to indebtedness if 

the loss corporation has actual kno~l
edge immediately after the own~rship 
change that the exercise of an optIOn to 
acquire or dispose of stock of the .l~ss 
corporation would cause the benefICIal 
owner of the indebtedness immediately 
before the ownership change to be, 
after the ownership change, either a 
5-percent shareholder or a 5-percent 
entity. An interest that is treated as an 
option under § 1.382-4(d)(9) (or 
§ 1.382-2T(h)( 4 )(v) if applicable) is 
treated as an option for purposes of this 
paragraph (d)(3)(ii)(D). 

(iii) Indebtedness owned by benefi
cial owner who becomes a 5-percent 
shareholder or 5-percent entity. If the 
beneficial owner of indebtedness imme
diately before the ownership change is 
a 5-percent shareholder or 5-percent 
entity immediately after the ownership 
change, the general rules of paragraph 
(d)(2) of this section apply to deter
mine whether the indebtedness has 
been owned for the requisite period by 
the beneficial owner. 

(iv) Example. The following example 
illustrates paragraph (d)(3) of this 
section. 

(A)( I) L is a loss corporation in a title II 
case. The plan of reorganization of L approved 
by the bankruptcy court provides for the 
satisfaction of claims by the issuance of new L 
common stock to its creditors as follows: 

A 2 percent 
B 7.S percent 
C 2.S percent 
PI 3 percent 
P2 10 percent 
P3 4.9 percent 
P4 4.9 percent 
PS 4.9 percent 

(2) P2 is owned by Public P2. B owns 10 
percent of the stock of PI and L has no actual 
knowledge of this ownership. L has actual 
knowledge that Downs P3, P4 and PS. In 
addition, L has actual knowledge, immediately 
after the ownership change, that C owns an 
option to acquire newly-issued stock of L that, if 
exercised, would increase C's percentage owner
ship of L stock from 2.S percent to 8 percent. An 
ownership change of L occurs on the date the 
plan becomes effective. 

(B) Under paragraph (d)(3)(i) of this section, 
L may treat the indebtedness owned by A and PI 
immediately before the ownership change as 
always having been owned by A and PI. Neither 
A nor PI is a 5-percent shareholder immediately 
after the ownership change. Further, because PI 
owns less than 5 percent of the L stock (and L 
has no. actual knowledge of B's ownership 
Interest In PI), PI IS treated as an individual, and 
the L stock owned by PI is not attributed to any 
other person, including B. See § 1.382-2T(h)(2)_ 
(111). Therefore, PI is not a 5-percent entity. 

(C) Paragraph (d)(3)(i) of this section does not 
apply to the indebtedness owned by B, C, P2, 



P3, P4, or P5. B is a 5-percent shareholder 
immediately after the ownership change. L has 
actual knowledge immediately after the owner
ship change that the exercise of C's option 
would cause C to be a 5-percent shareholder 
immediately after the ownership change. (L does 
not take into account the effect of the exercise of 
the option, however, in determining the percent
age stock ownership of any person other than C 
because the deemed exercise would not cause 
any other person to be a 5-percent shareholder or 
a 5-percent entity after the ownership change.) 
P2 is a 5-percent entity, because Public P2, a 
5-percent shareholder, owns an indirect owner
ship interest in L through P2. P3, P4, and P5 are 
5-percent entities because D, a 5-percent share
holder, owns an indirect ownership interest in L 
through P3, P4, and P5. Because L has actual 
knowledge that D would be a 5-percent share
holder but for the application of § 1.382-2T(h)
(2)(iii), that section does not apply to P3, P4, or 
P5. See § 1.382-2T(k)(2). Thus, under § 1.382-
2T(h)(2)(i), the L stock owned by P3, P4, and P5 
is attributed to D, and D is a 5-percent share
holder. Because paragraph (d)(3)(i) of this 
section does not apply to the indebtedness owned 
by B, C, P2, P3, P4, and P5, L may treat as 
qualified indebtedness only indebtedness that it 
determines had been owned by such persons for 
the requisite period. See paragraph (d)(2)(iii) of 
this section. 

(4) Special rule if indebtedness is a 
large portion of creditor's assets-(i) 
In general. Indebtedness is not 
qualified indebtedness if-

(A) The beneficial owner of the 
indebtedness is a corporation or other 
entity that had an ownership change on 
any day during the applicable period; 

(B) The indebtedness represents more 
than 25 percent of the fair market value 
of the total gross assets (excluding cash 
or cash equivalents) of the beneficial 
owner on its change date; and 

(C) The beneficial owner is a 5-per
cent entity immediately after the 
ownership change of the loss corpora
tion (determined by applying the rules 
of paragraph (d)(3) of this section). 

(ii) Applicable period. For purposes 
of paragraph (d)(4)(i) of this section, 
the term applicable period means the 
period beginning on the day 18 months 
before the filing of the title 11 or 
similar case (or the day on which the 
beneficial owner acquired the indebted
ness, if later) and ending with the 
change date of the loss corporation. 

(iii) Determination of ownership 
change. For purposes of paragraph 
(d)(4)(i) of this section, the determina
tion whether a beneficial owner of 
indebtedness has an ownership change 
is made under the principles of section 
382 and the regulations thereunder, 
without regard to whether the benefi
cial owner is a loss corporation and by 

beginning the testing period no earlier 
than the latest of the day three years 
before the change date, the day 18 
months before the filing of the title II 
or similar case, or the day on which the 
beneficial owner acquired the 
indebtedness. 

(iv) Reliance on statement. Para
graph (d)(4)(i) of this section does not 
apply to indebtedness if the loss 
corporation obtains a statement, signed 
under penalties of perjury, by the 
beneficial owner of the indebtedness 
that states that paragraph (d)(4)(i) of 
this section does not apply to the 
indebtedness. 

(5) Tacking of ownership periods
(i) Transferee treated as owning in
debtedness for period owned by trans
feror. To determine whether indebted
ness transferred in a qualified transfer 
is qualified indebtedness, the transferee 
is treated as having owned the in
debtedness for the period that it was 
owned by the transferor. 

(ii) Qualified transfer. For purposes 
of paragraph (d)(5)(i) of this section, a 
transfer of indebtedness is a qualified 
transfer if-

(A) The transfer is between parties 
who bear a relationship to each other 
described in section 267(b) or 707(b) 
(substituting at least 80 percent for 
more than 50 percent each place it 
appears in section 267(b) (and section 
267(f)(l» or 707(b»; 

(B) The transfer is a transfer of a 
loan within 90 days after its origina
tion, pursuant to a customary syndica
tion transaction; 

(C) The transfer is a transfer of 
newly incurred indebtedness by an 
underwriter that owned the indebted
ness for a transitory period pursuant to 
an underwriting; 

(D) The transferee's basis in the 
indebtedness is determined under sec
tion 10 14 or 10 15 or with reference to 
the transferor's basis In the 
indebtedness; 

(E) The transfer is in satisfaction of 
a right to receive a pecuniary bequest; 

(F) The transfer is pursuant to any 
divorce or separation instrument 
(within the meanmg of section 
71(b)(2»; 

(G) The transfer is pursuant to a 
subrogation in which the transferee 
acquires a claim against the loss 
corporation by reason of a payment to 
the claimant pursuant to an insurance 
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policy or a guarantee, letter of credit or 
similar security arrangement: or 

(H) The transfer is a transfer of an 
account receivable in a customary 
commercial factoring transaction made 
within 30 days after the account arose 
to a transferee that regularly engages in 
such transactions. 

(iii) Exception. A transfer of in
debtedness is not a qualified transfer 
for purposes of paragraph (d)(5)(i) of 
this section if the transferee acquired 
the indebtedness for a principal purpose 
of benefiting from the losses of the loss 
corporation by-

(A) Exchanging the indebtedness for 
stock of the loss corporation pursuant 
to the title 11 or similar case; or 

(B) Selling the indebtedness at a 
profit that reflects the expectation that, 
by reason of section 382(1)(5), section 
382(a) will not apply to any ownership 
change resulting from the title 11 or 
similar case. 

(iv) Debt-far-debt exchanges. If the 
loss corporation satisfies its indebted
ness with new indebtedness, either 
through an exchange of new indebted
ness for old indebtedness or a change 
in the terms of indebtedness that results 
in an exchange under section 1001-

(A) The owner of the new indebted
ness is treated as having owned that 
indebtedness for the period that it 
owned the old indebtedness; and 

(B) The new indebtedness is treated 
as having arisen in the ordinary course 
of the trade or business of the loss 
corporation if the old indebtedness so 
arose. 

(6) Effective date-(i) In general. 
This paragraph (d) applies to ownership 
changes occurring on or after March 
17,1994. 

(ii) Elections and amended returns
(A) Election to apply this paragraph 
(d) retroactively. A loss corporation 
may elect to apply this paragraph (d) to 
an ownership change occurring prior to 
March 17, 1994. This election must be 
made by the later of the due date 
(including any extensions of time) of 
the loss corporation's tax return for the 
taxable year which includes the change 
date or the date that the loss corpora
tion files its first tax return after May 
16, 1994. The election is made by 
attaching the following statement to the 
return: "THIS IS AN ELECTION TO 
APPLY § 1.382-9(d) RETROAC
TIVEL Y WITH RESPECT TO THE 
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OWNERSHIP CHANGE ON [INSERT 
DATE OF OWNERSHIP CHANGE] 
THAT OCCURRED IN CONNEC
TION WITH THE TITLE 11 OR 
SIMILAR CASE FILED ON [INSERT 
DATE OF FILING]." This statement 
must be accompanied by the amended 
returns described in paragraph (d)(6)
(ii)(C) of this section. An election 
under this paragraph (d)(6) is ir
revocable. 

(B) Election to revoke section 
382(1)( 5)( H) election. A loss corpora
tion may elect to revoke a prior elec
tion made under section 382(1)(5)(H) 
with respect to an ownership change 
occurring before March 17, 1994, by 
including the following statement with 
its election to apply § l.382-9( d) retro
actively: "THIS IS AN ELECTION 
TO REVOKE A PRIOR ELECTION 
MADE UNDER SECTION 382(1)(5)
(H) WITH RESPECT TO THE 
OWNERSHIP CHANGE ON [INSERT 
DATE OF OWNERSHIP CHANGE] 
THAT OCCURRED IN CONNEC
TION WITH THE TITLE 11 OR 
SIMILAR CASE FILED ON [INSERT 
DATE OF FILING]." 

(C) Amended returns. If the retroac
tive application of this paragraph (d) 
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 corpora
tion (or the common parent of any con
solidated 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 paragraph (d). 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 ap
propriate adjustments under the princi
ples of section 382(!)(2)(A) in sub
sequent taxable years to reflect the 
difference between the losses and 
credits actually used in such prior tax
able years and the amount that would 
have been used in those years applying 
the rules of this paragraph (d). 

(e) Option attribution for purposes 
of determining stock ownership under 
section 382(l)(5)(A)(ii)-(l) In general. 
* * * An option that is owned as a result 
of being a pre-change shareholder or 
qualified creditor and that, if exercised, 
would result in the ownership of stock 
by a pre-change shareholder or quali-
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fied creditor is not treated as exercised 
under this paragraph (e). *** 

* * * * * * 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 5. Section 602.101(c) is 
amended by revising the entries 
"1.382-3" and "1.382-9" to read as 
follows: 

§602.JOJ OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.382-3 ................ 1545-1281 

1545-1345 

* * * * * * 
1.382-9 ................ 1545-1260 

1545-1120 
1545-1275 
1545-1324 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 24, 1994. 

Leslie Samuels, 
Assistant Secretary of the 

Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
March 17. 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 18, 
1994, 59 F.R. 12844) 

26 CFR 1.382-9: Special rules under section 
382 for corporations under the jurisdiction of 
a court in a title 11 or similar case. 

T.O. 8530 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 301 and 602 

Limitation on Net Operating Loss 
Carryforwards and Certain. Built-In 
Losses Following Ownership Change; 
Special Rule for Value Of. a . L~ss 
Corporation under the JUrisdiction of 
a Court in a Title 11 Case 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final and temporary regu
lations. 

SUMMARY: This document contains 
final regulations that provide guidance 
on determining the value of a loss 
corporation following an ownership 
change to which section 382(1)(6) of the 
Internal Revenue Code of 1986 applies. 
Under sections 382 and 383, the value 
of the loss corporation, together with 
certain other factors, determines the rate 
at which certain pre-change tax at
tributes may be used to offset post
change income and tax liability. These 
rules are needed to provide guidance to 
taxpayers concerning compliance with 
sections 382 and 383. 

DATES: These regulations are effective 
as of March 17, 1994. 

For date of applicability of § 1.382-9, 
see §1.382-9(p). 

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 requirements of 
the Paperwork Reduction Act (44 
U.S.c. 3504(h)) under control number 
1545-1324. The estimated annual bur
den per respondent with respect to the 
§ 1.382-9(i) election varies from 5 to 
30 minutes, depending on individual 
circumstances, with an estimated aver
age of 15 minutes. The estimated 
annual burden per respondent with 
respect to the § 1.382-9(p )(2) election 
varies from 5 to 30 minutes, depending 
on individual circumstances, with an 
estimated average of 15 minutes. 

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 or recordkeepers may require more 
or less time, depending on their par
ticular circumstances. 

Comments concerning the accuracy 
of these burden estimates and sugges
tions for reducing these burdens should 
be directed to the Internal Revenue 
Service, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, D.C. 
20224, and to the Office of Manage
ment and Budget, Attn: Desk Officer 
for the Department of the Treasury, 
Office of Information and Regulatory 
Affairs, Washington, D.C. 20503. 

The collections of information in this 
regulation are in §§ 1.382-9(i) and 
1.382-9(p)(2). This information serves 
as evidence of an election to apply 
section 382(1)(6) of the Internal Reve
nue Code (Code) in lieu of section 
382(1)(5) and an election to apply 
retroactively the provisions of the final 
regulations. The information is required 
by the Internal Revenue Service to 
assure that a loss corporation uses the 
proper amount of carryover attributes 
following specified types of ownership 
changes. 

Background 

This document contains final regula
tions to be added to 26 CFR part 1 
under section 382 of the Code. The 
Service published proposed amend
ments to the regulations under section 
382 in the Federal Register on August 
6, 1992 (57 FR 34736). See also 1992-
2 C.B. 616. The rules are effective with 
respect to any ownership change occur
ring on or after March 17, 1994. 
However, a loss corporation may elect 
to apply the rules in the final regula
tions in their entirety to any ownership 
change occurring before March 17, 
1994, including ownership changes to 
which section 382(1)(5) applied. Writ
ten comments were received, but no 
public hearing was held as none was 
requested. 

Explanation of Provisions 

Section 382(1)(6) of the Code pro
vides a special valuation rule for 
certain ownership changes that result 
from a title 11 or similar case to which 
section 382(1)(5) does not apply. Under 
this special valuation rule, the value of 

the loss corporation reflects any in
crease in value resulting from any 
surrender or cancellation of creditors' 
claims in the bankruptcy transaction. 
The proposed regulations provide rules 
regarding the application of this special 
valuation rule and the coordination of 
that rule with other statutory rules 
related to the value of a loss 
corporation. 

The proposed regulations, with a few 
changes to respond to comments, are 
adopted as final regulations. The 
changes, as well as certain comments 
and suggestions that were not adopted 
in the final regulations, are discussed 
below. 

The proposed regulations provide 
that the value of a loss corporation 
under the special valuation rule of 
section 382(1)(6) of the Code is the 
lesser of the value of its stock imme
diately after the ownership change, or 
the value of its assets (determined 
without regard to liabilities) imme
diately before the ownership change. 
The proposed regulations further 
provide that the value of the loss 
corporation's pre-change assets is re
duced by the amount of any capital 
contribution to which section 382(1)( I) 
applies. The proposed regulations could 
be read to require such a reduction 
even in cases in which the value of the 
pre-change assets would not reflect the 
value of the contributed assets, as 
would be the case, for example, when 
the contribution is concurrent with the 
ownership change. To avoid this pos
sibility, the final regulations provide 
that the value of the pre-change assets 
of the loss corporation is determined 
without regard to any capital contribu
tion to which section 382(1)( I) applies. 

Section 382(1)(5)(H) of the Code 
allows a loss corporation to elect not to 
have the provisions of section 382(1)(5) 
apply. The proposed regulations pro
vide that this election must be made by 
the due date (including extensions) of 
the loss corporation's return for the 
taxable year in which the ownership 
change occurs. The proposed regula
tions also provide that this election is 
irrevocable. One commenter suggested 
that the final regulations allow a 
taxpayer to file an election after the 
prescribed due date upon a showing of 
reasonable cause. The commenter also 
suggested that taxpayers be allowed to 
revoke an election. 

The Treasury and the Service believe 
that the general standards and proce-
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dures under §301.9100-1 of the Proce
dure and Administrative Regulations 
provide adequate relief for taxpayers 
seeking to make a retroactive election 
under section 382(1)(5)(H) of the Code 
for an ownership change occurring on 
or after March 17, 1994. A specific 
regulatory provision allowing an elec
tion after the prescribed due date or 
allowing revocation of an election 
would inappropriately allow the loss 
corporation the benefit of hindsight to 
determine the relative advantages of 
sections 382(1)(5) and 382(1)(6). There
fore, the final regulations retain the 
rules of the proposed regulations that 
the election is irrevocable and must be 
made on the return of the loss corpora
tion for the taxable year including or 
ending with the change date. Because 
of uncertainties that existed with re
spect to the application of sections 
382(1)(5) and 382(1)(6) before issuance 
of final regulations, transitional rules 
are provided in §§1.382-9(d)(6)(ii) and 
(p )(2) that allow taxpayers to retroac
tively file or revoke a prior section 
382(1)(5)(H) election for an ownership 
change occurring before March 17, 
1994. 

A commenter suggested that the final 
regulations clarify that a loss corpora
tion need not use liquidation value in 
determining the value of its gross 
assets, and that the corporation may 
take into account the value of any 
intangible assets, such as goodwill and 
going concern value. The Treasury and 
the Service have determined that the 
proposed clarification is unnecessary. 
The valuation rule refers to "the value 
of the loss corporation's pre-change 
assets," without limitation to either 
liquidation value or tangible assets. 
Therefore, if a loss corporation is able 
to establish the existence and value of 
any intangible assets, that value may be 
taken into account. 

The proposed regulations provide 
that the amount received by a loss 
corporation for the issuance of debt is 
treated as a capital contribution that 
must be excluded from the value of its 
pre-change assets if the issuance of the 
debt is part of a plan a principal 
purpose of which is to increase the 
value of the loss corporation under the 
rules of the proposed regulations. A 
commenter questioned the appropriate
ness of treating an issuance of debt as 
a capital contribution. The commenter 
also suggested that, if the proposed rule 
is retained, it should be subject to an 
exception for cases in which the loss 
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corporation uses the proceeds of the 
debt to fund operating expenses. 

The final regulations retain the rule 
of the proposed regulations regarding 
the treatment of certain debt issuances 
as capital contributions. The Treasury 
and the Service believe that this rule 
effectuates the principles of section 
382(1)(1) of the Code. The Treasury 
and the Service will consider possible 
exceptions to this rule in the context of 
providing general guidance under sec
tion 382(1)( 1). 

Section 382(1)(5)(D) of the Code 
provides that, if a second ownership 
change occurs within two years after an 
ownership change to which section 
382(1)(5) applies, the section 382 lim
itation with respect to the second 
ownership change is zero. A commen
ter suggested that the final regulations 
provide that the zero limitation applies 
only to losses incurred prior to the first 
ownership change. The final regula
tions do not provide such a rule be
cause it would be inconsistent with the 
language of section 382(1)(5)(D). 

The proposed regulations provide 
that the value of the stock of a loss 
corporation does not include stock 
issued with a principal purpose of 
increasing the section 382 limitation 
without subjecting the investment to 
the entrepreneurial risks of corporate 
business operations. A commenter re
quested that the final regulations 
provide further guidance regarding the 
stock subject to this rule. The Treasury 
and the Service believe that additional 
guidance is not necessary because the 
test sufficiently limits the scope of this 
anti-abuse provision. 

The proposed regulations provide 
that the value of any stock issued in 
connection with the ownership change 
cannot exceed the value of the property 
received by the loss corporation in 
consideration for the stock. A commen
ter questioned the appropriateness of 
this limitation. The final regulations, 
however, retain the limitation to pre
clude any claims that the stock is worth 
more than what was paid for it. The 
limitation avoids the valuation disputes 
that would result from these claims. 
Further, the limitation on losses pro
vided by section 382(a) of the Code is 
intended to measure the earnings power 
of the corporation. When a loss corpo
ration issues stock, it increases its 
earnings power by the value of the 
property it receives, regardless of 
whether that value represents a fair 
price for the stock. 
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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 Code, the notice of 
proposed rulemaking for the 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 parts 1, 301 
and 602 are amended to read as 
follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by revising the 
entry for § 1.382-9 to read as follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.382-9 also issued under 26 
U.S.C. 382(1)(1)(B), (1)(3) and (m). *** 

Par. 2. Section 1.382-1 is amended 
as follows: 

1. The entries for § 1.382-9, para
graphs (f), (g), and (h) continue to be 
reserved. 

2. The entries for § 1.382-9, para
graphs (i), (j), (k), (I), (m)(2), (n), and 
(p) are added to read as follows: 

§J.382-J Table of contents. 

* * * * * * 

§J.382-9 Special rules under section 
382 for corporations under the 
jurisdiction of a court in a title J J 
or similar case. 

* * * * * * 

(f) through (h) [Reserved]. 
(i) Election not to apply section 

382(1)(5). 
(j) Value of the loss corporation 

in an ownership change to 
which section 382(1)(6) ap
plies. 

(k) 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(i) 
(ii) 

(7) 
(1) 

(1) 
(2) 

(3) 

(4) 

(5) 

(m) 
(2) 
(n) 

(1) 

(2) 

Rules for determining the 
value of the stock of the loss 
corporation. 
Certain ownership interests 
treated as stock. 
Coordination with section 382-
(e)(2). 
Coordination with section 382-
(e)(3). 
Coordination with section 382-
(1)(1 ). 
Coordination with section 382-
(1)(4). 
Special rule for stock not sub
ject to the risk of corporate 
business operations. 
In general. 
Coordination of special rule 
and other rules affecting value. 
Limitation on value of stock. 
Rules for determining the 
value of the loss corporation's 
pre-change assets. 
In general. 
Coordination with section 382-
(e)(2). 
Coordination with section 382-
(e)(3). 
Coordination with section 382-
(1)(1 ). 
Coordination with section 382-
(1)(4). 
*** 
Under section 382(1)(6). 
Ownership change in a title 11 
or similar case succeeded by 
another ownership change 
within two years. 
Section 382(1)(5) applies to the 
first ownership change. 
Section 382(1)(6) applies to the 
first ownership change. 

* * * * * * 

(p) Effective date for rules relating 
to section 382(1)(6). 

(1) In general. 
(2) Ownership change to which 

section 382(1)(6) applies occur
rIng before March 17, 1994. 

* * * * * * 

Par. 3. Section 1.382-9 IS amended 
as follows: 

1. Paragraphs (f) through (h) con
tinue to be reserved. 

2. Paragraphs (i) through (I), (m)(2), 
(n), and (p) are added to read as 
follows: 



§1.382-9 Special rules under section 
382 for corporations under the 
jurisdiction of a court in a title 11 
or similar case. 

* * * * * * 
(f) through (h) [Reserved] 

(i) Election not to apply section 
382(1)( 5). Under section 382(1)(5)(H), a 
loss corporation may elect not to have 
the provisions of section 382(1)(5) 
apply to an ownership change in a title 
11 or similar case. This election is 
irrevocable and must be made by the 
due date (including any extensions of 
time) of the loss corporation's tax 
return for the taxable year which 
includes the change date. The election 
is to be made by attaching the follow
ing statement to the tax return of the 
loss corporation for that taxable year: 
''THIS IS AN ELECTION UNDER 
§ 1.382-9(i) NOT TO APPL Y THE 
PROVISIONS OF SECTION 382(1)(5) 
TO THE OWNERSHIP CHANGE OC
CURRING PURSUANT TO A PLAN 
OF REORGANIZATION CON
FIRMED BY THE COURT ON [IN
SERT CONFIRMATION DATE]." 

(j) Value of the loss corporation in 
an ownership change to which section 
382(1)(6) applies. Section 382(1)(6) ap
plies to any ownership change occur
ring pursuant to a plan of reorganiza
tion in a title 11 or similar case to 
which section 382(1)(5) does not apply. 
In such case, the value of the loss 
corporation under section 382(e) is 
equal to the lesser of-

(1) The value of the stock of the 
loss corporation immediately after the 
ownership change (determined under 
the rules of paragraph (k) of this 
section); or 

(2) The value of the loss corpora
tion's pre-change assets (determined 
under the rules of paragraph (1) of this 
section). 

(k) Rules for determining the value 
of the stock of the loss corporation
(1) Certain ownership interests treated 
as stock. For purposes of paragraph 
(j)(1) of this section-

(i) Stock includes stock described in 
section 1504(a)( 4) and any stock that is 
not treated as stock under § 1.382-2T
(f)( 18)(ii) for purposes of determining 
whether a loss corporation has an 
ownership change; and 

(ii) Stock does not include an 
ownership interest that is treated as 
stock under § 1.382-2T(f)(l8)(iii) for 

purposes of determining whether a loss 
corporation has an ownership change. 

(2) Coordination with section 
382(e)(2). In the case of a redemption 
or other corporate contraction occurring 
after and in connection with the owner
ship change, the value of the stock of 
the loss corporation under paragraph 
(j)(l) of this section is reduced under 
section 382(e)(2). 

(3) Coordination with section 
382( e)( 3). If the loss corporation is a 
foreign corporation, in determining the 
value of the stock under paragraph 
(j)(1) of this section, only items treated 
as connected with the conduct of a 
trade or business in the United States 
are taken into account. 

(4) Coordination with section 382(1)
(1). Section 382(1)(1) does not apply in 
determining the value of the stock of 
the loss corporation under paragraph 
(j)(1) of this section. 

(5) Coordination with section 382(1)
( 4). If, immediately after the ownership 
change, the loss corporation has sub
stantial nonbusiness assets (as deter
mined under section 382(1)(4)(B) taking 
into account only those assets the loss 
corporation held immediately before 
the ownership change), the value of the 
stock of the loss corporation under 
paragraph (j)(1) of this section is 
reduced by the excess of the value of 
such nonbusiness assets over those 
assets' share of the loss corporation's 
indebtedness (determined under section 
382(1)( 4 )(D) taking into account the 
loss corporation's assets and liabilities 
immediately after the ownership 
change). 

(6) Special rule for stock not subject 
to the risk of corporate business opera
tions-(i) In general. The value of the 
stock of the loss corporation under 
paragraph (j)( 1) of this section is 
reduced by the value of stock that is 
issued as part of a plan one of the 
principal purposes of which is to 
increase the section 382 limitation 
without subjecting the investment to 
the entrepreneurial risks of corporate 
business operations. 

(ii) Coordination of special rule and 
other rules affecting value. If the value 
of the loss corporation is modified 
under another rule affecting value, 
appropriate adjustments are to be made 
so that such modification is not dupli
cated under this paragraph (k)(6). 

(7) Limitation on value of stock. For 
purposes of paragraph (j)(l) of this 
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section, the value of stock of the loss 
corporation issued in connection with 
the ownership change cannot exceed 
the cash and the value of any property 
(including indebtedness of the loss 
corporation) received by the loss corpo
ration in consideration for the issuance 
of that stock. 

(1) Rules for determining the value 
of the loss corporation's pre-change 
assets-(l) In general. Except as other
wise provided in this paragraph (1), the 
value of the loss corporation's pre
change assets is the value of its assets 
(determined without regard to lia
bilities) immediately before the owner
ship change. 

(2) Coordination with section 
382(e)(2). Section 382(e)(2) does not 
apply in determining the value of the 
pre-change assets of the loss corpora
tion under paragraph (j)(2) of this 
section. 

(3) Coordination with section 
382( e)( 3). If the loss corporation is a 
foreign corporation, in determining the 
value of the pre-change assets under 
paragraph (j)(2) of this section, only 
assets treated as connected with the 
conduct of a trade or business in the 
United States are taken into account. 

(4) Coordination with section 382(1)
(1). For purposes of paragraph (j)(2) of 
this section, the value of the pre
change assets of the loss corporation is 
determined without regard to the 
amount of any capital contribution to 
which section 382(1)(1) applies. For 
purposes of applying this paragraph 
(1)( 4), the receipt of cash or property 
by the loss corporation in exchange for 
the issuance of indebtedness is consid
ered a capital contribution if it is part 
of a plan one of the principal purposes 
of which is to increase the value of the 
loss corporation under paragraph (j) of 
this section. 

(5) Coordination with section 382(1)
(4). If, immediately after the ownership 
change, the loss corporation has sub
stantial nonbusiness assets (as deter
mined under section 382(1)(4)(B) taking 
into account only those assets the loss 
corporation held immediately before 
the ownership change), the value of the 
loss corporation's pre-change assets is 
reduced by the value of the nonbusi
ness assets. 

(m) *** 
(2) Under section 382(1)(6). If sec

tion 382(1)(6) applies to an ownership 
change of a loss corporation, section 
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382( c) and the regulations thereunder 
apply to the ownership change. 

(n) Ownership change in a title 11 
or similar case succeeded by another 
ownership change within two years
(1) Section 382(1)(5) applies to the first 
ownership change. If section 382(1)(5) 
applies to an ownership change and, 
within the two-year period immediately 
following such ownership change, a 
second ownership change occurs, sec
tion 382(1)(5) cannot apply to the 
second ownership change and the sec
tion 382(a) limitation with respect to 
the second ownership change is zero. 

(2) Section 382(1)(6) applies to the 
first ownership change. If the value of 
a loss corporation in an ownership 
change was determined under section 
382(1)(6) and a second ownership 
change occurs within the two-year 
period immediately following the first 
ownership change, the value of the loss 
corporation under section 382( e) with 
respect to the second ownership change 
is not reduced under section 382(1)(1) 
for any increase in value of the loss 
corporation previously taken into ac
count under section 382(1)(6) with 
respect to the first ownership change. 

* * * * * * 
(p) Effective date for rules relating 

to section 382(/)(6)-(1) 1n general. 
Paragraphs (i), (j), (k), (1), (m)(2), and 
(n)(2) of this section apply to any 
ownership change occurring on or after 
March 17, 1994. 

(2) Ownership change to which sec
tion 382(1)(6) applies occurring before 
March 17, 1994. In the case of an 
ownership change occurring before 
March 17, 1994, the loss corporation 
may elect to apply the rules of 
paragraphs (j), (k), (1), (m)(2), and 
(n)(2) of § 1.382-9 in their entirety. The 
election must be made by the later of 
the due date (including any extensions 
of time) of the loss corporation's tax 
return for the taxable year which 
includes the change date or the date 
that the loss corporation files its first 
tax return after May 16, 1994. The 
election is made by attaching the 
following statement to the return: 
"THIS IS AN ELECTION TO APPLY 
§§ 1.382-9 (j), (k), (I), (m)(2), AND 
(n)(2) OF THE INCOME TAX REGU
LATIONS TO THE OWNERSHIP 
CHANGE OCCURRING PURSUANT 
TO A PLAN OF REORGANIZATION 
CONFIRMED BY THE COURT ON 
[INSERT CONFIRMATION DATEJ." 
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In connection with making this elec
tion, on the same return the loss 
corporation may also elect not to apply 
section 382(1)(5) to the ownership 
change under paragraph (i) of this 
section (if the loss corporation has not 
already done so pursuant to §301.9100-
7T(a) of this chapter). If, under the 
applicable statute of limitations, the 
loss corporation may file amended 
returns for the year of the ownership 
change and all subsequent years (an 
open year), an electing loss corporation 
must file an amended return for each 
prior affected year to reflect the elec
tions. If, under the applicable statute of 
limitations, the loss corporation may 
not file an amended return for the year 
of the ownership change or any subse
quent year (a closed year), an electing 
loss corporation must file an amended 
return for each affected open year to 
reflect the elections and the section 382 
limitation resulting from the ownership 
change must be appropriately adjusted 
for the earliest open year (or years) to 
reflect the difference between the 
amount of pre-change losses actually 
used in closed years and the amount of 
pre-change losses that would have been 
used in such years applying the rules of 
paragraphs (j), (k), (I), (m)(2), (n)(2) of 
this section to the ownership change. 

PART 301-PROCEDURE AND 
ADMINISTRA TION 

Par. 4. The authority citation para
graphs for §301.9100-7T are removed 
from the authority citation for part 301, 
and the following entry is added: 

Authority: 26 U.S.c. 7805 *** Sec
tion 301.9100-7T also issued under 26 
U.S.C. 42, 48, 56, 83, 141, 142, 143, 
145, 147, 165, 168, 216, 263, 263A, 
448, 453C, 468B, 469, 474, 585, 616, 
617, 1059, 2632, 2652, 3121, 4982, 
7701; and under the Tax Reform Act of 
1986, 100 Stat. 2746, sections 203, 
204, 243, 311, 646, 801, 806, 905, 
1704, 1801, 1802, and 1804. *** 

Par. 5. Section 301.9100-7T is 
amended as follows: 

1. The table in paragraph (a)(l) is 
amended by removing each line, from 
each column, where the entry for 
"section 621(a)" appears. 

2. Paragraph (a)(4)(ii) is amended by 
removing each line, from each column, 
where the entry "621(a)" appears. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805. 

Par. 7. The table of control numbers 
in §60 1.10 I (c) is amended by revising 
the entry for § 1.382-9 to read as 
follows: 

"1.382-9 ........... 1545-1324". 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 24, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 17, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 18, 
1994, 59 F.R. 12840) 

Subchapter D.-Deferred Compensation, etc. 

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

Subpart A.-General Rule 

Section 408.-lndividual Retirement 
Accounts 

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

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

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

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Subpart B.-Special Rules 

Section 412.-Minimum Funding 
Standards 

Procedures with respect to applications for 
waivers of the minimum funding standard under 
§ 412(d) of the Code or section 303 of ERISA 
are set forth. See Rev. Proc. 94-41, page 711. 

Procedures by which a plan administrator or 



sponsor may file notice with the Secretary of the 
Treasury for a retroactive amendment described 
in § 412(c)(8) of the Code and section 302(c)(8) 
of ERISA are set forth. See Rev. Proc. 94-42, 
page 717. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of January 1994. See Rev. Rul. 94-1, 
page 207. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9, 
page 209. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15, 
page 210. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

Subchapter E.-Accounting Periods and Methods 
of Accounting 

Part I.-Accounting Periods 

Section 442.-Change of Annual 
Accounting Period 

26 CFR 1.442-1: Change of annual 
accounting period. 

A procedure is provided which prohibits the 
use of the automatic provisions of Rev. Proc. 
92-13 by corporations that have an election in 
effect under section 936 of the Code. See Rev. 
Proc. 94-12, page 565. 

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. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.D. 
8517, page 38, this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28, page 614. 

26 CFR 1.446-1: General rule for methods of 
accounting. 

This procedure allows use of the principal
reduction method, which is an aggregate method 
of accounting for de minimis original issue 
discount, including de minimis original issue 
discount attributable to points. Taxpayers using 
this procedure change their methods of account
ing for loans originated on or after a "cut-off 
date." This procedure also describes how 
eligible taxpayers may change to this method. 
See Rev. Proc. 94-29, page 616. 

26 CFR 1.446-1: General rule for methods of 
accounting. 

Because the method changes permitted by Rev. 
Procs. 94-28 and 94-29 cover only loans origi
nated on or after a "cut-off date," this procedure 
explains how taxpayers may change their 
methods of accounting for loans acquired before 
that date. See Rev. Proc. 94-30, page 621. 

26 CFR 1.446-1: General rule for methods of 
accounting. 

An automatic procedure is set forth under 
which accrual method taxpayers may obtain the 
Commissioner's consent to make or revoke an 
election to ratably accrue real property taxes 
under section 461 (c) of the Code for their first 
taxable year beginning after December 31, 1992. 
See Rev. Proc. 94-32, page 627. 

26 CFR 1.446-2: Method of accounting for 
interest. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.D. 
8517, page xx, this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28, page 614. 

Section 448.-Limitation on Use of 
Cash Method of Accounting 

26 CFR 1.448-1: Limitation on the use of the 
cash receipts and disbursements method of 
accounting. 

T.D. 8514 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 

Section 448 

26 CFR Parts 1 and 602 

Methods of Accounting-Limitation on 
the Use of the Cash Receipts and 
Disbursements Method of Accounting 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final regulations under section 448 of 
the Internal Revenue Code of 1986 (the 
Code) relating to the limitation on the 
use of the cash receipts and disburse
ments method of accounting (cash 
method). The final regulations provide 
procedures for requesting the Commis
sioner's approval of an accounting 
method change required by section 448 
and provide guidance concerning the 
adjustment to taxable income under 
section 481(a) required by the method 
change. Changes to the applicable law 
were made by the Tax Reform Act of 
1986. 

DATES: The regulations are effective 
December 27, 1993. 

For dates of applicability of these 
regulations, see § 1.448-1 (i) of the 
regulations. 

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 requirements of 
the Paperwork Reduction Act (44 
U.S.c. 3504(h)) under control number 
1545-0152. This collection of informa
tion consists solely of the required 
filing of Form 3115, Application for 
Change in Accounting Method. The 
estimated average annual burden per 
respondent is 58 hours. 

This estimate is an approximation of 
the average time expected to be neces
sary for a collection of information. It 
is based on such information as is 
available to the Internal Revenue Serv
ice. Individual respondents may require 
more or less time, depending on their 
particular circumstances. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
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for reducing this burden should be 
directed to the Internal Revenue Serv
ice, Attn: IRS Reports Clearance Of
fice. PC:FP, Washington, D.C. 20224, 
and 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. 

Background 

On June 16, 1987, the Internal 
Revenue Service published in the Fed
eral Register (52 FR 22764) § 1.448-lT 
of the temporary Income Tax Regula
tions as T.D. 8143 [1987-2 C.B. 121] 
in response to the enactment of section 
448 of the Code by section 801(a) of 
the Tax Reform Act of 1986 (Pub. L. 
No. 99-514, 100 Stat. 2345 [1986-3 
C.B. (Vol. 1) 1, 262]). A notice of 
proposed rulemaking by cross-reference 
to the temporary regulations was pub
lished in the Federal Register (52 FR 
22795 [LR-122-86, 1987-2 C.B. 
1032]) on June 16, 1987 (the 1987 
regulations). Several comments on the 
1987 regulations were received con
cerning § 1.448-1 T(g), relating to the 
treatment of an accounting method 
change required by section 448 and the 
timing rules for the section 481 (a) 
adjustment, § 1.448-1 T(h), relating to 
the procedures for making a change 
from the cash method required by 
section 448, and § 1.448-1 T(i), relating 
to the effective date of section 448. 
However, a public hearing on § 1.448-
1 T(g), (h), and (i) was neither re
quested nor held. 

On January 7, 1991, amendments to 
paragraphs (g) and (h) of § 1.448-1 T 
were published in the Federal Register 
(56 FR 484) as T.D. 8329 [1991-1 
C.B. 62] (the 1991 regulations). A 
corresponding notice of proposed 
rulemaking was also published in the 
Federal Register (56 FR 508 [IA-52-
89, 1991-1 C.B. 856]) of January 7, 
1991. No comments were received on 
the 1991 regulations, and a public 
hearing was not requested. 

Under section 7805(e), the 1991 
regulations expire within three years 
after their issuance. To provide contin
uing guidance concerning accounting 
method changes required by section 
448, this document adopts, with modi
fications, § 1.448-lT(g), (h), and (i) as 
final regulations. 
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Explanation of Provisions and 
Discussion of Public Comments 

Section 448 of the Code generally 
prohibits the use of the cash method by 
C corporations, partnerships with a C 
corporation partner, and tax shelters. In 
general, section 448 is effective for 
taxable years beginning after December 
31, 1986. 

Paragraphs (g) and (h) of § 1.448-1 
of the regulations provide procedures 
for making a change from the cash 
method required by section 448 and 
provide guidance concerning the adjust
ment to taxable income required by 
section 481(a). The procedures a tax
payer must follow differ depending on 
whether the change from the cash 
method is timely or untimely and 
whether the change is to an overall 
accrual method or to a method other 
than an overall accrual method (a 
special or hybrid method). 

Timely Change From the Cash 
Method 

A timely change to an overall 
accrual method is accomplished by 
attaching a current Form 3115 to a 
timely filed income tax return (includ
ing extensions) for the first taxable 
year in which the taxpayer is subject to 
section 448. The taxpayer must type or 
legibly print at the top of page 1 of 
Form 3115: "Automatic Change to 
Accrual Method-Section 448." In 
addition, the taxpayer must attach a 
statement to Form 3115 setting forth 
the period over which the section 
481 (a) adjustment will be taken into 
account and the basis for that conclu
sion. A taxpayer that follows these 
procedures has the Commissioner's 
consent to the change in method of 
accounting. 

A timely change to a special or 
hybrid method is generally accom
plished by submitting Form 3115 to the 
appropriate office of the Internal Reve
nue Service by the due date prescribed 
in the applicable administrative proce
dure. (Under Rev. Proc. 92-20, 1992-1 
C.B. 685, which is the current applica
ble administrative procedure, Form 
3115 generally must be filed with the 
National Office of the Internal Revenue 
Service within 180 days after the 
beginning of the year of change.) 
However, under a special rule, Form 
3115 may be submitted to the National 
Office on or before 30 days after the 

close of the first taxable year in which 
the taxpayer is subject to section 448 if 
the events or circumstances precluding 
continued use of the cash method occur 
after the l80th day of the taxable year 
See §1.448-1T(h)(3)(i) and (4)(ii). The 
taxpayer must type or legibly print at 
the top of page 1 of Form 3115: 
"Change to a Special Method of 
Accounting-Section 448." 

A commentator recommended that 
the deadline for submitting Form 3115 
under this special rule be changed from 
30 days after year end to 90 days after 
year end. The Internal Revenue Service 
and the Treasury Department believe 
that an extension of the filing deadline 
is not warranted because § 1.448-1 T(h)
(4 )(ii) already provides a deadline for 
filing Form 3115 later than the gener
ally applicable deadline established by 
§1.446-1(e)(3)(i), under which Form 
3115 must be submitted within 180 
days after the beginning of the taxable 
year. Also, a taxpayer that has missed 
the 30-day deadline is eligible to 
request relief under §301.9100-1 of the 
Regulations on Procedure and Admin
istration. Thus, there is no need to 
extend the deadline. 

In general, a taxpayer that makes a 
timely change from the cash method 
generally takes the section 481 (a) ad
justment into account ratably (begin
ning with the year of the change) over 
the shorter of (a) four taxable years or 
(b) the number of taxable years the 
taxpayer used the cash method. A 
hospital that makes a timely change 
generally takes the section 481 (a) ad
justment into account ratably (begin
ning with the year of the change) over 
10 years. The final regulations define 
hospital in a manner essentially identi
cal to the definition in the temporary 
regulations. However, a slight change 
in the language of the regulations was 
required because the name of the 
organization that accredits hospitals has 
been changed from the Joint Commis
sion of Accreditation of Hospitals 
(lCAH) to the Joint Commission on 
Accreditation of Healthcare Organiza
tions (lCAHO). 

A commentator suggested that all 
taxpayers, not only cooperatives de
scribed in section 1381(a), should have 
the option of taking into account a 
positive section 481(a) adjustment en
tirely in the year of the change from 
t~e cash method. However, this sugges
tion IS not consistent with the legisla
tive history of section 448, which 



indicates that the rules of Rev. Proc. 
84-74, 1984-2 C.B. 736, are generally 
used to determine the timing of a 
section 481(a) adjustment. See H.R. 
Conf. Rep. 841, 99th Cong., 2d Sess. 
11-288, 289 (1986). Rev. Proc. 84-74 
(which was subsequently superseded by 
Rev. Proc. 92-20) did not generally 
permit taxpayers to elect to take a 
positive section 481 (a) adjustment into 
account entirely in the year of change. 
Accordingly, this comment has not 
been adopted. However, the final reg
ulations permit taxpayers to elect to use 
a shorter adjustment period than would 
otherwise be allowed if the entire net 
section 481(a) adjustment (whether 
positive or negative) is a de minimis 
amount as determined under the appli
cable administrative procedure issued 
under §1.446-1(e)(3)(ii) for obtaining 
the Commissioner's consent to a 
change in accounting method (cur
rently, Rev. Proc. 92-20). See section 
8.01(1) of Rev. Proc. 92-20 allowing 
taxpayers to elect a one-year adjust
ment period if the adjustment is de 
minimis (less than $25,000). 

The temporary regulations require a 
taxpayer which ceases to engage in the 
trade or business to which the section 
481 (a) adjustment relates before the 
end of the maximum four-year adjust
ment period (or, in the case of a 
hospital, the lO-year adjustment period) 
to take into account the balance of that 
section 481(a) adjustment in the year of 
cessation. However, the acceleration of 
the section 481 (a) adjustment required 
by the cessation of trade or business 
rule does not apply if the taxpayer is 
acquired in a section 381 transaction, 
and the acquiring corporation continues 
to engage in the trade or business to 
which the section 481(a) adjustment 
relates. 

The final regulations clarify that a 
taxpayer that terminates its existence 
ceases to engage in the trade or 
business. The final regulations also 
replace the rule concerning cessation of 
trade or business in a section 381 
transaction with the rules concerning 
cessation of the trade or business set 
forth in the applicable administrative 
procedure issued under § 1.446-1 (e )(3)
(ii) for obtaining the Commissioner's 
consent to a change in accounting 
method (currently, Rev. Proc. 92-20). 
See section 8.03(2) of Rev. Proc. 92-
20. 

Untimely Change From the Cash 
Method 

The final regulations provide that a 
taxpayer making an untimely change 
from the cash method must satisfy the 
general method change requirements of 
§ 1.446-1 (e)(3) (including any applica
ble administrative procedure that is 
prescribed under the authority of 
§1.446-1(e)(3)(ii) after January 7, 
1991, specifically for purposes of com
plying with section 448). Absent the 
publication of an administrative proce
dure that is prescribed under § 1.446-
1 (e)(3) specifically addressing com
pliance with section 448, a taxpayer 
making an untimely change must re
quest a change under § 1.446-1 (e )(3) 
subject to any terms and conditions 
(including the year of change) as may 
be imposed by the Commissioner. The 
final regulations delete the provisions 
in the 1991 regulations that a taxpayer 
making an untimely change from the 
cash method by filing Form 3115 after 
January 7, 1991, is generally subject to 
terms and conditions (including the 
year of change) designed to place the 
taxpayer in a position no more favor
able than a taxpayer that timely com
plied with section 448. Under the final 
regulations, unless an administrative 
procedure is published specifically con
cerning method changes under section 
448, a taxpayer subject to section 448 
which makes an untimely method 
change under section 448 will, in 
general, be subject to the terms and 
conditions (including the year of 
change) applicable to a Category A 
method of accounting as set forth in 
Rev. Proc. 92-20 (or any successor 
revenue procedure). 

Effective Date Rules of Section 448 

A comment letter on the 1987 
regulations suggested that § 1.448-
1 T(i), relating to the effective date of 
section 448, be modified to reflect the 
provisions of section 801(d)(3) of the 
Tax Reform Act of 1986. This sugges
tion has been adopted through the 
addition of paragraph (i)(3) to § 1.448-
1 of the regulations. 

The final regulations also provide a 
transitional rule for § 1.448-1 (g), relat
ing to the treatment of an accounting 
method change required by section 448 
and the timing rules for the section 
481(a) adjustment, and §1.448-1(h), 
relating to the procedures for making a 
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change from the cash method required 
by section 448. Under this transitional 
rule, § 1.448-1 (g) and (h) will not be 
adversely applied with respect to trans
actions entered into by the taxpayer 
before December 27, 1993, to the 
extent the provisions of § 1.448-1 (g) 
and (h) were not reflected in § 1.448-
IT (g) and (h). 

Special Analyses 

It has been determined that these 
regulations are not a significant regula
tory action as defined in Executive 
Order 12866. It has also been deter
mined 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 final Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(f) of the Internal Revenue 
Code, the notice of proposed rulemak
ing published in the Federal Register 
on January 7, 1991 (56 FR 508) was 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on the impact 
of the notice on small business. 

* * * * * * 
Adoption of amendments to the 
regulations 

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

PART I-INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

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

Authority: 26 U.S.c. 7805. * * * 
Par. 2. Section 1.448-1 is added, and 

paragraphs (a) through (f) thereof are 
reserved. 

Par. 3. Paragraphs (g), (h), and (i) of 
§ 1.448-1 T are redesignated as para
graphs (g), (h), and (i) of § 1.448-1 and 
are amended as follows: 

1. Paragraph (g)(2)(ii)(B)(I) is 
amended by removing the language 
"Joint Commission of Accreditation of 
Hospitals" and adding in its place the 
language "Joint Commission on Ac
creditation of Healthcare Organizations 
or its predecessor" and by removing 
the language "JCAH" wherever it 
appears in that paragraph and adding in 
its place the language "JCAHO". 
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2. Paragraph (g)(2)(iii) is amended 
by removing the language "§ 1.466-
1(e)(3)" from the second sentence and 
adding in its place the language 
"§ 1.446-1 (e )(3)" and by removing the 
last sentence in that paragraph. 

3. Paragraph (g)(3)(i) is amended by 
removing the language "(g)(3)(ii)" 
from the last sentence and adding in its 
place the language "(g)(2)(ii)". 

4. Paragraph (g)(3 )(iii) is revised. 
5. Paragraph (g)(3)(iv) is added. 
6. Paragraph (g)(5) is amended by 

removing the language "488" wher
ever it appears in the first and second 
sentences and adding in its place the 
language "448" and by removing the 
language "chosing" in the last sen
tence and adding in its place the 
language "choosing". 

7. Paragraph (h)( 4 )(ii) is redesig
nated as paragraph (h)(3)(ii). 

8. Paragraph (h)(4) is amended by 
removing the last sentence. 

9. Paragraph (i)(1) and the third 
sentence of paragraph (i)(2)(i) are 
revised. 

10. Paragraphs (i)(3) and (i)( 4) are 
added. 

11. The reserved, revised, and added 
provisions read as follows: 

§1.448-1 Limitation on the use of 
the cash receipts and disbursements 
method of accounting. 

(a) through (f). [Reserved] 

(g) *** 
(3) *** 
(iii) Cessation of trade or business. 

If the taxpayer ceases to engage in the 
trade or business to which the section 
481(a) adjustment relates, or if the 
taxpayer operating the trade or business 
terminates existence, and such cessa
tion or tennination occurs prior to the 
expiration of the adjustment period 
described in paragraph (g)(2)(i) or (ii) 
of this section, the taxpayer must take 
into account, in the taxable year of 
such cessation or tennination, the bal
ance of the adjustment not previously 
taken into account in computing tax
able income. For purposes of this 
paragraph (g)(3)(iii), the detennination 
as to whether a taxpayer has ceased to 
engage in the trade or business to 
which the section 481(a) adjustment 
relates, or has tenninated its existence, 
is to be made under the principles of 
§1.446-I(e)(3)(ii) and its underlying 
administrative procedures. 
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(iv) De minimis rule for a taxpayer 
other than a cooperative. Notwith
standing paragraph (g)(2)(i) and (ii) of 
this section, a taxpayer other than a 
cooperative (within the meaning of 
section 1381 (a» that is required to 
change from the cash method by this 
section may elect to use, in lieu of the 
adjustment period described in para
graph (g)(2)(i) and (ii) of this section, 
the adjustment period for de minimis 
section 481(a) adjustments provided in 
the applicable administrative procedure 
issued under §1.446-I(e)(3)(ii) for ob
taining the Commissioner's consent to 
a change in accounting method. A 
taxpayer may make an election under 
this paragraph (g)(3)(iv) only if-

(A) The taxpayer's entire net section 
481 (a) adjustment (whether positive or 
negative) is a de minimis amount as 
determined under the applicable admin
istrative procedure issued under 
§1.446-I(e)(3)(ii) for obtaining the 
Commissioner's consent to a change in 
accounting method, 

(B) The taxpayer complies with the 
provisions of paragraph (h)(2) or (3) of 
this section for its first section 448 
year, 

(C) The return for such year is due 
(determined with regard to extensions) 
after December 27, 1993, and 

(D) The taxpayer complies with any 
applicable instructions to Form 3115 
that specify the manner of electing the 
adjustment period for de minimis sec
tion 481 (a) adjustments. 

* * * * * * 

(i) Effective date-( 1) In general. 
Except as provided in paragraph (i)(2), 
(3), and (4) of this section, this section 
applies to any taxable year beginning 
after December 31, 1986. 

(2) Election out of section 448-(i) 
In general. *** For rules relating to the 
making of such election, see 
§301.9100-7T (temporary regulations 
relating to elections under the Tax 
Reform Act of 1986). *** 

* * * * * * 

(3) Certain contracts entered into 
before September 25, 1985. This sec
tion does not apply to a contract for the 
acquisition or transfer of real property 
or a contract for services related to the 
acquisition or development of real 
property if-

(i) The contract was entered into 
before September 25, 1985; and 

(ii) The sole element of the contract 
which was not performed as of Septem
ber 25, 1985, was payment for such 
property or services. 

(4) Transitional rule for paragraphs 
(g) and (h) of this section. To the 
extent the provisions of paragraphs (g) 
and (h) of this section were not 
reflected in paragraphs (g) and (h) of 
§ 1.448-1 T (as set forth in 26 CFR Part 
1 as revised on April 1, 1993), 
paragraphs (g) and (h) of this section 
will not be adversely applied to a 
taxpayer with respect to transactions 
entered into before December 27, 1993. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 4. The authority citation for Part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 5. Section 602.101(c) IS 

amended by adding an entry to the 
table to read as follows: 

"§1.448-1(g), (h), and (i) 
1545-0152." 

Par. 6. Section 602.101(c) is further 
amended by removing all entries in the 
table for § 1.448-lT. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 14, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23. 1993. 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 27. 1993. 58 F.R. 68297) 

Subpart B.-Taxable Year for Which Items of 
Gross Income Included 

Section 451.-General Rule for 
Taxable Year of Inclusion 

26 CFR 1.451-1: General rule for taxable 
year of inclusion. 

This procedure allows use of the principal
reduction method. which is an aggregate method 
of accounting for de minimis original issue 
discount. including de minimis original issue 



discount attributable to points. Taxpayers using 
this procedure change their methods of account
ing for loans originated on or after a . 'cut-off 
date." This procedure also describes how 
eligible taxpayers may change to this method. 
See Rev. Proc. 94-29, page 616. 

Subpart C.-Taxable Year for Which Deductions 
Taken 

Section 461.-General Rule for 
Taxable Year of Deduction 

26 CFR 1.461-1: General rule for taxable 
year of deduction. 

Amounts paid in connection with the acquisi
tion of a principal residence (including seller
paid points) will be treated as points that are 
deductible for the taxable year during which they 
are paid by a cash basis taxpayer if certain 
requirements are satisfied. See Rev. Proc. 94-27, 
page 613. 

26 CFR 1.461-1: General rule for taxable 
year of deduction. 

An automatic procedure is set forth under 
which accrual method taxpayers may obtain the 
Commissioner's consent to make or revoke an 
election to ratably accrue real property taxes 
under section 461{ c) of the Code for their first 
taxable year beginning after December 31, 1992. 
See Rev. Proc. 94-32, page 627. 

26 CFR 1.461-1: General rule for taxable 
year of deduction. 

Are the costs incurred to clean up land and to 
treat groundwater that a taxpayer contaminated 
with hazardous waste from its business deduct
ible by the taxpayer as business expenses under 
§ 162 of the Code, or must they be capitalized 
under § 263? See Rev. Rul. 94-38, page 35. 

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 January 1994. See Rev. Rul. 94-1, 
page 207. 

The adjusted applicable federal short-term, 

mid-term. and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9, 
page 209. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15, 
page 2\0. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

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 January 1994. See Rev. Rul. 94-1, 
page 207. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9, 
page 209. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15, 
page 2\0. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

Section 472 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

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 October 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 
valuing inventories for tax years ended 
on, or with reference to, October 31, 
1993. 

Rev. Rul. 94-3 

The following Department Store In
ventory Price Indexes for October 1993 
were issued by the Bureau of Labor 
Statistics on November 10, 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 inventory methods for tax 
years ended on, or with reference to, 
October 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. 
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Section 472 

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

(January 1941 = 100, unless otherwise noted) 

Groups Oct. 1992 Oct. 1993 

1. Piece Goods ............................ . 468.9 499.3 

2. Domestics and Draperies ................. . 
3. Women's and Children's Shoes ........... . 

619.6 634.8 
648.9 654.4 

4. Men's Shoes ........................... . 924.6 914.5 
5. Infants' Wear. ........................ ··· 619.8 602.4 
6. Women's Underwear .................... . 521.6 523.6 
7. Women's Hosiery ....................... . 
8. Women's and Girls' Accessories .......... . 

266.6 267.7 
588.9 572.9 

9. Women's Outerwear and Girls' Wear. ..... . 441.3 446.5 
10. Men's Clothing ......................... . 604.9 620.6 
11. Men's Furnishings ...................... . 568.7 562.6 
12. Boys' Clothing and Furnishings ........... . 
13. Jewelry ................................ . 

492.3 500.0 
935.1 998.5 

14. Notions ................................ . 618.3 600.2 
15. Toilet Articles and Drugs ................ . 815.8 839.3 
16. Furniture and Bedding ................... . 610.2 628.3 
17. Floor Coverings ........................ . 523.6 545.6 
18. Housewares ............................ . 762.7 775.1 
19. Major Appliances ....................... . 247.8 248.0 
20. Radio and Television .................... . 88.4 86.8 
21. Recreation and Education 2 ............... . 115.5 115.3 
22. Home Improvements 2 ...•................. 119.5 118.9 
23. Auto Accessories 2 ...................... . 107.8 105.6 

Groups 1-15: Soft Goods .................. . 590.9 598.4 

Groups 16-20: Durable Goods .............. . 458.4 463.4 

Groups 21-23: Misc. Goods 2 ............... . 114.6 113.9 

Store Total 3 ........................... . 546.6 551.4 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2 Indexes on a January 1986 = 100 base. 

Percent Change from 
Oct. 1992 to Oct. 1993 1 

6.5 
2.5 
0.8 

-1.1 
-2.8 

0.4 
0.4 

-2.7 
1.2 
2.6 

-1.1 
1.6 
6.8 

-2.9 
2.9 
3.0 
4.2 
1.6 
0.1 

-1.8 
-0.2 
-0.5 
-2.0 

1.3 

1.1 

-0.6 

0.9 

3 The 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-I: Last-in. first-out inventories. 

LIFO; price indexes; department 
stores. The November 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 references to, November 30, 1993. 

Rev. Rul. 94-13 

The following Department Store In-

146 1994-1 C.B. 

ventory Price Indexes for November 
1993 were issued by the Bureau of 
Labor Statistics on December 10, 1993. 
The indexes are accepted by the 
Internal Revenue Service, under 
§ 1.472-1(k) of the Income Tax 
Regulations and Rev. Proc. 86--46, 
1986-2 C.B. 739, for appropriate ap
plication to inventories of department 
stores employing the retail inventory 
and last-in, first-out inventory methods 
for tax years ended on, or with 
reference to, November 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) 

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 ......................... . 
11. Men's Furnishings ...................... . 
12. Boys' Clothing and Furnishings ........... . 
13. Jewelry ................................ . 
14. Notions ................................ . 
15. Toilet Articles and Drugs ................ . 
16. Furniture and Bedding ................... . 
17. Floor Coverings ........................ . 
18. Housewares ............................ . 
19. Major Appliances ....................... . 
20. Radio and Television .................... . 
21. Recreation and Education 2 ............... . 

22. Home Improvements 2 .................... . 

23. Auto Accessories 2 ...................... . 

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

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

Groups 21-23: Misc. Goods 2 ............... . 

Store Total 3 ........................... . 

Nov. 1992 

488.8 
617.0 
643.6 
917.9 
624.1 
516.6 
271.4 
590.5 
437.7 
604.6 
576.8 
487.8 
919.6 
609.3 
816.5 
613.8 
530.6 
768.4 
247.2 

88.0 
115.9 
119.1 
107.8 

589.3 

460.0 

114.8 

546.4 

Nov. 1993 

484.5 
647.6 
655.4 
917.7 
607.4 
520.0 
275.9 
577.1 
446.1 
623.7 
572.0 
503.3 
957.2 
617.3 
841.3 
626.3 
519.6 
778.6 
247.5 

86.6 
115.6 
120.7 
105.5 

600.0 

462.3 

114.4 

552.5 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2 Indexes on a January 1986 = 100 base. 

Section 472 

Percent Change from 
Nov. 1992 to Nov. 1993 1 

-0.9 
5.0 
1.8 
0.0 

-2.7 
0.7 
1.7 

-2.3 
1.9 
3.2 

-0.8 
3.2 
4.1 
1.3 
3.0 
2.0 

-2.1 
1.3 
0.1 

-1.6 
-0.3 

1.3 
-2.1 

1.8 

0.5 

-0.3 

1.1 

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 December 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, December 31, 1993. 

Rev. Rul. 94-20 

The following Department Store In-

ventory Price Indexes for December 
1993 were issued by the Bureau of 
Labor Statistics on January 13, 1994. 
The indexes are accepted by the 
Internal Revenue Service, under section 
1.472-1(k) of the Income Tax Regula
tions and Rev. Proc. 86-46, 1986-2 
C.B. 739, for appropriate application to 
inventories of department stores 
employing the retail inventory and last
in, first-out inventory methods for tax 
years ended on, or with reference to, 
December 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. 
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Section 472 

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

(January 1941 = 100, unless otherwise noted) 

Groups 

I. 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 ......................... . 
11. Men's Furnishings ...................... . 
12. Boys' Clothing and Furnishings ........... . 
13. Jewelry ................................ . 
14. Notions ................................ . 
15. Toilet Articles and Drugs ................ . 
16. Furniture and Bedding ................... . 
17. Floor Coverings ........................ . 
18. Housewares ............................. . 
19. Major Appliances ....................... . 
20. Radio and Television .................... . 
21. Recreation and Education 2 ............... . 

22. Home Improvements 2 .................... . 

23. Auto Accessories 2 ...................... . 

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

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

Groups 21-23: Misc. Goods 2 ................ . 

Store Total 3 ........................... . 

Dec. 1992 

485.7 
605.9 
641.0 
907.7 
621.4 
500.7 
269.9 
585.4 
423.0 
593.5 
573.8 
477.2 
901.8 
602.9 
820.8 
610.4 
535.0 
763.0 
248.4 

87.2 
114.8 
119.4 
108.0 

579.7 

458.1 

114.1 

540.1 

Dec. 1993 

469.8 
644.6 
647.2 
915.8 
603.9 
509.0 
276.8 
574.3 
430.1 
609.0 
563.9 
485.5 
931.1 
621.9 
842.3 
628.9 
516.1 
775.7 
246.8 

86.3 
114.9 
121.0 
106.6 

589.3 

461.3 

114.2 

546.2 

1 Absence of a minus sign before percentage change In this column signifies price increase. 

2 Indexes on a January 1986 = 100 base. 

Percent Change from 
Dec. 1992 to Dec. 1993 I 

-3.3 
6.4 
1.0 
0.9 

-2.8 
1.7 
2.6 

-1.9 
1.7 
2.6 

-1.7 
1.7 
3.2 
3.2 
2.6 
3.0 

-3.5 
1.7 

-0.6 
-1.0 

0.1 
1.3 

-1.3 

1.7 

0.7 

0.1 

1.1 

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 January 1994 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 references to, January 31, 1994. 

Rev. Rul. 94-25 

The following Department Store In-
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ventory Price Indexes for January 1994 
were issued by the Bureau of Labor 
Statistics on February 17, 1994. The 
indexes are accepted by the Internal 
Revenue Service, under § 1.4 72-1 (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, January 31, 1994. 

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 Jan. 1993 Jan. 1994 

1. Piece Goods ............................ . 465.4 450.9 
2. Domestics and Draperies ................. . 610.3 651.0 
3. Women's and Children's Shoes ........... . 635.8 644.7 
4. Men's Shoes ........................... . 901.7 914.6 
5. Infants' Wear. .......................... . 611.0 601.4 
6. Women's Underwear .................... . 502.6 512.4 
7. Women's Hosiery ....................... . 270.1 277.9 
8. Women's and Girls' Accessories .......... . 580.9 564.3 
9. Women's Outerwear and Girls' Wear. ..... . 408.4 414.9 

10. Men's Clothing ......................... . 585.0 592.0 
11. Men's Furnishings ...................... . 553.8 550.8 
12. Boys' Clothing and Furnishings ........... . 476.8 474.5 
13. Jewelry ................................ . 949.3 974.8 
14. Notions ................................ . 602.9 617.6 
15. Toilet Articles and Drugs ................ . 822.8 844.4 
16. Furniture and Bedding ................... . 611.1 632.3 
17. Floor Coverings ........................ . 530.4 520.9 
18. Housewares ............................ . 759.8 777.9 
19. Major Appliances ....................... . 248.7 248.6 
20. Radio and Television .................... . 87.7 86.0 
21. Recreation and Education 2 ............... . 115.0 115.0 
22. Home Improvements 2 .................... . 119.9 123.6 
23. Auto Accessories 2 ...................... . 108.0 106.6 

Groups 1-15: Soft Goods .................. . 573.8 583.7 

Groups 16-20: Durable Goods .............. . 457.7 462.8 

Groups 21-23: Misc. Goods 2 ............... . 114.4 114.7 

Store Total 3 ........................... . 537.0 544.0 

1 Absence of a minus sign before percentage change in this column signifies price increase. 

2 Indexes on a January 1986 = 100 base. 

Section 472 

Percent Change from 
Jan. 1993 to Jan. 1994 I 

-3.1 
6.7 
1.4 
1.4 

-1.6 
1.9 
2.9 

-2.9 
1.6 
1.2 

-0.5 
-0.5 

2.7 
2.4 
2.6 
3.5 

-1.8 
2.4 
0.0 

-1.9 
0.0 
3.1 

-1.3 

1.7 

1.1 

0.3 

1.3 

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 February 1994 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, February 28, 1994. 

Rev. Rul. 94-32 

The following Department Store In-

ventory Price Indexes for February 
1994 were issued by the Bureau of 
Labor Statistics on March 16, 1994. 
The indexes are accepted by the 
Internal Revenue Service, under 
§ 1.472-1(k) of the Income Tax 
Regulations and Rev. Proc. 86-46, 
1986-2 C.B. 739, for appropriate ap
plication to inventories of department 
stores employing the retail inventory 
and last-in, first-out inventory methods 
for tax years ended on, or with 
reference to, February 28, 1994. 

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 miscellan
eous 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. 
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Section 472 

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

(January 1941 = 100, unless otherwise noted) 

Groups 

I. 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 ......................... . 
11. Men's Furnishings ...................... . 
12. Boys' Clothing and Furnishings ........... . 
13. Jewelry ................................ . 
14. Notions ................................ . 
15. Toilet Articles and Drugs ................ . 
16. Furniture and Bedding ................... . 
17. Floor Coverings ........................ . 
18. Housewares ............................ . 
19. Major Appliances ....................... . 
20. Radio and Television .................... . 
21. Recreation and Education 2 ............... . 
22. Home Improvements 2 .................... . 
23. Auto Accessories 2 ...................... . 

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

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

Groups 21-23: Misc. Goods 2 ............... . 

Store TotaI 3 ........................... . 

Feb. 1993 

463.0 
622.3 
638.8 
911.3 
606.9 
510.2 
270.3 
571.4 
431.5 
596.4 
560.9 
487.1 
952.1 
602.2 
818.4 
606.8 
539.0 
759.7 
248.9 

87.7 
115.1 
120.1 
107.5 

584.7 

457.6 

114.4 

542.9 

Feb. 1994 

456.6 
642.1 
645.7 
915.8 
602.7 
517.7 
275.3 
556.8 
425.9 
599.3 
545.7 
479.4 
985.6 
627.1 
843.9 
634.5 
522.7 
774.4 
250.1 

86.3 
114.7 
124.9 
106.6 

586.8 

463.1 

114.7 

545.8 

I Absence of a minus sign before percentage change in this column signifies price increase. 

2Indexes on a January 1986 = 100 base. 

Percent Change from 
Feb. 1993 to Feb. 1994 1 

-1.4 
3.2 
1.1 
0.5 

-0.7 
1.5 
1.8 

-2.6 
-1.3 

0.5 
-2.7 
-1.6 

3.5 
4.1 
3.1 

4.6 
-3.0 

1.9 
0.5 

-1.6 
-0.3 

4.0 
-0.8 

0.4 

1.2 

0.3 

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 March 1994 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, March 31, 1994. 

Rev. Rul. 94-37 

The following Department Store In-
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ventory Price Indexes for March 1994 
were issued by the Bureau of Labor 
Statistics on April 13, 1994. The in
dexes are accepted by the Internal 
Revenue Service, under § 1.472-1(k) of 
the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for 
appropriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, March 31, 1994. 

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



Section 475 

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

(January 1941 = 100, unless otherwise noted) 

Percent Change from 
Groups Mar. 1993 Mar. 1994 Mar. 1993 to Mar. 1994 I 

1. Piece Goods ............................ . 476.9 481.4 0.9 
2. Domestics and Draperies ................. . 624.7 640.4 2.5 
3. Women's and Children's Shoes ........... . 648.1 651.2 0.5 
4. Men's Shoes ........................... . 912.0 920.4 0.9 
5. Infants' Wear. .......................... . 602.8 600.9 -0.3 
6. Women's Underwear .................... . 515.5 524.5 1.7 
7. Women's Hosiery ....................... . 270.4 276.5 2.3 
8. Women's and Girls' Accessories .......... . 574.1 562.0 -2.1 
9. Women's Outerwear and Girls' Wear. ..... . 453.7 448.1 -1.2 

10. Men's Clothing ......................... . 607.2 606.3 -0.1 
11. Men's Furnishings ...................... . 570.4 549.5 -3.7 
12. Boys' Clothing and Furnishings ........... . 488.0 480.8 -1.5 
13. Jewelry ................................ . 948.4 1037.4 9.4 
14. Notions ................................ . 573.0 638.4 11.4 
15. Toilet Articles and Drugs ................ . 827.4 840.2 1.5 
16. Furniture and Bedding ................... . 614.1 635.1 3.4 
17. Floor Coverings ........................ . 536.5 513.7 -4.2 
18. Housewares " .......................... . 763.4 779.0 2.0 
19. Major Appliances ....................... . 247.3 249.8 1.0 
20. Radio and Television .................... . 87.4 86.4 -1.1 
21. Recreation and Education 2 .•..........•... 115.1 115.6 0.4 
22. Home Improvements 2 .............•...•... 123.6 123.2 -0.3 
23. Auto Accessories 2 ...................... . 106.8 106.4 -0.4 

Groups 1-15: Soft Goods .................. . 595.0 597.9 0.5 

Groups 16-20: Durable Goods .............. . 458.5 463.9 1.2 

Groups 21-23: Misc. Goods 2 ..............•. 114.8 115.0 0.2 

Store Total 3 ........................... . 549.1 552.3 0.6 

I Absence of a minus sign before percentage change in this column signifies price increase. 

2 Indexes 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 

26 CFR 1.475(b)-lT: Scope of exemptions 
from mark-to-market requirement (temporary). 
(Also Section 1236; 1.475(b)-2T.) 

Meaning of security held for invest
ment under section 475 mark-to
market rules. This ruling provides 
guidance concerning the identification 
of securities as "held for investment" 
for purposes of section 475 of the 
Code, by providing that the term "held 
for investment" has the same meaning 
for purposes of section 475 that it has 
for purposes of section 1236. Rev. Rul. 
93-76 modified and clarified. 

Rev. Rul. 94-7 

PURPOSE 

This revenue ruling provides guid
ance concerning the identification of 
securities as "held for investment" for 
purposes of section 475 of the Internal 
Revenue Code. It modifies Rev. Rul. 
93-76, 1993-2 C.B. 235, to conform to 
§§1.475(b)-IT and -2T of the tempo
rary Income Tax Regulations. 

BACKGROUND 

Paragraph (a) of § 1.475(b)-lT 
provides that a security is held for 
investment (within the meaning of 
§475(b)(l)(A» or not held for sale 

(within the meaning of §475(b)(1)(B» 
if it is not held by the taxpayer 
primarily for sale to customers in the 
ordinary course of the taxpayer's trade 
or business. This definition corresponds 
to the meaning of "held for invest
ment" for purposes of § I 236(a)(1 ). 

In general, under both §§475 and 
1236, an identification of a security as 
held for investment is timely only if 
the identification is made before the 
close of the day on which the security 
is acquired. In some cases, however, 
the required time for identification 
under one of the sections differs from 
that under the other. 

Paragraph (a) of § 1.475(b )-2T of the 
temporary regulations provides special 
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rules concerning the identification of 
securities held by the taxpayer as of the 
close of the last taxable year ending 
before December 31. 1993. 

Rev. Rul. 93-76. among other things, 
describes the manner of making an 
identification under section 475, includ
ing identification by placing a security 
in an identified account. 

REVISIONS TO REV. RUL. 93-76 

Issue 5 

Issue 5 of Rev. Rul. 93-76 continues 
to read: 

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)(l)(A» or as "not held 
for sale" (within the meaning of 
section 475(b)(l)(B»? 

Holding 5 of Rev. Rul. 93-76 is 
modified to read as follows: 

Holding 5: No. Taxpayers may 
choose not to identify under section 
475(b)(2) some or all of the securities 
that they identify under section 
1236(a)(l). (But see Holding 9(1) 
below and section 1.475(b)-2T(a)(l) 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 475(b)(2) only if 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 ac
count identifies the security or hedge 
for purposes of both section 1236( a)(\) 
and section 475(b)(l)(A), (B), or (C). 
See Holding 6 below. 

Issue 6 

Rev. Rul. 93-76 is clarified by re
placing the last sentence of Holding 6 
with the following paragraphs: 

Analogously, under Rev. Rul. 64-
160, 1964-1 (Part I) C.B. 306. modi
fied, Rev. Rul. 76-489, 1976-2 C.B. 
250. dealers can identify specified 
accounts as containing only securities 
held for investment for purposes of 
section 1236(a)( I). Accordingly, 
dealers can satisfy the identification 
requirements of section 475(b)(2) by 
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unambiguously indicating that all of the 
securities or hedges in one or more of 
these accounts are also described in 
section 475(b)(l)(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)(l). 

In addition, rather than identifying 
specific securities, hedges, or accounts 
as being covered by an exception de
scribed in section 475(b)(l), a dealer 
may comply with the identification re
quirement 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 9 

Issue 9 of Rev. Rul. 93-76 continues 
to read: 

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 
accounting for securities to comply 
with section 475 and take into account 
any resulting net section 481(a) adjust
ment, 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 of Rev. Rul. 93-76 is 
clarified to read as follows: 

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)(l) 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. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 93-76, 1993-2 C.B. 235, 
is modified and clarified. Rev. Rul 93-
76 will reflect these changes when it is 
republished in 1993-2 C.B. 

26 CFR 1.475(b)-IT: Scope of exemptions 
from mark-to-market requirement (temporary). 
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ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations providing guid
ance to enable taxpayers to comply 
with the mark-to-market requirements 
of section 475. The temporary regula
tions provide guidance concerning the 
meaning of the statutory terms "dealer 
in securities," "held for investment," 
and "security." 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 *** [FI-
72-93, page 787, this Bulletin]. 

DATES: These temporary regulations 
are effective December 29, 1992. 

For dates of applicability, see 
§1.475(e)-IT. 

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 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 
1545-1422. The estimated annual bur
den per recordkeeper varies from .25 to 
3 hours, depending on individual cir
cumstances, 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 recordkeepers may require greater 
or less time, depending on their par
ticular 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 *** [FI-72-93, page 787, this 
Bulletin]. 

Background 

This document contains temporary 
regulations under section 475 (relating 

to mark-to-market accounting for 
dealers in securities). Section 475 was 
added by section 13223 of the Revenue 
Reconciliation Act of 1993, Pub. L. 
103-66, 107 Stat. 481, and is effective 
for all taxable years ending on or after 
December 31, 1993. 

On October 25, 1993, the IRS issued 
a revenue ruling that began the process 
of providing substantive guidance un
der the mark-to-market rules. The rul
ing was published as Rev. Rul. 93-76, 
1993-2 C.B. 235. These temporary reg
ulations clarify several issues that were 
addressed in that ruling, including the 
meaning of the statutory terms "dealer 
in securities" and "held for 
investment.' , 

Explanation of provisions 

Section 475(b) exempts certain se
curities from mark-to-market account
ing under section 475(a). Among the 
exempted securities are those held for 
investment and debt securities not held 
for sale. The regulations clarify that 
held for investment, within the meaning 
of section 475(b)(1)(A), and not held 
for sale, within the meaning of section 
475(b)(1)(B), have the same meaning. 
The regulations provide that both terms 
refer to a security that is not held by a 
taxpayer primarily for sale to customers 
in the ordinary course of the taxpayer's 
trade or business. 

By providing that a security is held 
for investment if it is not held pri
marily for sale to customers in the 
ordinary course of a trade or business, 
the regulations adopt the concept of 
held for investment in section l236(a). 
Thus, under these regulations, a dealer 
in securities may identify as held for 
investment a security that it holds 
primarily for sale to non-customers 
(e.g., a trading security). The IRS 
believes that providing a single stand
ard for purposes of sections 475 and 
1236 is consistent with the purpose of 
section 475. Comments are requested 
regarding other ways to simplify the 
task of identification. 

Holding 5 of Rev. Rul. 93-76 sug
gested that some securities properly 
identified as held for investment under 
section 1236(a) may not be identified 
as held for investment under section 
475(b). Accordingly, Holding 5 of Rev. 
Rul. 93-76 is modified. 

The regulations identify certain as
sets that are inherently investments 
and, thus, may not be marked to market 
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under section 475. Under the regula
tions, the following assets held by a 
dealer in securities are deemed to be 
properly identified as held for invest
ment: (1) stock in a corporation that 
the taxpayer controls; (2) a partnership 
or beneficial ownership interest in a 
widely held or publicly traded part
nership or trust that the taxpayer 
controls; and (3) an annuity, endow
ment, or life insurance contract. The 
regulations define control for these 
purposes. Comments are requested as 
to other per se investments that should 
be deemed identified as held for 
investment. 

Under the authority of section 475-
(b)( 4), the regulations provide that 
certain notional principal contracts and 
derivative securities (described in sec
tion 475(c)(2)(D) or (E» that are held 
by a dealer in those securities are 
generally not eligible to be exempted 
from mark-to-market treatment as held 
for investment. This rule does not 
apply, however, if the taxpayer estab
lishes unambiguously that the security 
was acquired other than in the tax
payer's capacity as a dealer in such 
securities. It is anticipated that this 
exception will apply only in rare 
instances. 

The regulations provide rules regard
ing a security held by a taxpayer as of 
the close of the last taxable year ending 
before December 31, 1993. If the 
securi ty was identified under section 
1236 as a security held for investment, 
the security is treated as being identi
fied as held for investment for purposes 
of section 475(b). If the security was 
not identified under section 1236, the 
regulations provide that the security is 
treated as having been properly identi
fied under section 475(b)(2) if the 
information in the dealer's 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 unambiguously in
dicating which securities are to be 
treated as properly identified. Any 
information that supports treating a 
security as having been properly identi
fied under section 475(b)(2) must be 
applied consistently from one security 
to another. For purposes of identifying 
the position under section 475(c)(2)(F)
(iii), these rules also apply to a position 
that is a security by virtue of section 
475(c)(2)(F). 

Holding 9 of Rev. Rul. 93-76 estab
lished certain standards that a dealer in 
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secuntles must apply in determining 
which of its securities must be marked 
to market at the beginning of its first 
taxable year that ends on or after 
December 31, 1993. This determination 
also controls the amount of the tax
payer's net section 481 (a) adjustment. 
The regulations provide rules that are 
slightly different from the standards set 
forth in Holding 9. Consistent with the 
regulatory interpretation of "held for 
investment" (discussed above), the reg
ulations clarify whether certain se
curities are treated as having been 
properly identified for purposes of 
being exempted from mark to market. 
Accordingly, Holding 9 of Rev. Rul. 
93-76 is modified. 

Because the regulations provide new 
rules concerning the permissibility of 
certain identifications, a taxpayer has 
until January 31, 1994, to add or re
move these identifications. For exam
ple, the regulations provide rules for 
adding identifications so that securities 
that were held for sale but were not 
held for sale to customers may be 
identified as being described in section 
475(b)(1 )(A) or (B). This identification 
may be added only if, prior to Decem
ber 28, 1993, the taxpayer identified 
none of these securities as being 
described in section 475(b)(1)(A) or 
(B) and only if the retroactive identi
fication is added for all of these 
securities. A security is not subject to 
the consistency provision in the preced
ing sentence if it may be timely 
identified after the date on which the 
retroactive identification is added. 
Thus, a taxpayer gains additional flex
ibility by making the retroactive identi
fication early. In addition, any taxpayer 
that is a dealer in notional principal 
contracts or derivatives described in 
section 475(c)(2)(D) or (E) that had 
identified any such securities as held 
for investment may remove the 
identification. 

If a taxpayer adds or removes an 
identification discussed above, the reg
ulations provide that the addition is 
timely for purposes of section 4 75(b)
(2) and that the removal does not sub
ject the taxpayer to the provisions of 
section 4 75( d)(2), regarding improper 
identifications. Similar relief is 
provided to a taxpayer that corrects 
identifications of securities held as of 
the close of the taxpayer's last taxable 
year ending before December 31, 1993. 

In general, the regulations provide 
that a taxpayer that sells nonfinancial 
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goods or provides nonfinancial services 
(e.g., a consumer products retailer or an 
accountant) does not become a dealer 
in securities within the meaning of 
section 475(c)(l) by virtue of extending 
credit for the purchase of its goods or 
services, even if the taxpayer subse
quently sells the evidences of indebted
ness so acquired. 

The regulations provide that a tax
payer that regularly purchases securities 
from customers in the ordinary course 
of a trade or business (including 
regularly making loans to customers in 
the ordinary course of a trade or busi
ness of making loans) is not thereby a 
dealer in securities provided that the 
taxpayer does not sell more than a 
negligible portion of the securities so 
acquired. Whether the portion sold is 
negligible is generally determined with
out regard to certain extraordinary sales 
and certain sales of loans that declined 
in quality after the taxpayer acquired 
them. The regulations provide examples 
to illustrate the meaning of the term 
"negligible portion." 

Under the regulations, certain items 
are not securities within the meaning of 
section 475(c)(2). These items include: 
stock of the taxpayer or options to buy 
or sell the taxpayer's stock; liabilities 
of the taxpayer; REMIC residual inter
ests that economically represent a 
liability at the time their basis is 
determined; and other REMIC residual 
interests or arrangements that the Com
missioner determines have substantially 
the same economic effect (e.g., a 
widely held partnership that holds 
noneconomic REMIC residual inter
ests). Marking these items to market 
would not carry out the purposes of 
section 475 and certain other Code 
sections (e.g., sections 1032 and 860E). 
Comments are requested as to other 
items that should similarly be excluded 
from the definition of a security. 

Comments are requested regarding 
whether additional rules are needed to 
carry out the purposes of section 475 
for taxpayers that hold economic 
REMIC residual interests or interests in 
other passthrough entities (including 
subchapter S corporations or widely 
held partnerships). 

The regulations clarify that marking 
to market a security that is not held in 
connection with a taxpayer's activities 
as a dealer in securities does not affect 
the character of gain or loss from that 
security. 

These temporary regulations gener
ally apply to taxable years ending on or 
after December 31, 1993. 

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 Flexi
bility 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. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

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

Paragraph I. The authority citation 
for part 1 is amended by adding entries 
in numerical order to read as follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.4 75(b )-1 T also issued un

der 26 U.S.c. 475(b)(4) and 26 U.S.c. 
475(e). 

Section 1.475(b)-2T also issued un
der 26 U.S.c. 475(b)(2), 26 U.S.C. 
475(e), and 26 U.S.c. 6001. 

Section 1.475(c)-IT also issued un-
der 26 U.S.c. 475(e). 

Section 1.475(c)-2T also issued un-
der 26 U.S.C. 475(e) and 26 U.S.c. 
860G(e). 

Section 1.475(d)-lT also issued un-
der 26 U.S.c. 475(e). 

Section 1.475(e)-IT also issued un
der 26 U.S.c. 475(e). *** 

Par. 2. Sections 1.475(b)-IT, 1.475-
(b)-2T, 1.475(c)-lT, 1.475(c)-2T, 
1.475(d)-lT, and 1.475(e)-IT are 
added to read as follows: 

§1.475(b)-IT Scope of exemptions 
from mark-to-market requirement 
(temporary ). 

(a) Securities held for investment or 
not held for sale. Except as provided 
by paragraph (c) of this section a 
security is held for investment (wi~hin 
the meaning of section 475(b)(l)(A» or 
not held for sale (within the meaning 



of section 47S(b)(1)(B» if it is not held 
by the taxpayer primarily for sale to 
customers in the ordinary course of the 
taxpayer's trade or business. 

(b) Securities deemed identified as 
held for investment-(1) In general. 
The following items held by a dealer in 
securities are per se held for invest
ment within the meaning of section 
47S(b)(1)(A) and are deemed to be 
properly identified as such for purposes 
of section 47S(b)(2)-

(i) Stock in a corporation that the 
taxpayer controls (within the meaning 
of paragraph (b)(2)(i) of this section); 

(ii) A partnership or beneficial 
ownership interest in a widely held or 
publicly traded partnership or trust that 
the taxpayer controls (within the mean
ing of paragraph (b)(2)(ii) of this 
section); or 

(iii) A contract that is treated for 
Federal income tax purposes as an 
annuity, endowment, or life insurance 
contract (see sections 817 and 7702). 

(2) Control defined. Control means 
the ownership, directly or indirectly 
through persons described in section 
267(b) (taking into account section 
267(c», of-

(i) SO percent or more of the total 
combined voting power of all classes 
of stock entitled to vote; or 

(ii) SO percent or more of the capital 
interest, the profits interest, or the 
beneficial ownership interest in the 
widely held or publicly traded part
nership or trust. 

(c) Securities deemed not held for 
investment-(l) General rule for 
dealers in notional principal contracts 
and derivatives. Section 47S(b)(1)(A) 
(exempting certain securities from 
mark-to-market accounting) does not 
apply to a security if-

(i) The security is described in sub
paragraph (D) or (E) of section 47S(c)
(2) (describing certain notional princi
pal contracts and derivative securities); 
and 

(ii) The taxpayer is a dealer in such 
securities. 

(2) Exception for securities not ac
quired in dealer capacity. Paragraph 
(c)(1) of this section does not apply if 
the taxpayer establishes unambiguously 
that the security was not acquired in 
the taxpayer's capacity as a dealer in 
such securities. 

§1.475(b)-2T Exemptions-Transi
tional issues (temporary). 

(a) Transitional identification-( I) 
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 47S(b). 

(2) Consistency requirement for 
other securities. In the case of a 
security (including a security described 
in section 47S(c)(2)(F» that is not 
described in paragraph (a)(1) of this 
section and that was held by the tax
payer 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 47S
(b)(2) or section 47S(c)(2)(F)(iii) if the 
information contained in the dealer's 
books and ,'ecords as of the close of 
that year supports the identification. If 
there is any ambiguity in those records, 
the taxpayer must, no later than Janu
ary 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 
47S(b)(2) or section 47S(c)(2)(F)(iii) 
must be applied consistently from one 
security to another. 

(b) Corrections on or before Janu
ary 31, 1994-(1) Purpose. This para
graph (b) allows a taxpayer to add or 
remove certain identifications covered 
by §1.47S(b)-IT. 

(2) To conform to §1.475(b)-
1T( a)-(i) Added identifications. To the 
extent permitted by paragraph (b )(2)(ii) 
of this section, a taxpayer may identify 
as being described in section 
47S(b)(1)(A) or (B)-

(A) A security that was held for 
immediate sale but was not held 
primarily for sale to customers in the 
ordinary course of the taxpayer's trade 
or business (e.g., a trading security); or 

(B) An evidence of indebtedness that 
was not held for sale to customers in 
the ordinary course of the taxpayer's 
trade or business and that the taxpayer 
intended to hold for less than one year. 

(ii) Limitations. An identification de
scribed in paragraph (b )(2)(i) of this 
section is permitted only if-
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(A) Prior to December 28, 1993, the 
taxpayer did not identify as being 
described in section 47S(b)(l)(A) or 
(B) any of the securities described in 
paragraph (b )(2)(i) of this section; 

(B) The taxpayer identifies every 
security described in paragraph (b )(2)(i) 
for which a timely identification of the 
security under section 4 7S(b )(2) cannot 
be made after the date on which the 
taxpayer makes these added identifica
tions; and 

(C) The identification is made on or 
before January 31, 1994. 

(3) To conform to §1.475(b)-1T(c). 
On or before January 31, 1994, a 
taxpayer described in § 1.4 7S(b )-IT( c)
(1 )(ii) may remove an identification 
under section 47S(b)(l)(A) of a se
curity described in § 1.47S(b)
IT( c)(1 )(i). 

(c) Effect of corrections. An identi
fication added under paragraph (a)(2) 
or (b )(2) of this section is timely for 
purposes of section 4 7S(b )(2) or section 
47S(c)(2)(F)(iii). An identification re
moved under paragraph (a)(2) or (b)(3) 
of this section does not subject the 
taxpayer to the provisions of section 
47S(d)(2). 

§1.475(c)-1T Definitions-Dealers in 
securities (temporary). 

(a) Sellers of nonfinancial goods and 
services. If the principal activity of a 
taxpayer is selling nonfinancial goods 
or providing nonfinancial services, the 
fact that the taxpayer extends credit to 
the purchasers of its nonfinancial goods 
or services does not make the taxpayer 
a dealer in securities within the mean
ing of section 47S(c)(1), even if the 
taxpayer sells the evidences of in
debtedness so acquired. The preceding 
sentence does not apply if, for purposes 
of section 471, the taxpayer claims to 
be a dealer in those evidences of 
indebtedness. 

(b) Taxpayers that purchase se
curities but do not sell more than a 
negligible portion of the securities-( 1) 
Exemption from dealer status. A tax
payer that regularly purchases securities 
from customers in the ordinary course 
of a trade or business (including 
regularly making loans to customers in 
the ordinary course of a trade or 
business of making loans) IS not 
thereby a dealer in securities for 
purposes of section 47S(c)( I) if the 
taxpayer does not sell more than a 
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negligible portion of the securities so 
acquired. The preceding sentence does 
not apply if. for purposes of section 
471, the taxpayer claims to be a dealer 
in those securities. 

(2) Negligible portion. The meaning 
of negligible portion is illustrated by 
the following examples: 

(i) Example 1. A regularly acquires 
loans (both by making loans to 
customers and by otherwise purchasing 
loans) in the ordinary course of its 
business. A retains almost all of the 
loans that it acquires. In 1993, A sells 
fewer than 60 loans. Accordingly, in 
1993 A does not sell more than a 
negligible portion of the securities it 
acquired. 

(ii) Example 2. B regularly acquires 
loans (both by making loans to cus
tomers and by otherwise purchasing 
loans) in the ordinary course of its 
business. In 1993, B sells more than 60 
loans, but the total adjusted basis of the 
loans that B sells in 1993 is less than 
S% of the total basis, immediately after 
acquisition, of the loans that it acquires 
in that year. Accordingly, in 1993 B 
does not sell more than a negligible 
portion of the securities it acquired. 

(3) Special rules. Whether the por
tion of securities sold is negligible is 
determined without regard to-

(i) Sales of evidences of indebted
ness that decline in quality while in the 
taxpayer's hands and that are sold 
pursuant to an established policy of the 
taxpayer to dispose of evidences of 
indebtedness below a certain quality; or 

(ii) Sales that are necessitated by 
exceptional circumstances and that are 
not undertaken as recurring business 
activities. 

§1.475( c )-2T Definitions-Items that 
are not securities (temporary). 

(a) In general. The following items 
held by a dealer in securities are not 
securities within the meaning of section 
47S(c)(2) and, therefore, are not subject 
to section 47S-

(I) Stock (including treasury stock) 
of the taxpayer and any option to buy 
or sell its stock (including treasury 
stock); 

(2) A liability of the taxpayer; or 

(3) A REMIC residual interest that 
is described in paragraph (b) of this 
section or an interest or arrangement 
that is determined by the Commissioner 
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to have substantially the same 
economic effect. 

(b) Negative value REMIC residuals. 
A residual interest in a REMIC is 
described in this paragraph (b) if, on 
the date the taxpayer acquires the 
residual interest, the present value of 
the anticipated tax liabilities associated 
with holding the interest exceeds the 
sum of-

(1) The present value of the ex
pected future distributions on the inter
est; and 

(2) The present value of the antici
pated tax savings associated with hold
ing the interest as the REMIC gener
ates losses. 

(c) Special rules. Solely for purposes 
of paragraphs (a)(3) and (b) of this 
section-

(1) If a transferee taxpayer acquires 
a residual interest with a basis deter
mined by reference to the transferor's 
basis, then the transferee is deemed to 
acquire the interest on the date the 
transferor acquired it (or is deemed to 
acquire it under this paragraph (c)(1». 

(2) Anticipated tax liabilities, ex
pected future distributions, and antici
pated tax savings are determined under 
the rules in § 1.860E-2(a)(3) and with
out regard to the operation of section 
47S. 

(3) Present values are determined 
under the rules in §1.860E-2(a)(4). 

§1.475(d)-lT Character of gain or 
loss (temporary). 

If a security is never held in 
connection with the taxpayer's ac
tivities as a dealer in securities, section 
47S(d)(3)(A) does not affect the 
character of gain or loss from the 
security, even if the taxpayer fails to 
identify the security under section 
47S(b)(2). 

§1.475(e)-lT Effective dates 
(temporary ). 

Sections 1.47S(b)-lT, 1.47S(b)-2T, 
1.47S(c)-IT, 1.47S(c)-2T, and 
1.47S(d)-lT generally apply to taxable 
years ending on or after December 31, 
1993. 

Par. 3. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 780S. 

Par. 4. Section 602.101(c) is 
amended by adding an entry in numeri-

cal order to the table to read as 
follows: 

§602.J01 OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section Current OMB 

where identified control number 

and described 

* * * * * * 

1.47S(b)-2T ............. 1545-1422 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 15, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 28, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 29, 1993, 58 F.R. 68747) 

26 CFR 1.475(b)-2T: Exemptions-transitional 
issues (temporary). 

What special rules govern §457(b)(2) identi
fications of a security that was held by a dealer 
in securities at the close of the dealer's last 
taxable year ending before December 31. 1993? 
See Rev. Rul. 94--7, page 151. 

Part III.-Adjustments 

Section 481.-Adjustments Required 
by Changes in Method of Accounting 

26 CFR 1.481-1: Adjustments in general. 

Because the method changes permitted by Rev. 
Procs. 94--28 and 94--29 cover only loans 
originated on or after a "cut-off date," this 
procedure explains how taxpayers may change 
their methods of accounting for loans acquired 
before that date. See Rev. Proc. 94-30, page 621. 

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 January 1994. See Rev. Rul. 94-1. 
page 207. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9. 
page 209. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15. 
page 210. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22. 
page 212. 

The adjusted applicable federal short-term, 
mid-term. and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29. 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

26 CFR 1.483-1: Computation of interest on 
certain deferred payments. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.D. 
8517, page 38, this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28. page 614. 

26 CFR 1.483-1: Computation of interest on 
certain deferred payments. 

As defined by section 1274A, the definitions 
for both "qualified debt instruments" and "cash 
method debt instruments" have dollar ceilings on 
the stated principal amount. The limits to the 
stated principal amount are adjusted for inflation 
for sales or exchanges occurring in the 1994 
calendar year. See Rev. Rul. 94-19. page 216. 

Subchapter F.-Exempt Organizations 

Part 1Ii.-Taxation of Business Income of Certain 
Exempt Organizations 

Section 514.-Unrelated Debt
Financed Income 

26 CFR 1.514(c)-2: Permitted allocations 
under section 514(c)(9)(E). 

T.D. 8539 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Application of Section 514(c}(9}(E) 
of the Internal Revenue Code to 
Partnerships in Which One or More 
(but not all) of the Partners are 
Qualified Organizations Within the 
Meaning of Section 514(c}(9}(C) 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the applica
tion of section 514( c )(9)(E) of the 
Internal Revenue Code to partnerships 
in which one or more (but not all) of 
the partners are qualified tax-exempt 
organizations within the meaning of 
section 514(c)(9)(C). These organiza
tions include educational organizations 
described in section 170(b)( 1 )(A)(ii) 
and their affiliated support organiza
tions, and qualified trusts described in 
section 401. The final regulations 
provide rules governing the application 
of section 514( c )(9)(E) of the Internal 
Revenue Code (Code). Section 514(c)
(9)(E) was added to the Code by the 
Omnibus Budget Reconciliation Act of 
1987, and was amended by the Techni
cal and Miscellaneous Revenue Act of 
1988. The final regulations are neces
sary to provide affected partnerships 
and their partners with the guidance 
they need to comply with the applica
ble tax law. 

EFFECTIVE DATE: May 13, 1994. 

For dates of applicability of these 
regulations, see "Effective dates" un
der "SUPPLEMENTARY INFORMA
TION" in the preamble. 

SUPPLEMENTARY INFORMATION: 

Background 

This document amends 26 CFR part 
1, which provides rules governing the 
application of section 514(c)(9)(E) of 
the Internal Revenue Code of 1986 
(Code), as amended. Section 514( c)
(9)(E) was added to the Code by 
section 10214 of the Omnibus Budget 
Reconciliation Act of 1987, Pub. L. 
100-203, and was amended by section 
2004(h) of the Technical and Miscel-

Section 514 

laneous Revenue Act of 1988. Pub. L. 
100-647. 

On June 25, 1990, Notice 90-41, 
1990-1 C.B. 350, was published in the 
Internal Revenue Bulletin to provide 
interim guidance regarding the applica
tion of section 5l4(c)(9)(E) of the 
Code and to request comments. On 
December 30, 1992, the IRS published 
a notice of proposed rulemaking in the 
Federal Register (57 FR 62266 [PS-
56-90, 1993-1 C.B. 911]) (the pro
posed regulations) regarding section 
514(c)(9)(E). The preamble to that 
notice contains an explanation to the 
proposed rules. 

The IRS received written comments 
on the proposed regulations, but can
celled a public hearing scheduled for 
March 31, 1993, because no one re
quested to testify. After consideration 
of all the public comments on the 
proposed regulations, the regulations 
are adopted as revised by this Treasury 
decision. 

Explanation of provisions 

I. Statutory provisions 

Section 511 of the Code provides 
that tax-exempt organizations are gen
erally taxable on their unrelated busi
ness taxable income. Section 514(a) 
provides that unrelated business taxable 
income includes a specified percentage 
of the gross income derived from debt
financed property described in section 
514(b). Section 514(c)(9) provides an 
exception for income derived from 
certain debt-financed investments in 
real property by qualified organiza
tions. Under section 514(c)(9)(C), 
qualified organizations include educa
tional organizations described in sec
tion 170(b)(1 )(A)(ii) and their affiliated 
support organizations, and qualified 
trusts described in section 401. 

If a qualified organization (QO) 
invests in debt-financed real property 
through a partnership in which one or 
more (but not all) of the partners are 
qualified organizations, the QO is 
eligible for the exception provided in 
section 5l4(c)(9) only if the partnership 
satisfies an additional requirement. 
Either each allocation to a partner that 
is a qualified organization must be a 
qualified allocation within the meaning 
of section 168(h)(6), or the partnership 
must satisfy the requirements of section 
514(c )(9)(E). These regulations provide 
rules governing the application of 
section 514(c)(9)(E). 
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II. Overview of the regulations 

To satisfy the requirements of sec
tion SI4(c)(9)(E), a partnership must 
establish that the allocation of items to 
any partner that is a QO cannot result 
in that partner having a percentage 
share of overall partnership income for 
any taxable year greater than that 
partner's percentage share of overall 
partnership loss for the taxable year for 
which that partner's percentage loss 
share will be the smallest (that part
ner's fractions rule percentage). This 
requirement, commonly referred to as 
the fractions rule, must be satisfied 
both on a prospective basis and on an 
actual basis for each taxable year of the 
partnership. 

The fractions rule is applied on an 
overall partnership basis. Therefore, if 
partnership allocations to one QO 
partner fail to satisfy the requirements 
of the fractions rule, that partner, and 
other QO partners in the partnership, 
are subject to the debt-financed prop
erty rules, even if the allocations to 
those other QO partners would other
wise have complied with the require
ments of the fractions rule. 

A second requirement under section 
S14(c)(9)(E) is that each partnership 
allocation must either have substantial 
economic effect or (in the case of 
certain allocations that cannot have 
economic effect) otherwise appropri
ately comply with the requirements of 
the regulations under section 704(b). 

For purposes of the fractions rule, 
overall partnership income is the 
amount by which the aggregate items 
of partnership income and gain for the 
taxable year exceed the aggregate items 
of partnership loss and deduction for 
the year. Overall partnership loss is the 
amount by which the aggregate items 
of partnership loss and deduction for 
the taxable year exceed the aggregate 
items of partnership income and gain 
for the year. In general, all items of 
partnership income, gain, loss, and 
deduction that increase or decrease the 
partners' capital accounts under 
§1.704-1(b)(2)(iv) are taken into ac
count in computing overall partnership 
income or loss. 

The proposed regulations exclude 
allocations of certain items-generally 
by disregarding those items in comput
ing overall partnership income or loss 
and the partners' allocable shares of 
overall partnership income or loss. In 
some situations, however, items are 
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disregarded only until an allocation is 
actually made. The purpose of the 
exclusions is to allow ordinary 
economic business allocations (such as 
preferred returns), to avoid technical 
violations arising due to the require
ments of section 704(b), and to avoid 
foot-faults. 

III. Public comments and clarifying 
changes 

A. Manner in which the fractions 
rule is applied 

One commentator requested clarifica
tion regarding the prospective applica
tion of the fractions rule, especially 
with respect to allocations that are 
taken into account only when an allo
cation is made. The final regulations 
clarify that a partnership generally does 
not qualify for the fractions rule 
exception for any taxable year of its 
existence unless it satisfies the frac
tions rule-both on a prospective and 
actual basis-for every year. The reg
ulations also clarify that if the part
nership violates the fractions rule by 
reason of an allocation that the regula
tions provide is "disregarded" or "not 
taken into account" until an actual 
allocation is made, the partnership is 
treated (subject to the anti-abuse rule) 
as violating the fractions rule only for 
the taxable year of that actual alloca
tion and subsequent taxable years. The 
final regulations also add an example 
illustrating this wait-and-see approach. 

B. Section 704 ( c) allocations 

The proposed regulations provide 
that tax items allocable under section 
704(c) (or §1.704-1(b)(2)(iv)(f)(4», are 
not included in computing overall part
nership income or loss. The final 
regulations clarify that those types of 
tax allocations may nonetheless be 
relevant in determining if the part
nership violates the anti-abuse rule. 

C. Exclusion of reasonable preferred 
returns and guaranteed payments 

Under the exception for reasonable 
preferred returns, items of income and 
gain allocated with respect to a reason
able preferred return for capital are 
disregarded in computing overall part
nership income or loss for purposes of 
the fractions rule. Reasonable guaran
teed payments for capital or services 

also are disregarded. However, to 
qualify for the exception, the income 
allocation (or the deduction of the 
guaranteed payment) generally must 
not precede the making of the related 
cash payment. 

The final regulations adopt a com
mentator's recommendation that the 
exception for reasonable preferred re
turns should apply not only to alloca
tions effected with items of income or 
gain, but also to allocations effected 
with overall partnership income. In 
implementing this change, the regula
tions refer to "an allocation of what 
would otherwise be overall partnership 
income." (This technical refinement 
also was made to several parts of the 
regulation that previously referred to 
allocations of overall partnership in
come.) This is necessary because the 
exclusion of an allocated item from the 
computation of overall partnership in
come or loss for purposes of the frac
tions rule means that the item is not 
overall partnership income or overall 
partnership loss. 

Although the exception for reason
able preferred returns contained in the 
proposed regulations applies only to 
those allocations made to a QO, the 
final regulations apply the exception to 
all partners. Without this change, a 
partnership that paid a reasonable pre
ferred return to both its QO and taxable 
partners arguably could disregard the 
allocations to its QO partners in 
computing overall partnership income 
or loss, but at the same time, take the 
corresponding allocations to its taxable 
partners into account in computing 
overall partnership income or loss. 
Although the anti-abuse rule of the 
proposed regulations does not permit 
the excessive allocation of income or 
gain to the QO partners that would 
result if this argument were accepted, 
the final regulations clarify this issue. 
A similar change was not called for 
with respect to guaranteed payments 
because guaranteed payments to taxable 
partners automatically are excluded 
from overall partnership income or 
loss. 

The proposed regulations generally 
provide that a material distribution is a 
return of capital if it is not attributable 
to the partnership's cash flow from its 
business operations. Concern was ex
pressed that under this rule certain 
returns on capital might inappropriately 
be characterized as a return of capital. 
There also was a separate concern that 



this rule inappropriately implied that 
distributions of operating cash flow 
would generally not be respected as a 
return of capital. 

To address these concerns and to 
reflect that capital may be returned 
from a number of different sources, the 
final regulations provide that a designa
tion of distributions in a written part
nership agreement generally will be 
respected in determining a partner's 
unreturned capital so long as the 
designation is economically reasonable. 
Although the regulations do not specify 
when the designation must be made, 
timing may be relevant in determining 
whether the designation is reasonable. 

Some commentators characterized 
the cash payment requirement as a 
significant limitation on the exception 
for preferred returns and guaranteed 
payments. The principal objection 
voiced on this point is that requiring a 
cash payment may prevent partners 
from achieving their economic deal. 
Since real estate partnerships often lack 
free cash in their early years, the 
money partners are forced to rely on 
the partnership having sufficient in
come in subsequent years to ultimately 
provide them with their preferred 
return. 

The IRS and Treasury Department 
are concerned that if the requirement 
were eliminated, partnerships might 
attempt to optimize their overall 
economics by allocating significant 
amounts of partnership income and 
gain to QOs in the form of preferred 
returns and guaranteed payments. It is 
believed that in many instances this 
would be a departure from the normal 
commercial practice followed by part
nerships in which the money partners 
are generally subject to income tax. 
Taxable partners generally are not 
willing to bear the tax burden attributa
ble to income allocations that precede 
the corresponding distribution of cash 
by many years. A suggestion that 
partnerships be required to compound 
allocated but unpaid amounts could 
exacerbate the problem. Compounding 
would increase the amount of un
distributed income or gain allocated to 
the tax-exempt partners. 

The final regulations retain the cash 
payment requirement. However, the 
regulations also provide more explicitly 
that the normal rules of accrual ac
counting are overridden with respect to 
the deduction of reasonable guaranteed 
payments. The deduction is delayed 

until the partnership taxable year in 
which the payment is made in cash. 
(Similarly, the inclusion of the guaran
teed payment in the QO's income is 
delayed because the regulation does not 
change the existing rule under § 1. 707-
I (c) that a guaranteed payment is 
included in income in the same taxable 
year it is deducted by the partnership.) 
For partnerships that are concerned 
about the availability of sufficient 
future income to ensure the payment of 
a preferred return, this clarification 
may help them use guaranteed pay
ments to achieve greater assurance that 
the partnership ultimately will pay a 
return on capital. 

D. Chargebacks and offsets 

The final regulations continue to pro
vide exceptions for four types of 
chargebacks and offsets: (I) allocations 
that charge back prior disproportion
ately large allocations (i.e., in excess of 
a qualified organization's fractions rule 
percentage) of overall partnership loss 
to a qualified organization, or prior 
disproportionately small allocations of 
overall partnership income to a quali
fied organization; (2) minimum gain 
chargebacks of nonrecourse deductions; 
(3) chargebacks of partner nonrecourse 
deductions (and of compensating al
locations of recourse deductions to 
another partner); and (4) qualified 
income offsets. The final regulations 
also continue to provide that allocations 
of minimum gain that may be made 
with respect to distributions of pro
ceeds of nonrecourse liabilities are 
taken into account only to the extent an 
allocation is actually made (to avoid 
technical violations of the fractions rule 
that would otherwise arise from includ
ing a minimum gain chargeback provi
sion in a partnership agreement). In 
addition, a limited new charge back 
exception (described in greater detail 
below) applies to allocations of mini
mum gain attributable to certain dis
tributions of proceeds of nonrecourse 
liabilities. 

A suggestion that all chargebacks be 
permitted without regard to whether the 
initial allocation was "disproportion
ate" was carefully considered and 
rejected. A principal consideration in 
rejecting the proposal was that it would 
represent a significant departure from 
the mechanical approach contained in 
the proposed regulations, which, over
all, is relatively simple for taxpayers to 
apply and for the IRS to administer and 
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enforce. Accordingly, the final regula
tions retain the basic approach of the 
proposed regulations, but add a number 
of technical and clarifying changes. In 
addition, two examples have been 
added to further clarify the operation of 
these provisions. 

The final regulations clarify that 
disproportionate allocations need not be 
reversed in full, but may also be 
reversed in part. In addition, the 
proVISiOn requiring that an initial al
location of less than the entire overall 
partnership income or loss consist of a 
pro rata portion of each item of 
partnership income, gain, loss, or de
duction now excepts from the pro rata 
requirement nonrecourse deductions 
and certain other allocations relating to 
nonrecourse debt. Absent this change, 
the disproportionate charge back provi
sions might have overly limited ap
plicability, because real estate part
nerships typically have borrowed on a 
nonrecourse basis. 

One commentator accurately noted 
that the exception for allocations of 
overall partnership loss (or, more pre
cisely, what would otherwise be overall 
partnership loss) that charge back dis
proportionately small allocations of 
overall partnership income to a QO 
partner is somewhat confusing and 
counterintuitive. Part of the confusion 
arises because the Code refers to 
charge backs of disproportionately large 
income allocations to taxable partners. 
However, the equivalent approach 
taken in the regulations is desirable 
because it avoids the need to determine 
the analog of a fractions rule percent
age for taxable partners and because it 
is simpler to apply to partnerships with 
more than one QO partner. Accord
ingly, an example has been added to 
the final regulations, as requested by 
the commentator, to illustrate a qualify
ing allocation of overall partnership 
loss that charges back a disproportion
ately small allocation of overall part
nership income to a QO partner. 

The final regulations revise the for
mula approach in the proposed regula
tions for determining the extent to 
which a minimum gain chargeback is 
attributable to nonrecourse deductions 
(or partner nonrecourse deductions) to 
properly interact with the §1.704-2 
regulations governing partnership mini
mum gain and partner nonrecourse debt 
minimum gain. The § 1. 704-2 regula
tions effect minimum gain chargebacks 
on the basis of the partners' percentage 
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shares of minimum gain. Accordingly, 
the final regulations require part
nerships to determine-in a reasonable 
and consistent manner-the extent to 
which a partner's percentage share of 
the partnership minimum gain is at
tributable to nonrecourse deductions. 
The final regulations also provide, by 
way of example, a formula for deter
mining in certain circumstances the 
extent to which a partner's percentage 
share of minimum gain is attributable 
to nonrecourse deductions. Although 
the final regulations do not explicitly 
so provide, a partnership that computes 
the extent to which minimum gain is 
attributable to nonrecourse deductions, 
also computes, by default, the extent to 
which minimum gain is attributable to 
prior distributions of proceeds of non
recourse liabilities. 

There is a limited new chargeback 
exception that applies if QO partners 
initially contribute capital used to 
purchase depreciable real property and 
are allocated the resulting depreciation 
deductions. If the partnership later 
borrows money on a nonrecourse basis 
(using that depreciable real property as 
security) and distributes the proceeds to 
the QO partners as a return of capital, 
the resulting minimum gain charge back 
is permanently disregarded in comput
ing overall partnership income or loss 
for purposes of the fractions rule. 
Without a special rule, the distribution 
of nonrecourse proceeds and the result
ing minimum gain charge back might 
cause a violation of the fractions rule 
in the year the minimum gain is trig
gered. In effect, the new exception 
allows the partnership to apply the 
general chargeback rule for non
recourse deductions (rather than the 
general charge back rule for non
recourse distributions) even though the 
initial depreciation deductions allocated 
to the QO partners were not non
recourse. 

This new rule is narrow. It provides 
complete relief to partnerships only to 
the extent the amount of the part
nership depreciation deduction for the 
property for the year does not exceed 
the overall partnership loss for the 
year. The reason for making this rule 
narrow is that chargebacks attributable 
to distributions of proceeds of non
recourse liabilities may provide greater 
potential for manipulation than other 
chargebacks. Nonetheless, the new 
provision should provide significant 
relief from a problem that may be 
fairly common. 
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E. Exclusion of partner-specific items 
of deduction 

The final regulations continue to 
exclude from the computation of over
all partnership income or loss, certain 
expenditures allocated to the partners to 
whom they are attributable. Further
more, in partial response to a commen
tator's request that certain other excep
tions be added, the final regulations 
expand the exception for expenditures 
incurred in computing section 743(b) 
basis adjustments to generally encom
pass additional record-keeping and ac
counting expenditures incurred in con
nection with transfers of partnership 
interests. To allow proper consideration 
of other items that might be excepted, 
the final regulations also permit the list 
of qualifying expenditures to be ex
panded in the future by revenue ruling, 
revenue procedure, or private letter 
ruling. 

F. Unlikely losses and deductions 

The requirement that a loss or 
expenditure not be reasonably foresee
able to qualify as unlikely has been 
revised in response to concerns that 
were voiced. To qualify as "unlikely" 
under the final regulations, a loss or 
deduction must have a low likelihood 
of occurring, taking into account the 
relevant facts and circumstances. 

In addition, the final regulations 
clarify that the types of events de
scribed in the regulations are not per se 
unlikely. They merely illustrate possi
ble situations giving rise to allocations 
to which the exception for unlikely 
losses and deductions applies (if they 
have a low likelihood of occurring 
taking into account the relevant facts 
and circumstances). In response to a 
comment, the discovery of environmen
tal conditions that require remediation 
has been added to the illustrative list of 
potential relevant events. 

Contrary to a commentator's request, 
the final regulations do not sanction 
pre-funding of a loss or deduction. 
Generally, pre-funding is incompatible 
with a conclusion that a loss or 
deduction is unlikely. 

G. Changes in partnership allocations 

The final regulations retain the rule 
that changes in partnership allocations 
reSUlting from transfers or shifts in 
partnership interests will be closely 

scrutinized, but generally will be rele
vant only on a prospective basis. How
ever, the final regulations provide 
taxpayers with more specific guidance. 
The scope of the scrutiny relates to the 
determination of whether the transfers 
or shifts stem from a prior agreement, 
understanding, or plan, or could other
wise be expected given the structure of 
the transaction (e.g., a situation where 
the structure and economics is such 
that it could well be anticipated that a 
sale of an interest would occur at some 
particular phase of the partnership's (or 
transaction's) life). This approach bears 
some similarity to the approach of 
§1.704-1(b)(4)(vi) (relating to the scru
tiny given to amendments to part
nership agreements). 

H. De minimis exceptions 

In response to comments, changes 
were also made to the two de minimis 
rules. One commentator asked for 
clarification on the exception for de 
minimis interests. In response, the rule 
has been slightly clarified and an 
example has been added to illustrate 
the rule's application. 

The nature of the comments received 
with respect to the de minimis alloca
tion exception indicated that the excep
tion was viewed differently than had 
been intended. The intent of this 
exception was to provide relief for 
what would otherwise be minor in
advertent violations of the fractions 
rule. One example would be a 
plumber's bill that is paid directly by a 
taxable partner, or that is paid by the 
partnership but is overlooked until after 
the partnership'S allocations have been 
computed and then is allocated entirely 
to the taxable partner. It was not 
intended that this provision be used 
routinely by partnerships to allocate 
some of the partnership's losses and 
deductions. Consistent with the intent 
underlying this provision, the final 
regulations limit the total amount 
(rather than the amount allocated to the 
QO partner) to which the exception 
applies to the lesser of $50,000 and one 
percent of the partnership's total losses 
and deductions. 

I. Anti-abuse rule 

At least one commentator suggested 
that the anti-abuse rule in the proposed 
regulations was vague. To address this 
concern, the final regulations provide a 



more complete statement of the pur
pose of the fractions rule, which 
largely tracks the wording of the 
Conference Committee Report accom
panying the enactment of the Revenue 
Act of 1987. See H.R. Conf. Rep. No. 
495, 100th Cong., 1st Sess. 957 (1987). 

J. Tiered partnerships 

The rules regarding tiered part
nerships were well received and remain 
largely the same as in the proposed 
regulations. However, some changes 
were made. First, the final regulations 
clarify that the relevant partnerships (as 
opposed to individual QOs) must dem
onstrate that the relevant chains satisfy 
the requirements of the regulations 
under any reasonable method. Also, 
although the same three basic examples 
contained in the proposed regulations 
continue to illustrate the application of 
this rule, a number of changes were 
made to those examples. Most of the 
changes to the examples are stylistic or 
clarifying. 

One clarification is that tiered part
nerships may not simply be used to 
achieve results that could not be 
achieved in the absence of a tiered
partnership structure. For example, the 
facts in the second tiered-partnership 
example (relating to the entity-by-entity 
approach) now state that each of the 
upper-tier partnerships has been estab
lished for the purpose of investing in 
numerous real estate properties inde
pendently of the other upper-tier part
nership and its partners. Thus, the 
tiered-partnership rules may not be 
used simply to apply the fractions rule 
on a QO-by-QO basis instead of the 
regulation's generally applicable over
all partnership basis. 

The facts in the second example also 
now contain a statement that neither of 
the upper-tier partnerships have out
standing debt. The reason for that 
statement is that in some cases, debt 
might be used to attempt to achieve 
allocations that would not satisfy the 
fractions rule if, for example, the 
lower-tier partnership had incurred the 
debt. The inclusion of this added fact 
should not be viewed as flatly preclud
ing the existence of debt at any level 
other than the lower-tier partnership. 
The absence of debt was added as a 
fact to obviate the need to complicate 
the example by addressing the precise 
effect of debt, in what likely would 
have been a fact pattern that would 

have been of limited value in analyzing 
other debt arrangements. Accordingly, 
the existence of debt at a level other 
than the lower-tier partnership should 
be viewed as something to be taken 
into consideration in determining 
whether a partnership can demonstrate 
that the requirements of the regulations 
have been satisfied. It should also be 
noted that the existence of debt at the 
partner level might also be relevant in 
situations where tiered partnerships are 
not used. 

One clarifying change and one tech
nical change were made with respect to 
the third example in the tiered
partnership rules (relating to the inde
pendent chain approach). The clarifying 
change was to state that the upper-tier 
partnership separately allocates to its 
upper-tier partners the items allocated 
to the upper-tier partnership by the 
lower-tier partnerships. This change 
emphasizes that, as a practical matter, 
partnerships would not otherwise be 
able to demonstrate that the require
ments of the fractions rule are com
plied with. 

The technical change, which is re
lated, is to provide that for purposes of 
applying § 1. 704-2(k) under the inde
pendent chain approach, minimum gain 
chargebacks are taken into account on 
an if-and-when basis. Absent this 
change, no tiered-partnership structure 
in which a lower-tier partnership in
curred nonrecourse debt would be able 
to comply with the fractions rule. This 
is because § 1. 704-2(k) would be 
treated on a prospective basis as giving 
rise to: (1) an allocation of a decrease 
in minimum gain to the upper-tier 
partnership (and, in turn, an upper-tier 
QO partner) from one lower-tier part
nership lacking sufficient income and 
gain to effect a minimum gain charge
back; and (2) a corresponding mini
mum gain chargeback by the upper-tier 
partnership using income and gain 
allocated to the upper-tier partnership 
by the other lower-tier partnership. 

K. Effective dates 

The final regulations retain Decem
ber 30, 1992, as their general effective 
date, i.e., the date the proposed regula
tions were published in the Federal 
Register. However, the final regulations 
also permit reliance on the proposed 
regulations during the window period 
beginning December 30, 1992, and 
ending on May 13, 1994. The regula-
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tions provide transItIon rules for part
nerships commencing after October 13, 
1987, property acquired by partnerships 
after October 13, 1987, and partnership 
interests acquired by qualified organi
zations after October 13, 1987. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
amended as follows: 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.514(c)-2 also issued under 26 
U.S.C. 514(c)(9)(E)(iii). *** 

Par. 2. Section 1.514(c)-2 is added 
to read as follows: 

§1.514(c)-2 Permitted allocations 
under section 514(c)(9)(E). 

(a) Table of contents. This paragraph 
contains a listing of the major headings 
of this §1.514(c)-2. 

(a) Table of contents. 
(b) Application of section 514( c )(9)

(E), relating to debt-financed real 
property held by partnerships. 

(1 ) In general. 
(i) The fractions rule. 
(ii) Substantial economic effect. 
(2) Manner in which fractions rule is 

applied. 
(i) In general. 
(ii) Subsequent changes. 
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(c) General definitions. 
(1) Overall partnership income and 

loss. 
(i) Items taken into account in deter

mining overall partnership income 
and loss. 

(ii) Guaranteed payments to qualified 
organizations. 

(2) Fractions rule percentage. 
(3) Definitions of certain terms by 

cross reference to partnership 
regulations. 

(4) Example. 
(d) Exclusion of reasonable preferred 

returns and guaranteed payments. 
( 1) Overview. 
(2) Preferred returns. 
(3) Guaranteed payments. 
(4) Reasonable amount. 
(i) In general. 
(ii) Safe harbor. 
(5) Unreturned capital. 
(i) In general. 
(ii) Return of capital. 
(6) Timing rules. 
(i) Limitation on allocations of in

come with respect to reasonable 
preferred returns for capital. 

(ii) Reasonable guaranteed payments 
may be deducted only when paid 
in cash. 

(7) Examples. 
(e) Chargebacks and offsets. 
(1 ) In general. 
(2) Disproportionate allocations. 
(i) In general. 
(ii) Limitation on chargebacks of par

tial allocations. 
(3) Minimum gain chargebacks at

tributable to nonrecourse 
deductions. 

(4) Minimum gain chargebacks at
tributable to distribution of non
recourse debt proceeds. 

(i) Chargebacks disregarded until al
locations made. 

(ii) Certain minimum gain charge
backs related to returns of capital. 

(5) Examples. 
(f) Exclusion of reasonable partner

specific items of deduction or 
loss. 

(g) Exclusion of unlikely losses and 
deductions. 

(h) Provisions preventing deficit capi
tal account balances. 

(i) [Reserved]. 
(j) Exception for partner nonrecourse 

deductions. 
( 1) Partner nonrecourse deductions 

disregarded until actually al
located. 
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(2) Disproportionate allocation of 
partner nonrecourse deductions to 
a qualified organization. 

(k) Special rules. 
(1) Changes in partnership allocations 

arising from a change in the 
partners' interests. 

(2) De minimis interest rule. 
(i) In general. 
(ii) Example. 
(3) De minimis allocations dis-

regarded. 
(4) Anti-abuse rule. 
(I) [Reserved]. 
(m) Tiered partnerships. 
(1) In general. 
(2) Examples. 
(n) Effective date. 
(1) In general. 
(2) General effective date of the 

regulations. 
(3) Periods after June 24, 1990, and 

prior to December 30, 1992. 
(4) Periods prior to the issuance of 

Notice 90-41. 
(5) Material modifications to part

nership agreements. 

(b) Application of section 5i4( c)
(9)(E), relating to debt-financed real 
property held by partnerships-(l) in 
general. This § 1.5l4( c )-2 provides 
rules governing the application of 
section 5l4(c)(9)(E). To comply with 
section 514(c)(9)(E), the following two 
requirements must be met: 

(i) The fractions rule. The allocation 
of items to a partner that is a qualified 
organization cannot result in that part
ner having a percentage share of over
all partnership income for any part
nership taxable year greater than that 
partner's fractions rule percentage (as 
defined in paragraph (c)(2) of this 
section). 

(ii) Substantial economic effect. 
Each partnership allocation must have 
substantial economic effect. However, 
allocations that cannot have economic 
effect must be deemed to be in ac
cordance with the partners' interests in 
the partnership pursuant to § 1.704-
1(b)(4), or (if §1.704-1(b)(4) does not 
provide a method for deeming the 
allocations to be in accordance with the 
partners' interests in the partnership) 
must otherwise comply with the re
quirements of § 1. 704-1 (b)( 4). Alloca
tions attributable to nonrecourse lia
bilities or partner nonrecourse debt 
must comply with the requirements of 
§1.704-2(e) or §1.704-2(i). 

(2) Manner in which fractions rule 

is applied-(i) In general. A part
nership must satisfy the fractions rule 
both on a prospective basis and on an 
actual basis for each taxable year of the 
partnership, commencing with the first 
taxable year of the partnership in which 
the partnership holds debt-financed real 
property and has a qualified organiza
tion as a partner. Generally, a part
nership does not qualify for the unre
lated business income tax exception 
provided by section 514( c )(9)(A) for 
any taxable year of its existence unless 
it satisfies the fractions rule for every 
year the fractions rule applies. How
ever, if an actual allocation described 
in paragraph (e)( 4), (h), (j)(2), or 
(m)(l)(ii) of this section (regarding 
certain allocations that are disregarded 
or not taken into account for purposes 
of the fractions rule until an actual 
allocation is made) causes the part
nership to violate the fractions rule, the 
partnership ordinarily is treated as 
violating the fractions rule only for the 
taxable year of the actual allocation 
and subsequent taxable years. For 
purposes of applying the fractions rule, 
the term partnership agreement is 
defined in accordance with § 1.704-1-
(b)(2)(ii)(h), and informal understand
ings are considered part of the part
nership agreement in appropriate 
circumstances. See paragraph (k) of 
this section for rules relating to 
changes in the partners' interests and 
de minimis exceptions to the fractions 
rule. 

Oi) Subsequent changes. A subse
quent change to a partnership agree
ment that causes the partnership to 
violate the fractions rule ordinarily 
causes the partnership's income to fail 
the exception provided by section 
514(c)(9)(A) only for the taxable year 
of the change and subsequent taxable 
years. 

(c) General definitions-(l) Overall 
partnership income and loss. Overall 
partnership income is the amount by 
which the aggregate items of part
nership income and gain for the taxable 
year exceed the aggregate items of 
partnership loss and deduction for the 
year. Overall partnership loss is the 
amount by which the aggregate items 
of partnership loss and deduction for 
~he taxable year exceed the aggregate 
Items of partnership income and gain 
for the year. 

(i) Items taken into account in deter
mining overall partnership income and 
loss. Except as otherwise provided in 



this section, the partnership items that 
are included in computing overall 
partnership income or loss are those 
items of income, gain, loss, and deduc
tion (including expenditures described 
in section 705(a)(2)(B)) that increase or 
decrease the partners' capital accounts 
under § 1.704-1 (b)(2)(iv). Tax items 
allocable pursuant to section 704( c) or 
§1.704-1(b)(2)(iv)(f)(4) are not in
cluded in computing overall partnership 
income or loss. Nonetheless, allocations 
pursuant to section 704(c) or §1.704-1-
(b)(2)(iv)(f)(4) may be relevant in 
determining that this section is being 
applied in a manner that is inconsistent 
with the fractions rule. See paragraph 
(k)(4) of this section. 

(ii) Guaranteed payments to quali
fied organizations. Except to the extent 
otherwise provided in paragraph (d) of 
this section-

(A) A guaranteed payment to a 
qualified organization is not treated as 
an item of partnership loss or deduction 
in computing overall partnership in
come or loss; and 

(B) Income that a qualified organiza
tion may receive or accrue with respect 
to a guaranteed payment is treated as 
an allocable share of overall part
nership income or loss for purposes of 
the fractions rule. 

(2) Fractions rule percentage. A 
qualified organization's fractions rule 
percentage is that partner's percentage 
share of overall partnership loss for the 
partnership taxable year for which that 
partner's percentage share of overall 
partnership loss will be the smallest. 

(3) Definitions of certain terms by 
cross reference to partnership regula
tions. Minimum gain chargeback, non
recourse deduction, nonrecourse lia
bility. partner nonrecourse debt, 
partner nonrecourse debt minimum 
gain. partner nonrecourse debt mini
mum gain chargeback. partner non
recourse deduction, and partnership 
minimum gain have the meanings 
provided in §1.704-2. 

(4) Example. The following example 
illustrates the provisions of this para
graph (c). 

Example. Computation of overall partnership 
income and loss for a taxable year. (i) Taxable 
corporation TP and qualified organization QO 
form a partnership to own and operate encum
bered real property. Under the partnership 
agreement, all items of income, gain, loss, 
deduction, and credit are allocated 50 percent to 
TP and 50 percent to QO. Neither partner is 
entitled to a preferred return. However, the 

partnership agreement provides for a $900 
guaranteed payment for services to QO in each 
of the partnership's first two taxable years. No 
part of the guaranteed payments qualify as a 
reasonable guaranteed payment under paragraph 
(d) of this section. 

(ii) The partnership violates the fractions rule. 
Due to the existence of the guaranteed payment, 
QO's percentage share of any overall partnership 
income in the first two years will exceed QO's 
fractions rule percentage. For example, the 
partnership might have bottom-line net income of 
$5, 100 in its first taxable year that is comprised 
of $10,000 of rental income, $4,000 of salary 
expense, and the $900 guaranteed payment to 
QO. The guaranteed payment would not be 
treated as an item of deduction in computing 
overall partnership income or loss because it 
does not qualify as a reasonable guaranteed 
payment. See paragraph (c)(I)(ii)(A) of this 
section. Accordingly, overall partnership income 
for the year would be $6,000, which would 
consist of $10,000 of rental income less $4,000 
of salary expense. See paragraph (c)(\ )(i) of this 
section. The $900 QO would include in income 
with respect to the guaranteed payment would be 
treated as an allocable share of the $6,000 of 
overall partnership income. See paragraph 
(c)(\)(ii)(B) of this section. Therefore, QO's 
allocable share of the overall partnership income 
for the year would be $3,450, which would be 
comprised of the $900 of income pertaining to 
QO's guaranteed payment, plus QO's $2,550 
allocable share of the partnership's net income 
for the year (50 percent of $5,100). QO's $3,450 
allocable share of overall partnership income 
would equal 58 percent of the $6,000 of overall 
partnership income and would exceed QO's 
fractions rule percentage, which is less than 50 
percent. (If there were no guaranteed payment, 
QO's fractions rule percentage would be 50 
percent. However, the existence of the guaran
teed payment to QO that is not disregarded for 
purposes of the fractions rule pursuant to 
paragraph (d) of this section means that QO's 
fractions rule percentage is less than 50 percent.) 

(d) Exclusion of reasonable pre
ferred returns and guaranteed pay
ments-( 1) Overview. This paragraph 
(d) sets forth requirements for dis
regarding reasonable preferred returns 
for capital and reasonable guaranteed 
payments for capital or services for 
purposes of the fractions rule. To 
qualify, the preferred return or guaran
teed payment must be set forth in a 
binding, written partnership agreement. 

(2) Preferred returns. Items of in
come (including gross income) and 
gain that may be allocated to a partner 
with respect to a current or cumulative 
reasonable preferred return for capital 
(including allocations of minimum gain 
attributable to nonrecourse liability (or 
partner nonrecourse debt) proceeds dis
tributed to the partner as a reasonable 
preferred return) are disregarded in 
computing overall partnership income 
or loss for purposes of the fractions 
rule. Similarly, if a partnership agree
ment effects a reasonable preferred 
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return with an allocation of what would 
otherwise be overall partnership in
come, those items comprising that al
location are disregarded in computing 
overall partnership income for purposes 
of the fractions rule. 

(3) Guaranteed payments. A current 
or cumulative reasonable guaranteed 
payment to a qualified organization for 
capital or services is treated as an item 
of deduction in computing overall 
partnership income or loss, and the 
income that the qualified organization 
may receive or accrue from the current 
or cumulative reasonable guaranteed 
payment is not treated as an allocable 
share of overall partnership income or 
loss. The treatment of a guaranteed 
payment as reasonable for purposes of 
section 5l4(c)(9)(E) does not affect its 
possible characterization as unrelated 
business taxable income under other 
provisions of the Internal Revenue 
Code. 

(4) Reasonable amount-(i) In gen
eral. A guaranteed payment for serv
ices is reasonable only to the extent the 
amount of the payment is reasonable 
under § 1.162-7 (relating to the deduc
tion of compensation for personal 
services). A preferred return or guaran
teed payment for capital is reasonable 
only to the extent it is computed, with 
respect to unreturned capital, at a rate 
that is commercially reasonable based 
on the relevant facts and circumstances. 

(ii) Safe harbor. For purposes of this 
paragraph (d)(4), a rate is deemed to be 
commercially reasonable if it is no 
greater than four percentage points 
more than, or if it is no greater than 
150 percent of, the highest long-term 
applicable federal rate (AFR) within 
the meaning of section 1274(d), for the 
month the partner's right to a preferred 
return or guaranteed payment is first 
established or for any month in the 
partnership taxable year for which the 
return or payment on capital is com
puted. A rate in excess of the rates 
described in the preceding sentence 
may be commercially reasonable, based 
on the relevant facts and circumstances. 

(5) Unreturned capital-(i) In gen
eral. Unreturned capital is computed on 
a weighted-average basis and equals 
the excess of-

(A) The amount of money and the 
fair market value of property contrib
uted by the partner to the partnership 
(net of liabilities assumed, or taken 
subject to, by the partnership); over 

(B) The amount of money and the 
fair market value of property (net of 
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liabilities assumed, or taken subject to, 
by the partner) distributed by the 
partnership to the partner as a return of 
capital. 

(ii) Return of capital. In determining 
whether a distribution constitutes a 
return of capital, all relevant facts and 
circumstances are taken into account. 
However, the designation of distribu
tions in a written partnership agreement 
generally will be respected in determin
ing whether a distribution constitutes a 
return of capital, so long as the 
designation is economically reasonable. 

(6) Timing rules-(i) Limitation on 
allocations of income with respect to 
reasonable preferred returns for capi
tal. Items of income and gain (or part 
of what would otherwise be overall 
partnership income) that may be allo
cated to a partner in a taxable year 
with respect to a reasonable preferred 
return for capital are disregarded for 
purposes of the fractions rule only to 
the extent the allocable amount will not 
exceed-

(A) The aggregate of the amount 
that has been distributed to the partner 
as a reasonable preferred return for the 
taxable year of the allocation and prior 
taxable years, on or before the due date 
(not including extensions) for filing the 
partnership's return for the taxable year 
of the allocation; minus 

(B) The aggregate amount of corre
sponding income and gain (and what 
would otherwise be overall partnership 
income) allocated to the partner in all 
prior years. 

(ii) Reasonable guaranteed payments 
may be deducted only when paid in 
cash. If a partnership that avails itself 
of paragraph (d)(3) of this section 
would otherwise be required (by virtue 
of its method of accounting) to deduct 
a reasonable guaranteed payment to a 
qualified organization earlier than the 
taxable year in which it is paid in cash, 
the partnership must delay the deduc
tion of the guaranteed payment until 
the taxable year it is paid in cash. For 
purposes of this paragraph (d)(6)(ii), a 
guaranteed payment that is paid in cash 
on or before the due date (not includ
ing extensions) for filing the part
nership's return for a taxable year may 
be treated as paid in that prior taxable 
year. 

(7) Examples. The following exam
ples illustrate the provisions of this 
paragraph (d). 

Facts. Qualified organization QO and taxable 
corporation TP form a partnership. QO contrib-
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utes $9,000 to the partnership and TP contributes 
$1.000. The partnership borrows $50,000 from a 
third party lender and purchases an office 
building for $55,000. At all relevant times the 
safe harbor rate described in paragraph (d)(4)(ii) 
of this section equals 10 percent. 

Example 1. Allocations made with respect to 
preferred returns. (i) The partnership agreement 
provides that in each taxable year the part
nership's distributable cash is first to be 
distributed to QO as a 10 percent preferred 
return on its unreturned capital. To the extent the 
partnership has insufficient cash to pay QO its 
preferred return in any taxable year. the preferred 
return is compounded (at 10 percent) and is to be 
paid in future years to the extent the partnership 
has distributable cash. The partnership agreement 
first allocates gross income and gain 100 percent 
to QO, to the extent cash has been distributed to 
QO as a preferred return. All remaining profit or 
loss is allocated 50 percent to QO and 50 percent 
to TP. 

(ii) The partnership satisfies the fractions rule. 
Items of income and gain that may be specially 
allocated to QO with respect to its preferred 
return are disregarded in computing overall 
partnership income or loss for purposes of the 
fractions rule because the requirements of 
paragraph (d) of this section are satisfied. After 
disregarding those allocations, QO's fractions 
rule percentage is 50 percent (see paragraph 
(c)(2) of this section). and under the partnership 
agreement QO may not be allocated more than 
50 percent of overall partnership income in any 
taxable year. 

(iii) The facts are the same as in paragraph 0) 
of this Example 1, except that QO's preferred 
return is computed on unreturned capital at a rate 
that exceeds a commercially reasonable rate. The 
partnership violates the fractions rule. The 
income and gain that may be specially allocated 
to QO with respect to the preferred return is not 
disregarded in computing overall partnership 
income or loss to the extent it exceeds a 
commercially reasonable rate. See paragraph (d) 
of this section. As a result, QO's fractions rule 
percentage is less than 50 percent (see paragraph 
(c)(2) of this section), and allocations of income 
and gain to QO with respect to its preferred 
return could result in QO being allocated more 
than 50 percent of the overall partnership income 
in a taxable year. 

Example 2. Guaranteed payments and the 
computation of overall partnership income or 
loss. (i) The partnership agreement allocates all 
bottom-line partnership income and loss 50 
percent to QO and 50 percent to TP throughout 
the life of the partnership. The partnership 
agreement provides that QO is entitled each year 
to a 10 percent guaranteed payment on unre
turned capital. To the extent the partnership is 
unable to make a guaranteed payment in any 
taxable year, the unpaid amount is compounded 
at 10 percent and is to be paid in future years. 

(ii) Assuming the requirements of paragraph 
(d)(6)(ii) of this section are met, the partnership 
satisfies the fractions rule. The guaranteed 
payment is disregarded for purposes of the 
fractions rule because it is computed with respect 
to unreturned capital at the safe harbor rate 
described in paragraph (d)(4)(ii) of this section. 
Therefore, the guaranteed payment is treated as 
an item of deduction in computing overall 
partnership income or loss, and the correspond
ing income that QO may receive or accrue with 
respect to the guaranteed payment is not treated 
as an allocable share of overall partnership 

income or loss. See paragraph (d)(3) of this 
section. Accordingly. QO's fractions rule per
centage is 50 percent (see paragraph (c)(2) of 
this section). and under the partnership agree
ment QO may not be allocated more than 50 
percent of overall partnership income in any 
taxable year. 

(e) Chargebacks and offsets-(l) In 
general. The following allocations are 
disregarded in computing overall part
nership income or loss for purposes of 
the fractions rule-

(i) Allocations of what would other
wise be overall partnership income that 
may be made to chargeback (i.e., 
reverse) prior disproportionately large 
allocations of overall partnership loss 
(or part of the overall partnership loss) 
to a qualified organization, and alloca
tions of what would otherwise be 
overall partnership loss that may be 
made to charge back prior dispropor
tionately small allocations of overall 
partnership income (or part of the 
overall partnership income) to a 
qualified organization; 

(ii) Allocations of income or gain 
that may be made to a partner pursuant 
to a minimum gain chargeback attribu
table to prior allocations of nonrecourse 
deductions to the partner; 

(iii) Allocations of income or gain 
that may be made to a partner pursuant 
to a minimum gain chargeback attribu
table to prior allocations of partner 
nonrecourse deductions to the partner 
and allocations of income or gain that 
may be made to other partners to 
chargeback compensating allocations of 
other losses, deductions, or section 
705(a)(2)(B) expenditures to the other 
partners; and 

(iv) Allocations of items of income 
or gain that may be made to a partner 
pursuant to a qualified income offset, 
within the meaning of § 1.704-1 (b )(2)
(ii)(d). 

(2) Disproportionate allocations-(i) 
In general. To qualify under paragraph 
(e)(l)(i) of this section, prior dispropor
tionate allocations may be reversed in 
full or in part, and in any order, but 
must be reversed in the same ratio as 
originally made. A prior allocation is 
disproportionately large if the qualified 
organization's percentage share of that 
allocation exceeds its fractions rule 
perc~ntage. A prior allocation is dispro
p?rtl?na~ely small if the qualified orga
lllzatlOn s percentage share of that 
allocation is less than its fractions rule 
percentage. However, a prior allocation 
(or allocations) is not considered dis-



proportionate unless the balance of the 
overall partnership income or loss for 
the taxable year of the allocation is 
allocated in a manner that would in
dependently satisfy the fractions rule. 

(ii) Limitation on chargebacks of 
partial allocations. Except in the case 
of a chargeback allocation pursuant to 
paragraph (e)( 4) of this section, and 
except as otherwise provided by the 
Internal Revenue Service by revenue 
ruling, revenue procedure, or, on a 
case-by-case basis, by letter ruling, 
paragraph (e)(l)(i) of this section ap
plies to a chargeback of an allocation 
of part of the overall partnership 
income or loss only if that part consists 
of a pro rata portion of each item of 
partnership income, gain, loss, and 
deduction (other than nonrecourse de
ductions, as well as partner non
recourse deductions and compensating 
allocations) that is included in comput
ing overall partnership income or loss. 

(3) Minimum gain chargebacks at
tributable to nonrecourse deductions. 
Commencing with the first taxable year 
of the partnership in which a minimum 
gain chargeback (or partner non
recourse debt minimum gain charge
back) occurs, a chargeback to a partner 
is attributable to nonrecourse deduc
tions (or separately, on a debt-by-debt 
basis, to partner nonrecourse deduc
tions) in the same proportion that the 
partner's percentage share of the part
nership minimum gain (or separately, 
on a debt-by-debt basis, the partner 
nonrecourse debt minimum gain) at the 
end of the immediately preceding tax
able year is attributable to nonrecourse 
deductions (or partner nonrecourse de
ductions). The partnership must deter
mine the extent to which a partner's 
percentage share of the partnership 
minimum gain (or partner nonrecourse 
debt minimum gain) is attributable to 
deductions in a reasonable and consis
tent manner. For example, in those 
cases in which none of the exceptions 
contained in § 1.704-2(f)(2) through (5) 
are relevant, a partner's percentage 
share of the partnership minimum gain 
generally is attributable to nonrecourse 
deductions in the same ratio that-

(i) The aggregate amount of the 
nonrecourse deductions previously allo
cated to the partner but not charged 
back in prior taxable years; bears to 

(ii) The sum of the amount de
scribed in paragraph (e)(3)(i) of this 
section, plus the aggregate amount of 
distributions previously made to the 

partner of proceeds of a nonrecourse 
liability allocable to an increase in 
partnership mlDlmum gain but not 
charged back in prior taxable years. 

(4) Minimum gain charge backs at
tributable to distribution of non
recourse debt proceeds-(i) Charge
backs disregarded until allocations 
made. Allocations of items of income 
and gain that may be made pursuant to 
a provision in the partnership agree
ment that charges back minimum gain 
attributable to the distribution of pro
ceeds of a nonrecourse liability (or a 
partner nonrecourse debt) are taken into 
account for purposes of the fractions 
rule only to the extent an allocation is 
made. (See paragraph (d)(2) of this 
section, pursuant to which there is 
permanently excluded chargeback al
locations of minimum gain that are 
attributable to proceeds distributed as a 
reasonable preferred return.) 

(ii) Certain minimum gain charge
backs related to returns of capital. 
Allocations of items of income or gain 
that (in accordance with § 1.704-
2(f)(1» may be made to a partner 
pursuant to a minimum gain charge
back attributable to the distribution of 
proceeds of a nonrecourse liability are 
disregarded in computing overall part
nership income or loss for purposes of 
the fractions rule to the extent that the 
allocations (subject to the requirements 
of paragraph (e)(2) of this section) also 
charge back prior disproportionately 
large allocations of overall partnership 
loss (or part of the overall partnership 
loss) to a qualified organization. This 
exception applies only to the extent the 
disproportionately large allocation con
sisted of depreciation from real prop
erty (other than items of nonrecourse 
deduction or partner nonrecourse de
duction) that subsequently was used to 
secure the nonrecourse liability provid
ing the distributed proceeds, and only 
if those proceeds were distributed as a 
return of capital and in the same 
proportion as the disproportionately 
large allocation. 

(5) Examples. The following exam
ples illustrate the provisions of this 
paragraph (e). 

Example J. Chargebacks of disproportionately 
large allocations of overall partnership loss. (i) 
Qualified organization QO and taxable corpora
tion TP form a partnership. QO contributes $900 
to the partnership and TP contributes $ 100. The 
partnership agreement allocates overall part
nership loss 50 percent to QO and 50 percent to 
TP until TP's capital account is reduced to zero; 
then 100 percent to QO until QO's capital 
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account is reduced to zero; and thereafter 50 
percent to QO and 50 percent to TP. Overall 
partnership income is allocated first 100 percent 
to QO to chargeback overall partnership loss 
allocated 100 percent to QO, and thereafter 50 
percent to QO and 50 percent to TP. 

(ii) The partnership satisfies the fractions rule. 
QO's fractions rule percentage is 50 percent. See 
paragraph (c)(2) of this section. Therefore, the 
100 percent allocation of overall partnership loss 
to QO is disproportionately large. See paragraph 
(e)(2)(i) of this section. Accordingly, the 100 
percent allocation to QO of what would other
wise be overall partnership income (if it were not 
disregarded), which charges back the dispropor
tionately large allocation of overall partnership 
loss, is disregarded in computing overall part
nership income and loss for purposes of the 
fractions rule. The 100 percent allocation is in 
the same ratio as the disproportionately large loss 
allocation, and the rest of the allocations for the 
taxable year of the disproportionately large loss 
allocation will independently satisfy the fractions 
rule. See paragraph (e)(2)(i) of this section. After 
disregarding the chargeback allocation of 100 
percent of what would otherwise be overall 
partnership income, QO will not be allocated a 
percentage share of overall partnership income in 
excess of its fractions rule percentage for any 
taxable year. 

Example 2. Chargebacks of disproportionately 
small allocations of overall partnership income. 
(i) Qualified organization QO and taxable 
corporation TP form a partnership. QO contrib
utes $900 to the partnership and TP contributes 
$ 100. The partnership purchases real property 
with money contributed by its partners and with 
money borrowed by the partnership on a recourse 
basis. In any year, the partnership agreement 
allocates the first $500 of overall partnership 
income 50 percent to QO and 50 percent to TP; 
the next $100 of overall partnership income 100 
percent to TP (as an incentive for TP to achieve 
significant profitability in managing the part
nership,s operations); and all remaining overall 
partnership income 50 percent to QO and 50 
percent to TP. Overall partnership loss is 
allocated first 100 percent to TP to chargeback 
overall partnership income allocated 100 percent 
to TP at any time in the prior three years and not 
reversed; and thereafter 50 percent to QO and 50 
percent to TP. 

(ii) The partnership satisfies the fractions rule. 
QO's fractions rule percentage is 50 percent 
because qualifying chargebacks are disregarded 
pursuant to paragraph (e)(l)(i) in computing 
overall partnership income or loss. See paragraph 
(c )(2) of this section. The zero percent allocation 
to QO of what would otherwise be overall 
partnership loss is a qualifying chargeback that is 
disregarded because it is in the same ratio as the 
income allocation it charges back, because the 
rest of the allocations for the taxable year of that 
income allocation will independently satisfy the 
fractions rule (see paragraph (e)(2)(i) of this 
section), and because it charges back an alloca
tion of zero overall partnership income to QO, 
which is proportionately smaller (i.e .. dispropor
tionately small) than QO's 50 percent fractions 
rule percentage. After disregarding the 
chargeback allocation of 100 percent of what 
would otherwise be overall partnership loss, QO 
will not be allocated a percentage share of 
overall partnership income in excess of its 
fractions rule percentage for any taxable year. 

Example 3. Chargebacks of partner non
recourse deductions and compensating alloca-
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tions of other items. (i) Qualified organization 
QO and taxable corporation TP fonn a part
nership to own and operate encumbered real 
property. QO and TP each contribute $500 to the 
partnership. In addition, QO makes a $300 
nonrecourse loan to the partnership. The part
nership agreement contains a partner nonrecourse 
debt minimum gain chargeback provision and a 
provision that allocates partner nonrecourse 
deductions to the partner who bears the 
economic burden of the deductions in accordance 
with § 1.704-2. The partnership agreement also 
provides that to the extent partner nonrecourse 
deductions are allocated to QO in any taxable 
year, other compensating items of partnership 
loss or deduction (and, if appropriate, section 
705(a)(2)(B) expenditures) will first be allocated 
100 percent to TP. In addition, to the extent 
items of income or gain are allocated to QO in 
any taxable year pursuant to a partner non
recourse debt minimum gain chargeback of 
deductions, items of partnership income and gain 
will first be allocated 100 percent to TP. The 
partnership agreement allocates all other overall 
partnership income or loss 50 percent to QO and 
50 percent to TP. 

(ii) The partnership satisfies the fractions rule 
on a prospective basis. The allocations of the 
partner nonrecourse deductions and the compen
sating allocation of other items of loss, deduc
tion, and expenditure that may be made to TP 
(but which will not be made unless there is an 
allocation of partner nonrecourse deductions to 
QO) are not taken into account for purposes of 
the fractions rule until a taxable year in which an 
allocation is made. See paragraph (j)(1) of this 
section. In addition, partner nonrecourse debt 
minimum gain chargebacks of deductions and 
allocations of income or gain to other partners 
that chargeback compensating allocations of 
other deductions are disregarded in computing 
overall partnership income or loss for purposes 
of the fractions rule. See paragraph (e)(1)(iii) of 
this section. Since all other overall partnership 
income and loss is allocated 50 percent to QO 
and 50 percent to TP, QO's fractions rule 
percentage is 50 percent (see paragraph (c)(2) of 
this section), and QO wiII not be allocated a 
percentage share of overall partnership income in 
excess of its fractions rule percentage for any 
taxable year. 

(iii) The facts are the same as in paragraph (i) 
of this Example 3, except that the partnership 
agreement provides that compensating allocations 
of loss or deduction (and section 705(a)(2){B) 
expenditures) to TP will not be charged back 
until year 10. The partners expect $300 of 
partner nonrecourse deductions to be allocated to 
QO in year I and $300 of income or gain to be 
allocated to QO in year 2 pursuant to the partner 
nonrecourse debt minimum gain chargeback 
provision. 

(iv) The partnership fails to satisfy the frac
tions rule on a prospective basis under the anti
abuse rule of paragraph (k)( 4) of this section. If 
the partners' expectations prove correct, at the 
end of year 2, QO will have been allocated $300 
of partner nonrecourse deductions and an offset
ting $300 of partner nonrecourse debt minimum 
gain. However, the $300 of compensating deduc
tions and losses that may be allocated to TP will 
not be charged back until year 10. Thus, during 
the period beginning at the end of year 2 and 
ending eight years later, there may be $300 more 
of unreversed deductions and losses allocated to 
TP than to QO, which would be inconsistent 
with the purpose of the fractions rule. 
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Example 4. Minimum gain chargeback attribu
table to distributions of nonrecourse debt pro
ceeds. (i) Qualified organization QO and taxable 
corporation TP fonn a partnership. QO contrib
utes $900 to the partnership and TP contributes 
$100. The partnership agreement generally allo
cates overall partnership income and loss 90 
percent to QO and 10 percent to TP. However, 
the partnership agreement contains a minimum 
gain chargeback provision, and also provides that 
in any partnership taxable year in which there is 
a chargeback of partnership minimum gain to 
QO attributable to distributions of proceeds of 
nonrecourse liabilities, all other items comprising 
overall partnership income or loss will be 
allocated in a manner such that QO is not 
allocated more than 90 percent of the overall 
partnership income for the year. 

(ii) The partnership satisfies the fractions rule 
on a prospective basis. QO's fractions rule 
percentage is 90 percent. See paragraph (c)(2) of 
this section. The chargeback that may be made to 
QO of minimum gain attributable to distributions 
of nonrecourse liability proceeds is taken into 
account for purposes of the fractions rule only to 
the extent an allocation is made. See paragraph 
(e)(4) of this section. Accordingly, that potential 
allocation to QO is disregarded in applying the 
fractions rule on a prospective basis (see 
paragraph (b)(2) of this section), and QO is 
treated as not being allocated a percentage share 
of overall partnership income in excess of its 
fractions rule percentage in any taxable year. 
(Similarly, QO is treated as not being allocated 
items of income or gain in a taxable year when 
the partnership has an overall partnership loss.) 

(iii) In year 3, the partnership borrows $400 
on a nonrecourse basis and distributes it to QO 
as a return of capital. In year 8, the partnership 
has $400 of gross income and cash flow and 
$300 of overall partnership income, and the 
partnership repays the $400 nonrecourse 
borrowing. 

(iv) The partnership violates the fractions rule 
for year 8 and all future years. Pursuant to the 
minimum gain chargeback provision, the entire 
$400 of partnership gross income is allocated to 
QO. Accordingly, notwithstanding the curative 
provision in the partnership agreement that 
would allocate to TP the next $44 «$400 + .9) 
X 10% ) of income and gain included in 
computing overall partnership income, the part
nership has no other items of income and gain to 
allocate to QO. Because the $400 of gross 
income actually allocated to QO is taken into 
account for purposes of the fractions rule in the 
year an allocation is made (see paragraph (e)( 4) 
of this section), QO's percentage share of overall 
partnership income in year 8 is greater than 100 
percent. Since this exceeds QO's fractions rule 
percentage (i.e.. 90 percent), the partnership 
violates the fractions rule for year 8 and all 
subsequent taxable years. See paragraph (b )(2) of 
this section. 

(f) Exclusion of reasonable partner
specific items of deduction or loss. 
Provided that the expenditures are 
allocated to the partners to whom they 
are attributable, the following partner
specific expenditures are disregarded in 
computing overall partnership income 
or loss for purposes of the fractions 
rule-

(1) Expenditures for additional 
record-keeping and accounting incurred 

in connection with the transfer of a 
partnership interest (inclu~ing ex~endi
tures incurred in computmg baSIS ad
justments under section 743(b»; 

(2) Additional administrative costs 
that result from having a foreign 
partner; 

(3) State and local taxes or expendi
tures relating to those taxes; and 

(4) Expenditures designated by the 
Internal Revenue Service by revenue 
ruling or revenue procedure, or, on a 
case-by-case basis, by letter ruling. 
(See §601.601(d)(2)(ii)(b) of this 
chapter.) 

(g) Exclusion of unlikely losses and 
deductions. Unlikely losses or deduc
tions (other than items of nonrecourse 
deduction) that may be specially allo
cated to partners that bear the 
economic burden of those losses or 
deductions are disregarded in comput
ing overall partnership income or loss 
for purposes of the fractions rule, so 
long as a principal purpose of the 
allocation is not tax avoidance. To be 
excluded under this paragraph (g), a 
loss or deduction must have a low 
likelihood of occurring, taking into 
account all relevant facts, circum
stances, and information available to 
the partners (including bona fide finan
cial projections). The types of events 
that may give rise to unlikely losses or 
deductions, depending on the facts and 
circumstances, include tort and other 
third-party litigation that give rise to 
unforeseen liabilities in excess of rea
sonable insurance coverage; unantici
pated labor strikes; unusual delays in 
securing required permits or licenses; 
abnormal weather conditions (consider
ing the season and the job site); 
significant delays in leasing property 
due to an unanticipated severe 
economic downturn in the geographic 
area; unanticipated cost overruns; and 
the discovery of environmental condi
tions that require remediation. No 
inference is drawn as to whether a loss 
or deduction is unlikely from the fact 
that the partnership agreement includes 
a provision for allocating that loss or 
deduction. 

(~) Provisions preventing deficit 
~apltal account balances. A provision 
10 the partnership agreement that allo
cates items of loss or deduction away 
from a qualified organization in in
stances where allocating those items to 
the qualified organization would cause 
or increase a deficit balance in its 
capital account that the qualified orga-



nization is not obligated to restore 
(within the meaning of §1.704-
1(b)(2)(ii)(b) or (d», is disregarded for 
purposes of the fractions rule in taxable 
years of the partnership in which no 
such allocations are made pursuant to 
the provision. However, this exception 
applies only if, at the time the provi
sion becomes part of the partnership 
agreement, all relevant facts, circum
stances, and information (including 
bona fide financial projections) avail
able to the partners reasonably indicate 
that it is unlikely that an allocation will 
be made pursuant to the provision 
during the life of the partnership. 

(i) [Reserved] 
(j) Exception for partner non

recourse deductions-(1) Partner non
recourse deductions disregarded until 
actually allocated. Items of partner 
nonrecourse deduction that may be 
allocated to a partner pursuant to 
§ 1.704-2, and compensating allocations 
of other items of loss, deduction, and 
section 705(a)(2)(B) expenditures that 
may be allocated to other partners, are 
not taken into account for purposes of 
the fractions rule until the taxable years 
in which they are allocated. 

(2) Disproportionate allocation of 
partner nonrecourse deductions to a 
qualified organization. A violation of 
the fractions rule will be disregarded if 
it arises because an allocation of 
partner nonrecourse deductions to a 
qualified organization that is not moti
vated by tax avoidance reduces another 
qualified organization's fractions rule 
percentage below what it would have 
been absent the allocation of the 
partner nonrecourse deductions. 

(k) Special rules-( 1) Changes in 
partnership allocations arising from a 
change in the partners' interests. A 
qualified organization that acquires a 
partnership interest from another 
qualified organization is treated as a 
continuation of the prior qualified 
organization partner (to the extent of 
that acquired interest) for purposes of 
applying the fractions rule. Changes in 
partnership allocations that result from 
other transfers or shifts of partnership 
interests will be closely scrutinized (to 
determine whether the transfer or shift 
stems from a prior agreement, under
standing, or plan or could otherwise be 
expected given the structure of the 
transaction), but generally will be taken 
into account only in determining 
whether the partnership satisfies the 
fractions rule in the taxable year of the 
change and subsequent taxable years. 

(2) De minimis interest rule- (i) In 
general. Section 514(c)(9)(B)(vi) does 
not apply to a partnership otherwise 
subject to that section if-

(A) Qualified organizations do not 
hold, in the aggregate, interests of 
greater than five percent in the capital 
or profits of the partnership; and 

(B) Taxable partners own substantial 
interests in the partnership through 
which they participate in the part
nership on substantially the same terms 
as the qualified organization partners. 

(ii) Example. Partnership PRS has 
two types of limited partnership inter
ests that participate in partnership 
profits and losses on different terms. 
Qualified organizations (QOs) only 
own one type of limited partnership 
interest and own no general partnership 
interests. In the aggregate, the QOs 
own less than five percent of the 
capital and profits of PRS. Taxable 
partners also own the same type of 
limited partnership interest that the 
QOs own. These limited partnership 
interests owned by the taxable partners 
are 30 percent of the capital and profits 
of PRS. Thirty percent is a substantial 
interest in the partnership. Therefore, 
PRS satisfies paragraph (k)(2) of this 
section and section 514(c)(9)(B)(vi) 
does not apply. 

(3) De minimis allocations dis
regarded. A qualified organization's 
fractions rule percentage of the part
nership's items of loss and deduction, 
other than nonrecourse and partner 
nonrecourse deductions, that are allo
cated away from the qualified organiza
tion and to other partners in any 
taxable year are treated as having been 
allocated to the qualified organization 
for purposes of the fractions rule if-

(i) The allocation was neither 
planned nor motivated by tax avoid
ance; and 

(ii) The total amount of those items 
of partnership loss or deduction is less 
than both-

(A) One percent of the partnership's 
aggregate items of gross loss and 
deduction for the taxable year; and 

(B) $50,000. 
(4) Anti-abuse rule. The purpose of 

the fractions rule is to prevent tax 
avoidance by limiting the permanent or 
temporary transfer of tax benefits from 
tax-exempt partners to taxable partners, 
whether by directing income or gain to 
tax-exempt partners, by directing 
losses, deductions, or credits to taxable 
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partners, or by some other similar 
manner. This section may not be ap
plied in a manner that is inconsistent 
with the purpose of the fractions rule. 

(1) [Reserved]. 

(m) Tiered partnerships-(l) In gen
eral. If a qualified organization holds 
an indirect interest in real property 
through one or more tiers of part
nerships (a chain), the fractions rule is 
satisfied only if-

(i) The avoidance of tax is not a 
principal purpose for using the tiered
ownership structure (investing in sepa
rate real properties through separate 
chains of partnerships so that section 
514(c)(9)(E) is, effectively, applied on 
a property-by-property basis is not, in 
and of itself, a tax avoidance purpose); 
and 

(ii) The relevant partnerships can 
demonstrate under any reasonable 
method that the relevant chains satisfy 
the requirements of paragraphs (b )(2) 
through (k) of this section. For pur
poses of applying § 1.704-2(k) under 
the independent chain approach de
scribed in Example 3 of paragraph 
(m)(2) of this section, allocations of 
items of income or gain that may be 
made pursuant to a provision in the 
partnership agreement that charges 
back minimum gain are taken into 
account for purposes of the fractions 
rule only to the extent an allocation is 
made. 

(2) Examples. The following exam
ples illustrate the provisions of this 
paragraph (m). 

Example 1. Tiered partnerships-collapsing 
approach. (i) Qualified organization Q03 and 
taxable individual TP3 form upper-tier part
nership P2. The P2 partnership agreement 
allocates overall partnership income 20 percent 
to Q03 and 80 percent to TP3. Overall 
partnership loss is allocated 30 percent to Q03 
and 70 percent to TP3. P2 and taxable individual 
TP2 form lower-tier partnership PI. The PI 
partnership agreement allocates overall part
nership income 60 percent to P2 and 40 percent 
to TP2. Overall partnership loss is allocated 40 
percent to P2 and 60 percent to TP2. The only 
asset of P2 (which has no outstanding debt) is its 
interest in P I. PI purchases real property with 
money contributed by its partners and with 
borrowed money. There is no tax avoidance 
purpose for the use of the tiered-ownership 
structure, which is illustrated by the following 
diagram. 

Q03 TP3 
/ 

'\ P2 
TP2 

" " / 
PI 
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(ii) P2 can demonstrate that the P21P1 chain 
satisfies the requirements of paragraphs (b)(2) 
t?rough (k) of this section by collapsing the 
tJere~-partn~rship structure. On a collapsed basis, 
Q03 s fractions rule percentage is 12 percent (30 
percent of 40 percent). See paragraph (c)(2) of 
this section. P2 satisfies the fractions rule 
because Q03 may not be allocated more than 12 
percent (20 percent of 60 percent) of overall 
partnership income in any taxable year. 

Example 2. Tiered partnerships-entity-by
entity approach. (i) Qualified organization Q03A 
is a partner with taxable individual TP3A in 
upper-tier partnership P2A.-' Qualified organiza
tion Q03B is a partner with taxable individual 
TP3B in upper-tier partnership P2B. P2A, P2B, 
and taxable individual TP2 are partners in lower
tier partnership PI, which owns encumbered real 
estate. None of Q03A, Q03B, TP3A, TP3B or 
TP2 has a direct or indirect ownership interest in 
each other. P2A has been established for the 
purpose of investing in numerous real estate 
properties independently of P2B and its partners. 
P2B has been established for the purpose of 
investing in numerous real estate properties 
independently of P2A and its partners. Neither 
P2A nor P2B has outstanding debt. There is no 
tax avoidance purpose for the use of the tiered
ownership structure, which is illustrated by the 
following diagram. 

Q03A 

\ 
\ / 
P2A 

TP3A Q03B 
/ \ \ 

TP2 P2B 
\ I / 

\ ~l / 

TP3B 

/ 
/ 

(ii) The P2AIPI chain (Chain A) will satisfy 
the fractions rule if PI and P2A can demonstrate 
in a reasonable manner that they satisfy the 
requirements of paragraphs (b)(2) through (k) of 
this section. The P2BIPI chain (Chain B) will 
satisfy the fractions rule if PI and P2B can 
demonstrate in a reasonable manner that they 
satisfy the requirements of paragraphs (b)(2) 
through (k) of this section. To meet its burden, 
PI treats P2A and P2B as qualified organiza
tions. Provided that the allocations that may be 
made by PI would satisfy the fractions rule if 
P2A and P2B were direct qualified organization 
partners in PI, Chain A will satisfy the fractions 
rule (for the benefit of Q03A) if the allocations 
that may be made by P2A satisfy the require
ments of paragraphs (b)(2) through (k) of this 
section. Similarly, Chain B will satisfy the 
fractions rule (for the benefit of Q03B) if the 
allocations that may be made by P2B satisfy the 
requirements of paragraphs (b)(2) through (k) of 
this section. Under these facts, Q03A does not 
have to know how income and loss may be al
located by P2B, and Q03B does not have to 
know how income and loss may be allocated by 
P2A. Q03A's and Q03B's burden would not 
change even if TP2 were not a partner in PI. 

Example 3. Tiered partnerships-independent 
chain approach. (i) Qualified organization Q03 
and taxable corporation TP3 form upper-tier 
partnership P2. P2 and taxable corporation TP2 
form lower-tier partnership PI A. P2 and 
qualified organization Q02 form lower-tier part
nership PIB. P2 has no outstanding debt. PIA 
and PIB each purchase real property with money 
contributed by their respective partners and with 
borrowed money. Each partnership's real prop
erty is completely unrelated to the real property 
owned by the other partnership. PIB's alloca-
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tions do not satisfy the requirements of para
graphs (b)(2) through (k) of this section because 
of allocations that may be made to Q02. 
However, if P2's interest in PIB were com
pletely disregarded, the P21PIA chain would 
satisfy the requirements of paragraphs (b)(2) 
through (k) of this section. There is no tax 
avoidance purpose for the use of the tiered
ownership structure, which is illustrated by the 
following diagram. 

Q03 TP3 
'\ / 

PZ 
TP2 / '\ Q02 

'\ / '\ / 
PIA PIB 

(ii) P2 satisfies the fractions rule with respect 
to the P2IPIA chain, but only if the P2 
partnership agreement allocates those items allo
cated to P2 by PIA separately from those items 
allocated to P2 by PIB. For this purpose, 
allocations of items of income or gain that may 
be made pursuant to a provision in the part
nership agreement that charges back minimum 
gain, are taken into account for purposes of the 
fractions rule only to the extent an allocation is 
made. See paragraph (m)( I)(ii) of this section. 
P2 does not satisfy the fractions rule with respect 
to the P2IPIB chain. 

(n) Effective date-( 1) In general. 
Section 514( c )(9)(E), as amended by 
sections 2004(h)(l) and (2) of the 
Technical and Miscellaneous Revenue 
Act of 1988, Pub. L. 100-647, applies 
generally with respect to property 
acquired by partnerships after October 
13, 1987, and to partnership interests 
acquired after October 13, 1987. 

(2) General effective date of the 
regulations. Section 1.514( c )-2( a) 
through (m) applies with respect to 
partnership agreements entered into 
after December 30, 1992, property 
acquired by partnerships after Decem
ber 30, 1992, and partnership interests 
acquired by qualified organizations af
ter December 30, 1992 (other than a 
partnership interest that at all times 
after October 13, 1987, and prior to the 
acquisition was held by a qualified 
organization). For this purpose, para
graphs (a) through (m) of this section 
will be treated as satisfied with respect 
to partnership agreements entered into 
on or before May 13, 1994, property 
acquired by partnerships on or before 
May 13, 1994, and partnership interests 
acquired by qualified organizations on 
or before May 13, 1994, if the 
guidance set forth in (paragraphs (a) 
through (m) of §1.514(c)-2 of) PS-56-
90, *** [1993-1 C.B. 911] is satisfied. 
(See §601.601(d){2)(ii)(b) of this 
chapter). 

(3) Periods after June 24, 1990, and 
prior to December 30, 1992. To satisfy 

the requirements of section 514( c )(9)
(E) with respect to partnership agree
ments entered into after June 24, 1990, 
property acquired by partnerships after 
June 24, 1990, and partnership interests 
acquired by qualified organizations af
ter June 24, 1990, (other than a 
partnership interest that at all times 
after October 13, 1987, and prior to the 
acquisition was held by a qualified 
organization) to which paragraph (n)(2) 
of this section does not apply, para
graphs (a) through (m) of this section 
must be satisfied as of the first day that 
section 514( c )(9)(E) applies with re
spect to the partnership, property, or 
acquired interest. For this purpose, 
paragraphs (a) through (m) of this 
section will be treated as satisfied if the 
guidance in sections I through VI of 
Notice 90-41, 1990-1 C.B. 350, (see 
§601.601(d)(2)(ii)(b) of this chapter) 
has been followed. 

(4) Periods prior to the issuance of 
Notice 90-41. With respect to part
nerships commencing after October 13, 
1987, property acquired by partnerships 
after October 13, 1987, and partnership 
interests acquired by qualified organi
zations after October 13, 1987, to 
which neither paragraph (n)(2) nor 
(n)(3) of this section applies, the 
Internal Revenue Service will not chal
lenge an interpretation of section 
514(c)(9)(E) that is reasonable in light 
of the underlying purposes of section 
514(c)(9)(E) (as reflected in its legisla
tive history) and that is consistently 
applied as of the first day that section 
514(c)(9)(E) applies with respect to the 
partnership, property, or acquired inter
est. A reasonable interpretation in
cludes an interpretation that sub
stantially follows the guidance in either 
sections I through VI of Notice 90-41, 
(see §601.601(d)(2)(ii)(b) of this chap
ter) or paragraphs (a) through (m) of 
this section. 

(5) Material modifications to part
nership agreements. A material modi
fication will cause a partnership agree
ment to be treated as a new partnership 
agreement in appropriate circumstances 
for purposes of this paragraph (n). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved April 21, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 



(Filed by the Office of the Federal Register on 
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issue of the Federal Register for May 13, 
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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: Reserve for losses on loans 
of banks. 

T.D. 8513 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 301 and 602 

Bad Debt Reserves of Banks 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final income tax regulations relating to 
bad debt reserves of large banks. These 
regulations are necessary because the 
Tax Reform Act of 1986 repealed bad 
debt reserves for large banks. The 
regulations implement this repeal. 

EFFECTIVE DATE: The regulations 
are effective for taxable years begin
ning after December 31, 1986. 

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 requirements of 
the Paperwork Reduction Act (44 
U.S.C. 3504(h)) under control number 
1545-1290. The estimated annual bur
den per respondent varies from 1 0 
minutes to 20 minutes, depending on 
individual circumstances, with an esti
mated average of 15 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 IRS. Individ
ual respondents may require greater 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, Attn: Desk Officer for the 
Department of the Treasury, Office of 
Information and Regulatory Affairs, 
Washington, D.C. 20503. 

Background 

This document provides final regula
tions on the repeal, for large banks, of 
the reserve method of accounting for 
bad debts that is allowed by section 
585 of the Internal Revenue Code 
(Code). These regulations reflect Code 
section 585(c), which was added by 
section 901 of the Tax Reform Act of 
1986, Pub. L. No. 99-514, 100 Stat. 
2085, 2375-2380 (1986), and amended 
by section 1009(a) of the Technical and 
Miscellaneous Revenue Act of 1988, 
Pub. L. No. 100-647, 102 Stat. 3342, 
3445 (1988). These final regulations 
supersede related portions of 26 CFR 
30l.9100-7T (formerly 26 CFR 5h.5), 
which provides temporary regulations 
on the time and manner of making 
various elections under the Tax Reform 
Act of 1986. 

Proposed regulations under Code 
section 585(c) were published in the 
Federal Register on December 12, 1990 
(55 FR 51124 [FI-81-86, 1990-2, C.B. 
729]). No public hearing on these 
regulations was requested or held, but a 
number of written comments were 
received. After consideration of the 
comments, the proposed regulations are 
adopted as modified by this Treasury 
decision. 

Explanation of Provisions 

Code section 585(c) provides that 
large banks may not use the reserve 
method of section 585 for taxable years 
beginning after December 31, 1986. 
After this date, large banks must use 
the specific charge-off method of ac
counting for bad debts. Section 585(c) 
also provides procedures for large 
banks to use in changing from the 
reserve method of section 585 to the 
specific charge-off method. Section 
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585(c)(3) provides a recapture method 
of change, and section 585( c)( 4) 
provides an elective cut-off method of 
change. 

The final regulations contained in 
this document implement section 
585(c) by adding new §§1.585-5 
through 1.585-8 and by making con
forming amendments to §§1.585-1, 
1.585-2 and l.585-3. Section 1.585-5 
states the general rule of denial of bad 
debt reserves for large banks. Section 
1.585-6 provides guidance on the 
recapture method of change; §1.585-7, 
on the cut-off method of change; and 
§ 1.585-8, on making and revoking 
elections allowed under the regulations. 

The extent to which this Treasury 
decision reflects the comments received 
on the proposed regulations is dis
cussed below. 

§1.585-5: Denial of bad debt 
reserves for large banks 

Section 1.585-5(a) requires a large 
bank to change to the specific charge
off method in the first taxable year 
beginning after 1986 for which it is a 
large bank (the disqualification year). 
Section 1.585-5(b) explains how to 
determine whether an institution is a 
large bank, and § 1.585-5( c) explains 
how to determine a bank's average 
total assets for purposes of applying the 
$500 million test of large bank status. 

§1.585-5(a): Thrift institutions. Sev
eral commentators on the proposed 
regulations objected to a provision in 
proposed § 1.585-5(a) that prohibited 
an institution from following the rules 
of § 1.585-6 or § 1.585-7 if it had 
maintained a reserve under Code sec
tion 593, rather than section 585. 
Proposed regulations under section 593 
(57 FR 1232 (1992)) address this issue, 
and § 1.585-5(a) has been modified to 
reflect the fact that those regulations, 
when finalized, will provide guidance. 
Final § 1.585-5(a) prohibits these insti
tutions from following §§ l.585-6 and 
1.585-7, "except as may be provided 
otherwise in regulations prescribed un
der section 593." 

§1.585-5(b)( 1): Once a large bank. 
A commentator on the proposed regula
tions objected to the "once a large 
bank, always a large bank" rule that is 
provided by § 1.585-5(b)(1)' s reference 
to any preceding taxable year after 
1986. However, Code section 585(c)(2) 
specifically requires this reference. 
Moreover, the Conference Committee 
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on the Technical and Miscellaneous 
Revenue Act of 1988 rejected a pro
posed exception to this rule. H.R. Conf. 
Rep. No. 1104, 100th Cong., 2d Sess., 
Vol. II, at 243-244 (1988). For these 
reasons, the final regulations retain the 
"once a large bank" rule. 

§J.585-5(b)(J): Section 338 elec
tions. To clarify the application of the 
"once a large bank" rule, the final 
regulations provide guidance on the 
treatment of section 338 elections in 
determining large bank status. New 
Example 4 of §1.585-5(b)(3) involves a 
corporation that purchases the stock of 
a bank and elects under section 338 to 
treat the purchase as an asset acquisi
tion. Under section 338, the acquired 
bank is treated as a new corporation for 
purposes of subtitle A. Accordingly, 
the bank's prior status as a large bank 
does not cause it to be considered a 
large bank after its sale. 

§J.585-5(b)(2): Transfer of large 
bank's assets. Several commentators 
focused on proposed § 1.585-5(b )(3), 
which applied the "once a large bank" 
rule to certain acquisitions of substan
tially all of a large bank's assets. In 
response to the comments, final 
§ 1.585-5(b )(2)(iii) limits this provision 
primarily to acquisitions to which 
section 381(a) applies. Under final 
§ 1.585-5(b )(2)(iv), other acquisitions 
of substantially all of a large bank's 
assets result in large bank treatment 
only if a principal purpose of the 
acquisition is to avoid treating the 
acquired assets as those of a large bank 
and the acquiror is related to the large 
bank whose assets are acquired, as 
specified in the regulations. 

§J.585-5(c)(2): Dates for determin
ing average total assets. The final 
regulations also modify § 1.585-5( c), 
which defines a bank's average total 
assets for purposes of applying the 
$500 million test. As requested by a 
commentator, the final regulations give 
banks the option of determining their 
average total assets on a more frequent 
basis than quarterly. Under new 
§ 1.585-5(c)(2)(i)(B), a bank may com
pute its average total assets for a year 
on the basis of its adjusted tax bases of 
assets held at the end of any regular 
interval more frequent than quarterly, 
such as bi-monthly, monthly, or 
weekly. A more frequent determination 
of assets generally produces a more 
accurate average for the year. 

§1.585-5(c)(3): Foreign corpora
tion's assets. Final § 1.585-5(c)(3 )(ii) 
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makes it clear that in determining the 
amount of a foreign corporation's total 
assets, all of its assets are taken into 
account, including those that are not 
effectively connected with the conduct 
of a banking business within the United 
States. Section 585( c )(2) applies the 
$500 million test to "all assets" of a 
bank or its parent-subsidiary controlled 
group, and § 1.585-6(d)(3)(i) provides 
the equivalent clarification for purposes 
of determining a bank's nonperforming 
loan percentage., 

§J.585-5(d): Disqualification year. 
In response to a comment, the final 
regulations also clarify the definition of 
the term disqualification year. A new 
example in §1.585-5(d)(3) makes it 
clear that if a small bank becomes 
large because its stock is acquired by a 
large bank, the disqualification year of 
the acquired bank is its first taxable 
year ending after the acquisition date. 
Pursuant to §1.585-8(d), the acquired 
bank is then entitled to make its own 
election regarding use of the recapture 
or cut-off method of change. 

§1.585-6: Recapture method of 
change 

Under the recapture method of 
change, a bank includes the balance of 
its bad debt reserve in income over a 
four-year period, and recapture is sus
pended for any taxable year in which 
the bank is financially troubled. Com
mentators on the proposed regulations 
focused on § 1.585-6(c), which explains 
the effects of a disposition of loans by 
a large bank that is using the recapture 
method, and § 1.585-6( d), which pro
vides guidance for financially troubled 
banks. 

§1.585-6(c)(2): Cessation of busi
ness. Proposed § 1.585-6( c )(2) provided 
that a large bank that ceases to engage 
in the banking business before complet
ing recapture of its reserve must 
include in income the remainder of its 
section 481(a) adjustment in the taxable 
year of the cessation. Proposed § 1.585-
6(c)(2) also provided that a bank would 
not be considered to have ceased to 
engage in the banking business if the 
cessation was the result of a section 
381 transaction. Since the issuance of 
the proposed regulations, the Service, 
pursuant to section 446(e) and § 1.446-
lee), published uniform standards for 
accounting method changes that include 
guidance on when a taxpayer is consid
ered to have ceased to engage in 

business for section 481 (a) purposes. 
See Rev. Proc. 92-20, 1992-1 C.B. 
685, 701. To be consistent with this 
uniform approach, final § 1.585-
6(c)(2)(i) provides that wheth~r a ban~ 
ceases to engage in the banking bUSI
ness generally is determined .~nder t~e 
principles of §1.446-1(e)(3)(n) an.d. Its 
administrative procedures. In addItIon, 
final §1.585-6(c)(2)(ii) provides a tran
sition rule for section 381 transactions 
that occur, or for which a binding 
written commitment is entered into, on 
or before March 29, 1994. Under the 
transition rule, a bank that ceases to 
engage in the banking busi~ess .as the 
result of such a transactIon IS not 
treated as ceasing to engage in this 
business. In response to comments, the 
final regulations also expand the exam
ples in §1.585-6(c)(4) to provide addi
tional guidance on the tax con
sequences of section 381 transactions 
to which the transition rule applies. 

§J.585-6(d)(3)(ii): Nonperforming 
loan percentage of group. Section 
1.585-6(d)(3) provides rules for com
puting a bank's nonperforming loan 
percentage, which determines whether 
the bank is considered financially trou
bled. The numerator of this percentage 
is the amount of the bank's nonper
forming loans, and the denominator is 
the amount of its equity. Under 
§1.585-6(d)(3)(ii), if a bank is a 
member of a parent-subsidiary con
trolled group, the non performing loans 
and the equity of all members of the 
group that are financial institutions are 
treated as those of the bank. In 
response to a comment. the final 
regulations permit a bank to count the 
loans and equity of all members of the 
parent-subsidiary controlled group of 
which the bank is a member. A bank 
that computes its nonperforming loan 
percentage on this basis must do so for 
all taxable years, and any other bank 
member of the group must do the 
same. 

§1.585-6(d)(3)(iii) and (iv): Amount 
reported to regulator. Proposed 
§ 1.585-6( d)(3)(iii) defined a nonper
forming loan essentially as any loan 
that is considered to be non performing 
by the holder's primary Federal regula
tory agency. Similarly, proposed 
§1.585-6(d)(3)(iv) defined a bank's 
equity as its equity (i.e., assets minus 
liabilities) as determined by the bank's 
primary Federal regulatory agency. In 
response to a comment, these sections 
have been revised to make it clear that 
the amount of a bank's nonperforming 



loans or equity is not determined by 
reference to the adjusted Federal in
come tax bases of assets, but rather by 
reference to amounts that are required 
to be reported to the primary Federal 
regulator. 

§1.585-6(d)(3)(iii)(A): Types of non
performing loans. The final regulations 
also clarify the definition of a nonper
forming loan by identifying specific 
types of loans that are considered 
nonperforming. As requested by com
mentators, and in accordance with the 
Conference Committee report on the 
Tax Reform Act of 1986 (page 11-329), 
final § 1.585-6( d)(3 )(iii)(A) provides 
that nonperforming loans include the 
following types of loans as defined by 
the Federal Financial Institutions Ex
amination Council (FFIEC): loans that 
are past due 90 days or more and still 
accruing; loans that are in non accrual 
status; and loans that are restructured 
troubled debt. A loan is not considered 
to be non performing merely because it 
is past due, if it is past due less than 90 
days. 

§1.585-6(d)(3)(iii)(B): Definition of 
loan. The final regulations also provide 
a definition of the term loan. This 
definition reflects the standards pre
scribed by the FFIEC. Accordingly, a 
troubled debt restructuring that is in 
substance a foreclosure or repossession 
is not considered a loan. The FFIEC 
treats "in substance" foreclosures and 
repossessions the same as formal fore
closures and repossessions; collateral 
that is considered foreclosed or re
possessed is treated as an asset other 
than a loan. The final regulations 
provide a special rule for certain 
securities and bank deposits that are an 
integral part of a restructuring of 
troubled loans to a foreign government. 

§1.585-6(d)(3)(iiiJ: Accrual of inter
est. A commentator suggested that the 
definition of a nonperforming loan that 
is contained in § 1.5 85-6( d)(3 )(iii) 
should be used to determine whether 
interest income on a loan must con
tinue to be accrued under Code section 
451. This issue is outside the scope of 
section 585(c) and therefore is not 
addressed in these final regulations. 

§1.585-6(d)(4): Estimated tax of fi
nancially troubled banks. Section 
1.585-6(d)(4) provides relief from cer
tain penalties for failure to pay esti
mated tax. Essentially, this section 
waives the penalty for failure to pay 
estimated tax in cases where a bank 
that is financially troubled in one 

quarter (and therefore does not pay 
quarterly estimated tax attributable to 
recapture of its reserve) is not finan
cially troubled for the year as a whole 
(and thus has underpaid its estimated 
tax). In response to comments, § 1.585-
6(d)(4) has been revised to provide that 
the determination of whether a bank is 
financially troubled, for purposes of 
waiving the penalty for failure to pay 
an installment of estimated tax, is to be 
based on the bank's nonperforming 
loan percentage at the time the install
ment is due. In effect, final § 1.585-
6(d)(4) allows a bank to obtain relief 
from penalties on the basis of its 
financial status as of the end of the 
most recent period for which it is 
required to report to its primary Federal 
regulator. New Example 3 in § 1.585-
6(d)(5) illustrates the operation of this 
provision. 

§1.585-7: Elective cut-off method of 
change 

Under the cut-off method of change, 
a bank continues to maintain its bad 
debt reserve for loans that it held when 
it became a large bank (pre-disqualifi
cation loans), but it may not deduct 
new additions to the reserve. If the 
reserve balance at the end of any 
taxable year exceeds the amount of the 
bank's outstanding pre-disqualification 
loans, the bank must include the 
amount of the excess in income for that 
year. Commentators on the proposed 
regulations focused on §1.585-7(b), 
which provides guidance on maintain
ing a reserve for pre-disqualification 
loans, and §1.585-7(d), which explains 
the effects of a disposition of loans by 
a large bank that is using the cut-off 
method. 

§1.585-7(b)(l): Losses from sale of 
loans. Section 1.585-7(b)(1) requires a 
bank to charge against its cut-off 
reserve any losses resulting from its 
pre-disqualification loans, including 
losses resulting from the sale or other 
disposition of these loans. A commen
tator objected to applying this require
ment to losses from the disposition of 
loans. However, Code section 585(c)
(4)(B) specifically requires that "any 
losses" resulting from pre-disquali
fication loans be charged against the 
reserve. Removing this requirement for 
losses resulting from a disposition of 
loans would allow banks using the cut
off method to obtain current deductions 
for pre-disqualification loans that be
come partially or wholly worthless by 
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selling or otherwise disposing of the 
loans without charging the losses 
against the reserve. For these reasons, 
the requirement is retained. 

§1.585-7(b)(2): Post-disqualification 
increase in loan balance. Another 
commentator suggested that § 1.585-
7(b)(2), which defines a pre
disqualification loan, should be ex
panded to provide that if the balance of 
such a loan is increased during or after 
the disqualification year, the amount of 
the increase is treated as a pre
disqualification loan. However, neither 
section 585(c) nor its legislative history 
provides support for this approach. For 
this reason, the final regulations do not 
take the approach suggested by the 
commentator. Instead, §1.585-7(b)(2) 
has been clarified by providing that if 
the amount of a pre-disqualification 
loan is increased during or after the 
disqualification year, the amount of the 
increase is not treated as a pre
disqualification loan. 

§1.585-7(d)(2): Small bank's ac
quisition of large bank's assets. An
other commentator requested guidance 
on the consequences of a section 381 
transaction in which a small bank that 
maintains a bad debt reserve acquires 
the assets of a large bank that is using 
the cut-off method of change, if the 
acquiror remains small after the ac
quisition and continues to use the 
reserve method. New §1.585-7(d)(2)(ii) 
and new Example 5 in §1.585-7(e) 
explain these consequences. In this 
case, the large bank's reserve imme
diately before the section 381 transac
tion carries over to the acquiror, but 
the acquiror does not continue the cut
off procedure begun by the large bank. 
If the six-year moving average amount 
for all of the newly acquired loans 
exceeds the balance of the reserve that 
carries over, the acquiror increases this 
balance by the amount of the excess. 
Any such increase in the reserve results 
in a negative section 481(a) adjustment 
that must be taken into account as 
required under section 381. 

§1.585-7( d)( 3): Dispositions in
tended to change status. Section 1.585-
7(d)(3) provides a special rule for 
dispositions of pre-disqualification 
loans that are intended to change the 
status of the loans. The rule applies 
only if a bank disposes of a "signifi
cant amount" of loans, and a commen
tator suggested that a significant 
amount be defined. However, a signifi
cant amount of loans varies from bank 
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to bank. No fixed dollar amount or 
percentage is an appropriate measure of 
significance for all banks. Therefore, 
the final regulations do not define this 
term. 

§1.585-8: Making and revoking 
elections 

Certain elections are allowed under 
§§1.585-6 and 1.585-7. A bank may 
elect to use the cut-off method of 
change instead of the recapture method, 
and a bank that uses the recapture 
method may elect to recapture more 
than 10 percent of its reserve in its first 
year of recapture. Commentators on the 
proposed regulations focused on the 
time for making and revoking these 
elections. 

§1.585-8(a) and (c): Time for mak
ing and revoking elections. Section 
I.585-8(a) requires any election to be 
made by the later of the date that is 60 
days after these final regulations are 
published, or the due date (taking 
extensions into account) of the electing 
bank's tax return for the year for which 
the election is made. Section 1.585-
8( c) does not allow an election to be 
freely revoked after the final date for 
making the election. Commentators 
suggested that this time period for 
making and revoking elections should 
be extended for banks that become 
large more than 60 days after these 
final regulations are published. How
ever, the time period provided for these 
banks in the regulations is the time 
period ordinarily provided by the Serv
ice for making and revoking elections 
when final regulations are in effect. 
Taxpayers ordinarily are not permitted 
to change elections merely to reduce 
their tax liability. Therefore, the final 
regulations do not modify the time 
period for making and revoking 
elections. 

§1.585-8(e): Certain elections made 
or revoked by amended return. A new 
§ I.585-8( e) applies to elections that 
are sought to be made or revoked by 
amended return on or before February 
28, 1994. To make or revoke such an 
election, amended returns must be filed 
for intervening taxable years if neces
sary to report tax liability in a manner 
consistent with the making or revoking 
of the election. 

Special Analyses 

It has been determined that this 
Treasury Decision is not a significant 
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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 final Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(f) of the Internal Revenue 
Code, the notice of proposed rulemak
ing 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 parts 1, 301, 
and 602 are amended as follows: 

PART I-INCOME TAX 

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 *** 
Sections 1.585-5 through 1.585-8 

also issued under 26 U.S.C. 585(b)(3). 

Par. 2. Section 1.585-1 is amended 
as follows: 

1. The first sentence of paragraph 
(a) is amended by removing "166(c)" 
and adding in its place "585(a) (or, for 
taxable years beginning before January 
1, 1987, section 166(c»". 

2. The seventh sentence of para
graph (a) is amended by removing 
" 166( c) and the regulations there
under" and adding in its place "585 
(or, for taxable years beginning before 
January 1, 1987, section 166( c» and 
the regulations under section 166". 

3. The tenth sentence of paragraph 
(a) is amended by removing "(a), (b), 
and (c)". 

4. A sentence is added at the end of 
paragraph (a). 

5. Paragraph (b) is revised. 
6. The additions and revisions read 

as follows: 

§1.585-1 Reserve for losses on Loans 
of banks. 

(a) *** For rules relating to large 
banks, see §§ 1.585-5 through 1.585-8. 

(b) Application of section-(1) In 
general. Except as provided in para
graph (b)(2) of this section, section ~85 
and this section apply to the followmg 
financial institutions-

(i) Any bank (as defined in section 
581 and the regulations thereunder) 
other than a mutual savings bank, 
domestic building and loan association, 
or cooperative bank, to which section 
593 applies; and 

(ii) Any corporation to which para
graph (b)(1)(i) of this section would 
apply except for the fact that it is a 
foreign corporation and in the case of 
any such foreign corporation, the rules 
provided by section 585(a) and (b), this 
section, §§ 1.585-2, 1.585-3, and 
1.585-4 apply only with respect to 
loans outstanding the interest on which 
is effectively connected with the con
duct of a banking business within the 
United States. 

(2) Exception. For taxable years be
ginning after December 31, 1986, 
section 585(a) and (b) and this section 
do not apply to any large bank (as 
defined in § 1.585-5(b». For these 
years, a large bank may not deduct any 
amount under section 585 or any other 
section for an addition to a reserve for 
bad debts. 

Par. 3. In § 1.585-2, the last sentence 
of paragraph (d)(3) is amended by 
adding "585(a)(1) or former section" 
immediately before "166(c)". 

Par. 4. Section 1.585-3 is amended 
as follows: 

1. The first sentence of paragraph 
(a) is amended by removing "166(c)" 
and adding in its place "585(a) (or, for 
taxable years beginning before January 
1, 1987, section 166(c»". 

2. The first sentence of paragraph 
(b) is amended by removing "166( c)" 
and adding in its place "585(a) (or, for 
taxable years beginning before January 
1, 1987, section 166(c»". 

3. The second and third sentences of 
paragraph (b) are amended by remov
ing "166( c)" and adding in its place 
"585(a) (or former section 166(c»". 

Par. 5. Sections 1.585-5, 1.585-6, 
1.585-7 and 1.585-8 are added to read 
as follows: 

§1.585-5 Denial of bad debt reserves 
for large banks. 

(a) General rule. For taxable years 
beginning after December 31, 1986, a 



large bank (as defined in paragraph (b) 
of this section) may not deduct any 
amount under section 585 or any other 
section for an addition to a reserve for 
bad debts. However, for these years, 
except as provided in § 1.585-7, a large 
bank may deduct amounts allowed 
under section 166(a) for specific debts 
that become worthless in whole or in 
part. Any large bank that maintained a 
reserve for bad debts under section 585 
for the taxable year immediately pre
ceding its disqualification year (as 
defined in paragraph (d)(l) of this 
section) must follow the rules pre
scribed by § 1.585-6 or § 1.585-7 for 
changing from the reserve method of 
accounting for bad debts that is al
lowed by section 585, to the specific 
charge-off method of accounting for 
bad debts, in its disqualification year. 
However, except as may be provided 
otherwise in regulations prescribed un
der section 593, the rules prescribed by 
§§ 1.585-6 and 1.585-7 do not apply to 
a large bank that maintained a reserve 
for bad debts under section 593 for the 
taxable year immediately preceding its 
disqualification year. 

(b) Large bank-(1) General defini
tion. For purposes of this section, a 
large bank is any institution described 
in §1.585-1(b)(1)(i) or (ii) if, for the 
taxable year (or for any preceding 
taxable year beginning after December 
31, 1986)-

(i) The average total assets of the 
institution (determined under paragraph 
(c) of this section) exceed 
$500,000,000; or 

(ii) The institution is a member of a 
parent-subsidiary controlled group (as 
defined in paragraph (d)(2) of this 
section) and the average total assets of 
the group exceed $500,000,000. 

(2) Large bank resulting from trans
fer by large bank-(i) In general. If a 
corporation acquires the assets of a 
large bank (as defined in this paragraph 
(b» in an acquisition to which para
graph (b)(2)(ii), (iii) or (iv) of this 
section applies, the acquiring corpora
tion (the acquiror) is treated as a large 
bank for any taxable year ending after 
the date of the acquisition in which it 
is an institution described in § 1.585-
I (b)(1 )(i) or (ii). 

(ii) Transfer of significant portion of 
assets where control is retained. This 
paragraph (b)(2)(ii) applies to any 
direct or indirect acquisition of a 
significant portion of a large bank's 
assets if, after the acquisition, the 

transferor large bank owns more than 
50 percent (by vote or value) of the 
outstanding stock of the acquiror. For 
this purpose, stock of an acquiror is 
considered owned by a transferor bank 
if the stock is owned by any member 
of a parent-subsidiary controlled group 
(as defined in paragraph (d)(2) of this 
section) of which the bank is a 
member, by any related party within 
the meaning of section 267(b) or 
707(b), or by any person that received 
the stock in a transaction to which 
section 355 applies. 

(iii) Transfer to which section 381 
applies. This paragraph (b)(2)(iii) ap
plies to any acquisition to which 
section 381(a) applies if, immediately 
after the acquisition, the acquiror's 
principal method of accounting for bad 
debts (determined under §1.381(c)(4)
l(c)(2» with respect to its banking 
business is the specific charge-off 
method. In applying § 1.381 (c)( 4 )-1 (c)
(2) for this purpose, the following rules 
apply: a transferor large bank is consid
ered to use the specific charge-off 
method for all of its loans immediately 
before the acquisition; an acquiror is 
considered to use a reserve method for 
all of its loans immediately before the 
acquisition; and all banking businesses 
of the acquiror immediately after the 
acquisition are treated as one integrated 
business. See §§1.585-6(c)(3) and 
1.585-7(d)(2) for rules on the treatment 
of assets acquired from large banks in 
section 381(a) transactions. 

(iv) Transfer of substantially all as
sets to related party. This paragraph 
(b)(2)(iv) applies to any direct or 
indirect acquisition of substantially all 
of a large bank's assets if the transferor 
large bank and the acquiror are related 
parties before or after the acquisition 
and a principal purpose of the acquisi
tion is to avoid treating the acquired 
assets as those of a large bank. A 
transferor bank and an acquiror are 
considered to be related parties for this 
purpose if they are members of the 
same parent-subsidiary controlled group 
(as defined in paragraph (d)(2) of this 
section) or related parties within the 
meaning of section 267(b) or 707(b). 

(3) Examples. The following exam
ples illustrate the principles of this 
paragraph (b): 

Example 1. Bank M, a calendar year taxpayer, 
is an institution described in § 1.585-1 (b)(I lei). 
For its taxable year beginning on January I, 
1987, M has average total assets of $600 million. 
Since M' s average total assets for 1987 exceed 
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$500 million, M is a large bank for that year. 
Pursuant to §1.585-5(d)(I), 1987 is M's dis
qualification year. If M maintained a bad debt 
reserve under section 585 for its immediately 
preceding taxable year (1986), M must change in 
1987 to the specific charge-off method of 
accounting for bad debts, in accordance with 
§ 1.585-6 or § 1.585-7. 

Example 2. Assume the same facts as in 
Example 1. Also assume that in 1988 M disposes 
of a portion of its assets and, as a result, M's 
average total assets for taxable year 1988 fall to 
$400 million. M remains a large bank for taxable 
year 1988 and succeeding taxable years, since its 
average total assets for a preceding taxable year 
(1987) beginning after December 31, 1986, 
exceeded $500 million. 

Example 3. Bank P, a calendar year taxpayer, 
is an institution described in §1.585-1(b)(1)(i). P 
has average total assets of $300 million for its 
taxable year beginning on January I, 1988. For 
the same year, P is a member of a parent
subsidiary controlled group (within the meaning 
of § 1.585-5(d)(2» that has average total assets 
of $800 million. In February 1989, the group 
sells its stock in P to several individual investors. 
P is a large bank for taxable year 1988 because it 
is a member of a group described in § 1.585-
5(b)(I)(ii) for that year. P also is a large bank 
for taxable year 1989 and succeeding taxable 
years because it was a member of a group 
described in § 1.585-5(b)(I )(ii) for a preceding 
taxable year (1988) beginning after December 
31, 1986. 

Example 4. Assume the same facts as in 
Example 3. except that P's stock is purchased by 
a corporation that is not a large bank under 
§ 1.585-5(b). Also assume that the purchasing 
corporation elects under section 338 to treat the 
stock purchase as an asset acquisition. Under 
section 338, P is considered to have sold all of 
its assets on the purchase date and is treated as a 
new corporation that purchased these assets on 
the next day. Since P is treated as a new 
corporation, its prior membership in a group 
described in § 1.585-5(b)(I )(ii) does not cause it 
to be treated as a large bank for taxable years 
ending after the date of its sale by the group. 
However, P may be treated as a large bank 
because of new membership in such a group or 
pursuant to §1.585-5(b)(I)(i) or (b)(2). 

Example 5. Bank Q is a large bank, within the 
meaning of § 1.585-5(b)(1), for its taxable year 
beginning on January \, 1988, and hence for all 
later years. On March \, 1989, Q transfers $200 
million of its $600 million of assets to Bank R, a 
newly created subsidiary, in a transaction to 
which section 351 applies; these assets are R's 
only assets. On the same day, Q then spins off R 
in a transaction to which section 355 applies. 
After these transactions, the shareholders of Q 
own more than 50 percent of R' s outstanding 
stock. Although R's average total assets do not 
exceed $500 million, R becomes a large bank on 
March I, 1989, pursuant to § 1.585-5(b)(2)(ii). 
These transactions do not affect Q' s status as a 
large bank. 

Example 6. Bank S is a large bank, within the 
meaning of § 1.585-5(b)(I )(ii), for its taxable 
year beginning on January 1, 1987. As a result, S 
changes to the specific charge-off method of 
accounting for bad debts in that year. Bank T, 
which is not a large bank under § 1.585-5(b), 
uses the reserve method of accounting for bad 
debts. On June 30, 1988, T acquires substantially 
all of S' s assets in a transaction to which section 
381 (a) applies. Immediately before the acquisi-
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tion, S' s banking business has total assets of 
$200 million, and T's has total assets of $250 
million. To determine whether T is a large bank 
under § 1.585-5(b)(2)(iii) for taxable years end
ing after the acquisition, it is necessary to 
determine T's principal method of accounting for 
bad debts with respect to its banking business 
immediately after the acquisition. This deter
mination requires an application of §1.38J(c)(4)
l(c)(2). For this purpose, T's original and 
acquired banking businesses are treated as an 
integrated business. Applying §1.38J(c)(4)-J(c)
(2), it is determined that the business's principal 
method of accounting for bad debts immediately 
after the acquisition is the reserve method. 
Hence, the acquisition does not cause T to 
become a large bank under § 1.585-5(b)(2)(iii). 

(c) Average total assets-(1) In gen
eral. For purposes of paragraph (b)( 1) 
of this section, and except as otherwise 
provided in paragraph (c)(3)(ii) of this 
section, the average total assets of an 
institution or group for any taxable 
year are determined by-

(i) Computing, for each report date 
(as defined in paragraph (c)(2) of this 
section) within the taxable year, the 
amount of total assets (as defined in 
paragraph (c)(3) of this section) held 
by the institution or group as of the 
close of business on the report date; 

(ii) Adding these amounts; and 
(iii) Dividing the sum of these 

amounts by the number of report dates 
within the taxable year. 

(2) Report date-(i) Institutions
(A) In general. A report date for an 
institution generally is the last day of 
the regular period for which the institu
tion must report to its primary Federal 
regulatory agency. However, an institu
tion that is required to report to its 
primary Federal regulatory agency 
more frequently than quarterly may 
choose the last day of the calendar 
quarter as its report date, and an 
institution that is required to report to 
its primary Federal regulatory agency 
less frequently than quarterly must 
choose the last day of the calendar 
quarter as its report date. If an 
institution does not have a Federal 
regulatory agency, its primary State 
regulatory agency is considered its 
primary Federal regulatory agency for 
purposes of this paragraph (c)(2)(i)(A). 
In the case of a short taxable year that 
does not otherwise include a report 
date, the first or last day of the taxable 
year is the institution's report date for 
the year. 

(B) Alternative report date. In lieu 
of the report date prescribed by para
graph (c)(2)(i)(A) of this section, for 
any taxable year an institution may 
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choose as its report date the last day of 
any regular interval in the taxable year 
that is more frequent than quarterly 
(such as bi-monthly, monthly, weekly, 
or daily). 

(ii) Groups. If all members of a 
parent-subsidiary controlled group have 
the same taxable year, a report date for 
the group is the report date, determined 
under paragraph (c)(2)(i) of this sec
tion, for anyone member of the group 
that is an institution described in 
§ 1.585-1 (b)(1 )(i) or (ii). The same 
report date must be used in applying 
paragraph (b)(l)(ii) of this section to 
all members of the group for a taxable 
year. If all members of a parent
subsidiary controlled group do not have 
the same taxable year, a report date for 
the group must be determined under 
similar principles. 

(iii) Member of group for only part 
of taxable year. If an institution is a 
member of a parent-subsidiary con
trolled group for only part of a taxable 
year, paragraph (b)(1 )(ii) of this section 
is applied to the institution for that year 
on the basis of the group's average 
total assets for the portion of the year 
that the institution is a member of the 
group. Thus, only the group's report 
dates (as determined under paragraph 
(c)(2)(ii) of this section) that are 
included in that portion of the year are 
taken into account in determining the 
group's average total assets for pur
poses of applying paragraph (b)(1)(ii) 
of this section to the institution. If no 
report date of the group is included in 
that portion of the year, the first or last 
day of that portion of the year must be 
treated as the group's report date for 
purposes of this paragraph (c )(2)(iii). 

(3) Total assets-(i) All corpora
tions. The amount of total assets held 
by an institution or group is the amount 
of cash, plus the sum of the adjusted 
bases of all other assets, held by the 
institution or group. For this purpose, 
the adjusted basis of an asset generally 
is its basis for Federal income tax 
purposes, determined under sections 
10 12, 1016 and other applicable sec
tions of the Internal Revenue Code. In 
determining the amount of total assets 
held by a group, any asset of a member 
of the group that is an interest in 
another member of the group is not to 
be counted. 

(ii) Foreign corporations. In deter
mining the amount of total assets held 
by a foreign corporation, all of the 
corporation's assets are taken into 

account, including those that are not 
effectively connected w~th. the con~uct 
of a banking business Wlthm the Untted 
States. In the case of a foreign 
corporation that is not engaged in a 
trade or business in the United States, 
the adjusted basis of an asset must be 
determined substantially in accordance 
with United States tax principles as 
provided in regulations under section 
964. In the case of a foreign corpora
tion that is engaged in a trade or 
business in the United States, the 
amount of its average total assets for a 
taxable year (within the meaning of 
paragraph (c)(l) of this section) is the 
amount of the corporation's average 
worldwide assets used for purposes of 
computing the interest expense deduc
tion allowable under section 882 and 
§ 1.882-5 for the taxable year. 

(4) Estimated adjusted tax bases-(i) 
In general. The amount of the adjusted 
Federal income tax bases (tax bases) of 
assets held on a report date may be 
estimated, for purposes of applying 
paragraph (c)(3) of this section. This 
estimate must be based on the adjusted 
bases of the assets on that date as 
determined by reference to the asset 
holder's books and records maintained 
for financial reporting purposes (book 
bases). The estimate must reflect any 
change in the ratio between the asset 
holder's tax and book bases of assets 
that occurs during the taxable year, and 
the estimate must assume that this 
change occurs ratably. If an institution 
or group member estimates the tax 
bases of assets held on any report date 
during a taxable year, it must do so for 
all assets (other than cash) held on that 
report date, and it must do so for all 
other report dates during the year. 
However, the tax bases of assets may 
not be estimated for any report date 
that is the first or last day of the 
taxable year or that is determined under 
paragraph (c)(2)(i)(B) of this section. 

(ii) Formulas. The estimated amount 
of the tax bases of assets held on any 
report date during a taxable year is 
based on the following variables: the 
total book bases of the assets on the 
report date (B); the asset holder's taxi 
book ratio as of the close of the 
preceding taxable year (R); and the 
result (whether positive or negative) 
obtained when R is subtracted from the 
asset holder's taxlbook ratio as of the 
close of the current taxable year (Y). 
For purposes of determining Rand Y, 
an asset holder's taxlbook ratio is the 
ratio of the total tax bases of all of the 



holder's assets (other than cash), to the 
total book bases of those assets. If an 
asset holder's taxable year is the 
calendar year and its report date is the 
las! day of the calendar quarter, its 
estunated tax bases of assets held on 
the first three report dates of the year 
are determined under the following 
formulas: 

1 st Report Date = B X (R + Y4Y) 
2nd Report Date = B X (R + Y2 Y) 
3rd Report Date = B X (R + % Y) 

(5) Examples. The following exam-
ples illustrate the principles of this 
paragraph (c): 

Ex.ample 1. Bank U is a fiscal year taxpayer, 
and Its fiscal year ends on January 31. U reports 
to its primary Federal regulatory agency as of the 
last day of the calendar quarter. U does not 
choose under § 1.585-5(c)(2)(i)(B) a report date 
more frequent than quarterly. Thus, U's report 
dates under §1.585-5(c)(2)(i)(A) are March 31, 
June 30, September 30, and December 31. For its 
taxable year beginning on February I, 1987, U 
has total assets (within the meaning of §1.585-
5(c)(3» of $480 million on March 31, $490 
million on June 30, $510 million on September 
30, and $540 million on December 31. Thus, 
pursuant to § 1.585-5(c)(I), U's average total 
assets for its taxable year beginning on February 
I, 1987, are $505 million. 

Example 2. Bank W is a calendar year 
taxpayer, and its report date (within ,the meaning 
of § L585-5(c)(2)(i)(A» is the last day of the 
calendar quarter. Pursuant to §1.585-5(c)(4), W 
chooses to estimate the tax bases of its assets for 
1990. Therefore, W must estimate the tax bases 
of all of its assets (other than cash) for its first 
three report dates in 1990. Since W's fourth 
report date (December 31) is the last day of its 
taxable year, the tax bases of its assets may not 
be estimated for this date. The adjusted tax bases 
of all of W's assets (other than cash) are $450z 
on December 31, 1989, and $480z on December 
31, 1990. The book bases of those assets are 
$500z on December 31, 1989; $520z on March 
31, 1990; $540z on June 30, 1990; $560z on 
September 30, 1990; and $600z on December 31, 
1990. Applying the formulas provided in §L585-
5( c)( 4 )(ii), W's taxlbook ratio as of the close of 
1989 (R), is 0.9 (450zl500z). W's taxlbook ratio 
as of the close of 1990 is 0.8 (480zl600z). Thus, 
Y is -0.1. The estimated adjusted tax bases of all 
of W's assets (other than cash) on the first three 
report dates of 1990 are as follows: 

Ist = B X (R + IJ.iY) 
= $520z X [0.9 + 1J.i(-O.l)] 
= $455z 

2nd = B X (R + V2Y) 
= $540z X [0.9 + Vz(-O.I)] 
= $459z 

3rd = B X (R + % Y) 
= $560z X [0.9 + %(-0.1)] 
= $462z 

(d) Definitions. The following defi
nitions apply for purposes of this 
section and §§1.585-6, 1.585-7 and 
1.585-8: 

(1) Disqualification year. A bank's 
disqualification year is its first taxable 
year beginning after December 31 
1986, f?r. which the bank is a larg~ 
bank wIthm the meaning of paragraph 
(b) of this section. 

(2) Parent-subsidiary controlled 
group. A parent-subsidiary controlled 
group includes all of the members of a 
controlled group of corporations de
scribed in section 1563(a)(I). The 
members of such a group are deter
mined without regard to whether any 
member is an excluded member de
sc~bed in section 1563(b)(2), a foreign 
entIty, or a commercial bank. 
. (3) Example. The following example 
Illustrates the principles of this para
graph (d): 

Example. Bank X is a large bank within the 
meaning of §1.585-5(b)(1)(i). Bank Y is not a 
large bank under §1.585-5(b), and it maintains a 
bad debt reserve under section 585. In 1988, X 
purchases all of the stock of Y. If the acquisition 
causes Y to become a member of a parent
subsidiary controlled group described in § 1.585-
5(b)(I)(ii), Y is a large bank beginning in its 
first taxable year that ends after the date of the 
acquisition. Pursuant to § 1.585-5(d)(l), this year 
is Y's disqualification year. Y must change in 
this year to the specific charge-off method of 
accounting for bad debts, in accordance with 
§ 1.585-6 or § 1.585-7. 

§1.585-6 Recapture method of 
changing from the reserve method of 
section 585. 

(a) General rule. This sectionap
plies to any large bank (as defined in 
§1.585-5(b» that maintained a reserve 
for bad debts under section 585 for the 
taxable year immediately preceding its 
disqualification year (as defined in 
§ 1.585-5(d)(l) and that does not elect 
the cut-off method set forth in § 1.585-
7. Except as otherwise provided in 
paragraphs (c) and (d) of this section, 
any bank to which this section applies 
must include in income the amount of 
its net section 481(a) adjustment (as 
defined in paragraph (b)(3) of this 
section) over the four-year period be
ginning with the bank's disqualification 
year. If a bank follows the rules 
prescribed by this section, its change to 
the specific charge-off method of ac
counting for bad debts in its dis
qualification year will be treated as a 
change in accounting method that is 
made with the consent of the Commis
sioner. Paragraph (b) of this section 
specifies the portion of the net section 
481(a) adjustment to be included in 
income in each year of the recapture 
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period; paragraph (c) of this section 
provides rules on the effect of dispos
ing of loans; and paragraph (d) of this 
section provides rules on the suspen
sion of recapture by financially trou
bled banks. 

(b) Four-year spread of net section 
481(a) adjustment-(l) In general. If a 
bank to which this section applies does 
not make the election allowed by 
paragraph (b )(2) of this section, the 
bank must indude in income the fol
lowing portions of its net section 
481(a) adjustment in each year of the 
four-year recapture period: 10 percent 
in the bank's disqualification year; 20 
percent in its first taxable year after its 
disqualification year; 30 percent in its 
second taxable year after its dis
qualification year; and 40 percent in its 
third taxable year after its disqualifica
tion year. 

(2) Election to include more than 10 
percent in disqualification year. A 
bank to which this section applies may 
elect to include in income, in its 
disqualification year, any percentage of 
its net section 481(a) adjustment that is 
larger than 10 percent. Any such elec
tion must be made at the time and in 
the manner prescribed by § 1.585-8. If 
a bank makes such an election, the 
bank must include in income the re
mainder, if any, of its net section 
481(a) adjustment in the following 
portions: % of the remainder in the 
bank's first taxable year after its 
disqualification year; Y3 of the re
mainder in its second taxable year after 
its disqualification year; and % of the 
remainder in its third taxable year after 
its disqualification year. For this pur
pose, the remainder of a bank's net 
section 481(a) adjustment is any por
tion of the adjustment that the bank 
does not elect to include in income in 
its disqualification year. 

(3) Net section 481 (a) adjustment. 
For purposes of this section, the 
amount of a bank's net section 481(a) 
adjustment is the amount of the bank's 
reserve for bad debts as of the close of 
the taxable year immediately preceding 
its disqualification year. Since the 
change from the reserve method of 
section 585 is initiated by the taxpayer, 
the amount of the bank's bad debt 
reserve for this purpose is not reduced 
by amounts attributable to taxable years 
beginning before 1954. 

(4) Examples. The following exam
ples illustrate the principles of this 
paragraph (b): 
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Example 1. Bank M is a large bank within the 
meaning of §1.585-5(b). M's disqualification 
year is its taxable year beginning on January I, 
1989, and M maintained a bad debt reserve 
under section 585 for the preceding taxable year. 
Pursuant to § 1.585-5(a), M must change from 
the reserve method of accounting for bad debts 
to the specific charge-off method in its dis
qualification year. M does not elect the cut-off 
method set forth in §1.585-7. Thus, M must 
follow the recapture method set forth in this 
§1.585-6. M's net section 481(a) adjustment, as 
defined in § 1.585-6(b)(3), is $2 million. M does 
not make the election allowed by § 1.585-6(b)(2). 
Pursuant to §1.585-6(b)(l), M must include the 
following amounts in income: $200,000 in 
taxable year 1989; $400,000 in 1990; $600,000 
in 1991; and $800,000 in 1992. 

Example 2. Assume the same facts as in 
Example 1. except that M elects under § 1.585-
6(b)(2) to recapture 55 percent of its net section 
481 (a) adjustment in its disqualification year. 
Pursuant to § 1.585-6(b)(2), M must include the 
following amounts in income: $1,100,000 in 
taxable year 1989; $200,000 in 1990; $300,000 
in 1991; and $400,000 in 1992. 

(c) Effect of disposing of loans-(l) 
In general. Except as provided in 
paragraphs (c)(2) and (c)(3) of this 
section, if a bank to which this section 
applies sells or otherwise disposes of 
any of its outstanding loans on or after 
the first day of its disqualification year, 
the disposition does not affect the 
bank's obligation under this section to 
include in income the amount of its net 
section 481(a) adjustment, and the 
disposition does not affect the amount 
of this adjustment. 

(2) Cessation of banking business
(i) In general. If a bank to which this 
section applies ceases to engage in the 
business of banking before it is other
wise required to include in income the 
full amount of its net section 481 (a) 
adjustment, the bank must include in 
income the remaining amount of the 
adjustment in the taxable year in which 
it ceases to engage in the business of 
banking. For this purpose, and except 
as provided in paragraph (c)(2)(ii) of 
this section, whether a bank ceases to 
engage in the business of banking is 
determined under the principles of 
§1.446-1(e)(3)(ii) and its administrative 
procedures. 

(ii) Transition rule. A bank that 
ceases to engage in the business of 
banking as the result of a transaction to 
which section 381 (a) applies is not 
treated as ceasing to engage in the 
business of banking if, on or before 
March 29, 1994, either the transaction 
occurs or the bank enters into a binding 
written agreement to carry out the 
transaction. 

(3) Certain section 381 transactions. 
This paragraph (c )(3) applies if a bank 
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to which this section applies transfers 
outstanding loans to another corpora
tion on or after the first day of the 
bank's disqualification year (and before 
it has included in income the full 
amount of its net section 481 (a) adjust
ment) in a transaction to which section 
381 (a) applies, and under paragraph 
(c)(2)(i) or (ii) of this section the 
transferor bank is not treated as ceasing 
to engage in the business of banking as 
a result of the transaction. If this 
paragraph (c)(3) applies, the acquiring 
corporation (the acquiror) steps into the 
shoes of the transferor with respect to 
using the recapture method prescribed 
by this section and assumes all of the 
transferor's rights and obligations under 
paragraph (b) of this section. The 
unrecaptured balance of the transferor's 
net section 481 (a) adjustment carries 
over in the transaction to the acquiror, 
and the acquiror must complete the 
four-year recapture procedure begun by 
the transferor. In applying this proce
dure, the transferor's taxable year that 
ends on or includes the date of the 
acquisition and the acquiror's first 
taxable year ending after the date of 
the acquisition represent two consecu
tive taxable years within the four-year 
recapture period. 

(4) Examples. The following exam
ples illustrate the principles of this 
paragraph (c): 

Example 1. Bank P is a bank to which this 
§ 1.585-6 applies. P's disqualification year is its 
taxable year beginning on January 1, 1989, and P 
recaptures 10 percent of its net section 481(a) 
adjustment in that year pursuant to § 1.585-
6(b)(I). In July 1990 P disposes of a portion of 
its loan portfolio in a transaction to which 
section 381(a) does not apply, and P continues to 
engage in the business of banking. Pursuant to 
§ 1.585-6( c)(I), the disposition does not affect 
P's obligation under § 1.585-6(b)(I) to recapture 
the remainder of its net section 481(a) adjust
ment in 1990, 1991 and 1992. Nor does the dis
position affect the amount of the adjustment. 

Example 2. Assume the same facts as in 
Example 1. except that P ceases to engage in the 
business of banking in 1990, as determined under 
the principles of § 1.446-1 (e)(3 )(ii) and its 
administrative procedures. Pursuant to § 1.585-
6(c)(2)(i), in 1990 P must include in income the 
remaining 90 percent of its net section 481(a) 
adjustment. 

Example 3. Assume the same facts as in 
Example 1. except that p's 1990 disposition of 
loans is a transaction to which section 381(a) 
applies, P ceases to engage in the business of 
banking as a result of the transaction, and p's 
taxable year ends on the date of the transaction. 
Thus, in the transaction, P transfers substantially 
all of its loans to an acquiring corporation (Q). Q 
is a calendar year taxpayer. Because the transac
tion occurred before March 29, 1994, the transi
tion rule of § 1.585-6(c)(2)(ii) applies, and P is 

not treated as ceasing to engage in the business 
of banking. Pursuant to § 1.585-6(c)(3), Q steps 
into p's shoes with respect to using the recapture 
method prescribed by § 1.585-6. The unrecap
tured balance of p's net section 481(a) adjust
ment carries over to Q in the section 381(a) 
transaction, and Q must complete the four-year 
recapture procedure begun by P. Pursuant to 
§§ 1.585-6(b) and 1.585-6(c)(3), P includes 20 
percent of its net section 481 (a) adjustment in 
income in its taxable year ending on the date of 
the section 381(a) transaction, and Q includes 30 
percent of the adjustment in income in 1990 and 
40 percent in 1991. 

Example 4. Assume the same facts as in 
Example 3. Assume also that Q becomes a large 
bank under § 1.585-5(b) as a result of the 
transaction and maintained a bad debt reserve 
immediately before the transaction. Q must 
change to the specific charge-off method for all 
of its loans in the first taxable year that it is a 
large bank. Thus, Q not only completes the 
recapture procedure begun by P but also follows 
the rules prescribed by §1.585-6 or §1.585-7 
with respect to its own reserve. 

Example 5. Assume the same facts as in 
Example 3. Assume also that Q is not a large 
bank after the transaction and properly 
establishes a bad debt reserve for the loans it 
receives in the transaction. This establishment of 
the reserve results in a new negative section 
481(a) adjustment. Thus, Q not only completes 
the recapture procedure begun by P but also 
takes into account the new negative adjustment 
as required under section 38l. 

(d) Suspension of recapture by fi
nancially troubled banks-(l) In gen
eral. Except as provided in paragraph 
(d)(2) of this section, a bank that is 
financially troubled (within the mean
ing of paragraph (d)(3) of this section) 
for any taxable year must not include 
any amount in income under para
graphs (a) and (b) of this section for 
that taxable year and must disregard 
that taxable year in applying para
graphs (a) and (b) of this section to 
other taxable years. See paragraph 
(d)(4) of this section for rules on 
determining estimated tax payments of 
financially troubled banks, and see 
paragraph (d)(5) of this section for 
examples illustrating this paragraph (d). 

(2) Election to recapture. A bank 
that is financially troubled (within the 
meaning of paragraph (d)(3) of this 
section) for its disqualification year 
may elect to include in income, in one 
taxable year, any percentage of its net 
section 48l(a) adjustment that is 
greater than 10 percent. This election 
may be made for the bank's dis
qualification year, for the first taxable 
year after the disqualification year in 
which the bank is not financially 
troubled (within the meaning of para
graph (d)(3) of this section), or for any 
intervening taxable year. Any such 
election must be made at the time and 



in the manner prescribed by § 1.585-8. 
A bank that makes this election must 
include an amount in income under 
paragraphs (a) and (b) of this section in 
the year for which the election is made 
(election year) and must not disregard 
this year in applying paragraphs (a) and 
(b) of this section to other taxable 
years. Such a bank must follow the 
rules of paragraph (b)(2) of this section 
in applying paragraph (b) of this 
section to later taxable years, treating 
the election year as the disqualification 
year for purposes of applying para
graph (b)(2) of this section. However, 
if the bank is financially troubled for 
any year after its election year, the 
bank must not include any amount in 
income under paragraphs (a) and (b) of 
this section for the later year and must 
disregard the later year in applying 
paragraphs (a) and (b) of this section to 
other taxable years. 

(3) Definition of financially 
troubled-(i) In general. For purposes 
of this section, a bank is considered 
financially troubled for any taxable 
year if the bank's nonperforming loan 
percentage for that year exceeds 75 
percent. For this purpose, a bank's 
nonperforming loan percentage is the 
percentage determined by dividing the 
sum of the outstanding balances of the 
bank's nonperforming loans (as defined 
in paragraph (d)(3)(iii) of this section) 
as of the close of each quarter of the 
taxable year, by the sum of the 
amounts of the bank's equity (as 
defined in paragraph (d)(3)(iv) of this 
section) as of the close of each such 
quarter. The quarters for a short taxable 
year of at least 3 months are the same 
as those of the bank's annual account
ing period, except that quarters ending 
before or after the short year are 
disregarded. If a taxable year consists 
of less than 3 months, the first or last 
day of the taxable year is treated as the 
last day of its only quarter. In lieu of 
determining its non performing loan 
percentage on the basis of loans and 
equity as of the close of each quarter 
of the taxable year, a bank may, for all 
years, determine this percentage on the 
basis of loans and equity as of the 
close of each report date (as defined in 
§ 1.585-5(c)(2), without regard to 
§1.585-5(c)(2)(i)(B». In the case of a 
bank that is a foreign corporation, all 
nonperforming loans and equity of the 
bank are taken into account, including 
loans and equity that are not effectively 
connected with the conduct of a bank
ing business within the United States. 

(ii) Parent-subsidiary controlled 
groups-(A) In general. If a bank is a 
member of a parent-subsidiary con
trolled group (as defined in § 1.585-
5(d)(2» for the taxable year, the 
nonperforming loans and the equity of 
all members of the bank's financial 
group (as determined under paragraph 
(d)(3)(ii)(B) of this section) are treated 
as the non performing loans and the 
equity of the bank for purposes of 
paragraph (d)(3)(i) of this section. 
However, any equity interest that a 
member of a bank's financial group 
holds in another member of this group 
is not to be counted in determining 
equity. Similarly, any loan that a 
member of a bank's financial group 
makes to another member of the group 
is not to be counted in determining 
nonperforming loans. All banks that are 
members of the same parent-subsidiary 
controlled group must (for all taxable 
years that they are members of this 
group) determine their nonperforming 
loan percentage on the basis of the 
close of each quarter of the taxable 
year, or all must (for all such taxable 
years) determine this percentage on the 
basis of the close of each report date 
(as determined under §1.585-5(c)(2)
(ii), applied without regard to § 1.585-
5( c )(2)(i)(B». 

(B) Financial group-(l) In general. 
All banks that are members of the same 
parent-subsidiary controlled group must 
(for all taxable years that they are 
members of this group) determine their 
financial group under paragraph 
(d)(3)(ii)(B)(2) of this section, or all 
must (for all such taxable years) 
determine their financial group under 
paragraph (d)(3 )(ii)(B )(3) of this 
section. 

(2) Financial institution members of 
parent-subsidiary controlled group. A 
bank's financial group, determined un
der this paragraph (d)(3)(ii)(B)(2), con
sists of all financial institutions within 
the meaning of section 265(b)(5) (and 
comparable foreign financial institu
tions) that are members of the parent
subsidiary controlled group of which 
the bank is a member. 

(3) All members of parent-subsidiary 
controlled group. A bank's financial 
group, determined under this paragraph 
(d)(3)(ii)(B)(3), consists of all members 
of the parent-subsidiary controlled 
group of which the bank is a member. 

(iii) Nonperforming loan-(A) In 
general. For purposes of this section, a 
nonperforming loan is any loan (as 
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defined in paragraph (d)(3)(iii)(B) of 
this section) that is considered to be 
nonperforming by the holder's primary 
Federal regulatory agency. Nonper
forming loans include the following 
types of loans as defined by the 
Federal Financial Institutions Examina
tion Council: loans that are past due 90 
days or more and still accruing; loans 
that are in non accrual status; and loans 
that are restructured troubled debt. A 
loan is not considered to be nonper
forming merely because it is past due, 
if it is past due less than 90 days. The 
outstanding balances of nonperforming 
loans are determined on the basis of 
amounts that are required to be re
ported to the holder's primary Federal 
regulatory agency. For purposes of this 
paragraph (d)(3)(iii)(A), a holder that 
does not have a Federal regulatory 
agency is treated as Federally regulated 
under the standards prescribed by the 
Federal Financial Institutions Examina
tion Council. 

(B) Loan. For purposes of paragraph 
(d)(3)(iii)(A) of this section, a loan is 
any extension of credit that is defined 
and treated as a loan under the 
standards prescribed by the Federal 
Financial Institutions Examination 
Council. (Accordingly, a troubled debt 
restructuring that is in substance a 
foreclosure or repossession is not con
sidered a loan.) In addition, a debt 
evidenced by a security issued by a 
foreign government is treated as a loan 
if the security is issued as an integral 
part of a restructuring of one or more 
troubled loans to the foreign govern
ment (or an agency or instrumentality 
thereof). Similarly, a deposit with the 
central bank of a foreign country is 
treated as a loan if the deposit is made 
under a deposit facility agreement that 
is entered into as an integral part of a 
restructuring of one or more troubled 
loans to the foreign country's govern
ment (or an agency or instrumentality 
thereof). 

(iv) Equity. For purposes of this 
section, the equity of a bank or other 
financial institution is its equity (i.e., 
assets minus liabilities) as required to 
be reported to the institution's primary 
Federal regulatory agency (or, if the 
institution does not have a Federal 
regulatory agency, as required under 
the standards prescribed by the Federal 
Financial Institutions Examination 
Council). The balance in a reserve for 
bad debts is not treated as equity. 

(4) Estimated tax payments of finan
cially troubled banks. For purposes of 
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applying section 6655(e)(2)(A)(i) with 
respect to any installment of estimated 
tax, a bank that is financially troubled 
as of the due date of the installment is 
treated as if no amount will be in
cluded in income under paragraphs (a) 
and (b) of this section for the taxable 
year. For this purpose, a bank is 
considered financially troubled as of 
the due date of an installment of 
estimated tax only if its nonperforming 
loan percentage (computed under para
graph (d)(3) of this section) would 
exceed 75 percent for a short taxable 
year ending on that date. For purposes 
of computing this nonperforming loan 
percentage, the ending of such a short 
taxable year would not cause the last 
day of that year to be treated as the last 
day of a quarter of the taxable year. 

(5) Examples. The following exam
ples illustrate the principles of this 
paragraph (d): 

Example 1. Bank R is a bank to which this 
§ 1.585-6 applies. R' s disqualification year is its 
taxable year beginning on January I, 1987. R is 
not financially troubled (within the meaning of 
§1.585-6(d)(3» for taxable year 1987 or for any 
taxable year after 1989, but it is financially 
troubled for taxable years 1988 and 1989. Since 
R is not financially troubled for its disqualifica
tion year, R must include an amount in income 
under § 1.585-6(a) and (b) for that year (taxable 
year 1987). R may make the election allowed by 
§1.585-6(b)(2) for that year. Since R is finan
cially troubled for taxable years 1988 and 1989, 
pursuant to §1.585-6(d)(l) R does not include 
any amount in income under § 1.585-6(a) and (b) 
for these years, and it treats taxable years 1990, 
1991 and 1992 as the first, second and third 
taxable years after its disqualification year for 
purposes of applying §1.585-6(a) and (b). 

Example 2. Assume the same facts as in 
Example 1, except that R is financially troubled 
for taxable year 1987 (its disqualification year). 
R may make the election allowed by §1.585-
6(d)(2) for 1987 (the disqualification year), for 
1990 (the first year after the disqualification year 
in which R is not financially troubled), or for 
1988 or 1989 (the intervening years). R elects to 
include 60 percent of its net section 48l(a) 
adjustment in income in 1987. Thus, the 
remainder of the adjustment, for purposes of 
applying the rules of § 1.585-6(b)(2), is 40 
percent. R must include in income 2/9 of the 
remainder in 1990, '/3 of the remainder in 1991. 
and % of the remainder in 1992. 

Example 3. Bank S, which is not a member of 
a parent-subsidiary controlled group. is a bank to 
which this § 1.585-6 applies. S' s disqualification 
year is its taxable year beginning on January 1, 
1987. S determines its non performing loan 
percentage under § 1.585-6(d)(3) on a quarterly 
basis. S is not financially troubled for taxable 
year 1987 and includes iO percent of its net 
section 481(a) adjustment in income in that year. 
S's outstanding balance of nonperforming loans 
(as defined in § 1.585-6(d)(3 )(iii)) is $80 million 
on March 31. 1988; $68 million on June 30. 
1988; and $59 million on September 30, 1988. 
The amount of S's equity (as defined in §1.585-
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6(d)(3)(iv)) is $100 million on each of these 
three dates. Thus. S's nonperforming loan 
percentage, computed under § 1.585-6(d)(3), 
would be 80 percent (80/JOO) for a short taxable 
year ending on April 15 or June 15, 74 percent 
[(80+68) -;- 200] for a short taxable year ending 
on September 15. and 69 percent [(80+68+59) -;-
300] for a short taxable year ending on 
December IS. Since S's nonperforming loan 
percentage for a short taxable year ending on 
April 15 or June IS would exceed 75 percent, 
pursuant to § 1.585-6(d)(4) S is considered 
financially troubled as of these dates. Thus, S is 
treated as if no amount will be included in 
income under §1.585-6(a) and (b) for the year 
for purposes of applying section 6655(e)(2)(A)(i) 
with respect to the installments of estimated tax 
that are due on April IS, 1988, and June 15, 
1988. However. since S's nonperforming loan 
percentage for a short taxable year ending on 
September IS or December IS would not exceed 
75 percent. S is not considered financially 
troubled as of these dates. Thus, S is treated as if 
20 percent of its net section 481(a) adjustment 
will be included in income under § 1.585-6(a) 
and (b) for the year for purposes of applying 
section 6655(e)(2)(A)(i) with respect to the 
installments of estimated tax that are due on 
September 15, 1988, and December IS, 1988. 

§1.585-7 Elective cut-off method of 
changing from the reserve method of 
section 585. 

(a) General rule. Any large bank (as 
defined in § 1.585-5(b)) that maintained 
a reserve for bad debts under section 
585 for the taxable year immediately 
preceding its disqualification year (as 
defined in § 1.585-5(d)(l)) may elect to 
use the cut-off method set forth in this 
section. Any such election must be 
made at the time and in the manner 
prescribed by § 1.585-8. If a bank 
makes this election, the bank must 
maintain its bad debt reserve for its 
pre-disqualification loans, as prescribed 
in paragraph (b) of this section, and the 
bank must include in income any 
excess balance in this reserve, as 
required by paragraph (c) of this 
section. The bank may not deduct, for 
its disqualification year or any subse
quent taxable year, any amount allowed 
under section 166(a) for pre
disqualification loans (as defined in 
paragraph (b )(2) of this section) that 
become worthless in whole or in part, 
except as allowed by paragraph (b)(1) 
of this section. However, except as 
provided in paragraph (d)(3) of this 
section, the bank may deduct, for its 
disqualification year or any subsequent 
taxable year, amounts allowed under 
section 166(a) for loans that the bank 
originates or acquires on or after the 
first day of its disqualification year and 
that become worthless in whole or in 
part. If a bank makes the election 

allowed by this paragraph (a), its 
change to the specific charge-Off 
method of accounting for bad debts in 
its disqualification year does not give 
rise to a section 481(a) adjustment. 

(b) Maintaining reserve for pre
disqualification loans-(l) In general. 
A bank that makes the election allowed 
by paragraph (a) of this section must 
maintain its bad debt reserve for its 
pre-disqualification loans (as defined in 
paragraph (b)(2) of this section). Ex
cept as provided in paragraph (d)(3) of 
this section, the bank must charge 
against the reserve the amount of any 
losses resulting from these loans (in
cluding losses resulting from the sale 
or other disposition of these loans), and 
the bank must add to the reserve the 
amount of recoveries with respect to 
these loans. In general, the reserve 
must be maintained in the manner 
provided by former section 166( c) of 
the Internal Revenue Code and the 
regulations thereunder. However, after 
the balance in the reserve is reduced to 
zero, the bank is to account for any 
losses and recoveries with respect to 
outstanding pre-disqualification loans 
under the specific charge-off method of 
accounting for bad debts, as if the bank 
always had accounted for these loans 
under this method. 

(2) Definition of pre-disqualification 
loans. For purposes of this section, a 
pre-disqualification loan of a bank is 
any loan that the bank held on the last 
day of its taxable year immediately 
preceding its disqualification year (as 
defined in §1585-5(d)(l». If the 
amount of a pre-disqualification loan is 
increased during or after the dis
qualification year, the amount of the 
increase is not treated as a pre
disqualification loan. 

(c) Amount to be included in income 
when reserve balance exceeds loan 
balance. If, as of the close of any 
taxable year, the balance in a bank's 
reserve that is maintained under para
graph (b) of this section exceeds the 
balance of the bank's outstanding pre
disqualification loans, the bank must 
include in income the amount of the 
excess for the taxable year. The bal
ance in the reserve is then reduced by 
the amount of this excess. See para
graph (d) of this section for rules on 
the application of this paragraph (c) 
when a bank disposes of loans. 

(d) Effect of disposing of loans-(l) 
In general. Except as provided in 
paragraphs (d)(2) and (d)(3) of this 



section, if a bank that makes the 
election allowed by paragraph (a) of 
this section sells or otherwise disposes 
of any of its outstanding pre
disqualification loans, the bank is to 
reduce the balance of its outstanding 
pre-disqualification loans by the 
amount of the loans disposed of, for 
purposes of applying paragraph (c) of 
this section. 

(2) Section 381 transactions. If a 
bank that makes the election allowed 
by paragraph (a) of this section trans
fers outstanding pre-disqualification 
loans to another corporation in a 
transaction to which section 381(a) 
applies, the acquiring corporation (the 
acquiror) must follow the rules of 
paragraph (d)(2)(i) or (ii) of this 
section. 

(i) Acquiror completes cut-off 
method of change. Except as provided 
in paragraph (d)(2)(ii) of this section, 
the acquiror steps into the shoes of the 
transferor in the section 381(a) transac
tion with respect to using the cut-off 
method of change. Thus, the trans
feror's bad debt reserve immediately 
before the section 381(a) transaction 
carries over to the acquiror, and the 
acquiror must complete the cut-off 
method begun by the transferor. For 
purposes of completing the transferor's 
cut-off method, the acquiror's balance 
of outstanding pre-disqualification 
loans immediately after the section 
381(a) transaction is the balance of 
these loans that it receives in the 
transaction, and the acquiror assumes 
all of the transferor's rights and obliga
tions under this section. 

(ii) Acquiror uses reserve method. If 
the acquiror is not a large bank (within 
the meaning of § 1.585-5(b)) imme
diately after the section 381(a) transac
tion and uses a reserve method of 
accounting for bad debts attributable to 
the pre-disqualification loans (and any 
other loans) received in the transaction, 
the acquiror does not step into the 
shoes of the transferor with respect to 
using the cut-off method of change. 
The transferor's bad debt reserve im
mediately before the section 381(a) 
transaction carries over to the acquiror, 
but the acquiror does not continue the 
cut-off method begun by the transferor. 
If the six-year moving average amount 
(as defined in § 1.585-2( c)( l)(ii)) for all 
of the loans received in the transaction 
exceeds the balance of the reserve that 
carries over to the acquiror, the ac
quiror increases this balance by the 

amount of the excess. Any such in
crease in the reserve results in a 
negative section 481(a) adjustment that 
is taken into account as required under 
section 381. 

(3) Dispositions intended to change 
the status of pre-disqualification loans. 
This paragraph (d)(3) applies if a bank 
that makes the election allowed by 
paragraph (a) of this section sells, 
exchanges, or otherwise disposes of a 
significant amount of its pre
disqualification loans (as defined in 
paragraph (b)(2) of this section) and a 
principal purpose of the transaction is 
to avoid the provisions of this section 
by increasing the amount of loans for 
which deductions are allowable under 
the specific charge-off method. If this 
paragraph (d)(3) applies, the District 
Director may disregard the disposition 
for purposes of paragraphs (b)(1) and 
(d)(1) of this section or treat the 
replacement loans as pre-disqualifi
cation loans. If loans are so treated as 
pre-disqualification loans, no deduc
tions are allowable under the specific 
charge-off method for the loans, except 
as provided in paragraph (b)(1) of this 
section, and the disposition that causes 
the loans to be so treated may be 
disregarded for purposes of paragraphs 
(b)(1) and (d)(1) of this section. If a 
bank sells pre-disqualification loans 
and uses the proceeds of the sale to 
originate new loans, this paragraph 
(d)(3) does not apply to the transaction. 

(e) Examples. The following exam
ples illustrate the principles of this 
section: 

Example 1. Bank M is a bank that properly 
elects to use the cut-off method set forth in this 
§1.585-7. M's disqualification year is its taxable 
year beginning on January I, 1987. On Decem
ber 31, 1986, M had outstanding loans of $700 
million (pre-disqualification loans). and the bal
ance in its bad debt reserve was $ \0 million. M 
must maintain its reserve for its pre
disqualification loans in accordance with § 1.585-
7(b). and it may not deduct any addition to this 
reserve for taxable year 1987 or any later year. 
For these years, M may deduct amounts allowed 
under section 166(a) for loans that it originates 
or acquires after December 3 \, 1986, and that 
become worthless in whole or in part. 

Example 2. Assume the same facts as in 
Example 1. Also assume that in 1987 M collects 
$150 million of its pre-disqualification loans, M 
determines that $2 million of its pre
disqualification loans are worthless, and M 
recovers $1 million of pre-disqualification loans 
that it had previously charged against the reserve 
as worthless. On December 31, 1987, the balance 
in M's bad debt reserve is $9 million ($\0 
million - $2 million + $1 million), and the 
balance of its outstanding pre-disqualification 
loans is $548 million ($700 million - $150 
million - $2 million). 
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Example 3. Assume the same facts as in 
Examples J and 2. Also assume that on 
December 31, 1990, the balance in M's bad debt 
reserve is $5 million and the balance of its 
outstanding pre-disqualification loans is $25 
million. In 1991 M collects $21 million of its 
outstanding pre-disqualification loans and deter
mines that $1 million of its outstanding pre
disqualification loans are worthless. Thus, on 
December 31, 1991, the balance in M's bad debt 
reserve is $4 million ($5 million - $1 million), 
and the balance of its outstanding pre-dis
qualification loans is $3 million ($25 million -
$21 million - $1 million). Accordingly, M must 
include $1 million ($4 million - $3 million) in 
income in taxable year 1991. pursuant to §1.585-
7(c). On January 1. 1992, the balance in M's 
reserve is $3 million ($4 million - $1 million). 

Example 4. Assume the same facts as in 
Examples 1 through 3. Also assume that in 1992 
M transfers substantially all of its assets to 
another corporation (N) in a transaction to which 
section 381(a) applies, and N is treated as a large 
bank under § 1.585-5(b )(2) for taxable years 
ending after the date of the transaction. Pursuant 
to §1.585-7(d)(2)(i), N steps into M's shoes with 
respect to using the cut-off method. M's bad debt 
reserve immediately before the section 381(a) 
transaction carries over to N, and N must 
complete the cut-off procedure begun by M. For 
this purpose, N's balance of outstanding pre
disqualification loans immediately after the sec
tion 381(a) transaction is the balance of these 
loans that it receives from M. 

Example 5. Assume the same facts as in 
Examples 1 through 4, except that N is not 
treated as a large bank after the section 381 (a) 
transaction. Also assume that N uses the reserve 
method of section 585 and plans to use this 
method for all of the loans it acquires from M 
(including loans that were not pre
disqualification loans). Pursuant to § 1.585-
7(d)(2)(ii), M's bad debt reserve immediately 
before the section 381 (a) transaction carries over 
to N in the transaction; however, N does not 
continue the cut-off procedure begun by M and 
does not treat any loan as a pre-disqualification 
loan. If the six-year moving average amount (as 
defined in §1.585-2(c)(l)(ii) for all of N's 
newly acquired loans exceeds the balance of the 
reserve that carries over to N, N increases this 
balance by the amount of the excess. Any such 
increase in the reserve results in a negative 
section 481 (a) adjustment that is taken into 
account as required under section 381. 

§1.585-8 Rules for making and 
revoking elections under §§1.585-6 
and 1.585-7. 

(a) Time of making elections-(1) In 
general. Any election under § 1.585-6-
(b)(2), §1.585-6(d)(2) or §1.585-7(a) 
must be made on or before the later 
of-

(i) February 28, 1994; or 

(ii) The due date (taking extensions 
into account) of the electing bank's 
original tax return for its disqualifica
tion year (as defined in §1.585-5(d)(l)) 
or, for elections under §1.585-6(d)(2), 
the year for which the election is made. 
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(2) No extension of time for pay
ment. Payments of tax due must be 
made in accordance with chapter 62 of 
the Internal Revenue Code. However, if 
an election under §1.585-6(b)(2), 
§1.585-6(d)(2) or §1.585-7(a) is made 
or revoked on or before February 28, 
1994, and the making or revoking of 
the election results in an underpayment 

to its tax return or amended return for 
that year, and the return is filed before 
December 29, 1993. 

of estimated tax (within the meaning of 
section 6655(a» with respect to an 
installment of estimated tax due on or 
before the date the election was so 
made or revoked, no addition to tax 
will be imposed under section 6655(a) 
with respect to the amount of the 
underpayment attributable to the mak
ing or revoking of the election. 

(c) Revocation of elections-(1) On 
or before final date for making elec
tion. An election under § 1.585-6(b)(2), 
§1.585-6(d)(2) or §1.585-7(a) may be 
revoked without the consent of the 
Commissioner on or before the final 
date prescribed by paragraph (a)(1) of 
this section for making the election. To 
do so, the bank that made the election 
must file an amended tax return for its 
disqualification year (or, for elections 
under §1.585-6(d)(2), the year for 
which the election was made) and 
attach a statement that-

(b) Manner of making elections-(l) 
In general. Except as provided in para
graph (b)(2) of this section, an electing 
bank must make any election under 
§1.585-6(b)(2), §1.585-6(d)(2) or 
§1.585-7(a) by attaching a statement to 
its tax return (or amended return) for 
its disqualification year or, for elections 
under §1.585-6(d)(2), the year for 
which the election is made. This state
ment must contain the following 
information: 

(i) The name, address and taxpayer 
identification number of the electing 
bank; 

(ii) The nature of the election being 
made (i.e., whether the election is to 
include in income more than 10 percent 
of the bank's net section 481(a) adjust
ment under §1.585-6(b)(2) or (d)(2) or 
to use the cut-off method under 
§ 1.585-7); and 

(iii) If the election is under § 1.585-
6(b)(2) or (d)(2), the percentage being 
elected. 

(2) Certain tax returns filed before 
December 29, 1993. A bank is deemed 
to have made an election under 
§1.585-6(b)(2) or (d)(2) if the bank 
evidences its intent to make an election 
under section 585(c)(3)(A)(iii)(I) or 
section 585(c)(3)(B)(ii) for its dis
qualification year (or, for elections 
under § 1.585-6( d)(2), the election 
year), by designating a specific recap
ture amount on its tax return or 
amended return for that year (or at
taching a statement in accordance with 
§301.9100-7T(a)(3)(i) of this chapter), 
and the return is filed before December 
29, 1993. A bank is deemed to have 
made an election under § 1.585-7(a) if 
the bank evidences its intent to make 
an election under section 585( c)( 4) for 
its disqualification year by attaching a 
statement in accordance with 
§301.9100-7T(a)(3)(i) of this chapter 
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(i) Includes the bank's name, ad
dress and taxpayer identification 
number; 

(ii) Identifies and withdraws the pre
vious election; and 

(iii) If the bank is making a new 
election under § 1.585-6(b )(2), § 1.585-
6(d)(2) or §1.585-7(a), contains the 
information described in paragraphs 
(b)(I)(ii) and (b)(l)(iii) of this section. 

(2) After final date for making elec
tion. An election under § 1.585-6(b )(2), 
§1.585-6(d)(2) or §1.585-7(a) may be 
revoked only with the consent of the 
Commissioner after the final date pre
scribed by paragraph (a)(l) of this 
section for making the election. The 
Commissioner will grant this consent 
only in extraordinary circumstances. 

(d) Elections by banks that are 
members of parent-subsidiary con
trolled groups. In the case of a bank 
that is a member of a parent-subsidiary 
controlled group (as defined in § 1.585-
5(d)(2», any election under § 1.585-
6(b)(2), §1.585-6(d)(2) or §1.585-7(a) 
with respect to the bank is to be made 
separately by the bank. An election 
made by one member of such a group 
is not binding on any other member of 
the group. 

(e) Elections made or revoked by 
amended return on or before February 
28, 1994. This paragraph (e) applies to 
any election that a bank seeks to make 
under paragraph (b) of this section, or 
revoke under paragraph (c) of this 
section, by means of an amended return 
that is filed on or before February 28, 
1994. To make or revoke an election to 
which this paragraph (e) applies, a 
bank must file (before expiration of 
each applicable period of limitations 
under section 6501) this amended 
return and amended returns for all 
taxable years after the taxable year for 
which the election is made or revoked 

by amended return, to any extent 
necessary to report the bank's tax 
liability in a manner consistent with the 
making or revoking of the election by 
amended return. 

PART 301-PROCEDURE AND 
ADMINISTRA TION 

Par. 6. The authority citation for part 
301 is amended by removing the first 
entry for "Section 301.9100-7T" and 
adding an entry to read as follows: 

Authority: 26 U.S.C. 7805 *** Sec
tion 301. 9100-7T also issued under 26 
U.S.C. 42(f)(l), 42(g)(l), 42(i)(2), 
42(j)(5), 48(b)(2), 56(f)(3)(B), 83(c)(3), 
141(b)(9), 142(d)(l), 142(d)(4)(B), 
143(k)(9)(D)(iii), 145(d), 147(b)(4)(A), 
165(1)(1), 168(b)(5), 168(f)(1), 168(g)
(7), 168(h)(6)(F)(ii), 216(b)(3), 263(i), 
263A(d)(3), 382(l)(5)(H), 448(d)(4), 
453C(b)(2)(B), 453C(e)(4), 468B, 469-
(j)(9), 474, 616(d), 617(h), 1059(c)(4), 
2632(b)(3), 2652(a)(3), 3121(w)(2), 
4982(e)(4), and 7701(b). *** 

Par. 7. Section 301.9100-7T IS 

amended as follows: 
1. The table in paragraph (a)(l) is 

amended by removing the two entries 
for "901 (a)". 

2. The table in paragraph (a)(4)(ii) is 
amended by removing the entry for 
"901 (a)". 

PART 602-0MB CONTROL 
NUMBER UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 8. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 
Par. 9. Section 602.101(c) is 

amended by adding the following entry 
to the table: 

§602.101 OMB Control Numbers. 

* * * * * * 
(c) *** 

CFR part or section Current OMB 
where identified control number 
and described 

* * * * * * 
1.585-8 ................ 1545-1290 

* * * * * * 



Philip Brand, 
Acting Commissioner of 

Internal Revenue. 

Approved December 16, 1993. 

Samuel Y. Sessions, 
Acting Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
December 28, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
Decemer 29, 1993, 58 F.R. 68753 as corrected 
by 59 F.R. 4583) 

Subchapter J.-Estates, Trusts, Beneficiaries, and 
Decedents 
Part I.-Estates, Trusts, and Beneficiaries 
Subpart A.-General Rules for Taxation of Estates 
and Trusts 

Section 642.-Special Rules for 
Credits and Deductions 

26 CFR 1.642(c)-6: Valuation of a remainder 
interest in property transferred to a pooled 
income fund. 
(Also Sections 170, 2055, 2522; 1.170A-6, 
20.2055-2, 25.2522(c)-3.) 

Valuation of a remainder interest in 
property transferred to a new pooled 
income fund under section 642(c)(5). 
A cumulative list of the deemed rates 
of return computed under section 7520 
of the Code is provided for transfers to 

new pooled income funds that have 
been in existence for less than 3 
taxable years. 

Rev. Rul. 94-41 

This revenue ruling provides a 
cumulative list of the deemed rates of 
return computed under § 7520 of the 
Internal Revenue Code for pooled 
income funds (PIFs) described in 
§ 642(c)(5) that have been in existence 
for less than 3 taxable years imme
diately preceding the taxable year in 
which a transfer is made to the PIF. 

Section 5031 of the Technical and 
Miscellaneous Revenue Act of 1988, 
1988-3 C.B. 9, 328, enacted § 7520, 
which, for income, estate, gift, and 
generation-skipping transfer tax pur
poses, revised the method for valuing 
annuities, interests for life or terms of 
years, and remainder or reversionary 
interests created after April 30, 1989. 
Under § 7520, the value of those 
interests is determined by using an 
interest rate (rounded to the nearest 
2!10ths of 1 percent) equal to 120 
percent of the applicable federal mid
term rate under § 1274(d)(1) for the 
month in which the valuation date falls 
and life contingencies in mortality 
tables prescribed in the regulations. 

Section 1.642( c )-6( e )(2) of the In
come Tax Regulations provides that the 
present value of an income interest in 
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property transferred to a PIF is com
puted on the basis of life contingencies 
prescribed under § 20.2031-7(d)(6) of 
the Estate Tax Regulations and an 
interest rate equal to the highest yearly 
rate of return of the PIF for the 3 
taxable years immediately preceding 
the taxable year in which the transfer 
to the PIF is made. A deemed rate of 
return must be used for any transfer to 
a new PIF until the PIF has been in 
existence for 3 taxable years and can 
compute its highest rate of return for 
the 3 taxable years immediately preced
ing the taxable year in which the 
transfer to the PIF is made. See 
§ 1.642(c)-6(e)(2)(ii). 

In the case of a transfer to a new PIF 
after November 30, 1983, and before 
May 1, 1989, the deemed rate of return 
is 9 percent. If a transfer is made to a 
new PIF after April 30, 1989, the 
deemed rate of return is the interest 
rate (rounded to the nearest 2/10ths of 
1 percent) that is 1 percent less than 
the highest annual average of the 
monthly § 7520 rates for the 3 calendar 
years immediately preceding the calen
dar year in which the transfer to the 
PIF is made. 

Table 1 illustrates how the deemed 
rate of return for transfers to new PIFs 
in 1994 is computed. Table 2 lists the 
rates for transfers to new PIFs in 1994 
and the rates for transfers to new PIFs 
in each of the past 5 calendar years. 
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MONTH 

Rev. Rul. 94-41 Table 1 

Computation of Deemed Rate of Return for 
Transfers to New Pooled Income Funds in 1994 

The interest rates for each month in the three columns 
below are the rates prescribed by § 7520 for those months. 

January ..................................................................... . 
February .................................................................... . 
March ...................................................................... . 
April ....................................................................... . 
May ....................................................................... . 
June ....................................................................... . 
JUly ........................................................................ . 
August ..................................................................... . 
September .................................................................. . 
October .................................................................... . 
November .................................................................. . 
December. .................................................................. . 

Average rate for the year (annual total divided by 12) 
Average rate for the year (rounded to the nearest two-tenths of a percent) 
Rounded average rate for the year less 1.0 percent 

Totals 

1991 

9.8 
9.6 
9.4 
9.6 
9.6 
9.6 
9.6 
9.8 
9.6 
9.0 
8.6 
8.6 

112.8 

9.4 
9.4 
8.4 

YEAR 

1992 1993 

8.2 7.6 
7.6 7.6 
8.0 7.0 
8.4 6.6 
8.6 6.6 
8.4 6.4 
8.2 6.6 
7.8 6.4 
7.2 6.4 
7.0 6.0 
6.8 6.0 
7.4 6.2 

93.6 79.4 

7.8 6.62 
7.8 6.6 
6.8 5.6 

Highest rate for the 3 years immediately preceding 1994............................................. 8.4 

Deemed rate of return for transfers to new pooled income funds in 1994.............................. 8.4 

Rev. Rul. 94-41 Table 2 

Deemed Rates of Return for Transfers to New Pooled Income Funds 

Time of Transfer Deemed Rate of Return 

1989 (Jan. - Apr.) .................................................................... 9.0 
1989 (May - Dec.) ................................................................... 9.4 
1990 ................................................................................ 9.8 
1991 ................................................................................ 9.8 
1992 ................................................................................ 9.8 
1993 ................................................................................ 9.4 
1994 ................................................................................ 8.4 
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Subchapter K.-Partners and Partnerships 

Part I.-Determination of Tax Liability 

Section 702.-lncome and Credits of 
Partner 

26 CFR 1.702-1: Income and credits of 
partner. 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Section 704.-Partner's Distributive 
Share 

26 CFR 1.704-1: Partner's distributive share. 

T.D. 8500 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Allocations Reflecting Built-in Gain 
or Loss on Property Contributed to a 
Partnership 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final regulations under section 704 of 
the Internal Revenue Code relating to 
allocations with respect to property 
contributed by a partner to a part
nership. Changes to the applicable law 
were made by the Tax Reform Act of 
1984 (the 1984 Act) and the Revenue 
Reconciliation Act of 1989 (the 1989 
Act). The final regulations affect part
nerships and their partners and are 
necessary to provide guidance needed 
to comply with the applicable tax law. 

EFFECTIVE DATE: These regulations 
are effective December 21, 1993. 

SUPPLEMENTARY INFORMATION: 

Introduction 

This document adds §1.704-3 to the 
Income Tax Regulations (26 CFR part 

I) under sections 704(c)(1)(A) and 
704(c)(3), and revises existing 
§§ 1.704-1(b )(1)(vi), 1.704-1(b )(2)(iv), 
and 1.704-1 (c). The IRS and Treasury 
are also contemporaneously issuing 
temporary regulations that address is
sues reserved in the final regulations. 

Background 

On December 24, 1992, the IRS 
published in the Federal Register a 
notice of proposed rulemaking (57 FR 
61345 [PS-164-84, 1993-1 C.B. 857]) 
amending the Income Tax Regulations 
(26 CFR part 1) under section 704. 
These amendments were proposed to 
implement section 704( c) as amended 
by the 1984 Act and the 1989 Act. The 
notice provided rules relating to alloca
tions reflecting built-in gain or loss on 
property contributed to a partnership. 
Comments responding to the notice 
were received, and a public hearing 
was held on April 16, 1993. After 
considering the comments and the 
statements made at the hearing, the IRS 
and Treasury adopt the proposed reg
ulations as revised by this Treasury 
decision. 

Explanation of Provisions 

General principles and approach 

The final regulations generally adopt 
the provisions of the proposed regula
tions with respect to property contrib
uted with built-in gain or loss. Accord
ingly, under the final regulations, if a 
partner contributes property to a part
nership, the partnership can use any 
reasonable method of making alloca
tions so that the contributing partner 
receives the tax burdens and benefits of 
any built-in gain or loss. 

The final regulations specifically de
scribe two reasonable methods of mak
ing allocations under section 704(c). 
These are the traditional method and 
the traditional method with curative 
allocations. The remedial allocation 
method is a third reasonable method 
that is permissible under the temporary 
regulations that are being issued in 
conjunction with these final regula
tions. In addition to these described 
methods, other reasonable allocation 
methods meeting the requirements of 
section 704(c) are also acceptable. 
Section l. 704-3( e) contains special 
rules and exceptions. 

The final regulations allow a part
nership to use different reasonable 
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allocation methods with respect to 
different items of section 704(c) prop
erty. However, the allocation method 
used for an item of section 704( c) 
property must be consistently applied 
to that item of property by both the 
partnership and the partners from year 
to year. In addition, the overall method 
or combination of methods used by the 
partnership must be reasonable under 
the facts and circumstances. In exercis
ing its authority under § 1. 704-3 to 
make adjustments if a partnership's 
allocation method is not reasonable, the 
IRS can make adjustments regardless 
of the provisions contained in the 
partnership agreement. 

The final regulations also provide 
special rules and exceptions that have 
been revised from those contained in 
the proposed regulations. These rules 
and exceptions apply regardless of the 
allocation method chosen by the part
nership and include a de minimis rule 
for small disparities and an aggregation 
rule for certain property. 

Additional reasonable methods 

Comments were received requesting 
additional reasonable methods. Several 
comments requested that the "un
divided interests method" contained in 
section 704(c)(3) prior to amendment 
by the 1984 Act be included specifi
cally as a reasonable method. Under 
the undivided interests method, alloca
tions of depreciation, depletion, or gain 
or loss with respect to undivided 
interests in property contributed to a 
partnership were determined as though 
the undivided interests had not been 
contributed to the partnership. After 
consideration, the IRS and Treasury 
have decided not to add the undivided 
interests method as a specific reason
able method described in the final 
regulations because it appears to be of 
very limited application. However, the 
use of this method in appropriate 
situations may be reasonable. 

The comments also suggested includ
ing as a specifically described reason
able method an allocation method used 
in the oil and gas industry. Under this 
method, each partner is, in essence, 
allocated all of the depreciation or 
depletion from each item of property 
the partner contributes to the part
nership (or from property purchased 
with cash contributed by that partner). 
Upon disposition of the contributed 
property, remaining built-in gain or 
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loss is allocated to the contributing 
partner, and any additional gain or loss 
is allocated according to the partnership 
agreement. The IRS and Treasury have 
also decided not to add this method as 
a specific reasonable method described 
in the final regulations because, al
though it may be common in the oil 
and gas industry, it does not appear to 
be a generally applicable method. How
ever, the use of this method in 
appropriate situations may be reason
able. The IRS is considering issuing 
further guidance on this method. 

One comment suggested that the 
final regulations adopt as a safe harbor 
the use of the traditional method with a 
curative allocation of gain upon sale of 
the property. Under this approach, the 
anti-abuse rule would not apply to 
allocations following the safe harbor. 
Another comment suggested that the 
anti-abuse rule be deleted and that a 
curative allocation upon sale of the 
property be mandatory. Both of these 
suggestions would have required excep
tions to the anti-abuse rule. The IRS 
and Treasury believe it is appropriate 
to require that all allocation methods 
satisfy the anti-abuse rule. Otherwise, 
the regulations might be interpreted as 
sanctioning allocation methods under
taken with a view to reducing substan
tially the present value of the partners' 
aggregate tax liability. Section 1.704-
3(b)(2) Example 2 describes the use of 
the traditional method with a curative 
allocation of gain upon sale that is 
reasonable under the facts of that 
example. 

Sections 743 and 751 

The final regulations provide that a 
partnership making adjustments under 
§1.743-1(b) or 1.751-1(a)(2) must ac
count for section 704( c) property in 
accordance with the principles of these 
regulations. The IRS will conform 
§§1.743-1(b) and 1.751-1(a)(2) to in
corporate the changes to section 704(c) 
made in the 1984 Act and the 1989 Act 
as well as these regulations. 

Transfers of partnership interests 

The final regulations make explicit, 
In response to a comment, that if a 
contributing partner transfers the part
nership interest, the remaining built-in 
gain or loss is allocated to the trans
feree partner. 
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Transfer of property under 
section 351 

If a partnership transfers an item of 
section 704(c) property together with 
other property to a corporation under 
section 351, in order to preserve that 
item's built-in gain or loss, the basis in 
the stock received in exchange for the 
section 704( c) property is determined 
as if each item of section 704( c) 
property had been the only property 
transferred to the corporation by the 
partnership. 

The anti-abuse rule 

Comments requested clarification on 
the standard the IRS will apply in 
administering the anti-abuse rule. The 
final regulations provide an anti-abuse 
rule that has been revised to respond to 
concerns raised in comments and to 
target more specifically abusive trans
actions. The rule applies to all methods 
of making section 704(c) allocations, 
including the methods described in the 
final and temporary regulations. Under 
the rule, an allocation method (or 
combination of methods) is not reason
able if the contribution (or other 
relevant event) and the allocations with 
respect to the property are made with a 
view to shifting the tax consequences 
of built-in gain or loss among the 
partners in a manner that substantially 
reduces the present value of the part
ners' aggregate tax liability. Thus, the 
final regulations make clear that time
value-of-money concepts are relevant. 
In addition, the example of abusive 
curative allocations in the proposed 
regulations (proposed § 1. 704-3 ( c)( 4) 
Example 2, which is Example 3 in the 
final regulations) has been clarified to 
illustrate these governing principles. 

Some comments raised the concern 
that the IRS would use the anti-abuse 
rule to place taxpayers on the deferred 
sale method. To address this concern, 
the temporary regulations that describe 
the remedial allocation method (the 
revised deferred sale method) provide 
that in exercising its authority to make 
adjustments if a partnership'S allocation 
method is not reasonable, the IRS will 
not require a partnership to use the 
remedial allocation method. 

Curative allocations 

The final regulations provide that 
curative allocations are reasonable only 

if they conform to certain limitations. 
For example, they may not exceed the 
amount necessary to offset the effect of 
the ceiling rule. In addition, the period 
over which the allocations are made is 
a factor in determining whether the 
allocations are reasonable. 

Under the proposed regulations, cu
rative allocations could only be made 
using a tax item that would have the 
same effect on the partners as the tax 
item affected by the ceiling rule. Some 
comments requested clarification of this 
limitation. Accordingly, the final reg
ulations provide that an allocation of a 
type that is not expected, at the time 
the allocation becomes part of the 
partnership agreement (or at the time 
the allocation is actually made if the 
partnership agreement is not suffi
ciently specific) to have substantially 
the same effect on each partner's tax 
liability as the tax item limited by the 
ceiling rule is generally not reasonable. 
However, when cost recovery is limited 
by the ceiling rule, gain from the sale 
of the contributed property may be 
used to make a curative allocation if 
provided in the partnership agreement 
in effect for the year of the contribu
tion. The final regulations also provide 
additional examples of types of permis
sible and impermissible curative 
allocations. 

The proposed regulations provided 
that if a partnership did not have tax 
items sufficient in the amount and of 
the correct type to offset fully the 
effect of the ceiling rule, the part
nership could choose to make the 
curative allocation in the next succeed
ing taxable year in which it had 
sufficient items. The final regulations 
generally do not permit these make-up 
curative allocations. The IRS and 
Treasury believe that those taxpayers 
that are concerned about this restriction 
can choose to use the remedial alloca
tion method described in the temporary 
regulations. The final regulations 
provide that a curative allocation is not 
reasonable to the extent it exceeds the 
amount necessary to offset the effect of 
the ceiling rule either for the current 
taxable year or, in the case of a 
curative allocation upon disposition of 
the property, for a prior taxable year. 
However, a partnership may make 
curative allocations in a taxable year to 
of~set the effect of the ceiling rule for a 
pnor taxable year if they are made over 
a reasonable period of time, such as 
over the property's economic life and 
are provided for under the partn;rship 



agreement in effect for the year of 
contribution. 

The remedial allocation method 

After consideration of the comments 
received on the deferred sale method 
contained in the original proposed 
regulations, the IRS and Treasury have 
decided to repropose a revised deferred 
sale method, referred to as the remedial 
allocation method, and, during the 
comment period, have issued temporary 
regulations for current use by tax
payers. In the absence of specific 
published guidance, it is not reasonable 
to use a section 704( c) method in 
which the basis of property contributed 
to the partnership is increased (or 
decreased) to reflect built-in gain (or 
loss) and, except as provided in the 
temporary remedial allocation method 
regulations, it is also not reasonable for 
a partnership to create tax allocations 
of income, gain, loss, or deduction 
independent of allocations affecting the 
partnership book capital accounts. 

Small disparities 

The proposed regulations provided 
that a partnership may disregard the 
application of section 704( c) to a 
partner's contributions of property in a 
single year if (1) for each item of 
contributed property, the fair market 
value does not differ from the adjusted 
tax basis by more than 15 percent of 
the adjusted tax basis, and (2) the total 
disparity for all properties contributed 
by that partner in that year does not 
exceed $10,000. One comment stated 
that the 15 percent test should be 
applied in the aggregate, rather than on 
each item of property. The final regula
tions adopt this comment. In addition, 
comments were received stating that 
the $10,000 limit was too small. Ac
cordingly, the final regulations raise 
this limit to $20,000. 

Aggregation rules 

In general, the final regulations 
follow the proposed regulations and 
provide that, with certain exceptions, 
property generally may not be aggre
gated for purposes of making alloca
tions under section 704(c). In response 
to comments, additional exceptions 
have been added so that certain other 
types of properties may be aggregated, 
such as all property (other than real 

property) that is included in the same 
general asset account, and all property 
with a basis of zero, other than real 
property. Each type of property must 
be separately aggregated. Under the 
final regulations, the IRS may issue 
additional guidance setting forth other 
assets for which aggregation is permis
sible. However, the final regulations 
clarify that any aggregation of property 
must also be reasonable under the anti
abuse rule. 

The IRS requested and received 
comments on whether securities part
nerships should be able to aggregate 
built-in gains and losses upon restating 
their capital accounts. After considera
tion of the comments received, the IRS 
and Treasury have determined that 
further consideration is necessary in 
order to define securities partnerships 
broadly enough to offer useful guid
ance and narrowly enough to prevent 
abusive allocations. Accordingly, this 
portion of the final regulations has 
been reserved and a special rule is 
being separately proposed that permits 
aggregation of certain types of property 
for securities partnerships. However, in 
recognition of the fact that taxpayers 
need immediate effective guidance on 
aggregation by securities partnerships, 
the IRS and Treasury are contempo
raneously issuing temporary regulations 
allowing aggregation under certain cir
cumstances during the comment period. 

Certain transactions involving 
foreign persons 

The rules of the final regulations 
relating to dispositions of partnership 
interests and dispositions by part
nerships apply to dispositions by both 
domestic and foreign persons. To the 
extent dispositions of property are also 
described in sections 367(a), 367(d), 
897, 1248, or 1491, those sections also 
apply. Consistent with preserving U.S. 
taxing jurisdiction, additional require
ments applicable to contributions of 
section 704(c) property and subsequent 
dispositions involving foreign persons 
may be issued in the future. Those 
requirements may include appropriate 
reporting and recordkeeping require
ments. The IRS and Treasury welcome 
comments regarding the scope of any 
additional requirements, including 
whether those requirements should be 
applied retroactively. 
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Effective date 

These regulations apply to property 
contributed to a partnership and to 
restatements pursuant to § 1. 704-1 (b)
(2)(iv)(f) on or after December 21, 
1993. 

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 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 part 1 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 *** 
Section 1.704-3 also issued under 26 
U.S.C. 704(c). *** 

Par. 2. Section 1.704-1 is amended 
by revising paragraphs (b)(1 )(vi), 
(b)(2)(iv)(d)(3), and (c) to read as 
follows: 

§1.704-1 Partner's distributive share. 

(b) 

(1) 

*** 
*** 

* * * * * * 

(vi) Section 704( c) determinations. 
Section 704(c) and §1.704-3 generally 
require that if property is contributed 
by a partner to a partnership, the 
partners' distributive shares of income, 
gain, loss, and deduction, as computed 
for tax purposes, with respect to the 

1994-1 C.B. 185 



Section 704 

property are determined so as to take 
account of the variation between the 
adjusted tax basis and fair market value 
of the property. Although section 
704(b) does not directly determine the 
partners' distributive shares of tax 
items governed by section 704(c), the 
partners' distributive shares of tax 
items may be determined under section 
704(c) and §1.704-3 (depending on the 
allocation method chosen by the part
nership under § 1. 704-3) with reference 
to the partners' distributive shares of 
the corresponding book items, as deter
mined under section 704(b) and this 
paragraph. (See paragraphs (b)(2)(iv)(d) 
and (b)(4)(i) of this section.) See 
§1.704-3 for methods of making al
locations under section 704( c), and 
§ 1. 704-3T( d)(2) for a special rule in 
determining the amount of book items 
if the remedial allocation method is 
chosen by the partnership. See also 
paragraph (b )(5) Example (13) (i) of 
this section. 

* * * * * * 

(2) *** 
(iv) *** 
(d) *** 
(3) Section 704 ( c) considerations. 

Section 704(c) and §1.704-3 govern 
the determination of the partners' dis
tributive shares of income, gain, loss, 
and deduction, as computed for tax 
purposes, with respect to property 
contributed to a partnership (see para
graph (b)(1)(vi) of this section). In 
cases where section 704( c) and § 1. 704-
3 apply to partnership property, the 
capital accounts of the partners will not 
be considered to be determined and 
maintained in accordance with the rules 
of this paragraph (b )(2)(iv) unless the 
partnership agreement requires that the 
partners' capital accounts be adjusted 
in accordance with paragraph (b)(2)
(iv)(g) of this section for allocations to 
them of income, gain, loss, and deduc
tion (including depreciation, depletion, 
amortization, or other cost recovery) as 
computed for book purposes, with 
respect to the property. See, however, 
§1.704-3T(d)(2) for a special rule in 
determining the amount of book items 
if the partnership chooses the remedial 
allocation method. See also Example 
(13) (i) of paragraph (b )(5) of this 
section. Capital accounts are not ad
justed to reflect allocations under sec
tion 704(c) and §1.704-3 (e.g., tax 
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allocations of precontribution gain or 
loss). 

* * * * * * 

(c) Contributed property; cross
reference. See §§1.704-3 and 1.704-3T 
for methods of making allocations that 
take into account precontribution appre
ciation or diminution in value of 
property contributed by a partner to a 
partnership. 

* * * * * * 
Section 1.704-1 T [Removed] 

Par. 3. Section 1.704-1T is removed. 

Par. 4. Section 1.704-3 is added to 
read as follows: 

§I.704-3 Contributed property. 

(a) In general-(l) General princi
ples. The purpose of section 704(c) is 
to prevent the shifting of tax con
sequences among partners with respect 
to precontribution gain or loss. Under 
section 704(c), a partnership must 
allocate income, gain, loss, and deduc
tion with respect to property contrib
uted by a partner to the partnership so 
as to take into account any variation 
between the adjusted tax basis of the 
property and its fair market value at the 
time of contribution. Notwithstanding 
any other provision of this section, the 
allocations must be made using a 
reasonable method that is consistent 
with the purpose of section 704(c). For 
this purpose, an allocation method 
includes the application of all of the 
rules of this section (e.g., aggregation 
rules). An allocation method is not 
necessarily unreasonable merely be
cause another allocation method would 
result in a higher aggregate tax lia
bility. Paragraphs (b), (c), and (d) of 
this section describe allocation methods 
that are generally reasonable. Other 
methods may be reasonable in appro
priate circumstances. Nevertheless, in 
the absence of specific published guid
ance, it is not reasonable to use an 
allocation method in which the basis of 
property contributed to the partnership 
is increased (or decreased) to reflect 
built -in gain (or loss), or a method 
under which the partnership creates tax 
allocations of income, gain, loss, or 
deduction independent of allocations 
affecting book capital accounts. See 
§ 1.704-3T(d). Paragraph (e) of this 
section contains special rules and 
exceptions. 

(2) Operating rules. Except as 
provided in paragra~hs (e)(2) and (e)(~) 
of this section, sectIOn 704( c) and thIS 
section apply on a property-by-pf(~p~rty 
basis. Therefore, in determmmg 
whether there is a disparity between 
adjusted tax basis a~d fair m~k~t 
value the built-in gams and butlt-m 
losse~ on items of contributed property 
cannot be aggregated. A partnership 
may use different methods .with respect 
to different items of contnbuted prop
erty, provided that the partnership. and 
the partners consistently apply a smgle 
reasonable method for each item of 
contributed property and that the over
all method or combination of methods 
are reasonable based on the facts and 
circumstances and consistent with the 
purpose of section 704(c). It may be 
unreasonable to use one method for 
appreciated property and another 
method for depreciated property. Sim
ilarly, it may be unreasonable to use 
the traditional method for built-in gain 
property contributed by a pa~ner ~ith 
a high marginal tax rate whlle usmg 
curative allocations for built-in gain 
property contributed by a partner with 
a low marginal tax rate. 

(3) Definitions-(i) Section 704(c) 
property. Property contributed to .a 
partnership is section 704( c) property If 
at the time of contribution its book 
value differs from the contributing 
partner's adjusted tax basis. For pu~
poses of this section, book value IS 

determined as contemplated by §1.704-
l(b). Therefore, book value is equal to 
fair market value at the time of 
contribution and is subsequently ad
justed for cost recovery and other 
events that affect the basis of the 
property. For a partnership that main
tains capital accounts in accordance 
with §1.704-1(b)(2)(iv), the book value 
of property is initially the value used in 
determining the contributing partner's 
capital account under §1.704-1(b)(2)
(iv)(d), and is appropriately adjusted 
thereafter (e.g., for book cost recovery 
under §§1.704-1(b)(2)(iv)(g)(3) and 
1.704-3T(d)(2) and other events that 
affect the basis of the property). A 
partnership that does not maintain 
capi tal accounts under § 1. 704-
l(b)(2)(iv) must comply with this sec
tion using a book capital account based 
on the same principles (i.e., a book 
capital account that reflects the fair 
market value of property at the time of 
contribution and that is subsequently 
adjusted for cost recovery and other 
events that affect the basis of the 
property). 



(ii) Built-in gain and built-in loss. 
The built-in gain on section 704(c) 
property is the excess of the property's 
book value over the contributing part
ner's adjusted tax basis upon contribu
tion. The built-in gain is thereafter 
reduced by decreases in the difference 
between the property's book value and 
adjusted tax basis. The built-in loss on 
section 704(c) property is the excess of 
the contributing partner's adjusted tax 
basis over the property's book value 
upon contribution. The built-in loss is 
thereafter reduced by decreases in the 
difference between the property's ad
justed tax basis and book value. 

(4) Accounts payable and other ac
crued but unpaid items. Accounts pay
able and other accrued but unpaid 
items contributed by a partner using the 
cash receipts and disbursements method 
of accounting are treated as section 
704(c) property for purposes of apply
ing the rules of this section. 

(5) Other provisions of the Internal 
Revenue Code. Section 704(c) and this 
section apply to a contribution of 
property to the partnership only if the 
contribution is governed by section 
721, taking into account other provi
sions of the Internal Revenue Code. 
For example, to the extent that a 
transfer of property to a partnership is 
a sale under section 707, the transfer is 
not a contribution of property to which 
section 704(c) applies. 

(6) Other applications of section 
704( c) principles-(i) Revaluations un
der section 704(b). The principles of 
this section apply to allocations with 
respect to property for which dif
ferences between book value and ad
justed tax basis are created when a 
partnership revalues partnership prop
erty pursuant to §1.704-1(b)(2)(iv)(f) 
(reverse section 704(c) allocations). 
Partnerships are not required to use the 
same allocation method for reverse 
section 704(c) allocations as for con
tributed property, even if at the time of 
revaluation the property is already 
subject to section 704( c) and paragraph 
(a) of this section. In addition, part
nerships are not required to use the 
same allocation method for reverse 
section 704( c) allocations each time the 
partnership revalues its property. A 
partnership that makes allocations with 
respect to revalued property must use a 
reasonable method that is consistent 
with the purposes of section 704(b) and 
(c). 

(ii) Basis adjustments. A partnership 
making adjustments under § 1. 743-1 (b) 

or 1.751-1(a)(2) must account for 
built-in gain or loss under section 
704(c) in accordance with the princi
ples of this section. 

(7) Transfers of a partnership inter
est. If a contributing partner transfers a 
partnership interest, built-in gain or 
loss must be allocated to the transferee 
partner as it would have been allocated 
to the transferor partner. If the contrib
uting partner transfers a portion of the 
partnership interest, the share of built
in gain or loss proportionate to the 
interest transferred must be allocated to 
the transferee partner. 

(8) Disposition of property in non
recognition transaction. If a partnership 
disposes of section 704(c) property in a 
nonrecognition transaction in which no 
gain or loss is recognized, the sub
stituted basis property (within the 
meaning of section 7701 (a)(42» is 
treated as section 704(c) property with 
the same amount of built-in gain or 
loss as the section 704( c) property 
disposed of by the partnership. If gain 
or loss is recognized in such a transac
tion, appropriate adjustments must be 
made. The allocation method for the 
substituted basis property must be 
consistent with the allocation method 
chosen for the original property. If a 
partnership transfers an item of section 
704(c) property together with other 
property to a corporation under section 
351, in order to preserve that item's 
built-in gain or loss, the basis in the 
stock received in exchange for the 
section 704( c) property is determined 
as if each item of section 704(c) 
property had been the only property 
transferred to the corporation by the 
partnership. 

(9) Tiered partnerships. If a part
nership contributes section 704(c) prop
erty to a second partnership (the lower
tier partnership), or if a partner that has 
contributed section 704( c) property to a 
partnership contributes that partnership 
interest to a second partnership (the 
upper-tier partnership), the upper-tier 
partnership must allocate its distribu
tive share of lower-tier partnership 
items with respect to that section 
704( c) property in a manner that takes 
into account the contributing partner's 
remaining built-in gain or loss. Alloca
tions made under this paragraph will be 
considered to be made in a manner that 
meets the requirements of § 1. 704-1 (b)
(2)(iv)(q) (relating to capital account 
adjustments where guidance is lacking). 

(10) Anti-abuse rule. An allocation 
method (or combination of methods) is 
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not reasonable if the contribution of 
property (or event that results in 
reverse section 704( c) allocations) and 
the corresponding allocation of tax 
items with respect to the property are 
made with a view to shifting the tax 
consequences of built-in gain or loss 
among the partners in a manner that 
substantially reduces the present value 
of the partners' aggregate tax liability. 

(b) Traditional method-( 1) In gen
eral. This paragraph (b) describes the 
traditional method of making section 
704(c) allocations. In general, the tradi
tional method requires that when the 
partnership has income, gain, loss, or 
deduction attributable to section 704(c) 
property, it must make appropriate 
allocations to the partners to avoid 
shifting the tax consequences of the 
built-in gain or loss. Under this rule, if 
the partnership sells section 704( c) 
property and recognizes gain or loss, 
built-in gain or loss on the property is 
allocated to the contributing partner. If 
the partnership sells a portion of, or an 
interest in, section 704(c) property, a 
proportionate part of the built-in gain 
or loss is allocated to the contributing 
partner. For section 704(c) property 
subject to amortization, depletion, de
preciation, or other cost recovery, the 
allocation of deductions attributable to 
these items takes into account built-in 
gain or loss on the property. For 
example, tax allocations to the non
contributing partners of cost recovery 
deductions with respect to section 
704(c) property generally must, to the 
extent possible, equal book allocations 
to those partners. However, the total 
income, gain, loss, or deduction allo
cated to the partners for a taxable year 
with respect to a property cannot 
exceed the total partnership income, 
gain, loss, or deduction with respect to 
that property for the taxable year (the 
ceiling rule). If a partnership has no 
property the allocations from which are 
limited by the ceiling rule, the tradi
tional method is reasonable when used 
for all contributed property. 

(2) Examples. The following exam
ples illustrate the principles of the 
traditional method. 

Example J. Operation of the traditional 
method-(i) Calculation of built-in gain on 
contribution. A and B form partnership AB and 
agree that each will be allocated a 50 percent 
share of all partnership items and that AB will 
make allocations under section 704(c) using the 
traditional method under paragraph (b) of this 
section. A contributes depreciable property with 
an adjusted tax basis of $4,000 and a book value 
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of $10,000, and B contributes $10,000 cash. 
Under paragraph (a)(3) of this section, A has 
built-in gain of $6,000, the excess of the 
partnership's book value for the property 
($10,000) over A's adjusted tax basis in the 
property at the time of contribution ($4,000). 

(ii) Allocation oj tax depreciation. The prop
erty is depreciated using the straight-line method 
over a 1O-year recovery period. Because the 
property depreciates at an annual rate of 10 
percent, B would have been entitled to a 
depreciation deduction of $500 per year for both 
book and tax purposes if the adjusted tax basis 
of the property equalled its fair market value at 
the time of contribution. Although each partner 
is allocated $500 of book depreciation per year, 
the partnership is allowed a tax depreciation 
deduction of only $400 per year (10 percent of 
$4,000). The partnership can allocate only $400 
of tax depreciation under the ceiling rule of 
paragraph (b)(1) of this section, and it must be 
allocated entirely to B. In AB's first year, the 
proceeds generated by the equipment exactly 
equal AB's operating expenses. At the end of 
that year, the book value of the property is 
$9,000 ($10,000 less the $1,000 book deprecia
tion deduction), and the adjusted tax basis is 
$3,600 ($4,000 less the $400 tax depreciation 
deduction). A's built-in gain with respect to the 
property decreases to $5,400 ($9,000 book value 
less $3,600 adjusted tax basis). Also, at the end 
of AB's first year, A has a $9,500 book capital 
account and a $4,000 tax basis in A's partnership 
interest. B has a $9,500 book capital account and 
a $9,600 adjusted tax basis in B's partnership 
interest. 

(iii) Sale oj the property. If AB sells the 
property at the beginning of AB's second year 
for $9,000, AB realizes tax gain of $5,400 
($9,000, the amount realized, less the adjusted 
tax basis of $3,600). Under paragraph (b)(1) of 
this section, the entire $5,400 gain must be 
allocated to A because the property A contrib
uted has that much built-in gain remaining. If 
AB sells the property at the beginning of AB's 
second year for $10,000, AB realizes tax gain of 
$6,400 ($10,000, the amount realized, less the 
adjusted tax basis of $3,600). Under paragraph 
(b)(1) of this section, only $5,400 of gain must 
be allocated to A to account for A's built-in 
gain. The remaining $1,000 of gain is allocated 
equally between A and B in accordance with the 
partnership agreement. If AB sells the property 
for less than the $9,000 book value, AB realizes 
tax gain of less than $5,400, and the entire gain 
must be allocated to A. 

(iv) Termination and liquidation oj part
nership. If AB sells the property at the beginning 
of AB's second year for $9,000, and AB engages 
in no other transactions that year, A will 
recognize a gain of $5,400, and B will recognize 
no income or loss. A's adjusted tax basis for A's 
interest in AB will then be $9,400 ($4,000, A's 
original tax basis, increased by the gain of 
$5,400). B's adjusted tax basis for B's interest in 
AB will be $9,600 ($\0,000, B's original tax 
basis, less the $400 depreciation deduction in the 
first partnership year). If the partnership then 
terminates and distributes its assets ($19,000 in 
cash) to A and B in proportion to their capital 
account balances, A will recognize a capital gain 
of $100 ($9,500, the amount distributed to A, 
less $9,400, the adjusted tax basis of A's 
interest). B will recognize a capital loss of $ 100 
(the excess of B's adjusted tax basis, $9,600. 
over the amount received, $9,500). 

Example 2. Unreasonable use of the tradi
tional method-(i) Facts. C and 0 form part-
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nership co and agree that each will be allocated 
a 50 percent share of all partnership items and 
that CD will make allocations under section 
704(c) using the traditional method under para
graph (b) of this section. C contributes equip
ment with an adjusted tax basis of $1,000 and a 
book value of $10,000, with a view to taking 
advantage of the fact that the equipment has only 
one year remaining on its cost recovery schedule 
although its remaining economic life is signifi
cantly longer. At the time of contribution, C has 
a built-in gain of $9,000 and the equipment is 
section 704(c) property. 0 contributes $10,000 of 
cash, which CD uses to buy securities. 0 has 
substantial net operating loss carryforwards that 
o anticipates will otherwise expire unused. 
Under § 1.704-1(b)(2)(iv)(g)(3), the partnership 
must allocate the $10,000 of book depreciation to 
the partners in the first year of the partnership. 
Thus, there is $10,000 of book depreciation and 
$1,000 of tax depreciation in the partnership's 
first year. CD sells the equipment during the 
second year for $10,000 and recognizes a 
$10,000 gain ($10,000, the amount realized, less 
the adjusted tax basis of $0). 

(ii) Unreasonable use oj method-(A) At the 
beginning of the second year, both the book 
value and adjusted tax basis of the equipment are 
$0. Therefore, there is no remaining built-in 
gain. The $10,000 gain on the sale of the 
equipment in the second year is allocated $5,000 
each to C and O. The interaction of the 
partnership's one-year write-off of the entire 
book value of the equipment and the use of the 
traditional method results in a shift of $4,000 of 
the precontribution gain in the equipment from C 
to 0 (D's $5,000 share of CD's $10,000 gain, 
less the $1,000 tax depreciation deduction 
previously allocated to D). 

(B) The traditional method is not reasonable 
under paragraph (a)(10) of this section because 
the contribution of property is made, and the 
traditional method is used, with a view to 
shifting a significant amount of taxable income 
to a partner with a low marginal tax rate and 
away from a partner with a high marginal tax 
rate. 

(C) Under these facts, if the partnership 
agreement in effect for the year of contribution 
had provided that tax gain from the sale of the 
property (if any) would always be allocated first 
to C to offset the effect of the ceiling rule 
limitation, the allocation method would not 
violate the anti-abuse rule of paragraph (a)(10) of 
this section. See paragraph (c )(3) of this section. 
Under other facts, (for example, if the part
nership holds multiple section 704(c) properties 
and either uses mUltiple allocation methods or 
uses a single allocation method where one or 
more of the properties are subject to the ceiling 
rule) the allocation to C may not be reasonable. 

(c) Traditional method with curative 
allocations-( 1) In general. To correct 
distortions created by the ceiling rule, a 
partnership using the traditional method 
under paragraph (b) of this section may 
make reasonable curative allocations to 
reduce or elinlinate disparities between 
book and tax items of noncontributing 
partners. A curative allocation is an 
allocation of income, gain, loss, or 
deduction for tax purposes that differs 
from the partnership's allocation of the 

corresponding book item. For example, 
if a noncontributing partner is allocated 
less tax depreciation than book de
preciation with respect to an item of 
section 704( c) property, the partnership 
may make a curative allocation to that 
partner of tax depreciation from an
other item of partnership property to 
make up the difference, notwithstand
ing that the corresponding book de
preciation is allocated to the contribut
ing partner. A partnership may limit its 
curative allocations to allocations of 
one or more particular tax items (e.g., 
only depreciation from a specific prop
erty or properties) even if the allocation 
of those available items does not offset 
fully the effect of the ceiling rule. 

(2) Consistency. A partnership must 
be consistent in its application of 
curative allocations with respect to 
each item of section 704( c) property 
from year to year. 

(3) Reasonable curative alloca
tions-(i) Amount. A curative alloca
tion is not reasonable to the extent it 
exceeds the amount necessary to offset 
the effect of the ceiling rule for the 
current taxable year or, in the case of a 
curative allocation upon disposition of 
the property, for prior taxable years. 

(ii) Timing. The period of time over 
which the curative allocations are made 
is a factor in determining whether the 
allocations are reasonable. Notwith
standing paragraph (c )(3 )(i) of this 
section, a partnership may make cura
tive allocations in a taxable year to 
offset the effect of the ceiling rule for a 
prior taxable year if those allocations 
are made over a reasonable period of 
time, such as over the property's 
economic life, and are provided for 
under the partnership agreement in 
effect for the year of contribution. See 
paragraph (c)(4) Example 3 (ii)(C) of 
this section. 

(iii) Type-(A) In general. To be 
reasonable, a curative allocation of 
income, gain, loss, or deduction must 
be expected to have substantially the 
same effect on each partner's tax 
liability as the tax item limited by the 
ceiling rule. The expectation must exist 
at the time the section 704( c) property 
is obligated to be (or is) contributed to 
the partnership and the allocation with 
respect to that property becomes part of 
the partnership agreement. However, 
the expectation is tested at the time the 
allocation with respect to that property 
is actually made if the partnership 
agreement is not sufficiently specific as 



to the precise manner in which alloca
tions are to be made with respect to 
that property. Under this paragraph (c), 
if the item limited by the ceiling rule is 
loss from the sale of property, a 
curative allocation of gain must be 
expected to have substantially the same 
effect as would an allocation to that 
partner of gain with respect to the sale 
of the property. If the item limited by 
the ceiling rule is depreciation or other 
cost recovery, a curative allocation of 
income to the contributing partner must 
be expected to have substantially the 
same effect as would an allocation to 
that partner of partnership income with 
respect to the contributed property. For 
example, if depreciation deductions 
with respect to leased equipment con
tributed by a tax-exempt partner are 
limited by the ceiling rule, a curative 
allocation of dividend or interest in
come to that partner generally is not 
reasonable, although a curative alloca
tion of depreciation deductions from 
other leased equipment to the non
contributing partner is reasonable. Sim
ilarly, under this rule, if depreciation 
deductions apportioned to foreign 
source income in a particular statutory 

E 

Book Tax 

$10,000 $4,000 
<500> <0> 

350 350 
$ 9,850 $4,350 

grouping under section 904( d) are 
limited by the ceiling rule, a curative 
allocation of income from another 
statutory grouping to the contributing 
partner generally is not reasonable, 
although a curative allocation of in
come from the same statutory grouping 
and of the same character is reasonable. 

(B) Exception for allocation from dis
position of contributed property. If cost 
recovery has been limited by the ceiling 
rule, the general limitation on character 
does not apply to income from the 
disposition of contributed property sub
ject to the ceiling rule, but only if 
properly provided for in the partnership 
agreement in effect for the year of con
tribution or revaluation. For example, if 
allocations of depreciation deductions to 
a noncontributing partner have been 
limited by the ceiling rule, a curative 
allocation to the contributing partner of 
gain from the sale of that property, if 
properly provided for in the partnership 
agreement, is reasonable for purposes of 
paragraph (c)(3)(iii)(A) of this section 
even if not of the same character. 

(4) Examples. The following exam
ples illustrate the principles of this 
paragraph (c). 

F 
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Example 1. Reasonable and unreasonable 
curative allocations-(i) Facts. E and F fonn 
partnership EF and agree that each will be 
allocated a 50 percent share of all partnership 
items and that EF will make allocations under 
section 704(c) using the traditional method with 
curati ve allocations under paragraph (c) of this 
section. E contributes equipment with an ad
justed tax basis of $4,000 and a book value of 
$10,000. The equipment has 10 years remaining 
on its cost recovery schedule and is depreciable 
using the straight-line method. At the time of 
contribution, E has a built-in gain of $6,000, and 

. therefore, the equipment is section 704(c) prop
erty. F contributes $10,000 of cash, which EF 
uses to buy inventory for resale. In EF's first 
year, the revenue generated by the equipment 
equals EF's operating expenses. The equipment 
generates $1.000 of book depreciation and $400 
of tax depreciation for each of 10 years. At the 
end of the first year EF sells all the inventory for 
$10,700, recognizing $700 of income. The 
partners anticipate that the inventory income will 
have substantially the same effect on their tax 
liabilities as income from E's contributed equip
ment. Under the traditional method of paragraph 
(b) of this section, E and F would each be 
allocated $350 of income from the sale of 
inventory for book and tax purposes and $500 of 
depreciation for book purposes. The $400 of tax 
depreciation would all be allocated to F. Thus, at 
the end of the first year, E and F's book and tax 
capital accounts would be as follows: 

Initial contribution 
Depreciation 
Sales income 

(ii) Reasonable curative allocation. Because the ceiling rule would cause a disparity of $100 between F's book and tax capital accounts, EF may 
properly allocate to E under paragraph (c) of this section an additional $100 of income from the sale of inventory for tax purposes. This allocation results 
in capital accounts at the end of EF's first year as follows: 

E F 

Book Tax Book Tax 

$10,000 $4,000 $10,000 $10,000 Initial contribution 
<500> <0> <500> <400> Depreciation 

350 450 350 250 Sales income 
$ 9,850 $4,450 $ 9,850 $ 9,850 

(iii) Unreasonable curative allocation. (A) The facts are the same as in paragraphs (i) and (ii) of this Example 1. except that E and F choose to allocate 
all the income from the sale of the inventory to E for tax purposes. although they share it equally for book purposes. This allocation results in capital 
accounts at the end of EF's first year as follows: 

E F 

Book Tax Book Tax 

$10,000 $4.000 $10,000 $10,000 Initial contribution 
<500> <0> <500> <400> Depreciation 

350 700 350 0 Sales income 
$ 9,850 $4.700 $ 9.850 $ 9,600 

(B) This curative allocation is not reasonable under paragraph (c)(3)(i) of this section because the allocation exceeds the amount necessary to offset the 
disparity caused by the ceiling rule. 

Example 2 Curative allocations limited to depreciation-Oj Facts. G and H fonn partnership GH and agree that each will be allocated a 50 percent 
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share of all partnership items and that GH will make allocations under section 704(c) using the traditional method with curative allocations .under 
paragraph (c) of this section, but only to the extent that the partnership has sufficient tax depreciation deductions. G contributes property GI, wIth an 
adjusted tax basis of $3,000 and a fair market value of $10,000, and H contributes property HI, with an adjusted tax basis of $6,000 and a faIr ma~ket 
value of $10,000. Both properties have 5 years remaining on their cost recovery schedules and are depreciable using the straight-line method. At the hme 
of contribution, G I has a built-in gain of $7,000 and HI has a built-in gain of $4,000, and therefore, both properties are section 704(c) property. GI 
generates $600 of tax depreciation and $2,000 of book depreciation for each of five years. H I generates $1,200 of tax depreciation and $2,000 of book 
depreciation for each of 5 years. In addition, the properties each generate $500 of operating income annually. G and H are each allocat~d ~I,OOO of book 
depreciation for each property. Under the traditional method of paragraph (b) of this section, G would be allocated $0 of tax depreCIation for GI and 
$1,000 for HI, and H would be allocated $600 of tax depreciation for GI and $200 for HI. Thus, at the end of the first year, G and H's book and tax 
capital accounts would be as follows: 

G H 

Book Tax Book Tax 

$10,000 $3,000 $10,000 $6,000 Initial contribution 
<1,000> <0> <1,000> <600> G I depreciation 
<1,000> <1,000> <1,000> <200> H I depreciation 

500 500 500 500 Operating income 
$ 8,500 $2,500 $ 8,500 $5,700 

(ii) Curative allocations. Under the traditional method, G is allocated more depreciation deductions than H, even though H contributed property with a 
smaller disparity reflected on GH's book and tax capital accounts. GH makes curative allocations to H of an additional $400 of tax depreciation each year, 
which reduces the disparities between G and H's book and tax capital accounts ratably each year. These allocations are reasonable provided the allocations 
meet the other requirements of this section. As a result of their agreement, at the end of the first year, G and H's capital accounts are as follows: 

G H 

Book Tax Book Tax 

$10,000 $3,000 $10,000 $6,000 Initial contribution 
<1,000> <0> <1,000> <600> G I depreciation 
<1,000> <600> <1,000> <600> H I depreciation 

500 500 500 500 Operating income 
$ 8,500 $2,900 $ 8,500 $5,300 

Example 3. Unreasonable use of curative allocations-(i) Facts. J and K fonn partnership JK and agree that each will receive a 50 percent share of all 
partnership items and that JK will make allocations under section 704(c) using the traditional method with curative allocations under paragraph (c) of this 
section. J contributes equipment with an adjusted tax basis of $1,000 and a book value of $10,000, with a view to taking advantage of the fact that the 
equipment has only one year remaining on its cost recovery schedule although it has an estimated remaining economic life of 10 years. J has substantial 
net operating loss carryforwards that J anticipates will otherwise expire unused. At the time of contribution, J has a built-in gain of $9,000, and therefore, 
the equipment is section 704(c) property. K contributes $10,000 of cash, which IK uses to buy inventory for resale. In JK's first year, the revenues 
generated by the equipment exactly equal JK's operating expenses. Under §1.704-I(b)(2)(iv)(g)(3), the partnership must allocate the $10,000 of book 
depreciation to the partners in the first year of the partnership. Thus, there is $10,000 of book depreciation and $1,000 of tax depreciation in the 
partnership's first year. In addition, at the end of the first year IK sells all of the inventory for $18,000, recognizing $8,000 of income. The partners 
anticipate that the inventory income will have substantially the same effect on their tax liabilities as income from 1's contributed equipment. Under the 
traditional method of paragraph (b) of this section, I and K's book and tax capital accounts at the end of the first year would be as follows: 

J K 

Book Tax Book Tax 
$10,000 $1,000 $10,000 $10,000 Initial contribution 
<5,000> <0> <5,000> <1,000> Depreciation 

4,000 4,000 4,000 4,000 Sales income 
$ 9,000 $5,000 $ 9,000 $13,000 

(ii) Unreasonable use of method. (A) The use of curative allocations under these facts to offset immediately the full effect of the ceiling rule would 
result in the following book and tax capital accounts at the end of IK's first year: 

J K 

Book Tax Book Tax 
$10,000 $1,000 $10,000 $10,000 Initial contribution 
<5,000> <0> <5,000> <1,000> Depreciation 

4,000 8,000 4,000 0 Sales income 
$ 9,000 $9,000 $ 9,000 $ 9,000 

(B) This curative allocation is not reasonable under paragraph (a)(I0) of this section because the contribution of property is made and the curative 
allocation method is used with a view to shifting a significant amount of partnership taxable income to a partner with a low marginal tax rate and away 
from a partner with a high marginal tax rate, within a period of time significantly shorter than the economic life of the property. 

(e) The property has only one year remaining on its cost recovery schedule even though its economic life is considerably longer. Under these facts, if 
the partnership agreement had provided for curative allocations over a reasonable period of time, such as over the property's economic life, rather than 
over its remaining cost recovery period, the allocations would have been reasonable. See paragraph (c)(3)(ii) of this section. Thus, in this example, JK 
would make a curative allocation of $400 of sales income to J in the partnership's first year (10 percent of $4,000). J and K's book and tax capital 
accounts at the end of the first year would be as follows: 

190 1994-1 C.B. 



J 

Book Tax 

$10,000 $1.000 
<5,000> <0> 

4,000 4,400 
$ 9,000 $5,400 

(d) Remedial allocation method. 
[Reserved] 

(e) Exceptions and special rules
(1) Small disparities-(i) General rule. 
If a partner contributes one or more 
items of property to a partnership 
within a single taxable year of the 
partnership, and the disparity between 
the book value of the property and the 
contributing partner's adjusted tax basis 
in the property is a small disparity, the 
partnership may-

(A) Use a reasonable section 704(c) 
method; 

(B) Disregard the application of sec
tion 704( c) to the property; or 

(C) Defer the application of section 
704(c) to the property until the disposi
tion of the property. 

(ii) Definition of small disparity. A 
disparity between book value and ad
justed tax basis is a small disparity if 
the book value of all properties contrib
uted by one partner during the part
nership taxable year does not differ 
from the adjusted tax basis by more 
than 15 percent of the adjusted tax 
basis, and the total gross disparity does 
not exceed $20,000. 

(2) Aggregation. Each of the follow
ing types of property may be aggre
gated for purposes of making alloca
tions under section 704( c) and this 
section if contributed by one partner 
during the partnership taxable year. 

(i) Depreciable property. All prop
erty, other than real property, that is 
included in the same general asset 
account of the contributing partner and 
the partnership under section 168. 

(ii) Zero-basis property. All property 
with a basis equal to zero, other than 
real property. 

(iii) Inventory. For partnerships that 
do not use a specific identification 
method of accounting, each item of 
inventory, other than securities or 
similar investment interests (as defined 
in §1.704-3T(e)(3». 

(iv) Other aggregated property. 
Types of property designated in guid
ance published in the Internal Revenue 
Bulletin. 

(v) Letter rulings. Other property as 
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K 

Book Tax 

$10,000 
<5,000> 

$10,000 
<1,000> 

Initial contribution 
Depreciation 

4,000 3,600 Sales income 
$ 9,000 $12,600 

permitted by the Commissioner in a 
letter ruling. 

(3) Securities partnerships. 
[Reserved] 

(f) Effective date. This section ap
plies to property contributed to a 
partnership and to restatements pur
suant to §1.704-1(b)(2)(iv)(f) on or 
after December 21, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 1, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 21, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 22, 1993, 58 F.R. 67676) 

26 CFR 1.704-3T: Contributed property 
(temporary). 

T.D. 8501 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Allocations Reflecting Built-in Gain 
or Loss on Property Contributed to a 
Partnership 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations under section 
704 of the Internal Revenue Code 
relating to the remedial allocation 
method with respect to property con
tributed by a partner to a partnership, 
and allocations with respect to se
curities and similar investments owned 
by a partnership. Changes to the 
applicable law were made by the Tax 
Reform Act of 1984 and the Revenue 
Reconciliation Act of 1989. The tempo-

rary regulations affect partnerships and 
their partners and are necessary to 
provide guidance needed to comply 
with the applicable tax law. 

EFFECTIVE DATE: These regulations 
are effective December 21, 1993. 

SUPPLEMENTARY INFORMATION: 

Introduction 

This document contains amendments 
to the Income Tax Regulations (26 
CFR part 1) under section 704(c)(1)(A) 
and 704( c )(3) of the Internal Revenue 
Code (Code). 

Background 

Contributions to and distributions 
from partnerships are generally tax free 
under sections 721 and 731, respec
tively. Section 704(c) requires that 
income, gain, loss, and deduction with 
respect to property contributed to a 
partnership by a partner be shared 
among the partners so as to take 
account of the variation between the 
basis of· the property to the partnership 
and its fair market value at the time of 
contribution. Similar principles apply to 
partnerships restating their capital ac
counts under §1.704-1(b)(4)(i). 

Final regulations under section 
704(c)(1)(A) and 704(c)(3) were filed 
with the Federal Register on December 
21, 1993. The final regulations reserve 
two sections: 1) the remedial allocation 
method, and 2) aggregation of se
curities and similar investments by 
securities partnerships for purposes of 
section 704(b) and (c). These tempo
rary regulations address those issues. 

Explanation of provisions 

Remedial allocation method 

The proposed regulations published 
by the IRS in the Federal Register on 
December 24, 1992 (FR 61345 [PS-
164-84, 1993-1 C.B. 857]) (the origi
nal proposed regulations) included the 
deferred sale method as a reasonable 
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allocation method. The IRS and Treas
ury included the deferred sale method 
in the original proposed regulations 
because it provided a method to elimi
nate the distortions created by the 
ceiling rule. In essence, the deferred 
sale method provided additional cost 
recovery deductions for the non
contributing partners, which were offset 
by deferred gain to the contributing 
partner. In addition, the method pre
vented the ceiling rule from creating 
distortions upon the sale of the contrib
uted property due to post-contribution 
changes in value. 

After considering the many com
ments received concerning the deferred 
sale method and upon further review by 
the IRS and Treasury, it was deter
mined that the results of the deferred 
sale method in the original proposed 
regulations could be achieved using a 
less complex method. Therefore, the 
IRS and Treasury have included a 
revised deferred sale method referred to 
as the remedial allocation method in 
these temporary regulations. The re
medial allocation method is being 
issued by temporary regulation because 
the IRS and Treasury believe that 
taxpayers should be permitted to use 
the remedial allocation method during 
the comment period. Use of the re
medial allocation method is subject to 
the anti-abuse rule contained in the 
final regulations. 

The remedial allocation method con
tained in these temporary regulations 
permits the use of remedial allocations 
to achieve results substantially similar 
to the results under the deferred sale 
method contained in the original pro
posed regulations without the complex
ity of that method. Remedial alloca
tions are tax allocations of income or 
gain created by the partnership that are 
offset by tax allocations of loss or 
deduction created by the partnership. 
Remedial allocations are in addition to 
other allocations made by a partnership 
and have no effect on the partnership 
book capital accounts. Under the re
medial allocation method of these 
temporary regulations, if the ceiling 
rule results in a book allocation to a 
noncontributing partner different from 
the corresponding tax allocation, the 
partnership makes a remedial allocation 
of income, gain, loss, or deduction to 
the noncontributing partner equal to the 
full amount of the limitation caused by 
the ceiling rule, and a simultaneous, 
offsetting remedial allocation of deduc
tion, loss, gain, or income to the 
contributing partner. 
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The amount of book items allocated 
to each partner is determined in the 
same manner as under the deferred sale 
method of the original proposed regula
tions. Therefore, the ceiling rule 
amount is determined differently under 
the remedial allocation method of these 
temporary regulations than under the 
other allocation methods contained in 
the final regulations (which must use 
the rules of §1.704-1(b)(2)(iv)(g)(3) to 
determine book cost recovery). Under 
the remedial allocation method, the 
portion of book basis in the property 
equal to the tax basis in the property at 
the time of contribution is recovered in 
the same manner as the tax basis 
(generally over the property's remain
ing recovery period under section 
168(i)(7) or other applicable section of 
the Code). The remainder of the 
partnership'S book basis in the property 
(the amount by which book basis ex
ceeds adjusted tax basis) is recovered 
using any applicable recovery period 
and depreciation (or other cost recov
ery) method available to the partnership 
for newly-purchased property placed in 
service at the time of contribution. 

A remedial allocation is reasonable 
only to the extent it equals the amount 
necessary to offset the effect of the 
ceiling rule for that taxable year and 
only if it has the same effect on each 
partner's tax liability as the item 
limited by the ceiling rule. Thus, if the 
item limited by the ceiling rule is 
depreciation or other cost recovery, the 
offsetting remedial allocation of income 
to the contributing partner must consist 
of the same type of income that the 
contributed property produces. Sim
ilarly, if the item limited by the ceiling 
rule is capital loss from the sale of 
contributed property, the offsetting re
medial allocation to the contributing 
partner must be capital gain from the 
sale of that property. 

In determining whether a remedial 
allocation of income has the same 
effect on each partner's tax liability as 
the item limited by the ceiling rule, all 
of the provisions of the Code apply as 
if the remedial allocation had actually 
been realized by the partnership. For 
example, assume a partner contributes 
to a partnership appreciated nondepre
ciable property that, if sold, would 
generate capital gain. The property 
thereafter declines in value so that the 
ceiling rule limits the amount of capital 
gain allocable to the contributing part
ner on a subsequent sale. The part
nership must make a remedial alloca-

tion of capital gain to the contributing 
partner, and an equal offsetting re
medial allocation of capital loss to the 
noncontributing partner. These alloca
tions would be subject to all the rules 
normally applicable to capital gains and 
capital losses, as if the amounts had 
actually been realized by the part
nership. As a further illustration of this 
principle, if the item limited by the 
ceiling rule is loss from the sale of 
stock of a controlled foreign corpora
tion (CFC), section 1248 applies to the 
remedial allocation of income to the 
contributing partner as if it were gain 
from the sale of that property (provided 
that the requirements of section 1248 
are otherwise satisfied). If a remedial 
allocation of gain to the contributing 
partner is characterized as dividend 
income pursuant to section 1248, other 
provisions of the Code apply. Further 
guidance may be published detailing 
the application of these rules to such 
transactions. 

As noted above, remedial allocations 
are subject to the general anti-abuse 
rule of §1.704-3(a)(10). For example, 
assume that a partnership holding con
tributed stock of a CFC causes the CFC 
to distribute dividends prior to the 
disposition of the CFC stock by the 
partnership, and the dividend income is 
properly allocated among the partners 
under section 704(b). If the contribut
ing partner would have received a 
section 704(c) allocation of dividend 
income pursuant to section 1248 absent 
the dividend distribution but, as a result 
of the distribution, the contributing 
partner would receive a remedial al
location of capital gain, the anti-abuse 
rule will apply if the contribution of 
CFC stock, the dividend distribution. 
and the remedial allocation are made 
with a view to reducing substantially 
the present value of the partners' 
aggregate tax liability. 

In response to comments received on 
the original proposed regulations, the 
IRS will not require a partnership to 
use the remedial allocation method 
described in these temporary regula
tions if a partnership's allocation 
method is not reasonable. In the 
absence of specific published guidance, 
the method described in these tempo
rary regulations is the only reasonable 
section 704( c) method using remedial 
allocations. 

Securities aggregation 

In general, the final regulations 
under § 1. 704-3( e )(2) provide that prop-



erty may not be aggregated for pur
poses of making allocations under 
section 704(c). However, aggregation is 
permitted for certain specifically de
fined types of property. In addition, the 
final regulations state that the IRS and 
Treasury may provide in guidance pub
lished in the Internal Revenue Bulletin 
that other classes of items may be 
aggregated for purposes of section 
704(c). Aggregation may also be per
mitted by letter ruling. 

Reverse section 704( c) allocations 
are required with respect to property 
for which differences between book 
value and adjusted tax basis are created 
when a partnership revalues property 
pursuant to § 1. 704-1(b )(2)(iv)(f). The 
IRS has received comments that the 
frequency of capital account restate
ments under § 1. 704-1 (b)( 4 )(i) and the 
number of partnership assets may make 
it impractical for securities partnerships 
to make reverse section 704( c) alloca
tions on an asset-by-asset basis. The 
comments also maintain that permitting 
aggregation of securities when making 
reverse section 704( c) allocations does 
not significantly increase the potential 
of abusive allocations. After studying 
the issue, the IRS and Treasury agree 
that aggregation of securities should be 
permitted for certain securities part
nerships when making reverse section 
704(c) allocations. The temporary reg
ulations provide only for aggregation of 
securities and similar investments for 
certain specifically defined part
nerships. The IRS and Treasury will 
consider expanding the types of part
nerships that are permitted to aggregate 
securities and similar investments after 
receiving comments from taxpayers, 
and will also consider expanding the 
type of property interests eligible for 
aggregation by those partnerships. 

The temporary regulations provide 
that when making reverse section 
704(c) allocations, it is generally rea
sonable for a securities partnership 
consistently to aggregate all gains and 
all losses from securities and similar 
investments. Gains must be aggregated 
separately from losses. 

Securities partnerships 

The temporary regulations provide 
that for purposes of securities aggrega
tion, a securities partnership is one 
that: (I) is diversified as defined by 
section 851(b)(4), (2) has at least 90 
percent of its non-cash assets in se-

cunhes or similar investment interests 
described in §1.704-1(b)(2)(iv)(f)(5)
(iii) (consisting of stock, securities, 
commodities, options, warrants, futures, 
or similar investments that are readily 
tradable on an established securities 
market), (3) either is registered with 
the Securities and Exchange Commis
sion under the Investment Company 
Act of 1940, as amended (15 U.S.C. 
80a-l to 80b-2), as a Management 
Company, or does not have 50 percent 
or more of its capital interests held at 
any time during the current partnership 
year by five or fewer persons, deter
mined in accordance with section 
707(b)(3), and (4) makes all of its 
allocations in proportion to the part
ners' relative book capital accounts 
(except for reasonable special alloca
tions to a partner that provides manage
ment services to the partnership). 

The IRS and Treasury recognize that 
there are other ways to define a 
securities partnership. For example, it 
is possible to define these partnerships 
in terms of the number of accounting 
entries that would be needed on an 
asset-by-asset method. The IRS and 
Treasury welcome comments on how to 
define a securities partnership. 

Effective date 

These temporary regulations apply to 
contributions of property to a part
nership and revaluations of securities 
and similar investments made on or 
after December 21, 1993. 

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(0 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. 

* * * * * * 
Amendments to the Regulations 

Accordingly, the amendments to 26 
CFR part I are as follows: 
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PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
Section 1.704-3T also issued under 26 
U.S.c. 704(c). *** 

Par. 2. Section 1.704-3T, is added to 
read as follows: 

§I.704-3T Contributed property 
(temporary ). 

(a) through (c) [Reserved] 

(d) Remedial allocation method-(l) 
In general. For contributions of prop
erty to a partnership and restatements 
pursuant to §1.704-1(b)(2)(iv)(f) on or 
after December 21, 1993, a partnership 
may adopt the remedial allocation 
method described in this paragraph by 
making reasonable remedial allocations 
to eliminate ceiling rule disparities 
between tax items of noncontributing 
partners and corresponding book items 
(as computed under paragraph (d)(2) of 
this section). Remedial allocations are 
tax allocations of income or gain that 
are offset by tax allocations of loss or 
deduction. These tax allocations are 
created by the partnership and have no 
effect on the partnership's book capital 
accounts. Under this method the part
nership determines the amount of book 
items under paragraph (d)(2) of this 
section and determines the distributive 
share of these items under section 
704(b). The partnership then makes tax 
allocations using the methodology set 
forth in §1.704-3(b)(l) to avoid shift
ing the tax consequences of built-in 
gain or loss. If the ceiling rule (as 
defined in §1.704-3(b)(l» results in a 
book allocation to a noncontributing 
partner different from the correspond
ing tax allocation, the partnership 
makes a remedial allocation of income, 
gain, loss, or deduction to the non
contributing partner equal to the full 
amount of the limitation caused by the 
ceiling rule, and a simultaneous, offset
ting remedial allocation of deduction, 
loss, gain, or income to the contribut
ing partner. In the absence of specific 
published guidance, the method de
scribed in this paragraph is the only 
reasonable section 704(c) method using 
remedial allocations. 

(2) Determining the amount of book 
items. Under the remedial allocation 
method, for purposes of subchapter K 
the partnership determines the amount 
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of book items in the following manner 
rather than under the rules of § 1.704-
1 (b)(2)(iv)(g)(3). The portion of the 
partnership's book basis in the property 
equal to the adjusted tax basis in the 
property at the time of contribution is 
recovered in the same manner as the 
adjusted tax basis in the property is 
recovered (generally, over the prop
erty's remaining recovery period under 
section 168(i)(7) or other applicable 
Internal Revenue Code section). The 
remainder of the partnership'S book 
basis in the property (the amount by 
which book basis exceeds adjusted tax 
basis) is recovered using any applicable 
recovery period and depreciation (or 
other cost recovery) method available 
to the partnership for newly-purchased 
property placed in service at the time 
of contribution. 

(3) Type. Remedial allocations of 
income, gain, loss, or deduction must 
have the same effect on each partner's 
tax liability as the tax item limited by 
the ceiling rule. This means that, when 
relevant, such attributes as the source, 
character, or (e.g., under section 469) 

L 

Book Tax 
$10,000 $4,000 
<3,200> <800> 

$ 6,800 $3,200 

nature of the item limited by the 
ceiling rule must be taken into account. 
Thus, if the item limited by the ceiling 
rule is loss from the sale of contributed 
property, the offsetting remedial alloca
tion to the contributing partner must be 
gain from the sale of the property. If 
the item limited by the ceiling rule is 
depreciation or other cost recovery, the 
offsetting remedial allocation of income 
to the contributing partner must be of 
the same type of income that the 
contributed property produces. 

(4) Limitation on adjustments by the 
Internal Revenue Service. In exercising 
its authority under §1.704-3 to make 
adjustments if a partnership's allocation 
method is not reasonable, the Internal 
Revenue Service will not require a 
partnership to use the remedial alloca
tion method described in this paragraph 
(d). 

(5) Examples. The following exam
ples illustrate the principles of this 
paragraph (d). 

Example 1. Remedial allocation method-(i) 
Facts. Land M form partnership LM and agree 

M 

Book Tax 
$10,000 $10,000 
<3,200> <3,200> 
$ 6,800 $ 6,800 

that each will be allocated a 50 percent share of 
all partnership items. The partnership. agreement 
provides that LM will make allocatIOns under 
section 704(c) using the remedial allocation 
method under paragraph (d) of this section and 
that the straight-line method will be used to 
recover excess book basis. L contributes depre
ciable property with an adjusted tax basis of 
$4,000 and a fair market value of $10,000. The 
property is depreciable using the straight-line 
method with a IO-year recovery period and has 4 
years remaining on its recovery period. M 
contributes $10,000, which the partnership uses 
to purchase land. Except for the depreciation 
deductions, LM's expenses equal its income in 
each year of the 10 years commencing with the 
year the partnership is formed. 

(ii) Years 1 through 4. Under the remedial 
allocation method of paragraph (d) of this 
section, LM has book depreciation for each of its 
first 4 years of $1,600 [$1,000 ($4,000 tax basis 
divided by the 4-year remaining recovery period) 
plus $600 ($6,000 excess of book value over tax 
basis, divided by the new ten-year recovery 
period)]. Under the partnership agreement, Land 
M are each allocated 50 percent ($800) of the 
book depreciation. M is allocated $800 of tax 
depreciation and L is allocated the remaining 
$200 of tax depreciation ($1,000-$800). See 
paragraph (d)(l) of this section. No remedial 
allocations are made because the ceiling rule 
does not result in a book allocation of deprecia
tion to M different from the tax allocation. The 
allocations result in capital accounts at the end of 
LM's first 4 years as follows: 

Initial contribution 
Depreciation 

(iii) Subsequent Years. (A) For each of years 5 through 10, LM has $600 of book depreciation ($6,000 excess of initial book value over adjusted tax 
basis divided by the IO-year recovery period that commenced in year I), but no tax depreciation. Under the partnership agreement, the $600 of book 
depreciation is allocated equally to Land M. Because of the application of the ceiling rule in year 5, M would be allocated $300 of book depreciation, but 
no tax depreciation. Thus, at the end of LM's fifth year Land M's book and tax capital accounts would be as follows: 

Book 

$6,800 
<300> 

$6,500 

L 

Tax 
$3,200 

$3,200 

Book 

$6,800 
<300> 

$6,500 

M 

Tax 
$6,800 

$6,800 

End of year 4 
Depreciation 

(B) Because the ceiling rule would cause an annual disparity of $300 between M's book and tax capital accounts, LM must make remedial allocations 
of $300 of tax depreciation deductions to M under the remedial allocation method, for each of years 5 through 10. LM must also make offsetting remedial 
tax allocations to L of $300 of income, which must be of the same type as income from the property. At the end of year 5, LM's capital accounts are as 
follows: 

L M 

Book Tax Book Tax 
$6,800 $3,200 $6,800 $6,800 End of year 4 
<300> <300> Depreciation 

300 <300> Remedial allocations 
$6,500 $3,500 $6,500 $6,500 

(e) At the end of year 10, LM's capital accounts are as follows: 
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Section 731 

L M 

Book Tax Book Tax 

$6,500 $3,500 $6,500 $6,500 End of year 5 
<1,500> <1,500> Depreciation 

~ <1,500> Remedial allocations 
$5,000 $5,000 $5,000 $5,000 

Example 2. Remedial allocations on sale-(i) Facts. Nand P form partnership NP and agree that each will be allocated a 50 percent share of all 
partnership items and that NP will make allocations under section 704(c) using the remedial allocation method under paragraph (d) of this section. N 
contributes Blackacre (land) with an adjusted tax basis of $4,000 and a book value of $10,000. Because N has a built-in gain of $6,000, Blackacre is 
section 704(c) property. P contributes Whiteacre (land) with an adjusted tax basis and book value of $10,000. At the end of NP's first year, NP sells 
Blackacre to Q for $9,000 and recognizes a capital gain of $5,000 ($9,000 amount realized, less $4,000 tax basis) and a book loss of $1,000 ($9,000 
amount realized less $10,000 book basis). NP has no other items of income, gain, loss, or deduction. If the ceiling rule were applied, N would be allocated 
the entire $5,000 of tax gain and Nand P would each be allocated $500 of book loss. Thus, at the end of NP's first year Nand P's book and tax capital 
accounts would be as follows: 

N P 

Book Tax Book Tax 

$10,000 $4,000 $10,000 $10.000 Initial contribution 
<500> 5,000 <500> Sale of Blackacre 

$ 9,500 $9,000 $ 9,500 $10,000 

(ii) Remedial allocation. Because the ceiling rule would cause a disparity of $500 between P's book and tax capital accounts, NP must make a remedial 
allocation of $500 of capital loss to P under the remedial allocation method, and an offsetting remedial allocation to N of an additional $500 of capital 
gain. These allocations result in capital accounts at the beginning of NP's second year as follows: 

N 

Book Tax 

$10,000 $4,000 
<500> 5,000 

500 
$ 9,500 $9,500 

(e) *** 
(3) Special aggregation rule for se

curities partnerships-(i) General rule. 
The frequency of capital account 
restatements under § 1.704-1 (b)( 4 )(i) 
and the number of partnership assets 
may make it impractical for securities 
partnerships to make reverse section 
704(c) allocations on an asset-by-asset 
basis. Therefore, when making reverse 
section 704( c) allocations with respect 
to restatements made on or after 
December 21, 1993, it is generally 
reasonable for a securities partnership 
consistently to aggregate all gains and 
all losses from securities and similar 
investments (as defined in § 1. 704-1 (b)
(2)(iv)(f)(5)(iii)). Gains must be aggre
gated separately from losses. 

(ii) Securities partnership. For pur
poses of paragraph (e)(3)(i) of this 
section, a securities partnership is one 
that-

(A) If it were a domestic corporation 
would satisfy the requirements of sec
tion 8Sl(b)(4); 

(B) On each revaluation date, holds 
assets described in § 1. 704-1 (b )(2)(iv)
(f)(5)(iii) that constitute at least 90 

P 

Book Tax 

$10,000 $10,000 
<500> 

<500> 
$ 9,500 $ 9,500 

percent of the fair market value of its 
non-cash assets; 

(C) Either is registered with the 
Securities and Exchange Commission 
under the Investment Company Act of 
1940, as amended (15 U.S.c. 80a-l to 
80b-2), as a Management Company, or 
does not have 50 percent or more of its 
capital interests held at any time during 
the current partnership taxable year by 
five or fewer persons, determined in 
accordance with section 707(b)(3); and 

(D) Makes all of its book allocations 
in proportion to the partners' relative 
book capital accounts (except that the 
partnership may make reasonable spe
cial allocations to a partner that 
provides management services to the 
partnership). 

(iii) Letter rulings. The Commis
sioner may, by letter ruling, permit 
partnerships not meeting the require
ments of this paragraph (e)(3) to ag
gegate assets when making reverse 
section 704( c) allocations. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Initial contribution 
Sale of Blackacre 
Remedial allocations 

Approved December 1, 1993. 

Leslie Samuels, 
Assistant Secretary 

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

December 21, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 22, 1993, 58 F.R. 67684) 

Section 70S.-Taxable Years of 
Partner and Partnership 

26 CFR 1.706-1: Taxable years of partner 
and partnership. 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Part II.-Contributions, Distributions, and 
Transfers 
Subpart 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 Section 752.) 
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Section 731 

Recognition of gain on deemed 
distribution of money. A deemed dis
tribution of money under section 
752(b) of the Code resulting from a 
decrease in a partner's share of lia
bilities is treated as an advance or 
drawing of money under section 1.731-
1 (a)(l )(ii) of the regulations to the 
extent of the partner's distributive share 
of income for the partnership taxable 
year. 

Rev. Rul. 94-4 

ISSUE 

If a deemed distribution of money 
under §752(b) of the Internal Revenue 
Code occurs as a result of a decrease in 
a partner's share of the liabilities of a 
partnership, is the deemed distribution 
taken into account at the time of the 
distribution or at the end of the 
partnership taxable year? 

LAW 

Under §752(b), a decrease in a 
partner's share of partnership liabilities 
is considered a distribution of money to 
the partner by the partnership. The 
partner will recognize gain under 
§731(a)(1) if the distribution of money 
exceeds the adjusted basis of the 
partner's interest immediately before 
the distribution. 

Section 1.731-1(a)(1)(ii) of the In
come Tax Regulations provides that for 
purposes of §§731 and 705, advances 
or drawings of money or property 
against a partner's distributive share of 
income are treated as current distribu
tions made on the last day of the 
partnership taxable year with respect to 
that partner. 

Rev. Rul. 92-97, 1992-2 C.B. 124, 
treats a deemed distribution of money 
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to a partner resulting from a cancella
tion of debt as an advance or drawing 
under §1.731-1(a)(I)(ii) against that 
partner's distributive share of cancella
tion of indebtedness income. 

HOLDING 

A deemed distribution of money 
under §752(b) resulting from a de
crease in a partner's share of the 
liabilities of a partnership is treated as 
an advance or drawing of money under 
§1.731-1(a)(1)(ii) to the extent of the 
partner's distributive share of income 
for the partnership taxable year. An 
amount treated as an advance or draw
ing of money is taken into account at 
the end of the partnership taxable year. 
A deemed distribution of money result
ing from a cancellation of debt may 
qualify for advance or drawing treat
ment under this revenue ruling and 
under Rev. Rul. 92-97. 

Subpart D.-Provisions Common to Other Subparts 

Section 752.-Treatment of Certain 
Liabilities 

A deemed distribution of money under §752(b) 
resulting from a decrease in a partner's share of 
liabilities is treated as an advance or drawing of 
money under §1.731-1(a)(1)(ii) to the extent of 
the partner's distributive share of income for the 
partnership taxable year. See Rev. Rul. 94-4, 
page 195. 

Subchapter L.-Insurance Companies 

Part I.-Life Insurance Companies 

Subpart C.-Life Insurance Deductions 

Section 807.-Rules for Certain 
Reserves 

Insurance companies; interest rate 

tables. Prevailing state assumed inter
est rates are provided for the deter
mination of reserves under § 807 of the 
Code for contracts issued in 1993 and 
1994. Rev. Rul. 92-19 supplemented in 
part. 

Rev. Rul. 94-11 

For purposes of § 807(d)(4) of the 
Internal Revenue Code, for taxable 
years beginning after December 31, 
1992, this ruling supplements 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 supplementary total and 
permanent disability benefits, (2) indi
vidual annuities and pure endowments, 
and (3) group annuities and pure 
endowments. As § 807(d)(2)(B) re
quires that the interest rate used to 
compute these reserves be the greater 
of (I) 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 1993 and 1994, and a supplement to 
the table in Part IV of Rev. Rul. 92-19, 
providing the applicable federal interest 
rate under § 807(d)(4)(A) for 1994. 
This ruling does not supplement Parts I 
and II of Rev. Rul. 92-19. 

This is the second supplement to the 
interest rates provided in Rev. Rul. 92-
19. The first supplement was published 
in Rev. RuL 93-58, 1993-2 C.B. 241 
(interest rates for insurance products 
issued in 1992 and 1993). 



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 VALUATION 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 
19945 

5.50 

5.25 

5.00 

Section 807 

Source: Rates calculated from the monthly averages, ending June 30, 1993, of Moody's Corporate Bond Yield Average
Monthly Average Corporates. 

5 As the applicable federal interest rate for 1994 of 7.45 percent shown in Part IV of this ruling exceeds the prevailing state 
assumed interest rate for 1994, the interest rate to be used for this product for § 807 purposes, pursuant to § 807(d)(2)(B), is 
the applicable federal interest rate. 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 

1993 

Valuation Interest Rate 

7.00* 

Source: Rates calculated from the monthly averages, ending June 30, 1993, 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 reserves under § 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. 
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Part III, Schedule C 11-1993 

STATUTORY VALUATION INTEREST RATES 
BASED ON NAIC STANDARD VALUATION LAW 

FOR 1993 CALENDAR YEAR BUSINESS 
GOVERNED BY THE 1980 AMENDMENTS 

C. Valuation interest rates for other annuities and guaranteed interest contracts that are valued on an issue year basis: 

Cash 
Settlement 
Options? 

Yes 

Yes 

No 

Future 
Interest 

Guarantee? 

Yes 

No 

Yes or 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 

5 or fewer 

More than 5, but not 
more than 10 

More than 10, but not 
more than 20 

More than 20 

Valuation Interest 
Rate For Plan Type 

A B C 

7.00* 6.00* 5.50* 

6.75* 6.00* 5.50* 

6.25* 5.50* 5.25* 

5.25* 4.75* 4.75* 

7.25* 6.25* 5.75* 

7.00* 6.25* 5.75* 

6.50* 5.75* 5.50* 

5.50* 5.00* 5.00* 

7.00* 

6.75* NOT APPLICABLE 

6.25* 

5.25* 

Source: Rates calculated from the monthly averages, ending June 30, 1993, of Moody's Corporate Bond Yield Average
Monthly Average Corporates. 

* As the applicable federal interest rate for 1993 of 8.10 percent exceeds this prevailing state assumed interest rate, the 
interest rate to be used for this product under § 807 is 8.10 percent. 
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Part III, Schedule 011-1993 

STATUTORY VALUATION INTEREST RATES 
BASED ON NAIC STANDARD VALUATION LAW 

FOR 1993 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? 

Future 
Interest 

Guarantee? 

Val uation Interest Rate 

Yes Yes 

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 

7.75* 

7.50* 

7.00* 

6.00* 

8.25 

7.75* 

7.25* 

6.25* 

For Plan Type 
B C 

7.25* 5.75* 

7.25* 5.75* 

6.75* 5.50* 

6.00* 5.00* 

7.50* 6.00* 

7.50* 6.00* 

7.00* 5.75* 

6.25* 5.25* 

Source: Rates calculated from the monthly averages, ending June 30, 
Monthly Average Corporates. 

1993, of Moody's Corporate Bond Yield Average-

* As the applicable federal interest rate for 1993 of 8.1 0 percent exceeds this prevailing state assumed interest rate, the 
interest rate to be used for this product under § 807 is 8.10 percent. 

Part IV. Applicable Federal Interest Rates. 

TABLE OF 
APPLICABLE FEDERAL INTEREST RATES 

FOR PURPOSES OF § 807 

Year 

1994 

Interest Rate 

7.45 

Source: Rev. Rul. 93-82, 1993-2 C.B. 267. 

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 § 807 for certain insurance 
products issued in 1993 and 1994 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 January 1994. See Rev. Rul. 94-1, 
page 207. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of February \994. See Rev. Rul. 94-9. 
page 209. 

The adjusted applicable federal short-term. 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15, 
page 210. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22. 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 
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Section 842 

Part III.-Provisions of General Application 

Section 842.-Foreign Companies 
Carrying on Insurance Business 

This procedure provides the domestic asset! 
liability percentages and domestic investment 
yields necessary for foreign insurance compani~s 
doing business in the U.S. to compute theIr 
minimum effectively connected net investment 
income under section 842(b) of the Code, for 
1993 tax year. See Rev. Proc. 94-14, page 574. 

Section 846.-Discounted Unpaid 
Losses Defined 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of January 1994. See Rev. Rul. 94-1, 
page 207. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9, 
page 209. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15, 
page 210. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

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 1.852-11: Treatment of certain losses 
attributable to periods after October 31 of a 
taxable year. 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
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partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Section 855.-Dividends Paid by 
Regulated Investment Company After 
Close of Taxable Year 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Part II.-Real Estate Investment Trusts 

Section 857.-Taxation of Real 
Estate Investment Trusts and Their 
Beneficiaries 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Section 858.-Dividends Paid by 
Real Estate Investment Trust After 
Close of Taxable Year 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
page 274. 

Part IV.-Real Estate Mortgage Investment 
Conduits 

Section 860G.-Other Definitions and 
Special Rules 

26 CFR 1.860G-IT: Regular interests bearing 
interest at a rate based on a current interest 
rate (temporary). 

T.D. 8534 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Real Estate Mortgage Investment 
Conduits 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 

qualification of an interest as a regular 
interest in a real estate mortga~e 
investment conduit, or REMIC. ThIS 
action is necessary because of changes 
to the applicable tax law made by the 
Tax Reform Act of 1986 and by the 
Technical and Miscellaneous Revenue 
Act of 1988. The temporary regulations 
provide guidance to. REMIC sponsors 
and investors. A porUon of the text of 
these temporary regulations also serves 
as the partial text of the proposed regu
lations set forth in the notice of pro
posed rulemaking on this subject in *** 
[FI-I0-94, page 790, this Bulletin]. 

DATES: These regulations are effective 
April 4, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

This document modifies income tax 
regulations (26 CFR part 1) under 
section 8600 of the Internal Revenue 
Code (Code), published in the Federal 
Register on December 24, 1992, (57 
FR 61293 [T.D. 8458, 1993-1 C.B. 
147]). Section 671 of the Tax Reform 
Act of 1986 (the 1986 Act), Pub. L. 
99-514, 100 Stat. 2308, [1986-3 C.B. 
1, 225] added sections 860A through 
8600 and amended other sections of 
the Code to provide rules relating to 
REMICs. Section 1006(t) of the Tech
nical and Miscellaneous Revenue Act 
of 1988 (TAMRA), Pub. L. 100-647, 
102 Stat. 3419, [1988-3 C.B. 1, 79] 
amended section 671 of the 1986 Act. 
These provisions generally take effect, 
under section 675(a) of the 1986 Act, 
as amended by section 1006(w)(1) of 
TAMRA, on January 1, 1987. 

Explanation of Provisions 

For an entity to qualify as a REMIC, 
every interest in the entity must be a 
residual interest or a regular interest. 
The term "regular interest" is defined 
in section 860G(a)(l). Section 860G(a)
(1)(B) requires that any interest pay
ments on a regular interest be based on 
a fixed rate, or on a variable rate as 
provided in regulations. Interest pay
ments on a regular interest may also 
consist of a specified portion of the 
interest payments on qualified mort
gages held by a REMIC, provided the 
specified portion does not vary while 
the regular interest is outstanding. 

Current § 1. 860G-1 (a)(3) identifies 
the variable rates that are permitted 



under section 860G(a)(1)(B). These 
include "a rate that is a qualifying 
variable rate for purposes of sections 
1271 through 1275 and the related 
regulations." Section 1.860G-I (a)
(3)(i). 

Notice 93-11, 1993-1 C.B. 298, 
which interprets § 1.860G-I (a)(3)(i), 
explains the meaning of "qualifying 
variable rate" by reference to proposed 
regulations under section 1275 that 
were published in the Federal Register 
on December 22, 1992 (57 FR 60750 
[FI-189-84, 1993-1 C.B. 734]). Under 
the notice, a "qualifying variable rate" 
is a qualified floating rate (as defined 
in proposed §1.1275-5(b)(I» set at a 
current value (as defined in proposed 
§1.1275-5(a)(4». The regulations under 
section 1275 were revised and pub
lished in their final form in the Federal 
Register on February 2, 1994 (59 FR 
4799 [T.D. 8517, page 38, this Bul
letin]). Those regulations became effec
tive on April 4, 1994. Taxpayers could 
rely on Notice 93-11 until that date. 

The temporary regulations contained 
in this document supersede current 
§1.860G-l(a)(3)(i) to conform with the 
final regulations under section 1275. 
Under the temporary regulations, a 
variable rate includes a qualified float
ing rate as defined in §1.l275-5(b)(1) 
(without the application of paragraphs 
(b)(2) and (3) of that section, concern
ing the use of caps, floors, governors, 
and certain multiples) set at a current 
value. 

The temporary regulations are gener
ally effective for obligations issued on 
or after April 4, 1994. The temporary 
regulations will not apply, however, to 
certain obligations priced before April 
4, 1994, and transferred on or before 
June 1, 1994. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.C. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
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. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part I is amended by adding an 
entry in numerical order to read as 
follows: 

Auth()rity: 26 U.S.c. 7805 *** 
Section 1.860G-l T also issued under 
26 U.S.C. 860G(a)(1)(B)(i) and (e). 

Par. 2. Section 1.860G-lT is added 
to read as follows: 

§1.860G-IT Regular interests bearing 
interest at a rate based on a current 
interest rate (temporary). 

(a) Rate based on a current interest 
rate. A qualified floating rate as 
defined in §1.l275-5(b)(l) (but without 
the application of paragraph (b)(2) or 
(3) of that section) set at a current 
value, as defined in §1.l275-5(a)(4), is 
a variable rate. In addition, a rate equal 
to the highest, lowest, or average of 
two or more qualified floating rates is a 
variable rate. For example, a rate based 
on the average cost of funds of one or 
more financial institutions is a variable 
rate. 

(b) Effect on §1.860G-l. All refer
ences in § 1.860G-I to paragraph 
(a)(3)(i) must be read as references to 
paragraph (a) of this section. 

(c) Effective date-(l) In general. 
This section is effective April 4, 1994. 

(2) Rate based on current interest 
rate. Paragraphs (a) and (b) of this 
section apply to obligations intended to 
qualify as regular interests that are 
issued on or after April 4, 1994, unless 
the obligations are described in para
graph (c)( 4) of this section. 

(3) Rate based on index. Section 
1.860G-I(a)(3)(i) (as contained in 26 
CFR part 1 revised as of April I, 1994) 
does not apply to obligations intended 
to qualify as regular interests that are 
issued on or after April 4, 1994, unless 
the obligations are described in para
graph (c)( 4) of this section. 

Section 911 

(4) Transition obligations. Obliga
tions are described in this paragraph 
(c)(4) if-

(i) The terms of the obligations and 
the prices at which the obligations will 
be offered are fixed before April 4, 
1994; and 

(ii) On or before June 1, 1994, a 
substantial portion of the obligations 
will be transferred, with the terms and 
at the prices that are fixed before April 
4, 1994, to investors who are unrelated 
to the REMIC's sponsor at the time of 
the transfer. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

Approved April 8, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
April 15, 1994, 2:05 p.m., and published in the 
issue of the Federal Register for April 20, 
1994, 59 F.R. 18746) 

Subchapter N.-Tax Based on Income from 
Sources Within or Without the United States 
Part III.-Income from Sources Without the 
United States 

Subpart B.-Earned Income of Citizens or 
Residents of the United States 

Section 911.-Citizens or Residents 
of the United States Living Abroad 

26 CFR 1.911-1: Partial exclusion for earned 
income from sources within a foreign country 
and foreign housing costs. 

Guidance is provided to individuals who fail to 
meet the eligibility requirements of section 
91 I (d)(1 ) of the Code because adverse conditions 
in a foreign country preclude the individual from 
meeting those requirements. A current list of 
countries and the dates those countries are 
subject to the section 91 1 (d)(4) waiver is 
provided. See Rev. Proc. 94-15, page 575. 

26 CFR 1.911-1: Partial exclusion for earned 
income from sources within a foreign country 
and foreign housing costs. 

Guidance is provided to individuals who fail to 
meet the eligibility requirements of section 
911(d)(l) of the Code because adverse conditions 
in a foreign country preclude the individual from 
meeting those requirements. A current list of 
countries and the dates those countries are 
subject to the section 911(d)(4) waiver is 
provided. See Rev. Proc. 94-31, page 625. 
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Subchapter O.-Gain or Loss on Disposition of 
Property 

Part III.-Common Nontaxable Exchanges 

Section 1031.-Exchange of Property 
Held for Productive Use or 
Investment 

26 CFR J.J03J(b)-2: Safe harbor for qualified 
intermediaries. 

T.D. 8535 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 15a 

Like-kind Exchanges of Property
Coordination with Section 453 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final income tax regulations under 
section 1031(a)(3) of the Internal Reve
nue Code of 1986 relating to the 
coordination of deferred like-kind ex
changes described in section 1031(a)(3) 
with the installment sale rules of 
section 453. The final regulations affect 
taxpayers who engage in certain like
kind exchanges of property under sec
tion 1031. 

DATES: These regulations are effective 
April 20, 1994. 

For dates of applicability, see 
§§1.1031(b)-2(d) and 1.103l(k)-I(j)(2) 
of the regulations. 

SUPPLEMENTARY INFORMATION: 

Background 

On May 1, 1991, the IRS published 
in the Federal Register (56 FR 19933 
[T.D. 8346, 1991-1 C.B. 150]) final 
regulations under section 1031(a)(3) of 
the Internal Revenue Code relating to 
deferred like-kind exchanges. Section 
1.l03l(k)-1(j)(2) of the regulations, 
relating to the coordination of section 
103l(a)(3) with the installment sale 
provisions of section 453, is reserved. 
On November 2, 1992, the IRS pub-
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lished a notice of proposed rulemaking 
in the Federal Register (57 FR 49432 
[IA-107-91, 1992-2 C.B. 732]) coordi
nating section 1031(a)(3) with the 
installment sale provisions of section 
453. After consideration of the written 
comments received regarding the pro
posed regulations, the regulations are 
adopted as amended by this Treasury 
decision. This Treasury decision 
amends §1.1031(b)-2 of 26 CFR part 
1, Income Tax Regulations, adds the 
text of § 1.1 031 (k)-1 (j)(2), and amends 
§15a.453-1(b)(3)(i) of 26 CFR part 
15a. 

Technical Background 

In a typical deferred exchange, the 
taxpayer may require the transferee to 
secure its promise to acquire replace
ment property with a cash funded 
escrow account or trust. Alternatively, 
the taxpayer may retain an intermediary 
to arrange for the transfer of replace
ment property to the taxpayer. Section 
1.1031 (k)-1 (g) provides certain safe 
harbors that, if followed, ensure that 
these arrangements do not cause the 
transaction to be treated as a taxable 
sale rather than a deferred exchange for 
purposes of section 1031. Section 
453(a) generally provides that income 
from an installment sale is taken into 
account under the installment method 
as payments are made. Section 
15a.453-1(b)(3)(i) of the regulations 
provides that the receipt of an evidence 
of indebtedness that is secured directly 
or indirectly by cash or a cash 
equivalent is treated as the receipt of a 
payment. That section also provides 
that a payment includes amounts actu
ally or constructively received under an 
installment obligation. 

These final regulations provide rules 
that coordinate the safe harbor provi
sions of § 1.1 031 (k)-1 (g) with the in
stallment sale rules that determine 
when a taxpayer is in receipt of a 
payment under section 453 and 
§ 15a.453-1(b)(3)(i). 

Description of Provisions 

The final regulations under 
§1.1031(k)-I(g)(3) and (4) provide cer
tain safe harbors under which taxpayers 
are treated as not being in actual or 
constructive receipt of money or other 
property held in a qualified escrow 
account, qualified trust, or by a 
qualified intermediary. These final reg-

ulations generally adopt the same safe 
harbors for the purpose of determining 
whether a taxpayer is in receipt of 
payment under section 453 and 
§15a.453-1(b)(3)(i) if, at the beginning 
of the exchange period, the taxpayer 
has a bona fide intent to enter into a 
deferred exchange. The qualified 
escrow account, qualified trust, or 
qualified intermediary is disregarded 
for purposes of section 453 and 
§15a.453-1(b)(3)(i) until the earlier of 
(a) the time the safe harbor would 
otherwise cease to apply for purposes 
of section 1031 (e.g., when the tax
payer has the immediate right to 
receive the funds held in the qualified 
escrow account), or (b) the end of the 
exchange period. Thus, subject to the 
other requirements of sections 453 and 
453A and the related regulations, tax
payers who use the safe harbors of the 
existing 1031 regulations and meet the 
requirements of these final regulations 
will be entitled to report gain recog
nized on the deferred exchange under 
the installment method. 

Several commentators requested that 
the bona fide intent requirement be 
clarified by providing either examples 
or presumptions. Whether a particular 
taxpayer has a bona fide intent to enter 
into a deferred exchange is determined 
on the basis of all relevant facts and 
circumstances. Because the presump
tions suggested by commentators would 
emphasize certain factors that in many 
cases should not be determinative, the 
final regulations do not contain rules 
setting forth presumptions. However, 
the final regulations clarify that a 
taxpayer will be treated as having a 
bona fide intent only if it is reasonable 
to believe, based on all the facts and 
circumstances as of the beginning of 
the exchange period, that like-kind 
replacement property will be acquired 
before the end of the exchange period. 
In addition, two examples have been 
added to the final regulations in which 
the bona fide intent requirement is 
determined to have been satisfied. 
These examples are intended to be 
illustrative only, and do not represent 
either the minimum steps required to 
establish bona fide intent or safe 
harbors pursuant to which a bona fide 
intent will in other contexts be assumed 
to exist. 

The regulations provide a special 
rule for deferred exchanges involving 
qualified intermediaries. Under this 
rule, a taxpayer in receipt of an 
evidence of indebtedness of the 



qualified intermediary's transferee is 
treated as receiving an evidence of 
indebtedness of the transferee of the 
relinquished property, even though 
these regulations generally treat the 
qualified intermediary as having ac
quired and transferred the relinquished 
property for other purposes. Therefore, 
for purposes of section 453 and 
§15a.453-1(b)(3)(i), the receipt by the 
taxpayer of such an evidence of in
debtedness is treated as the receipt of 
an evidence of indebtedness of the 
person acquiring the relinquished prop
erty from the taxpayer and is not 
considered a payment under section 
453. 

One commentator was concerned that 
the treatment provided by the special 
rule terminates at the end of the 
exchange period even if the note 
remains outstanding. The final regula
tions make clear that this rule applies 
beyond the end of the exchange period. 
Another commentator suggested that 
the special rule that treats indebtedness 
of the qualified intermediary's trans
feree as indebtedness of the person 
acquiring relinquished property from 
the taxpayer for purposes of section 
453 and §15a.453-1(b)(3)(i) should 
also apply to simultaneous exchanges 
under § 1.1 031 (b )-2. This comment has 
been adopted, as reflected in amend
ments to § 1.1031 (b )-2. 

Another commentator recommended 
that the regulations provide that the 
distribution of an installment note to 
the taxpayer at any time by a qualified 
intermediary would not terminate the 
applicability of the qualified intermedi
ary safe harbor. The Internal Revenue 
Service and the Treasury do not believe 
a special exception to the limitations 
contained in § 1.1031 (k)-1 (g)( 4 )(ii) and 
(vi) (relating to the taxpayer's right to 
receive or otherwise obtain the benefits 
of money or other property held by a 
qualified intermediary) should be 
provided for installment notes. Rather, 
§1.1031(k)-I(g)(4)(vii) provides suffi
cient flexibility by permitting the re
ceipt of money or other property 
(including an installment note) by the 
taxpayer directly from a transferee 
without affecting the applicability of 
the qualified intermediary safe harbor. 
Therefore, this comment has not been 
adopted. 

Another commentator suggested that 
certain interest payments made on the 
installment note during the exchange 
period be treated as fee income to the 

qualified intermediary and not as inter
est income to the taxpayer. Section 
l.1031(k)-1(h)(2) specifies that interest 
payments received by the taxpayer, 
whether received in cash or property 
(including like-kind property), are to be 
treated as income to the taxpayer. The 
determination of whether interest pay
ments retained by a qualified inter
mediary should be treated as received 
by the taxpayer, and thereby represent 
income to the taxpayer, is beyond the 
scope of this regulation and may be the 
subject of future guidance. 

One commentator requested that the 
regulations address the timing of gain 
recognition in deferred exchanges in
volving assumptions of liabilities. The 
Internal Revenue Service and the 
Treasury are currently studying the 
circumstances under which, and the 
extent to which, gain attributable to 
assumptions of liabilities in like-kind 
exchanges (including simultaneous ex
changes) should be eligible for deferral 
under the installment method. Among 
other things, this process will include 
an examination of the rules proposed 
under section 453(f)(6) in 1984. Ac
cordingly, this final regulation does not 
address these issues. 

Two commentators requested that the 
regulations consider issues relating to 
the timing of receipt of income after 
the end of the exchange period in cases 
where the delivery of money or other 
property is delayed due to events such 
as breach of contract or bankruptcy. 
Because section 1031 (a)(3) requires 
deferred exchanges to be completed by 
the end of the exchange period, the 
safe harbors from the constructive 
receipt rules provided by § 1.1031 (k)
l(g)(3) and (4) have no application 
after that period. Whether a taxpayer is 
in receipt of money or other property 
held in a qualified escrow account or 
qualified trust or by a qualified inter
mediary after the end of the exchange 
period is determined under general 
principles of federal income tax law. 
Therefore, the final regulations do not 
provide specific guidance regarding the 
timing of receipt of income where 
delivery of the money or other property 
held in a qualified escrow account or a 
qualified trust, or by a qualified inter
mediary is delayed beyond the end of 
the exchange period. 

Several additional comments were 
received pertaining to issues that may 
arise when an installment note is used 
in a deferred like-kind exchange. Com-
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menta tors suggested that guidance be 
provided on the tax consequences of 
making the installment note payable to 
a qualified intermediary. Commentators 
also wanted to know the consequences 
of a qualified intermediary's disposition 
of a note to a third party during the 
exchange period. Commentators re
quested guidance on the treatment of 
principal payments made on an install
ment note during the exchange period. 
One commentator requested guidance 
on the tax consequences of a reversion 
to the transferee of cash held in a 
qualified escrow account or qualified 
trust followed by the transferee's issu
ance of an installment note to the 
taxpayer at the end of the exchange 
period. Commentators also suggested 
that the final regulations address the 
treatment of issues arising from de
ferred exchanges of multiple assets. 

The issues raised by these comments 
are broader than the scope of these 
regulations. Resolution of these issues 
would affect not only deferred like
kind exchanges spanning more than one 
tax year, but also such exchanges 
taking place within one tax year. In 
addition, these issues may also involve 
the character of income rather than the 
timing of the receipt of income. There
fore, the final regulations do not 
address these comments. However, the 
Internal Revenue Service will take 
these issues into consideration in issu
ing further guidance in this area. 

Finally, under these regulations, tax
payers may choose to apply the safe 
harbors retroactively to transfers of 
property occurring on or after May 16, 
1990. However, if taxpayers reported 
gain that qualifies for installment 
method reporting under these regula
tions in the year they transferred the 
relinquished property, they in effect 
elected out of the installment method. 
In the preamble to the proposed regula
tions, the Internal Revenue Service 
requested comments on whether the 
Service should publish a revenue pro
cedure providing simplified procedures 
under which those taxpayers who 
elected out of the installment method 
could use the installment method in 
reporting gain on those transactions. 
Because commentators expressed only 
minimal interest in this revenue proce
dure, the Service will not issue such a 
revenue procedure or similar guidance. 

Special Analyses 

It has been determined that these 
regulations are not a significant regula-
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tory action as defined in EO 12866. 
Therefore, a regulatory assessment is 
not required. It has also been deter
mined 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, 
the notice of proposed rulemaking 
published in the Federal Register on 
November 2, 1992 (57 FR 49432) was 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its impact 
on small businesses. 

* * * * * * 

Adoption of Amendment to the 
Regulations 

Accordingly, 26 CFR parts 1 and 15a 
are amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 1.1031(b)-2 is 

amended as follows: 

1. Paragraph (b) is revised. 

2. Paragraphs (c) and (d) are added. 

3. The added and revised provisions 
read as follows: 

§J.J03J(b)-2 Safe harbor for 
qualified intermediaries. 

* * * * * * 

(b) In the case of simultaneous 
exchanges of like-kind properties in
volving a qualified intermediary (as 
defined in § 1.1 031 (k)-1 (g)( 4 )(iii», the 
receipt by the taxpayer of an evidence 
of indebtedness of the transferee of the 
qualified intermediary is treated as the 
receipt of an evidence of indebtedness 
of the person acquiring property from 
the taxpayer for purposes of section 
453 and §15a.453-1(b)(3)(i) of this 
chapter. 

(c) Paragraph (a) of this section 
applies to transfers of property made 
by taxpayers on or after June 10, 1991. 

(d) Paragraph (b) of this section 
applies to transfers of property made 
by taxpayers on or after April 20, 
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1994. A taxpayer may choose to apply 
paragraph (b) of this section to trans
fers of property made on or after June 
10, 1991. 

Par. 3. In §1.1031(k)-I, the text of 
paragraph U)(2) is added to read as 
follows: 

§J.J03J(k)-J Treatment of deferred 
exchanges. 

* * * * * * 

(j) *** 
(2) Coordination with section 453-

(i) Qualified escrow accounts and 
qualified trusts. Subject to the limita
tions of paragraphs (j)(2)(iv) and (v) of 
this section, in the case of a taxpayer's 
transfer of relinquished property in 
which the obligation of the taxpayer's 
transferee to transfer replacement prop
erty to the taxpayer is or may be 
secured by cash or a cash equivalent, 
the determination of whether the tax
payer has received a payment for 
purposes of section 453 and § 15a.453-
1(b)(3)(i) of this chapter will be made 
without regard to the fact that the 
obligation is or may be so secured if 
the cash or cash equivalent is held in a 
qualified escrow account or a qualified 
trust. This paragraph (j)(2)(i) ceases to 
apply at the earlier of-

(A) The time described in paragraph 
(g)(3)(iv) of this section; or 

(B) The end of the exchange period. 

(ii) Qualified intermediaries. Subject 
to the limitations of paragraphs 
(j)(2)(iv) and (v) of this section, in the 
case of a taxpayer's transfer of relin
quished property involving a qualified 
intermediary, the determination of 
whether the taxpayer has received a 
payment for purposes of section 453 
and §15a.453-1(b)(3)(i) of this chapter 
is made as if the qualified intermediary 
is not the agent of the taxpayer. For 
purposes of this paragraph (j)(2)(ii), a 
person who otherwise satisfies the 
definition of a qualified intermediary is 
treated as a qualified intermediary even 
though that person ultimately fails to 
acquire identified replacement property 
and transfer it to the taxpayer. This 
paragraph (j)(2)(ii) ceases to apply at 
the earlier of-

(A) The time described in paragraph 
(g)(4)(vi) of this section; or 

(B) The end of the exchange period. 

(iii) Transferee indebtedness. In the 
case of a transaction described in 

paragraph (j)(2)(ii) of this section, the 
receipt by the taxpayer of an evidence 
of indebtedness of the transferee of the 
qualified intermediary is treated as the 
receipt of an evidence of indebtedness 
of the person acquiring property from 
the taxpayer for purposes of section 
453 and § 15a.453-1 (b )(3 )(i) of this 
chapter. 

(iv) Bona fide intent requirement. 
The provisions of paragraphs (j)(2)(i) 
and (ii) of this section do not apply 
unless the taxpayer has a bona fide 
intent to enter into a deferred exchange 
at the beginning of the exchange 
period. A taxpayer will be treated as 
having a bona fide intent only if it is 
reasonable to believe, based on all the 
facts and circumstances as of the 
beginning of the exchange period, that 
like-kind replacement property will be 
acquired before the end of the ex
change period. 

(v) Disqualified property. The provi
sions of paragraphs (j)(2)(i) and (U) of 
this section do not apply if the 
relinquished property is disqualified 
property. For purposes of this para
graph (j)(2), disqualified property 
means property that is not held for 
productive use in a trade or business or 
for investment or is property described 
in section 1031(a)(2). 

(vi) Examples. This paragraph 0)(2) 
may be illustrated by the following 
examples. Unless otherwise provided in 
an example, the following facts are 
assumed: B is a calendar year taxpayer 
who agrees to enter into a deferred 
exchange. Pursuant to the agreement, B 
is to transfer real property X. Real 
property X, which has been held by B 
for investment, is unencumbered and 
has a fair market value of $100,000 at 
the time of transfer. B's adjusted basis 
in real property X at that time is 
$60,000. B identifies a single like-kind 
replacement property before the end of 
the identification period, and B re
ceives the replacement property before 
the end of the exchange period. The 
transaction qualifies as a like-kind 
exchange under section 1031. 

Example 1. (i) On September 22, 1994, B 
transfers real property X to C and C agrees to 
acquire like-kind property and deliver it to B. On 
that date B has a bona fide intent to enter into a 
deferred exchange. C's obligation, which is not 
payable on demand or readily tradable, is secured 
by $100,000 in cash. The $100,000 is deposited 
by C in an escrow account that is a qualified 
escrow account under paragraph (g)(3) of this 
section. The escrow agreement provides that B 
has no rights to receive, pledge, borrow. or 



otherwise obtain the benefits of the cash 
deposited in the escrow account until the earlier 
of the date the replacement property is delivered 
to B or the end of the exchange period. On 
March II, 1995, C acquires replacement property 
having a fair market value of $80,000 and 
delivers the replacement property to B. The 
$20,000 in cash remaining in the qualified 
escrow account is distributed to B at that time. 

(ii) Under section 1031(b), B recognizes gain 
to the extent of the $20,000 in cash that B 
receives in the exchange. Under paragraph 
(j)(2)(i) of this section, the qualified escrow 
account is disregarded for purposes of section 
453 and §15a.453-1(b)(3)(i) of this chapter in 
determining whether B is in receipt of payment. 
Accordingly, B's receipt of C's obligation on 
September 22, 1994, does not constitute a 
payment. Instead, B is treated as receiving 
payment on March II, 1995, on receipt of the 
$20,000 in cash from the qualified escrow 
account. Subject to the other requirements of 
sections 453 and 453A, B may report the 
$20,000 gain in 1995 under the installment 
method. See section 453(f)(6) for special rules 
for determining total contract price and gross 
profit in the case of an exchange described in 
section 1031 (b). 

Example 2. (i) D offers to purchase real 
property X but is unwilling to participate in a 
like-kind exchange. B thus enters into an 
exchange agreement with C whereby B retains C 
to facilitate an exchange with respect to real 
property X. On September 22, 1994, pursuant to 
the agreement, B transfers real property X to C 
who transfers it to D for $100,000 in cash. On 
that date B has a bona fide intent to enter into a 
deferred exchange. C is a qualified intermediary 
under paragraph (g)( 4) of this section. The 
exchange agreement provides that B has no 
rights to receive, pledge, borrow, or otherwise 
obtain the benefits of the money held by C until 
the earlier of the date the replacement property is 
delivered to B or the end of the exchange period. 
On March II, 1995, C acquires replacement 
property having a fair market value of $80,000 
and delivers it, along with the remaining $20,000 
from the transfer of real property X, to B. 

(ii) Under section 1031(b), B recognizes gain 
to the extent of the $20,000 cash B receives in 
the exchange. Under paragraph (j)(2)(ii) of this 
section, any agency relationship between Band 
C is disregarded for purposes of section 453 and 
§15a.453-I(b)(3)(i) of this chapter in determin
ing whether B is in receipt of payment. 
Accordingly, B is not treated as having received 
payment on September 22, 1994, on C's receipt 
of payment from D for the relinquished property. 
Instead, B is treated as receiving payment on 
March 11, 1995, on receipt of the $20,000 in 
cash from C. Subject to the other requirements of 
sections 453 and 453A, B may report the 
$20,000 gain in 1995 under the installment 
method. 

Example 3. (i) D offers to purchase real 
property X but is unwilling to participate in a 
like-kind exchange. B enters into an exchange 
agreement with C whereby B retains C as a 
qualified intermediary to facilitate an exchange 
with respect to real property X. On December 1, 
1994, pursuant to the agreement, B transfers real 
property X to C who transfers it to D for 
$100,000 in cash. On that date B has a bona fide 
intent to enter into a deferred exchange. The 
exchange agreement provides that B has no 
rights to receive, pledge, borrow, or otherwise 
obtain the benefits of the cash held by C until 

the earliest of the end of the identification period 
if B has not identified replacement property, the 
date the replacement property is delivered to B, 
or the end of the exchange period. Although B 
has a bona fide intent to enter into a deferred 
exchange at the beginning of the exchange 
period, B does not identify or acquire any 
replacement property. In 1995, at the end of the 
identification period, C delivers the entire 
$100,000 from the sale of real property X to B. 

(ii) Under section 1001, B realizes gain to the 
extent of the amount realized ($100,000) over the 
adjusted basis in real property X ($60,000), or 
$40,000. Because B has a bona fide intent at the 
beginning of the exchange period to enter into a 
deferred exchange, paragraph (j)(2)(iv) of this 
section does not make paragraph (j)(2)(ii) of this 
section inapplicable even though B fails to 
acquire replacement property. Further, under 
paragraph (j)(2)(ii) of this section, C is a 
qualified intermediary even though C does not 
acquire and transfer replacement property to B. 
Thus, any agency relationship between Band C 
is disregarded for purposes of section 453 and 
§15a.453-I(b)(3)(i) of this chapter in determin
ing whether B is in receipt of payment. 
Accordingly, B is not treated as having received 
payment on December 1, 1994, on C's receipt of 
payment from D for the relinquished property. 
Instead, B is treated as receiving payment at the 
end of the identification period in 1995 on 
receipt of the $100,000 in cash from C. Subject 
to the other requirements of sections 453 and 
453A, B may report the $40,000 gain in 1995 
under the installment method. 

Example 4. (i) D offers to purchase real 
property X but is unwilling to participate in a 
like-kind exchange. B thus enters into an 
exchange agreement with C whereby B retains C 
to facilitate an exchange with respect to real 
property X. C is a qualified intermediary under 
paragraph (g)(4) of this section. On September 
22, 1994, pursuant to the agreement, B transfers 
real property X to C who then transfers it to D 
for $80,000 in cash and D's IO-year installment 
obligation for $20,000. On that date B has a 
bona fide intent to enter into a deferred ex
change. The exchange agreement provides that B 
has no rights to receive, pledge, borrow, or 
otherwise obtain the benefits of the money or 
other property held by C until the earlier of the 
date the replacement property is delivered to B 
or the end of the exchange period. D's obligation 
bears adequate stated interest and is not payable 
on demand or readily tradable. On March 11, 
1995, C acquires replacement property having a 
fair market value of $80,000 and delivers it, 
along with the $20,000 installment obligation, to 
B. 

(ii) Under section 1031(b), $20,000 of B's 
gain (i.e., the amount of the installment obliga
tion B receives in the exchange) does not qualify 
for nonrecognition under section 1031(a). Under 
paragraphs (j)(2)(ii) and (iii) of this section, B's 
receipt of D's obligation is treated as the receipt 
of an obligation of the person acquiring the 
property for purposes of section 453 and 
§ 15a.453-1 (b)(3 lei) of this chapter in determin
ing whether B is in receipt of payment. 
Accordingly, B's receipt of the obligation is not 
treated as a payment. Subject to the other 
requirements of sections 453 and 453A, B may 
report the $20,000 gain under the installment 
method on receiving payments from D on the 
obligation. 

Example 5. (i) B is a corporation that has held 
real property X to expand its manufacturing 
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operations. However, at a meeting in November 
1994, B' s directors decide that real property X is 
not suitable for the planned expansion, and 
authorize a like-kind exchange of this property 
for property that would be suitable for the 
planned expansion. B enters into an exchange 
agreement with C whereby B retains C as a 
qualified intermediary to facilitate an exchange 
with respect to real property X. On November 
28, 1994, pursuant to the agreement, B transfers 
real property X to C, who then transfers it to D 
for $100,000 in cash. The exchange agreement 
does not include any limitations or conditions 
that make it unreasonable to believe that like
kind replacement property will be acquired 
before the end of the exchange period. The 
exchange agreement provides that B has no 
rights to receive, pledge, borrow, or otherwise 
obtain the benefits of the cash held by C until 
the earliest of the end of the identification 
period, if B has not identified replacement 
property, the date the replacement property is 
delivered to B, or the end of the exchange 
period. In early January 1995, B's directors meet 
and decide that it is not feasible to proceed with 
the planned expansion due to a business down
turn reflected in B' s preliminary financial reports 
for the last quarter of 1994. Thus, B's directors 
instruct C to stop seeking replacement property. 
C delivers the $100,000 cash to B on January 12, 
1995, at the end of the identification period. 
Both the decision to exchange real property X 
for other property and the decision to cease 
seeking replacement property because of B's 
business downturn are recorded in the minutes of 
the directors' meetings. There are no other facts 
or circumstances that would indicate whether, on 
November 28, 1994, B had a bona fide intent to 
enter into a deferred like-kind exchange. 

(ii) Under section 1001, B realizes gain to the 
extent of the amount realized ($100,000) over the 
adjusted basis of real property X ($60,000), or 
$40,000. The directors' authorization of a like
kind exchange, the terms of the exchange 
agreement with C, and the absence of other 
relevant facts, indicate that B had a bona fide 
intent at the beginning of the exchange period to 
enter into a deferred like-kind exchange. Thus, 
paragraph (j)(2)(iv) of this section does not make 
paragraph (j)(2)(ii) of this section inapplicable, 
even though B fails to acquire replacement 
property. Further, under paragraph (j)(2)(ii) of 
this section, C is a qualified intermediary, even 
though C does not transfer replacement property 
to B. Thus, any agency relationship between B 
and C is disregarded for purposes of section 453 
and § 15a.453-1 (b )(3)(i) of this chapter in deter
mining whether B is in receipt of payment. 
Accordingly, B is not treated as having received 
payment until January 12, 1995, on receipt of the 
$100,000 cash from C. Subject to the other 
requirements of sections 453 and 453A, B may 
report the $40,000 gain in 1995 under the 
installment method. 

Example 6. (i) B has held real property X for 
use in its trade or business, but decides to 
transfer that property because it is no longer 
suitable for B's planned expansion of its 
commercial enterprise. Band D agree to enter 
into a deferred exchange. Pursuant to their 
agreement, B transfers real property X to D on 
September 22, 1994, and D deposits $100,000 
cash in a qualified escrow account as security for 
D's obligation under the agreement to transfer 
replacement property to B before the end of the 
exchange period. D's obligation is not payable 
on demand or readily tradable. The agreement 
provides that B is not required to accept any 
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property that is not zoned for commercial use. 
Before the end of the identification period, B 
identifies real properties J, K, and L, all zoned 
for residential use, as replacement properties. 
Anyone of these properties, rezoned for 
commercial use, would be suitable for B's 
planned expansion. In recent years, the zoning 
board with jurisdiction over properties J, K, and 
L has rezoned similar properties for commercial 
use. The escrow agreement provides that B has 
no rights to receive, pledge, borrow, or otherwise 
obtain the benefits of the money in the escrow 
account until the earlier of the time that the 
zoning board determines, after the end of the 
identification period, that it will not rezone the 
properties for commercial use or the end of the 
exchange period. On January 5, 1995, the zoning 
board decides that none of the properties will be 
rezoned for commercial use. Pursuant to the 
exchange agreement, B receives the $100,000 
cash from the escrow on January 5, 1995. There 
are no other facts or circumstances that would 
indicate whether, on September 22, 1994, B had 
a bona fide intent to enter into a deferred like
kind exchange. 

(ii) Under section 1001, B realizes gain to the 
extent of the amount realized ($100,000) over the 
adjusted basis of real property X ($60,000), or 
$40,000. The terms of the exchange agreement 
with 0, the identification of properties I, K, and 
L, the efforts to have those properties rezoned 
for commercial purposes, and the absence of 
other relevant facts, indicate that B had a bona 
fide intent at the beginning of the exchange 
period to enter into a deferred exchange. 
Moreover, the limitations imposed in the ex
change agreement on acceptable replacement 
property do not make it unreasonable to believe 
that like-kind replacement property would be 
acquired before the end of the exchange period. 
Therefore, paragraph (j)(2)(iv) of this section 
does not make paragraph (j)(2)(i) of this section 
inapplicable even though B fails to acquire 
replacement property. Thus, for purposes of 
section 453 and §15a.453-1(b)(3)(i) of this 
chapter, the qualified escrow account is dis
regarded in determining whether B is in receipt 
of payment. Accordingly, B is not treated as 
having received payment on September 22, 1994, 
on D's deposit of the $100,000 cash into the 
qualified escrow account. Instead, B is treated as 
receiving payment on January 5, 1995. Subject to 
the other requirements of sections 453 and 453A, 
B may report the $40,000 gain in 1995 under the 
installment method. 

(vii) Effective date. This paragraph 
U)(2) is effective for transfers of 
property occurring on or after April 20, 
1994. Taxpayers may apply this para
graph U)(2) to transfers of property 
occurring before April 20, 1994, but on 
or after June 10, 1991, if those 
transfers otherwise meet the require
ments of §1.1031(k)-1. In addition, 
taxpayers may apply this paragraph 
(j)(2) to transfers of property occurring 
before June 10, 1991, but on or after 
May 16, 1990, if those transfers 
otherwise meet the requirements of 
§ 1.1031 (k)-1 or follow the guidance of 
IA-237-84 published in 1990--1, C.B. 
See §601.601(d){2){ii)(b) of this 
chapter. 
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PART 15a-TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
INSTALLMENT SALES REVISION 
ACT 

Par. 4. The authority citation for part 
15a is revised to read as follows: 

Authority: 26 U.S.C. 453(i) and 7805. 

Par. 5. In §15a.453-1, paragraph 
(b)(3)(i) is amended by adding a 
sentence after the current first sentence, 
after the current third sentence, and 
after the current fourth sentence, re
spectively, to read as follows: 

§15a.453-1 Installment method 
reporting for sales of real property 
and casual sales of personal property 
(Temporary). 

* * * * * * 
(b) *** 
(3) Payment-(i) In general. *** 

For special rules regarding the receipt 
of an evidence of indebtedness of a 
transferee of a qualified intermediary, 
see §§1.1031(b)-2(b) and 1.l031(k)-
1(j)(2)(iii) of this chapter. *** For a 
special rule regarding a transfer of 
property to a qualified intermediary 
followed by the sale of such property by 
the qualified intermediary, see 
§1.l031(k)-I(j)(2)(ii) of this chapter. 
*** For a special rule regarding a 
transfer of property in exchange for an 
obligation that is secured by cash or a 
cash equivalent held in a qualified 
escrow account or a qualified trust, see 
§1.1031(k)-I(j)(2)(i) of this chapter. *** 

* * * * * * 
Margaret Milner Richardson, 

Commissioner of 
Internal Revenue. 

Approved March 16, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register for 
April 19, 1994, 8:45 a.m .• and published in the 
issue of the Federal Register for April 20. 
1994. 59 F.R. 18747) 

Subchapter P.-Capital Gains and Losses 
Part IY.-Special Rules for Determining Capital 
Gains and Losses 

Section 1236.-Dealers in Securities 

Does the term "held for investment" have the 

same meaning for sections 475 and 1236? See 
Rev. Rui. 94-7. page 151. 

Part Y.-Special Rules for Bonds and Other Debt 
Instruments 
Subpart A.-Original Issue Discount 

Section 1272.-Current Inclusion in 
Income of Original Issue Discount 

26 CFR 1.1272-1: Current inclusion of OlD 
in income. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.O. 
8517. page 38. this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28. page 614. 

26 CFR 1.1272-1: Current inclusion of OlD 
in income. 

Because the method changes permitted by Rev. 
Procs. 94-28 and 94-29 cover only loans 
originated on or after a "cut-off date." this 
procedure explains how taxpayers may change 
their methods of accounting for loans acquired 
before that date. See Rev. Proc. 94-30. page 621. 

Section 1273.-Determination of 
Amount of Original Issue Discount 

26 CFR 1.1273-1: Definition of OlD. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.O. 
8517. page 38, this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28. page 614. 

26 CFR 1.1273-1: Definition of OlD 

This procedure allows use of the principal
reduction method. which is an aggregate method 
of accounting for de minimis original issue 
discount. including de minimis original issue 
discount attributable to points. Taxpayers using 
this procedure change their methods of account
ing for loans originated on or after a "cut-off 
date." This procedure also describes how 
eligible taxpayers may change to this method. 
See Rev. Proc. 94-29. page 616. 

26 CFR 1.1273-1: Definition of OlD. 

Because the method changes permitted by Rev. 
Procs. 94-28 and 94-29 cover only loans 
originated on or after a "cut-off date." this 
procedure explains how taxpayers may change 



their methods of accounting for loans acquired 
before that date. See Rev. Proc. 94-30, page 621. 

26 CFR 1.1273-2: Determination of issue 
price and issue date. 

This procedure explains how taxpayers may 
change their methods of accounting to comply 
with the final regulations dealing with original 
issue discount and other related matters (T.O. 
8517, page 38, this Bulletin). Taxpayers using 
this procedure change their methods of account
ing for debt instruments issued on or after a 
"cut-off date." See Rev. Proc. 94-28, page 614. 

26 CFR 1.1273-2: Determination of issue 
price and issue date. 

This procedure allows use of the principal
reduction method, which is an aggregate method 
of accounting for de minimis original issue 
discount, including de minimis original issue 
discount attributable to points. Taxpayers using 
this procedure change their methods of account
ing for loans originated on or after a "cut-off 
date." This procedure also describes how 
eligible taxpayers may change to this method. 
See Rev. Proc. 94-29, page 616. 

26 CFR 1.1273-2: Determination of issue 
price and issue date. 

Because the method changes permitted by Rev. 
Procs. 94-28 and 94-29 cover only loans 
originated on or after a "cut-off date," this 
procedure explains how taxpayers may change 
their methods of accounting for loans acquired 
before that date. See Rev. Proc. 94-30, page 621. 

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 January 1994. 

Rev. Rul. 94-1 

This revenue ruling provides various 

REV. RUL. 94-1 TABLE 1 

Applicable Federal Rates (AFR) for January 
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prescribed rates for federal income tax. 
purposes for January 1994 (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. 

1994 

Period for Compounding 
Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 3.98% 3.94% 3.92% 3.91% 

110% AFR 4.38% 4.33% 4.31% 4.29% 
120% AFR 4.79% 4.73% 4.70% 4.68% 

Mid-Term 
AFR 5.32% 5.25% 5.22% 5.19% 

110% AFR 5.86% 5.78% 5.74% 5.71% 
120% AFR 6.40% 6.30% 6.25% 6.22% 
150% APR 8.04% 7.88% 7.80% 7.75% 
175% AFR 9.40% 9.19% 9.09% 9.02% 

Long-Term 
AFR 6.30% 6.20% 6.15% 6.12% 

110% AFR 6.94% 6.82% 6.76% 6.73% 
120% AFR 7.58% 7.44% 7.37% 7.33% 
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REV. RUL. 94-1 TABLE 2 

Adjusted AFR for January 1994 

Period for Compounding 
Annual Semiannual Quarterly 

Short-term 
adjusted AFR 2.83% 2.81% 2.80% 

Mid-term 
adjusted AFR 4.08% 4.04% 4.02% 

Long-term 
adjusted AFR 5.15% 5.09% 5.06% 

REV. RUL. 94-1 TABLE 3 

Rates Under Section 382 for January 1994 

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. 94-1 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for January 1994 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 94-1 TABLE 5 

Rate Under Section 7520 for January 1994 

Applicable federal rate for determining the present value of an annuity, an interest for life or 

a term of years, or a remainder or reversionary interest 
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Monthly 

2.79% 

4.01% 

5.04% 

5.15% 

5.15% 

8.36% 

3.58% 

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 February 1994. 

Rev. Rut. 94-9 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for February 1994 (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-

REV. RUL. 94-9 TABLE 1 
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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. 
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 February 1994 

Annual 
Short-Term 

AFR 3.96% 
110% AFR 4.36% 
120% AFR 4.76% 

Mid-Term 
AFR 5.34% 

110% AFR 5.88% 
120% AFR 6.42% 
150% AFR 8.07% 
175% AFR 9.43% 

Long-Term 
AFR 6.33% 

110% AFR 6.97% 
120% AFR 7.62% 

Annual 
Short-term 
adjusted AFR 2.65% 

Mid-term 
adjusted AFR 4.01% 

Long-term 
adjusted AFR 5.07% 

Period for Compounding 
Semiannual 

3.92% 
4.31% 
4.70% 

5.27% 
5.80% 
6.32% 
7.91% 
9.22% 

6.23% 
6.85% 
7.48% 

REV. RUL. 94-9 TABLE 2 

Adjusted AFR for February 1994 

Quarterly 

3.90% 
4.29% 
4.67% 

5.24% 
5.76% 
6.27% 
7.83% 
9.12% 

6.18% 
6.79% 
7.41% 

Period for Compounding 
Semiannual Quarterly 

2.63% 2.62% 

3.97% 3.95% 

5.01% 4.98% 

Monthly 

3.89% 
4.27% 
4.65% 

5.21% 
5.73% 
6.24% 
7.78% 
9.05% 

6.15% 
6.75% 
7.37% 

Monthly 

2.62% 

3.94% 

4.96% 

1994-1 C.B. 209 



Section 1274 

REV. RUL. 94-9 TABLE 3 

Rates Under Section 382 for February 1994 

Adjusted federal long-term rate for the current month 5.07% 

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). 5.15% 

REV. RUL. 94-9 TABLE 4 

Appropriate Percentages Under Section 42(b}(2} for February 1994 

Appropriate percentage for the 70% present value low-income housing credit 8.37% 

Appropriate percentage for the 30% present value low-income housing credit 3.59% 

REV. RUL. 94-9 TABLE 5 

Rate Under Section 7520 for February 1994 

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 rates. For 
purposes of §§ 1274, 1288, 382, and 
other sections of the Code, tables set 
forth the rates for March 1994. 

Rev. Rul. 94-15 

This revenue ruling provides various 
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prescribed rates for federal income tax 
purposes for March 1994 (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. 94-15 TABLE 1 

Applicable Federal Rates (AFR) for March 1994 

Annual 
Period for Compounding 

Semiannual Quarterly 

4.01% 3.97% 3.95% 
4.42% 4.37% 4.35% 
4.82% 4.76% 4.73% 

5.36% 5.29% 5.26% 
5.90% 5.82% 5.78% 
6.45% 6.35% 6.30% 
8.10% 7.94% 7.86% 
9.47% 9.26% 9.16% 

6.35% 6.25% 6.20% 
7.00% 6.88% 6.82% 
7.64% 7.50% 7.43% 

REV. RUL. 94-15 TABLE 2 

Adjusted AFR for March 1994 

Period for Compounding 
Annual Semiannual Quarterly 

2.85% 2.83% 2.82% 

4.03% 3.99% 3.97% 

5.06% 5.00% 4.97% 

REV. RUL. 94-15 TABLE 3 

Rates Under Section 382 for March 1994 

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. 94-15 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for March 1994 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 
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Monthly 

3.94% 
4.33% 
4.71% 

5.23% 
5.75% 
6.27% 
7.81% 
9.09% 

6.17% 
6.78% 
7.39% 

Monthly 

2.81% 

3.96% 

4.95% 

5.06% 

5.15% 

8.37% 

3.59% 
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REV. RUL. 94-15 TABLE 5 

Rate Under Section 7520 for March 1994 

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 April 1994. 

Rev. Rul. 94-22 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for April 1994 (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-

REV. RUL. 94-22 TABLE 1 

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in 
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. 

Applicable Federal Rates (AFR) for April 1994 

Period for Compounding 
Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 4.51% 4.46% 4.44% 4.42% 

110% AFR 4.97% 4.91% 4.88% 4.86% 
120% AFR 5.42% 5.35% 5.31% 5.29% 

Mid-Term 
AFR 5.88% 5.80% 5.76% 5.73% 

110% AFR 6.48% 6.38% 6.33% 6.30% 
120% AFR 7.08% 6.96% 6.90% 6.86% 
150% AFR 8.89% 8.70% 8.61% 8.55% 
175% AFR 10.41 % 10.15% 10.02% 9.94% 
Long-Term 

AFR 6.75% 6.64% 6.59% 6.55% 
110% AFR 7.43% 7.30% 7.23% 7.19% 
120% AFR 8.13% 7.97% 7.89% 7.84% 
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REV. RUL. 94-22 TABLE 2 

Adjusted AFR for April 1994 

Annual 
Period for Compounding 

Short-term 
adjusted AFR 

Semiannual Quarterly Monthly 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

3.34% 

4.45% 

5.42% 

3.31% 

4.40% 

5.35% 

REV. RUL. 94-22 TABLE 3 

Rates Under Section 382 for April 1994 

Adjusted federal long-term rate for the current month 

3.30% 3.29% 

4.38% 4.36% 

5.31% 5.29% 

5.42% 

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.) 5.42% 

REV. RUL. 94-22 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for April 1994 

Appropriate percentage for the 70% present value low-income housing credit 8.48% 

Appropriate percentage for the 30% present value low-income housing credit 3.63% 

REV. RUL. 94-9 TABLE 5 

Rate Under Section 7520 for April 1994 

Applicable federal rate for determining the present value of an annuity, an interest for life or 

a term of years, or a remainder or reversionary interest 7.0% 

(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 May 1994. 

Rev. Rul. 94-29 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for May 1994 (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. 
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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. 94-29 TABLE I 

Applicable Federal Rates (AFR) for May 1994 

Period for Compounding 
Annual Semiannual Quarterly 

4.94% 4.88% 4.85% 
5.44% 5.37% 5.33% 
5.95% 5.86% 5.82% 

6.43% 6.33% 6.28% 
7.08% 6.96% 6.90% 
7.74% 7.60% 7.53% 
9.73% 9.50% 9.39% 

11.39% 11.08% 10.93% 

7.16% 7.04% 6.98% 
7.89% 7.74% 7.67% 
8.63% 8.45% 8.36% 

REV. RUL. 94-29 TABLE 2 

Adjusted AFR for May 1994 

Period for Compounding 
Annual Semiannual Quarterly 

3.52% 3.49% 3.47% 

4.91% 4.85% 4.82% 

5.83% 5.75% 5.71% 

REV. RUL. 94-29 TABLE 3 

Rates Under Section 382 for May 1994 

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. 94-29 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for May 1994 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 
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Monthly 

4.83% 
5.31% 
5.79% 

6.25% 
6.86% 
7.48% 
9.32% 

10.83% 

6.94% 
7.62% 
8.30% 

Monthly 

3.46% 

4.80% 

5.68% 

5.83% 

5.83% 

8.60% 

3.68% 
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REV. RUL. 94--29 TABLE 5 

Rate Under Section 7520 for May 1994 

Applicable federal rate for determining the present value of an annuity, an interest for life or 
a term of years, or a remainder or reversionary interest 7.8% 

(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 June 1994. 

Rev. Rul. 94-36 

This revenue ruling provides various 

prescribed rates for federal income tax 
purposes for June 1994 (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-

REV. RUL. 94--36 TABLE 1 

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in 
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. 

Applicable Federal Rates (AFR) for June 1994 

Period for Compounding 
Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 5.56% 5.48% 5.44% 5.42% 

110% AFR 6.12% 6.03% 5.99% 5.96% 
120% AFR 6.69% 6.58% 6.53% 6.49% 

Mid-Term 
AFR 6.92% 6.80% 6.74% 6.71% 

110% AFR 7.62% 7.48% 7.41% 7.37% 
120% AFR 8.33% 8.16% 8.08% 8.02% 
150% AFR 10.46% 10.20% 10.07% 9.99% 
175% AFR 12.25% 11.90% 11.73% 11.62% 

Long-Term 
AFR 7.52% 7.38% 7.31% 7.27% 

110% AFR 8.28% 8.12% 8.04% 7.99% 
120% AFR 9.06% 8.86% 8.76% 8.70% 
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REV. RUL. 94-36 TABLE 2 

Adjusted AFR for June 1994 

Period for Compounding 
Monthly Annual Semiannual Quarterly 

Short-term 
adjusted AFR 3.76% 3.73% 3.71% 3.70% 

Mid-term 
adjusted AFR 5.00% 4.94% 4.91% 4.89% 

Long-term 
adjusted AFR 6.01% 5.92% 5.88% 5.85% 

REV. RUL. 94-36 TABLE 3 

Rates Under Section 382 for June 1994 

Adjusted federal long-term rate for the current month 6.01% 

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.) 6.01% 

REV. RUL. 94-36 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for June 1994 

Appropriate percentage for the 70% present value low-income housing credit 8.70% 

Appropriate percentage for the 30% present value low-income housing credit 3.73% 

REV. RUL. 94-26 TABLE 5 

Rate Under Section 7520 for June 1994 

Applicable federal rate for determining the present value of an annuity, an interest for life or 

a term of years, or a remainder or reversionary interest 8.4% 

As defined by section 1274A. the definitions 
for both "qualified debt instruments" and "cash 
method debt instruments" have dollar ceilings on 
the stated principal amount. The limits to the 
stated principal amount are adjusted for inflation 
for sales or exchanges occurring in the 1994 
calendar year. See Rev. Rul. 94-19. below. 

Section 1274A.-Special Rules for 
Certain Transactions Where Stated 
Principal Amount Does Not Exceed 
$2,800,000 

(Also Sections 483. 1274; 26 CFR 1.483-1.) 
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Section 1274A inflation-adjusted 
numbers for 1994. This ruling provides 
the dollar amounts, increased by the 
1994 inflation adjustment, for section 
1274A of the Code. Rev. Rul. 93-14 
supplemented and superseded. 

Rev. Rul. 94-19 

This revenue ruling provides the 
dollar amounts, increased by the 1994 
inflation adjustment, for section 1274A 
of the Internal Revenue Code. 

BACKGROUND 

In general, sections 483 and 1274 of 
the Code determine the principal 
amount of a debt instrument given in 
consideration for the sale or exchange 
of nonpublicly traded property. In 
addition, any interest on a debt instru
ment subject to section 1274 is taken 
into account under the original issue 
discount provisions of the Code. Sec
tion 1274A, however, modifies the 
rules under sections 483 and 1274 for 
certain types of debt instruments. 



In the case of a "qualified debt 
instrument," the discount rate used for 
purposes of sections 483 and 1274 of 
the Code may not exceed 9 percent, 
compounded semiannually. Section 
1274A(b) defines a qualified debt 
instrument as any debt instrument 
given in consideration for the sale or 
exchange of property (other than new 
section 38 property within the meaning 
of section 48(b), as in effect on the day 
before the date of enactment of the 
Revenue Reconciliation Act of 1990) if 
the stated principal amount of the 
instrument does not exceed the amount 
specified in section 1274A(b). For debt 
instruments arising out of sales or 
exchanges before January 1, 1990, this 
amount is $2,800,000. 

In the case of a "cash method debt 
instrument," as defined in section 
1274A(c) of the Code, the borrower 
and lender may elect to use the cash 
receipts and disbursements method of 
accounting. In particular, for any cash 

method debt instrument, section 1274 
does not apply, and interest on the 
instrument is accounted for by both the 
borrower and the lender under the cash 
method of accounting. A cash method 
debt instrument is a qualified debt 
instrument that meets the following 
additional requirements: (A) In the case 
of instruments arising out of sales or 
exchanges before January 1, 1990, the 
stated principal amount does not ex
ceed $2,000,000, (B) The lender does 
not use an accrual method of account
ing and is not a dealer with respect to 
the property sold or exchanged, (C) 
Section 1274 would have applied to the 
debt instrument but for an election 
under section 1274A(c); and (D) An 
election under section I 274A(c) is 
jointly made with respect to the debt 
instrument by the borrower and lender. 

Section 1274A(d)(2) of the Code 
provides that, for any debt instrument 
arising out of a sale or exchange during 
any calendar year after 1989, the dollar 
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amounts stated in section 1274A(b) and 
section I 274A(c)(2)(A) are increased 
by the inflation adjustment for the 
calendar year. Any increase due to the 
inflation adjustment is rounded to the 
nearest multiple of $100 (or, if the 
increase is a multiple of $50 and not of 
$100, the increase is increased to the 
nearest multiple of $100). The inflation 
adjustment for any calendar year is the 
percentage (if any) by which the CPI 
for the preceding calendar year exceeds 
the CPI for calendar year 1988. Section 
1274A(d)(2)(B) defines the CPI for any 
calendar year as the average of the 
Consumer Price Index as of the close 
of the 12-month period ending on 
September 30 of the calendar year. 

INFLATION-ADJUSTED AMOUNTS 

For debt instruments arising out of 
sales or exchanges after December 31, 
1989, the inflation-adjusted amounts 
under section 1274A are shown in 
Table I. 

Rev. Rul. 94-19 Table 1 

Inflation-Adjusted Amounts Under Section 1274A 

Calendar Year 
of Sale 

or Exchange 

1990 
1991 
1992 
1993 
1994 

1274A(b) Amount 
(qualified debt 

instrument) 

$2,933,200 
$3,079,600 
$3,234,900 
$3,332,400 
$3,433,500 

1274A(c)(2)(A) Amount 
(cash method debt 

instrument) 

$2,095,100 
$2,199,700 
$2,310,600 
$2.,380,300 
$2,452,500 

Note: These inflation adjustments were computed using the All-Urban, 
Consumer Price Index, 1982-1984 base, published by the Bureau of Labor 
Statistics. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 93-14, 1993-1 C.B. 183, 
is supplemented and superseded. 

Section 1275.-0ther Definitions and 
Special Rules 

26 CFR 1.1275-2T: Special rules relating to 
debt instruments (temporary). 

T.D. 8518 

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

Debt Instruments with Original Issue 
Discount; Anti-Abuse Rule 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains a 
temporary regulation that adds an anti
abuse rule to the final regulations 
relating to the tax treatment of debt 
instruments with original issue dis
count. The rule allows the Commis
sioner of Internal Revenue, in certain 
circumstances, to apply or depart from 
the final regulations in a manner that 
ensures a reasonable result in light of 

the purposes of the statutes governing 
original issue discount. The text of this 
temporary regulation also serves as the 
text of the proposed regulation set forth 
in the notice of proposed rulemaking 
on this subject in *** [FI-189-84; FI-
64-89; FI-5-94, page 785, this 
Bulletin]. 

DA TES: This temporary regulation is 
effective April 4, 1994. 

This temporary regulation applies to 
debt instruments issued on or after 
April 4, 1994, and to lending transac
tions, sales, and exchanges that occur 
on or after April 4, 1994. 

1994-1 C.B. 217 
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SUPPLEMENTARY INFORMATION: 

Background 

Elsewhere in * * * [T.D. 8517, page 
38, this Bulletin], the IRS published 
final regulations relating to original 
issue discount (OlD) and other related 
matters under sections 163(e), 446, 
483, 1001, 1012, and sections 1271 
through 1275 of the Internal Revenue 
Code. In general, the regulations final
ize the proposed regulations that were 
published in the Federal Register on 
December 22, 1992 (57 FR 60750). 

Explanation of provision 

The final regulations provide rules 
for the computation of OlD and other 
related matters. In many cases, the final 
regulations provide bright-line or me
chanical rules to simplify computations 
and to permit flexibility in structuring 
debt instruments. 

The Service and Treasury believe 
that the rules in the final regulations 
work appropriately in most situations. 
Nonetheless, it may be possible to 
structure debt instruments or transac
tions, or to apply the bright-line or 
mechanical rules of the regulations, in 
a way that produces an unreasonable 
result. The purpose of the temporary 
regulation is to allow the Commis
sioner to apply or depart from the final 
regulations where necessary or appro
priate to ensure that the tax result is 
reasonable in light of the purposes of 
the applicable statutes. 

Under the temporary regulation, if a 
principal purpose in structuring a debt 
instrument, engaging in a transaction, 
or applying the final regulations is to 
achieve a result that is unreasonable in 
light of the purposes of the applicable 
statutes, then the Commissioner can 
apply or depart from the regulations as 
necessary or appropriate to achieve a 
reasonable result. A result will not be 
considered unreasonable, however, in 
the absence of a substantial effect on 
the present value of a taxpayer's tax 
liability. 

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. 
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chapter 5) and the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to this regulation, and, therefore, 
a Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this tempo
rary regulation will be 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 I is 
amended as follows: 

Part I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

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

§i.i275-2T also issued under 26 
U.S.c. i275(d). 

Par. 2. Section 1.1275-2T is added 
to read as follows: 

§i.i275-2T Special rules relating to 
debt instruments (temporary). 

(a) through (f) [Reserved] 

(g) Anti-abuse rule-(1) in general. 
If a principal purpose in structuring a 
debt instrument, engaging in a transac
tion, or applying the regulations under 
section 163( e) or sections 1271 through 
1275 is to achieve a result that is 
unreasonable in light of the purposes of 
the applicable statutes, then the Com
missioner can apply or depart from the 
regulations as necessary or appropriate 
to achieve a reasonable result. Whether 
a result is unreasonable is determined 
based on all the facts and circum
stances. A result will not be considered 
unreasonable, however, in the absence 
of a substantial effect on the present 
value of a taxpayer's tax liability. For 
example, if a principal purpose of 
including an early call option that is 
not expected to be exercised by the 
issuer in the terms of a current-pay, 
increasing-rate note is to protect the 
holder from taxable income in excess 
of the interest payments by virtue of 
the option rules of §1.l272-I(c)(5), 

and if the effect would be to substan
tially reduce the present value of a 
holder's tax liability arising from the 
note, the Commissioner can apply the 
regulations (in whole or in part) 
without regard to the rules of § 1.1272-
l(c)(5). On the other hand, it generally 
would be reasonable for a corporation 
to issue convertible bonds, rather than 
investment units consisting of bonds 
and warrants, to reduce or eliminate the 
amount of taxable OlD on the bonds. 
See §1.1272-1(e). 

(2) Effective date. Paragraph (g) of 
this section applies to debt i'nstruments 
issued on or after April 4, 1994; and to 
lending transactions, sales, and ex
changes that occur on or after April 4, 
1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 14, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
January 27,1994,11:10 a.m., and published in 
the issue of the Federal Register for February 
2, 1994, 59 F.R. 4831) 

Subpart D.-Miscellaneous Provisions 

Section 1288.-Treatment of Original 
Issue Discount on Tax-Exempt 
Obligations 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of January 1994. See Rev. Rui. 94--1, 
page 207. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94--9, 
page 209. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of March 1994. See Rev. RuI. 94-15, 
page 210. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of April 1994. See Rev RuI. 94-22, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 



the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

Subchapter S.-Tax Treatment of S Corporations 
and Their Shareholders 

Part I.-In General 

Section 1362.-Election; Revocation; 
Termination 

26 CFR 1.J362~: Inadvertent terminations. 

This procedure provides automatic inadvertent 
termination relief under § 1362(0 of the Code to 
corporations whose S corporation status has been 
terminated because the stock of the corporation 
was transferred to a trust whose current income 
beneficiary (or the legal representative of the 
current income beneficiary) inadvertently failed 
to file a timely election to be a "qualified 
subchapter S trust" (QSST) under § 136l(d)(2). 
See Rev. Proc. 94-23, page 609. 

Part II.-Tax Treatment of Shareholders 

Section 1367.-Adjustments to Basis 
of Stock of Shareholders, etc. 

26 CFR 1.1367-1: Adjustment to basis of 
shareholder's stock in an S corporation. 

T.D. 8508 

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

Adjustments to Basis of Stock and 
Indebtedness to Shareholders of S 
Corporations and Treatment of 
Distributions by S Corporations to 
Shareholders 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 1367 of 
the Internal Revenue Code relating to 
adjustments to the basis of a share
holder's stock in an S corporation and 
the basis of indebtedness of an S 

corporation to a shareholder. This 
document also contains final regula
tions under section 1368 of the Internal 
Revenue Code relating to the treatment 
of distributions by an S corporation to 
its shareholders. Changes to the appli
cable law were made by the Subchapter 
S Revision Act of 1982, the Technical 
Corrections Act of 1982, the Tax 
Reform Act of 1984, and the Tax 
Reform Act of 1986. The final regula
tions affect S corporations and their 
shareholders and are necessary to 
provide them with the guidance they 
need to comply with the applicable tax 
law. 

EFFECTIVE DATE: These regulations 
are effective January 1, 1994, and 
apply to taxable years beginning on 
and after January 1, 1994. 

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 requirements of 
the Paperwork Reduction Act (44 
U.S.C. 3504(h» under control number 
1545-1139. The estimated annual bur
den per respondent varies from 05 to 
.2 hour, depending on individual cir
cumstances, 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 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, 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 

This document amends 26 CFR part 
1 that provides rules under sections 
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1367 and 1368 of the Internal Revenue 
Code of 1986 (Code), as amended. The 
amendments conform the regulations to 
amendments made to sections 1367 and 
1368 by sections 2 and 6 of the 
Subchapter S Revision Act of 1982, 
section 305 of the Technical Correc
tions Act of 1982, sections 721(d), (r), 
and (w) and 722(e)(2) of the Tax 
Reform Act of 1984, and section 
1879(m)(1)(B) of the Tax Reform Act 
of 1986. 

On June 9, 1992, the Federal Regis
ter published a notice of proposed 
rulemaking (57 FR 24426 [PS-264-82, 
1992-2 c.B. 760]) (the proposed reg
ulations) concerning adjustments to 
basis of stock and indebtedness to 
shareholders of S corporations and 
treatment of distributions by S corpora
tions to shareholders. Because no one 
requested to testify, the Service can
celled a public hearing scheduled for 
September 14, 1992. The Service, how
ever, received written comments on the 
proposed regulations. After considera
tion of all of the comments, the 
proposed regulations are adopted as 
revised by this Treasury decision. 

Explanation of provisions 

The final regulations provide rules 
under section 1367 regarding adjust
ments to the basis of a shareholder's 
stock in an S corporation and the basis 
of indebtedness of an S corporation to 
a shareholder. The final regulations 
also provide rules under section 1368 
regarding the treatment of distributions 
by an S corporation to its shareholders. 
Except for modifications in response to 
the comments, which were generally 
favorable, these final regulations gener
ally provide the same rules as the 
proposed regulations. 

I. Adjustments to basis of stock 

A. Separate basis approach 

The proposed regulations provided a 
separate basis approach (comparable to 
the basis of a shareholder in C corpora
tion stock) for determining adjustments 
to the basis of a shareholder's stock in 
an S corporation. The proposed regula
tions also provided a spillover rule that 
allowed a shareholder to apply losses 
and deductions in excess of the basis of 
a share of stock to which such items 
are attributable against the remammg 
bases of all other shares of stock 
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owned by a shareholder. The Service 
invited and received comments on 
whether another approach such as an 
aggregate/average basis (comparable to 
the basis of a partner in a partnership 
interest) should be used for purposes of 
sections 1367, 1368, and 1012. 

Commentators generally favored the 
separate basis approach with the 
spillover rule in the proposed regula
tions. The final regulations therefore 
retain this rule. In response to com
ments, the final regulations clarify that 
the spillover rule applies to basis 
adjustments for distributions to share
holders as well as to adjustments for 
pro rata shares of passthrough items of 
losses or deductions. 

B. Ordering rule 

Under the proposed regulations, ad
justments are made to the basis of a 
share of stock in the following order: 
( 1) increases for income items (includ
ing tax -exempt income) and the excess 
of deductions for depletion over basis 
for non-oil and gas properties; (2) 
decreases for noncapital, nondeductible 
expenses and certain oil and gas 
depletion deductions; (3) decreases for 
items of loss or deduction; and (4) 
decreases for distributions. The Service 
invited and received several comments 
regarding the ordering rules. 

Some commentators suggested that 
decreases to basis for distributions 
should occur prior to decreases for any 
losses or deductions, noncapital, non
deductible expenses, and oil and gas 
depletion deductions. The legislative 
history on this issue is contradictory. 
On the one hand, the committee reports 
state that the S corporation rules for 
adjusting basis generally wilI be analo
gous to those provided for partnerships 
(which adjust basis first for distribu
tions, then for losses and deductions). 
On the other hand, the reports also 
state that "income and loss for any 
corporate taxable year wilI apply to 
adjust basis before the distribution rules 
apply for that year." See H.R. Rep. 
No. 826, 97th Cong., 2d Sess. 17 
(1982); S. Rep. No. 640, 97th Cong., 
2d Sess. 18 (1982). The language of 
the loss limitation rule of section 
l366( d)(l) suggests that losses are to 
be applied against basis prior to dis
tributions. Section 1366( d)(l) provides 
that "[t]he aggregate amount of losses 
and deductions taken into account by a 
shareholder ... for a taxable year shall 
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not exceed the sum of (A) the adjusted 
basis of the shareholder's stock in the 
S corporation (determined with regard 
to [increases for income and depletion 
items]), and (B) the shareholder's 
adjusted basis in any debt of the S 
corporation. . .. " Because of the spe
cific statement in the legislative his
tory, and the implication in section 
1366(d)(1), the Service and the Treas
ury Department believe that it is 
appropriate to require adjustments for 
losses and deductions prior to adjust
ments for distributions. Thus, the final 
regulations retain the ordering rule of 
the proposed regulations. 

Commentators also suggested that 
decreases to basis for items of loss or 
deduction should occur prior to de
creases for noncapital, nondeductible 
expenses and oil and gas depletion 
deductions. In response to the com
ments, the final regulations provide that 
decreases for items of loss or deduction 
may precede decreases for noncapital, 
nondeductible expenses and oil and gas 
depletion deductions if a shareholder 
agrees that noncapital, nondeductible 
expenses in excess of basis and certain 
oil and gas depletion deductions will 
reduce basis in succeeding taxable 
years. 

II. Adjustments to debt basis and 
open account debt 

The Service invited comments re
garding the proper treatment of open 
account debt (advances to an S corpo
ration by a shareholder that are not 
represented by separate written instru
ments and that are typically treated as 
one account by the S corporation) for 
purposes of reducing and restoring 
basis in indebtedness. In particular, the 
Service asked for comments on whether 
it is appropriate to treat each advance 
as a separate debt or all advances as a 
single debt. Several commentators sug
gested that the final regulations should 
provide a rule treating open account 
debt as a single debt for all advances 
by a shareholder. In response to com
ments, and for reasons of administra
tive simplicity, the final regulations 
provide that all open account debt held 
by a shareholder is to be treated as a 
single debt for purposes of reducing 
and restoring basis of debt. 

III. Elections under section 1368 

The proposed regulations provide 
that if a shareholder disposes of 20 

percent or more of the corporation's 
issued shares of stock in one or more 
transactions during any thirty-day 
period during the taxable year of the 
corporation (qualifying disposition), the 
corporation may elect to treat the 
taxable year as if it consists of separate 
taxable years, the first of which ends 
on the date on which the shareholder 
disposes of 20 percent or more of the 
corporation's issued stock. Some com
mentators suggested that the election 
for qualifying dispositions of stock 
should be expanded to include any 20 
percent or greater disposition of stock 
(whether by a sale or exchange, by a 
redemption treated as an exchange, or 
by a stock issuance). In response to 
comments, the final regulations modify 
the rule in the proposed regulations to 
permit the election for other disposi
tions of an S corporation's stock. 

IV. Rules relating to the accumulated 
adjustments account 

Under the final regulations, only S 
corporations with earnings and profits 
must maintain an accumulated adjust
ments account (AAA) to determine the 
tax effect of distributions during S 
years and the post-termination transi
tion period as defined in section 
1377(b)(l). An S corporation without 
earnings and profits does not need to 
maintain the AAA in order to deter
mine the tax effect of distributions. 
Nevertheless, if an S corporation with
out earnings and profits engages in 
certain transactions to which section 
381(a) applies, such as a merger into 
an S corporation with C corporation 
earnings and profits, the S corporation 
must be able to calculate its AAA at 
the time of the merger for purposes of 
determining the tax effect of post
merger distributions. 

A. Adjustments to AAA 

One commentator suggested that ad
justments to the AAA should mirror the 
statutory scheme for adjustments to 
basis in stock under section 1367, at 
least in the context of dividend dis
tributions. Under the proposed regula
tions, a distribution taxed to a share
holder under section 1368(b )(2) 
(because it exceeds a shareholder's 
stock basis) reduces the AAA balance. 
The commentator recommended that 
the AAA should be decreased only by 
the portion of a distribution to which 



section 1368(b)(1) applies. In effect, 
under the commentator's suggestion, 
adjustments to the AAA would mirror 
adjustments to a shareholder's basis in 
stock and would limit reduction of the 
AAA to nontaxable distributions. 

Section 1368( e)(1 )(A) provides that 
the AAA is adjusted in a manner 
similar to basis in stock and S corpora
tion debt, but does not require that it 
mirror shareholder level adjustments to 
basis in stock and S corporation debt. 
Furthermore, the rule in the proposed 
regulations is more consistent with the 
fact that the AAA is a corporate level 
account. The Service and the Treasury 
Department believe that the commenta
tor's approach would create unneces
sary complexity and uncertainty in the 
administration of the statute. The AAA 
is a corporate level account and an S 
corporation, which does not generally 
need to track a shareholder's basis in 
its stock, would need to determine a 
shareholder's basis to adjust the AAA 
upon a distribution. Therefore, the final 
regulations do not adopt this commen
tator's suggested approach regarding 
adjustments to the AAA for 
distributions. 

B. Redemption distributions 

Section 1368( e)(1 )(B) provides that 
in the case of a redemption distribution 
that is treated as an exchange of stock 
under section 302(a) or section 303(a) 
(redemption distribution), the corpora
tion's AAA is adjusted in an amount 
equal to the ratable share of the 
corporation's AAA attributable to the 
redeemed stock. In the case of a 
taxable year in which ordinary distribu
tions and redemption distributions oc
cur, the proposed regulations require an 
S corporation to determine the ratable 
share of the AAA attributable to 
redeemed stock under the method used 
to determine the pro rata portion of 
total earnings and profits attributable to 
shares redeemed in a C corporation. 
See Rev. Rul. 74-338, 1974-2 C.B. 
101, and Rev. Rul. 74-339, 1974-2 
C.B. 103. The Service invited and 
received comments regarding alterna
tive approaches that appropriately re
duce the AAA in the case of ordinary 
and redemption distributions. 

While commentators generally ac
knowledged that the redemption rule in 
the proposed regulations is workable, 
they suggested the rule is unnecessarily 
complex. In response to comments, the 

final regulations modify the redemption 
rule. Under the final regulations, ad
justments to the AAA are made first 
for passthrough items, second for ordi
nary distributions, and third for re
demption distributions. For redemption 
distributions, an S corporation is re
quired to adjust the AAA in an amount 
equal to the ratable share of the AAA 
attributable to the redeemed stock. The 
corporation also independently adjusts 
earnings and profits under the normal 
rules for C corporations. 

v. Effective date and transition rule 

The final regulations under sections 
1367 and 1368 apply to taxable years 
of the corporation beginning on or after 
January 1, 1994. For taxable years 
beginning before January 1, 1994, both 
the adjustments to the basis of a 
shareholder's stock and any indebted
ness of the S corporation to a share
holder and the treatment of distribu
tions by the S corporation to its 
shareholders must be determined in a 
reasonable manner. For purposes of the 
preceding sentence, return positions 
consistent with §§1.1367-1, 1.1367-2, 
1.1368-1, 1.1368-2, and 1.1368-3 
(other than the deemed dividend elec
tion under §1.1368-1(f)(3» are 
reasonable. 

Special Analysis 

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 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: 
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PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding the 
following citations in numerical order: 

Authority: 26 U.S.C. 7805 *** 
Section 1.1368-1 (f) and (g) also issued 
under 26 U.S.c. 1377(c). 

Section 1.1368-2(b) also issued un
der 26 U.S.c. 1368(c). 

Par. 2. Sections 1.1367-0 through 
1.1367-3 and 1.1368-0 through 
1.1368-4 are added to read as follows: 

§1.J367-O Table of contents. 

The following table of contents is 
provided to facilitate the use of 
§§1.1367-1 through 1.1367-3. 

§1.J367-1 Adjustments to basis of 
shareholder's stock in an S 
corporation. 

(a) In general. 
(1) Adjustments under section 1367. 
(2) Applicability of other Internal 

Revenue Code provisions. 
(b) Increase in basis of stock. 
(1) In general. 
(2) Amount of increase in basis of 

individual shares. 
( c) Decrease in basis of stock. 
(1) In general. 
(2) Noncapital, nondeductible ex

penses. 
(3) Amount of decrease in basis of 

individual shares. 
(d) Time at which adjustments to 

basis of stock are effective. 
(1) In general. 
(2) Adjustment for nontaxable item. 
(3) Effect of election under section 

1377(a)(2) or §1.l368-1(g)(2). 
(e) Ordering rules. 
(f) Elective ordering rule. 
(g) Examples. 

§1.J367-2 Adjustments to basis of 
indebtedness to shareholder. 

(a) In general. 
(b) Reduction in basis of indebted

ness. 
(1) General rule. 
(2) Termination of shareholder's in

terest in corporation during tax
able year. 

(3) Multiple indebtedness. 
(c) Restoration of basis. 
(1) General rule. 
(2) Multiple indebtedness. 
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(d) Time at which adjustments to 
basis of indebtedness are effec
tive. 

(1) In general. 
(2) Effect of election under section 

1377(a)(2) or §1.1368-1(g)(2). 
(e) Examples. 

§1.1367-3 Effective date and 
transition rule. 

§1.1367-1 Adjustments to basis of 
shareholder's stock in an S 
corporation. 

(a) In general-(l) Adjustments un
der section 1367. This section provides 
rules relating to adjustments required 
by section 1367 to the basis of a 
shareholder's stock in an S corporation. 
Paragraph (b) of this section provides 
rules concerning increases in the basis 
of a shareholder's stock, and paragraph 
(c) of this section provides rules 
concerning decreases in the basis of a 
shareholder's stock. 

(2) Applicability of other Internal 
Revenue Code provisions. In addition 
to the adjustments required by section 
1367 and this section, the basis of 
stock is determined or adjusted under 
other applicable provisions of the Inter
nal Revenue Code. 

(b) Increase in basis of stock-(1) In 
general. Except as provided in 
§ 1.1 367-2( c) (relating to restoration of 
basis of indebtedness to the share
holder), the basis of a shareholder's 
stock in an S corporation is increased 
by the sum of the items described in 
section 1367(a)(1). The increase in 
basis described in section 1367(a)(1)(C) 
for the excess of the deduction for 
depletion over the basis of the property 
subject to depletion does not include 
the depletion deduction attributable to 
oil or gas property. See section 
613(A)(c)(ll). 

(2) Amount of increase in basis of 
individual shares. The basis of a 
shareholder's share of stock is in
creased by an amount equal to the 
shareholder's pro rata portion of the 
items described in section 1367(a)(l) 
that is attributable to that share, deter
mined on a per share, per day basis in 
accordance with section 1377(a). 

(c) Decrease in basis of stock-(l) 
In general. The basis of a shareholder's 
stock in an S corporation is decreased 
(but not below zero) by the sum of the 
items described in section 1367(a)(2). 

(2) Noncapital, nondeductible ex
penses. For purposes of section 
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1367(a)(2)(D), expenses of the corpora
tion not deductible in computing its 
taxable income and not properly 
chargeable to a capital account (non
capital, nondeductible expenses) are 
only those items for which no loss or 
deduction is allowable and do not 
include items the deduction for which 
is deferred to a later taxable year. 
Examples of noncapital, nondeductible 
expenses include (but are not limited 
to) the following: illegal bribes, 
kickbacks, and other payments not 
deductible under section 162( c); fines 
and penalties not deductible under 
section 162(f); expenses and interest 
relating to tax-exempt income under 
section 265; losses for which the 
deduction is disallowed under section 
267(a)(l); the portion of meals and 
entertainment expenses disallowed un
der section 274; and the two-thirds 
portion of treble damages paid for 
violating antitrust laws not deductible 
under section 162. 

(3) Amount of decrease in basis of 
individual shares. The basis of a 
shareholder's share of stock is de
creased by an amount equal to the 
shareholder's pro rata portion of the 
passthrough items and distributions 
described in section 1367(a)(2) attribu
table to that share, determined on a per 
share, per day basis in accordance with 
section 1377(a). If the amount attribu
table to a share exceeds its basis, the 
excess is applied to reduce (but not 
below zero) the remaining bases of all 
other shares of stock in the corporation 
owned by the shareholder in proportion 
to the remaining basis of each of those 
shares. 

(d) Time at which adjustments to 
basis of stock are effective-(l) In 
general. The adjustments described in 
section 1367(a) to the basis of a share
holder's stock are determined as of the 
close of the corporation's taxable year, 
and the adjustments generally are effec
tive as of that date. However, if a 
shareholder disposes of stock during 
the corporation's taxable year, the 
adjustments with respect to that stock 
are effective immediately prior to the 
disposition. 

(2) Adjustment for nontaxable item. 
An adjustment for a nontaxable item is 
determined for the taxable year in 
which the item would have been 
includible or deductible under the 
corporation's method of accounting for 
federal income tax purposes if the item 
had been subject to federal income 
taxation. 

(3) Effect of election under section 
1377(a)(2) or §1.1368-1(g)(2). If an 
election under section 1377(a)(2) (to 
terminate the year in the case of the 
termination of a shareholder's interest) 
or under § 1.1368-1 (g)(2) (to terminate 
the year in the case of a qualifying 
disposition) is made with respect to the 
taxable year of a corporation, this 
paragraph (d) applies as if the taxable 
year consisted of separate taxable 
years, the first of which ends at the 
close of the day on which either the 
shareholder's interest is terminated or a 
qualifying disposition occurs, which
ever the case may be. 

(e) Ordering rules. For any taxable 
year, except as provided in paragraph 
(f) of this section, the adjustments 
required by section 1367(a) are made 
in the following order: 

(1) Any increase in basis attributable 
to the income items described in 
section 1367(a)(1)(A) and (B) and the 
excess of the deductions for depletion 
described in section 1367(a)(l)(C); 

(2) Any decrease in basis attributa
ble to noncapital, nondeductible ex
penses described in section 1367(a)(2)
(D) and the oil and gas depletion 
deduction described in section 
1 367(a)(2)(E); 

(3) Any decrease in basis attributa
ble to items of loss or deduction 
described in section 1367(a)(2)(B) and 
(C); and 

(4) Any decrease in basis attributa
ble to a distribution by the corporation 
described in section 1367(a)(2)(A). 

(f) Elective ordering rule. A share
holder may elect to decrease basis 
under paragraph (e )(3) of this section 
prior to decreasing basis under para
graph (e)(2) of this section. If a 
shareholder makes this election, any 
amount described in paragraph (e)(2) of 
this section that is in excess of the 
shareholder's basis in stock and in
debtedness is treated, solely for pur
poses of this section, as an amount 
described in paragraph (e)(2) of this 
section in the succeeding taxable year. 
A shareholder makes the election under 
this paragraph by attaching a statement 
to the shareholder's timely filed origi
nal or amended return that states that 
the shareholder agrees to the carryover 
rule of the preceding sentence. Once a 
shareholder makes an election under 
this paragraph with respect to an S 
corporation, the shareholder must con
tinue to use the rules of this paragraph 
for that S corporation in future taxable 



years unless the shareholder receives 
the permission of the Commissioner. 

(g) Examples. The following exam
ples illustrate the principles of 
§1.1367-1. In each example, the corpo
ration is a calendar year S corporation: 

Example 1. Adjustments to basis of stock in 
general. (i) On December 31, 1994, A owns a 
block of 50 shares of stock with an adjusted 
basis per share of $6 in Corporation S. On 
December 31, 1994, A purchases for $400 an 
additional block of 50 shares of stock with an 
adjusted basis of $S per share. Thus, A holds 100 
shares of stock for each day of the 1995 taxable 
year. For S's 1995 taxable year, A's pro rata 
share of the amount of the items described in 
section 1367 (a)(\ )(A) (relating to increases in 

basis of stock) is $300, and A's pro rata share of 
the amount of the items described in section 
1367(a)(2)(8) and (D) (relating to decreases in 
basis of stock) is $500. S makes a distribution to 
A in the amount of $100 during 1995. 

(ii) Pursuant to the ordering rules of paragraph 
(e) of this section, A increases the basis of each 
share of stock by $3 ($3001100 shares) and 
decreases the basis of each share of stock by $5 
($5001100 shares). Then A reduces the basis of 
each share by $1 ($100/100 shares) for the dis
tribution. Thus, on January I, 1996, A has a 
basis of $3 per share in his original block of 50 
shares ($6 + $3 - $5 - $1) and a basis of $5 per 
share in the second block of 50 shares ($S + $3 
- $5 - $1). 

Example 2. Adjustments attributable to basis 
of individual shares of stock. (i) On December 
31, 1993, 8 owns one share of S corporation's 

Share Original Decrease Adjusted 
Basis Basis 

No. I $30.00 $36.50 $ 0 
No. 2 25.00 IS.20 6.80 
No.3 25.00 IS.20 6.S0 

Total remaining basis 

(iv) 8ecause the decrease in basis attributable 
to share No. I exceeds the basis of share No. I 
by $6.50 ($36.50 - $30.00), the excess is applied 
to reduce the bases of shares No. 2 and No. 3 in 
proportion to their remaining bases. Therefore, 
the bases of share No. 2 and share No. 3 are 
each decreased by an additional $3.25 ($6.50 X 
$6.80/ $13.60). After this decrease, Share No. I 
has a basis of zero, Share No. 2 has a basis of 
$3.55, and Share No. 3 has a basis of $3.55. 

Example 3. Effects of section 1377(a)(2) 
election and distribution on basis of stock. (i) On 
January I, 1994, individuals 8 and C each own 
50 of the 100 shares of issued and outstanding 
stock of Corporation S. 8's adjusted basis in 
each share of stock is $120, and C's is $80. On 
June 30, 1994, S distributes $6,000 to 8 and 
$6,000 to C. On June 30, 1994,8 sells all of her 
S stock for $10,000 to D. S elects under section 
I 377(a)(2) to treat its 1994 taxable year as 
consisting of two taxable years, the first of 
which ends at the close of June 30, the date on 
which 8 terminates her interest in S. 

(ii) For the period January I, 1994, through 
June 30, 1994, S has nonseparately computed 
income of $6,000 and a separately stated 
deduction item of $4,000. Therefore, on June 30, 
1994, 8 and C, pursuant to the ordering rules of 
paragraph (e) of this section, increase the basis 
of each share by $60 ($6,00011 00 shares) and 
decrease the basis of each share by $40 
($4,0001100 shares). Then 8 and C reduce the 
basis of each share by $120 ($12,0001100 shares) 
for the distribution. 

(iii) The basis of 8's stock is reduced from 
$120 to $20 per share ($120 + $60 - $40 -
$120). The basis of C's stock is reduced from 
$SO to $0 per share ($SO + $60 - $40 - $120). 
See section 136S and §1.I36S-I(c) and (d) for 
rules relating to the tax treatment of the 
distributions. 

(iv) Pursuant to paragraph (d)(3) of this 
section, the net reduction in the basis of 8's 

13.60 

shares of the S stock required by section 1367 
and this section is effective immediately prior to 
8's sale of her stock. Thus, 8's basis for 
determining gain or loss on the sale of the S 
stock is $20 per share, and 8 has a gain on the 
sale of $180 ($200 - $20) per share. 

§1.1367-2 Adjustments to basis of 
indebtedness to shareholder. 

(a) In general. This section provides 
rules relating to adjustments required 
by subchapter S to the basis of in
debtedness of an S corporation to a 
shareholder. For purposes of this sec
tion, shareholder advances not evi
denced by separate written instruments 
and repayments on the advances (open 
account debt) are treated as a single 
indebtedness. The basis of indebtedness 
of the S corporation to a shareholder is 
reduced as provided in paragraph (b) of 
this section and restored as provided in 
paragraph (c) of this section. 

(b) Reduction in basis of indebted
ness-(l) General rule. If, after mak
ing the adjustments required by section 
1367(a)(l) for any taxable year of the 
S corporation, the amounts specified in 
section 1367(a)(2)(B), (C), (D), and (E) 
(relating to losses, deductions, noncapi
tal, nondeductible expenses, and certain 
oil and gas depletion deductions) ex
ceed the basis of a shareholder's stock 
in the corporation, the excess is applied 
to reduce (but not below zero) the basis 
of any indebtedness of the S corpora-
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10 outstanding shares of stock. The basis of 8's 
share is $30. On July 2, 1994, 8 purchases from 
another shareholder two shares for $25 each. 
During 1994, S corporation has no income or 
deductions but incurs a loss of $365. Under 
section 1377(a)(\)(A) and paragraph (c)(3) of 
this section, the amount of the loss assigned to 
each day of S's taxable year is $1.00 ($365/365 
days). For each day, $.10 is allocated to each 
outstanding share ($1.00 amount of loss assigned 
to each day /10 shares). 

(ii) 8 owned one share for 365 days and, 
therefore, reduces the basis of that share by the 
amount of loss attributable to it, i.e., $36.50 
($.10 X 365 days). 8 owned two shares for IS2 
days and, therefore, reduces the basis of each of 
those shares by the amount of the loss attributa
ble to each, i.e., $IS.20 ($.10 X IS2 days). 

(iii) The bases of the shares are decreased as 
follows: 

Excess Basis 
Reduction 

$6.50 
0 
0 

tion to the shareholder held by the 
shareholder at the close of the corpora
tion's taxable year. Any such indebted
ness that has been satisfied by the 
corporation, or disposed of or forgiven 
by the shareholder, during the taxable 
year, is not held by the shareholder at 
the close of that year and is not subject 
to basis reduction. 

(2) Termination of shareholder's in
terest in corporation during taxable 
year. If a shareholder terminates his or 
her interest in the corporation during 
the taxable year, the rules of this para
graph (b) are applied with respect to 
any indebtedness of the S corporation 
held by the shareholder immediately 
prior to the termination of the share
holder's interest in the corporation. 

(3) Multiple indebtedness. If a share
holder holds more than one indebted
ness at the close of the corporation's 
taxable year or, if applicable, imme
diately prior to the termination of the 
shareholder's interest in the corpora
tion, the reduction in basis is applied to 
each indebtedness in the same propor
tion that the basis of each indebtedness 
bears to the aggregate bases of the 
indebtedness to the shareholder. 

(c) Restoration of basis-(l) Gen
eral rule. If, for any taxable year of an 
S corporation beginning after Decem
ber 31, 1982, there has been a reduc
tion in the basis of an indebtedness of 
the S corporation to a shareholder 
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under section 1367(b )(2)(A), any net 
increase in any subsequent taxable year 
of the corporation is applied to restore 
that reduction. For purposes of this 
section, net increase with respect to a 
shareholder means the amount by 
which the shareholder's pro rata share 
of the items described in section 
1367(a)(1) (relating to income items 
and excess deduction for depletion) 
exceed the items described in section 
1367(a)(2) (relating to losses, deduc
tions, noncapital, nondeductible ex
penses, certain oil and gas depletion 
deductions, and certain distributions) 
for the taxable year. These restoration 
rules apply only to indebtedness held 
by a shareholder as of the beginning of 
the taxable year in which the net 
increase arises. The reduction in basis 
of indebtedness must be restored before 
any net increase is applied to restore 
the basis of a shareholder's stock in an 
S corporation. In no event may the 
shareholder's basis of indebtedness be 
restored above the adjusted basis of the 
indebtedness under section l016(a), 
excluding any adjustments under sec
tion l016(a)(17) for prior taxable years, 
determined as of the beginning of the 
taxable year in which the net increase 
arises. 

(2) Multiple indebtedness. If a share
holder holds more than one indebted
ness as of the beginning of a corpo
ration's taxable year, any net increase 
is applied first to restore the reduction 
of basis in any indebtedness repaid (in 
whole or in part) in that taxable year to 
the extent necessary to offset any gain 
that would otherwise be realized on the 
repayment. Any remaining net increase 
is applied to restore each outstanding 
indebtedness in proportion to the 
amount that the basis of each outstand-

1/1/96 
Debt Basis 

No.1 $1,000 
No. 2 5,000 
No. 3 

Example 2. Restoration of basis of indebted
ness. (i) The facts are the same as in Example 1. 
On July I, 1998, S completely repays Debt No. 
3, and, for S's 1998 taxable year, the net 
increase (within the meaning of paragraph (c) of 
this section) with respect to A equals $4,500. 

(ii) The net increase is applied first to restore 
the bases in the debts held on January 1, 1998, 
before any of the net increase is applied to 
increase A's basis in his shares of S stock. The 
net increase is applied to restore first the 
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ing indebtedness has been reduced 
under section 1367(b )(2)(A) and para
graph (b) of this section and not 
restored under section 1367(b)(2)(B) 
and this paragraph (c). 

(d) Time at which adjustments to 
basis of indebtedness are effective-(l) 
In general. The amounts of the adjust
ments to basis of indebtedness provided 
in section 1367(b)(2) and this section 
are determined as of the close of the 
corporation's taxable year, and the 
adjustments are generally effective as 
of the close of the corporation's taxable 
year. However, if the shareholder is not 
a shareholder in the corporation at that 
time, these adjustments are effective 
immediately before the shareholder ter
minates his or her interest in the corpo
ration. If a debt is disposed of or repaid 
in whole or in part before the close of 
the taxable year, the basis of that 
indebtedness is restored under para
graph (c) of this section, effective 
immediately before the disposition or 
the first repayment on the debt during 
the taxable year. 

(2) Effect of election under section 
1377(a)(2} or §1.1368-1(g)(2}. If an 
election is made under section 
1377(a)(2) (to terminate the year in the 
case of the termination of a share
holder's interest) or under § 1.1368-
1(g)(2) (to terminate the year in the 
case of a qualifying disposition), this 
paragraph (d) applies as if the taxable 
year consisted of separate taxable 
years, the first of which ends at the 
close of the day on which the share
holder either terminates his or her 
interest in the corporation or disposes 
of a substantial amount of stock, 
whichever the case may be. 

(e) Examples. The following exam-

pIes illustrate the principles of 
§ 1.1367-2. In each example, the corpo
ration is a calendar year S corporation. 
The lending transactions described in 
the examples do not result in foregone 
interest (within the meaning of section 
7872(e)(2», original issue discount 
(within the meaning of section 1273), 
or total unstated interest (within the 
meaning of section 483(b». 

Example 1. Reduction in basis of indebtedness. 
(i) A has been the sole shareholder in Corpora
tion S since 1992. In 1993, A loans S $1,000 
(Debt No. I), which is evidenced by a ten-year 
promissory note in the face amount of $1,000. In 
1996, A loans S $5,000 (Debt No.2), which is 
evidenced by a demand promissory note. On 
December 31, 1996, the basis of A's stock is 
zero; the basis of Debt No. 1 has been reduced 
under paragraph (b) of this section to $0; and the 
basis of Debt No.2 has been reduced to $1,000. 
On January I, 1997, A loans S $4,000 (Debt No. 
3), which is evidenced by a demand promissory 
note. For S's 1997 taxable year, the sum of the 
amounts specified in section 1367(a)(1) (in this 
case, non separately computed income and the 
excess deduction for depletion) is $6,000, and 
the sum of the amounts specified in section 
1367(a)(2)(B), (D) and (E) (in this case, items of 
separately stated deductions and losses, noncapi
tal, nondeductible expenses, and certain oil and 
gas depletion deductions-there is no non
separately computed loss) is $10,000. Corpora
tion S makes no payments to A on any of the 
loans during 1997. 

(ii) The $4,000 excess of loss and deduction 
items is applied to reduce the basis of each 
indebtedness in proportion to the basis of that 
indebtedness over the aggregate bases of the 
indebtedness to the shareholder (determined 
immediately before any adjustment under section 
1367(b)(2)(A) and paragraph (b) of this section 
is effective for the taxable year). Thus, the basis 
of Debt No. 2 is reduced in an amount equal to 
$800 ($4,000 (excess) x $1,000 (basis of Debt 
No.2) / $5,000 (total basis of all debt». Simi
larly, the basis in Debt No.3 is reduced in an 
amount equal to $3,200 ($4,000 X 
$4,000/$5,000). Accordingly, on December 31, 
1997, A's basis in his stock is zero and his bases 
in the three debts are as follows: 

/2/31/96 1/1/97 12/31/97 1/1/98 
Reduction Basis Reduction Basis 

$1,000 $ 0 $ 0 
4,000 1,000 800 

4,000 3,200 

reduction of basis in indebtedness repaid in 
1998. Any remaining net increase is applied to 
restore the bases of the outstanding debts in 
proportion to the amount that each of these 
outslanding debts have been reduced previously 
under paragraph (b) of this section and have not 
been restored. As of December 31, 1998, the 
total reduction in A's debts held on January 1, 
1998 equals $9,000. Thus, the basis of Debt No. 
3 is restored by $3,200 (the amount of the 
previous reduction) to $4,000. A's basis in Debt 

$ 0 
200 
800 

No. 3 is treated as restored immediately before 
that debt is repaid. Accordingly, A does not 
realize any gain on the repayment. The remain
ing net increase of $1.300 ($4.500 - $3,200) is 
applied to restore the bases of Debt No. I and 
Debt No.2. As of December 31. 1998, the total 
reduction in these outstanding debts is $5,800 
($9.000 - $3,200). The basis of Debt No. I is 
restored in an amount equal to $224 ($1.300 X 
$1,000/$5.800). Similarly. the basis in Debt No. 
2 is restored in an amount equal to $1,076 
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($1,300 X $4,800/$5,800). On December 31. 1998, A's basis in his S stock is zero and his bases in the two remaining debts are as follows: 

Original 
Basis 

Amount 
Reduced 

111198 
Basis 

Amount 
Restored 

12131198 
Basis 

$1,000 
5,000 

$1,000 
4,800 

$ 0 
200 

$ 224 
1.076 

Example 3. Full restoration of basis in 
indebtedness when debt is repaid in part during 
the taxable year. (i) C has been a shareholder in 
Corporation S since 1992. In 1997, C loans S 
$1,000. S issues its note to C in the amount of 
$1.000, of which $950 is payable on March 1. 
1998, and $50 is payable on March 1, 1999. On 
December 31. 1997, C's basis in all her shares of 
S stock is zero and her basis in the note has been 
reduced under paragraph (b) of this section to 
$900. For 1998, the net increase (within the 
meaning of paragraph (c) of this section) with 
respect to C is $300. 

(ii) Because C's basis of indebtedness was 
reduced in a prior taxable year under § 1.1367-
2(b), the net increase for 1998 is applied to 
restore this reduction. The restored basis cannot 
exceed the adjusted basis of the debt as of the 
beginning of the first day of 1998, excluding 
prior adjustments under section 1367, or $1.000. 
Therefore, $100 of the $300 net increase is ap
plied to restore the basis of the debt from $900 
to $1,000 effective immediately before the 
repayment on March I, 1998. The remaining net 
increase of $200 increases C's basis in her stock. 

Example 4. Determination of net increase
distribution in excess of increase in basis. (i) D 
has been the sole shareholder in Corporation S 
since 1990. On January I, 1996, D loans S 
$10,000 in return for a note from S in the 
amount of $10,000 of which $5,000 is payable 
on each of January 1,2000, and January 1, 2001. 
On December 31, 1997, the basis of D's shares 
of S stock is zero, and his basis in the note has 
been reduced under paragraph (b) of this section 
to $8,000. During 1998, the sum of the items 
under section 1367(a)(1) (relating to increases in 
basis of stock) with respect to D equals $10,000 
(in this case, nonseparately computed income), 
and the sum of the items under section 1367(a)
(2)(B), (C), (D), and (E) (relating to decreases in 
basis of stock) with respect to D equals $0. 
During 1998, S also makes distributions to D 
totaling $11,000. This distribution is an item that 
reduces basis of stock under section 1367(a)(2)
(A) and must be taken into account for purposes 
of determining whether there is a net increase for 
the taxable year. Thus, for 1998, there is no net 
increase with respect to D because the amount of 
the items provided in section 1367(a)(I) do not 
exceed the amount of the items provided in 
section 1367(a)(2). 

(ii) Because there is no net increase with 
respect to D for 1998, none of the 1997 
reduction in D's basis in the indebtedness is 
restored. The $10,000 increase in basis under 
section 1367(a)(1) is applied to increase D's 
basis in his S stock. Under section 1367(a)
(2)(A), the $11,000 distribution with respect to 
D's stock reduces D's basis in his shares of S 
stock to $0. See section 1368 and § 1.1368-1 (c) 
and (d) for the tax treatment of the $1,000 
distribution in excess of D's basis. 

Example 5. Distributions less than increase in 
basis. (i) The facts are the same as in Example 4. 
except that in 1998 S makes distributions to D 
totaling $8,000. On these facts, for 1998, there is 

a net increase with respect to D of $2,000 (the 
amount by which the items provided in section 
1367(a)(1) exceed the amount of the items 
provided in section 1367(a)(2». 

(ii) Because there is a net increase of $2,000 
with respect to D for 1998, $2,000 of the 
$10,000 increase in basis under section 
1367(a)(I) is first applied to restore D's basis in 
the indebtedness to $10,000 ($8,000 + $ 2,000). 
Accordingly, on December 31, 1998, D has a 
basis in his shares of S stock of $0 ($0 + $8,000 
(increase in basis remaining after restoring basis 
in indebtedness) - $8,000 (distribution) and a 
basis in the note of $10,000. 

§1.1367-3 Effective date and 
transition rule. 

Sections 1.1367-1 and 1.1367-2 ap
ply to taxable years of a corporation 
beginning on or after January 1, 1994. 
For taxable years beginning before 
January 1, 1994, the adjustments to the 
basis of a shareholder's stock and the 
basis of indebtedness of an S corpora
tion to a shareholder must be deter
mined in a reasonable manner, taking 
into account the statute and the legisla
tive history. Return positions consistent 
with §§1.1367-1 and 1.1367-2 are 
reasonable. 

§1.1368-0 Table of contents. 

The following table of contents is 
provided to facilitate the use of 
§§1.1368-1 through 1.1368-4. 

§1.1368-1 Distributions by S 
corporations. 

(a) In general. 
(b) Date distribution made. 
(c) S corporation with no earnings 

and profits. 
(d) S corporation with earnings and 

profits. 
(1) General treatment of distribu

tion. 
(2) Previously taxed income. 
(e) Certain adjustments taken into 

account. 
(f) Elections relating to source of 

distributions. 
(1 ) In general. 
(2) Election to distribute earnings 

and profits first. 
(i) In general. 

$ 224 
1.276 

(ii) Previously taxed income. 
(iii) Corporation with subchapter C 

and subchapter S earnings and 
profits. 

(3) Election to make a deemed 
dividend. 

(4) Election to forego previously 
taxed income. 

(5) Time and manner of making 
elections. 

(i) For earnings and profits. 
(ii) For previously taxed income 

and deemed dividends. 
(iii) Corporate statement regarding 

elections. 
(iv) Irrevocable elections. 
(g) Special rules. 
(1) Election to terminate year under 

section 1377 or § 1.1368-
1(g)(2). 

(2) Election in case of a qualifying 
disposition. 

(i) In general. 
(ii) Effect of the election. 
(iii) Time and manner of making 

election. 

§ 1.1368-2 Accumulated adjustments 
account (AAA). 

(a) Accumulated adjustments ac-
count. 

(1 ) In general. 
(2) Increases to the AAA. 
(3) Decreases to the AAA. 
(i) In general. 
(ii) Extent of allowable reduction. 
(iii) Decrease to the AAA for dis-

tributions. 
(4) Ordering rules for the AAA. 
(b) Distributions in excess of the 

AAA. 
(1) In general. 
(2) Amount of the AAA allocated 

to each distribution. 
(c) Distribution of money and loss 

property. 
(1 ) In general. 
(2) Allocating the AAA to loss 

property. 
(d) Adjustment in the case of re

demptions, reorganizations, and 
divisions. 

(1) Redemptions. 
(i) General rule. 
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(ii) Special rule for years in which a 
corporation makes both ordinary 
and redemption distributions. 

(iii) Adjustments to earnings and 
profits. 

(2) Reorganizations. 
(3) Corporate separations to which 

section 368(a)(l)(D) applies. 
(e) Election to terminate year under 

section 1377(a)(2) or § 1.1368-
1 (g)(2). 

§1.J368-3 Examples. 

§1.J368-4 Effective date and 
transition rule. 

§I.J368-I Distributions by S 
corporations. 

(a) In general. This section provides 
rules for distributions made by an S 
corporation with respect to its stock 
which, but for section 1368(a) and this 
section, would be subject to section 
301(c) and other rules of the Internal 
Revenue Code that characterize a dis
tribution as a dividend. 

(b) Date distribution made. For pur
poses of section 1368, a distribution is 
taken into account on the date the 
corporation makes the distribution, re
gardless of when the distribution is 
treated as received by the shareholder. 

(c) S corporation with no earnings 
and profits. A distribution made by an 
S corporation that has no accumulated 
earnings and profits as of the end of 
the taxable year of the S corporation in 
which the distribution is made is 
treated in the manner provided in 
section 1368(b). 

(d) S corporation with earnings and 
profits-(l) General treatment of dis
tribution. Except as provided in para
graph (d)(2) of this section, a distribu
tion made with respect to its stock by 
an S corporation that has accumulated 
earnings and profits as of the end of 
the taxable year of the S corporation in 
which the distribution is made is 
treated in the manner provided in sec
tion 1368(c)(1), (2), and (3). See sec
tion 316 and §1.316-2 for provisions 
relating to the allocation of earnings 
and profits among distributions. 

(2) Previously taxed income. This 
paragraph (d)(2) applies to distributions 
by a corporation that has both accumu
lated earnings and profits and pre
viously taxed income (within the mean
ing of section 1375(d)(2), as in effect 
prior to its amendment by the Subchap-
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ter S Revision Act of 1982, and the 
regulations thereunder) with respect to 
one or more shareholders. In the case 
of such a distribution, that portion 
remaining after the application of sec
tion 1368( c)(1) (relating to distributions 
from the accumulated adjustments ac
count (AAA) as defined in §1.1368-
2(a» is treated in the manner provided 
in section 1368(b) (relating to S 
corporations without earnings and 
profits) to the extent that portion is a 
distribution of money and does not 
exceed the shareholder's net share 
immediately before the distribution of 
the corporation's previously taxed in
come. The AAA and the earnings and 
profits of the corporation are not 
decreased by that portion of the dis
tribution. Any distribution remaining 
after the application of this paragraph 
(d)(2) is treated in the manner provided 
in section 1368(c)(2) and (3). 

(e) Certain adjustments taken into 
account. Paragraphs (c) and (d) of this 
section are applied only after taking 
into account-

(1) The adjustments to the basis of 
the shares of a shareholder's stock 
described in section 1367 (without 
regard to section 1367(a)(2)(A» (relat
ing to decreases attributable to distribu
tions not includible in income) for the 
S corporation's taxable year; and 

(2) The adjustments to the AAA re
quired by section 1368(e)(l)(A) (but 
without regard to the adjustments for 
distributions under §1.1368-2(a)(3)(iii» 
for the S corporation's taxable year. 

(f) Elections relating to source of 
distributions-(l) In general. An S 
corporation may modify the application 
of paragraphs (c) and (d) of this section 
by electing (pursuant to paragraph 
(f)(5) of this section)-

(i) To distribute earnings and profits 
first as described in paragraph (f)(2) of 
this section; 

(ii) To make a deemed dividend as 
described in paragraph (f)(3) of this 
section; or 

(iii) To forego previously taxed in
come as described in paragraph (f)(4) 
of this section. 

(2) Election to distribute earnings 
and profits first-(i) In general. An S 
corporation with accumulated earnings 
and profits may elect under this para
graph (f)(2) for any taxable year to 
distribute earnings and profits first as 
provided in section 1368(e)(3). Except 
as provided in paragraph (f)(2)(ii) of 

this section, distributions made by an S 
corporation making this election are 
treated as made first from earnings and 
profits under section 1368(c)(2) and 
second from the AAA under section 
1368(c)(1). Any remaining portion of 
the distribution is treated in the manner 
provided in section 1368(b). This elec
tion is effective for all distributions 
made during the year for which the 
election is made. 

(ii) Previously taxed income. If a 
corporation to which paragraph (d)(2) 
of this section (relating to corporations 
with previously taxed income) applies 
makes the election provided in this 
paragraph (f)(2) for the taxable year, 
and does not make the election to 
forego previously taxed income under 
paragraph (f)( 4) of this section, dis
tributions by the S corporation during 
the taxable year are treated as made 
first, from previously taxed income 
under paragraph (d)(2) of this section; 
second, from earnings and profits under 
section 1368(c)(2); and third, from the 
AAA under section 1368(c)(1). Any 
portion of a distribution remaining after 
the previously taxed income, earnings 
and profits, and the AAA are exhausted 
is treated in the manner provided in 
section 1368(b). 

(iii) Corporation with subchapter C 
and subchapter S earnings and profits. 
If an S corporation that makes the 
election provided in this paragraph 
(f)(2) has both subchapter C earnings 
and profits (as defined in section 
1362(d)(3)(B» and subchapter S earn
ings and profits in a taxable year of the 
corporation in which the distribution is 
made, the distribution is treated as 
made first from subchapter C earnings 
and profits, and second from subchap
ter S earnings and profits. Subchapter S 
earnings and profits are earnings and 
profits accumulated in a taxable year 
beginning before January 1, 1983 (or in 
the case of a qualified casualty insur
ance electing small business corpora
tion or a qualified oil corporation, 
earnings and profits accumulated in any 
taxable year), for which an election 
under subchapter S of chapter 1 of the 
Internal Revenue Code was in effect. 

(3) Election to make a deemed divi
dend. An S corporation may elect 
under this paragraph (f)(3) to distribute 
all or part of its subchapter C earnings 
and profits through a deemed dividend. 
If an S corporation makes the election 
provided in this paragraph (f)(3), the S 
corporation will be considered to have 



made the election provided in para
graph (t)(2) of this section (relating to 
the election to distribute earnings and 
profits first). The amount of the 
deemed dividend may not exceed the 
subchapter C earnings and profits of 
the corporation on the last day of the 
taxable year, reduced by any actual 
distributions of subchapter C earnings 
and profits made during the taxable 
year. The amount of the deemed divi
dend is considered, for all purposes of 
the Internal Revenue Code, as if it 
were distributed in money to the share
holders in proportion to their stock 
ownership, received by the share
holders, and immediately contributed 
by the shareholders to the corporation, 
all on the last day of the corporation's 
taxable year. 

(4) Election to forego previously 
taxed income. An S corporation may 
elect to forego distributions of pre
viously taxed income. If such an 
election is made, paragraph (d)(2) of 
this section (relating to corporations 
with previously taxed income) does not 
apply to any distribution made during 
the taxable year. Thus, distributions by 
a corporation that makes the election to 
forego previously taxed income for a 
taxable year under this paragraph (t)(4) 
and does not make the election to 
distribute earnings and profits first 
under paragraph (t)(2) of this section 
are treated in the manner provided in 
section 1368( c) (relating to distribu
tions by corporations with earnings and 
profits). Distributions by a corporation 
that makes both the election to dis
tribute earnings and profits first under 
paragraph (t)(2) of this section and the 
election to forego previously taxed 
income under this paragraph (t)(4), are 
treated in the manner provided in 
paragraph (t)(2)(i) of this section. 

(5) Time and manner of making 
elections-(i) For earnings and profits. 
If an election is made under paragraph 
(t)(2) of this section to distribute 
earnings and profits first, see section 
1368(e)(3) regarding the consent re
quired by shareholders. 

(ii) For previously taxed income and 
deemed dividends. If an election is 
made to forego previously taxed in
come under paragraph (t)(4) of this 
section or to make a deemed dividend 
under paragraph (t)(3) of this section, 
consent by each "affected share
holder," as defined in section 
1368( e )(3 )(B), is required. 

(iii) Corporate statement regarding 
elections. A corporation makes an 

election for a taxable year under this 
paragraph (t) by attaching a statement 
to a timely filed original or amended 
return required to be filed under section 
6037 for that taxable year. In the state
ment, the corporation must identify the 
election it is making under § 1.1368-
1(t) and must state that each share
holder consents to the election. An 
officer of the corporation must sign 
under penalties of perjury the statement 
on behalf of the corporation. A state
ment of election to make a deemed 
dividend under this paragraph must 
include the amount of the deemed 
dividend that is distributed to each 
shareholder. 

(iv) Irrevocable elections. The elec
tions under this paragraph (t) are 
irrevocable and are effective only for 
the taxable year for which they are 
made. In applying the preceding sen
tence to elections under this paragraph 
(t), an election to terminate the taxable 
year under section 1377(a)(2) or 
§ 1.1368-1 (g)(2) is disregarded. 

(g) Special rules-(1) Election to 
terminate year under section 1377 or 
§I.I368-I(g)(2). If an election is made 
under section 1377(a)(2) (to terminate 
the year when a shareholder terminates 
his or her interest in the corporation) or 
under paragraph (g)(2) of this section 
(to terminate the year when there is a 
qualifying disposition), this section ap
plies as if the taxable year consisted of 
separate taxable years, the first of 
which ends at the close of the day on 
which the shareholder terminates his or 
her interest in the corporation or on 
which there is a qualifying disposition 
of stock, whichever the case may be. 

(2) Election in case of a qualifying 
disposition-(i) In general. In the case 
of a qualifying disposition, a corpora
tion may elect under this paragraph 
(g)(2)(i) to treat the year as if it 
consisted of separate taxable years, the 
first of which ends at the close of the 
day on which the qualifying disposition 
occurs. A qualifying disposition is-

(A) A disposition by a shareholder 
of 20 percent or more of the outstand
ing stock of the corporation in one or 
more transactions during any thirty-day 
period during the corporation's taxable 
year; 

(B) A redemption treated as an 
exchange under section 302(a) or sec
tion 303(a) of 20 percent or more of 
the outstanding stock of the corporation 
from a shareholder in one or more 
transactions during any thirty-day 
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period during the corporation's taxable 
year; or 

(C) An issuance of an amount of 
stock equal to or greater than 25 
percent of the previously outstanding 
stock to one or more new shareholders 
during any thirty-day period during the 
corporation's taxable year. 

(ii) Effect of the election. A corpora
tion making an election under para
graph (g)(2)(i) of this section must treat 
the taxable year as separate taxable 
years for purposes of allocating items 
of income and loss; making adjust
ments to the AAA, earnings and pro
fits, and basis; and determining the tax 
effect of distributions under section 
1368(b) and (c). An election made 
under paragraph (g)(2)(i) of this section 
may be made upon the occurrence of 
any qualifying disposition. Dispositions 
of stock that are taken into account as 
part of a qualifying disposition are not 
taken into account in determining 
whether a subsequent qualifying dis
position has been made. 

(iii) Time and manner of making 
election. A corporation makes an elec
tion under paragraph (g)(2)(i) of this 
section for a taxable year by attaching 
a statement to a timely filed original or 
amended return required to be filed 
under section 6037 for a taxable year 
(without regard to the election under 
paragraph (g)(2)(i) of this section). In 
the statement, the corporation must 
state that it is electing for the taxable 
year under § 1.1368-1 (g)(2)(i) to treat 
the taxable year as if it consisted of 
separate taxable years. The corporation 
also must set forth facts in the state
ment relating to the qualifying disposi
tion (e.g., sale, gift, stock issuance, or 
redemption), and state that each share
holder who held stock in the corpora
tion during the taxable year (without 
regard to the election under paragraph 
(g)(2)(i) of this section) consents to this 
election. An officer of the corporation 
must sign under penalties of perjury the 
statement on behalf of the corporation. 
For purposes of this election, a share
holder of the corporation for the 
taxable year is a shareholder as de
scribed in section 1362(a)(2). A single 
election statement may be filed for all 
elections made under paragraph (g)(2)
(i) of this section for the taxable year. 
An election made under paragraph (g)
(2)(i) of this section is irrevocable. 
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§ 1.1368-2 Accumulated adjustments 
account (AAA). 

(a) Accumulated adjustments ac
count-(l) In general. The accumu
lated adjustments account is an account 
of the S corporation and is not ap
portioned among shareholders. The 
AAA is relevant for all taxable years 
beginning on or after January 1, 1983, 
for which the corporation is an S 
corporation. On the first day of the first 
year for which the corporation is an S 
corporation, the balance of the AAA is 
zero. The AAA is increased in the 
manner provided in paragraph (a)(2) of 
this section and is decreased in the 
manner provided in paragraph (a)(3) of 
this section. For the adjustments to the 
AAA in the case of redemptions, re
organizations, and corporate separa
tions, see paragraph (d) of this section. 

(2) Increases to the AAA. The AAA 
is increased for the taxable year of the 
corporation by the sum of the follow
ing items with respect to the corpora
tion for the taxable year: 

(i) The items of income described in 
section 1366(a)(1)(A) other than in
come that is exempt from tax; 

(ii) Any non separately computed in
come determined under section 
1366(a)(l)(B); and 

(iii) The excess of the deductions for 
depletion over the basis of property 
subject to depletion unless the property 
is an oil or gas property the basis of 
which has been allocated to share
holders under section 613A(c)(lI). 

(3) Decreases to the AAA-(i) In 
general. The AAA is decreased for the 
taxable year of the corporation by the 
sum of the following items with respect 
to the corporation for the taxable 
year-

(A) The items of loss or deduction 
described in section 1366(a)(l)(A); 

(B) Any nonseparately computed 
loss determined under section 1366(a)
(1 )(B); 

(C) Any expense of the corporation 
not deductible in computing its taxable 
income and not properly chargeable to 
a capital account, other than-

(1) Federal taxes attributable to any 
taxable year in which the corporation 
was a C corporation; and 

(2) Expenses related to income that 
is exempt from tax; and 

(D) The sum of the shareholders' 
deductions for depletion for any oil or 
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gas property held by the corporation 
described in section 1367(a)(2)(E). 

(ii) Extent of allowable reduction. 
The AAA may be decreased under 
paragraph (a)(3)(i) of this section be
low zero. The AAA is decreased by 
noncapital, nondeductible expenses un
der paragraph (a)(3)(i)(C) of this sec
tion even though a portion of the 
noncapital, nondeductible expenses is 
not taken into account by a shareholder 
under §1.1367-1(f) (relating to the 
elective ordering rule). The AAA is 
also decreased by the entire amount of 
any loss or deduction even though a 
portion of the loss or deduction is not 
taken into account by a shareholder 
under section 1366(d)(1) or is other
wise not currently deductible under the 
Internal Revenue Code. However, in 
any subsequent taxable year in which 
the loss or deduction or noncapital, 
nondeductible expense is treated as 
incurred by the corporation with re
spect to the shareholder under section 
1366(d)(2) or §1.1367-1(f) (or in 
which the loss or deduction is other
wise allowed to the shareholder), no 
further adjustment is made to the AAA. 

(iii) Decrease to the AAA for dis
tributions. The AAA is decreased (but 
not below zero) by any portion of a 
distribution to which section 1368(b) or 
(c)(1) applies. 

(4) Ordering Rules for the AAA. For 
any taxable year, the adjustments to the 
AAA are made in the following order: 

(i) The AAA is increased under 
paragraph (a)(2) of this section before 
it is decreased under paragraph (a)(3) 
of this section for the taxable year; 

(ii) The AAA is decreased under 
paragraph (a)(3)(i) of this section be
fore it is decreased under paragraph 
(a)(3)(iii) of this section; 

(iii) The AAA is decreased (but not 
below zero) by any portion of an 
ordinary distribution to which section 
1368(b) or (c)(1) applies; and 

(iv) The AAA is adjusted (whether 
negative or positive) for redemption 
distributions under paragraph (d)(l) of 
this section. 

(b) Distributions in excess of the 
AAA-( 1) In general. A portion of the 
AAA (determined under paragraph 
(b )(2) of this section) is allocated to 
each of the distributions made for the 
taxable year if-

(i) An S corporation makes more 
than one distribution of property with 
respect to its stock during the taxable 

year of the corporation (including a~ S 
short year as defined under sectlOn 
1362(e)(1)(A»; 

(ii) The AAA has a positive balance 
at the close of the year; and 

(iii) The sum of the distributions 
made during the corporation's taxable 
year exceeds the balance of the AAA at 
the close of the year. 

(2) Amount of the AAA allocated to 
each distribution. The amount of the 
AAA allocated to each distribution is 
determined by mUltiplying the balance 
of the AAA at the close of the current 
taxable year by a fraction, the numera
tor of which is the amount of the 
distribution and the denominator of 
which is the amount of all distributions 
made during the taxable year. For 
purposes of this paragraph (b)(2), the 
term all distributions made during the 
taxable year does not include any 
distribution treated as from earnings 
and profits or previously taxed income 
pursuant to an election made under 
section 1368(e)(3) and §1.1368-1(f)(2). 
See paragraph (d)(1) of this section for 
rules relating to the adjustments to the 
AAA for redemptions and distributions 
in the year of a redemption. 

(c) Distribution of money and loss 
property-(l) In general. The amount 
of the AAA allocated to a distribution 
under this section must be further 
allocated (under paragraph (c)(2) of 
this section) if the distribution-

(i) Consists of property the adjusted 
basis of which exceeds its fair market 
value on the date of the distribution 
and money; 

(ii) Is a distribution to which 
§1.1368-1(d)(1) applies; and 

(iii) Exceeds the amount of the 
corporation's AAA properly allocable 
to that distribution. 

(2) Allocating the AAA to loss prop
erty. The amount of the AAA allocated 
to the property other than money is 
equal to the amount of the AAA al
located to the distribution multiplied by 
a fraction, the numerator of which is 
the fair market value of the property 
other than money on the date of dis
tribution and the denominator of which 
is the amount of the distribution. The 
amount of the AAA allocated to the 
money is equal to the amount of the 
AAA allocated to the distribution re
duced by the amount of the AAA 
allocated to the property other than 
money. 

(d) Adjustment in the case of re
demptions, reorganizations, and 



divisions-( 1) Redemptions-(i) Gen
eral Rule. In the case of a redemption 
distribution by an S corporation that is 
treated as an exchange under section 
302(a) or section 303(a) (a redemption 
distribution), the AAA of the corpora
tion is adjusted in an amount equal to 
the ratable share of the corporation's 
AAA (whether negative or positive) 
attributable to the redeemed stock as of 
the date of the redemption. 

(ii) Special rule for years in which a 
corporation makes both ordinary and 
redemption distributions. In any year in 
which a corporation makes one or more 
distributions to which section 1368(a) 
applies (ordinary distributions) and 
makes one or more redemption dis
tributions, the AAA of the corporation 
is adjusted first for any ordinary 
distributions and then for any redemp
tion distributions. 

(iii) Adjustments to earnings and 
profits. Earnings and profits are ad
j usted under section 312 independently 
of any adjustments made to the AAA. 

(2) Reorganizations. An S corpora
tion acquiring the assets of another S 
corporation in a transaction to which 
section 381 (a)(2) applies will succeed 
to and merge its AAA (whether posi
tive or negative) with the AAA 
(whether positive or negative) of the 
distributor or transferor S corporation 
as of the close of the date of distribu
tion or transfer. Thus, the AAA of the 
acquiring corporation after the transac
tion is the sum of the AAAs of the 
corporations prior to the transaction. 

(3) Corporate separations to which 
section 368(a)( l)(D) applies. If an S 
corporation with accumulated earnings 
and profits transfers a part of its assets 
constituting an active trade or business 
to another corporation in a transaction 
to which section 368(a)(1)(D) applies, 
and immediately thereafter the stock 
and securities of the controlled corpora
tion are distributed in a distribution or 
exchange to which section 355 (or so 
much of section 356 as relates to 
section 355) applies, the AAA of the 
distributing corporation immediately 
before the transaction is allocated be
tween the distributing corporation and 
the controlled corporation in a manner 
similar to the manner in which the 
earnings and profits of the distributing 
corporation are allocated under section 
312 (h). See §1.3l2-1O(a). 

(e) Election to terminate year under 
section 1377(a)(2) or §1.J368-1(g)(2). 
If an election is made under section 

1377(a)(2) (to terminate the year in the 
case of termination of a shareholder's 
interest) or §1.l368-1(g)(2) (to termi
nate the year in the case of a qualifying 
disposition), this section applies as if 
the taxable year consisted of separate 
taxable years, the first of which ends at 
the close of the day on which the 
shareholder terminated his or her inter
est in the corporation or makes a sub
stantial disposition of stock, whichever 
the case may be. 

§1.1368-3 Examples. 

The principles of §§ 1.1368-1 and 
1.1368-2 are illustrated by the exam
ples below. In each example Corpora
tion S is a calendar year corporation: 

Example 1. Distributions by S corporations 
without C corporation earnings and profits. (i) 
Corporation S, an S corporation, has no earnings 
and profits as of January I, 1996, the first day of 
its 1996 taxable year. S' s sole shareholder, A, 
holds 10 shares of S stock with a basis of $1 per 
share as of that date. On March I, 1996, S makes 
a distribution of $38 to A. For S's 1996 taxable 
year, A's pro rata share of the amount of the 
items described in section I 367(a)(I ) (relating to 
increases in basis of stock) is $50 and A's pro 
rata share of the amount of the items described 
in section 1367(a)(2)(B) through (D) (relating to 
decreases in basis of stock for items other than 
distributions) is $26. 

(ii) Under section 1368(d)(1) and §1.l368-
l(e)(1), the adjustments to the bases of A's stock 
in S described in section 1367 are made before 
the distribution rules of section 1368 are applied. 
Thus, A's basis per share in the stock is $3.40 
($1 + [($50 - $26) I 10 shares)) before taking 
into account the distribution. Under section 
I 367(a)(2)(A), the basis of A's stock is de
creased by distributions to A that are not 
includible in A's income. Under §1.l367-l(c)(3), 
the amount of the distribution that is attributable 
to each share of A's stock is $3.80 ($38 
distribution I 10 shares). However, A only has a 
basis of $3.40 in each share, and basis may not 
be reduced below zero. Therefore, the basis of 
each share of his stock is reduced by $3.40 to 
zero, and the remaining $4.00 of the distribution 
([$3.80 - $3.40] X 10 shares) is treated as gain 
from the sale or exchange of property. As of 
January I, 1997, A has a basis of $0 in his 
shares of S stock. 

Example 2. Distributions by S corporations 
with C corporation earnings and profits. (i) 
Corporation S properly elects to be an S 
corporation beginning January I, 1997, and as of 
that date has accumulated earnings and profits of 
$30. B, an individual and sole shareholder of 
Corporation S, has 10 shares of S stock with a 
basis of $12 per share. In addition, Blends $30 
to S evidenced by a demand note. 

(ii) During 1997, S has a nonseparately 
computed loss of $150. S makes no distributions 
to B during 1997. Under section 1366(d)(l), B is 
allowed a loss equal to $150, the amount equal 
to the sum of B's bases in his shares of stock 
and his basis in the debt. Under section 1367, the 
loss reduces B' s adjusted basis in his stock and 
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debt to $0. Under §1.l368-2(a)(3), S's AAA as 
of December 31, 1997, has a deficit of $150 as a 
result of S's loss for the year. 

(iii) For 1998, S has $220 of separately stated 
income and distributes $110 to B. The balance in 
the AAA (negative $150 from 1997) is increased 
by $220 for S's income for the year and 
decreased to $0 for the portion of the distribution 
that is treated as being from the AAA ($70). 
Under §1.l367-2(c), B's net increase is $150, 
determined by reducing the $220 of income by 
the $70 of the distribution not includible in 
income by B. Thus, B's basis in the debt is fully 
restored to $30, and B' s basis in S stock (before 
accounting for the distribution) is increased from 
zero to $19 per share ([$220 - $30 applied to the 
debt] I 10). Thirty dollars of the distribution is 
considered a dividend to the extent of S's $30 of 
earnings and profits, and the remaining $10 of 
the distribution reduces B' s basis in the S stock. 
Thus, B's basis in the S stock as of December 
31, 1998, is $11 per share ($19 - [$70 AAA 
distribution I 10] - [10 distribution treated as a 
reduction in basis I 10]). The balance in the 
AAA is $0, S's earnings and profits are $0, and 
B's basis in the loan is $30. 

Example 3. Election in case of disposition of 
substantial amount of stock. (i) Corporation S, an 
S corporation, has earnings and profits of $3,000 
and a balance in the AAA of $1,000 on January 
I, 1997. C, an individual and the sole share
holder of Corporation S, has 100 shares of S 
stock with a basis of $10 per share. On July 3, 
1997, C sells 50 shares of his S stock to D, an 
individual, for $250. For 1997, S has taxable 
income of $1,000, of which $500 was earned on 
or before July 3, 1997, and $500 earned after 
July 3, 1997. During its 1997 taxable year, S 
distributes $1,000 to C on February I and $1,000 
to each of C and D on August I. S does not 
make the election under section 1368(e)(3) and 
§ 1.1368-1 (f)(2) to distribute its earnings and 
profits before its AAA. S makes the election 
under §1.l368-I(g)(2) to treat its taxable year as 
if it consisted of separate taxable years, the first 
of which ends at the close of July 3, 1997, the 
date of the qualifying disposition. 

(ii) Under section §1.I368-I(g)(2), for the 
period ending on July 3, 1997, S's AAA is $500 
($1,000 (AAA as of January I, 1997) + $500 
(income earned from January I, 1997 through 
July 3, 1997) - $1,000 (distribution made on 
February I, 1997». C's bases in his shares of 
stock is decreased to $5 per share ($ IO (original 
basis) + $5 (increase per share for income) - $10 
(decrease per share for distribution». 

(iii) The AAA is adjusted at the end of the 
taxable year for the period July 4 through 
December 31, 1997. It is increased from $500 
(AAA as of the close of July 3, 1997) to $1,000 
for the income earned during this period and is 
decreased by $1,000, the portion of the distribu
tion ($2,000 in total) made to C and D on 
August 1 that does not exceed the AAA. The 
$1.000 portion of the distribution that remains 
after the AAA is reduced to zero is attributable 
to earnings and profits. Therefore C and D each 
have a dividend of $500, which does not affect 
their basis or S's AAA. The earnings and profits 
account is reduced from $3,000 to $2,000. 

(iv) As of December 31, 1997, C and D have 
bases in their shares of stock of zero ($5 (basis 
as of July 4) + $5 ($500 income I 100 shares) -
$10 ($1.000 distribution I 100 shares». C and D 
each will report $500 as dividend income, which 
does not affect their basis or S's AAA. 
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Example 4. Election to distribute earnings and 
profits first. (i) Corporation S has been a 
calendar year C corporation since 1975. For 
1982, S elects for the first time to be taxed under 
subchapter S, and during 1982 has $60 of earn
ings and profits. As of December 31, 1995, S has 
an AAA of $10 and earnings and profits of $160, 
consisting of $100 of subchapter C earnings and 
profits and $60 of subchapter S earnings and 
profits. For 1996, S has $200 of taxable income 
and the AAA is increased to $210 (before taking 
distributions into account). During 1996, S 
distributes $240 to its shareholders. With its 
1996 tax return, S properly elects under section 
1368(e)(3) and §1.l368-1(f)(2) to distribute its 
earnings and profits before its AAA. 

(ii) Because S elected to distribute its earnings 
and profits before its AAA, the first $100 of the 
distribution is characterized as a distribution 
from subchapter C earnings and profits; the next 
$60 of the distribution is characterized as a 
distribution from subchapter S earnings and 
profits. Because $160 of the distribution is from 
earnings and profits, the shareholders of S have a 
$160 dividend. The remaining $80 of the 
distribution is a distribution from S's AAA and 
is treated by the shareholders as a return of 
capital or gain from the sale or exchange of 
property, as appropriate, under §1.l368-I(d)(1). 
S's AAA, as of December 31, 1996, equals $130 
($210 - $80). 

Example 5. Distributions in excess of the AAA. 
(i) On January I, 1995, Corporation S has $40 of 
earnings and profits and a balance in the AAA of 
$100. S has two shareholders, E and F, each of 
whom own 50 shares of S's stock. For 1995, S 
has taxable income of $50, which increases the 
AAA to $150 as of December 31, 1995 (before 
taking into account distributions made during 
1995). On February I, 1995, S distributes $60 to 
each shareholder. On September I, 1995, S 
distributes $30 to each shareholder. S does not 
make the election under section 1368(e)(3) and 
§1.l368-1(f)(2) to distribute its earnings and 
profits before its AAA. 

(ii) The sum of the distributions exceed S' s 
AAA. Therefore, under §1.l368-2(b), a portion 
of S's $150 balance in the AAA as of December 
31, 1995, is allocated to each of the February 1 
and September I distributions based on the 
respective sizes of the distributions. Accordingly, 
S must allocate $100 ($150 (AAA) x ($120 
(February I distribution) / $180 (the sum of the 
distributions))) of the AAA to the February I 
distribution, and $50 ($150 X ($60 / $180)) to 
the September I distribution. The portions of the 
distributions to which the AAA is al10cated are 
treated by the shareholder as a return of capital 
or gain from the sale or exchange of property, as 
appropriate. The remainder of the two distribu
tions is treated as a dividend to the extent that it 
does not exceed S's earnings and profits. E and 
F must each report $10 of dividend income for 
the February I distribution. For the September 1 
distribution, E and F must each report $5 of 
dividend income. 

Example 6. Ordinary and redemption distribu
tions in the same taxable year. (i) On January I, 
1995, Corporation S, an S corporation, has $20 
of earnings and profits and a balance in the AAA 
of $10. S has two shareholders, G and H, each of 
whom owns 50 shares of S's stock. For 1995, S 
has taxable income of $16, which increases the 
AAA to $26 as of December 31, 1995 (before 
taking into account distributions made during 
1995). On February I, 1995, S distributes $10 to 
each shareholder. On December 31, 1995, S 
redeems for $13 all of shareholder G' s stock in a 
redemption that is treated as a sale or exchange 
under section 302(a). 
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(ii) The sum of the ordinary distributions does 
not exceed S' s AAA. Therefore, S must reduce 
the $26 balance in the AAA by $20 for the 
February 1 ordinary distribution. The portions of 
the distribution by which the AAA is reduced are 
treated by the shareholders as a return of capital 
or gain from the sale or exchange of property. S 
must adjust the remaining AAA, $6, in an 
amount equal to the ratable share of the 
remaining AAA attributable to the redeemed 
stock, or $3 (50% X $6). 

(iii) S also must adjust the earnings and 
profits of $20 in an amount equal to the ratable 
share of the earnings and profits attributable to 
the redeemed stock. Therefore, S adjusts the 
earnings and profits by $10 (50% X $20), the 
ratable share of the earnings and profits attributa
ble to the redeemed stock. 

§1.J368-4 Effective date and transition 
rule. Sections 1.1368-1, 1.1368-2, and 
1.1368-3 apply to taxable years of a 
corporation beginning on or after Janu
ary 1, 1994. For taxable years begin
ning before January 1, 1994, the 
treatment of distributions by an S 
corporation to its shareholders must be 
determined in a reasonable manner, 
taking into account the statute and the 
legislative history. Except with regard 
to the deemed dividend rule under 
§1.1368-1(f)(3), return pOSItIOns 
consistent with § § 1.1368-1, 1.1368-2, 
and 1.1368-3 are reasonable. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read: 

Authority: 26 U.S.c. 7805. 
Par. 4. Section 602.101(c) is 

amended by adding the following en
tries in numerical order to the table to 
read as follows: 

§602.lOJ OMB Control numbers. 

* * * * * * 

(c) *** 

CFR part or section 
where identified 

Current OMB 
control number 

and described 

* * * * * * 
1.1367-1(f) ............. 1545-1139 
1.1368-1 (f)(2) ........... 1545-1139 
1.1368-1 (f)(3) ........... 1545-1139 
1.1368-1 (f)( 4) ........... 1545-1139 
1.1368-1 (g)(2) ••••••••• .o • 1545-1139 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 21, 1993. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
December 30, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for January 
3, 1994, 59 F.R. 12) 

Subchapter T.-Cooperatives and Their Patrons 
Part I.-Tax Treatment of Cooperatives 

Section 1381.-0rganizations to 
Which Part Applies 

26 CFR 1.1381-1: Organizations to which 
part applies. 

Guidance is provided on the treatment of (1) 
real property tax refunds, and (2) patronage 
dividends from the National Consumer Coopera
tive Bank by cooperative housing corporations 
and their tenant-stockholders within the meaning 
of § 216 of the Code. See Rev. Proc. 94-40, 
page 711. 

Part n.-Tax Treatment by Patrons of Patronage 
Dividends and Per·Unit Retain Certificates 

Section 1385.-Amounts Includible 
in Patron's Gross Income 

26 CFR 1.1385-1: Amounts includible 
in patron's gross income. 

Guidance is provided on the treatment of (I) 
real property tax refunds, and (2) patronage 
dividends from the National Consumer Coopera
tive Bank by cooperative housing corporations 
and their tenant-stockholders within the meaning 
of § 216 of the Code. See Rev. Proc. 94-40, 
page 711. 

Subchapter V.-Title 11 Cases 

Section 1398.-Rules Relating to 
Individuals' Title 11 Cases 

26 CFR 1.1398-1: Treatment of passive 
activity losses and passive activity credits in 
individual's title 11 cases. 

T.D. 8537 



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

Carryover of Passive Activity Losses 
and Credits and At Risk Losses to 
Bankruptcy Estates of Individuals 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the applica
tion of sections 469 and 465 to the 
bankruptcy estates of individuals. The 
final regulations affect individual tax
payers who file bankruptcy petitions 
under chapter 7 or chapter 11 of title 
11 of the United States Code and have 
passive activity losses and credits under 
section 469 or losses under section 465. 

DATES: These regulations are effective 
May 13, 1994. 

These regulations apply to bank
ruptcy cases commencing on or after 
November 9, 1992. In addition, the 
regulations apply, at the election of the 
affected taxpayers, to cases that com
menced before, and end on or after, 
November 9, 1992. 

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 requirements of 
the Paperwork Reduction Act (44 
U.S.C. 3504(h» under control number 
1545-1375. The estimated annual bur
den per respondent varies from .5 hour 
to 1.5 hours, depending on individual 
circumstances, with an estimated aver
age of 1 hour. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be sent 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, PC:FP, 
Washington, D.C. 20224, and 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. 

Background 

This document contains final Income 
Tax Regulations (26 CFR I) under 
section 1398 of the Internal Revenue 
Code (Code). On November 9, 1992, 
the IRS published in the Federal 
Register a notice of proposed rulemak
ing [IA-5-92, 1992-2 C.B. 737] desig
nating passive activity losses and 
credits under section 469 and unused 
section 465 losses as attributes that 
pass from the debtor to the bankruptcy 
estate under section 1398(g) of the 
Code and that, upon termination of the 
estate, pass from the bankruptcy estate 
to the debtor under section 1398(i). 
Corrections to the Notice of Proposed 
Rulemaking were published in the 
Federal Register on December 22, 1992 
(57 FR 246). A public hearing was 
held on January 25, 1993. After consid
eration of the public comments regard
ing the proposed regulations, the final 
regulations adopt the rules contained in 
the proposed regulations without sub
stantive change. A discussion of the 
public comments is set forth below. 

Public Comments 

The comments received by the IRS 
were generally favorable, welcoming 
the designation of attributes under 
section 1398(g)(8). Several commenta
tors suggested that the regulations be 
modified. These suggestions are dis
cussed below. 

I. Expansion of the Proposed 
Regulations to Include Additional 
Attributes 

The proposed regulations designate 
passive activity losses and credits under 
section 469 and losses under section 
465 as attributes that pass from the 
debtor to the estate. Several commenta
tors suggested that the scope of the 
proposed regulations be expanded to 
include additional attributes of the 
debtor, either by specifically listing the 
additional attributes or by providing 
that attributes of the debtor pass to the 
estate if they are related to property 
passing to the estate or are in the 
nature of a carryforward. 

These suggestions were not adopted 
in the final regulations. The treatment 
of other unenumerated attributes under 
section 1398(g) and (i) is more appro
priately provided in a separate regula
tion project. This would provide tax-
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payers with an opportunity to comment 
before additional attributes of the 
debtor are designated, by final regula
tion, as attributes that pass to the 
estate. 

II. Taxation of Estate's Transfers of 
an Interest in a Passive Activity or 
Former Passive Activity or an 
Interest in a Section 465 Activity 
Before Termination of the Estate 

The proposed regulations provide 
that if, before the termination of the 
estate, the estate transfers an interest in 
a passive activity or former passive 
activity to the debtor (other than by 
sale or exchange), the transfer is not 
treated as a disposition for purposes of 
any provision of the Code assigning tax 
consequences to a disposition. By way 
of example, the proposed regulations 
state that such transfers include trans
fers from the estate to the debtor of 
property that is exempt under section 
522 of title 11 of the United States 
Code and abandonments of estate prop
erty to the debtor under section 554(a) 
of such title. The proposed regulations 
provide similar rules for the transfer of 
a section 465 activity. 

Several commentators objected on 
the grounds that these provisions are 
outside the scope of the regulatory 
authority of the IRS under section 
1398(g) and (i). In general, these 
commentators maintained that the reg
ulatory authority of the IRS is limited 
to listing attributes that pass from the 
debtor to the estate and that, upon 
termination of the estate, pass to the 
debtor. In addition, one commentator 
contended that the provisions relating 
to pre-termination transfers between the 
estate and the debtor constitute an 
improper attempt to amend by regula
tion the express language of section 
1398(f)(2). Commentators also ques
tioned the treatment of abandonments 
as nontaxable dispositions, reiterating 
many of the arguments set forth in In 
re A.i. Lane & Co., 133 B.R. 264 
(Bankr. D. Mass. 1991), which stated 
in dicta that abandonments are taxable 
dispositions. See also In re Rubin, 154 
B.R. 897 (Bankr. D. Md. 1992). 

The final regulations retain the rules 
of the proposed regulations. Although 
section 1398 does not provide explicit 
rules relating to pre-termination trans
fers between the estate and the debtor, 
the Secretary has authority pursuant to 
section 7805(a) to issue interpretative 

1994-1 C.B. 231 



Section 1398 

regulations under section 1398. The 
IRS and the Treasury Department 
believe the rules adopted in the final 
regulations are consistent with the 
overall system established by section 
1398 and, in the absence of a contrary 
statutory provision, are a reasonable 
exercise of the Secretary's authority 
under section 7805(a). Moreover, the 
rules adopted in the final regulations 
are consistent with the only appellate 
court case on point, which holds that 
the transfer (other than by sale or 
exchange) of an asset from the estate to 
the debtor before the termination of the 
estate is a nontaxable disposition. See 
In re Olson, 100 B.R. 458 (Bankr. N.D. 
Iowa 1989), aff'd, 121 B.R. 346 (N.D. 
Iowa 1990), aff'd, 930 F .2d 6 (8th Cir. 
1991 ). 

III. Debtor's Succession to the 
Estate's Passive Activity Losses and 
Credits and Unused Section 465 
Losses Before Termination of the 
Estate 

As a corollary to the treatment of the 
estate's transfer of an interest in a 
passive activity or former passive ac
tivity as a nontaxable disposition, the 
proposed regulations provide that if, 
before the termination of the estate, the 
estate transfers an interest in a passive 
activity or former passive activity to 
the debtor (other than by sale or 
exchange), the debtor succeeds to and 
takes into account the allocable portion 
of the estate's unused passive activity 
loss and credit attributable to the 
activity (determined as of the first day 
of the estate's taxable year in which 
the transfer occurs). The proposed 
regulations provide similar rules for 
section 465 losses. 

The objections submitted by one 
commentator generally parallel the pre
viously discussed objections to the 
treatment of the estate's transfer of an 
interest in a passive activity or former 
passive activity before the termination 
of the estate as a nontaxable disposi
tion. The final regulations retain the 
rules in the proposed regulations. 

IV. Effective Date 

The provisions of §§1.l398-1 and 
1.1398-2 were proposed to be effective 
for bankruptcy cases commencing on or 
after November 9, 1992. Several com
mentators suggested alternative effec
tive dates for the final regulations. One 
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commentator recommended that a more 
appropriate effective date would be the 
date the regulations become final. 
Another commentator contended that, 
at least in certain situations, the regula
tions should be effective for bankruptcy 
cases commencing prior to November 
9, 1992. 

The IRS and the Treasury Depart
ment believe that it is not necessary to 
delay the effective date because pub
lication of the proposed regulations, 
which are being finalized without sig
nificant change, provided adequate 
notice of the new rules. In addition, 
limiting the application of the new 
rules to cases commenced after pub
lication of the proposed regulations is 
clearly within the Treasury Depart
ment's authority to prescribe the extent 
to which regulations shall be applied 
without retroactive effect and conforms 
to the pattern of section 1398(g), which 
applies to cases commencing after 
March 25, 1981. Accordingly, the final 
regulations retain the effective date of 
the proposed regulations. 

V. Joint Election to Have §§1.1398-1 
and 1.1398-2 Apply to Cases 
Commenced Before November 9, 1992 

For cases commenced prior to 
November 9, 1992, and terminating on 
or after that date, the proposed regula
tions apply only if a joint election is 
made by the debtor and the estate. In 
cases under chapter 7, the election is 
valid only with the written consent of 
the bankruptcy trustee. In cases under 
chapter 11, the election is valid only if 
it is incorporated (a) into a bankruptcy 
plan that is confirmed by the bank
ruptcy court, or (b) into an order of the 
court. Additionally, the caption 
"ELECTION PURSUANT TO 
§1.1398-1 (or §1.l398-2)" must be 
placed prominently on the first page of 
each of the debtor's returns that is 
affected by the election (other than 
returns for taxable years that begin 
after the termination of the estate) and 
on the first page of each of the estate's 
returns that is affected by the election. 

One commentator recommended 
eliminating the requirement that the 
debtor join in the election. In general, 
this commentator felt that this require
ment gave the debtor exclusive control 
over the passive activity losses and 
credits and unused section 465 losses 
to the detriment of the creditors. 

The final regulations retain the re
quirement that the debtor join in the 

election. This requirement permits 
debtors to rely on the law in effect at 
the time they entered into bankruptcy. 

One commentator suggested that be
cause the consent of the debtor is 
required, the regulations should clari~y 
that the written consent of the debtor IS 

required in cases under chapter 7, in 
addition to the written consent of a 
bankruptcy trustee. The proposed reg
ulations require the debtor to show 
consent by actually making the elec
tion. The debtor's election will be 
evidenced by the return on which it is 
made, and it is not clear what purpose 
would be served by an additional 
paperwork requirement. Accordingly, 
this suggestion was not adopted. 

A commentator requested clarifica
tion as to whether the election could be 
made on an amended return. In re
sponse to this comment, the regulations 
clarify that the election can be made on 
an amended return. 

Finally, a commentator requested 
that the regulations clarify whether the 
election is available for estates that are 
terminated after November 9, 1992, but 
before the adoption of final regulations. 
Because the regulations are sufficiently 
clear on this point, this comment was 
not adopted. 

VI. Other Comments 

One commentator requested that the 
regulations provide guidance on the 
determination of basis under section 
1398(g)(6), which provides that, in the 
case of assets acquired by the estate 
from the debtor, the estate succeeds to 
the debtor's basis, determined as of the 
first day of the debtor's taxable year in 
which the case commenced. The spe
cific guidance requested concerned the 
effect on basis of events (such as 
depreciation or distributions received 
by the debtor as the result of holding 
an interest in a passthrough entity) that 
occur after the first day of the debtor's 
taxable year in which the case com
menced, but prior to the commence
ment date. It was also requested that 
the regulations provide guidance on the 
application of the "varying interest" 
rule of section 706(d)(1) to the estate. 
This guidance is outside the scope of 
these regulations. Accordingly, the final 
regulations do not provide guidance on 
these issues. 

Special Analysis 

It has been determined that these 
final regulations are not significant 



rules as defined in EO 12866. There
fore, a regulatory assessment 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. Therefore, a Regulatory 
Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the 
Internal Revenue Code, a copy of the 
proposed rules 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 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 *** 
Par. 2. An undesignated center head

ing is added immediately following 
§ 1.1388-1 to read as follows: 

"Rules Relating to Individuals' 
Title 11 Cases" 

Par. 3. Sections 1.1398-1 and 
1.1398-2 are added to read as follows: 

§1.1398-1 Treatment of passive 
activity losses and passive activity 
credits in individuals' title 11 cases. 

(a) Scope. This section applies to 
cases under chapter 7 or chapter 11 of 
title 11 of the United States Code, but 
only if the debtor is an individual. 

(b) Definitions and rules of general 
application. For purposes of this 
section-

(1) Passive activity and former pas
sive activity have the meanings given 
in section 469(c) and (f)(3); 

(2) The unused passive activity loss 
(determined as of the first day of a 
taxable year) is the passive activity loss 
(as defined in section 469(d)(1» that is 
disallowed under section 469 for the 
previous taxable year; and 

(3) The unused passive activity 
credit (determined as of the first day of 

a taxable year) is the passive activity 
credit (as defined in section 469(d)(2» 
that is disallowed under section 469 for 
the previous taxable year. 

(c) Estate succeeds to losses and 
credits upon commencement of case. 
The bankruptcy estate (estate) succeeds 
to and takes into account, beginning 
with its first taxable year, the debtor's 
unused passive activity loss and unused 
passive activity credit (determined as of 
the first day of the debtor's taxable 
year in which the case commences). 

(d) Transfers from estate to debtor
(1) Transfer not treated as taxable 
event. If, before the termination of the 
estate, the estate transfers an interest in 
a passive activity or former passive 
activity to the debtor (other than by 
sale or exchange), the transfer is not 
treated as a disposition for purposes of 
any provision of the Internal Revenue 
Code assigning tax consequences to a 
disposition. The transfers to which this 
rule applies include transfers from the 
estate to the debtor of property that is 
exempt under section 522 of title 11 of 
the United States Code and abandon
ments of estate property to the debtor 
under section 554(a) of such title. 

(2) Treatment of passive activity loss 
and credit. If, before the termination of 
the estate, the estate transfers an 
interest in a passive activity or former 
passive activity to the debtor (other 
than by sale or exchange)-

(i) The estate must allocate to the 
transferred interest, in accordance with 
§ 1.469-1 (f)(4), part or all of the 
estate's unused passive activity loss 
and unused passive activity credit 
(determined as of the first day of the 
estate's taxable year in which the 
transfer occurs); and 

(ii) The debtor succeeds to and takes 
into account, beginning with the 
debtor's taxable year in which the 
transfer occurs, the unused passive 
activity loss and unused passive ac
tivity credit (or part thereof) allocated 
to the transferred interest. 

(e) Debtor succeeds to loss and 
credit of the estate upon its termina
tion. Upon termination of the estate, 
the debtor succeeds to and takes into 
account, beginning with the debtor's 
taxable year in which the termination 
occurs, the passive activity loss and 
passive activity credit disallowed under 
section 469 for the estate's last taxable 
year. 

(f) Effective date-( 1) Cases com
mencing on or after November 9, 1992. 

Section 1398 

This section applies to cases commenc
ing on or after November 9, 1992. 

(2) Cases commencing before No
vember 9, 1992-(i) Election required. 
This section applies to a case com
mencing before November 9, 1992, and 
terminating on or after that date if the 
debtor and the estate jointly elect its 
application in the manner prescribed in 
paragraph (f)(2)(v) of this section (the 
election). The caption "ELECTION 
PURSUANT TO §1.1398-1" must be 
placed prominently on the first page of 
each of the debtor's returns that is 
affected by the election (other than 
returns for taxable years that begin 
after the termination of the estate) and 
on the first page of each of the estate's 
returns that is affected by the election. 
In the case of returns that are amended 
under paragraph (f)(2)(iii) of this sec
tion, this requirement is satisfied by 
placing the caption on the amended 
return. 

(ii) Scope of election. This election 
applies to the passive and former pas
sive activities and unused passive ac
tivity losses and passive activity credits 
of the taxpayers making the election. 

(iii) Amendment of previously filed 
returns. The debtor and the estate 
making the election must amend all 
returns (except to the extent they are 
for a year that is a closed year within 
the meaning of paragraph (f)(2)(iv)(D) 
of this section) they filed before the 
date of the election to the extent 
necessary to provide that no claim of a 
deduction or credit is inconsistent with 
the succession under this section to 
unused losses and credits. The Com
missioner may revoke or limit the 
effect of the election if either the 
debtor or the estate fails to satisfy the 
requirement of this paragraph (f)(2)(iii). 

(iv) Rules relating to closed years
(A) Estate succeeds to debtor's passive 
activity loss and credit as of the 
commencement date. If, by reason of an 
election under this paragraph (f), this 
section applies to a case that was 
commenced in a closed year, the estate, 
nevertheless, succeeds to and takes into 
account the unused passive activity loss 
and unused passive activity credit of 
the debtor (determined as of the first 
day of the debtor's taxable year in 
which the case commenced). 

(B) No reduction of unused passive 
activity loss and credit for passive 
activity loss and credit not claimed for 
a closed year. In determining a tax
payer's carryover of a passive activity 
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loss or credit to its taxable year 
following a closed year, a deduction or 
credit that the taxpayer failed to claim 
in the closed year, if attributable to an 
unused passive activity loss or credit to 
which the taxpayer succeeded under 
this section, is treated as a deduction or 
credit that was disallowed under sec
tion 469. 

(C) Passive activity loss and credit 
to which taxpayer succeeds reflects 
deductions of prior holder in a closed 
year. A loss or credit to which a 
taxpayer would otherwise succeed un
der this section is reduced to the extent 
the loss or credit was allowed to its 
prior holder for a closed year. 

(D) Closed year. For purposes of 
this paragraph (f)(2)(iv), a taxable year 
is closed to the extent the assessment 
of a deficiency or refund of an 
overpayment is prevented, on the date 
of the election and at all times 
thereafter, by any law or rule of law. 

(v) Manner of making election-(A) 
Chapter 7 cases. In a case under 
chapter 7 of title 11 of the United 
States Code, the election is made by 
obtaining the written consent of the 
bankruptcy trustee and filing a copy of 
the written consent with the returns (or 
amended returns) of the debtor and the 
estate for their first taxable years 
ending after November 9, 1992. 

(B) Chapter 11 cases. In a case 
under chapter 11 of title 11 of the 
United States Code, the election is 
made by incorporating the election into 
a bankruptcy plan that is confirmed by 
the bankruptcy court or into an order of 
such court and filing the pertinent 
portion of the plan or order with the 
returns (or amended returns) of the 
debtor and the estate for their first 
taxable years ending after November 9, 
1992. 

(vi) Election is binding and irrevo
cable. Except as provided in paragraph 
(f)(2)(iii) of this section, thl! election, 
once made, is binding on both the 
debtor and the estate and is irrevocable. 

§1.J398-2 Treatment of section 465 
losses in individuals' title 11 cases. 

(a) Scope. This section applies to 
cases under chapter 7 or chapter II of 
title II of the United States Code, but 
only if the debtor is an individual. 

(b) Definition and rules of general 
application. For purposes of this 
section-
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(1) Section 465 activity means an 
activity to which section 465 applies; 
and 

(2) For each section 465 activity, the 
unused section 465 loss from the 
activity (determined as of the first day 
of a taxable year) is the loss (as 
defined in section 465(d» that is not 
allowed under section 465(a)(1) for the 
previous taxable year. 

(c) Estate succeeds to losses upon 
commencement of case. The bankruptcy 
estate (the estate) succeeds to and takes 
into account, beginning with its first 
taxable year, the debtor's unused sec
tion 465 losses (determined as of the 
first day of the debtor's taxable year in 
which the case commences). 

(d) Transfers from estate to debtor
(1) Transfer not treated as taxable 
event. If, before the termination of the 
estate, the estate transfers an interest in 
a section 465 activity to the debtor 
(other than by sale or exchange), the 
transfer is not treated as a disposition 
for purposes of any provision of the 
Internal Revenue Code assigning tax 
consequences to a disposition. The 
transfers to which this rule applies 
include transfers from the estate to the 
debtor of property that is exempt under 
section 522 of title 11 of the United 
States Code and abandonments of 
estate property to the debtor under 
section 554(a) of such title. 

(2) Treatment of section 465 losses. 
If, before the termination of the estate, 
the estate transfers an interest in a 
section 465 activity to the debtor (other 
than by sale or exchange) the debtor 
succeeds to and takes into account, 
beginning with the debtor's taxable 
year in which the transfer occurs, the 
transferred interest's share of the 
estate's unused section 465 loss from 
the activity (determined as of the first 
day of the estate's taxable year in 
which the transfer occurs). For this 
purpose, the transferred interest's share 
of such loss is the amount, if any, by 
which such loss would be reduced if 
the transfer had occurred as of the 
close of the preceding taxable year of 
the estate and been treated as a 
disposition on which gain or loss is 
recognized. 

(e) Debtor succeeds to losses of the 
estate upon its termination. Upon ter
mination of the estate, the debtor 
succeeds to and takes into account, 
beginning with the debtor's taxable 
year in which the termination occurs, 
the losses not allowed under section 
465 for the estate's last taxable year. 

(f) Effective date-(l) Cases com
mencing on or after November 9, 1992. 
This section applies to cases commenc
ing on or after November 9, 1992. 

(2) Cases commencing before No
vember 9, 1992-(i) Election required. 
This section applies to a case com
mencing before November 9, 1992, and 
terminating on or after that date if the 
debtor and the estate jointly elect its 
application in the manner prescribed in 
paragraph (f)(2)(v) of this section (the 
election). The caption "ELECTION 
PURSUANT TO §l.1398-2" must be 
placed prominently on the first page of 
each of the debtor's returns that is 
affected by the election (other than 
returns for taxable years that begin 
after the termination of the estate) and 
on the first page of each of the estate's 
returns that is affected by the election. 
In the case of returns that are amended 
under paragraph (f)(2)(iii) of this sec
tion, this requirement is satisfied by 
placing the caption on the amended 
return. 

(ii) Scope of election. This election 
applies to the section 465 activities and 
unused losses from section 465 ac
tivities of the taxpayers making the 
election. 

(iii) Amendment of previously filed 
returns. The debtor and the estate 
making the election must amend all 
returns (except to the extent they are 
for a year that is a closed year within 
the meaning of paragraph (f)(2)(iv)(D) 
of this section) they filed before the 
date of the election to the extent 
necessary to provide that no claim of a 
deduction is inconsistent with the suc
cession under this section to unused 
losses from section 465 activities. The 
Commissioner may revoke or limit the 
effect of the election if either the 
debtor or the estate fails to satisfy the 
requirement of this paragraph (f)(2)(iii). 

(iv) Rules relating to closed years
(A) Estate succeeds to debtor's section 
465 loss as of the commencement date. 
If, by reason of an election under this 
paragraph (f), this section applies to a 
case that was commenced in a closed 
year, the estate, nevertheless, succeeds 
to and takes into account the section 
465 losses of the debtor (determined as 
of the first day of the debtor's taxable 
year in which the case commenced). 

(B) No reduction of unused section 
465 loss for loss not claimed for a 
closed year. In determining a tax
payer's carryover of an unused section 
465 loss to its taxable year following a 



closed year, a deduction that the 
taxpayer failed to claim in the closed 
year, if attributable to an unused 
section 465 loss to which the taxpayer 
succeeds under this section, is treated 
as a deduction that was not allowed 
under section 465. 

(C) Loss to which taxpayer succeeds 
reflects deductions of prior holder in a 
closed year. A loss to which a taxpayer 
would otherwise succeed under this 
section is reduced to the extent the loss 
was allowed to its prior holder for a 
closed year. 

(D) Closed year. For purposes of 
this paragraph (f)(2)(iv), a taxable year 
is closed to the extent the assessment 
of a deficiency or refund of an over
payment is prevented, on the date of 
the election and at all times thereafter, 
by any law or rule of law. 

(v) Manner of making election-(A) 
Chapter 7 cases. In a case under 
chapter 7 of title 11 of the United 
States Code, the election is made by 
obtaining the written consent of the 
bankruptcy trustee and filing a copy of 
the written consent with the returns (or 
amended returns) of the debtor and the 
estate for' their first taxable years 
ending after November 9, 1992. 

(B) Chapter 11 cases. In a case 
under chapter 11 of title 11 of the 
United States Code, the election is 
made by incorporating the election into 
a bankruptcy plan that is confirmed by 
the bankruptcy court or into an order of 
such court and filing the pertinent por
tion of the plan or order with the ret
urns (or amended returns) of the debtor 
and the estate for their first taxable 
years ending after November 9, 1992. 

(vi) Election is binding and irrevo
cable. Except as provided in paragraph 
(f)(2)(iii) of this section, the election, 
once made, is binding on both the 
debtor and the estate and is irrevocable. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 5. In §602.101(c), entries are 
added to the table in numerical order to 
read as follows: 

CFR part or section 

where identified and 

described 

Current OMB 

control No. 

1.1398-1 

1.1398-2 

* * * * * * 
1545-1375 

1545-1375 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved April 6, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
May 12, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 13, 
1994, 59 F.R. 24935) 

Chapter S.-Consolidated Returns 

Subchapter A.-Returns and Payment of Tax 

Section 1502.-Regulations 

26 CFR 1.1502-75: Filing of consolidated 
returns. 

A procedure is provided which prohibits the 
use of the automatic provisions of Rev. Proc. 
92-13 by corporations that have an election in 
effect under section 936 of the Code. See Rev. 
Proc. 94-12, page 565. 

26 CFR 1.1502-76: Taxable years of members 
of group. 

A procedure is provided which prohibits the 
use of the automatic provisions of Rev. Proc. 
92-13 by corporations that have an election in 
effect under section 936 of the Code. See Rev. 
Proc. 94-12, page 565. 

26 CFR 1.1502-79: Separate return years. 

A procedure is provided which prohibits the 
use of the automatic provisions of Rev. Proc. 
92-13 by corporations that have an election in 
effect under section 936 of the Code. See Rev. 
Proc. 94-12. page 565. 

Section 2032A 

Subtitle B.-Estate and Gift Taxes 

Chapter l1.-Estate Tax 

Subchapter A.-Estates of Citizens or Residents 

Part III.-Gross Estate 

Section 2032A.-Valuation of Certain 
Farm, Etc., Real Property 

26 CFR 20.2032A-4: Method of valuing farm 
real property. 

Special use value; farms; interest 
rates. The 1994 interest rates to be 
used in computing the special use value 
of farm real property for which an 
election is made under section 2032A 
of the Code are listed for estates of 
decedents. 

Rev. Rul. 94-33 

This revenue ruling contains a list of 
the average annual effective interest 
rates on new loans under the Farm 
Credit Bank system. This revenue rul
ing also contains a list of the states 
within each Farm Credit Bank District. 

Under § 2032A(e)(7)(A)(ii) of the 
Internal Revenue Code, rates on new 
Farm Credit Bank loans are used in 
computing the special use value of real 
property used as a farm for which an 
election is made under § 2032A. The 
rates in this revenue ruling may be 
used by estates that value farmland 
under § 2032A as of a date in 1994. 

Average annual effective interest 
rates, calculated in accordance with 
§ 2032A(e)(7)(A) and § 20.2032A-4(e) 
of the Estate Tax Regulations, to be 
used under § 2032A(e)(7)(A)(ii), are 
set forth in the accompanying Table of 
Interest Rates (Table 1). The states 
within each Farm Credit Bank District 
are set forth in the accompanying Table 
of Farm Credit Bank Districts 
(Table 2). 

Rev. Rul. 81-170, 1981-1 C.B. 454, 
contains an illustrative computation of 
an average annual effective interest 
rate. The rates applicable for valuation 
in 1993 are in Rev. Rul. 93-28, 1993-1 
C.B. 201. For rate information for 
years prior to 1993, see Rev. Rul. 92-
12, 1992-1 C.B. 311, Rev. Rul. 91-24, 
1991-1 C.B. 188, and Rev. Rul. 90-49, 
1990-1 C.B. 171, and other revenue 
rulings that are cited therein. 
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Section 2032A 

REV. RUL. 94-33 TABLE 1 

TABLE OF INTEREST RATES 
(Year of Valuation 1994) 

Farm Credit Bank District in Which Property Is Located Interest 

Rate 

Baltimore ...................................................... . 9.34 

9.70 

9.34 

9.15 

Columbia ...................................................... . 

Louisville ...................................................... . 

Omaha ........................................................ . 

Sacramento .................................................... . 10.46 

9.64 

9.60 

9.51 

9.79 

9.22 

St. Paul ....................................................... . 

Spokane ....................................................... . 

Springfield ..................................................... . 

Texas ......................................................... . 

Wichita ........................................................ . 

REV. RUL. 94-33 TABLE 2 

TABLE OF FARM CREDIT BANK DISTRICTS 

District States 
Baltimore ................................ . Delaware, District of Columbia, Maryland, Pennsylvania, 

Virginia, West Virginia. 
Columbia ................................ . Florida, Georgia, North Carolina, South Carolina. 

Indiana, Kentucky, Ohio, Tennessee. Louisville ................................ . 
Omaha .................................. . Iowa, Nebraska, South Dakota, Wyoming. 

Arizona, California, Hawaii, Nevada, Utah. Sacramento .............................. . 
St. Paul ................................. . Arkansas, Illinois, Michigan, Minnesota, Missouri, North 

Dakota, Wisconsin. 
Spokane ................................. . Alaska, Idaho, Montana, Oregon, Washington. 
Springfield ............................... . Connecticut, Maine, Massachusetts, New Hampshire, New 

Jersey, New York, Rhode Island, Vermont. 
Texas ................................... . Alabama, Louisiana, Mississippi, Texas. 
Wichita .................................. . Colorado, Kansas, New Mexico, Oklahoma. 

Section 2044.-Certain Property for 
Which Marital Deduction was 
Previously Allowed 

26 CFR 20.2044-1: Certain property for 
which marital deduction was previously 
allowed. 

T.D. 8522 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Parts 20, 22, 25, and 602 

Estate and Gift Tax Marital Deduction 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Final and temporary 
regulations. 

SUMMARY: This document contains 
final regulations relating to the estate 
tax and gift tax marital deduction. 
Changes to the applicable tax law were 
made by the Tax Reform Act of 1976, 
the Revenue Act of 1978, the 
Economic Recovery Tax Act of 1981, 
the Technical Corrections Act of 1982, 
the Deficit Reduction Act of 1984, the 
Tax Reform Act of 1986, the Technical 
and Miscellaneous Revenue Act of 
1988, the Omnibus Budget Reconcilia
tion Act of 1989, and the Energy 
Policy Act of 1992. These regulations 
will provide the public with the guid
ance needed to comply with those Acts. 

EFFECTIVE DATE: March 1, 1994. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information re
quirement contained in this final regu
lation has been reviewed and approved 
by the Office of Management and 
Budget in accordance with the require
ments of the Paperwork Reduction Act 
(44 U.S.c. 3504(h» under control 
number 1545-0015. The estimated an
nual burden per respondent varies from 
.1 to .5 hours depending on individual 
circumstances, with an estimated aver
age of .25 hours. 



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, DC 20224, 
and to the Office of Management and 
Budget, Attention: Desk Officer for the 
Department of Treasury, Office of 
Information and Regulatory Affairs, 
Washington, DC 20503. 

Background 

On May 21, 1984, the IRS published 
in the Federal Register proposed 
amendments to the Estate and Gift Tax 
Regulations (26 CFR part 20 and part 
25) under sections 2044, 2056, 2207 A, 
2519, 2523, and 6019 of the Internal 
Revenue Code (Code) (49 FR 21350 
[LR-211-76, 1984-1 e.B. 598]). Con
forming changes were proposed for 
regulations under other sections of the 
Code. The amendments implement and 
provide guidance with respect to sec
tions 2044, 2056, 2207A, 2519, 2523, 
and 6019 which were added or 
amended by the Tax Reform Act of 
1976, the Revenue Act of 1978, the 
Economic Recovery Tax Act of 1981, 
and the Technical Corrections Act of 
1982. This project finalizes those 
amendments. Additionally, revisions 
have been made in the final regulations 
to reflect certain statutory changes 
made since the publication of the 
proposed regulations by the Deficit 
Reduction Act of 1984, the Tax Re
form Act of 1986, the Technical and 
Miscellaneous Revenue Act of 1988, 
the Omnibus Budget Reconciliation Act 
of 1989, and the Energy Policy Act of 
1992. Written comments responding to 
the Notice of Proposed Rulemaking 
were received. No public hearing was 
requested and none was held. After 
consideration of all of the comments 
regarding the proposed amendments, 
those amendments are adopted by this 
Treasury decision with revisions in 
response to those comments. The sig
nificant comments and revisions are 
described below. 

Explanation of Provisions 

In response to comments, §20.2044-
1 (b), as proposed, has been revised to 
include a reference to section 6166. 
Therefore, property included in the 
surviving spouse's gross estate under 
section 2044 is treated as passing from 

such spouse's estate upon such 
spouse's later death for purposes of 
determining whether the estate is 
eligible to pay the estate tax liability in 
installments under section 6166. 

In response to comments, §20.2044-
1 (c), as proposed, has been revised to 
include guidance for taxpayers on the 
evidence that is required in order to 
rebut the presumption that property in 
which the surviving spouse had a 
qualifying income interest for life was 
deducted by the first decedent's estate 
under section 2056(b)(7) or by the 
donor spouse under section 2523(f) in 
determining the prior decedent's estate 
or gift tax liability. 

Several changes were made in the 
final regulations regarding the defini
tion of the term "specific portion" as 
used in sections 2056(b )(5), 2056(b )(7), 
2523( e) and 2523(f). In general, a 
spousal interest qualifies for the marital 
deduction under section 2056(b )(5) or 
section 2523(e) if the spouse receives 
an income interest with respect to the 
entire interest in property or a "spe
cific portion" of the entire interest, 
coupled with a general power of 
appointment over the entire corpus or a 
"specific portion" of the entire corpus. 
Similarly, an interest is eligible for the 
qualified terminable interest property 
(QTIP) election under section 
2056(b )(7) or section 2523(f) if the 
spouse receives an income interest in 
the entire interest or a "specific 
portion" of the interest. Under 
§§20.2056(b)-5(c) and 25.2523(e)-1(c), 
in order to constitute a right to income 
in, or power over, a specific portion of 
property, the right or power must relate 
to a fraction or percentage share of the 
property. 

However, in Northeastern Pennsyl
vania National Bank and Trust Co. v. 
United States, 387 U.S. 213 (1967), the 
United States Supreme Court held that, 
for purposes of section 2056(b)(5), a 
right to receive a specified periodic 
payment (e.g., $24,000 per year) from 
a trust also constitutes a right to 
receive the income from a specific 
portion of the trust corpus; i.e., the 
pecuniary amount of corpus that, based 
on the assumed rate of return used in 
the regulations, would generate the 
periodic payment. In reaching this 
conclusion, the Court invalidated 
§20.2056(b)-5(c) to the extent it pre
cluded characterization of a specific 
periodic payment as a right to income 
from a specific portion of trust corpus. 
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In Estate of Alexander v. Commis
sioner, 82 T.e. 34 (1984), aff'd without 
opinion (4th Cir. 1985), the Tax Court 
held that a power of appointment over 
a pecuniary amount of trust corpus 
constituted a power of appointment 
over a "specific portion" of the trust 
property thus qualifying the property 
for the marital deduction under section 
2056(b)(5). The Tax Court felt com
pelled to reach this decision in view of 
the Supreme Court's decision in North
eastern Pennsylvania National Bank, 
which applied the term in the context 
of the requisite spousal income interest. 

The proposed regulations provided 
amendments to the definition of the 
term "specific portion" under 
§§20.2056(b)-5(c) and 25.2523(e)-1 
with respect to the requisite spousal 
income interest that conform to the 
Court's decision in Northeastern Penn
sylvania National Bank. In addition, 
§§20.2056(b)-7(c) and 25.2523(f)-I(c), 
and illustrative examples, adopted the 
Northeastern Pennsylvania National 
Bank rule with respect to interests 
within the purview of section 
2056(b )(7) or section 2523(f). 

However, section 1941 of the Energy 
Policy Act of 1992, Pub. L. 102-486, 
amended section 2056(b) and section 
2523(e) and (f) to limit the term 
"specific portion" such that it refer
ences a portion determined only on a 
fractional or percentage basis. The 
amendments are generally effective in 
the case of estates of decedents dying 
after October 24, 1992 (the date of 
enactment) and to gifts made after that 
date, subject to certain transitional 
rules. The legislative history underlying 
the amendments provides that no in
ference should be drawn from the 
legislation regarding the law prior to 
enactment. H.R. Rep. No. 1018, 102nd 
Congo 2d Sess. 432 (1992). 

The definition in the proposed reg
ulations of "specific portion" as a 
fractional or percentage interest has 
been adopted. However, for estates 
coming within the purview of the 
transitional rule of Pub. L. 102-486 the 
definition of specific portion in the 
final regulations adopts the proposed 
amendments to §§20.2056(b)-5 and 
25.2523(e)-I, which reflect the deci
sion in Northeastern Pennsylvania Na
tional Bank. The corresponding pro
posed amendments to §§20.2056(b)-7 
and 25.2523(f)-1 (and pertinent por
tions of the proposed amendments to 
§§ 20.2044-1 and 25.2519-1) have also 
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been retained in the final regulations. 
In addition, the IRS recognizes that 
Estate of Alexander reflects the law 
prior to enactment of Pub. L. 102-486, 
with respect to interests within the 
purview of sections 2056(b)(5) and 
2523(e) and the final regulations also 
incorporate this decision, subject to the 
Pub. L. 102-486 effective date and 
transitional rules. 

The IRS recognizes that some as
pects of the 1992 legislation should be 
the subject of separate proposed regula
tions under section 2056(b)(7). For 
example, the IRS invites comments on 
the application of the Energy Policy 
Act of 1992 to the treatment of 
annuities as described in the last sen
tence of section 2056(b)(7)(B)(ii). Send 
comments to: CC:DOM:CORP:T:R, 
Room 5528, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. 

In response to comments, Example 4 
of §20.2056(b)-5(c)(5) has been re
vised to eliminate the reference to the 
office building in the facts. The exam
ple, as revised, focuses on the defi
nition of "specific portion" under 
section 2056(b)(5) and the amount 
deductible under the facts presented. A 
similar revision was made to Example 
4 of §25.2523(e)-I(c)(5) which con
tains similar facts. 

In response to comments, §20.2056-
(b)-7(b)(3), as proposed, has been 
revised to clarify that an executor who 
is appointed, qualified and acting 
within the United States, within the 
meaning of section 2203, is responsible 
for making the QTIP election, even 
with respect to property that is not in 
the executor's possession, such as an 
inter vivos trust established by the 
decedent. If there is no executor 
appointed, the person in actual or 
constructive possession of the qualify
ing income interest property may make 
the election. 

Paragraph (c) of §20.2056(b)-7, has 
been added, in response to comments, 
to provide limited circumstances under 
which a protective QTIP election is 
recognized for estate tax purposes. In 
general, the protective election will be 
recognized only if, at the time the 
return is filed, a bona fide issue is 
presented the resolution of which is 
uncertain at the time the federal estate 
tax return is filed, that concerns 
whether an asset is includible in the 
decedent's gross estate, or the amount 
or nature of the property the surviving 
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spouse is entitled to receive. Because 
of changes made to Schedule M of 
Form 706, it was deemed unnecessary 
to provide for a protective election for 
a trust that fails to meet the require
ments of section 2056(b)(5). The avail
ability of a protective gift tax QTIP 
election was considered but rejected 
because of the perceived absence of a 
need for such an election. 

Section 20.2056(b)-7(d)(3) retains 
the position of the proposed regulations 
that an income interest does not qualify 
as a qualifying income interest for life 
if the income interest is contingent on 
the executor's election of QTIP treat
ment; for example, if the spouse is 
entitled to trust income only if the 
executor makes the QTIP election with 
respect to the trust. This issue has been 
the subject of recent litigation. Al
though the Tax Court has agreed with 
the position of the proposed regula
tions, the Eighth Circuit and the Fifth 
Circuit have reversed the Tax Court on 
this issue. Estate of Robertson v. 
Commissioner, No. 93-2488 (8th Cir. 
February 4, 1994), rev'g 98 T.C. 678 
(1992); Estate of Clayton v. Commis
sioner, 976 F.2d 1486 (5th Cir. 1992), 
rev'g 97 T.e. 327 (1991). See also, 
Estate of Spencer v. Commissioner, 
T.C. Memo 1992-579, appeal dock
eted, No. 93-1997 (6th Cir. July 26, 
1993). In Estate of Robertson and 
Estate of Clayton, the appellate courts 
found that under section 2056(b)(7)(B), 
qualified terminable interest property is 
defined inter alia as property for which 
an election is made. Thus, qualification 
of property as qualified terminable 
interest property is always contingent 
on the executor's election. Qualifica
tion for the marital deduction is deter
mined as of the time of death. The IRS 
continues to believe, consistent with 
the conclusion reached by the Tax 
Court, that if the substantive rights and 
interests the spouse receives in trust 
property are dependent on the execu
tor's post-death exercise of discretion
ary authority, the rights and interests 
received by the spouse cannot properly 
be characterized as qualifying as of the 
time of death, nor can the rights and 
interests received by the spouse be 
characterized as passing from the dece
dent to the spouse, as required under 
section 2056(a). The appellate courts 
take the position that the statutory 
language supports the allowance of the 
marital deduction if the receipt of the 
requisite substantive rights and interests 
is contingent on making the election. 

This is inconsistent with the fundamen
tal principle that qualification of an 
interest in property for the marital 
deduction is determined as of the date 
of death. Accordingly, the Service 
believes that the statute does not 
authorize a grant of discretion to the 
executor to create substantive rights in 
the spouse, and the final regulations 
reflect this position. 

Example (14) of §20.2056(b)-7(e), as 
proposed, has not been adopted. This 
example illustrated that an annuity 
purchased by an executor pursuant to a 
directive of the decedent qualifies as 
qualified terminable interest property 
under section 2056(b)(7). The example 
was in conflict with section 
2056(b)(1)(C), which provides that a 
marital deduction is not allowed with 
respect to any terminable interest (i.e., 
any interest that will terminate or fail 
on the occurrence of a specified event, 
or due to lapse of time) if the interest 
is to be acquired by the executor for 
the surviving spouse pursuant to the 
directions of the decedent (e.g., a will 
direction to purchase an annuity for the 
spouse.) Section 2056(b)(7), which 
provides an exception allowing a de
duction for terminable interests de
scribed in section 2056(b)(1)(A), does 
not provide an exception for interests 
described in section 2056(b)(1)(C). 
Section 20.2056(b)-7(c) of the final 
regulations reflects this fact. 

Section 2056(b)(7)(C), added to the 
Code by the Technical and Miscel
laneous Revenue Act of 1988, and 
amended by the Omnibus Budget Rec
onciliation Act of 1989, provides for an 
automatic section 2056(b )(7) election 
(and deduction) in the case of an 
annuity includible in the decedent's 
gross estate under section 2039, where 
only the surviving spouse has the right 
to receive payments before the death of 
the surviving spouse. With respect to 
the gift tax, the qualification of a 
spouse's interest in a joint and survivor 
annuity that is the subject of a gift 
under section 2511 is now governed by 
section 2523(f)(6), also added by 
T AMRA in 1988. This section provides 
for an automatic election if only the 
donor and the donor's spouse have a 
right to receive payments prior to the 
death of the last spouse to die. Rules 
governing the application of section 
2056(b )(7)(C), as well as section 
2523(f)(6), will be prescribed under 
regulations to be proposed under those 
sections at a later date. 



Example 10 of §20.2056(b)-7(e), as 
proposed, considered the treatment of a 
spousal annuity payable from a dece
dent's individual retirement account. In 
response to comments, this example 
has been retained as an illustration of 
an interest that qualifies as a qualifying 
income interest for life under section 
2056(b)(7)(B)(ii), without regard to 
section 2056(b)(7)(C). However, the 
IRS recognizes that the arrangement 
described in the example may also 
qualify, at least in part, for the 
automatic election and deduction under 
section 2056(b)(7)(C), and this question 
will be considered in regulations to be 
proposed under that section at a later 
date. 

Section 20.2056(b)-7(b), as pro
posed, provided that a marital trust that 
qualifies under section 2056(b )(7) may 
be divided into separate trusts to reflect 
a partial election with respect to the 
trust. This provision has been clarified 
to specify that the severance of the 
trust must occur no later than the 
termination of the period of estate 
administration. Further, the provision 
has been clarified to indicate that 
although the severed trusts must be 
funded based on fair market values on 
the date of division, the trusts need not 
be funded with a pro rata portion of 
each asset. Example 4 of §20.2056(b)-
7(h) has been added to illustrate this 
provision. 

Section 20.2056(b)-8, as proposed, 
has been revised to provide that a 
charitable remainder trust described in 
section 664 may qualify for a marital 
deduction under section 2056(b)(7) in 
situations where the surviving spouse is 
not the only noncharitable beneficiary 
of the charitable remainder trust (e.g., 
where the trust provides for a succes
sive life beneficiary on the spouse's 
death). However, in view of the enact
ment of section 1941 of The Energy 
Policy Act of 1992 (discussed above), 
this provision is limited in application 
to those estates not subject to the 1992 
amendments to the Code. A similar 
change (with similar limitations) was 
made to §25.2523(g)-I, as proposed, 
providing that a charitable remainder 
trust in which the donor's spouse is a 
noncharitable beneficiary can qualify as 
qualified terminable interest property 
under section 2523(f), even if the trust 
fails to qualify under section 2523(g) 
(because, for example, the donor and 
the donor's spouse are not the only 
noncharitable beneficiaries of the trust.) 

The IRS requests comments on 
whether the unitrust or annuity interest 
in a charitable remainder trust de
scribed in sections 664(d)(1) or (d)(2) 
qualifies as a qualifying income interest 
for life in view of the 1992 amend
ments. See, e.g., the last sentence of 
section 2056(b )(7)(B)(ii). 

Sections 20.2056(b)-9 and 
25.2523(h)-1 have been added to re
flect the addition of sections 2056(b )(9) 
and 2523(h) (denial of double deduc
tion) to the Code by the Technical 
Corrections Act of 1982. 

Sections 20.2056(c)-IA and 
20.2056(c)-2A, as proposed, have not 
been adopted by the final regulations. 
These sections contained comprehen
sive rules for computing the amount of 
the allowable estate tax marital deduc
tion in the case of estates of decedents 
dying in 1977 through 1981. In gen
eral, the allowable marital deduction 
applicable to these estates was limited 
in amount to the greater of $250,000 or 
one-half of the adjusted gross estate. 
The section, as proposed, also con
tained rules promulgated under the 
transitional rules accompanying section 
2002(d)(1) of the Tax Reform Act of 
1976 (which increased the limitation on 
the allowable marital deduction to the 
greater of $250,000 or one-half of the 
adjusted gross estate), and the transi
tional rule under section 403(e) of the 
Economic Recovery Tax Act of 1981 
(which enacted the unlimited marital 
deduction). 

In general, the comprehensive rules 
discussing the computation of the 
amount of the marital deduction under 
the statutory changes enacted in 1976 
will only· apply to the estates of 
decedents who died in 1977 through 
1981 and, in some cases, estates of 
decedents dying after 1981 if the 
decedent's will was executed prior to 
1982. In view of the limited continuing 
applicability of these rules, they have 
not been adopted by the final regula
tions. Similarly, the transitional rules 
primarily involved estates of decedents 
dying after 1981 under wills or other 
testamentary instruments executed prior 
to 1982. Many of the issues involving 
the application of these transitional 
rules have been settled by litigation. 
See, e.g., Estate of Niesen v. Commis
sioner, 865 F.2d 162 (8th Cir. 1988); 
Estate of Levitt v. Commissioner, 95 
T.C. 289 (1990); Estate of Christmas v. 
Commissioner, 91 T.e. 769 (1988). 
Accordingly, the proposed regulations 
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discussing these rules have also not 
been adopted. A short reference to 
these rules has been added to 
§20.2056(a)-1 of the regulations. 

Section 22.2056-1 is removed, since 
this temporary regulation (which con
sidered the requirements for a partial 
QTIP election) has been incorporated 
into the final regulations contained in 
this document. 

Section 25.2519-1(c), as proposed, 
discussed the amount of the gift under 
section 2519 if the surviving spouse 
transfers all or a part of the spouse's 
income interest in property subject to a 
QTIP election under either section 
2056(b)(7) or section 2523(f). Under 
section 2207 A(b), the spouse has a 
right to recover from the persons 
receiving the transferred property any 
gift tax imposed on the transfer. 
Section 25.2519-I(a), as proposed, 
provided that in determining the 
amount of the gift under section 2519, 
the value of the transfer is reduced by 
the amount of the gift tax reimburse
ment. That is, the section 2519 gift was 
proposed to be treated as a "net gift." 
See, e.g., Rev. Rul. 75-72, 1975-1 
C.B. 310. However, the section 
2207 A(b) reimbursement provision 
could be viewed as shifting the liability 
for the gift tax imposed on the transfer 
to the persons receiving the property. 
Arguably, payment by those persons of 
a gift tax for which they are liable 
under the statute should not reduce the 
amount of the transfer for gift tax 
purposes, or otherwise result in net gift 
treatment. See, e.g., Rev. Rul. 80-111, 
1980-1 e.B. 208. Accordingly, the 
reference in §25.2519-I(c), treating the 
transfer as a net gift, has been deleted. 
The IRS anticipates that the issue 
regarding net gift treatment will be the 
subject of subsequent proposed regula
tions and specifically requests com
ments on this issue. 

Section 25.2519-1(a) and Examples 
4 and 5 of § 25.2519-1 (g) have been 
revised to reflect the application of 
section 2702 as added to the Code by 
the Revenue Reconciliation Act of 
1990. 

Section 25.2523(f)-1(b)(4), as pro
posed, discussed the manner and time 
for making the gift tax qualified 
terminable interest property election. 
That section has been revised in the 
final regulations in order to reflect the 
changes made to section 2523(f)(4)(A) 
by the Tax Reform Act of 1986. Under 
section 2523(f)( 4 )(A), as amended, the 
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gift tax election is to be made on or 
before the date prescribed by section 
6075(b) for filing a gift tax return 
(including extensions authorized under 
section 6075(b )(2), relating to auto
matic extensions of time for filing a 
gift tax return where the taxpayer is 
granted an extension of time to file the 
income tax return). The section, as 
proposed, has also been revised to 
permit QTIP elections to be made on 
returns for which extensions have been 
granted pursuant to section 6081(a) of 
the Code. 

Comments have been received sug
gesting that an inter vivos transfer in 
trust where the donor retains an income 
interest and the spouse receives the 
right to trust income on the termination 
of the donor's preceding life income 
interest should qualify as qualified 
terminable interest property under sec
tion 2523(f). These comments were 
rejected. In general, the statute requires 
that the spouse must be entitled to 
receive the trust income for the 
spouse's life. An income interest that 
commences at some time in the future, 
if the spouse survives until that time, is 
not payable to the spouse for life as 
required by the statute. Further, if such 
an interest were allowed to qualify 
under section 2523(f), it is problemat
ical whether, in the event the donee 
spouse predeceased the donor spouse, 
the IRS could sustain inclusion of the 
trust corpus in the gross estate of the 
donee spouse under section 2044 (or 
sustain treating the assignment of the 
spouse's interest as a disposition under 
section 2519), since, as noted above, it 
is questionable whether such an interest 
constitutes a qualifying income interest 
for life. Accordingly, §25.2523(f)-
1(c)(2) has been added to clarify that, 
in order to constitute a qualifying 
income interest for life, the spouse 
must receive the immediate right to 
receive the income from the property. 

Examples 9, 10, and 11 of 
§25.2523(f)-1(f) have been added, il
lustrating the application of section 
2523(f)(5) and §25.2523(f)-1(d). Under 
these sections, where the donor spouse 
retains an interest in a trust subject to a 
section 2523(f) QTIP election (e.g., the 
trust provides an income interest to the 
spouse for life, then to the donor for 
life, with remainder to children), the 
trust corpus is not subject to inclusion 
in the donor's gross estate under 
section 2036 (by virtue of the retained 
life estate) if the donor predeceases the 
spouse. Further, any transfer of the 

240 1994-1 C.B. 

retained interest during the donor's 
lifetime prior to the death of the donee 
spouse is not subject to gift tax. 
However, under section 2523(f)(5)(B), 
this exclusion rule does not apply if, 
prior to the donor's death (or the 
transfer of the interest), the property is 
included in the donee spouse's gross 
estate under section 2044 or is treated 
as a gift by the donee spouse under 
section 2519. The examples clarify, 
inter alia, that if the property is 
included in the donee spouse's gross 
estate (or is subject to a gift tax under 
section 2519), the donee spouse is 
treated as the transferor of the property 
for estate and gift tax purposes. Ac
cordingly, on the subsequent death of 
the donor spouse, the donor is not 
treated as the transferor of the property 
in which the donor possesses an 
income interest. In such circumstances, 
notwithstanding section 2523(f)(5)(B), 
the property is not includible in the 
donor's gross estate under section 
2036. However, the property could be 
subject to inclusion in the donor's 
gross estate under another applicable 
section of the Code, the application of 
which is not dependent on the donor's 
status as a transferor of the property. 
For example, if the donee spouse's 
estate made an election under section 
2056(b)(7) with respect to the property, 
then the property would be includible 
in the donor spouse's gross estate 
under section 2044 (a so-called lifetime 
reverse QTIP trust). 

Sections 20.2056(a)-1 (a), 20.2056-
(b)-7(e), 25.2523(a)-(l)(a), 25.2523-
(a)-l(c) and 25.6019-1, as proposed, 
have been revised to refer to the 
changes made by the Technical and 
Miscellaneous Revenue Act of 1988 
and the Omnibus Budget Reconciliation 
Act of 1989, in regard to the avail
ability of the estate tax marital deduc
tion where the surviving spouse is not 
a United States citizen and the gift tax 
marital deduction where the donee 
spouse is not a United States citizen. 

Several minor clarifying amendments 
have been made to the text and the 
examples in the proposed regulations to 
better describe the intent and scope of 
those provisions. 

Effective Dates 

Except as specifically provided in 
§ §20.2044-2, 20.2056(b )-5( c )(3 )(ii) 
and (iii), 20.2056(b)-7(e)(5), 
20.2056(b)-8(b), 25.2519-2, 25.2523-

(e)-I(c)(3), 25.2523(f)-I(c)(3) and 
25 .2523(g)-1 (b), these regulations are 
effective in the case of estates of 
decedents dying after March 1, 1994, 
and to gifts made after that date. With 
respect to estates of decedents dying on 
or before March 1, 1994, or gifts made 
on or before that date, taxpayers may 
rely on any reasonable interpretation of 
the statutory provisions. For this pur
pose, the proposed regulations pub
lished in the Federal Register on May 
21, 1984 (49 FR 21350) are considered 
a reasonable interpretation of the statu
tory provisions. 

Special Analysis 

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. 

* * * * * * 
Adoption of amendments to the 
regulations 

Accordingly, 26 CFR parts 20, 22, 
25, and 602 are amended as follows: 

PART 20-ESTATE TAX; ESTATES 
OF DECEDENTS DYING AFTER 
AUGUST 16, 1954 

Paragraph 1. The authority citation 
for part 20 is revised to read as 
follows: 

Authority: 26 U.S.C. 7805. 
Section 20.2031-7 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 20.2031-10 also issued under 
26 U.S.C. 170(f)(4) and 26 U.S.c. 
642(c)(5). 

Section 20.2032-1 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 20.2055-2 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(50). 

Section 20.2204-1 also issued under 26 
U.S.C. 6324A(a). 

Section 20.2204-3 also issued under 26 
U.S.C. 6324A(a). 



Section 20.6324A-1 also issued under 
26 U.S.C. 6324A(a). 
Section 20.6324B-1 also issued under 
26 U.S.C. 6324B. 

Par. 1a. The authority citations im
mediately following §§20.2031-7, 
20.2031-10, 20.2032-1, 20.2055-2, 
20.2204-1,20.2204-3, 20.6324A-l and 
20.6324B-l are removed. 

§20.0-I [Amended] 

Par. 2. In §20.0-1(b)(1), the last 
sentence is amended by removing the 
reference "20.2056(e)-3" and adding 
"20.2056( d)-I" in its place. 

Par. 3. Section 20.2012-1 is 
amended as follows: 

a. In paragraph (a), the first sentence 
is revised to read as set forth below. 

b. In paragraph (d)(2)(ii), the fourth 
and fifth sentences are removed. 

c. Paragraph (d)(3) is removed. 

§20.20I2-I Credit for gift tax. 

(a) In general. With respect to gifts 
made before 1977, a credit is allowed 
under section 2012 against the Federal 
estate tax for gift tax paid under 
chapter 12 of the Internal Revenue 
Code, or corresponding provisions of 
prior law, on a gift by the decedent of 
property subsequently included in the 
decedent's gross estate. *** 

* * * * * * 

§20.2013-4 [Amended] 

Par. 4. Section 20.2013-4, paragraph 
(b)(3)(ii) is amended by removing the 
second sentence. 

Par. 5. Section 20.2014-3 is 
amended as follows: 

a. The concluding text of paragraph 
(b) immediately following paragraph 
(b )(2) is revised to read as set forth 
below. 

b. Paragraph (c), Example (3)(ii), 
second sentence, is revised to read as 
set forth below. 

§20.20J4-3 Second limitation. 

* * * * * * 

(b) *** 
Any reduction described in paragraph 
(b)(1) or (b)(2) of this section on 
account of the marital deduction must 
proportionately take into account, if 

applicable, the limitation on the aggre
gate amount of the marital deduction 
contained in §20.2056(a)-1(c). See 
§20.20l4-3(c), Example 3. 

(c) *** 
Example 3. *** 
(ii) *** Assume that the limitation 

imposed by section 2056(c), as in 
effect before 1982, is applicable so that 
the aggregate allowable marital deduc
tion is limited to one-half the adjusted 
gross estate, or $400,000 (which is 50 
percent of $800,000). *** 

* * * * * * 

Par. 6. Section 20.2044-1 is redesig
nated §20.2045-1 and new §§20.2044-
1 and 20.2044-2 are added to read as 
follows: 

§20.2044-I Certain property for 
which marital deduction was 
previously allowed. 

(a) In general. Section 2044 gener
ally provides for the inclusion in the 
gross estate of property in which the 
decedent had a qualifying income 
interest for life and for which a 
deduction was allowed under section 
2056(b)(7) or 2523(f). The value of the 
property included in the gross estate 
under section 2044 is not reduced by 
the amount of any section 2503(b) 
exclusion that applied to the transfer 
creating the interest. See section 
2207 A, regarding the right of recovery 
against the persons receiving the prop
erty that is applicable in certain cases. 

(b) Passed from. For purposes of 
section lO 14 and chapters 11 and 13 of 
subtitle B of the Internal Revenue 
Code, property included in a decedent's 
gross estate under section 2044 is 
considered to have been acquired from 
or to have passed from the decedent to 
the person receiving the property upon 
the decedent's death. Thus, for exam
ple, the property is treated as passing 
from the decedent for purposes of 
determining the availability of the 
charitable deduction under section 
2055, the marital deduction under 
section 2056, and special use valuation 
under section 2032A. In addition, the 
tax imposed on property includible 
under section 2044 is eligible for the 
installment payment of estate tax under 
section 6166. 

(c) Presumption. Unless established 
to the contrary, section 2044 applies to 
the entire value of the trust at the 
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survIvmg spouse's death. If a marital 
deduction is taken on either the estate 
or gift tax return with respect to the 
transfer which created the qualifying 
income interest, it is presumed that the 
deduction was allowed for purposes of 
section 2044. To avoid the inclusion of 
property in the decedent-spouse's gross 
estate under this section, the executor 
of the spouse's estate must establish 
that a deduction was not taken for the 
transfer which created the qualifying 
income interest. For example, to 
establish that a deduction was not 
taken, the executor may produce a copy 
of the estate or gift tax return filed 
with respect to the transfer by the first 
spouse or the first spouse's estate 
establishing that no deduction was 
taken under section 2523(f) or section 
2056(b)(7). In addition, the executor 
may establish that no return was filed 
on the original transfer by the decedent 
because the value of the first spouse's 
gross estate was below the threshold 
requirement for filing under section 
6018. Similarly, the executor could 
establish that the transfer creating the 
decedent's qualifying income interest 
for life was made before the effective 
date of section 2056(b)(7) or section 
2523(f). 

(d) Amount included-(l) In gen
eral. The amount included under this 
section is the value of the entire 
interest in which the decedent had a 
qualifying income interest for life, 
determined as of the date of the 
decedent's death (or the alternate valu
ation date, if applicable). If, in connec
tion with the transfer of property that 
created the decedent's qualifying in
come interest for life, a deduction was 
allowed under section 2056(b )(7) or 
section 2523(f) for less than the entire 
interest in the property (i.e., for a 
fractional or percentage share of the 
entire interest in the transferred prop
erty), the amount includible in the 
decedent's gross estate under this sec
tion is equal to the fair market value of 
the entire interest in the property on the 
date of the decedent's death (or the 
alternate valuation date, if applicable) 
multiplied by the fractional or percent
age share of the interest for which the 
deduction was taken. 

(2) Inclusion of income. If any in
come from the property for the period 
between the date of the transfer creat
ing the decedent -spouse's interest and 
the date of the decedent-spouse's death 
has not been distributed before the 
decedent-spouse's death, the un-
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distributed income is included in the 
decedent-spouse's gross estate under 
this section to the extent that the 
income is not so included under any 
other section of the Internal Revenue 
Code. 

(3) Reduction of includible share in 
certain cases. If only a fractional or 
percentage share is includible under 
this section, the includible share is 
appropriately reduced if-

(i) The decedent-spouse's interest 
was in a trust and distributions of 
principal were made to the spouse 
during the spouse's lifetime; 

(ii) The trust provides that the dis
tributions are to be made from the 
qualified terminable interest share of 
the trust; and 

(iii) The executor of the decedent
spouse's estate can establish the reduc
tion in that share based on the fair 
market value of the trust assets at the 
time of each distribution. 

(4) Interest in previously severed 
trust. If the decedent -spouse's interest 
was in a trust consisting of only 
qualified terminable interest property 
and the trust was severed (in com
pliance with §20.2056(b)-7(b) or 
§25.2523(f)-1(b) of this chapter) from 
a trust that, after the severance, held 
only property that was not qualified 
terminable interest property, only the 
value of the property in the severed 
portion of the trust is includible in the 
decedent-spouse's gross estate. 

(e) Examples. The following exam
ples illustrate the principles in para
graphs (a) through (d) of this section, 
where the decedent, D, was survived by 
spouse, S. 

Example i. inclusion of trust subject to 
election. Under D's will, assets valued at 
$800,000 in D's gross estate (net of debts, 
expenses and other charges, including death 
taxes, payable from the property) passed in trust 
with income payable to S for life. Upon S's 
death, the trust principal is to be distributed to 
D's children. D's executor elected under section 
2056(b )(7) to treat the entire trust property as 
qualified terminable interest property and 
claimed a marital deduction of $800.000. S made 
no disposition of the income interest during S's 
lifetime under section 2519. On the date of S's 
death. the fair market value of the trust property 
was $740.000. S's executor did not elect the 
alternate valuation date. The amount included in 
S's gross estate pursuant to section 2044 is 
$740.000. 

Example 2. Inclusion of trust subject to partial 
election. The facts are the same as in Example I. 
except that D's executor elected under section 
2056(b)(7) with respect to only 50 percent of the 
value of the trust ($400.000). Consequently. only 
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the equivalent portion of the trust is included in 
S's gross estate; i.e., $370,000 (50 percent of 
$740,000). 

Example 3. Spouse receives qualifying income 
interest in a fraction of trust income. Under D's 
will, assets valued at $800,000 in D's gross 
estate (net of debts, expenses and other charges, 
including death taxes, payable from the property) 
passed in trust with 20 percent of the trust 
income payable to S for S's life. The will 
provides that the trust principal is to be 
distributed to D's children upon S's death. D's 
executor elected to deduct, pursuant to section 
2056(b)(7), 50 percent of the amount for which 
the election could be made; i.e., $80,000 (50 
percent of 20 percent of $800,000). Conse
quently, on the death of S, only the equivalent 
portion of the trust is included in S's gross 
estate; i.e., $74,000 (50 percent of 20 percent of 
$740,000). 

Example 4. Distribution of corpus during 
spouse's lifetime. The facts are the same as in 
Example 3, except that S was entitled to receive 
all the trust income but the executor of D's 
estate elected under section 2056(b )(7) with 
respect to only 50 percent of the value of the 
trust ($400,000). Pursuant to authority in the 
will, the trustee made a discretionary distribution 
of $100,000 of principal to S in 1995 and 
charged the entire distribution to the qualified 
terminable interest share. Immediately prior to 
the distribution, the fair market value of the trust 
property was $1,100,000 and the qualified 
terminable interest portion of the trust was 50 
percent. Immediately after the distribution, the 
qualified terminable interest portion of the trust 
was 45 percent ($450,000 divided by 
$1,000,000). Provided S's executor can establish 
the relevant facts, the amount included in S's 
gross estate is $333,000 (45 percent of 
$740,000). 

Example 5. Spouse assigns a portion of income 
interest during life. Under D's will, assets valued 
at $800,000 in D's gross estate (net of debts, 
expenses and other charges, including death 
taxes, payable from the property) passed in trust 
with all the income payable to S, for S's life. 
The will provides that the trust principal is to be 
distributed to D's children upon S's death. D's 
executor elected under section 2056(b )(7) to treat 
the entire trust property as qualified terminable 
interest property and claimed a marital deduction 
of $800,000. During the term of the trust, S 
transfers to C the right to 40 percent of the 
income from the trust for S's life. Because S is 
treated as transferring the entire remainder 
interest in the trust corpus under section 2519 (as 
well as 40 percent of the income interest under 
section 2511), no part of the trust is includible in 
S's gross estate under section 2044. However, if 
S retains until death an income interest in 60 
percent of the trust corpus (which corpus is 
treated pursuant to section 2519 as having been 
transferred by S for both gift and estate tax 
purposes), 60 percent of the property will be 
includible in S's gross estate under section 
2036(a) and a corresponding adjustment is made 
in S' s adjusted taxable gifts. 

Example 6. Inter vivos trust subject to election 
under section 2523(j). D transferred $800,000 to 
a trust providing that trust income is to be paid 
annually to S, for S's life. The trust provides that 
upon S's death, $100,000 of principal is to be 
paid to X charity and the remaining principal 
distributed to D's children. D elected to treat all 
of the property transferred to the trust as 
qualified terminable interest property under 

section 2523(f). At the time of S' s death, the fair 
market value of the trust is $1,000,000. S's 
executor does not elect the alternate valuation 
date. The amount included in S's gross estate is 
$1,000,000; i.e., the fair market value at S's 
death of the entire trust property. The $100,000 
that passes to X charity on S's death is treated as 
a transfer by S to X charity for purposes of 
section 2055. Therefore, S's estate is allowed a 
charitable deduction for the $100,000 transferred 
from the trust to the charity to the same extent 
that a deduction would be allowed by section 
2055 for a bequest by S to X charity. 

Example 7. Spousal interest in the form of an 
annuity. D died prior to October 24, 1992, the 
effective date of the Energy Policy Act of 1992 
(Pub. L. 102--486). See §20.2056(b)-7(e). Under 
D's will, assets valued at $500,000 in D's gross 
estate (net of debts, expenses and other charges, 
including death taxes, payable from the property) 
passed in trust pursuant to which an annuity of 
$20,000 a year was payable to S for S's life. 
Trust income not paid to S as an annuity is to be 
accumulated in the trust and may not be dis
tributed during S's lifetime. D's estate deducted 
$200,000 under section 2056(b)(7) and §20.2056· 
(b)-7(e)(2). S did not assign any portion of S's 
interest during S's life. At the time of S's death, 
the value of the trust property is $800,000. S's 
executor does not elect the alternate valuation 
date. The amount included in S's gross estate 
pursuant to section 2044 is $320,000 
([$200,000/$500,000] x $800,000). 

§20.2044-2 Effective dates. 

Except as specifically provided in 
Example 7 of §20.2044-1(e), the provi
sions of §20.2044-1 are effective wi~h 
respect to estates of a decedent-spouse 
dying after March 1, 1994. With re
spect to estates of decedent-spouses 
dying on or before such date, taxpayers 
may rely on any reasonable interpreta
tion of the statutory provisions. For 
these purposes, the prOViSIOns of 
§20.2044-1 (as well as project LR-
211-76, 1984-1 C.B., page 598, see 
§601.601(d)(2)(ii)(b) of this chapter), 
are considered a reasonable interpreta
tion of the statutory provisions, 

Par. 7. Section 20.2055-6 is added to 
read as follows: 

§20.2055-6 Disallowance of double 
deduction in the case of qualified 
terminable interest property. 

No deduction is allowed from the 
decedent's gross estate under section 
2055 for property with respect to which 
a deduction is allowed by reason of 
section 2056(b)(7). See section 
2056(b)(9) and §20.2056(b)-9. 

Par. 8. Section 20.2056-0 is added to 
read as follows: 



§20.2056-0 Table of contents. 

This section lists the captions that 
appear in the regulations under 
§§20.2056(a)-1 through 20.2056(d)-2. 

§20.2056(a)-1 Marital deduction; in 
general. 

(a) In general. 
(b) Requirements for marital deduc

tion. 
(1) In general. 
(2) Burden of establishing requisite 

facts. 
(c) Marital deduction; limitation on 

aggregate deductions. 
(I) Estates of decedents dying before 

1977. 
(2) Estates of decedents dying after 

December 31, 1976, and before 
January I, 1982. 

(3) Estates of decedents dying after 
December 31, 1981. 

§20.2056( a)-2 Marital deduction; 
deductible interests and nondeductible 
interests. 

(a) In general. 
(b) Deductible interests. 

§20.2056( b )-1 Marital deduction; 
limitation in case of life estate or 
other "terminable interest." 

(a) In general. 
(b) Terminable interests. 
(c) Nondeductible terminable inter-

ests. 
(d) Exceptions. 
(e) Miscellaneous principles. 
(f) Direction to acquire a terminable 

interest. 
(g) Examples. 

§20.2056(b)-2 Marital deduction; 
interest in unidentified assets. 

(a) In general. 
(b) Application of section 2056(b)(2). 
(c) Interest nondeductible if circum-

stances present. 
(d) Example. 

§20.2056(b)-3 Marital deduction; 
interest of spouse conditioned on 
survival for limited period. 

(a) In general. 
(b) Six months' survival. 
(c) Common disaster. 
(d) Examples. 

§20.2056(b)--4 Marital deduction; 
valuation of interest passing to 
surviving spouse. 

(a) In general. 
(b) Property interest subject to an en

cumbrance or obligation. 
(c) Effect of death taxes. 
(d) Remainder interests. 

§20.2056(b )-5 Marital deduction; life 
estate with power of appointment in 
surviving spouse. 

(a) In general. 
(b) Specific portion; deductible 

amount. 
(c) Meaning of specific portion. 
(1) In general. 
(2) Fraction or percentage share. 
(3) Special rule in the case of estates 

of decedents dying on or before 
October 24, 1992, and certain de
cedents dying after October 24, 
1992, with wills or revocable 
trusts executed on or prior to that 
date. 

(4) Local law. 
(5) Examples. 
(d) Meaning of entire interest. 
(e) Application of local law. 
(f) Right to income. 
(g) Power of appointment in surviv

ing spouse. 
(h) Requirement of survival for a 

limited period. 
(j) Existence of power in another. 

§20.2056(b )-6 Marital deduction; life 
insurance or annuity payments with 
power of appointment in surviving 
spouse. 

(a) In general. 
(b) Specific portion; deductible inter

est. 
(c) Applicable principles. 
(d) Payments of installments or inter-

est. 
(e) Powers of appointment. 

§20.2056(b)-7 Election with respect 
to life estate for surviving spouse. 

(a) In general. 
(b) Qualified terminable interest prop

erty. 
(1) In general. 
(2) Property for which an election 

may be made. 
(3) Persons permitted to make the 

election. 
(4) Manner and time of making the 

election. 

(c) Protective elections. 
(1) In general. 
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(2) Protective election irrevocable. 
(d) Qualifying income interest for 

life. 
(1 ) In general. 
(2) Entitled for life to all income. 
(3) Contingent income interests. 
(4) Income between last distribution 

date and spouse's date of death. 
(5) Pooled income funds. 
(6) Power to distribute principal to 

spouse. 
(e) Annuities payable from trusts in 

the case of estates of decedents 
dying on or before October 
24,1992, and certain decedents 
dying after October 24, 1992, 
with wills or revocable trusts ex
ecuted on or prior to that date. 

( 1) In general. 
(2) Deductible interest. 
(3) Distributions permissible only to 

surviving spouse. 
(4) Applicable interest rate. 
(5) Effective dates. 
(f) Joint and survivor annuities. [Re-

served] 
(g) Application of local law. 
(h) Examples. 

§20.2056(b)-B Special rule for 
charitable remainder trusts. 

(a) In general. 
(1) Surviving spouse only noncharita-

ble beneficiary. 
(2) Interest for life or term of years. 
(3) Payment of state death taxes. 
(b) Charitable trusts where surviving 

spouse is not the only noncharita
ble beneficiary. 

§20.2056(b)-9 Denial of double 
deduction. 

§20.2056(b)-lO Effective dates. 

§20.2056( c )-1 Marital deduction; 
definition of passed from the 
decedent. 

(a) In general. 
(b) Expectant interest in property un

der community property laws. 

§20.2056( c )-2 Marital deduction; 
definition of "passed from the 
decedent to his surviving spouse." 

(a) In general. 
(b) Examples. 
(c) Effect of election by surviving 

spouse. 
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(d) Will contests. 
(e) Survivorship. 

§20.2056( c )-3 Marital deduction; 
definition of passed from the 
decedent to a person other than his 
surviving spouse. 

§20.2056( d)-1 Marital deduction; 
effect of disclaimers of post
December 31,1976 transfers. 

(a) Disclaimer by a surviving spouse. 
(b) Disclaimer by a person other than 

a surviving spouse. 

§20.2056(d)-2 Marital deduction; 
effect of disclaimers of pre-January 
1, 1977 transfers. 

(a) Disclaimers by a surviving 
spouse. 

(b) Disclaimer by a person other than 
a surviving spouse. 

(1) Decedents dying after October 3, 
1966, and before January 1, 
1977. 

(2) Decedents dying after September 
30, 1963, and before October 4, 
1966. 

(3) Decedents dying before October 
4, 1966. 

Par. 9. Section 20.2056(a)-1 is re
vised to read as follows: 

§20.2056(a)-1 Marital deduction; in 
general. 

(a) In general. A deduction is al
lowed under section 2056 from the 
gross estate of a decedent for the value 
of any property interest which passes 
from the decedent to the decedent's 
surviving spouse if the interest is a 
deductible interest as defined in 
§20.2056(a)-2. With respect to dece
dents dying in certain years, a deduc
tion is allowed under section 2056 only 
to the extent that the total of the 
deductible interests does not exceed the 
applicable limitations set forth in para
graph (c) of this section. The deduction 
allowed under section 2056 is referred 
to as the marital deduction. See also 
sections 2056(d) and 2056A for special 
rules applicable in the case of dece
dents dying after November 10, 1988, 
if the decedent's surviving spouse is 
not a citizen of the United States at the 
time of the decedent's death. In such 
cases, the marital deduction may not be 
allowed unless the property passes to a 
qualified domestic trust as described in 
section 2056A(a). 
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(b) Requirements for marital deduc
tion-(l) In general. To obtain the 
marital deduction with respect to any 
property interest, the executor must 
establish the following facts-

(i) The decedent was survived by a 
spouse (see §20.2056(c)-2(e»; 

(ii) The property interest passed 
from the decedent to the spouse (see 
§§20.2056(b)-5 through 20.2056(b)-8 
and 20.2056(c)-1 through 20.2056(c)-
3); 

(iii) The property interest is a de
ductible interest (see §20.2056(a)-2); 
and 

(iv) The value of the property inter
est (see §20.2056(b)-4). 

(2) Burden of establishing requisite 
facts. The executor must provide the 
facts relating to any applicable limita
tion on the amount of the allowable 
marital deduction under §20.2056(a)
l(c), and must submit proof necessary 
to establish any fact required under 
paragraph (b)(1), including any evi
dence requested by the district director. 

(c) Marital deduction; limitation on 
aggregate deductions-( 1) Estates of 
decedents dying before 1977. In the 
case of estates of decedents dying 
before January 1, 1977, the marital 
deduction is limited to one-half of the 
value of the adjusted gross estate, as 
that term was defined under section 
2056(c)(2) prior to repeal by the 
Economic Recovery Tax Act of 1981. 

(2) Estates of decedents dying after 
December 31, 1976, and before Janu
ary 1, 1982-Except as provided in § 
2002(d)(1) of the Tax Reform Act of 
1976 (Pub. L. 94-455), in the case of 
decedents dying after December 31, 
1976, and before January 1, 1982, the 
marital deduction is limited to the 
greater of-

(i) $250,000; or 
(ii) One-half of the value of the 

decedent's adjusted gross estate, ad
justed for intervivos gifts to the spouse 
as prescribed by section 2056(c)(1)(B) 
prior to repeal by the Economic Recov
ery Tax Act of 1981 (Pub. L. 97-34). 

(3) Estates of decedents dying after 
December 31, 1981. In the case of 
estates of decedents dying after Decem
ber 31, 1981, the marital deduction is 
limited as prescribed in paragraph 
(c)(2) of this section if the provisions 
of section 403(e)(3) of Pub. L. 97-34 
are satisfied. 

Par. 10. Section 20.2056(a)-2 is 
amended as follows: 

a. In paragraph (a), a paragraph 
heading is added and the last sentence 
is revised. 

b. In paragraph (b), a paragraph 
heading is added. 

c. The additions and revisions read 
as follows: 

§20.2056( a)-2 Marital deduction; 
deductible interests and nondeductible 
interests. 

(a) In general. *** Subject to any 
applicable limitations set forth in 
§20.2056(a)-1(c), the amount of the 
marital deduction is the aggregate value 
of the deductible interests. 

(b) Deductible interests. *** 

* * * * * * 
Par. 11. Section 20.2056(b)-1 is 

amended as follows: 

a. Paragraphs (d)(2) and (d)(3) are 
revised. 

b. Paragraphs (d)(4) and (d)(5) are 
added. 

c. Paragraph (e)(4) is revised. 

d. In paragraph (g), the introductory 
text is revised. 

e. The revisions and additions read 
as follows: 

§20.2056(b)-1 Marital deduction; 
limitation in case of life estate or 
other terminable interest. 

* * * * * * 
(d) *** 
(2) It is a right to income for life 

with a general power of appointment, 
meeting the requirements set forth in 
§20.2056(b)-5; 

(3) It consists of life insurance or 
annuity payments held by the insurer 
with a general power of appointment in 
the spouse, meeting the requirements 
set forth in §20.2056(b)-6; 

(4) It is qualified terminable interest 
property, meeting the requirements set 
forth in §20.2056(b)-7; or 

(5) It is an interest in a qualified 
charitable remainder trust in which the 
spouse is the only noncharitable bene
ficiary, meeting the requirements set 
forth in §20.2056(b)-8. 

(e) *** 
(4) The terms passed from the dece

dent, passed from the decedent to his 
surviving spouse and passed from the 



decedent to a person other than his 
surviving spouse are defined in 
§§20.2056(c)-1 through 20.2056(c)-3. 

* * * * * * 

(g) Examples. The application of this 
section may be illustrated by the 
following examples. In each example, 
it is assumed that the executor made no 
election under section 2056(b )(7) (even 
if under the specific facts the election 
would have been available), that any 
property interest passing from the 
decedent to a person other than the 
surviving spouse passed for less than 
full and adequate consideration in 
money or money's worth, and that 
section 2056(b)(8) is inapplicable. 

* * * * * * 

Par. 12. In §20.2056(b)-2, headings 
are added to paragraphs (a) through (d) 
to read as follows: 

§20.2056(b)-2 Marital deduction; 
interest in unidentified assets. 

(a) In general. *** 
(b) Application of section 

2056(b)(2). *** 

* * * * * * 

(c) Interest nondeductible if circum
stances present. *** 

(d) Example. *** 

* * * * * * 

§20.2056(b)-4 [Amended] 

Par. 13. In §20.2056(b)-4, paragraph 
(b) is amended by removing the fifth 
sentence. 

Par. 14. Section 20.2056(b)-5 is 
amended as follows: 

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

b. The heading and first sentence of 
paragraph (d) are revised to read as set 
forth below. 

§20.2056(b)-5 Marital deduction; life 
estate with power of appointment in 
surviving spouse. 

* * * * * * 

(c) Meaning of specific portion-(l) 
In general. Except as provided in 
paragraphs (c)(2) and (c)(3) of this 
section, a partial interest in property is 
not treated as a specific portion of the 

entire interest. In addition, any specific 
portion of an entire interest in property 
is nondeductible to the extent the 
specific portion is subject to invasion 
for the benefit of any person other than 
the surviving spouse, except in the case 
of a deduction allowable under section 
2056(b)(5), relating to the exercise of a 
general power of appointment by the 
surviving spouse. 

(2) Fraction or percentage share. 
Under section 2056(b)(10), a partial 
interest in property is treated as a 
specific portion of the entire interest if 
the rights of the surviving spouse in 
income, and the required rights as to 
the power described in §20.2056(b)-
5(a), constitute a fractional or percent
age share of the entire property inter
est, so that the surviving spouse's 
interest reflects its proportionate share 
of the increase or decrease in the value 
of the entire property interest to which 
the income rights and the power relate. 
Thus, if the spouse's right to income 
and the spouse's power extend to a 
specified fraction or percentage of the 
property, or the equivalent, the interest 
is in a specific portion of the property. 
In accordance with paragraph (b) of 
this section, if the spouse has the right 
to receive the income from a specific 
portion of the trust property (after 
applying paragraph (c)(3) of this sec
tion) but has a power of appointment 
over a different specific portion of the 
property (after applying paragraph 
(c)(3) of this section), the marital 
deduction is limited to the lesser 
specific portion. 

(3) Special rule in the case of 
estates of decedents dying on or before 
October 24, 1992, and certain dece
dents dying after October 24, 1992, 
with wills or revocable trusts executed 
on or prior to that date. 

(i) In the case of estates of dece
dents within the purview of the effec
tive date and transitional rules con
tained in paragraphs (c)(3)(ii) and (iii) 
of this section: 

(A) A specific sum payable an
nually, or at more frequent intervals, 
out of the property and its income that 
is not limited by the income of the 
property is treated as the right to 
receive the income from a specific 
portion of the property. The specific 
portion, for purposes of paragraph 
(c)(2) of this section, is the portion of 
the property that, assuming the interest 
rate generally applicable for the valua
tion of annuities at the time of the 
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decedent's death, would produce in
come equal to such payments. How
ever, a pecuniary amount payable an
nually to a surviving spouse is not 
treated as a right to the income from a 
specific portion of the trust property for 
purposes of this paragraph (c)(3)(i)(A) 
if any person other than the surviving 
spouse may receive, during the surviv
ing spouse's lifetime, any distribution 
of the property. To determine the 
applicable interest rate for valuing 
annuities, see sections 2031 and 7520 
and the regulations under those 
sections. 

(B) The right to appoint a pecuniary 
amount out of a larger fund (or trust 
corpus) is considered the right to 
appoint a specific portion of such fund 
or trust for purposes of paragraph 
(c)(2) in an amount equal to such 
pecuniary amount. 

(ii) The rules contained in para
graphs (c)(3)(i)(A) and (B) of this 
section apply with respect to estates of 
decedents dying on or before October 
24, 1992. 

(iii) The rules contained in para
graphs (c)(3)(i)(A) and (B) of this 
section apply in the case of decedents 
dying after October 24, 1992, if prop
erty passes to the spouse pursuant to a 
will or revocable trust agreement ex
ecuted on or before October 24, 1992, 
and either-

(A) On that date, the decedent was 
under a mental disability to change the 
disposition of the property and did not 
regain competence to dispose of such 
property before the date of death; or 

(B) The decedent dies prior to Octo
ber 24, 1995. 

(iv) Notwithstanding paragraph 
(c)(3)(iii) of this section, paragraphs 
(c)(3)(i)(A) and (B) of this section do 
not apply if the will or revocable trust 
is amended after October 24, 1992, in 
any respect that increases the amount 
of the transfer qualifying for the 
marital deduction or alters the terms by 
which the interest so passes to the 
surviving spouse of the decedent. 

(4) Local law. A partial interest in 
property is treated as a specific portion 
of the entire interest if it is shown that 
the surviving spouse has rights under 
local law that are identical to those the 
surviving spouse would have acquired 
had the partial interest been expressed 
in terms satisfying the requirements of 
paragraph (c)(2) (or paragraph (c)(3) if 
applicable) of this section. 
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(5) Examples. The following exam
ples illustrate the application of para
graphs (a) through (c)(4) of this 
section: 

Example I. Spouse entitled to the lesser of an 
annuity or a fraction of trust income. The 
decedent, D, died prior to October 24, 1992. D 
bequeathed in trust 500 identical shares of X 
company stock, valued for estate tax purposes at 
$500,000. The trust provides that during the 
lifetime of D's spouse, S, the trustee is to pay 
annually to S the lesser of one-half of the trust 
income or $20,000. Any trust income not paid to 
S is to be accumulated in the trust and may not 
be distributed during S' s lifetime. S has a 
testamentary general power of appointment over 
the entire trust principal. The applicable interest 
rate for valuing annuities as of D's date of death 
under section 7520 is 10 percent. For purposes of 
paragraphs (a) through (c) of this section, S is 
treated as receiving all of the income from the 
lesser of-

(i) One half of the stock ($250,000); or 

(ii) $200,000, the specific portion of the stock 
which, as determined in accordance with 
§20.2056(b)-5(c)(3)(i)(A), would produce annual 
income of $20,000 (20,000/.10). Accordingly, the 
marital deduction is limited to $200,000 
(200,0001500,000 or 2/5th of the value of the 
trust). 

Example 2. Spouse possesses power and 
income interest over different specific ponions of 
trust. The facts are the same as in Example 1 
except that S' s testamentary general power of 
appointment is exercisable over only 1/4th of the 
trust principal. Consequently, under section 
2056(b )(5), the marital deduction is allowable 
only for the value of 114th of the trust 
($125,000); i.e., the lesser of the value of the 
portion with respect to which S is deemed to be 
entitled to all of the income (2/5th of the trust or 
$200,000), or the value of the portion with 
respect to which S possesses the requisite power 
of appointment (1I4th of the trust or $125,000). 

Example 3. Power of appointment over pecuni
ary amount. The decedent, D, died prior to 
October 24, 1992. D bequeathed property valued 
at $400,000 for estate tax purposes in trust. The 
trustee is to pay annually to D's spouse, S, one
fourth of the trust income. Any trust income not 
paid to S is to be accumulated in the trust and 
may not be distributed during S's lifetime. The 
will gives S a testamentary general power of 
appointment over the sum of $160,000. Because 
D died prior to October 24, 1992, S's power of 
appointment over $160,000 is treated as a power 
of appointment over a specific portion of the 
entire trust interest. The marital deduction 
allowable under section 2056(b )(5) is limited to 
$100,000; that is, the lesser of-

(I) The value of the trust corpus ($400,000); 

(2) The value of the trust corpus over which S 
has a power of appointment ($160,000); or 

(3) That specific portion of the trust with 
respect to which S is entitled to all the income 
($100,000). 

Example 4. Power of appointment over shares 
of stock constitutes a power over a specific 
portion. Under D's will, 250 shares of Y 
company stock were bequeathed in trust pursuant 
to which all trust income was payable annually 
to S. D's spouse, for life. S was given a 
testamentary general power of appointment over 
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100 shares of stock. The trust provides that if the 
trustee sells the Y company stock, S' s general 
power of appointment is exercisable with respect 
to the sale proceeds or the property in which the 
proceeds are reinvested. Because the amount of 
property represented by a single share of stock 
would be altered if the corporation split its stock, 
issued stock dividends, made a distribution of 
capital, etc., a power to appoint 100 shares at the 
time of S's death is not necessarily a power to 
appoint the entire interest that the 100 shares 
represented on the date of D's death. If it is 
shown that, under local law, S has a general 
power to appoint not only the 100 shares 
designated by D but also 1001250 of any 
distributions by the corporation that are included 
in trust principal, the requirements of paragraph 
(c)(2) of this section are satisfied and S is treated 
as having a general power to appoint 100/250 of 
the entire interest in the 250 shares. In that case, 
the marital deduction is limited to 40 percent of 
the trust principal. If local law does not give S 
that power, the 100 shares would not constitute a 
specific portion under §20.2056(b)-5(c) (includ
ing §20.2056(b)-5(c)(3)(i)(B)). The nature of the 
asset is such that a change in the capitalization 
of the corporation could cause an alteration in 
the original value represented by the shares at 
the time of D's death and, thus, it does not 
represent a specific portion of the trust. 

(d) Meaning of entire interest. Be
cause a marital deduction is allowed 
for each separate qualifying interest in 
property passing from the decedent to 
the decedent's surviving spouse (sub
ject to any applicable limitations in 
§20.2056(a)-I(c», for purposes of 
paragraphs (a) and (b) of this section, 
each property interest with respect to 
which the surviving spouse received 
any rights is considered separately in 
determining whether the survlvmg 
spouse's rights extend to the entire 
interest or to a specific portion of the 
entire interest. *** 

* * * * * * 
Par. 15. Sections 20.2056(b)-7 

through 20.2056(b )-10 are added to 
read as follows: 

§20.2056(b)-7 Election with respect 
to life estate for surviving spouse. 

(a) In general. Subject to section 
2056(d), a marital deduction is allowed 
under section 2056(b)(7) with respect 
to estates of decedents dying after 
December 31, 1981, for qualified ter
minable interest property as defined in 
paragraph (b) of this section. All of the 
property for which a deduction is 
allowed under this paragraph (a) is 
treated as passing to the surviving 
spouse (for purposes of §20.2056(a)-I), 
and no part of the property is treated as 
passing to any person other than the 
surviving spouse (for purposes of 
§20.2056(b )-1). 

(b) Qualified terminable interest 
property - (1) In general. Section 
2056(b )(7)(B )(i) provides the definition 
of qualified terminable interest 
property. 

(i) Terminable interests described in 
section 2056(b)(1)(C) cannot qualify as 
qualified terminable interest property. 
Thus, if the decedent directs the 
executor to purchase a terminable 
interest with estate assets, the tennin
able interest acquired will not qualify 
as qualified terminable interest 
property. 

(ii) For purposes of section 2056(b)
(7)(B)(i), the term property generally 
means the entire interest in property 
(within the meaning of §20.2056(b)-
5(d» or a specific portion of the entire 
interest (within the meaning of 
§20.2056(b)-5(c». 

(2) Property for which an election 
may be made-(i) In general. The 
election may relate to all or any part of 
property that meets the requirements of 
section 2056(b )(7)(B )(i), provided that 
any partial election must be made with 
respect to a fractional or percentage 
share of the property so that the 
elective portion reflects its proportion
ate share of the increase or decrease in 
value of the entire property for pur
poses of applying sections 2044 or 
2519. The fraction or percentage may 
be defined by formula. 

(ii) Division of trusts-(A) In gen
eral. A trust may be divided into 
separate trusts to reflect a partial 
election that has been made, or is to be 
made, if authorized under the govern
ing instrument or otherwise permissible 
under local law. Any such division 
must be accomplished no later than the 
end of the period of estate administra
tion. If, at the time of the filing of the 
estate tax return, the trust has not yet 
been divided, the intent to divide the 
trust must be unequivocally signified 
on the estate tax return. 

(B) Manner of dividing and funding 
trust. The division of the trust must be 
done on a fractional or percentage basis 
to reflect the partial election. However, 
the separate trusts do not have to be 
funded with a pro rata portion of each 
asset held by the undivided trust. 

(C) Local law. A trust may be 
divided only if the fiduciary is re
quired, either by applicable local law 
or by the express or implied provisions 
of the governing instrument, to divide 
the trust on the basis of the fair market 
value of the assets of the trust at the 
time of the division. 



(3) Persons permitted to make the 
election. The election referred to in 
section 2056(b )(7)(B)(i)(III) must be 
made by the executor that is appointed, 
qualified, and acting within the United 
States, within the meaning of section 
2203, regardless of whether the prop
erty with respect to which the election 
is to be made is in the executor's 
possession. If there is no executor 
appointed, qualified, and acting within 
the United States, the election may be 
made by any person with respect to 
property in the actual or constructive 
possession of that person and may also 
be made by that person with respect to 
other property not in the actual or 
constructive possession of that person 
if the person in actual or constructive 
possession of such other property does 
not make the election. For example, in 
the absence of an appointed executor, 
the trustee of an intervivos trust (that is 
included in the gross estate of the 
decedent) can make the election. 

(4) Manner and time of making the 
election-(i) In general. The election 
referred to in section 2056(b)(7)(B)
(i) (III) and (v) is made on the return of 
tax imposed by section 2001 (or 
section 2101). For purposes of this 
paragraph, the term return of tax 
imposed by section 2001 means the last 
estate tax return filed by the executor 
on or before the due date of the return, 
including extensions or, if a timely 
return is not filed, the first estate tax 
return filed by the executor after the 
due date. 

(ii) Election irrevocable. The elec
tion, once made, is irrevocable, 
provided that an election may be 
revoked or modified on a subsequent 
return filed on or before the due date 
of the return, including extensions 
actually granted. If an executor ap
pointed under local law has made an 
election on the return of tax imposed 
by section 2001 (or section 2101) with 
respect to one or more properties, no 
subsequent election may be made with 
respect to other properties included in 
the gross estate after the return of tax 
imposed by section 2001 is filed. An 
election under section 2056(b )(7)(B)(v) 
is separate from any elections made 
under section 2056A(a)(3). 

(c) Protective elections-(1) In gen
eral. A protective election may be 
made to treat property as qualified 
terminable interest property only if, at 
the time the federal estate tax return is 
filed, the executor of the decedent's 

estate reasonably believes that there is 
a bona fide issue that concerns whether 
an asset is includible in the decedent's 
gross estate, or the amount or nature of 
the property the surviving spouse is 
entitled to receive, i.e., whether prop
erty that is includible is eligible for the 
qualified terminable interest property 
election. The protective election must 
identify either the specific asset, group 
of assets, or trust to which the election 
applies and the specific basis for the 
protective election. 

(2) Protective election irrevocable. 
The protective election, once made on 
the return of tax imposed by section 
2001, cannot be revoked. For example, 
if a protective election is made on the 
basis that a bona fide question exists 
regarding the inclusion of a trust 
corpus in the gross estate and it is later 
determined that the trust corpus is so 
includible, the protective election be
comes effective with respect to the 
trust corpus and cannot thereafter be 
revoked. 

(d) Qualifying income interest for 
life-( 1) In general. Section 
2056(b)(7)(B)(ii) provides the defini
tion of qualifying income interest for 
life. For purposes of section 2056(b)
(7)(B)(ii)(II), the surviving spouse is 
included within the prohibited class of 
powerholders referred to therein. 

(2) Entitled for life to all income. 
The principles of §20.2056(b)-5(f), 
relating to whether the spouse is 
entitled for life to all of the income 
from the entire interest, or a specific 
portion of the entire interest, apply in 
determining whether the surviving 
spouse is entitled for life to all of the 
income from the property regardless of 
whether the interest passing to the 
spouse is in trust. 

(3) Contingent income interests. An 
income interest granted for a term of 
years, or a life estate subject to 
termination upon the occurrence of a 
specified event (e.g., remarriage), is not 
a qualifying income interest for life. In 
addition, an income interest (or life 
estate) that is contingent upon the 
executor's election under section 
2056(b)(7)(B)(v) is not a qualifying 
income interest for life, regardless of 
whether the election is actually made. 

(4) Income between last distribution 
date and date of spouse's death. An 
income interest does not fail to con
stitute a qualifying income interest for 
life solely because income between the 
last distribution date and the date of the 
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surviving spouse's death is not required 
to be distributed to the surviving 
spouse or to the estate of the surviving 
spouse. See §20.2044-1 relating to the 
inclusion of such undistributed income 
in the gross estate of the surviving 
spouse. 

(5) Pooled income funds. An income 
interest in a pooled income fund 
described in section 642(c)(5) con
stitutes a qualifying income interest for 
life for purposes of section 2056(b)
(7)(B)(ii). 

(6) Power to distribute principal to 
spouse. An income interest in a trust 
will not fail to constitute a qualifying 
income interest for life solely because 
the trustee has a power to distribute 
principal to or for the benefit of the 
surviving spouse. The fact that property 
distributed to a surviving spouse may 
be transferred by the spouse to another 
person does not result in a failure to 
satisfy the requirement of section 
2056(b )(7)(B )(ii)(II). However, if the 
surviving spouse is legally bound to 
transfer the distributed property to 
another person without full and ade
quate consideration in money or 
money's worth, the requirement of 
section 2056(b)(7)(B)(ii)(II) is not 
satisfied. 

(e) Annuities payable from trusts in 
the case of estates of decedents dying 
on or before October 24, 1992, and 
certain decedents dying after October 
24, 1992, with wills or revocable trusts 
executed on or prior to that date-(1) 
In general. In the case of estates of 
decedents within the purview of the 
effective date and transitional rules 
contained in §20.2056(b)-7(e)(5), a 
surviving spouse's lifetime annuity in
terest payable from a trust or other 
group of assets passing from the 
decedent is treated as a qualifying 
income interest for life for purposes of 
section 2056(b )(7)(B )(ii). 

(2) Deductible interest. The deduct
ible interest, for purposes of 
§20.2056(a)-2(b), is the specific por
tion of the property that, assuming the 
applicable interest rate for valuing 
annuities, would produce income equal 
to the minimum amount payable an
nually to the surviving spouse. If, 
based on the applicable interest rate, 
the entire property from which the 
annuity may be satisfied is insufficient 
to produce income equal to the mini
mum annual payment, the value of the 
deductible interest is the entire value of 
the property. The value of the deduct-
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ible interest may not exceed the value 
of the property from which the annuity 
is payable. If the annual payment may 
increase, the increased amount is not 
taken into account in valuing the 
deductible interest. 

(3) Distributions permissible only to 
surviving spouse. An annuity interest is 
not treated as a qualifying income 
interest for life for purposes of section 
2056(b)(7)(B)(ii) if any person other 
than the surviving spouse may receive, 
during the surviving spouse's lifetime, 
any distribution of the property or its 
income (including any distribution un
der an annuity contract) from which the 
annuity is payable. 

(4) Applicable interest rate. To de
termine the applicable interest rate for 
valuing annuities, see sections 2031 
and 7520 and the regulations under 
those sections. 

(5) Effective dates. (i) The rules 
contained in §20.2056(b)-7(e) apply 
with respect to estates of decedents 
dying on or before October 24, 1992. 

(ii) The rules contained in §20.2056-
(b)-7(e) apply in the case of decedents 
dying after October 24, 1992, if prop
erty passes to the spouse pursuant to a 
will or revocable trust executed on or 
before October 24, 1992, and either-

(A) On that date, the decedent was 
under a mental disability to change the 
disposition of his property and did not 
regain his competence to dispose of 
such property before the date of death; 
or 

(B) The decedent dies prior to Octo
ber 24, 1995. 

(iii) Notwithstanding the foregoing, 
the rules contained in §20.2056(b)-7(e) 
do not apply if the will or revocable 
trust is amended after October 24, 
1992, in any respect that increases the 
amount of the transfer qualifying for 
the marital deduction or alters the 
terms by which the interest so passes to 
the surviving spouse. 

(f) Joint and survivor annuities. 
[Reserved] 

(g) Application of local law. The 
provisions of local law are taken into 
account in determining whether the 
conditions of section 2056(b)(7)(B)
(ii)(J) are satisfied. For example, si
lence of a trust instrument as to the 
frequency of payment is not regarded 
as a failure to satisfy the requirement 
that the income must be payable to the 
survlvmg spouse annually or more 
frequently unless applicable local law 
permits payments less frequently. 
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(h) Examples. The following exam
ples illustrate the application of para
graphs (a) through (g) of this section. 
In each example, it is assumed that the 
decedent, D, was survived by S, D's 
spouse and that, unless stated other
wise, S is not the trustee of any trust 
established for S' s benefit. 

Example 1. Life estate in residence. Downed 
a personal residence valued at $250,000 for 
estate tax purposes. Under D's will, the exclusive 
and unrestricted right to use the residence 
(including the right to continue to occupy the 
property as a personal residence or to rent the 
property and receive the income) passes to S for 
life. At S's death, the property passes to D's 
children. Under applicable local law, S must 
consent to any sale of the property. If the 
executor elects to treat all of the personal 
residence as qualified terminable interest prop
erty, the deductible interest is $250,000, the 
value of the residence for estate tax purposes. 

Example 2. Power to make property produc
tive. D's will established a trust funded with 
property valued for estate tax purposes at 
$500,000. The assets include both income 
producing assets and non-productive assets. S 
was given the power, exercisable annually, to 
require distribution of all of the trust income to 
herself. No trust property may be distributed 
during S' s lifetime to any person other than S. 
Applicable local law permits S to require that the 
trustee either make the trust property productive 
or sell the property and reinvest in productive 
property within a reasonable time after D's 
death. If the executor elects to treat all of the 
trust as qualified terminable interest property, the 
deductible interest is $500,000. If the executor 
elects to treat only 20 percent of the trust as 
qualified terminable interest property, the deduct
ible interest is $100,000, i.e., 20 percent of 
$500,000. 

Example 3. Power of distribution over fraction 
of trust income. The facts are the same as in 
Example 2 except that S is given the right 
exercisable annually for S' s lifetime to require 
distribution to herself of only 50 percent of the 
trust income for life. The remaining trust income 
is to be accumulated or distributed among Sand 
the decedent's children in the trustee's discretion. 
The maximum amount that D's executor may 
elect to treat as qualified terminable interest 
property is $250,000; i.e., the estate tax value of 
the trust ($500,000) multiplied by the percentage 
of the trust in which S has a qualifying income 
interest for life (50 percent). If D's executor 
elects to treat only 20 percent of the portion of 
the trust in which S has a qualifying income 
interest as qualified terminable interest property, 
the deductible interest is $50,000, i.e., 20 percent 
of $250,000. 

Example 4. Power to distribute trust corpus to 
other beneficiaries. D's will established a trust 
providing that S is entitled to receive at least 
annually all the trust income. The trustee is 
given the power to use annually during S's 
lifetime $5,000 from the trust for the mainte
nance and support of S's minor child, C. Any 
such distribution does not necessarily relieve S 
of S's obligation to support and maintain C. S 
does not have a qualifying income interest for 
life in any portion of the trust because the 
bequest fails to satisfy the condition that no 
person have a power, other than a power the 

exercise of which takes effect only at or after S's 
death, to appoint any part of the property to any 
person other than S. The trust would als.o be 
nondeductible under section 2056(b)(7) If S, 
rather than the trustee, held the power to appoint 
a portion of the principal to C. ~owev~r, i~ the 
latter case, if S made a qualIfied disclaImer 
(within the meaning of section 2518) ~f the 
power to appoint to C, the trust could qualIfy for 
the marital deduction pursuant to section 
2056(b)(7), assuming that the power is personal 
to Sand S' s disclaimer terminates the power. 
Similarly, in either case, if C made a qualified 
disclaimer of C's right to receive distributions 
from the trust, the trust would qualify under 
section 2056(b)(7), assuming that C's disclaimer 
effectively negates the trustee's power under 
local law. 

Example 5. Spouse's income interest termin
able on remarriage. D's will established a trust 
providing that all of the trust income is payable 
at least annually to S for S' s lifetime, provided 
that, if S remarries, S's interest in the trust will 
pass to X. The trust is not deductible under 
section 2056(b )(7). S' s income interest is not a 
qualifying income interest for life because it is 
not for life but, rather, is terminable upon S's 
remarriage. 

Example 6. Spouse's income interest contin
gent on executor's election. D's will established 
a trust providing that S is entitled to receive the 
income from that portion of the trust that the 
executor elects to treat as qualified terminable 
interest property. S does not have a qualifying 
income interest for life in any portion of the trust 
because the income interest is contingent upon 
the executor's election. Accordingly, the execu
tor cannot elect qualified terminable interest 
treatment for any portion of the trust. If the 
decedent's will gives the surviving spouse a 
qualifying income interest for life in a specific 
portion of the trust (such as the minimum portion 
of the trust that is necessary to reduce the 
Federal estate tax to zero) and the interest is not 
contingent on the executor's election, the execu
tor can elect qualified terminable interest treat
ment for the specified portion of the trust. 

Example 7. Formula partial election. D's will 
established a trust funded with the residue of D's 
estate. Trust income is to be paid annually to S 
for life, and the principal is to be distributed 10 
D's children upon S's death. S has the power io 
require that all the trust property be made 
productive. There is no power to distribute trust 
property during S's lifetime to any person other 
than S. D's executor elects to deduct a fractional 
share of the residuary estate under section 
2056(b)(7). The election specifies that the 
numerator of the fraction is the amount of 
deduction necessary to reduce the Federal estate 
tax to zero (taking into account final estate tax 
values) and the denominator of the fraction is the 
final estate tax value of the residuary estate 
(taking into account any specific bequests or 
liabilities of the estate paid out of the residuary 
estate). The formula election is of a fractional 
share. The value of the share qualifies for the 
marital deduction even though the executor's 
determinations to claim administration expenses 
as estate or income tax deductions and the final 
estate tax values will affect the size of the 
fractional share. 

Example 8. Formula partial election. The facts 
are the same as in Example 7 except that, rather 
than defining a fraction, the executor's formula 
states: "I elect to treat as qualified terminable 
interest property that portion of the residuary 



trust, up to 100 percent, necessary to reduce the 
Federal estate tax to zero, after taking into 
account the available unified credit, final estate 
tax values and any liabilities and specific 
bequests paid from the residuary estate." The 
formula election is of a fractional share. The 
share is equivalent to the fractional share 
determined in Example 7. 

Example 9. Severance of QTIP trust. D's will 
established a trust funded with the residue of D's 
estate. Trust income is to be paid annually to S 
for life, and the principal is to be distributed to 
D's children upon S's death. S has the power to 
require that all of the trust property be made 
productive. There is no power to distribute trust 
property during S' s lifetime to any person other 
than S. D's will authorizes the executor to make 
the election under section 2056(b )(7) only with 
respect to the minimum amount of property 
necessary to reduce estate taxes on D's estate to 
zero, authorizes the executor to divide the 
residuary estate into two separate trusts to reflect 
the election, and authorizes the executor to 
charge any payment of principal to S to the 
qualified terminable interest trust. S is the sole 
beneficiary of both trusts during S' s lifetime. 
The authorizations in the will do not adversely 
affect the allowance of the marital deduction. 
Only the property remaining in the marital 
deduction trust, after payment of principal to S, 
is subject to inclusion in S' s gross estate under 
section 2044 or subject to gift tax under section 
2519. 

Example 10. Payments to spouse from individ
ual retirement account. S is the life beneficiary 
of sixteen remaining annual installments payable 
from D's individual retirement account. The 
terms of the account provide for the payment of 
the account balance in nineteen annual install
ments that commenced when D reached age 70 
V2. Each installment is equal to all the income 
earned on the remaining principal in the account 
plus a share of the remaining principal equal to 
1119 in the first year, 1118 in the second year, 
1117 in the third year, etc. Under the terms of the 
account, S has no right to withdraw any other 
amounts from the account. Any payments re
maining after S's death pass to D's children. S's 
interest in the account qualifies as a qualifying 
income interest for life under section 2056(b)
(7)(B)(ii), without regard to the provisions of 
section 2056(b)(7)(C). 

Example 11. Spouse's interest in trust in the 
form of an annuity. D died prior to October 24, 
1992. D's will established a trust funded with 
income producing property valued at $500,000 
for estate tax purposes. The trustee is required by 
the trust instrument to pay $20,000 a year to S 
for life. Trust income in excess of the annuity 
amount is to be accumulated in the trust and may 
not be distributed during S's lifetime. S's 
lifetime annuity interest is treated as a qualifying 
income interest for life. If the executor elects to 
treat the entire portion of the trust in which S 
has a qualifying income interest as qualified 
terminable interest property, the value of the 
deductible interest is (assuming that 10 percent is 
the applicable interest rate under section 7520 for 
valuing annuities on the appropriate valuation 
date) $200,000, because that amount would yield 
an income to S of $20,000 a year. 

Example 12. Value of spouse's annuity exceeds 
value of trust corpus. The facts are the same as 
in Example II except that the trustee is required 
to pay S $70,000 a year for life. If the executor 
elects to treat the entire portion of the trust in 
which S has a qualifying income interest as 

qualified terminable interest property, the value 
of the deductible interest is $500,000, which is 
the lesser of the entire value of the property 
($500,000), or the amount of property that (as
suming a 10 percent interest rate) would yield an 
income to S of $70,000 a year ($700,000). 

Example 13. Pooled income fund. D's will 
provides for a bequest of $200,000 to a pooled 
income fund described in section 642(c)(5), 
designating S as the income beneficiary for life. 
If D's executor elects to treat the entire $200,000 
as qualified terminable interest property, the 
deductible interest is $200,000. 

Example 14. Funding severed QTIP trusts. D's 
will established a trust satisfying the require
ments of section 20S6(b )(7). Pursuant to the 
authority in D's will and §20.2056(b)-7(b)(2)(ii), 
D's executor indicates on the Federal estate tax 
return that an election under section 2056(b)(7) 
is being made with respect to 50 percent of the 
trust, and that the trust will subsequently be 
divided to reflect the partial election on the basis 
of the fair market value of the property at the 
time of the division. D's executor funds the trust 
at the end of the period of estate administration. 
At that time, the property available to fund the 
trusts consists of 100 shares of X Corporation 
stock with a current value of $400,000 and 200 
shares of Y Corporation stock with a current 
value of $400,000. D may fund each trust with 
the stock of either or both corporations, in any 
combination, provided that the aggregate value 
of the stock allocated to each trust is $400,000. 

§20.2056(b)-B Special rule for 
charitable remainder trusts. 

(a) In general-(1) Surviving spouse 
only noncharitable beneficiary. With 
respect to estates of decedents dying 
after December 31, 1981, subject to 
section 2056(d), if the surviving spouse 
of the decedent is the only non charita
bIe beneficiary of a charitable re
mainder annuity trust or a charitable 
remainder unitrust described in section 
664 (qualified charitable remainder 
trust), section 2056(b)(1) does not 
apply to the interest in the trust that is 
transferred to the surviving spouse. 
Thus, the value of the annuity or 
unitrust interest passing to the spouse 
qualifies for a marital deduction under 
section 20S6(b)(8) and the value of the 
remainder interest qualifies for a chari
table deduction under section 20SS. If 
an interest in property qualifies for a 
marital deduction under section 
2056(b)(8), no election may be made 
with respect to the property under 
section 2056(b )(7). For purposes of this 
section, the term non-charitable bene
ficiary means any beneficiary of the 
qualified charitable remainder trust 
other than an organization described in 
section 170(c). 

(2) Interest for life or term of years. 
The surviving spouse's interest need 
not be an interest for life to qualify for 

Section 2044 

a marital deduction under section 
2056(b)(8). However, for purposes of 
section 664, an annuity or unitrust 
interest payable to the spouse for a 
term of years cannot be payable for a 
term that exceeds 20 years. 

(3) Payment of state death taxes. A 
deduction is allowed under section 
2056(b )(8) even if the transfer to the 
surviving spouse is conditioned on the 
spouse's payment of state death taxes, 
if any, attributable to the qualified 
charitable remainder trust. See 
§20.20S6(b)-4(c) for the effect of such 
a condition on the amount of the 
deduction allowable. 

(b) Charitable remainder trusts 
where the surviving spouse is not the 
only noncharitable beneficiary. In the 
case of a charitable remainder trust 
where the decedent's spouse is not the 
only noncharitable beneficiary (for ex
ample, where the noncharitable interest 
is payable to the decedent's spouse for 
life and then to another individual for 
life), the qualification of the interest as 
qualified terminable interest property is 
determined solely under section 2056-
(b)(7) and not under section 20S6(b)
(8). Accordingly, if the decedent died 
on or before October 24, 1992, or the 
trust otherwise comes within the pur
view of the transitional rules contained 
in §20.20S6(b)-7(e)(S), the spousal 
annuity or unitrust interest may qualify 
under §20.2056(b)-(7)(e) as a qualify
ing income interest for life. 

§20.2056(b)-9 Denial of double 
deduction. 

The value of an interest in property 
may not be deducted for Federal estate 
tax purposes more than once with 
respect to the same decedent. For 
example, where a decedent transfers a 
life estate in a farm to the spouse with 
a remainder to charity, the entire 
property is, pursuant to the executor's 
election under section 2056(b )(7), 
treated as passing to the spouse. The 
entire value of the property qualifies 
for the marital deduction. No part of 
the value of the property qualifies for a 
charitable deduction under section 20S5 
in the decedent's estate. 

§20.2056(b)-JO Effective dates. 

Except as specifically provided in 
§§20.20S6(b)-S(c)(3)(ii) and (iii), 
20.20S6(b)-7(e)(S), and 20.20S6(b)-
8(b), the provisions of §§20.20S6(b)-
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5(c), 20.2056(b)-7, 20.2056(b)-8, and 
20.2056(b )-9 are effective with respect 
to estates of decedents dying after 
March 1, 1994. With respect to estates 
of decedents dying on or before such 
date, the executor of the decedent's 
estate may rely on any reasonable 
interpretation of the statutory provi
sions. For these purposes, the provi
sions of §§20.2056(b)-5(c), 20.2056-
(b)-7, 20.2056(b)-8, and 20.2056(b)-9 
(as well as project LR-211-76, 1984-1 
C.B., page 598, see §601.601(d)(2)
(ii)(b) of this chapter), are considered a 
reasonable interpretation of the statu
tory provisions. 

§§20.2056(c)-1 and 20.2056(c)-2 
[Removed] 

Par. 16. Sections 20.2056(c)-1 and 
20.2056(c)-2 are removed. 

Par. 17. Section 20.2056(e)-1 is 
redesignated §20.2056(c)-1 and 
amended as follows: 

a. The section heading is revised as 
set forth below. 

b. Headings are added for para
graphs (a) and (b) as set forth below. 

c. The last sentence in paragraph (b) 
is removed. 

§20.2056(c)-1 Marital deduction; 
definition of passed from the 
decedent. 

(a) In general. *** 
(b) Expectant interest in property 

under community property laws. *** 
Par. 18. Section 20.2056(e)-2 is 

redesignated §20.2056(c)-2, and 
amended as follows: 

a. The section heading is revised. 

b. The first sentence of paragraph 
(a) is amended by removing the refer
ence "§20.2056(e)-I" and adding 
"§20.2056(c)-I" in its place. 

c. Paragraphs (a)(2) through (a)(5) 
are redesignated as paragraphs (a)(3) 
through (a)(6), respectively, and a new 
paragraph (a)(2) is added. 

d. The first sentence in the conclud
ing text of paragraph (a) following 
newly designated paragraph (a)(6) is 
revised. 

e. Paragraphs (b)(1 )(iv) and (b)(2)
(iii) are amended by removing the 
reference "§20.2056(b)-5" and adding 
"§20.2056(b)-5 or 20.2056(b)-7" in 
its place. 
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f. Paragraph (b)(3)(v) is amended by 
removing the reference "section 
2056(b)(5)" and adding "§20.2056(b)-
5 or 20.2056(b)-7" in its place. 

g. The revisions and additions read 
as follows: 

§20.2056(c)-2 Marital deduction; 
definition of passed from the 
decedent to his surviving spouse. 

(a) *** 
(2) In the case of certain interests 

with income for life to the surviving 
spouse that the executor elects to treat 
as qualified terminable interest property 
(see §20.2056(b)-7); 

* * * * * * 

A property interest is treated as passing 
to the surviving spouse only if it passes 
to the spouse as beneficial owner, 
except to the extent otherwise provided 
in §§20.2056(b)-5 through 20.2056(b)-
7. *** 

* * * * * * 

§20.2056(e)-3 [Redesignated as 
§20.2056(c)-3 and Amended] 

Par. 19. Section 20.2056(e)-3 is 
redesignated §20.2056(c)-3, and 
amended by removing the references to 
"§20.2056(e)-I" and "§20.2056(e)-
2" and adding "§20.2056(c)-I" and 
"§20.2056(c)-2" in their respective 
places in the first sentence. 

Par. 20. Sections 20.2207A-l and 
20.2207 A-2 are added to read as 
follows: 

§20.2207A-l Right of recovery of 
estate taxes in the case of certain 
marital deduction property. 

(a) In general-(l) Right of recovery 
from person receiving the property. If 
the gross estate includes the value of 
property that is includible by reason of 
section 2044 (relating to certain prop
erty in which the decedent had a 
qualifying income interest for life 
under sections 2056(b )(7) or 2523(f)), 
the estate of the surviving spouse is 
entitled to recover from the person 
receiving the property (as defined in 
paragraph (d) of this section) the 
amount of Federal estate tax attributa
ble to that property. The right of 
recovery arises when the Federal estate 
tax with respect to the property includ
ible in the gross estate by reason of 

section 2044 is paid by the estate. 
There is no right of recovery from any 
person for the property received by that 
person for which a deduction was 
allowed from the gross estate if no tax 
is attributable to that property. 

(2) Failure to exercise right of re
covery. Failure of an estate to exercise 
a right of recovery under this section 
upon a transfer subject to section 2044 
is treated as a transfer for Federal gift 
tax purposes of the unrecovered 
amounts from the persons who would 
benefit from the recovery to the per
sons from whom the recovery could 
have been obtained. See §25.2511-1 of 
this chapter. The transfer is considered 
made when the right of recovery is no 
longer enforceable under applicable 
local law. A delay in the exercise of 
the right of recovery may be treated as 
an interest-free loan with appropriate 
gift tax consequences under section 
7872 depending on the facts of the 
particular case. 

(3) Waiver of right of recovery. The 
provisions of §20.2207 A-I (a)(2) do not 
apply to the extent that the surviving 
spouse's will provides that a recovery 
shall not be made or to the extent that 
the beneficiaries cannot otherwise com
pel recovery. Thus, e.g., if the surviv
ing spouse gives the executor of the 
estate discretion to waive the right of 
recovery and the executor waives the 
right, no gift occurs under §25.2511-1 
of this chapter if the persons who 
would benefit from the recovery cannot 
compel the executor to exercise the 
right of recovery. 

(b) Amount of estate tax attributable 
to property includible under section 
2044. The amount of Federal estate tax 
attributable to property includible in the 
gross estate under section 2044 is the 
amount by which the total Federal 
estate tax (including penalties and 
interest attributable to the tax) under 
chapter 11 of the Internal Revenue 
Code that has been paid, exceeds the 
total Federal estate tax (including 
penalties and interest attributable to the 
tax) under chapter 11 of the Internal 
Revenue Code that would have been 
paid if the value of the property 
includible in the gross estate by reason 
of section 2044 had not been so 
included. 

(c) Amount of estate tax attributable 
to a particular property. An estate's 
right of recovery with respect to a 
particular property is an amount equal 
to the amount determined in paragraph 



(b) of this section multiplied by a frac
tion. The numerator of the fraction is 
the value for Federal estate tax pur
poses of the particular property in
cluded in the gross estate by reason of 
section 2044, less any deduction al
lowed with respect to the property. The 
denominator of the fraction is the total 
value of all properties included in the 
gross estate by reason of section 2044, 
less any deductions allowed with re
spect to those properties. 

(d) Person receiving the property. If 
the property is in a trust at the time of 
the decedent's death, the person receiv
ing the property is the trustee and any 
person who has received a distribution 
of the property prior to the expiration 
of the right of recovery if the property 
does not remain in trust. This para
graph (d) does not affect the right, if 
any, under local law, of any person 
with an interest in property to reim
bursement or contribution from another 
person with an interest in the property. 

(e) Example. The following example 
illustrates the application of paragraphs 
(a) through (d) of this section. 

Example. D died in 1994. D's will created a 
trust funded with certain income producing assets 
included in D's gross estate at $1,000,000. The 
trust provides that all the income is payable to 
D's wife, S, for life, remainder to be divided 
equally among their four children. In computing 
D's taxable estate, D's executor deducted, 
pursuant to section 2056(b)(7), $1,000,000. As
sume that S received no other property from D 
and that S died in 1996. Assume further that S 
made no section 2519 disposition of the property, 
that the property was included in S' s gross estate 
at a value of $1,080,000, and that S' s will 
contained no provision regarding section 
2207 A(a). The tax attributable to the property is 
equal to the amount by which the total Federal 
estate tax (including penalties and interest) paid 
by S' s estate exceeds the Federal estate tax 
(including penalties and interest) that would have 
been paid if S's gross estate had been reduced by 
$1,080,000. That amount of tax may be re
covered by S' s estate from the trust. If, at the 
time S's estate seeks reimbursement, the trust 
has been distributed to the four children, S' s 
estate is also entitled to recover the tax from the 
children. 

§20.2207 A-2 Effective date. 

The provisions of §20.2207A-l are 
effective with respect to estates of 
decedents dying after March 1, 1994. 
With respect to estates of decedent 
dying on or before such date, the 
executor of the decedent's estate may 
rely on any reasonable interpretation of 
the statutory provisions. For these 
purposes, the provisions of §20.2207 A-

1 (as well as project LR-211-76, 
1984-1 C.B., page 598, see §601.601-
(d)(2)(ii)(b) of this chapter), are consid
ered a reasonable interpretation of the 
statutory provisions. 

PART 22-TEMPORARY ESTATE 
AND GIFT TAX REGULATIONS 
UNDER THE ECONOMIC 
RECOVERY TAX ACT OF 1981 

Par. 21. The authority citation for 
part 22 is revised to read as folows: 

Authority: 26 U.S.c. 7805. 

§22.2056-I [Removed] 

Par. 22. Section 22.2056-1 is 
removed. 

PART 25-GIFT TAX; GIFTS 
MADE AFTER DECEMBER 31, 
1954 

Par. 23. The authority citation for 
part 25 is revised to read as follows: 

Authority: 26 U.S.C. 7805. 
Section 25.2512-5 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 25.2512-9 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 25.2513-1 also issued under 26 
U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 
Section 25.2522(c)-3 also issued under 
26 U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 25.2522(d)-1 also issued under 
26 U.S.C. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 25.2523(a)-1 also issued under 
26 U.S.c. 170(f)(4) and 26 U.S.C. 
642(c)(5). 

Section 25.2523(b)-1 also issued under 
26 U.S.C. 170(f)(4) and 26 U.S.c. 
642(c)(5). 

Section 25.6091-1 also issued under 26 
U.S.c. 6091. 

Par. 24. The authority citations im
mediately following §§25.2512-5, 
25.2512-9, 25.2522(c)-3 and 
25.2523(a)-1 are removed. 

Par. 25. Sections 25.2207A-l and 
25.2207 A-2 are added immediately 
following the undesignated center head
ing "Determination of Tax Liability" 
to read as follows: 
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§25.2207A-I Right of recovery of gift 
taxes in the case of certain marital 
deduction property. 

(a) In general. If an individual is 
treated as transferring an interest in 
property by reason of section 2519, the 
indi vidual or the individual's estate is 
entitled to recover from the person 
receiving the property (as defined in 
paragraph (e) of this section) the 
amount of gift tax attributable to that 
property. The value of property to 
which this paragraph (a) applies is the 
value of all interests in the property 
other than the qualifying income inter
est. There is no right of recovery from 
any person for the property received by 
that person for which a deduction was 
allowed from the total amount of gifts, 
if no Federal gift tax is attributable to 
the property. The right of recovery 
arises at the time the Federal gift tax is 
actually paid by the transferor subject 
to section 2519. 

(b) Failure of a person to exercise 
the right of recovery. [Reserved]. 

(c) Amount of gift tax attributable to 
all properties. The amount of Federal 
gift tax attributable to all properties 
includible in the total amount of gifts 
under section 2519 made during the 
calendar year is the amount by which 
the total Federal gift tax for the 
calendar year (including penalties and 
interest attributable to the tax) under 
chapter 12 of the Internal Revenue 
Code which has been paid, exceeds the 
total Federal gift tax for the calendar 
year (including penalties and interest 
attributable to the tax) under chapter 12 
of the Internal Revenue Code which 
would have been paid if the value of 
the properties includible in the total 
amount of gifts by reason of section 
2519 had not been included. 

(d) Amount of gift tax attributable to 
a particular property. A person's right 
of recovery with respect to a particular 
property is an amount equal to the 
amount determined in paragraph (c) of 
this section multiplied by a fraction. 
The numerator of the fraction is the 
value of the particular property in
cluded in the total amount of gifts 
made during the calendar year by 
reason of section 2519, less any deduc
tion allowed with respect to the prop
erty. The denominator of the fraction is 
the total value of all properties in
cluded in the total amount of gifts 
made during the calendar year by 
reason of section 2519, less any deduc-

1994-1 C.B. 251 



Section 2044 

tions allowed with respect to those 
properties. 

(e) Person receiving the property. If 
the property is in a trust at the time of 
the transfer, the person receiving the 
property is the trustee, and any person 
who has received a distribution of the 
property prior to the expiration of the 
right of recovery if the property does 
not remain in trust. This paragraph (e) 
does not affect the right, if any, under 
local law, of any person with an 
interest in property to reimbursement or 
contribution from another person with 
an interest in the property. 

(f) Example. The following example 
illustrates the application of paragraphs 
(a) through (e) of this section. 

Example. D created an inter vivos trust during 
1994 with certain income producing assets 
valued at $1,000,000. The trust provides that all 
income is payable to D's wife. S, for S's life, 
with the remainder at S's death to be divided 
equally among their four children. In computing 
taxable gifts during calendar year 1994, D 
deducted, pursuant to section 2523(1), $1,000,000 
from the total amount of gifts made. In addition, 
assume that S received no other transfers from D 
and that S made a gift during 1996 of the entire 
life interest to one of the children, at which time 
the value of trust assets was $1,080,000 and the 
value of S's life interest was $400,000. Although 
the entire value of the trust assets ($1,080,000) 
is, pursuant to sections 2511 and 2519, included 
in the total amount of S's gifts for calendar year 
1996, S is only entitled to reimbursement for the 
Federal gift tax attributable to the value of the 
remainder interest, that is, the Federal gift tax 
attributable to $680,000 ($1,080,000 less 
$400,000). The Federal gift tax attributable to 
$680,000 is equal to the amount by which the 
total Federal gift tax (including penalties and 
interest) paid for the calendar year exceeds the 
federal gift tax (including penalties and interest) 
that would have been paid if the total amount of 
gifts during 1996 had been reduced by $680,000. 
That amount of tax may be recovered by S from 
the trust. 

§25.2207A-2 Effective date. 

The provisions of §25.2207A-l are 
effective with respect to dispositions 
made after March I, 1994. With respect 
to gifts made on or before such date 
the donor may rely on any reasonabl~ 
interpretation of the statutory provi
sions. For these purposes, the provi
sions of §25.2207A-l (as well as 
project LR-211-76, 1984-1 C.B., page 
598, see §601.601(d)(2)(ii)(b) of this 
chapter), are considered a reasonable 
interpretation of the statutory 
provisions. 

Par. 26. Section 25.2515-1 
amended by: 

IS 

a. Redesignating paragraph (a) as 
(a)(3). 
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b. Adding paragraphs (a)(l) and (2) 
to read as follows: 

§25.2515-1 Tenancies by the entirety; 
in general. 

(a) Scope-(1) In general. This sec
tion and §§25.2515-2 through 
25.2515-4 do not apply to the creation 
of a tenancy by the entirety after 
December 31, 1981, and do not reflect 
changes made to the Internal Revenue 
Code by sections 702(k)(1)(A) of the 
Revenue Act of 1978, or section 
2002(c)(2) of the Tax Reform Act of 
1976. 

(2) Special rule in the case of 
tenancies created after July ]3, 1988, if 
the donee spouse is not a United States 
citizen. Under section 2523(i)(3), appli
cable (subject to the special treaty rule 
contained in Pub. L. 101-239, section 
7815( d)(14» in the case of tenancies 
by the entirety and joint tenancies 
created between spouses after July 13, 
1988, if the donee spouse is not a 
citizen of the United States, the princi
ples contained in section 2515 and 
§ § 25 .2515-1 through 25.2515-4 apply 
in determining the gift tax con
sequences with respect to the creation 
and termination of the tenancy, except 
that the election provided in section 
2515(a) (prior to repeal by the 
Economic Recovery Tax Act of 1981) 
and §25.2515-2 (relating to the donor's 
election to treat the creation of the 
tenancy as a transfer for gift tax 
purposes) does not apply. 

* * * * * * 
Par. 27. Sections 25.2519-1 and 

25.2519-2 are added immediately after 
the undesignated center heading "De
ductions" and before §25.2521-1 to 
read as follows: 

§25.2519-1 Dispositions of certain 
life estates. 

(a) In general. If a donee spouse 
makes a disposition of all or part of a 
qualifying income interest for life in 
any property for which a deduction was 
allowed under section 2056(b)(7) or 
section 2523(f) for the transfer creating 
the qualifying income interest, the 
donee spouse is treated for purposes of 
chapters II and 12 of subtitle B of the 
Internal Revenue Code as transferring 
all interests in property other than the 
qualifying income interest. For exam
ple, if the donee spouse makes a 

disposition of part of a qualifying 
income interest for life in trust corpus, 
the spouse is treated under section 
2519 as making a transfer subject to 
chapters 11 and 12 of the entire trust 
other than the qualifying income inter
est for life. Therefore, the donee spouse 
is treated as making a gift under 
section 2519 of the entire trust less the 
qualifying income interest, and' is 
treated for purposes of section. 2036 as 
having transferred the entire trust 
corpus, including that portion of the 
trust corpus from which the retained 
income interest is payable. A transfer 
of all or a portion of the income 
interest of the spouse is a transfer by 
the spouse under section 2511. See also 
section 2702 for special rules applica
ble in valuing the gift made by the 
spouse under section 2519. 

(b) Presumption. Unless the donee 
spouse establishes to the contrary, 
section 2519 applies to the entire trust 
at the time of the disposition. If a 
deduction is taken on either the estate 
or gift tax return with respect to the 
transfer which created the qualifying 
income interest, it is presumed that the 
deduction was allowed for purposes of 
section 2519. To avoid the application 
of section 2519 upon a transfer of all 
or part of the donee spouse's income 
interest, the donee spouse must 
establish that a deduction was not taken 
for the transfer of property which 
created the qualifying income interest. 
For example, to establish that a deduc
tion was not taken, the donee spouse 
may produce a copy of the estate or 
gift tax return filed with respect to the 
transfer creating the qualifying income 
interest for life establishing that no 
deduction was taken under section 
2056(b )(7) or section 2523(f). In addi
tion, the donee spouse may establish 
that no return was filed on the original 
transfer by the donor spouse because 
the value of the first spouse's gross 
estate was below the threshold require
ment for filing under section 6018. 
Similarly, the donee spouse could 
establish that the transfer creating the 
qualifying income interest for life was 
made before the effective date of 
section 2056(b )(7) or section 2523(f), 
whichever is applicable. 

(c) Amount treated as a transfer
(1) In general. The amount treated as a 
tr.ansf~r. under this section upon a 
~ISposItI~n of all or part of a qualifying 
Inco,?e Int~rest for life in qualified 
termIn~ble Interest property is equal to 
the faIr market value of the entire 



property subject to the qualifying in
come interest, determined on the date 
of the disposition (including any ac
cumulated income and not reduced by 
any amount excluded from total gifts 
under section 2503(b) with respect to 
the transfer creating the interest), less 
the value of the qualifying income 
interest in the property on the date of 
the disposition. The gift tax con
sequences of the disposition of the 
qualifying income interest are deter
mined separately under §25.2511-2. 

(2) Disposition of interest in prop
erty with respect to which a partial 
election was made. If, in connection 
with the transfer of property that 
created the spouse's qualifying income 
interest for life, a deduction was 
allowed under section 2056(b )(7) or 
section 2523(f) for less than the entire 
interest in the property (i.e., for a 
fractional or percentage share of the 
entire interest in the transferred prop
erty) the amount treated as a transfer 
by the donee spouse under this section 
is equal to the fair market value of the 
entire property subject to the qualifying 
income interest on the date of the 
disposition, less the value of the 
qualifying income interest for life, 
multiplied by the fractional or percent
age share of the interest for which the 
deduction was taken. 

(3) Reduction for distributions 
charged to nonelective portion of trust. 
The amount determined under para
graph (c)(2) of this section (if applica
ble) is appropriately reduced if-

(i) The donee spouse's interest is in 
a trust and distributions of principal 
have been made to the donee spouse; 

(ii) The trust provides that distribu
tions of principal are made first from 
the qualified terminable interest share 
of the trust; and 

(iii) The donee spouse establishes 
the reduction in that share based on the 
fair market value of the trust assets at 
the time of each distribution. 

(4) Effect of gift tax recovered under 
section 2207 A on the amount of the 
transfer. [Reserved] 

(5) Interest in previously severed 
trust. If the donee spouse's interest is 
in a trust consisting of only qualified 
terminable interest property, and the 
trust was previously severed (in com
pliance with §20.2056(b)-7(b)(2)(ii) of 
this chapter or §25.2523(f)-1(b)(3)(ii) 
from a trust that, after the severance, 
held only property that was not 

qualified terminable interest property, 
only the value of the property in the 
severed portion of the trust at the time 
of the disposition is treated as trans
ferred under this section. 

(d) Identification of property trans
ferred. If only part of the property in 
which a donee spouse has a qualifying 
income interest for life is qualified 
terminable interest property, the donee 
spouse is, in the case of a disposition 
of all or part of the income interest 
within the meaning of section 2519, 
deemed to have transferred a pro rata 
portion of the entire qualified termin
able interest property for purposes of 
this section. 

(e) Exercise of power of appoint
ment. The exercise by any person of a 
power to appoint qualified terminable 
interest property to the donee spouse is 
not treated as a disposition under 
section 2519, even though the donee 
spouse subsequently disposes of the 
appointed property. 

(f) Conversion of qualified termin
able interest property. The conversion 
of qualified terminable interest property 
into other property in which the donee 
spouse has a qualifying income interest 
for life is not, for purposes of this 
section, treated as a disposition of the 
qualifying income interest. Thus, the 
sale and reinvestment of assets of a 
trust holding qualified terminable inter
est property is not a disposition of the 
qualifying income interest, provided 
that the donee spouse continues to have 
a qualifying income interest for life in 
the trust after the sale and reinvest
ment. Similarly, the sale of real prop
erty in which the spouse possesses a 
legal life estate and thus meets the 
requirements of qualified terminable 
interest property, followed by the trans
fer of the proceeds into a trust which 
also meets the requirements of 
qualified terminable interest property, 
or by the reinvestment of the proceeds 
in income producing property in which 
the donee spouse has a qualifying in
come interest for life, is not considered 
a disposition of the qualifying income 
interest. On the other hand, the sale of 
qualified terminable interest property, 
followed by the payment to the donee 
spouse of a portion of the proceeds 
equal to the value of the donee 
spouse's income interest, is considered 
a disposition of the qualifying income 
interest. 

(g) Examples. The following exam
ples illustrate the application of para-
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graphs (a) through (f) of this section. 
Except as provided otherwise in the 
examples below, assume that the dece
dent, D, was survived by spouse, S, 
that in each example the section 
2503(b) exclusion has already been 
fully utilized for each year with respect 
to the donee in question, and that 
section 2503(e) is not applicable to the 
amount deemed transferred. 

Example 1. Transfer of the spouse's life estate 
in residence. Under D's will, a personal resi
dence valued for estate tax purposes at $250,000 
passes to S for life, and after S's death to D's 
children. D's executor made a valid election to 
treat the property as qualified terminable interest 
property. During 1995, when the fair market 
value of the property is $300,000 and the value 
of S's life interest in the property is $100,000, S 
makes a gift of S's entire interest in the property 
to D's children. Pursuant to section 2519, S 
makes a gift in the amount of $200,000 (i.e., the 
fair market value of the qualified terminable 
interest property of $300,000 less the fair market 
value of S's qualifying income interest in the 
property of $100,000). In addition, under section 
2511, S makes a gift of $100,000 (i.e., the fair 
market value of S' s income interest in the 
property). See §25.25 11-2. 

Example 2. Sale of spouse's life estate. The 
facts are the same as in Example 1 except that 
during 1995, S sells S' s interest in the property 
to D's children for $100,000. Pursuant to section 
2519, S makes a gift of $200,000 ($300,000 less 
$100,000 value of the qualifying income interest 
in the property). S does not make a gift of the 
income interest under section 251 I. because the 
consideration received for S's income interest is 
equal to the value of the income interest. 

Example 3. Transfer of income interest in trust 
subject to partial election. D's will established a 
trust valued for estate tax purposes at $500,000, 
all of the income of which is payable annually to 
S for life. After S's death, the principal of the 
trust is to be distributed to D's children. Assume 
that only 50 percent of the trust was treated as 
qualified terminable interest property. During 
1995, S makes a gift of all of S' s interest in the 
trust to D's children at which time the fair 
market value of the trust is $400,000 and the fair 
market value of S's life income interest in the 
trust is $100,000. Pursuant to section 2519, S 
makes a gift of $150,000 (the fair market value 
of the qualified terminable interest property, 50 
percent of $400,000, less the $50,000 income 
interest in the qualified terminable interest 
property). S also makes a gift pursuant to section 
2511 of $100,000 (i.e., the fair market value of 
S's life income interest). 

Example 4. Transfer of a portion of income 
interest in trust subject to a partial election. The 
facts are the same as in Example 3 except that S 
makes a gift of only 40 percent of S's interest in 
the trust. Pursuant to section 2519, S makes a 
gift of $150,000 (i.e., the fair market value of the 
qualified terminable interest property, 50 percent 
of $400,000, less the $50,000 value of S's 
qualified income interest in the qualified termin
able interest property). S also makes a gift 
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pursuant to section 2511 of $40,000 (i.e., the fair 
market value of 40 percent of 5's life income 
interest). 5ee also section 2702 for additional 
rules that may affect the value of the total 
amount of 5' s gift under section 2519 to take 
into account the fact that 5' s 30 percent retained 
income interest attributable to the qualifying 
income interest is valued at zero under that 
section, thereby increasing the value of 5's 
section 2519 gift to $180,000. In addition, under 
§25.2519-I(d), 5's disposition of 40 percent of 
the income interest is deemed to be a transfer of 
a pro rata portion of the qualified terminable 
interest property. Thus, assuming no further 
lifetime dispositions by 5, 30 percent (60 percent 
of 50 percent) of the trust property is included in 
5's gross estate under section 2036 and an 
adjustment is made to 5's adjusted taxable gifts 
under section 200 I (b)( I )(B). If 5 later disposes 
of all or a portion of the retained income 
interest, see § 25 .2702-6. 

Example 5. Transfer of a portion of spouse's 
interest in a trust from which corpus was 
previously distributed to the spouse. D's will 
established a trust valued for estate tax purposes 
at $500,000, all of the income of which is 
payable annually to 5 for life. The trustee is 
granted the discretion to distribute trust principal 
to 5. All appointments of principal must be made 
from the portion of the trust subject to the 
section 2056(b )(7) election. After 5' s death, the 
principal of the trust is to be distributed to D's 
children. The executor makes the section 
2056(b )(7) election with respect to 50 percent of 
the trust. In 1994, pursuant to the terms of D's 
will, the trustee distributed $50,000 of principal 
to 5 and charged the entire distribution to the 
qualified terminable interest portion of the trust. 
Immediately prior to the distribution, the value 
of the entire trust was $550,000 and the value of 
the qualified terminable interest portion was 
$275,000 (50 percent of $550,000). Provided 5 
can establish the above facts, the qualified 
terminable interest portion of the trust imme
diately after the distribution is $225,000 or 45 
percent of the value of the trust ($225,0001 
$500,000). In 1996, when the value of the trust 
is $400,000 and the value of 5's income interest 
is $100,000, 5 makes a transfer of 40 percent of 
5's income interest. 5's gift under section 2519 
is $135,000; i.e., the fair market value of the 
qualified terminable interest property, 45 percent 
of $400,000 ($180,000), less the value of the 
income interest in the qualified terminable 
interest property, $45,000 (45 percent of 
$100,000). 5 also makes a gift under section 
2511 of $40,000; i.e., the fair market value of 40 
percent of 5's income interest. 5's disposition of 
40 percent of the income interest is deemed to be 
a transfer under section 2519 of the entire 45 
percent portion of the remainder subject to the 
section 2056(b)(7) election. Since S retained 60 
percent of the income interest, 27 percent (60 
percent of 45 percent) of the trust property is 
includible in S' s gross estate under section 2036. 
See also section 2702 and Example 4 as to the 
principles applicable in valuing S's gift under 
section 2702 and adjusted taxable gifts upon S's 
subsequent death. 

Example 6. Transfer of Spousal Annuity 
Payable From Trust. D died prior to October 24. 
1992. D's will established a trust valued for 
estate tax purposes at $500,000. The trust 
instrument required the trustee to pay an annuity 
to S of $20,000 a year for life. All the trust 
income other than the amounts paid to S as an 
annuity are to be accumulated in the trust and 
may not be distributed during S's lifetime to any 
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person other than S. After 5's death, the 
principal of the trust is to be distributed to D's 
children. Because D died prior to the effective 
date of section 1941 of the Energy Policy Act of 
1992, S' s annuity interest qualifies as a qualify
ing income interest for life. Under §20.2056(b)-
7(e) of this chapter, based on an applicable \0 
percent interest rate, 40 percent of the property, 
or $200,000, is the value of the deductible 
interest. During 1996, S makes a gift of the 
annuity interest to D's children at which time the 
fair market value of the trust is $800,000 and the 
fair market value of 5's annuity interest in the 
trust is $\00,000. Pursuant to section 2519, 5 is 
treated as making a gift of $220,000 (the fair 
market value of the qualified terminable interest 
property, 40 percent of $800,000 ($320,000), less 
the $100,000 annuity interest in the qualified 
terminable interest property). 5 is also treated 
pursuant to section 2511 as making a gift of 
$\00,000 (the fair market value of S's annuity 
interest). 

§25.2519-2 Effective date. 

Except as specifically provided in 
§25.2519-1(g), Example 6, the provi
sions of §25.2519-1 are effective with 
respect to gifts made after March 1, 
1994. With respect to gifts made on or 
before such date, the donee spouse of a 
section 2056(b)(7) or section 2523(f) 
transfer may rely on any reasonable 
interpretation of the statutory provi
sions. For these purposes, the provi
sions of §25.2519-1 (as well as project 
LR-211-76, 1984-1 C.B., page 598, 
see §601.601(d)(2)(ii)(b) of this chap
ter), are considered a reasonable inter
pretation of the statutory provisions. 

Par. 28. Section 25.2522(c)-4 is 
added to read as follows: 

§25.2522(c)-4 Disallowance of double 
deduction in the case of qualified 
terminable interest property. 

No deduction is allowed under sec
tion 2522 for the transfer of an interest 
in property if a deduction is taken from 
the total amount of gifts with respect to 
that property by reason of section 
2523(f). See §25.2523(h)-1. 

Par. 29. Section 25.2523(a)-1 is 
amended as follows: 

a. Paragraph (a) is revised. 

b. Paragraph (b )(3 )(ii) is revised. 

c. Paragraphs (c) and (d) are re
designated as paragraphs (d) and (e), 
respectively. 

d. New paragraph (c) is added. 

e. Newly designated paragraph (d) is 
amended by: 

1. Revising the paragraph heading. 
2. Revising the introductory text. 

3. The designations "(1)", "(2)", 
"(3)", "(4)", "(5)", "(6)", "(7)" 
appearing before each example are re
vised to read "I.", "2.", "3.", "4.", 
"5.", "6.", "7.". 

4. Example 8 is added. 
f. Newly designated paragraph (e) is 

amended by revising the first sentence. 

g. The revisions and additions read 
as follows: 

§25.2523(a)-1 Gift to spouse; in 
general. 

(a) In general. In determining the 
amount of taxable gifts for the calendar 
quarter (with respect to gifts made after 
December 31, 1970, and before January 
1, 1982), or calendar year (with respect 
to gifts made before January 1, 1971, 
or after December 31, 1981), a donor 
may deduct the value of any property 
interest transferred by gift to a donee 
who at the time of the gift is the 
donor's spouse, except as limited by 
paragraphs (b) and (c) of this section. 
See §25.2502-1(c)(1) for the definition 
of calendar quarter. This deduction is 
referred to as the marital deduction. In 
the case of gifts made prior to July 14, 
1988, no marital deduction is allowed 
with respect to a gift if, at the time of 
the gift, the donor is a nonresident not 
a citizen of the United States. Further, 
in the case of gifts made on or after 
July 14, 1988, no marital deduction is 
allowed (regardless of the donor's 
citizenship or residence) for transfers to 
a spouse who is not a citizen of the 
United States at the time of the 
transfer. However, for certain special 
rules applicable in the case of estate 
and gift tax treaties, see section 
7815(d)(14) of Pub. L. 101-239. The 
donor must submit any evidence neces
sary to establish the donor's right to 
the marital deduction. 

(b) *** 
(3) *** 
(ii) Any property interest transferred 

by a donor to the donor's spouse is a 
nondeductible interest to the extent it is 
not required to be included in a gift tax 
return for a calendar quarter (for gifts 
made after December 31, 1970, and 
before January 1, 1982) or calendar 
year (for gifts made before January 1, 
1971, or after December 31, 1981). 

(c) Computation-(1) In general. 
The amount of the marital deduction 
d~pends upon when the interspousal 
gIfts are made, whether the gifts are 



terminable interests, whether the limita
tions of §25.2523(f)-IA (relating to 
gifts of community property before 
January 1, 1982) are applicable, and 
whether §25.2523(f)-1 (relating to the 
election with respect to life estates) is 
applicable, and (with respect to gifts 
made on or after July 14, 1988) 
whether the donee spouse is a citizen 
of the United States (see section 
2523(i». 

(2) Gifts prior to January 1, 1977. 
Generally, with respect to gifts made 
during a calendar quarter prior to 
January 1, 1977, the marital deduction 
allowable under section 2523 is 50 
percent of the aggregate value of the 
deductible interests. See section 2524 
for an additional limitation on the 
amount of the allowable deduction. 

(3) Gifts after December 31, 1976, 
and before January 1, 1982. Generally, 
with respect to gifts made during a 
calendar quarter beginning after De
cember 31, 1976, and ending prior to 
January 1, 1982, the marital deduction 
allowable under section 2523 is com
puted as a percentage of the deductible 
interests in those gifts. If the aggregate 
amount of deductions for such gifts is 
$100,000 or less, a deduction is al
lowed for 100 percent of the deductible 
interests. No deduction is allowed for 
otherwise deductible interests in an 
aggregate amount that exceeds 
$100,000 and is equal to or less than 
$200,000. For deductible interests in 
excess of $200,000, the deduction is 
limited to 50 percent of such deductible 
interests. If a donor remarries, the 
computations in this paragraph (c)(3) 
are made on the basis of aggregate 
gifts to all persons who at the time of 
the gifts are the donor's spouse. See 
section 2524 for an additional limita
tion on the amount of the allowable 
deduction. 

(4) Gifts after December 31, 1981. 
Generally, with respect to gifts made 
during a calendar year beginning after 
December 31, 1981 (other than gifts 
made on or after July 14, 1988, to a 
spouse who is not a United States 
citizen on the date of the transfer), the 
marital deduction allowable under sec
tion 2523 is 100 percent of the ag
gregate value of the deductible inter
ests. See section 2524 for an additional 
limitation on the amount of the allow
able deduction, and section 2523(i) 
regarding disallowance of the marital 
deduction for gifts to a spouse who is 
not a United States citizen. 

(d) Examples. The following exam
ples (in which it is assumed that the 
donors have previously utilized any 
specific exemptions provided by sec
tion 2521 for gifts prior to January 1, 
1977) illustrate the application of para
graph (c) of this section and the inter
relationship of sections 2523 and 2503. 

* * * * * * 

Example 8. A donor made a transfer by gift to 
the donor's spouse, a United States citizen, of 
$200,000 cash on January I, 1995. The donor 
made no other transfers during 1995. For 
calendar year 1995, the amount excluded under 
section 2503(b) is $10,000; the marital deduction 
is $190,000; and the amount of taxable gifts is 
zero ($200,000 - $10,000 (annual exclusion) -
$190,000 (marital deduction)). 

(e) Valuation. If the income from 
property is made payable to the donor 
or another individual for life or for a 
term of years, with remainder to the 
donor's spouse or to the estate of the 
donor's spouse, the marital deduction is 
computed (pursuant to §25.2523(a)
l(c» with respect to the present value 
of the remainder, determined under 
section 7520. *** 

Par. 30. Section 25.2523(b)-1 is 
amended as follows: 

a. Paragraph (a)(1) is revised. 

b. In paragraph (b)(3), the first 
sentence is amended by removing the 
reference "§25.2523(e)-I" and adding 
"§25.2523(e)-1 or 25.2523(f)-1" in its 
place. 

c. In paragraph (b)(3), the designa
tions "(1)" and "(2)" appearing be
fore each example are revised to read 
"1." and "2." 

d. In paragraph (b)(3), the phrase 
immediately preceding Example 1 is 
revised. 

e. In paragraph (b)(6), the designa
tions "(1)", "(2)", "(3)", "(4)", 
"(5)", "(6)" appearing before each 
example are revised to read ' , 1." , 
"2.", "3.", "4.", "5.", "6.". 

f. In paragraph (b)(6), the phrase 
immediately preceding Example 1 is 
revised. 

g. In paragraph (c)(2), the phrase im
mediately preceding the example is re
moved and a sentence is added in its 
place. 

h. The additions and revisions read 
as follows: 
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§25.2523(b)-I Life estate or other 
terminable interest. 

(a) In general. (1) The provisions of 
section 2523(b) generally disallow a 
marital deduction with respect to cer
tain property interests (referred to 
generally as terminable interests and 
defined in paragraph (a)(3) of this 
section) transferred to the donee spouse 
under the circumstances described in 
paragraph (a)(2) of this section, unless 
the transfer comes within the purview 
of one of the exceptions set forth in 
§25.2523(d)-1 (relating to certain joint 
interests); §25.2523(e)-1 (relating to 
certain life estates with powers of 
appointment); §25.2523(f)-1 (relating 
to certain qualified terminable interest 
property); or §25.2523(g)-1 (relating to 
certain qualified charitable remainder 
trusts). 

* * * * * * 

(b) *** 
(3) *** The following examples, in 

which it is assumed that the donor did 
not make an election under sections 
2523(f)(2)(C) and (f)( 4), illustrate the 
application of the provisions of this 
paragraph (b)(3): 

* * * * * * 

(6) *** In each example, it is 
assumed that the donor made no 
election under sections 2523(f)(2)(C) 
and (f)(4) and that the property interest 
that the donor transferred to a person 
other than the donee spouse is not 
transferred for adequate and full con
sideration in money or money's worth: 
*** 

(c) *** 
(2) *** The application of this para

graph may be further illustrated by the 
following example, in which it is 
assumed that the donor made no 
election under sections 2523(f)(2)(C) 
and (f)(4). 

* * * * * * 

Par. 31. §25.2523(c)-1 is amended 
by removing the first sentence of 
paragraph (c) and adding three new 
sentences in its place to read as 
follows: 

§25.2523(c)-1 Interest in unidentified 
assets. 

* * * * * * 

(c) If both of the circumstances set 
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forth in paragraph (b) of this section 
exist, only a portion of the property 
interest passing to the spouse is a 
deductible interest. The portion qualify
ing as a deductible interest is an 
amount equal to the excess, if any, of 
the value of the property interest 
passing to the spouse over the aggre
gate value of the asset (or assets) that 
if transferred to the spouse would not 
qualify for the marital deduction. See 
paragraph (c) of §25.2523(a)-1 to 
determine the percentage of the deduct
ible interest allowable as a marital 
deduction. *** 

* * * * * * 
Par. 32. The third sentence of 

§25.2523(d)-1 is revised to read as 
follows: 

§25.2523( d)-l Joint interests. 

*** Thus, if the donor purchased real 
property in the name of the donor and 
the donor's spouse as tenants by the 
entirety or as joint tenants with rights 
of survivorship, a marital deduction is 
allowable with respect to the value of 
the interest of the donee pouse in the 
property (subject to the limitations set 
forth in §25.2523(a)-l). *** 

Par. 33. Section 25.2523(e)-1, para
graph (c) is revised to read as follows: 

§25.2523( e )-1 Marital deduction; life 
estate with power of appointment in 
donee spouse. 

* * * * * * 
(c) Meaning of specific portion-(l) 

In general. Except as provided in 
paragraphs (c)(2) and (c)(3) of this 
section, a partial interest in property is 
not treated as a specific portion of the 
entire interest. In addition, any specific 
portion of an entire interest in property 
is nondeductible to the extent the 
specific portion is subject to invasion 
for the benefit of any person other than 
the donee spouse, except in the case of 
a deduction allowable under section 
2523(e), relating to the exercise of a 
general power of appointment by the 
donee spouse. 

(2) Fraction or percentage share. 
Under section 2523(e), a partial interest 
in property is treated as a specific 
portion of the entire interest if the 
rights of the donee spouse in income, 
and the required rights as to the power 
described in §25.2523(e)-I(a), con-
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stitute a fractional or percentage share 
of the entire property interest, so that 
the donee spouse's interest reflects its 
proportionate share of the increase or 
decrease in the value of the entire 
property interest to which the income 
rights and the power relate. Thus, if the 
spouse's right to income and the 
spouse's power extend to a specified 
fraction or percentage of the property, 
or its equivalent, the interest is in a 
specific portion of the property. In 
accordance with paragraph (b) of this 
section, if the spouse has the right to 
receive the income from a specific 
portion of the trust property (after 
applying paragraph (c)(3) of this sec
tion) but has a power of appointment 
over a different specific portion of the 
property (after applying paragraph 
(c)(3) of this section), the marital 
deduction is limited to the lesser 
specific portion. 

(3) Special rule in the case of gifts 
made on or before October 24, 1992. 
In the case of gifts within the purview 
of the effective date rule contained in 
paragraph (c)(3)(iii) of this section: 

(i) A specific sum payable annually, 
or at more frequent intervals, out of the 
property and its income that is not 
limited by the income of the property 
is treated as the right to receive the 
income from a specific portion of the 
property. The specific portion, for 
purposes of paragraph (c)(2) of this 
section, is the portion of the property 
that, assuming the interest rate gener
ally applicable for the valuation of 
annuities at the time of the donor's 
gift, would produce income equal to 
such payments. However, a pecuniary 
amount payable annually to a donee 
spouse is not treated as a right to the 
income from a specific portion of trust 
property for purposes of this paragraph 
(c)(3)(i) if any person other than the 
donee spouse may receive, during the 
donee spouse's lifetime, any distribu
tion of the property. To determine the 
applicable interest rate for valuing 
annuities, see sections 2512 and 7520 
and the regulations under those 
sections. 

(ii) The right to appoint a pecuniary 
amount out of a larger fund (or trust 
corpus) is considered the right to 
appoint a specific portion of such fund 
or trust in an amount equal to such 
pecuniary amount. 

(iii) The rules contained in para
graphs(c)(3)(i) and (ii) of this section 
apply with respect to gifts made on or 
before October 24, 1992. 

(4) Local law. A partial interest in 
property is treated as a specific portion 
of the entire interest if it is shown that 
the donee spouse has rights under local 
law that are identical to those the 
donee spouse would have acquired had 
the partial interest been expressed in 
terms satisfying the requirements of 
paragraph (c)(2) of this section (or 
paragraph (c)(3) of this section if 
applicable ). 

(5) Examples. The following exam
ples illustrate the application of para
graphs (b) and (c) of this section, 
where D, the donor, transfers property 
to D's spouse, S: 

Example 1. Spouse entitled to the lesser of an 
annuity or a fraction of trust income. Prior to 
October 24, 1992, D transferred in trust 500 
identical shares of X Company stock, valued for 
gift tax purposes at $500,000. The trust provided 
that during the lifetime of D's spouse, S, the 
trustee is to pay annually to S the lesser of one
half of the trust income or $20,000. Any trust 
income not paid to S is to be accumulated in the 
trust and may not be distributed during S's 
lifetime. S has a testamentary general power of 
appointment over the entire trust principal. The 
applicable interest rate for valuing annuities as of 
the date of D's gift under section 7520 is 10 
percent. For purposes of paragraphs (a) through 
(c) of this section, S is treated as receiving all of 
the income from the lesser of one-half of the 
stock ($250,000), or $200,000, the specific 
portion of the stock which, as determined in 
accordance with §25.2523(e)-1(c)(3)(i) of this 
chapter, would produce annual income of 
$20,000 (20,000/.10). Accordingly, the marital 
deduction is limited to $200,000 (200,0001 
500,000 or 2/5th of the value of the trust.) 

Example 2. Spouse possesses power and 
income interest over different specific portions of 
trust. The facts are the same as in Example 1 
except that S' s testamentary general power of 
appointment is exercisable over only 1I4th of the 
trust principal. Consequently, under section 
2523(e), the marital deduction is allowable only 
for the value of I14th of the trust ($125,000); 
i.e .. the lesser of the value of the portion with 
respect to which S is deemed to be entitled to all 
of the income (2/5th of the trust or $200,000), or 
the value of the portion with respect to which S 
possesses the requisite power of appointment 
(1I4th of the trust or $125,000). 

Example 3. Power of appointment over shares 
of stock constitutes a power over a specific 
portion. D transferred 250 identical shares of Y 
company stock to a trust under the terms of 
which trust income is to be paid annually to S, 
during S's lifetime. S was given a testamentary 
general power of appointment over 100 shares of 
stock. The trust provides that if the trustee seils 
the Y company stock, S's general power of 
appointment is exercisable with respect to the 
sale proceeds or the property in which the 
proceeds are reinvested. Because the amount of 
property represented by a single share of stock 
would be altered if the corporation split its stock, 
issued stock dividends, made a distribution of 
capital, etc., a power to appoint 100 shares at the 
time of S's death is not necessarily a power to 
appoint the entire interest that the 100 shares 



represented on the date of O's gift. If it is shown 
that, under local law, S has a general power to 
appoint not only the 100 shares designated by 0 
but also 100/250 of any distributions by the 
corporation that are included in trust principal, 
the requirements of paragraph (c)(2) of this 
section are satisfied and S is treated as having a 
general power to appoint 1001250 of the entire 
interest in the 250 shares. In that case, the 
marital deduction is limited to 40 percent of the 
trust principal. If local law does not give S that 
power, the 100 shares would not constitute a 
specific portion under §25.2523(e)-I(c) (includ
ing §25.2523(e)-I(c)(3)(ii». The nature of the 
asset is such that a change in the capitalization 
of the corporation could cause an alteration in 
the original value represented by the shares at 
the time of the transfer and is thus not a specific 
portion of the trust. 

* * * * * * 

Par. 34. An undesignated center 
heading is added immediately follow
ing §25.2524-1 to read as follows: 

"Deductions Prior to 1982" 

Par. 35. Section 25.2523(f)-1 is 
redesignated as §25.2523(f)-IA under 
the new undesignated center heading 
"Deductions Prior to 1982" and 
amended as follows: 

(a) The section heading of newly 
designated §25.2523(f)-IA is revised. 

(b) The first sentence of paragraph 
(a) is revised. 

(c) The revisions read as follows: 

§25.2523(f)-IA Special rule 
applicable to community property 
transferred prior to January 1, 1982. 

(a) In general. With respect to gifts 
made prior to January 1, 1982, the 
marital deduction is allowable with 
respect to any transfer by a donor to 
the donor's spouse only to the extent 
that the transfer is shown to represent a 
gift of property. that was not, at the 
time of the gift, held as community 
property, as defined in paragraph (b) of 
this section. *** 

* * * * * * 

Par. 36. New §§25.2523(f)-1, 
25.2523(g)-1, 25.2523(h)-1 and 
25.2523(h)-2 are added to read as 
follows: 

§25.2523(fJ-I Election with respect to 
life estate transferred to donee 
spouse. 

(a) In general. (1) With respect to 
gifts made after December 31, 1981, 

subject to section 2523(i), a marital 
deduction is allowed under section 
2523(a) for transfers of qualified termi
nable interest property. Qualified ter
minable interest property is terminable 
interest property described in section 
2523(b)(1) that satisfies the require
ments of section 2523(f)(2) and this 
section. Terminable interests that are 
described in section 2523(b)(2) cannot 
qualify as qualified terminable interest 
property. Thus, if the donor retains a 
power described in section 2523(b )(2) 
to appoint an interest in qualified 
terminable interest property, no deduc
tion is allowable under section 2523(a) 
for the property. 

(2) All of the property for which a 
deduction is allowed under this para
graph (a) is treated as passing to the 
donee spouse (for purposes of 
§25.2523(a)-l), and no part of the 
property is treated as retained by the 
donor or as passing to any person other 
than the donee spouse (for purposes of 
§25.2523(b)-1 (b». 

(b) Qualified terminable interest 
property-( 1) Definition. Section 
2523(f)(2) provides the definition of 
qualified terminable interest property. 

(2) Meaning of property. For pur
poses of section 2523(f)(2), the term 
property generally means an entire 
interest in property (within the mean
ing of §25.2523(e)-I(d» or a specific 
portion of the entire interest (within the 
meaning of §25.2523(e)-I(c». 

(3) Property for which the election 
may be made-(i) In general. The 
election may relate to all or any part of 
property that meets the requirements of 
section 2523(f)(2)(A) and (B), provided 
that any partial election must be made 
with respect to a fractional or percent
age share of the property so that the 
elective portion reflects its proportion
ate share of the increase or decrease in 
the entire property for purposes of 
applying sections 2044 or 2519. Thus, 
if the interest of the donee spouse in a 
trust (or other property in which the 
spouse has a qualifying income inter
est) meets the requirements of this 
section, the election may be made 
under section 2523(f)(2)(C) with re
spect to a part of the trust (or other 
property) only if the election relates to 
a defined fraction or percentage of the 
entire trust (or other property) or 
specific portion thereof within the 
meaning of §25.2523(e)-1(c). The frac
tion or percentage may be defined by 
formula. 
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(ii) Division of trusts. If the interest 
of the donee spouse in a trust meets the 
requirements of this section, the trust 
may be divided into separate trusts to 
reflect a partial election that has been 
made, if authorized under the terms of 
the governing instrument or otherwise 
permissible under local law. A trust 
may be divided only if the fiduciary is 
required, either by applicable local law 
or by the express or implied provisions 
of the governing instrument, to divide 
the trust according to the fair market 
value of the assets of the trust at the 
time of the division. The division of 
the trusts must be done on a fractional 
or percentage basis to reflect the partial 
election. However, the separate trusts 
do not have to be funded with a pro 
rata portion of each asset held by the 
undivided trust. 

(4) Manner and time of making 
election. (i) An election under section 
2523(f)(2)(C) (other than a deemed 
election with respect to a joint and 
survivor annuity as described in section 
2523(f)(6», is made on a gift tax return 
for the calendar year in which the 
interest is transferred. The return must 
be filed within the time prescribed by 
section 6075(b) (determined without 
regard to section 6019(a)(2», including 
any extensions authorized under section 
6075(b)(2) (relating to an automatic 
extension of time for filing a gift tax 
return where the donor is granted an 
extension of time to file the income tax 
return). 

(ii) If the election is made on a 
return for the calendar year that in
cludes the date of death of the donor, 
the return (as prescribed by section 
6075(b)(3» must be filed no later than 
the time (including extensions) for 
filing the estate tax return. The elec
tion, once made, is irrevocable. 

(c) Qualifying income interest for 
life-(l) In general. For purposes of 
this section, the term qualifying income 
interest for life is defined as provided 
in section 2056(b)(7)(B)(ii) and 
§20.2056(b)-7(d)(1). 

(i) Entitled for life to all the income. 
The principles outlined in §25.2523(e)
l(f) (relating to whether the spouse is 
entitled for life to all of the income 
from the entire interest or a specific 
portion of the entire interest) apply in 
determining whether the donee spouse 
is entitled for life to all the income 
from the property, regardless of 
whether the interest passing to the 
donee spouse is in trust. An income 
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interest granted for a term of years, or 
a life estate subject to termination upon 
the occurrence of a specified event 
(e.g., divorce) is not a qualifying 
income interest for life. 

(ii) Income between last distribution 
date and date of spouse's death. An 
income interest does not fail to con
stitute a qualifying income interest for 
life solely because income for the 
period between the last distribution 
date and the date of the donee spouse's 
death is not required to be distributed 
to the estate of the donee spouse. See 
§20.2044-1 of this chapter relating to 
the inclusion of such undistributed 
income in the gross estate of the donee 
spouse. 

(iii) Pooled income funds. An in
come interest in a pooled income fund 
described in section 642(c)(5) con
stitutes a qualifying income interest for 
life for purposes of this section. 

(iv) Distribution of principal for the 
benefit of the donee spouse. An income 
interest does not fail to constitute a 
qualifying income interest for life 
solely because the trustee has a power 
to distribute principal to or for the 
benefit of the donee spouse. The fact 
that property distributed to a donee 
spouse may be transferred by the 
spouse to another person does not 
result in a failure to satisfy the 
requirement of section 2056(b)(7)(B)
(ii)(II). However, if the governing 
instrument requires the donee spouse to 
transfer the distributed property to 
another person without full and ade
quate consideration in money or 
money's worth, the requirement of 
section 2056(b)(7)(B)(ii)(II) is not 
satisfied. 

(2) Immediate right to income. In 
order to constitute a qualifying income 
interest for life, the donee spouse must 
be granted the immediate right to 
receive the income from the property. 
Thus, an income interest does not 
constitute a qualifying income interest 
for life if the donee spouse receives the 
right to trust income commencing at 
some time in the future, e.g., on the 
termination of a preceding life income 
interest of the donor spouse. 

(3) Annuities payable from trusts in 
the case of gifts made on or before 
October 24, 1992. (i) In the case of 
gifts made on or before October 24, 
1992, a donee spouse's lifetime annuity 
interest payable from a trust or other 
group of assets passing from the donor 
is treated as a qualifying income 
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interest for life for purposes of section 
2523(f)(2)(B). The deductible interest, 
for purposes of §25.2523(a)-1(b), is the 
specific portion of the property that, 
assuming the applicable interest rate for 
valuing annuities at the time the 
annuity interest is transferred, would 
produce income equal to the minimum 
amount payable annually to the donee 
spouse. If, based on the applicable 
interest rate, the entire property from 
which the annuity may be satisfied is 
insufficient to produce income equal to 
the minimum annual payment, the 
value of the deductible interest is the 
entire value of the property. The value 
of the deductible interest may not 
exceed the value of the property from 
which the annuity is payable. If the 
annual payment may increase, the 
increased amount is not taken into 
account in valuing the deductible 
interest. 

(ii) An annuity interest is not treated 
as a qualifying income interest for life 
for purposes of section 2523(f)(2)(B) if 
any person other than the donee spouse 
may receive during the donee spouse's 
lifetime, any distribution of the prop
erty or its income from which the 
annuity is payable. 

(iii) To determine the applicable in
terest rate for valuing annuities, see 
sections 2512 and 7520 and the regula
tions under those sections. 

(4) Joint and survivor annuities. 
[Reserved] 

(d) Treatment of interest retained by 
the donor spouse-(l) In general. 
Under section 2523(f)(5)(A), if a donor 
spouse retains an interest in qualified 
terminable interest property, any subse
quent transfer by the donor spouse of 
the retained interest in the property is 
not treated as a transfer for gift tax 
purposes. Further, the retention of the 
interest until the donor spouse's death 
does not cause the property subject to 
the retained interest to be includible in 
the gross estate of the donor spouse. 

(2) Exception. Under section 
2523(f)(5)(B), the rule contained in 
paragraph (d)( 1) of this section does 
not apply to any property after the 
donee spouse is treated as having 
transferred the property under section 
2519, or after the property is includible 
in the gross estate of the donee spouse 
under section 2044. 

(e) Application of local law. The 
provisions of local law are taken into 
account in determining whether or not 
the conditions of section 2523(f)(2)(A) 

and (B), and the conditions of para
graph (c) of this section, are sat.isfied. 
For example, silence of a trust mstru
ment on the frequency of payment is 
not regarded as a failure to satisfy the 
requirement that the income must be 
payable to the donee spouse annually 
or more frequently unless applicable 
local law permits payments less fre
quently to the donee spouse. 

(f) Examples. The following exam
ples illustrate the application of this 
section, where D, the donor, transfers 
property to D's spouse, S. Unless 
stated otherwise, it is assumed that S is 
not the trustee of any trust established 
for S' s benefit: 

Example 1. Life estate in residence. D 
transfers by gift a personal residence valued at 
$250,000 on the date of the gift to 5 and D's 
children, giving 5 the exclusive and unrestricted 
right to use the property (including the right to 
continue to occupy the property as a personal 
residence or rent the property and receive the 
income for her lifetime). After 5's death, the 
property is to pass to D's children. Under 
applicable local law, 5' s consent is required for 
any sale of the property. If D elects to treat all of 
the transferred property as qualified terminable 
interest property, the deductible interest is 
$250,000, the value of the property for gift tax 
purposes. 

Example 2. Power to make property produc· 
tive. D transfers assets having a fair market value 
of $500,000 to a trust pursuant to which 5 is 
given the right exercisable annually to require 
distribution of all the trust income to 5. No trust 
property may be distributed during 5's lifetime 
to any person other than 5. The assets used to 
fund the trust include both income producing 
assets and nonproductive assets. Applicable local 
law permits 5 to require that the trustee either 
make the trust property productive or sell the 
property and reinvest the proceeds in productive 
property within a reasonable time after the 
transfer. If D elects to treat the entire trust as 
qualified terminable interest property, the deduct· 
ible interest is $500,000. If D elects to treat only 
20 percent of the trust as qualified terminable 
interest property, the deductible interest is 
$100,000; i.e., 20 percent of $500,000. 

Example 3. Power of distribution over fraction 
of trust income. The facts are the same as in 
Example 2 except that 5 is given the power 
exercisable annually to require distribution to S 
of only 50 percent of the trust income for life. 
The remaining trust income may be accumulated 
or distributed among D's children and 5 in the 
trustee's discretion. The maximum amount that D 
may elect to treat as qualified terminable interest 
property is $250,000; i.e., the value of the trust 
for gift tax purposes ($500,000) multiplied by 
the percentage of the trust in which 5 has a 
qualifying income interest for life (50 percent). If 
D elects to treat .only 20 percent of the portion of 
the trust m whIch S has a qualifying income 
mterest as qualified terminable interest property, 
the deduclIble mterest IS $50,000; i.e .. 20 percent 
of $250,000. 

Example 4. Power to distribute trust corpus to 
other beneficiaries. D transfers $500,000 to a 
trust providing that all the trust income is to be 



paid to O's spouse, S, during S's lifetime. The 
trustee is given the power to use annually $5,000 
from the trust for the maintenance and support of 
S's minor child, C. Any such distribution does 
not necessarily relieve S of S's obligation to 
support and maintain C. S does not have a 
qualifying income interest for life in any portion 
of the trust because the gift fails to satisfy the 
condition in sections 2523(f}(3) and 2056(b)(7)
(B )(ii)(Il) that no person have a power, other 
than a power the exercise of which takes effect 
only at or after S's death, to appoint any part of 
the property to any person other than S. The trust 
would also be nondeductible under section 
2523(f) if S, rather than the trustee, were given 
the power to appoint a portion of the principal to 
C. However, in the latter case, if S made a 
qualified disclaimer (within the meaning of 
section 2518) of the power to appoint to C, the 
trust could qualify for the marital deduction 
pursuant to section 2523(f), assuming that the 
power was personal to Sand S's disclaimer 
terminates the power. Similarly, if C made a 
qualified disclaimer of the right to receive 
distributions from the trust, the trust would 
qualify under section 2523(f} assuming that 
C'sdisclaimer effectively negates the trustee's 
power under local law. 

Example 5. Spouse's interest terminable on 
divorce. The facts are the same as in Example 3 
except that if Sand 0 divorce, S' s interest in the 
trust will pass to C. S' s income interest is not a 
qualifying income interest for life because it is 
terminable upon S's divorce. Therefore, no 
portion of the trust is deductible under section 
2523(f}. 

Example 6. Spouse's interest in trust in the 
form of an annuity. Prior to October 24, 1992, 0 
established a trust funded with income producing 
property valued for gift tax purposes at 
$800,000. The trustee is required by the trust 
instrument to pay $40,000 a year to S for life. 
Any income in excess of the annuity amount is 
to be accumulated in the trust and may not be 
distributed during S's lifetime. S's lifetime 
annuity interest is treated as a qualifying income 
interest for life. If 0 elects to treat the entire 
portion of the trust in which S has a qualifying 
income interest as qualified terminable interest 
property, the value of the deductible interest is 
$400,000, because that amount would yield an 
income to S of $40,000 a year (assuming a \0 
percent interest rate applies in valuing annuities 
at the time of the transfer). 

Example 7. Value of spouse's annuity exceeds 
value of trust corpus. The facts are the same as 
in Example 6, except that the trustee is required 
to pay S $100,000 a year for S's life. If 0 elects 
to treat the entire portion of the trust in which S 
has a qualifying income interest for life as 
qualified terminable interest property, the value 
of the deductible interest is $800,000, which is 
the lesser of the entire value of the property 
($800,000) or the amount of property that 
(assuming a \0 percent interest rate) would yield 
an income to S of $\00,000 a year ($1,000,000). 

Example 8. Transfer to pooled income fund. 0 
transfers $200,000 on June I, 1994, to a pooled 
income fund (described in section 642(c)(5» 
designating S as the only life income beneficiary. 
If D elects to treat the entire $200,000 as 
qualified terminable interest property, the deduct
ible interest is $200,000. 

Example 9. Retention by donor spouse of 
income interest in property. On October I, 1994, 
D transfers property to an irrevocable trust under 
the terms of which trust income is to be paid to 

D for life, then to S for life and, on S' s death, 
the trust corpus is to be paid to 0' s children. 
Because S does not possess an immediate right 
to receive trust income, S' s interest does not 
qualify as a qualifying income interest for life 
under section 2523(f)(2). Further, under section 
2702(a)(2) and §25.2702-2(b), ° is treated for 
gift tax purposes as making a gift with a value 
equal to the entire value of the property. If D 
dies in 1996 survived by S, the trust corpus will 
be includible in D's gross estate under section 
2036. However, in computing O's estate tax 
liability, 0' s adjusted taxable gifts under section 
2oo1(b)(I)(B) are adjusted to reflect the inclu
sion of the gifted property in O's gross estate. In 
addition, if S survives 0, the trust property is 
eligible for treatment as qualified terminable 
interest property under section 2056(b)(7} in O's 
estate. 

Example 10. Retention by donor spouse of 
income interest in property. On October I, 1994, 
o transfers property to an irrevocable trust under 
the terms of which trust income is to be paid to 
S for life, then to 0 for life and, on O's death, 
the trust corpus is to be paid to O's children. 0 
elects under section 2523(f) to treat the property 
as qualified terminable interest property. D dies 
in 1996, survived by S. S subsequently dies in 
1998. Under §2523(f)-I(d}(l), because 0 elected 
to treat the transfer as qualified terminable 
interest property, no part of the trust corpus is 
includible in O's gross estate because of O's 
retained interest in the trust corpus. On S' s 
subsequent death in 1998, the trust corpus is 
includible in S's gross estate under section 2044. 

Example 11. Retention by donor spouse of 
income interest in property. The facts are the 
same as in Example 10, except that S dies in 
1996 survived by D, who subsequently dies in 
1998. Because 0 made an election under section 
2523(f) with respect to the trust, on S's death the 
trust corpus is includible in S's gross estate 
under section 2044. Accordingly, under section 
2044( c), S is treated as the transferor of the 
property for estate and gift tax purposes. Upon 
D's subsequent death in 1998, because the 
property was subject to inclusion in S' s gross 
estate under section 2044, the exclusion rule in 
§25.2523(f}-I(d}(I) does not apply under 
§25.2523(f}-1(d)(2). However, because S is 
treated as the transferor of the property, the 
property is not subject to inclusion in 0' s gross 
estate under section 2036 or section 2038. If the 
executor of S' s estate made a section 2056(b }(7) 
election with respect to the trust, the trust is 
includible in D's gross estate under section 2044 
upon O's later death. 

§25.2523(g)-1 Special rule for 
charitable remainder trusts. 

(a) In general. (1) With respect to 
gifts made after December 31, 1981, 
subject to section 2523(i), if the do
nor's spouse is the only noncharitable 
beneficiary (other than the donor) of a 
charitable remainder annuity trust or 
charitable remainder unitrust described 
in section 664 (qualified charitable 
remainder trust), section 2523(b) does 
not apply to the interest in the trust 
transferred to the donee spouse. Thus, 
the value of the annuity or unitrust 
interest passing to the spouse qualifies 
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for a marital deduction under section 
2523(g) and the value of the remainder 
interest qualifies for a charitable deduc
tion under section 2522. 

(2) A marital deduction for the value 
of the donee spouse's annuity or 
unitrust interest in a qualified chari
table remainder trust to which section 
2523(g) applies is allowable only under 
section 2523(g). Therefore, if an inter
est in property qualifies for a marital 
deduction under section 2523(g), no 
election may be made with respect to 
the property under section 2523(f). 

(3) The donee spouse's interest need 
not be an interest for life to qualify for 
a marital deduction under section 
2523(g). However, for purposes of 
section 664, an annuity or unitrust 
interest payable to the spouse for a 
term of years cannot be payable for a 
term that exceeds 20 years or the trust 
does not qualify under section 2523(g). 

(4) A deduction is allowed under 
section 2523(g) even if the transfer to 
the donee spouse is conditioned on the 
donee spouse's payment of state death 
taxes, if any, attributable to the 
qualified charitable remainder trust. 

(5) For purposes of this section, the 
term non charitable beneficiary means 
any beneficiary of the qualified chari
table remainder trust other than an 
organization described in section 
170(c). 

(b) Charitable remainder trusts 
where the donee spouse and the donor 
are not the only noncharitable benefici
aries. In the case of a charitable 
remainder trust where the donor and 
the donor's spouse are not the only 
noncharitable beneficiaries (for exam
ple, where the noncharitable interest is 
payable to the donor's spouse for life 
and then to another individual (other 
than the donor) for life), the qualifica
tion of the interest as qualified termin
able interest property is determined 
solely under section 2523(f) and not 
under section 2523(g). Accordingly, if 
the transfer to the trust is made prior to 
October 24, 1992, the spousal annuity 
or unitrust interest may qualify under 
§2S.2523(f)-(I)(c)(3) as a qualifying 
income interest for life. 

§25.2523(h)-1 Denial of double 
deduction. 

The value of an interest in property 
may not be deducted for Federal gift 
tax purposes more than once with 
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respect to the same donor. For exam
ple, assume that D, a donor, transferred 
a life estate in a farm to D's spouse, S, 
with a remainder to charity and that D 
elects to treat the property as qualified 
terminable interest property. The entire 
value of the property is deductible 
under section 2523(0. No part of the 
value of the property qualifies for a 
charitable deduction under section 2522 
for gift tax purposes. 

§25.2523(h)-2 Effective Dates. 

Except as specifically provided, in 
§ §25 .2523(e )-1 (c )(3), 25.2523(f)
l(c)(3), and 25.2523(g)-I(b), the provi
sions of §§25.2523(e)-I(c), 25.2523(0-
I, 25.2523(g)-I, and 25.2523(h)-1 are 
effective with respect to gifts made 
after March 1, 1994. With respect to 
gifts made on or before such date, 
donors may rely on any reasonable 
interpretation of the statutory provi
sions. For these purposes, the provi
sions of §§25.2523(e)-I(c), 25.2523(0-
I, 25.2523(g)-I, and 25.2523(h)-I, (as 
well as project LR-211-76, 1984-1 
C.B., page 598, see §601.601(d)(2)(ii)
(b) of this chapter), are considered a 
reasonable interpretation of the statu
tory provisions. 

Par. 37. Section 25.6019-1 is 
amended as follows: 

a. Paragraphs (a) and (b) are revised. 

b. Paragraphs (c) and (d) are re
designated paragraphs (g) and (h). 

c. New paragraphs (c) through (0 
are added. 

d. The revisions and additions read 
as follows: 

§25.6019-1 Persons required to file 
returns. 

(a) Gifts made after December 31, 
1981. Subject to section 2523(i)(2), an 
individual citizen or resident of the 
United States who in any calendar year 
beginning after December 31, 1981, 
makes any transfer by gift other than a 
transfer that, under section 2503(b) or 
(e) (relating, respectively, to certain 
gifts of $10,000 per donee and the 
exclusion for payment of certain educa
tional and medical expenses), is not 
included in the total amount of gifts for 
that year, or a transfer of an interest 
with respect to which a marital deduc
tion is allowed for the value of the 
entire interest under section 2523 (other 
than a marital deduction allowed by 
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reason of section 2523(0, regarding 
qualified terminable interest property 
for which a return must be filed in 
order to make the election under that 
section), must file a gift tax return on 
Form 709 for that calendar year. 

(b) Gifts made after December 31, 
1976, and before January 1, 1982. An 
individual citizen or resident of the 
United States who makes a transfer by 
gift within any calendar year beginning 
after December 31, 1976, and before 
January 1, 1982, must file a gift tax 
return on Form' 709 for any calendar 
quarter in which the sum of the taxable 
gifts made during that calendar quarter, 
plus all other taxable gifts made during 
the year (for which a return has not yet 
been required to be filed), exceeds 
$25,000. If the aggregate transfers 
made in a calendar year after 1976 and 
before 1982 that must be reported do 
not exceed $25,000, only one return 
must be filed for the calendar year and 
it must be filed by the due date for a 
fourth quarter gift tax return (April 15). 

(c) Gifts made after December 31, 
1970, and before January 1, 1977. An 
individual citizen or resident of the 
United States who makes a transfer by 
gift within any calendar year beginning 
after December 31, 1970, and before 
January 1, 1977, must file a gift tax 
return on Form 709 for the calendar 
quarter in which any portion of the 
value of the gift, or any portion of the 
sum of the values of the gifts to such 
donee during that calendar year, is not 
excluded from the total amount of 
taxable gifts for that year, and must 
also make a return for any subsequent 
quarter within the same taxable year in 
which any additional gift is made to 
the same donee. 

(d) Gifts by nonresident alien do
nors. The rules contained in paragraphs 
(a) through (c) of this section also 
apply to a nonresident not a citizen of 
the United States provided that, under 
section 2501(a)(l) and §25.2511-3, the 
transfer is subject to the gift tax. 

(e) Miscellaneous provisions. Only 
individuals are required to file returns 
and not trusts, estates, partnerships, or 
corporations. Duplicate copies of the 
return are not required to be filed. See 
§§25.6075-1 and 25.6091-1 for the 
time and place for filing the gift tax 
return. For delinquency penalties for 
failure to file or pay the tax, see 
section 6651 and § 301.6651-1 of this 
chapter (Procedure and Administration 
Regulations). For criminal penalties for 

failure to file a return and filing a false 
or fraudulent return, see sections 7203, 
7206, and 7207. 

(0 Return required even if no tax 
due. The return is required even 
though, because of the deduction au
thorized by section 2522 (charitable 
deduction) or the unified credit under 
section 2505, no tax may be payable on 
the transfer. 

* * * * * * 
Par. 38. Section 25.6019-2 is revised 

to read as follows: 

§25.6019-2 Returns required in case 
of consent under section 2513. 

Except as otherwise provided in this 
section, the provisions of §25.6019-1 
(other than paragraph (d) of §25.6019-
I) apply with respect to the filing of a 
gift tax return or returns in the case of 
a husband and wife who consent (see 
§25.2513-l) to the application of sec
tion 2513. If both spouses are (without 
regard to the provisions of section 
2513) required under the provisions of 
§25.6019-1 to file returns, returns must 
be filed by both spouses. If only one of 
the consenting spouses is (without 
regard to the provisions of section 
2513) required under §25.6019-1 to 
file a return, a return must be filed by 
that spouse. In the latter case if, after 
giving effect to the provisions of 
section 2513, the other spouse is 
considered to have made a gift not 
excluded from the total amount of such 
other spouse's gifts for the taxable year 
by reason of section 2503(b) or (e) 
(relating, respectively, to certain gifts 
of $10,000 per donee and the exclusion 
for certain educational or medical 
expenses), a return must also be filed 
by such other spouse. Thus, if during a 
calendar year beginning after December 
31, 1981, the first spouse made a gift 
of $18,000 to a child (the gift not being 
either a future interest in property or an 
amount excluded under section 
2503(e» and the other spouse made no 
gifts, only the first spouse is required 
to file a return for that calendar year. 
However, if the other spouse had made 
a gift in excess of $2,000 to the same 
child during the same calendar year or 
if the gift made by the first spouse had 
amounted to $21,000, each spouse 
would be required to file a return if the 
consent is signified as provided in 
section 2513. 

Par. 39. Section 25.6019-3 is 
amended as follows: 



a. The first sentence in paragraph (a) 
is revised. 

b. The second sentence in paragraph 
(b) is revised. 

c. The revisions read as follows: 

§25.60I9-3 Contents of return. 

(a) In general. The return must set 
forth each gift made during the calen
dar year (or calendar quarter with 
respect to gifts made after December 
31, 1970, and before January 1, 1982) 
that under sections 2511 through 2515 
is to be included in computing taxable 
gifts; the deductions claimed and al
lowable under sections 2521 through 
2524; and the taxable gifts made for 
each of the preceding reporting periods. 
*** 

(b) * * * In any case where a husband 
and wife enter into a written agreement 
of the type contemplated by section 
2516 and the final decree of divorce is 
not granted on or before the due date 
for the filing of a gift tax return for the 
calendar year (or calendar quarter with 
respect to periods beginning after De
cember 31, 1970, and ending before 
January 1, 1982) in which the agree
ment became effective (see §25.6075-
1), then, except to the extent §25.6019-
1 provides otherwise, the transfer must 
be disclosed by the transferor upon a 
gift tax return filed for the calendar 
year (or calendar quarter) in which the 
agreement becomes effective, and a 
copy of the agreement must be attached 
to the return. *** 

Par. 40. Section §25.6019-4 is 
amended by revising the first sentence 
to read as follows: 

§25.60I9-4 Description of property 
listed in return. 

The properties comprising the gifts 
made during the calendar year (or 
calendar quarter with respect to gifts 
made after December 31, 1970, and 
before January 1, 1982) must be listed 
on the return and described in a manner 
that they may be readily identified. *** 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 41. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 42. Section 602.101(c) is 
amended by adding two entries in nu
merical order 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 

* * * * * * 

20.2056(b)-7 ............ 1545-0015 

* * * * * * 

25.2523(f)-1 ............ 1545-0015 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 7, 1994. 

Leslie Samuels, 
Assistant Secretary of the 

Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
February 28, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 1, 
1994, 59 F.R. 9642) 

Part IV.-Taxable Estate 

Section 2055.-Transfers for Public, 
Charitable, and Religious Uses 

26 CFR 20.2055-2: Transfers not exclusively 
for charitable purposes. 

If a taxpayer transfers property to a new 
pooled income fund that has been in existence 
for less than 3 taxable years, what deemed rate 
of return is used to value the remainder interest? 
See Rev. Rul. 94-41, page 181. 

Chapter 12.-Gift Tax 
Subchapter C.-Deductions 

Section 2522.-Charitable and 
Similar Gifts 

26 CFR 25.2522(c)-3: Transfers not 
exclusively for charitable. etc., purposes in the 
case of gifts made after July 31, 1969. 

If a taxpayer transfers property to a new 
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pooled income fund that has been in existence 
for less than 3 taxable years. what deemed rate 
of return is used to value the remainder interest? 
See Rev. Rul. 94-41, page 181. 

Chapter 14.-Special Valuation Rules 

Section 2701.-Special Valuation 
Rules in Case of Transfers of Certain 
Interests in Corporations or 
Partnerships 

26 CFR 25.2701-1: Special valuation rules in 
the case of transfers of certain interests in 
corporations and partnerships. 

T.D. 8536 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 25 and 602 

Adjustments Under Special Valuation 
Rules 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations providing for an ad
justment in computing the Federal 
estate or gift tax imposed on the 
transfer of interests to which the 
special valuation rules of section 2701 
of the Internal Revenue Code pre
viously applied. This document also 
contains a technical amendment to the 
final regulations under section 2702 
pertaining to short taxable years of 
trusts. Changes to the applicable law 
were made by the Omnibus Budget 
Reconciliation Act of 1990 (the 1990 
Act). The final regulations provide 
needed guidance for taxpayers to com
ply with the 1990 Act. 

EFFECTIVE DATE: May 4, 1994. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection-of-information re
quirements contained in the final reg
ulations under sections 2701(e)(6) and 
2702 have been reviewed and approved 
by the Office of Management and 
Budget in accordance with the require-
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ments of the Paperwork Reduction Act 
(44 U.S.c. 3504(h» under control 
number 1545-1273. The estimated 
average annual burden per recordkeeper 
attributable to these final regulations is 
two minutes. The estimated average 
annual burden per respondent attributa
ble to these final regulations is ten 
minutes. 

These estimates approximate the 
average time expected to be necessary 
for the collection of information. They 
are based upon the information avail
able to the IRS and do not include an 
estimate of annual burden per rec
ordkeeper applicable to Forms 706 and 
709. Individual respondents and rec
ordkeepers 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 sent 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, PC:FP, 
Washington, D.C. 20224, and 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. 20S03. 

Background 

Proposed regulations 

Proposed §2S.2701-S (relating to 
adjustments to mitigate double taxa
tion) was published in the Federal 
Register on February 4, 1992 [PS-30-
91, 1992-1 C.B. 1239]. This document 
adopts final regulations under 
§2S.2701-S. 

Mitigation of effects of double 
taxation 

Section 2701 of the Internal Revenue 
Code (Code) provides special valuation 
rules to determine the amount of the 
gift when an individual transfers an 
equity interest in a corporation or 
partnership to a member of the individ
ual's family. For section 2701 to apply, 
the transferor or an applicable family 
member must, immediately after the 
transfer, hold an equity interest having 
liquidation rights or distribution rights 
that are preferential to the rights of the 
transferred interest (an applicable re
tained interest). 

If section 2701 applies to a transfer, 
the amount of the transferor's gift is 
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determined using a subtraction method 
of valuation. Generally, in determining 
the value of any applicable retained 
interest held by the transferor or an 
applicable family member, liquidation 
rights and certain distribution rights in 
a controlled ~?tity are valued at zero. 

Section 270l(e)(6) provides that if 
there is a subsequent transfer or inclu
sion in the gross estate of any applica
ble retained interest that was valued 
under the rules of section 2701, appro
priate adjustments are to be made, 
pursuant to regulations, to reflect the 
increase in the amount of any prior 
taxable gift made by the transferor or 
decedent by reason of such valuation. 

The proposed regulations mitigate 
the effect of double taxation through a 
reduction to a decedent's adjusted 
taxable gifts. In general, the amount of 
the reduction is the lesser of: (1) the 
amount by which the transferor's tax
able gifts were increased as a result of 
the application of section 2701 to the 
initial transfer, or (2) the amount by 
which the individual's taxable transfers 
were increased as a result of not ap
plying the valuation rules of section 
2701 upon the subsequent transfer of 
the applicable retained interest. 

Under certain circumstances, the pro
posed regulations provide that the 
transferor's spouse is treated as the 
transferor for purposes of making the 
adjustment. However, because a trans
feror will often acquire (by gift, inheri
tance, or purchase) an applicable re
tained interest initially held by an 
applicable family member and because 
of the administrative complexity inher
ent in allowing assignability of the 
adjustment between the transferor and 
any other applicable family member, 
the proposed regulations do not provide 
for an adjustment by any individual 
other than the transferor or the trans
feror's spouse. 

Potential for loss of benefit 

One commentator argued that some 
taxpayers will be deprived of the 
benefit of the adjustment if it is not: 
(1) available for lifetime transfers, and 
(2) freely assignable to all applicable 
family members. In response to this 
comment, the final regulations adopt a 
rule generally allowing the adjustment 
in the computation of the transferor's 
gift tax if either the transferor or an 
applicable family member transfers an 
applicable retained interest to or for the 

benefit of an individual other than the 
transferor or an applicable family 
member. 

In addition, if the applicable retained 
interest has not been so transferred 
prior to the death of the transferor, the 
executor of the transferor's estate is 
entitled to make the adjustment in 
computing the transferor's estate tax 
provided that the executor can demon
strate the fair market value of the 
applicable retained interest as of the 
date of death of the transferor. 

However, after carefully considering 
the merits of a freely assignable 
adjustment, the IRS and the Treasury 
have determined that in light of the 
relief otherwise provided, the admin
istrative complexity involved in track
ing the adjustment would far outweigh 
the additional benefit that would be 
gained therefrom. 

"Purge" method 

One commentator argued that double 
taxation is avoided only if the adjust
ment produces no greater tax than 
would be produced if the initial transfer 
had not been made (and the value of 
the entity did not change prior to the 
transferor's death). In the view of this 
commentator, section 2701 requires 
prepayment of transfer tax as the 
"cost" of a corporate or partnership 
freeze. Under this view, the section 
2701(e)(6) adjustment would be accom
plished through a mechanism whereby 
the transferor's transfer tax base is 
"purged" of the effect of section 2701. 

The final regulations continue the 
approach of the proposed regulations in 
that they provide the same relief as that 
advocated above except in those cases 
where the retained interest declines in 
value between the date of the initial 
transfer and the date of the subsequent 
transfer. Because a reduction in the 
value of the entity may occur as the 
result of indirect (hard to detect) 
transfers to younger generations, the 
IRS and the Treasury believe that 
adoption of the purge method is 
inconsistent with the purpose of section 
2701 and would perpetuate the abuses 
Congress sought to eliminate. 

Split gifts 

The proposed regulations provide 
that the effects of section 2S13 (per
taining to gift splitting between 
spouses) are to be ignored in making 



the adjustment under section 2701(e)
(6). One commentator argued that part 
of the adjustment could be lost depend
ing upon which spouse died first. In 
response to this comment, the final 
regulations provide adjustments for 
split gifts that are generally consistent 
with the principles of section 2001(d) 
and (e) (pertaining to the treatment of 
split gifts in the computation of the 
estate tax). 

Transfers to spouse 

Under the proposed regulations, the 
transfer of an applicable retained inter
est to the transferor's spouse results in 
the automatic assignment of the adjust
ment to the spouse. One commentator 
argued that this automatic assignment 
will result in loss of the adjustment if 
the spouse has not made sufficient 
prior gifts. Under the final regulations, 
the adjustment is not assigned to the 
spouse but, instead, is generally avail
able to the transferor or the executor of 
the transferor's estate. 

Effect on prior section 2701 transfers 

The final regulations are effective 
with respect to section 2701 interests 
transferred after May 4, 1994. For 
section 2701 transfers occurring on or 
before May 4, 1994, taxpayers may 
rely on the final regulations, the 
previously proposed regulations or any 
other reasonable interpretation of the 
statute. 

Final regulations under section 2702 

The final regulations contain a tech
nical amendment to the regulations 
under section 2702 pertaining to the 
governing instrument requirements for 
qualified interests under section 2702. 
The amendment, pertaining to the 
treatment of short taxable years, sim
plifies the valuation of an annuity or 
unitrust interest by eliminating the need 
to pro-rate the first year's payment in 
the case of a short taxable year. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, regulatory assess
ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedures Act (5 

U.S.C. chapter 5) 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 rulemak
ing preceding these regulations was 
submitted to the Small Business Ad
ministration for comment on its impact 
on small business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 25 and 
602 are amended as follows: 

PART 25-GIFT TAX; GIFTS 
MADE AFTER DECEMBER 31, 
1954 

Paragraph I. The authority citation 
for part 25 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 25.2701-5 also issued under 26 
U.S.C. 2701(e)(6). *** 

Par. 2. In §25.2701-0, table of 
contents entries are added under 
§25.2701-5 to read as follows: 

§25.2701-0 Table of contents. 

* * * * * * 

§25.2701-5 Adjustments to mitigate 
double taxation. 

(a) Reduction of transfer tax base. 
(1 ) In general. 
(2) Federal gift tax modification. 
(3) Federal estate tax modification. 
(4) Section 2701 interest. 
(b) Amount of reduction. 
(c) Duplicated amount. 
(1) In general. 
(2) Transfer tax value-in general. 
(3) Special transfer tax value rules. 
(d) Examples. 
(e) Computation of reduction if initial 

transfer is split under section 2513. 
(1 ) In general. 
(2) Transfers during joint lives. 
(3) Transfers at or after death of either 

spouse. 
(f) Examples. 
(g) Double taxation otherwise avoided. 
(h) Effective date. 

* * * * * * 

Par. 3. In §25.2701-1, paragraph 

Section 2701 

(a)(l) is amended by adding a sentence 
at the end to read as follows: 

§25.2701-1 Special valuation rules in 
the case of transfers of certain 
interests in corporations and 
partnerships. 

(a) *** (1) *** Section 25.2701-5 
provides an adjustment to mitigate the 
effects of double taxation when an 
applicable retained interest is subse
quently transferred. 

* * * * * * 

Par. 4. Text is added to §25.2701-5 
to read as follows: 

§25.2701-5 Adjustments to mitigate 
double taxation. 

(a) Reduction of transfer tax base
(1) In general. This section provides 
rules under which an individual (the 
initial transferor) making a transfer 
subject to section 2701 (the initial 
transfer) is entitled to reduce his or her 
taxable gifts or adjusted taxable gifts 
(the reduction). The amount of the 
reduction is determined under para
graph (b) of this section. See paragraph 
(e) of this section if section 2513 (split 
gifts) applied to the initial transfer. 

(2) Federal gift tax modification. If, 
during the lifetime of the initial trans
feror, the holder of a section 2701 
interest (as defined in paragraph (a)(4) 
of this section) transfers the interest to 
or for the benefit of an individual other 
than the initial transferor or an applica
ble family member of the initial trans
feror in a transfer subject to Federal 
estate or gift tax, the initial transferor 
may reduce the amount on which the 
initial transferor's tentative tax is com
puted under section 2502(a). The re
duction is first applied on any gift tax 
return required to be filed for the 
calendar year in which the section 2701 
interest is transferred; any excess re
duction is carried forward and applied 
in each succeeding calendar year until 
the reduction is exhausted. The amount 
of the reduction that is used in a 
calendar year is the amount of the 
initial transferor's taxable gifts for that 
~year. Any excess reduction remaining 
at the death of the initial transferor 
may be applied by the executor of the 
initial transferor's estate as provided 
under paragraph (a)(3) of this section. 
See paragraph (a)( 4) of this section for 
the definition of a section 2701 inter-
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est. See §2S.2701-6 for rules relating 
to indirect ownership of equity interests 
transferred to trusts and other entities. 

(3) Federal estate tax modification. 
Except as otherwise provided in this 
paragraph (a)(3), in determining the 
Federal estate tax with respect to an 
initial transferor, the executor of the 
initial transferor's estate may reduce 
the amount on which the decedent's 
tentative tax is computed under section 
200 I (b) (or section 210 I (b» by the 
amount of the reduction (including any 
excess reduction carried forward under 
paragraph (a)(2) of this section). The 
amount of the reduction under this 
paragraph (a)(3) is limited to the 
amount that results in zero Federal 
estate tax with respect to the estate of 
the initial transferor. 

(4) Section 2701 interest. A section 
2701 interest is an applicable retained 
interest that was valued using the 
special valuation rules of section 2701 
at the time of the initial transfer. 
However, an interest is a section 2701 
interest only to the extent the transfer 
of that interest effectively reduces the 
aggregate ownership of such class of 
interest by the initial transferor and 
applicable family members of the ini
tial transferor below that held by such 
persons at the time of the initial 
transfer (or the remaining portion 
thereof). 

(b) Amount of reduction. Except as 
otherwise provided in paragraphs 
(c)(3)(iv) (pertaining to transfers of 
partial interests) and (e) (pertaining to 
initial split gifts) of this section, the 
amount of the reduction is the lesser 
of-

(1) The amount by which the initial 
transferor's taxable gifts were increased 
as a result of the application of section 
2701 to the initial transfer; or 

(2) The amount (determined under 
paragraph (c) of this section) duplicated 
in the transfer tax base at the time of 
the transfer of the section 2701 interest 
(the duplicated amount). 

(c) Duplicated amount-(l) In gen
eral. The duplicated amount is the 
amount by which the transfer tax value 
of the section 2701 interest at the time 
of the subsequent transfer exceeds the 
value of that interest determined under 
section 2701 at the time of the initial 
transfer. If, at the time of the initial 
transfer, the amount allocated to the 
transferred interest under §25.2701-
3(b)(3) (Step 3 of the valuation meth
odology) is less than the entire amount 
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available for allocation at that time, the 
duplicated amount is a fraction of the 
amount described in the preceding 
sentence. The numerator of the fraction 
is the amount allocated to the trans
ferred interest at the time of the initial 
transfer (pursuant to §25.2701-3(b)(3» 
and the denominator of the fraction is 
the amount available for allocation at 
the time of the initial transfer (deter
mined after application of §2S.2701-
3(b)(2». 

(2) Transfer tax value-in general. 
Except as provided in paragraph (c)(3) 
of this section, for purposes of para
graph (c)(1) of this section the transfer 
tax value of a section 2701 interest is 
the value of that interest as finally 
determined for Federal transfer tax 
purposes under chapter liar chapter 
12, as the case may be (including the 
right to receive any distributions 
thereon (other than qualified pay
ments», reduced by the amount of any 
deduction allowed with respect to the 
section 2701 interest to the extent that 
the deduction would not have been 
allowed if the section 2701 interest 
were not included in the transferor's 
total amount of gifts for the calendar 
year or the transferor's gross estate, as 
the case may be. Rules similar to the 
rules of section 691(c)(2)(C) are appli
cable to determine the extent that a 
deduction would not be allowed if the 
section 2701 interest were not so 
included. 

(3) Special transfer tax value 
rules-(i) Transfers for consideration. 
Except as provided in paragraph (c )(3)
(iii) of this section, if, during the life of 
the initial transferor, a section 2701 
interest is transferred to or for the 
benefit of an individual other than the 
initial transferor or an applicable family 
member of the initial transferor for 
consideration in money or money's 
worth, or in a transfer that is treated as 
a transfer for consideration in money or 
money's worth, the transfer of the 
section 2701 interest is deemed to 
occur at the death of the initial 
transferor. In this case, the estate of the 
initial transferor is entitled to a reduc
tion in the same manner as if the initial 
transferor's gross estate included a 
section 2701 interest having a chapter 
11 value equal to the amount of con
sideration in money or money's worth 
received in the exchange (determined 
as of the time of the exchange). 

(ii) Interests held by applicable fam
ily members at date of initial trans-

feror's death. If a section 2701 interest 
in existence on the date of the initial 
transferor's death is held by an applica
ble family member and, therefore, is 
not included in the gross estate of the 
initial transferor, the section 2701 
interest is deemed to be transferred at 
the death of the initial transferor to or 
for the benefit of an individual other 
than the initial transferor or an applica
ble family member of the initial trans
feror. In this case, the transfer tax 
value of that interest is the value that 
the executor of the initial transferor's 
estate can demonstrate would be deter
mined under chapter 12 if the interest 
were transferred immediately prior to 
the death of the initial transferor. 

(iii) Nonrecognition transactions. If 
an individual exchanges a section 2701 
interest in a nonrecognition transaction 
(within the meaning of section 7701(a)
(45», the exchange is not treated as a 
transfer of a section 2701 interest and 
the transfer tax value of that interest is 
determined as if the interest received in 
exchange is the section 2701 interest. 

(iv) Transfer of less than the entire 
section 2701 interest. If a transfer is a 
transfer of less than the entire section 
2701 interest, the amount of the reduc
tion under paragraph (a)(2) or (a)(3) of 
this section is reduced proportionately. 

(v) Multiple classes of section 2701 
interest. For purposes of paragraph (b) 
of this section, if more than one class 
of section 2701 interest exists, the 
amount of the reduction is determined 
separately with respect to each such 
class. 

(vi) Multiple initial transfers. If an 
initial transferor has made more than 
one initial transfer, the amount of the 
reduction with respect to any section 
2701 interest is the sum of the 
reductions computed under paragraph 
(b) of this section with respect to each 
such initial transfer. 

(d) Examples. The following exam
ples illustrate the provisions of para
graphs (a) through (c) of this section. 

Facts. (I) In general. (i) P, an individual, 
holds 1,500 shares of $1,000 par value preferred 
stock of X corporation (bearing an annual non
cumulative dividend of $100 per share that may 
be put to X at any time for par value) and 1,000 
shares of voting common stock of X. There is no 
other outstanding common stock of X. 

(ii) On January IS, 1991, when the aggregate 
fair market value of the preferred stock is 
$1,500,000 and the aggregate fair market value 
of the common stock is $500,000, P transfers 
common stock to P's child. The fair market 
value of P's interest in X (common and 



preferred) immediately prior to the transfer is 
$2,000,000, and the section 2701 value of the 
preferred stock (the section 2701 interest) is 
zero. Neither P nor P's spouse, S, made gifts 
prior to 1991. 

(2) Additional facts applicable to Examples 1 
through 3. P's transfer consists of all 1,000 
shares of P's common stock. With respect to the 
initial transfer, the amount remaining after Step 2 
of the subtraction method of §25.2701-3 is 
$2,000,000 ($2,000,000 minus zero), all of which 
is allocated to the transferred stock. p's aggre
gate taxable gifts for 1991 (including the section 
2701 transfer) equal $2,500,000. 

(3) Additional facts applicable to Examples 4 
and 5. P's initial transfer consists of one-half of 
P's common stock. With respect to the initial 
transfer in this case, only $1 ,000,000 (one-half of 
the amount remaining after Step 2 of the sub
traction method of §25.2701-3) is allocated to 
the transferred stock. P's aggregate taxable gifts 
for 1991 (the section 2701 transfer and P's other 
transfers) equal $2,500,000. 

Example 1. Inter vivos transfer of entire 
section 2701 interest. (i) On October I, 1994, at 
a time when the value of P's preferred stock is 
$1,400,000, P transfers all of the preferred stock 
to P's child. In computing P's 1994 gift tax, P, 
as the initial transferor, is entitled to reduce the 
amount on which P's tentative tax is computed 
under section 2502(a) by $1,400,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the lesser 
of $1,500,000 (the amount by which the initial 
transferor's taxable gifts were increased as a 
result of the application of section 270 I to the 
initial transfer) or $1,400,000 (the duplicated 
amount). The duplicated amount is 100 percent 
(the portion of the section 270 I interest subse
quently transferred) times $1,400,000 (the 
amount by which the gift tax value of the 
preferred stock ($1,400,000 at the time of the 
subsequent transfer) exceeds zero (the section 
2701 value of the preferred stock at the time of 
the initial transfer)). 

(iii) The result would be the same if the 
preferred stock had been held by P's parent, GM, 
and GM had, on October I, 1994, transferred the 
preferred stock to or for the benefit of an 
individual other than P or an applicable family 
member of P. In that case, in computing the tax 
on P's 1994 and subsequent transfers, P would 
be entitled to reduce the amount on which P's 
tentative tax is computed under section 2502(a) 
by $1,400,000. If the value of P's 1994 gifts is 
less than $1,400,000, P is entitled to claim the 
excess adjustment in computing the tax with 
respect to P's subsequent transfers. 

Example 2. Transfer of section 2701 interest at 
death of initial transferor. (i) P continues to hold 
the preferred stock until P's death. The chapter 
11 value of the preferred stock at the date of P's 
death is the same as the fair market value of the 
preferred stock at the time of the initial transfer. 
In computing the Federal estate tax with respect 
to P's estate, P's executor is entitled to a 
reduction of $1,500,000 under paragraph (a)(3) 
of this section. 

(ii) The result would be the same if P had 
sold the preferred stock to any individual other 
than an applicable family member at a time when 
the value of the preferred stock was $1,500,000. 
In that case, the amount of the reduction is 
computed as if the preferred stock were included 
in p's gross estate at a fair market value equal to 
the sales price. If the value of p's taxable estate 

is less than $1,500,000, the amount of the 
adjustment available to P's executor is limited to 
the actual value of p's taxable estate. 

(iii) The result would also be the same if the 
preferred stock had been held by P's parent, GM, 
and at the time of P's death, GM had not 
transferred the preferred stock. 

Example 3. Transfer of after-acquired pre· 
ferred stock. On September I, 1992, P purchases 
100 shares of X preferred stock from an un
related party. On October I, 1994, P transfers 
100 shares of X preferred stock to P's child. In 
computing P's 1994 gift tax, P is not entitled to 
reduce the amount on which P's tentative tax is 
computed under section 2502(a) because the 
1994 transfer does not reduce P's preferred stock 
holding below that held at the time of the initial 
transfer. See paragraph (a)(4) of this section. 

Example 4. Inter vivos transfer of entire 
section 2701 interest. (i) On October I, 1994, at 
a time when the value of P's preferred stock is 
$1,400,000, P transfers all of the preferred stock 
to P's child. In computing P's 1994 gift tax, P, 
as the initial transferor, is entitled to reduce the 
amount on which P's tentative tax is computed 
under section 2502(a) by $700,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the lesser 
of $750,000 «$1,500,000 X .5 ($1,000,000 over 
$2,000,000» the amount by which the initial 
transferor's taxable gifts were increased as a 
result of the application of section 270 I to the 
initial transfer) or $700,000 «$1,400,000 X .5) 
the duplicated amount}. The duplicated amount is 
100 percent (the portion of the section 2701 
interest subsequently transferred) times $700,000; 
e.g., one-half (the fraction representing the 
portion of the common stock transferred in the 
initial transfer ($1,000,000/$2,000,000)) of the 
amount by which the gift tax value of the 
preferred stock at the time of the subsequent 
transfer ($1,400,000) exceeds zero (the section 
270 I value of the preferred stock at the time of 
the initial transfer). 

Example 5. Subsequent transfer of less than 
the entire section 2701 interest. On October [, 
1994, at a time when the value of P's preferred 
stock is $1,400,000, P transfers only 250 of P's 
1,000 shares of preferred stock to P's child. In 
this case, the amount of the reduction computed 
under paragraph (b) is $175,000 (one-fourth 
(25011,000) of the amount of the reduction 
available if P had transferred all 1,000 shares of 
preferred stock. 

(e) Computation of reduction if ini
tial transfer is split under section 
2513-(1) In general. If section 2513 
applies to the initial transfer (a split 
initial transfer), the special rules of this 
paragraph (e) apply. 

(2) Transfers during joint lives. If 
there is a split initial transfer and the 
corresponding section 2701 interest is 
transferred during the joint lives of the 
donor and the consenting spouse, for 
purposes of determining the reduction 
under paragraph (a)(2) of this section 
each spouse is treated as if the spouse 
was the initial transferor of one-half of 
the split initial transfer. 

(3) Transfers at or after death of 
either spouse-(i) In general. If there 
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is a split initial transfer and the 
corresponding section 2701 interest is 
transferred at or after the death of the 
first spouse to die, the reduction under 
paragraph (a)(2) or (a)(3) of this 
section is determined as if the donor 
spouse was the initial transferor of the 
entire initial transfer. 

(ii) Death of donor spouse. Except 
as provided in paragraph (e)(3)(iv) of 
this section, the executor of the estate 
of the donor spouse in a split initial 
transfer is entitled to compute the 
reduction as if the donor spouse was 
the initial transferor of the section 2701 
interest otherwise attributable to the 
consenting spouse. In this case, if the 
consenting spouse survives the donor 
spouse-

(A) The consenting spouse's aggre
gate sum of taxable gifts used in 
computing each tentative tax under 
section 2502(a) (and, therefore, ad
justed taxable gifts under section 
2001 (b)(1 )(B ) (or section 210 1 (b)(1)
(B» and the tax payable on the 
consenting spouse's prior taxable gifts 
under section 2001(b)(2) (or section 
2101(b)(2))) is reduced to eliminate the 
remaining effect of the section 2701 
interest; and 

(B) Except with respect to any ex
cess reduction carried forward under 
paragraph (a)(2) of this section, the 
consenting spouse ceases to be treated 
as the initial transferor of the section 
2701 interest. 

(iii) Death of consenting spouse. If 
the consenting spouse predeceases the 
donor spouse, except for any excess 
reduction carried forward under para
graph (a)(2) of this section, the reduc
tion with respect to any section 2701 
interest in the split initial transfer is not 
available to the estate of the consenting 
spouse (regardless of whether the inter
est is included in the consenting 
spouse's gross estate). Similarly, if the 
consenting spouse predeceases the do
nor spouse, no reduction is available to 
the consenting spouse's adjusted tax
able gifts under section 2001 (b)(1 )(B) 
(or section 210 1 (b)(1 )(B» or to the 
consenting spouse's gift tax payable 
under section 2001 (b )(2) (or section 
2101(b)(2». See paragraph (a)(2) of 
this section for rules involving transfers 
by an applicable family member during 
the life of the initial transferor. 

(iv) Additional limitation on reduc
tion. If the donor spouse (or the estate 
of the donor spouse) is treated under 
this paragraph (e) as the initial trans-
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feror of the section 2701 interest other
wise attributable to the consenting 
spouse, the amount of additional reduc
tion determined under paragraph (b) of 
this section is the amount determined 
under that paragraph with respect to the 
consenting spouse. If a reduction was 
previously available to the consenting 
spouse under this paragraph (e), the 
amount determined under this para
graph (e)(3)(iv) with respect to the 
consenting spouse is determined as if 
the consenting spouse's taxable gifts in 
the split initial transfer had been 
increased only by that portion of the 
increase that corresponds to the remain
ing portion of the section 2701 interest. 
The amount of the additional reduction 
(i.e., the amount determined with re
spect to the consenting spouse) is 
limited to the amount that results in a 
reduction in the donor spouse's Federal 
transfer tax no greater than the amount 
of the increase in the consenting 
spouse's gift tax incurred by reason of 
the section 2701 interest (or the re
maining portion thereof). 

(f) Examples. The following exam
ples illustrate the provisions of para
graph (e) of this section. The examples 
assume the facts set out in this 
paragraph (f). 

Facts. (I) In each example assume that P, an 
individual, holds 1,500 shares of $1,000 par 
value preferred stock of X corporation (bearing 
an annual noncumulative dividend of $100 per 
share that may be put to X at any time for par 
value) and 1,000 shares of voting common stock 
of X. There is no other outstanding stock of X. 
The annual exclusion under section 2503 is not 
alIowable with respect to any gift. 

(2) On January 15, 1991, when the aggregate 
fair market value of the preferred stock is 
$1,500,000 and the aggregate fair market value 
of the common stock is $500,000, P transfers alI 
1,000 shares of the common stock to P's child. 
Section 2701 applies to the initial transfer 
because P transferred an equity interest (the 
common stock) to a member of P's family and 
immediately thereafter held an applicable re
tained interest (the preferred stock). The fair 
market value of P's interest in X immediately 
prior to the transfer is $2,000,000 and the section 
2701 value of the preferred stock (the section 
270 I interest) is zero. With respect to the initial 
transfer, the amount remaining after Step 2 of 
the subtraction method of §25.2701-3 was 
$2,000,000 ($2,000,000 minus zero), all of which 
is aIlocated to the transferred stock. P had made 
no gifts prior to 1991. The sum of P's aggregate 
taxable gifts for the calendar year 1991 (includ
ing the section 2701 transfer) is $2,500,000. P's 
spouse, S, made no gifts prior to 1991. 

(3) P and S elected pursuant to section 2513 
to treat one- half of their 1991 gifts as having 
been made by each spouse. Without the applica
tion of section 2701, P and S's aggregate gifts 
would have been $500,000 and each spouse 
would have paid no gift tax because of the 
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application of the unified credit under section 
2505. However, because of the application of 
section 2701, both P and S are each treated as 
the initial transferor of aggregate taxable gifts in 
the amount of $1,250,000 and, after the applica
tion of the unified credit under section 2505, 
each paid $255,500 in gift tax with respect to 
their 1991 transfers. On October I, 1994, at a 
time when the value of the preferred stock is the 
same as at the time of the initial transfer, P 
transfers the preferred stock (the section 270 I 
interest) to P's child. 

Example 1. Inter vivos transfer of entire 
section 2701 interest. P transfers alI of the 
preferred stock to P's child. P and S are each 
entitled to a reduction of $750,000 in computing 
their 1994 gift tax. P is entitled to the reduction 
because P subsequently transferred the one-half 
share of the section 2701 interest as to which P 
was the initial transferor to an individual who 
was not an applicable family member of P. S is 
entitled to the reduction because P, an applicable 
family member with respect to S, transferred the 
one-half share of the section 2701 interest as to 
which S was the initial transferor to an in
dividual other than S or an applicable family 
member of S. S may claim the reduction against 
S's 1994 gifts. If S's 1994 taxable gifts are less 
than $750,000, S may claim the remaining 
amount of the reduction against S' s next 
succeeding lifetime transfers. 

Example 2. Inter vivos transfer of portion of 
section 2701 interest. P transfers one-fourth of 
the preferred stock to P's child. In this case, P 
and S are each entitled to a reduction of 
$187,500, the corresponding portion of the 
reduction otherwise available to each spouse 
(one-fourth of $750,000). 

Example 3. Transfer at death of donor spouse. 
p, the donor spouse in the section 2513 election, 
dies on October 1, 1994, while holding all of the 
preferred stock. The executor of P's estate is 
entitled to a reduction in the computation of the 
tentative tax under section 2001(b). Since no 
reduction had been previously available with 
respect to the section 2701 interest, P's estate is 
entitled to a fuIl reduction of $750,000 with 
respect to the one-half share of the preferred 
stock as to which P was the initial transferor. In 
addition, P's estate is entitled to an additional 
reduction of up to $750,000 for the remaining 
section 2701 interest as to which S was the 
initial transferor. The reduction for the consent
ing spouse's remaining section 2701 interest is 
limited to that amount that wiIl produce a tax 
saving in P's Federal estate tax of $255,500, the 
amount of gift tax incurred by S by reason of the 
application of section 2701 to the split initial 
transfer. 

Example 4. Transfer after death of donor 
spouse. The facts are the same as in Example 3, 
except that S acquires the preferred stock from 
P's estate and subsequently transfers the pre
ferred stock to S' schild. S is not entitled to a 
reduction because S ceased to be an initial 
transferor upon P's death (and S's prior taxable 
gifts were automatically adjusted at that time to 
the level that would have existed had the split 
initial transfer not been subject to section 2701). 

Example 5. Death of donor spouse after inter 
vivos transfer. (i) P transfers one-fourth of the 
preferred stock to p's child. In this case, P and S 
are each entitled to a reduction of $187,500, the 
corresponding portion of the reduction otherwise 
available to each spouse (one-fourth of 
$750,000). S may claim the reduction against S's 
1994 or subsequent transfers. P dies on Novem
ber I, 1994. 

(ii) P's executor is entitled to include, in 
computing the reduction availa~le to ~'s es~ate, 
the remaining reduction to which P IS entitled 
and an additional amount of up to $562,500 
($750,000 minus $187,500, the amount of the 
remaining reduction attributable to the consent· 
ing spouse determined immediately prior to P's 
death). The amount of additional reduction 
available to P's estate cannot exceed the amount 
that will reduce P's estate tax by $178,625, the 
amount that S' s 1991 gift tax would have been 
increased if the application of section 2701 had 
increased S's taxable gifts by only $562,500 
($750,000 - $187,500). 

(g) Double taxation otherwise 
avoided. No reduction is available 
under this section if-

(1) Double taxation is otherwise 
avoided in the computation of the 
estate tax under section 2001 (or 
section 2101); or 

(2) A reduction was previously taken 
under the provisions of section 2701-
(e)(6) with respect to the same section 
2701 interest and the same initial 
transfer. 

(h) Effective date. This section is 
effective for transfers of section 2701 
interests after May 4, 1994. If the 
transfer of a section 2701 interest 
occurred on or before May 4, 1994, the 
initial transferor may rely on either this 
section, project PS-30-91 (1991-2 
C.B. 1118, and 1992-1 C.B. 1239 (see 
§601.601(d)(2)(ii)(b) of this chapter» 
or any other reasonable interpretation 
of the statute. 

Par. 5. Section 25.2702-3 is 
amended as follows: 

1. A sentence is added to the end of 
paragraph (b)(3). 

2. A sentence is added to the end of 
paragraph (c)(3). 

3. The additions read as follows: 

§25.2702-3 Qualified interests. 

* * * * * * 

(b) *** 
(3) *** Solely for purposes of this 

paragraph (b), the governing instrument 
meets the requirements of this section 
with respect to short taxable years, if 
any, and the last taxable year of the 
term if the governing instrument pro
vides that the fixed amount or a pro
rata portion thereof must be payable for 
the final short period of the annuity 
interest. 

* * * * * * 
(c) *** 



(3) *** Solely for purposes of this 
paragraph (c), the governing instrument 
meets the requirements of this section 
with respect to short taxable years, if 
any, and the last taxable year of the 
term if the governing instrument 
provides that the fixed amount or a 
pro-rata portion thereof must be pay
able for the final short period of the 
unitrust interest. 

* * * * * * 
PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

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

Authority: 26 U.S.c. 7805 

Par. 7. The table in §602.1O 1 (c) is 
amended by adding the following cita
tion in numerical order to read as 
follows: 

25.2701-5 ................ 1545-1273 

Michael P. Dolan, 
Acting Commissioner 

of Internal Revenue. 

Approved April 18, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
May 4, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 5, 1994, 
59 F.R. 23152) 

Subtitle C.-Employment Taxes 
Chapter 22.-Railroad Retirement Tax Act 
Subchapter B.-Tax on Employee Representatives 

Section 3211.-Rate of Tax 

26 CFR 31.3211-3: Employee representative 
supplemental tax. 

T.D. 8525 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 31 

Supplemental Annuity Tax-Railroad 
Retirement 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations concerning the supple
mental annuity tax under the Railroad 
Retirement Tax Act (RRT A). The regu
lations contain rules for calculating the 
work-hours subject to the tax. The 
regulations also contain a safe harbor 
that railroad employers may use to 
determine the taxable work-hours in 
lieu of calculating work-hours sepa
rately for each employee. The regula
tions provide railroad employers with 
guidance necessary to comply with the 
law and offer a simple safe-harbor 
calculation that can significantly reduce 
the burden on employers. The regula
tions affect all railroad employers and 
employee representatives. 

EFFECTIVE DATES: These regula
tions are effective for calendar years 
beginning after December 31, 1992, 
except that §31.3221-3(d) is effective 
for calendar years beginning after 
December 31, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

On May 13, 1993, the IRS published 
in the Federal Register (58 FR 28371 
[EE-9-92, 1993-1 C.B. 637]) proposed 
amendments to the Employment Tax 
Regulations (26 CFR part 31) under 
section 3221(c) of the Internal Revenue 
Code (Code), which imposes a supple
mental tax on railroad employers for 
each work-hour for which compensa
tion is paid by the employer for 
services rendered to the employer 
during a calendar quarter. 

Two written comments were received 
from the public on the proposed 
regulations, and a public hearing was 
held on August 30, 1993. After consid
eration of the written comments re
ceived and the statements made at the 
public hearing, the proposed regula
tions are adopted by this Treasury 
decision. 

Explanation of Provisions 

Retirement benefits for railroad 
employees are provided under a system 
that currently combines elements simi
lar to those under both the social 
security system and the private pension 
system. 
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In addition to Tier I benefits (similar 
to social security benefits) and Tier II 
benefits (similar to private pension 
benefits), a supplemental retirement 
annuity was established in 1966 by 
Pub. L. 89-699 (1966 Act). The benefit 
provisions are administered by the 
Railroad Retirement Board (Board). 

The 1966 Act established a program 
to be administered by the Board for the 
payment of supplemental annuities for 
career railroad employees. The pro
gram, which was required to be self
financing, was to be financed sepa
rately from the regular railroad retire
ment program by imposing on railroad 
employers an excise tax under section 
3221(c) of the Code. The rate was 
originally set at 2 cents for each work
hour of employment. In 1970, Pub. L. 
91-215 replaced the 2-cent rate with a 
rate determined quarterly by the Board 
at a level sufficient to finance the an
nuities. The rate is currently 30 cents. 

The supplemental tax is imposed on 
every employer for each work-hour for 
which compensation is paid by the 
employer for services rendered to the 
employer during a calendar quarter. 
Section 3211(b) of the Code imposes a 
similar tax on employee representa
tives. No tax is imposed on employees 
to fund the supplemental annuities. 

The only guidance previously pub
lished with respect to the supplemental 
tax is in the instructions for Form CT-
1, Employer's Annual Railroad Retire
ment and Unemployment Repayment 
Tax Return. The instructions today are 
nearly identical to the instructions 25 
years ago. Nevertheless, in recent 
years, significant variations in the 
interpretation of the statutory language 
have arisen. 

Definition of Work-hours 

The final regulations, like the pro
posed regulations, do not change the 
longstanding interpretation of work
hours that was included in the instruc
tions for Form CT -1 when the supple
mental annuity tax was enacted. A 
commentator suggested that the 1970 
legislation clarified that the term is 
limited to those hours both worked and 
paid for, and recommended that the 
regulations be revised accordingly. This 
recommendation has not been adopted 
for the reasons set forth below. 

The definition of work-hours as it 
appeared in the instructions for Form 
CT -1 was not changed following the 
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1970 legislation, because the IRS be
lieved that the revised statutory lan
guage was not intended to change the 
meaning of work-hours, or to clarify its 
meaning. When the taxing provision 
was enacted in 1966, the tax was equal 
to 2 cents for each work-hour. The 
1970 legislation changed the rate from 
2 cents to a rate to be determined 
quarterly by the Board, beginning April 
1, 1970. Because the rate would no 
longer be constant, Congress changed 
the statutory language to make it clear 
that the taxing period is a calendar 
quarter and that, for purposes of the 
tax, the timing of the services, not the 
timing of the payment for the services, 
governed. 

With respect to services rendered, 
the Treasury and the IRS believe that 
Congress intended to tax those hours 
for which the employee was paid both 
to perform and not to perform services. 
If an employee is guaranteed x hours of 
work a week and is paid for x hours, 
this is the number of hours to be taxed, 
even if there are less than x hours of 
work to be performed. The Treasury 
and the Service believe that this is so 
whether the employee is expected to 
report to the work site and do no work, 
whether the employee is not expected 
to report when no work is available, or 
whether the employee is not expected 
to report when no work is available but 
is expected to be available to be called 
to work. 

The 1970 legislation did not alter the 
statutory language regarding employees 
who receive daily, weekly, or monthly 
rates of compensation. The language is 
clear that the tax applies to the number 
of hours comprehended in the rate, plus 
overtime hours. Thus, if a monthly rate 
of compensation comprehends that the 
employee is entitled to time off from 
work for holiday time, vacation time, 
and sick time, all of those hours are 
taxed, not merely the hours during 
which the employee actually performed 
services. 

Safe Harbor 

The final regulations retain a safe 
harbor method of calculating work
hours provided in the proposed regula
tions. Under the safe harbor, the 
employer counts the number of 
employees who received any compen
sation during the month and multiplies 
that figure by a "safe harbor number" 
to determine the number of work-hours 
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subject to the tax. Each individual who 
is paid compensation is counted, even 
if the individual is a part-time, tempo
rary, or seasonal employee. For pur
poses of the safe harbor count, it is 
irrelevant whether an employee actually 
performed any services for the 
employer during the month. 

The Treasury and the IRS believe 
that the safe harbor is an attractive 
method of significantly reducing ad
ministrative complexity, because the 
safe harbor will simplify calculation of 
the supplemental annuity tax. The 
Service has worked with the railroad 
industry in establishing a safe harbor 
number that will fairly and equitably 
implement the supplemental annuity tax 
provisions while providing a method of 
computing the liability that reduces the 
need to make a work-hour determina
tion on an individual-by-individual 
basis. The Treasury and the IRS 
anticipate that, for most employers, use 
of the safe harbor number will result in 
fewer taxable hours, and the Board will 
adjust the tax rate accordingly. 

The regulations provide the Commis
sioner with the authority to publish the 
safe harbor number in guidance of 
general applicability. Pursuant to this 
grant of authority, a revenue procedure 
will be published to announce the safe 
harbor number. Commentators on the 
proposed regulations, representing both 
the Class I railroads and the Class III 
railroads, suggested a safe harbor num
ber of 164. These comments have been 
taken into account in developing the 
revenue procedure. 

Retroactivity 

One commentator suggested that the 
safe harbor provision be made retroac
tive at the election of the taxpayer. 
Because the number the safe harbor 
produces is generally more favorable 
than work-hours calculated under the 
regulations, retroactive application of 
the safe harbor would, in many situa
tions, produce taxable work-hours at 
levels below those anticipated when 
prior-period tax rates were set. Also, 
retroactive application would be inequi
table because some taxpayers have 
many open tax years and others do not. 
For these reasons, the Treasury and the 
IRS have rejected any period of retro
activity and, therefore, this approach is 
not included in the final regulations. 
Thus, the safe harbor provision is 
effective for calendar years beginning 
after December 31, 1993, as proposed. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It 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(t) of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 31 is 
amended as follows: 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Paragraph 1. The authority citation 
for part 31 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 31.3211-3 is added to 

read as follows: 

§31.3211-3 Employee representative 
supplemental tax. 

See paragraphs (a), (b), and (c) of 
§31.3221-3 for rules applicable to the 
supplemental tax for each work-hour 
for which compensation is paid to an 
employee representative for services 
rendered as an employee representative. 

Par. 3. Section 31.3221-3 is added 
under the heading "Tax on Em
ployers" to read as follows: 

§31.3221-3 Supplemental tax. 

(a) lntroduction-(l) In general. 
Section 3221(c) imposes an excise tax 
on every employer, as defined in 
section 3231(a) and §31.323J(a)-I, 
with respect to individuals employed 
by the employer. The tax is imposed 
for each work-hour for which the 
employer pays compensation, as de-



fined in section 3231 (e) and 
§31.3231(e)-1, for services rendered to 
the employer during a calendar quarter. 
This §31.3221-3 provides rules for 
determining the number of taxable 
work-hours. 

(2) Overview. Paragraph (b) of this 
section defines work-hours. Paragraph 
(c) of this section demonstrates the 
calculation of work-hours. Paragraph 
(d) of this section offers a safe harbor 
calculation of work-hours for use by 
any employer in lieu of calculating the 
number of work-hours for each 
employee. 

(b) Definition of work-hours-(l) In 
general. For purposes of section 
3221(c) and this section, work-hours 
are hours for which the employee is 
compensated, whether or not the 
employee performs services. 

(i) Payments included in work-hours. 
Work-hours include regular time 
worked; overtime; time paid for vaca
tions and holidays; time allowed for 
meals; away-from-home terminal time; 
called and not used, runaround, and 
deadheading time; time for attending 
court, participating in investigations, 
and attending claim and safety meet
ings; and guaranteed time not worked. 
Work-hours also include conversion 
hours, that is, compensation converted 
into work-hours. Conversion hours may 
be derived from payment by the mile 
or by the piece. Work-hours also 
include time for which the employee is 
paid for periods of absence not due to 
sickness or accident disability, such as 
for routine medical and dental ex
aminations or for time lost. 

(ii) Payments excluded from work
hours. Certain kinds of payments are 
not subject to conversion into work
hours. These include those payments 
that are specifically excluded from 
compensation within the meaning of 
section 3231(e), such as certain sick 
pay payments (section 323 1 (e)(l)(i»; 
tips (section 3231(e)(1)(ii»; and 
amounts paid specifically (either as an 
advance, as reimbursement, or al
lowance) for traveling expenses (sec
tion 3231(e)(l)(iii». Traveling ex
penses paid under a nonaccountable 
plan are excluded from work-hours 
even though they are includible in 
compensation. See §31.3231(e)-1(a)(5). 
Also excluded from work-hours are 
amounts representing bonuses, amounts 
received pursuant to the exercise of an 
employee stock option, and all separa
tion payments or severance allowances. 

(2) Hourly compensation. Because 
the tax under section 3221 (c) is calcu
lated on the basis of work-hours, the 
number of hours for which an em
ployee receives compensation is the 
figure used to determine work-hours. In 
the case of an hourly-rated employee, 
each hour for which the employee 
receives compensation is one work
hour. 

(3) Daily, weekly, monthly compen
sation. (i) If an employee is paid by the 
day, week, month, or other period of 
time, the tax is imposed on the number 
of hours comprehended in the rate and, 
if any, the number of overtime hours 
for which additional compensation is 
paid. Thus, in the case of an office 
worker who receives an annual salary 
based on an 8-hour, 5-day-a-week work 
schedule that includes paid holidays, 
vacations, and sick time, the number of 
work-hours for one month is 174 (2088 
hours/year -;-. 12 months). 

(ii) The rule in paragraph (b )(3 )(i) of 
this section is illustrated by the follow
ing examples. 

Example 1. A, an office worker, receives an 
annual salary that is paid monthly. The salary is 
based on an 8-hour, Monday through Friday 
work schedule. A is not paid for overtime hours. 
A is not expected to work on holidays, during 
A's annual vacation, or during periods that A is 
ill. The number of work-hours for one month is 
174 (2088 hours/year -;- 12 months). This figure 
remains constant, even though some months have 
more workdays than others. 

Example 2. B is paid a stated amount for each 
day B works, regardless of the number of hours 
worked. However, if B works more than 8 hours 
during any day, B is paid overtime for each 
additional hour worked that day. B is not paid 
for holidays, vacations, or sick time. During 
May, B worked 6 hours on 4 days, 7 hours on 6 
days, 8 hours on 6 days, and 9 hours on 5 days. 
Because B is paid a daily rate for up to 8 hours, 
8 hours are comprehended in the daily rate. 
Therefore, the number of work-hours for May is 
173 (21 days X 8 hours/day + 5 overtime hours). 
even though B actually worked 159 hours. 

(4) Conversion hours-(i) Compen
sation not based on time (hour, day, 
month, etc.), such as compensation paid 
by the mile or by the piece, must be 
converted into the number of hours 
represented by the compensation paid. 
Thus, if an employee is paid by the 
mile, 1 work-hour equals the number of 
miles constituting a workday, divided 
by 8 hours. However, in the case of a 
collective bargaining agreement that 
specifies a number of hours as con
stituting a workday, the number of 
hours specified under the agreement 
may be used instead of 8. 
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(ii) The rule in paragraph (b)( 4 )(i) of 
this section is illustrated by the follow
ing example. 

Example. C's normal workday consists of 2 
150-mile round trips that together take 6 hours. 
e is paid by the mile. The collective bargaining 
agreement does not specify the number of hours 
in a workday. Thus, the number of work-hours 
for each day e works is 8. or I work-hour for 
each 37.5 miles (300 miles/day -;- 8 hours/day). 
If the applicable collective bargaining agreement 
specifies that 6 hours constitute a workday. the 
number of work-hours for each day e works 
would be 6. 

(c) Calculation of work-hours-(l) 
An employer may calculate the work
hours separately for each employee, as 
described in the examples in this 
paragraph. If the employer chooses to 
calculate work-hours separately for 
each employee, the employer must 
calculate the number of regular hours, 
overtime hours, and conversion hours 
for each employee for each month. In 
lieu of separate calculations, the 
employer may calculate the work-hours 
for all the employer's employees using 
the safe harbor formula described in 
paragraph (d) of this section. 

(2) The rules in paragraph (c) of this 
section are illustrated by the following 
examples. 

Example 1. D worked 8 hours a day, Monday 
through Friday, during the months of February 
and March 1992. D did not work on President's 
Day, but was paid for the holiday. D's work
hours for February were 160 (19 days X 8 hours 
a day + 8 holiday hours). D's work-hours for 
March were 176 (22 days X 8 hours a day). 

Example 2. E worked 7-hour shifts every 
Tuesday through Saturday during the months of 
February and March 1992. E also worked 7 
overtime hours during February and 21 overtime 
hours during March. Also. E was paid for 7 
hours on President's Day, even though E did not 
work on that day. The number of work-hours for 
February was 161 (21 days X 7 hours a day + 7 
overtime hours + 7 holiday hours). The number 
of work-hours for March was 168 (21 days x 7 
hours a day + 21 overtime hours). Because E 
receives an hourly wage and was paid for the 
President's Day holiday. the number of hours (7) 
for which E was paid are added to the hours E 
actually worked. If E had worked on President's 
Day and had received extra pay for working on a 
holiday and holiday pay for 7 hours, the 
employer would include 14 hours in E's work
hours for that day, the 7 hours E actually worked 
and the 7 holiday hours for which E was paid. 

Example 3. Employment beginning during 
month. F began employment on March 16, a 
Monday, and worked 8 hours a day. Monday 
through Friday. The employer calculates that F's 
hours for the month were 96, because F worked 
12 8-hour days during the month. If March 16 
were on a Friday, the employer would calculate 
II days, or 88 hours. 

Example 4. Employment ending during month. 
G's last day of employment was Friday, March 
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13. G worked 8 hours a day, Monday through 
Friday, except for March 3, when G was ill. G 
was paid for 8 hours for March 3. The employer 
calculates that G's work-hours for March were 
80, because G worked 9 8-hour days and was 
paid for an additional 8 hours. 

(d) Safe harbor-(1) In general. In 
lieu of calculating work-hours sepa
rately for each employee, an employer 
may use the safe harbor for all 
employees. If the employer elects to 
use the safe harbor for a calendar year, 
the employer must use the safe harbor 
for all employees for the entire calen
dar year. If an employer uses the safe 
harbor for a calendar year, the em
ployer need not elect the safe harbor 
for the following calendar year. An 
employer that elects the safe harbor for 
a calendar year may not subsequently 
elect to separately calculate employee 
work-hours for that calendar year. 

(2) Method of calculation. The safe 
harbor treats each employee of the 
employer as receiving monthly com
pensation for a number of hours equal 
to the safe harbor number. To deter
mine the number of work-hours for a 
month, the employer multiplies the safe 
harbor number by the number that 
equals the total number of employees 
to whom the employer paid compensa
tion during the month. 

(i) Safe harbor number defined. The 
safe harbor number is the number 
established in guidance of general 
applicability promulgated by the 
Commissioner. 

(ii) Employee defined. Solely for 
purposes of this paragraph, an em
ployee is any individual who is paid 
compensation, within the meaning of 
§31.3231(e)-I, regardless of the 
amount, during the month. Thus, for 
example, a part-time, temporary, or 
seasonal employee is counted as an 
employee. A terminated employee is 
counted in the month of termination 
(provided the terminated employee re
ceived compensation in the month of 
termination), but not in any subsequent 
month in which the employee does not 
perform service for the employer as an 
employee, even if the terminated 
employee is paid compensation in a 
subsequent month. Thus, for example, 
an employee who terminates employ
ment during the month, receives com
pensation during the month of termina
tion, and receives a final paycheck the 
following month is counted as an 
employee of the employer for the 
month of termination but not for the 
following month. 
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(3) Method of election. An employer 
makes the safe harbor election for a 
calendar year on the employment tax 
return filed for the previous calendar 
year. 

(4) Additional rules. The Commis
sioner may, in revenue procedures, rev
enue rulings, notices, or other guidance 
of general applicability, revise the safe 
harbor number or provide additional 
safe harbors that satisfy section 
3221(c). 

(e) Effective dates. This §31.3221-3 
is effective for calendar years begin
ning after December 31, 1992, except 
that paragraph (d) is effective for 
calendar years beginning after Decem
ber 31, 1993. Taxpayers may apply the 
rules in paragraphs (a), (b), and (c) of 
this section before January 1, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 23, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
February 25, 1994, 8:54 a.m., and published in 
the issue of the Federal Register for March I, 
1994, 59 F.R. 9664) 

Subchapter C.-Tax on Employers 

Section 3221.-Rate of Tax 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with direction in sec
tion 3221(c) of the Railroad Retirement 
Tax Act (26 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 Janu
ary 1, 1994, shall be at the rate of 30 
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 January 1, 1994, 33.7 

percent of the taxes collected under 
sections 3211(b) and 3221(c) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Account and 66.3 percent of the taxes 
collected under such sections 3211(b) 
and 3221(c) plus 100 percent of the 
taxes collected under section 3221{d) 
of the Railroad Retirement Tax Act 
shall be credited to the Railroad 
Retirement Supplemental Account. 

Dated: December 20, 1993. 

By Authority of the Board. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
December 29, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 30, 1993, 58 F.R. 69413) 

Determipation 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 
individuals in his employ, for each 
work-hour for which compensation is 
paid by such employer for services 
rendered to him during the quarter 
beginning April 1, 1994, shall be at the 
rate of 30 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 April I, 1994, 33.5 
percent of the taxes collected under 
sections 3211(b) and 3221(c) of the 
Railroad Reitrement Tax Act shall be 
credited to the Railroad Retirement 
Account and 66.5 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: February 25, 1994. 

By Authority of the Board. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
March 9, 1994, 8:45 a.m., and published in the 



issue of the Federal Register for March 10, 
1994, 59 F.R. 11336) 

26 CFR 31.3221-3: Supplemental tax. 

The safe harbor number for use by railroad 
employers that elect the safe harbor method of 
calculating the supplemental annuity tax for 
calendar years beginning after December 31, 
1993, is 164. See Rev. Proc. 94-25, page 612. 

Chapter 24.-Collection of Income Tax at Source 
on Wages 
Subchapter A.-Withholding from Wages 

Section 3406.-Backup Withholding 

26 CFR 31.3406(d)-5: Backup withholding 
when the Service or a broker notifies the 
payor to withhold because the payee's 
taxpayer identification number is incorrect. 

This procedure implements the prototype of an 
Internal Revenue Service on-line Taxpayer Iden
tification Number (TIN) matching program under 
the backup withholding provisions of section 
3406(a)(l)(A) and (B) of the Code. See Rev. 
Proc. 94-24, page 611. 

26 CFR 35a.3406-3T: Taxpayer Identification 
Number (TIN) matching program (temporary). 

T.D. 8523 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 31 

Taxpayer Identification Number (TIN) 
Matching Program 

AGENCY: Internal Revenue Service 
(IRS), Treasury 

ACTION: Temporary regulations. 

SUMMARY: This document amends 
§35a.3406-3 of the Temporary 
Employment Tax Regulations under the 
Interest and Dividend Tax Compliance 
Act of 1983 under section 3406 of the 
Internal Revenue Code of 1986. The 
new regulations relate to the establish
ment of a Taxpayer Identification 
Number (TIN) matching program. 
These regulations affect payors, bro
kers, and payees of certain reportable 
payments and provide guidance neces
sary to comply with the law. 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 
*** [lA-8-92, page 795, this Bulletin]. 

EFFECTIVE DATE: March 22, 1994. 

SUPPLEMENTARY INFORM A TION: 

Background 

This document contains amendments 
to 26 CFR part 35a. The amendments 
prescribe regulations under section 
3406(i) of the Internal Revenue Code 
(Code), relating to backup withholding. 
This provision was added to the Code 
by section 104 of the Interest and 
Dividend Tax Compliance Act of 1983 
(97 Stat. 369). 

Explanation of Provisions 

Generally, under the backup with
holding provisions of section 3406(a)
(1)(A) of the Code and its underlying 
regulations, a payee is required to 
furnish a correct TIN at the time a 
payee establishes a new account with a 
payor. In general, the term account 
means any account, instrument, or 
other relationship with a payor. Backup 
withholding applies when a reportable 
payment is made to the account if the 
payor has not received the TIN by that 
time. Further, if the TIN that the payee 
furnishes to a payor is incorrect and the 
IRS or a broker notifies a payor that 
the payee's namelTIN combination is 
incorrect, the payor must send a copy 
of the notice to the payee pursuant to 
section 3406(a)(l)(B). If the payee 
does not provide a certified TIN to the 
payor within 30 days, the payor must 
impose backup withholding on all 
reportable payments thereafter made to 
the payee's account. 

In addition, if a payor receives 2 
notices from the IRS or a broker within 
3 calendar years that a payee furnished 
an incorrect namelTIN combination, the 
payor must disregard any future TIN 
certification furnished by the payee, 
send a notice to the payee, and impose 
backup withholding on all reportable 
payments made to the payee's account, 
until the payor receives the notification 
from the Social Security Administration 
(or the IRS) validating a namelTIN 
combination for the account. 

The purpose of section 3406 is to 
encourage payees to furnish payors 
with a correct namelTIN combination 
to increase the accuracy of TINs on 
information documents (Forms 1099) 
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filed with the IRS. To further the 
purpose of section 3406, the IRS is 
issuing these regulations relating to the 
implementation of a TIN matching 
program. 

Overview 

These temporary regulations provide 
for the establishment of a TIN match
ing program (the matching program) by 
the Commissioner. Under the matching 
program, prior to filing an information 
return, a payor may contact the IRS 
concerning the TIN furnished by a 
payee. Upon receiving the inquiry, the 
IRS will advise the payor if the namel 
TIN combination furnished does not 
match a namelTIN combination main
tained by the IRS on a stand-alone 
dedicated data base. If the namelTIN 
combination does not match, the payor 
has the opportunity to contact the 
payee for correction before filing the 
information return, thus reducing the 
likelihood of a notice to start backup 
withholding and a penalty for filing an 
incorrect information return. (The data 
base used for the matching program 
constitutes a system of records under 
the Privacy Act of 1974, 5 U.S.C. 
552a; notice of the system will be 
published in the Federal Register.) 

The IRS will initially implement the 
matching program using a prototype 
the details of which are set forth in 
Revenue Procedure 94-24, *** [page 
611, this Bulletin]. Two hundred 
payors randomly selected by the IRS 
may participate in the prototype. The 
prototype will involve security and 
audit controls to help ensure that the 
matching program will be used only for 
the purpose for which it is intended. 
For example, each payor using the 
prototype must submit a written request 
for authorization of two designated 
individuals who will have access to the 
data base. Each payor must agree to 
safeguard against unauthorized access 
or use. Upon the IRS's authorization of 
those designated individual users, the 
IRS will issue each user a unique 
identification number and a unique 
password to access the data base. 

VVhen a payee opens a new account 
that is likely to give rise to a reportable 
payment described under section 
3406(b)(1) of the Code, a payor par
ticipating in the prototype may, but is 
not required to, contact the IRS by 
telephone and input the namelTIN 
combination of the payee. If that namel 
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TIN combination does not match a 
namelTIN combination maintained by 
the IRS's prototype data base, the IRS 
will inform the payor. The payor may 
then attempt to obtain the correct 
namelTIN combination from the payee 
before it files its information return. By 
doing so, the payor may avoid the 
potential imposition of backup with
holding on the account of the payee, 
the requirement to send a notice to the 
payee about the incorrect TIN, and the 
potential imposition of a penalty under 
sections 6721 and 6722. 

The purposes of the prototype of the 
matching program are to (a) measure 
costs and benefits of the undertaking to 
the IRS and to payors, and (b) identify 
and study any problems that might 
arise during its operation. After collect
ing and reviewing these facts, the IRS 
will decide whether to design and 
implement a permanent TIN matching 
program. 

Sections 3406(a)(l)(B) and if) and 
6724(a) of the Code 

The temporary regulations provide 
that any TIN matching details received 
by a payor through the matching 
program will not constitute a notice of 
an incorrect nameITIN combination (B 
notice) for purposes of imposing 
backup withholding. Further, the tem
porary regulations provide that the 
decision whether to participate in the 
matching program and any TIN match
ing details received through the match
ing program will not be taken into 
account in determining whether a payor 
has exercised reasonable cause under 
section 6724(a) of the Code with 
respect to a failure to file a correct 
information return under section 6721 
or to furnish a correct payee statement 
under section 6722. Thus, a payor need 
not have contacted the IRS regarding 
the TIN furnished by a payee to 
establish a reasonable cause defense to 
a penalty for filing an information 
return containing an incorrect TIN. 
Conversely, a payor who has contacted 
the IRS regarding the TIN furnished by 
a payee does not thereby establish a 
reasonable cause defense to the 
penalty. 

Under the temporary regulations, the 
provisions of section 3406(f), relating 
to confidentiality of information, apply 
to any matching details received 
through the matching program. A payor 
may not take into account any such 

272 1994-1 C.B. 

matching details in determining 
whether to open or close an account 
with a payee. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
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. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 35a is 
amended as follows: 

PART 35a-TEMPORARY 
EMPLOYMENT TAX 
REGULATIONS UNDER THE 
INTEREST AND DIVIDEND TAX 
COMPLIANCE ACT OF 1983 

Paragraph 1. The authority citation 
for part 35a is amended by adding the 
following entry in numerical order to 
read as follows: 

Authority: 26 U.S.c. 7805 *** 
§35a.3406-3 also issued under 26 
U.S.c. 3406(i). *** 

Par. 2. Section 35a.3406-3 is added 
to read as follows: 

§35a.3406-3T Taxpayer Identification 
Number (TIN) matching program 
(temporary). 

(a) The matching program. Under 
section 3406(i), the Commissioner has 
the authority to establish a Taxpayer 
Identification Number (TIN) matching 
program (the matching program). The 
provisions of this section apply to the 
matching program. In general, under 
the matching program, prior to filing an 
information return with respect to a 
reportable payment as defined under 

section 3406(b)(l)(A), a payor of that 
reportable payment who participates in 
the matching program may contact the 
Internal Revenue Service with respect 
to the TIN furnished by a payee under 
section 3406(a)(l)(A). Upon receiving 
the inquiry, the Service advises the 
payor if the namelTIN combination 
furnished by the payee does not match 
a namelTIN combination maintained by 
the Service's dedicated data base. 

(b) Notice of incorrect TIN. Any 
matching details received by a payor 
through the matching program do not 
constitute a notice regarding an incor
rect name/TIN combination under 
§31.3406(d)-5(c) of this chapter for 
purposes of imposing backup withhold
ing under section 3406(a)(1)(B). 

(c) Application of section 3406(f). 
The provisions of section 3406(0, 
relating to confidentiality of informa
tion, apply to any matching details 
received by a payor through the match
ing program. A payor may not take 
into account any such matching details 
in determining whether to open or 
close an account with a payee. 

(d) Reasonable cause. A payor's 
decision whether to participate in the 
matching program and any matching 
details received through the matching 
program are not taken into account in 
determining whether a payor has ex
ercised reasonable cause under section 
6724(a) with respect to a failure to file 
a correct information return under 
section 6721 or to furnish a correct 
payee statement under section 6722. 

(e) Definition of account. Account 
means any account, instrument, or 
other relationship with a payor and 
with respect to which a payor is likely 
to pay a reportable payment as defined 
in section 3406(b)(1). 

(f) Effective date. The provisions of 
this section are effective on and after 
March 22, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 21, 1994. 

Leslie Samuels, 
Assistant Secretary 

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

March 21. 1994. 8:45 a.m .. and published in 
the issue of the Federal Register for March 22. 
1994. 59 F.R. 13455) 



26 CFR 35a.3406-3: Taxpayer Identification 
Number (TIN) matching program. 

This procedure implements the prototype of an 
Internal Revenue Service on-line Taxpayer Iden
tification Number (TIN) matching program under 
the backup withholding provisions of section 
3406(a)(l)(A) and (B) of the Code. See Rev. 
Proc. 94-24. page 611. 

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 941 on 
magnetic tape by reporting agents. See Rev. 
Proc. 94-18. page 580. 

Subtitle D.-Miscellaneous Excise Taxes 
Chapter 32.-Manufacturers Excise Taxes 
Subchapter A.-Automotive and Related Items 
Part III.-Petroleum Products 
Subpart A.-Gasoline and Diesel Fuel 

Section 4082.-Exemptions for Diesel 
Fuel 

26 CFR 48.4082-1T: Diesel fuel tax; 
exemption (temporary). 

T.D. 8512 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 47 and 48 

Amendments to the Temporary Fuel 
Floor Stocks Taxes Regulations and 
the Temporary Diesel Fuel Excise 
Tax Regulations under the Omnibus 
Budget Reconciliation Act of 1993 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations that amend the 
temporary regulations relating to the 
fuel floor stocks taxes (TO 8498 
[1993-2 C.B. 272]) published in the 
Federal Register on November 29, 
1993 (58 FR 62526) and the diesel fuel 

excise tax regulations (TO 8496 [1993-
2 C.B. 281]) published in the Federal 
Register on November 30, 1993 (58 FR 
63069). The amendments allow diesel 
fuel dyed past the terminal rack to 
qualify for exemption from the floor 
stocks tax and modify the requirements 
for dyeing of diesel fuel destined for 
nontaxable uses. They affect producers, 
marketers, and users of diesel fuel. 

EFFECTIVE DATE: These regulations 
are effective January 1, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

Floor stocks tax 

The Omnibus Budget Reconciliation 
Act of 1993 (Act) imposes a floor 
stocks tax on diesel fuel that is 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 of the Internal Reve
nue Code 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 1, 1994, floor stocks tax is 
24.4 cents per gallon. 

The temporary floor stocks tax reg
ulations provide an exception to the 
January 1, 1994, floor stocks tax for 
diesel fuel that satisfied the require
ments of section 4082 (relating to 
exemption from the diesel fuel tax for 
dyed fuel) at the time the diesel fuel 
was removed from the terminal. 

Diesel fuel excise tax; exception for 
dyed fuel 

The Act also provides, effective 
January 1, 1994, that diesel fuel that is 
determined to be destined for a non tax -
able use is not subject to tax if it is 
indelibly dyed in accordance with 
regulations prescribed by the Secretary. 
The temporary diesel fuel tax regula
tions prescribe the type and concentra
tion of dyes that are to be used to dye 
diesel fuel. 

Explanation of provisions 

Floor stocks tax 

This document removes the require-
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ment that diesel fuel be dyed at the 
time of its removal from the terminal 
to be exempt from the floor stocks tax. 
Thus, diesel fuel that meets the require
ments of §48 .4082-1 T(b) of the tempo
rary regulations but is dyed past the 
terminal rack is not subject to the 
January 1, 1994, floor stocks tax. 

Diesel fuel excise tax; exception for 
dyed fuel 

This document modifies the descrip
tion of the type of the blue dye 
required to be used for exempt high 
sulfur diesel fuel and the type of red 
dye required to be used for exempt low 
sulfur diesel fuel. It also modifies the 
concentration of blue dye allowed by 
the temporary regulations for a transi
tional period. 

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 Parts 47 and 
48 are 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. Section 47.3-6T(a) is 

amended by removing the language 
"Section" and adding in its place 
"Except as provided in §47.3-7T, 
section". 

Par. 3. Section 47.3-7T is amended 
by revising paragraph (b) to read as 
follows: 
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§47.3-7T Exception to the January 1, 
1994, floor stocks tax (temporary). 

* * * * * * 

(b) Exception for dyed fuel. The 
January 1, 1994, floor stocks tax does 
not apply to diesel fuel that satisfies 
the dyeing requirements of §48.4082-
IT(b) of this chapter by March 31, 
1994, or by the time the fuel is sold by 
the person holding the fuel at the first 
moment of January 1, 1994, whichever 
is earlier. Thus, for example, 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 retailer or another 
person has dyed the fuel and the fuel 
satisfies the requirements of §48.4082-
1 T(b) of this chapter. 

PART 48-MANUFACTURERS 
AND RET AlLERS EXCISE TAXES 

Par. 4. The authority citation for part 
48 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 5. Section 48.4082-1T is 

amended by revising paragraphs (b)( 1) 
and (b)(2)(i) to read as follows: 

§48.4082-1T Diesel fuel tax; 
exemption (temporary). 

* * * * * * 

(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-

(i) For periods before April 1, 1994, 
the blue dye 1,4 dialkylamino
anthraquinone in a concentration of at 
least 1.2 pounds of active ingredient 
(exclusive of the solvent) per thousand 
barrels of diesel fuel; and 

(ii) For periods after March 31, 
1994, the blue dye 1,4 dialkylamino
anthraquinone (Color Index Solvent 
Blue 98) in a concentration of at least 
10 pounds of active ingredient (exclu
sive of the solvent) per thousand 
barrels of diesel fuel; or 

(iii) Any other dye of a type and in 
a concentration that is approved by the 
Commissioner. 

(2) *** 
(i) The dye red di-azo (Color Index 

Solvent Red 164) in a concentration of 
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at least 5.6 pounds of active ingredient 
(exclusive of the solvent) per thousand 
barrels of diesel fuel; or 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 16, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68304) 

Chapter 44.-Qualified Investment Entities 

Section 4981.-Excise Tax on 
Undistributed Income of Real Estate 
Investment Trusts 

26 CFR 55.4981-2: 1mposition of excise tax 
with respect to certain undistributed income of 
real estate investment trusts; calendar years 
beginning after December 31, 1986. 

The application of sections 4981 and 4982 of 
the Code to a real estate investment trust or reg
ulated investment company that is a partner in a 
partnership is clarified. See Rev. Rul. 94-40, 
below. 

Section 4982.-Excise Tax on 
Undistributed Income of Regulated 
Investment Companies 

26 CFR 55.4982-1: Imposition of excise tax 
on undistributed income of regulated 
investment companies. 
(Also Sections 702, 706, 852, 855, 857, 858, 
4981; 1.702-1, 1.706-1, 1.852-11, 55.4981-2.) 

REIT or RIC partner. The application 
of sections 4981 and 4982 of the Code 
to a real estate investment trust or 
regulated investment company that is a 
partner in a partnership is clarified. 

Rev. Rul. 94-401 

ISSUE 

If a real estate investment trust 
(REIT) or regulated investment com
pany (RIC) is a partner in a part
nership, how does the REIT or RIC 
account for partnership items in deter-

1 As printed here, Rev. Rul. 94-40 incorporates the 
changes effected by Rev. Rul. 94-40A, page 276, this 
Bulletin. 

mmmg its required distribution under 
§ 4981(a){1) or § 4982(a)(l) of the 
Internal Revenue Code? 

FACTS 

Situation 1. REIT X holds a part
nership interest in partnership P 1. P l' s 
taxable year is not the calendar year. 
X's share of partnership items of 
income, gain, loss, and deduction that 
were taken into account by P 1 during 
calendar year 1995 consists of 
$20,000,000 of rents from real property 
and $1,000,000 of capital gain from the 
sale of securities. 

Situation 2. RIC Y holds a part
nership interest in partnership P2. For 
purposes of § 4982, Y uses the one
year period ending on October 31 of 
the calendar year to determine its 
capital gain net income and foreign 
currency gains and losses attributable 
to § 988 transactions. P2's taxable year 
is neither the calendar year nor the year 
ending October 31. Y's share of part
nership items of gain and loss that 
were taken into account by P2 during 
November and December 1994 consists 
of $800,000 of net capital gain from 
the sale of securities. Y's share of 
partnership items of income, gain, loss, 
and deduction that were taken into 
account by P2 during calendar year 
1995 consists of $30,000,000 of divi
dends and interest income and 
$5,000,000 of net capital gain from the 
sale of securities. Of that $5,000,000 of 
net capital gain, $700,000 was taken 
into account by P2 during November 
and December 1995. 

LAW AND ANALYSIS 

Section 4981 imposes a nondeduct
ible excise tax on a REIT equal to 4% 
of the excess, if any, of the REIT's 
required distribution over the dis
tributed amount for the calendar year. 
The required distribution is based in 
part on the REIT's calendar year 
ordinary income and capital gain net 
income regardless of the REIT's tax
able year for federal income tax 
purposes. 

Section 4982 imposes a nondeduct
ible excise tax on a RIC equal to 4% of 
the excess, if any, of the RIC's 
required distribution over the dis
tributed amount for the calendar year. 
Regardless of the RIC's taxable year 
for federal income tax purposes, the 
required distribution is based in part on 



the RIC's calendar year ordinary in
come (exclusive of foreign currency 
gains or losses attributable to § 988 
transactions) and, generally, its capital 
gain net income and § 988 gains and 
losses for the one-year period ending 
on October 31 of the calendar year. 

Section 857(a) provides generally 
that the dividends (other than capital 
gain dividends) that are distributed by a 
REIT during the taxable year (or that 
are distributed after the close of the 
taxable year but relate back to the 
taxable year under § 858) must be at 
least 95% of the REIT's taxable in
come for the taxable year. Under 
§ 858, if a REIT declares a dividend by 
the due date for filing a return for a 
taxable year, pays the dividend within 
12 months after the close of that tax
able year, and meets certain other 
requirements, the REIT may elect to 
treat the dividend as paid during that 
taxable year. 

Section 852(a) provides generally 
that the dividends (other than capital 
gain dividends) that are distributed by a 
RIC during the taxable year (or that are 
distributed after the close of the taxable 
year but relate back to the taxable year 
under § 855) must be at least 90% of 
the RIC's investment company taxable 
income for the taxable year. Under 
§ 855, if a RIC declares a dividend by 
the due date for filing a return for a 
taxable year, pays the dividend within 
12 months after the close of that 
taxable year, and meets certain other 
requirements, the RIC may elect to 
treat the dividend as paid during that 
taxable year. 

Section 706(a) and § 1.706-1 (a)(1) 
of the Income Tax Regulations provide 
that the taxable income of a partner is 
based on the partner's distributive share 
of partnership items for any partnership 
taxable year ending within or with the 
partner's taxable year. 

Section 702(b) provides that the 
character of items stated in § 702(a) 
that are included in a partner's distribu
tive share is determined as if those 
items were realized directly from the 
source from which they were realized 
by the partnership or incurred in the 
same manner as incurred by the part
nership. Section 1.702-1(a)(8)(ii) 
provides that each partner must also 
take into account separately the part
ner's distributive share of any part
nership item that if separately taken 
into account by any partner would 
result in an income tax liability for that 

partner different from that which would 
result if that partner did not take the 
item into account separately. 

Congress enacted §§ 4981 and 4982 
to limit the ability of RElTs and RICs 
to achieve deferral of income for their 
shareholders. See H.R. Conf. Rep. No. 
658, 94th Cong., 1st Sess. 360-62 
(1975), 1976-3 (Vol. 2) C.B. 1052-54 
(§ 4981); S. Rep. No. 313, 99th Cong., 
2d Sess. 261 (1986), 1986-3 (Vol. 3) 
C.B. 261 (§ 4982). Prior to the 
enactment of §§ 4981 and 4982, there 
was no federal tax detriment to a REIT 
or RIC that delayed payment of divi
dends under § 858 or § 855, respec
tively. For example, if a REIT filed 
federal tax returns on a calendar year 
basis, dividends reflecting the REIT's 
1973 income could be paid in 1974, 
included in the shareholders' 1974 
gross income, but deducted by the 
REIT in 1973 under § 857. Moreover, 
additional deferral could be achieved if 
the REIT had a taxable year different 
from its shareholders' taxable years. 

Under subchapter K of the Code, a 
partnership is considered to be either 
an aggregate of its members or a 
separate entity. Under the aggregate 
approach, each partner is treated as an 
owner of an undivided interest in 
partnership assets. Under the entity 
approach, the partnership is treated as a 
separate entity in which partners have 
no direct interest in partnership assets. 
See H.R. Conf. Rep. No. 2543, 83d 
Cong., 2d Sess. 59 (1954). In adopting 
the entity approach to transactions 
between a partner and a partnership, 
the conference committee stated, "No 
inference is intended, however, that a 
partnership is to be considered as a 
separate entity for the purpose of 
applying other provisions of the inter
nal revenue laws if the concept of the 
partnership as a collection of individ
uals is more appropriate for such pro
visions." !d. See Casel v. Commis
sioner, 79 T.C. 424, 433 (1982) 
(aggregate theory applied under former 
§ 267(a)(2». 

Section 706(a) reflects the entity 
approach to partnership taxation. Thus, 
for purposes of determining income 
and earnings and profits under sub
chapter M, a REIT or RIC that is a 
partner in a partnership takes its 
distributive share of partnership items 
into account in the taxable year that 
contains the last day of the taxable year 
of the partnership. 

On the other hand, for purposes of 
determining the required distribution 
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necessary to avoid excise tax liability 
under § 4981 or § 4982, the aggregate 
approach to partnership taxation is 
appropriate because that treatment is 
necessary to achieve the anti-deferral 
purpose of those sections. This aggre
gate approach applies to all part
nerships in a tiered partnership struc
ture if a REIT or RIC holds an interest 
in an upper-tier partnership. 

The time at which a REIT or RIC 
partner accounts for partnership items 
under § 4981 or § 4982 may also affect 
the REIT's or RIC's treatment of those 
items for other purposes of the Code. 
For example, under § 852(c), a RIC 
must determine its post-October capital 
loss and post-October currency loss 
based on when those items are taken 
into account for purposes of § 4982. 
See § 1.852-11 (c)(2). Thus, if a part
nership that files returns on a calendar 
year basis realizes a capital loss on 
October 31, a RIC partner takes the 
loss into account on December 31 for 
purposes of subchapter M generally but 
does not treat the loss as a post
October capital loss under § 852(c)(2) 
and § 1.852-11. 

HOLDINGS 

Situation 1. Regardless of the taxable 
years of a REIT and any partnership in 
which the REIT is a partner, for 
purposes of determining the REIT's 
required distribution for a calendar year 
under § 4981(a)(1), the REIT must take 
into account its share of partnership 
items of income, gain, loss, and deduc
tion as they are taken into account by 
the partnership. Thus, for purposes of 
determining X's calendar year 1995 re
quired distribution under § 4981(a)(1), 
X must take into account its 
$20,000,000 share of rents from real 
property and its $1,000,000 share of 
capital gain from the sale of securities. 

Situation 2. Regardless of the taxable 
years of a RIC and any partnership in 
which the RIC is a partner, for pur
poses of determining the RIC's re
quired distribution for a calendar year 
under § 4982(a)(1), the RIC must take 
into account its share of partnership 
items of income, gain, loss, and deduc
tion as they are taken into account by 
the partnership. Thus, for purposes of 
determining Y's calendar year 1995 
required distribution under § 4982-
(a)(l), Y must take into account its 
$5,100,000 ($800,000 plus [$5,000,000 
minus $700,000]) share of net capital 
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gain from the sale of securities for the 
one-year period ending on October 31, 
1995, and its $30,000,000 share of 
dividends and interest income. (Sim
ilarly, if Y filed returns on a calendar 
year basis and had elected under 
§ 4982(e)(4)(A) to use its taxable year 
in lieu of the one-year period ending 
on October 31 to determine its capital 
gain net income, Y would include 
$5,000,000 of capital gain in its capital 
gain net income in determining its 
calendar year 1995 required distri
bution.) 

PROSPECTIVE APPLICATION 

Under § 7805(b), this revenue ruling 
will not be applied adversely to any 
REIT or RIC for calendar years prior to 
1994. If a REIT or RIC changes the 
way in which it takes partnership items 
into account for purposes of § 4981 (b)
(1) or § 4982(b)(1), it must take into 
account in the year of change any 
adjustments that are necessary to pre
vent the change from causing an 
omission or duplication of any part
nership item. 

26 CFR 55.4982-1: Imposition of excise tax 
on undistributed income of regulated 
investment companies. 

REIT or RIC partner. Modification of 
Rev. Rul. 94-40. 

Rev. Rul. 94-40A 

Rev. Rul. 94-40, page 274, this 
Bulletin, clarifies the application of 
§§ 4981 and 4982 of the Internal 
Revenue Code to a Real Estate Invest
ment Trust (REIT) or Regulated Invest
ment Company (RIC) that holds an in
terest in a partnership. Rev. Rul. 94-40 
was made public by the Service on 
June 10, 1994. It has come to the at
tention of the Service that taxpayers are 
interpreting the ruling to mean that, for 
purposes of §§ 4981 and 4982, all 
methods of accounting of a REIT or 
RIC override the methods of account
ing of a partnership in which the REIT 

·or RIC is a partner. The ruling was not 
intended to require this result. Accord-
ingly, Rev. Rul. 94-40 is modified as 
follows. 

The FACTS section of the ruling is 
revised to read: 

Situation 1. REIT X holds a part
nership interest in partnership P 1. P l' s 
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taxable year is not the calendar year. 
X's share of partnership items of 
income, gain, loss, and deduction that 
were taken into account by P 1 during 
calendar year 1995 consists of 
$20,000,000 of rents from real property 
and $1,000,000 of capital gain from the 
sale of securities. 

Situation 2. RIC Y holds a part
nership interest in partnership P2. For 
purposes of § 4982, Y uses the one
year period ending on October 31 of 
the calendar year to determine its 
capital gain net income and foreign 
currency gains and losses attributable 
to § 988 transactions. P2's taxable year 
is neither the calendar year nor the year 
ending October 31. Y's share of part
nership items of gain and loss that 
were taken into account by P2 during 
November and December 1994 consists 
of $800,000 of net capital gain from 
the sale of securities. Y's share of 
partnership items of income, gain, loss, 
and deduction that were taken into 
account by P2 during calendar year 
1995 consists of $30,000,000 of divi
dends and interest income and 
$5,000,000 of net capital gain from the 
sale of securities. Of that $5,000,000 of 
net capital gain, $700,000 was taken 
into account by P2 during November 
and December 1995. 

In addition, in the next to last 
paragraph of the LAW AND ANAL
YSIS section of the ruling, the sen
tences beginning "For example," and 
"By contrast," are deleted. 

In the HOLDINGS section of the 
ruling, the first sentence of Situation 1 
is revised to read: 

Regardless of the taxable years of a 
REIT and any partnership in which the 
REIT is a partner, for purposes of 
determining the REIT's required dis
tribution for a calendar year under § 
4981 (a)(l), the REIT must take into 
account its share of partnership items 
of income, gain, loss, and deduction as 
they are taken into account by the 
partnership. 

Also in the HOLDINGS section of 
the ruling, the first sentence of Situa
tion 2 is revised to read: 

Regardless of the taxable years of a 
RIC and any partnership in which the 
RIC is a partner, for purposes of 
determining the RIC's required dis
tribution for a calendar year under 
§ 4982(a)(l), the RIC must take into 
account its share of partnership items 
of income, gain, loss, and deduction as 
they are taken into account by the 
partnership. 

Rev. Rul. 94-40, as printed in this 
Bulletin, incorporates these changes. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 94-40 is modified. 

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 601l.-General Requirement 
of Return, Statement or List 

Printing of substitutes for Form W-2. Wage 
and Tax Statements, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proe. 
94--39, page 691. 

26 CFR 31.601J(a)-I: Returns under Federal 
Insurance Contributions Act. 

Requirements for the filing of Form 941 on 
magnetic tape by reporting agents. See Rev. 
Proe. 94--18, page 580. 

26 CFR 3I.6011(a)-4: Returns of income tax 
withheld. 

T.D. 8504 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 31 and 602 

Reporting and Deposit of Employment 
Tax Liabilities 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to both the 
reporting and depositing of Federal 
employment taxes. The final regula
tions are intended to simplify the 
current reporting system by removing 
all "nonpayroll" withheld taxes from 
reporting on Form 941, Employer's 
Quarterly Federal Tax Return (or Form 
94IE, Quarterly Return of Withheld 
Federal Income Tax and Medicare 
Tax). The final regulations affect all 
taxpayers that have "nonpayroll" with
held tax liabilities currently reported 
quarterly on Form 941 (or 94IE). 



DATES: These regulations are effective 
December 23, 1993. These regulations 
apply to payments made after Decem
ber 31, 1993. 

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 1545-1413. 

The burden for the reporting require
ment contained in §31.601l(a)-4 is 
reflected in the burden of Form 945. 

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 November 4, 1993, the IRS pub
lished a notice of proposed rulemaking 
in the Federal Register (58 FR 58820 
[IA-60-92, 1993-2 C.B. 631]) propos
ing amendments to the Regulations on 
Employment Taxes and Collection of 
Income Tax at Source (26 CFR part 
31) under sections 6011 and 6302 of 
the Internal Revenue Code. 

Written comments responding to the 
notice were received and a public 
hearing was held on December 2, 1993. 
After consideration of all comments 
regarding the proposed amendments, 
those amendments are adopted as re
vised by this Treasury decision. 

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 final 
regulations require both the separate 
reporting and depositing of the two 
types of taxes. 

Under the final regulations, taxes 
currently reported quarterly on Form 
941 will continue to be reported on that 
form unless they are nonpayroll with
held taxes. Nonpayroll withheld taxes, 
however, will be reported annually on 
new Form 945, Annual Return of With
held Federal Income Tax. The final 
regulations define nonpayroll 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 cer
tain other deferred income, and (5) 
section 3406, relating to backup with
holding with respect to reportable 
payments. 

A taxpayer will not be required to 
file its first Form 945 until the first 
calendar year the taxpayer incurs a 
nonpayroll tax liability. One commen
tator suggested that no annual Form 
945 be required for any year during 
which no withholding of non payroll 
taxes occurs. This suggestion is not 
being adopted at this time because the 
IRS cannot assume that no tax is due 
simply because no return has been 
filed. However, the IRS welcomes and 
will consider any further comments 
regarding this suggestion. Accordingly, 
the final regulations require any tax
payer 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. Thus, a taxpayer should 
continue to file the Form 945 and 
should not file a final return if it is 
reasonably foreseeable that the taxpayer 
will have a nonpayroll tax liability in 
any subsequent calendar year. This 
annual filing requirement helps pre
serve the integrity of the tax system for 
nonpayroll withheld taxes. 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. 

The final regulations also amend the 
Federal employment tax deposit rules 
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to reflect the change in reporting. 
Under the final regulations, taxes re
ported on Form 945 are deposited 
separately from taxes reported on Form 
941. Form 8109, Federal Tax Deposit 
Coupon, has been 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 final regulations, deposits 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 
generally be the same as the taxpayer's 
depositor status on January 1, 1994, for 
taxes reported on Form 941. One 
commentator suggested that all deposits 
of nonpayroll withheld taxes be made 
on a monthly basis. This suggestion 
was not adopted in order to retain as 
much consistency as possible in the 
deposit rules for taxes reported on 
Form 941 and on Form 945. 

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 
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a semi-weekly depositor for the re
mainder of that calendar year and for 
the succeeding calendar year. 

Effective date 

The final regulations are effective 
with respect to payments made after 
December 31, 1993. 

Special Analyses 

It has been determined that these 
final regulations are 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, 
a copy of the notice of proposed 
rulemaking was submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CPR parts 31 and 
602 are 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 *** 
Section 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. 60 11 (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: 
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§31.60lJ(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 tbis 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)(1 )(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 (FICA) 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 



I, 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 de
termining 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 non payroll 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 non payroll 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)(1)(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 
1995-0) 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. 
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(ii) Monthly depositor. A taxpayer is 
a monthly depositor of nonpayroll 
withheld taxes for a calendar year if 
the amount of nonpayroll 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 de
positor 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 non payroll 
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 non payroll 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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PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 7. The authority citation for part 
602 continues to read as follows: 

Authority: 26 USC 7805. 

Par. 8. Section 602.101(c) is 
amended by revising the entry for 
section 31.6011(a)-4 and by adding 
entries in numerical order in the table 
to read as follows: 

§602.101 OMB Control numbers. 

* * * * * * 
(c) *** 

CPR part or section Current OMB 

where identified control number 

and described 

* * * * * * 
31.6011 (a)-4 ............ 1545-0034 

* 
31.6302-1 

31.6302-2 

31.6302-3 

31.6302-4 

* 

* * * * 

1545-0035 

1545-0718 
1545-1413 

* 
· ............. 1545-1413 

· ............. 1545-1413 

· ............. 1545-1413 

· ............. 1545-1413 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 13, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 22. 1993. 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 23. 1993. 58 F.R. 68033) 

26 CFR 3J.6011(a)-4: Returns of income tax 
withheld. 

Requirements for the filing of Form 941 on 
magnetic tape by reporting agents. See Rev. 
Proc. 94-18. page 580. 
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Subpart B.-Income Tax Returns 

Section 6012.-Persons Required to 
Make Returns of Income 

26 CFR 1.6012-5: Composite return in lieu of 
specified form. 

An electronically filed Fonn 1040, U.S. 
Individual Income Tax Return, which is a 
composite return, is described. See Rev. Proc. 
94-11, page 557. 

26 CFR 1.6012-5: Composite return in lieu of 
specified form. 

Update of Rev. Proc. 93-25 infonns partici
pants in the magnetic media filing program for 
Fonn 1040NR, U.S. Nonresident Alien Income 
Tax Return, of their obligations to the Service, 
taxpayers, and other participants. See Rev. Proc. 
94-38, page 685. 

26 CFR 1.6012-7T: Telephone return filing 
using voice signature (temporary) 

T.D. 8510 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

TeleFile Voice Signature Test 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
amendments to temporary regulations 
providing that an individual Federal 
income tax return completed as part of 
the TeleFile Voice Signature test will 
be treated as a return that is signed, 
authenticated, verified, and filed by the 
taxpayer as required by the Internal 
Revenue Code. The temporary regula
tions, as amended, affect those tax
payers who are eligible to, and elect to, 
file their individual Federal income tax 
returns for the 1993 calendar year by 
telephone under the test. The amend
ments are needed to implement the test 
for a second filing season. The text of 
the temporary regulations, as amended, 
also serves as the text of the proposed 
regulations for the notice of proposed 
rulemaking on this subject published 
elsewhere in *** [IA-38-93, page 795, 
this Bulletin]. 

EFFECTIVE DATE: The amendments 
to these regulations are effective Janu
ary 13, 1994. 

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 this regulation has been 
reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget (OMB) under control num
ber 1545-1348. The estimated annual 
burden per respondent varies from 5 
minutes to 9 minutes. depending upon 
individual circumstances, with an aver
age of 7 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 IRS. Individ
ual respondents 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 
collection of information, the accuracy 
of the estimated burden, and sugges
tions for reducing the burden, please 
refer to the preamble to the cross
reference notice of proposed rulemak
ing published elsewhere in *** [lA-
38-93, page 795, this Bulletin]. 

Background 

The IRS is actively engaged in 
efforts to broaden the base of the 
existing Electronic Filing Program and 
to reduce the filing burden of tax
payers. During the 1993 filing season, 
the IRS conducted the TeleFile Voice 
Signature test. The purpose of the test 
was to explore the technical feasibility, 
public acceptance, vulnerability, and 
other benefits and costs of giving 
certain taxpayers the option of filing 
their individual Federal income tax 
returns by telephone. The IRS will 
conduct this test again during the 1994 
filing season. 

The IRS will notify certain individ
uals who live in the Cincinnati District 
Office geographic area that they may 



be eligible to participate in the TeleFile 
Voice Signature test. Taxpayers eligible 
to participate in this test (which is 
again limited to one filing season) are 
single individuals who (1) are eligible 
to file Form I040EZ, Income Tax Re
turn for Single and loint Filers With 
No Dependents, (2) reside within the 
geographic boundaries of the Cincinnati 
District Office, and (3) will file their 
1993 Federal income tax returns from 
the same addresses from which they 
filed their 1992 Federal income tax 
returns. Under sections 6012, 6061, and 
6065 of the Internal Revenue Code, 
each individual with gross income in 
excess of a specified amount must file 
an annual income tax return that (1) is 
signed in accordance with prescribed 
forms and instructions, and (2) except 
as otherwise provided by the IRS, 
contains (or is verified by) a written 
declaration that the return is made 
under penalties of perjury. 

This document amends the Income 
Tax Regulations (26 CFR part 1) by 
amending temporary regulations 
§§1.6012-7T, 1.606I-2T and 1.6065-
2T, which provide rules to facilitate the 
implementation of the TeIeFiIe Voice 
Signature test. Generally, the temporary 
regulations provide that a taxpayer's 
individual Federal income tax return 
will be treated as having been properly 
filed if the taxpayer is eligible to 
participate in the TeleFile Voice Signa
ture test and, pursuant to the instruc
tions from the TeleFile system interac
tive voice computer, provides the 
requested information and the voice 
signature during the telephonic filing 
session. 

Explanation of Provisions 

A participating taxpayer will be 
treated as having filed an individual 
Federal income tax return at the time 
the TeleFile system interactive voice 
computer states to the taxpayer that the 
filing is completed. The taxpayer's 
voice signature will be treated as a 
signing and verification of the individ
ual Federal income tax return by the 
taxpayer. By providing a voice signa
ture during the telephonic filing ses
sion, the taxpayer will be treated as 
having made the income tax return 
under penalties of perjury. 

These amendments are effective for 
returns filed by eligible taxpayers in 
the TeleFile Voice Signature test after 
January 12, 1994, and before April 16, 

1994. No returns can be filed through 
the TeleFile Voice Signature test after 
April 15, 1994. 

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, 
these regulations will be 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 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.6012-7T is revised 

to read as follows: 

§I.60I2-7T Telephone return filing 
using voice signature (temporary). 

(a) In general. For all purposes of 
the Internal Revenue Code, a return 
completed by an eligible taxpayer 
under the TeleFile Voice Signature test 
in accordance with the instructions 
provided over the telephone is an 
individual Federal income tax return 
filed at the time the TeleFile system 
interactive voice computer states to the 
taxpayer that the filing is completed. 
For provisions relating to the signing 
and verification of the TeleFile Voice 
Signature test returns made under this 
section, see §§1.6061-2T and 1.6065-
2T, respectively. 

(b) Manner of filing return by tele
phone. An eligible taxpayer who 
chooses to participate in the TeleFile 
Voice Signature test must dial the 
telephone number provided by the 
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Internal Revenue Service from a touch
tone telephone. When an eligible tax
payer dials this telephone number, the 
TeleFile system interactive voice com
puter will give the taxpayer filing 
instructions. The taxpayer must provide 
all the information and a voice signa
ture at the time and in the manner 
required by those instructions. 

(c) Eligible taxpayer defined. An 
eligible taxpayer is a single individual 
who lives in the Cincinnati District 
Office geographic area, who is eligible 
to file Form 1040EZ, Income Tax Re
turn for Single and loint Filers With 
No Dependents, and whose current 
name and address appear on the mail
ing label attached to the taxpayer's tax 
package for the calendar year for which 
the Form 1040EZ is to be filed. 

(d) Address to which refunds are 
sent. If a taxpayer who files a TeleFile 
Voice Signature test return is entitled 
to a refund, the taxpayer's refund will 
be sent to the address on the mailing 
label attached to the taxpayer's tax 
package. 

(e) Effective dates. (1) This section 
is effective for-

(i) 1992 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 13, 
1993, and before April 16, 1993; and 

(ii) 1993 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 12, 
1994, and before April 16, 1994. 

(2) No returns can be filed under the 
TeleFile Voice Signature tests between 
April 16, 1993, and January 12, 1994, 
or after April 15, 1994. 

Par. 3. Section 1.6061-2T is revised 
to read as follows: 

§J.606J-2T Signing of returns by 
voice signature (temporary). 

(a) In general. An eligible taxpayer 
who makes an income tax return under 
§ 1.60 I2-7T in the TeleFile Voice 
Signature test is treated, for all pur
poses of the Internal Revenue Code, as 
having signed that return by providing 
the voice signature at the time and in 
the manner required by the instructions 
that are provided over the telephone by 
the TeleFile system interactive voice 
computer. For provisions relating to the 
verification of the TeleFile returns 
made under § 1.60 12-7T, see § 1.6065-
2T. 

(b) Effective dates. This section is 
effective for-
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(1) 1992 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 13, 
1993, and before April 16, 1993; and 

(2) 1993 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 12, 
1994, and before April 16, 1994. 

Par. 4. Section 1.6065-2T is revised 
to read as follows: 

§1.6065-2T Verification of returns by 
voice signature (temporary). 

(a) In general. An eligible taxpayer 
who makes an income tax return under 
§1.6012-7T in the TeleFile Voice 
signature test, by providing the voice 
signature at the time and in the manner 
required by the instructions that are 
provided over the telephone by the 
TeleFile system interactive voice com
puter, is treated for all purposes of the 
Internal Revenue Code as having af
firmed that the return is made under 
penalties of perjury and as having 
verified the return. 

(b) Effective dates. This section is 
effective for-

(1) 1992 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 13, 
1993, and before April 16, 1993; and 

(2) 1993 calendar year returns filed 
by eligible taxpayers in the TeleFile 
Voice Signature test after January 12, 
1994, and before April 16, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 13, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68295) 

Part III.-Information Returns 
Subpart A.-Information Concerning Persons 
Subject to Special Provisions 

Section 6033.-Returns by Exempt 
Organizations 

26 CFR 1.6033-2: Returns by exempt 
organizations: taxable years beginning after 
December 31. 1969. 
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Additional class of exempt organizations that 
is not required to file Form 990. See Rev. Proc. 
94-17, page 579. 

Subpart B.-Information Concerning Transactions 
with Other Persons 

Section 6041.-lnformation at Source 

26 CFR 1.6041-1: Return of information as to 
payments of $600 or more. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6041-1: Return of information as to 
payments of $600 or more. 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

26 CFR 1.6041-2: Return of information as to 
payments to employees. 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

26 CFR 7.6041-1: Return of information as to 
payments of winnings from bingo, keno, and 
slot machines (temporary). 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6041 A.-Returns Regarding 
Payments of Remuneration for 
Services and Direct Sales 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6042.-Returns Regarding 
Payments of Dividends and Corporate 
Earnings and Profits 

26 CFR 1.6042-2: Returns of information as 
to dividends paid in calendar years after 
1962. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6042-4: Statements to recipients of 
dividend payments. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6043.-Liquidating, Etc., 
Transactions 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6044.-Returns Regarding 
Payments of Patronage Dividends 

26 CFR 1.6044-2: Returns of information as 
to payments of patronage dividends with 
respect to patronage occurring in taxable 
years beginning after 1962. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6044-5: Statements to recipients of 
patronage dividends. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6045.-Returns of Brokers 

26 CFR 1.6045-1: Returns of information of 
brokers and barter exchanges. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6045-2: Furnishing statement 
required with respect to certain substitute 
payments. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6045-4: Information reporting on 
real estate transactions with dates of closing 
on or after January I, 1991. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 5/6045-1: Returns of information of 
brokers and barter exchanges (Temporary). 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 



Section 6047.-lnformation Relating 
to Certain Trusts and Annuity Plans 

26 CFR 1.6047-1: information to be furnished 
with regard to employee retirement plan 
covering an owner-employee. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6049.-Returns Regarding 
Payments of Interest 

26 CFR 1.6049-4: Return of information as to 
interest paid and original issue discount 
includible in gross income after December 31. 
1982. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6049-6: Statements to recipients of 
interest payments and holders of obligations 
as to which there is attributed original issue 
discount after December 31. 1982. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35. page 658. 

29 CFR 1.6049-7: Returns of information with 
respect to R£MIC regular interests and 
collateralized debt obligations. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050A.-Reporting 
Requirements of Certain Fishing Boat 
Operators 

26 CFR 1.6050A-l: Reporting requirements of 
certain fishing boat operators. 

Specifications for paper substitutes for Form 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050B.-Returns Relating to 
Unemployment Compensation 

26 CFR 1.60508-1: Information returns by 
person making unemployment compensation 
payments. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050D.-Returns Relating to 
Energy Grants and Financing 

26 CFR 1.6050D-l: information returns 
relating to energy grants and financing. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev 
Proc. 94-35, page 658. 

Section 6050E.-State and Local 
Income Tax Refunds 

26 CFR 1.6050£-1: Reporting of State and 
local income tax refunds. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498 and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050H.-Returns Relating to 
Mortgage Interest Received in Trade 
or Business From Individuals 

26 CFR 1.6050H-l: information reporting of 
mortgage interest received in a trade or 
business from an individual. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

26 CFR 1.6050H-2: Time. form. and manner 
of reporting interest received on qualified 
mortgage. 

T.D. 8507 

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

Information Reporting for 
Reimbursements of Interest on 
Qualified Mortgages 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 6050H 
of the Internal Revenue Code relating 
to the information reporting require
ments for reimbursements of interest 
paid in connection with a qualified 
mortgage. This information is required 
by the Internal Revenue Service to 
encourage compliance with the tax 
laws relating to the deductibility of 
payments of mortgage interest. The 
information will be used to determine 

Section 6050H 

whether mortgage interest reimburse
ments have been correctly reported on 
the return of the taxpayer who receives 
the reimbursement. 

EFFECTIVE DATE: These regulations 
are effective December 29, 1993. 

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 1545-1339. The collec
tion of information requirement in 
these regulations is satisfied by includ
ing the additional information on a 
Form 1098 filed with the Service and 
on a statement furnished to the payor 
of record (a substitute Form 1098). The 
estimated burden for filing Form 1098 
and the statement to the payor of 
record (substitute Form 1098) is re
flected in the burden estimates for 
Form 1098. 

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, DC 20224, 
and 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. 

Background 

This document provides final regula
tions amending the Income Tax Reg
ulations (26 CFR part 1) under section 
6050H of the Internal Revenue Code of 
1986 (Code). On October 16, 1992, the 
IRS published in the Federal Register a 
Notice of Proposed Rulemaking (57 FR 
47428 [IA-33-92, 1992-2 C.B. 747]) 
relating to the information reporting 
requirements for reimbursements of 
interest paid on qualified mortgages. 
Before adopting the final regulations, 
the IRS solicited comments and held a 
public hearing on the proposed regula
tions. The IRS received eighteen writ
ten comments. In addition, three per
sons provided oral comments at the 
public hearing held on November 30, 
1992. The amendments to the regula-
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tions contained in this document are 
adopted after consideration of the writ
ten comments and the testimony at the 
public hearing. 

Comments on Proposed Regulations. 

A. Effective date. 

Under section 6050H, interest recip
ients must (I) file an information return 
(Form 1098) with the IRS, and (2) 
furnish a statement to the payor of 
record on the mortgage. Under the 
proposed regulations, Forms 1098 filed 
with the IRS after December 31, 1993, 
were required to include the informa
tion relating to the reimbursement of 
mortgage interest. However, mortgage 
interest reimbursements were to be 
reported on statements required to be 
furnished to payors of record after 
December 31, 1992 (i.e., for statements 
relating to 1992 reimbursements). 

Commentators argued that com
pliance with this effective date would 
be unduly burdensome and, in some 
cases, impossible. The commentators 
noted that the data processing systems 
of the interest recipients had not been 
programmed to identify reimbursements 
of interest made in 1992 and, thus, 
compliance with the regulations would 
require a very costly manual search of 
records and preparation of statements. 
Commentators requested that the effec
tive date for statements furnished to 
payors of record be after December 31, 
1993, consistent with the effective date 
for Forms 1098 filed with the IRS. 

The final regulations, therefore, 
provide that reimbursements of interest 
on a qualified mortgage made in 1993 
and subsequent calendar years must be 
reported on both Forms 1098 filed with 
the IRS and statements furnished to 
payors of record. This change was first 
announced in Notice 92-60, 1992-2 
c.B. 387. In addition, for reimburse
ments made in 1993, no penalties will 
be imposed under sections 6721 
through 6724 for failure to comply 
with the reporting requirements of 
these regulations. Reimbursements 
made prior to 1993 are not required to 
be reported. 

B. Information reported to payors of 
record. 

The proposed regulations provided 
that, on the statement furnished to 
payors of record under § 1.6050H-2(b), 
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the year or years in which the interest 
overpayments were made and the por
tion of the reimbursement attributable 
to each year must be reported. Com
mentators recommended that this re
quirement not be included in the final 
regulations. The commentators argued 
that compliance would impose data 
processing difficulties. Further, the 
commentators noted that reporting the 
year or years of overpayment is impor
tant to only a small minority of payors 
of record-those that deducted all of 
their mortgage interest in some years 
but not in other years. Because the 
information is relevant to only a small 
number of payors of record, the com
mentators argued that it should not be 
required to be reported. Rather, if a 
payor of record needs to know the 
year(s) of overpayment, the payor of 
record can contact the interest recipient 
directly to obtain the information. 

Therefore, the requirement in the 
proposed regulations that interest recip
ients report to the payor of record the 
year or years in which the interest 
overpayments were made and the por
tion of the reimbursement attributable 
to each year has been excluded from 
the final regulations. Under the final 
regulations, with respect to mortgage 
interest reimbursements, the reimburse
ment amount reported on Form 1098 to 
the Internal Revenue is the only 
amount required to be reported on 
statements furnished to payors of rec
ord. This change was first announced 
in Notice 92-60. 

C. Information reporting threshold. 

The proposed regulations required 
any reimbursement of prior year over
payments of interest to be reported if 
the reimbursement relates to an amount 
of interest required to be reported on a 
Form 1098 in such prior year. Com
mentators stated that the regulations 
should provide a de minimis rule relat
ing to the amount of reimbursement 
that must be reported. Some commenta
tors recommended a $600 threshold for 
the reporting of reimbursements, con
sistent with the threshold for reporting 
mortgage interest received. 

In response to those comments, the 
final regulations provide that, with 
respect to reimbursements of interest 
on a qualified mortgage in a calendar 
year, (a) reimbursements aggregating 
$600 or more must be reported, and (b) 
reimbursements aggregating less than 

$600 . must be reported only in in
stances where $600 or more of interest 
on the qualified mortgage is received in 
the calendar year of the reimbursement 
from the payor of record. Thus, under 
the regulations, reimbursements ag
gregating $600 or more in a calen.dar 
year must be reported. However, reIm
bursements aggregating less than $600 
must be reported only if a Form 1098 
is otherwise required to be filed for the 
payor of record that received the 
reimbursement because at least $600 of 
mortgage interest is received in the 
calendar year from the payor of record. 

D. Reporting reimbursements on 
Form /098. 

Some commentators contended that 
reimbursements of interest on a qual
ified mortgage are reportable under 
section 6041 of the Code and thus 
should be reported on Form 1099-
MISC. The proposed regulations make 
clear that the reimbursements are re
portable under section 6050H on Form 
1098. 

The final regulations maintain the 
position prescribed in the proposed 
regulations that reimbursements of in
terest on a qualified mortgage must be 
reported on Form 1098. The Internal 
Revenue explored the possibility of 
requiring the reporting of mortgage 
interest reimbursements on Form 1099-
MISC under section 6041. It was 
decided, however, that section 6050H 
was the more appropriate reporting 
section because the reporting of reim
bursements of mortgage interest clearly 
comes within section 6050H(b)(2)(D), 
which allows the Secretary to require 
other information to be reported under 
section 6050H in addition to the name 
and address of the taxpayer and the 
amount of mortgage interest received 
during the calendar year. A reimburse
ment of mortgage interest relates to an 
amount that in all likelihood was 
previously deducted by the borrower. 
The inclusion of the reimbursed 
amount in gross income effectively 
reverses part of the mortgage interest 
previously deducted. Thus, the require
ment to report the interest reimburse
ment under section 6050H is in keeping 
with the statutory intent of that section, 
which is to encourage compliance with 
the tax laws relating to the deduction 
for mortgage interest. See H.R. Rep. 
No. 432, 98th Cong., 2d Sess. 1353 
(1984). Finally, the Internal Revenue 
wishes to clarify that reimbursements 



of mortgage interest are not subject to 
Form 1099 reporting under section 
6041. 

E. Reporting of interest on 
reimbursements. 

Commentators requested more guid
ance on the reporting of interest paid 
with respect to reimbursed amounts 
(i.e., the amount paid to the borrower, 
in addition to the refund of an overpay
ment, that constitutes interest for the 
use of the borrower's funds). The pro
posed regulations provide only . that 
Form 1098 and the statement furnished 
to the payor of record must not include 
any amount that constitutes interest on 
the reimbursement paid to the payor of 
record. 

The final regulations provide that, in 
the case of a person carrying on the 
banking business (or a middleman, as 
defined in § 1.6049-4(f)( 4), of a person 
carrying on the banking business), rules 
relating to the reporting of interest on a 
reimbursement of mortgage interest are 
provided in section 6049 and the regu
lations thereunder. Persons subject to 
section 6049 must report payments of 
interest aggregating $10 or more to a 
payor of record during the calendar 
year. 

The final regulations also provide 
that, for persons not subject to section 
6049 reporting for the payment of 
interest on a reimbursement of mort
gage interest, rules relating to the 
reporting of such interest payments are 
provided in section 6041 and the 
regulations thereunder. Because section 
6041 provides a $600 threshold 
amount, persons not subject to section 
6049 reporting for the payment of 
interest on a reimbursement of mort
gage interest would be required to 
report only those payments of interest 
aggregating $600 or more to a payor of 
record. 

F. Other comments. 

The IRS received a number of 
comments in addition to those sum
marized above. Some of the sugges
tions contained in the comments have 
been adopted in the final regulations. 
Other suggested changes were not 
adopted primarily because those sug
gestions were inconsistent with the 
purpose of the regulations. 

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 Code, the notice of 
proposed rulemaking for the regulations 
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 CPR parts 1 and 
602 are amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Section I.6050H-2 is also issued under 
26 U.S.c. 6050H. *** 

Par. 2. Section 1.6050H-2 is 
amended as follows: 

1. The word "and" at the end of 
paragraph (a)(2)(iii) is removed. 

2. Paragraph (a)(2)(iv) is redesig
nated as paragraph (a)(2)(v). 

3. A new paragraph (a)(2)(iv) is 
added. 

4. Paragraphs (a)(3) and (a)(4) are 
redesignated as paragraphs (a)(4) and 
(a)(5), respectively, and a new para
graph (a)(3) is added. 

5. Newly designated paragraph 
(a)(4) is revised. 

6. Paragraph (b )(2)(ii) is revised. 

7. At the end of paragraph (b)(2)(iii), 
" ." is removed and "; and" is added 
in its place. 

8. Paragraph (b)(2)(iv) is added. 

9. Paragraph (b)(6) is revised. 

10. The added and revised provi
sions read as follows: 

Section G050H 

§1.6050H-2 Time, form, and manner 
of reporting interest received on 
qualified mortgage. 

(a) *** 
(2) *** 
(iv) With respect to reimbursements 

of interest on a qualified mortgage (as 
discussed in paragraph (a)(3) of this 
section) made to the payor of record in 
the calendar year-

(A) Reimbursements aggregating 
$600 or more; and 

(B) Reimbursements aggregating less 
than $600, but only if $600 or more of 
interest on the qualified mortgage is 
received in the calendar year from the 
payor of record; and 

* * * * * * 
(3) Reimbursements of interest on a 

qualified mortgage. For purposes of 
paragraph (a)(2)(iv) of this section, a 
reimbursement of interest on a 
qualified mortgage is a reimbursement 
of an amount received in a prior year 
that was required to be reported for 
that prior year under paragraph 
(a)(2)(iii) of this section by any interest 
recipient. Only the interest recipient 
that makes the reimbursement is re
quired to report the reimbursement 
under this section. Form 1098 and the 
statement furnished to the payor of 
record under paragraph (b) of this 
section must not include any amount 
that constitutes interest on the reim
bursement paid to the payor of record. 
Rules relating to the requirement to 
report interest on a reimbursement are, 
in the case of a person carrying on the 
banking business (or a middleman, as 
defined in § 1.6049-4(f)( 4), of a person 
carrying on the banking business), 
provided in section 6049 and the 
regulations thereunder, and, for other 
persons, provided in section 6041 and 
the regulations thereunder. Reimburse
ments of interest on a qualified mort
gage (as described in this section) 
made in 1993 and subsequent calendar 
years must be reported on Form 1098 
and statements furnished to payors of 
record. Reimbursements made prior to 
1993 are not required to be reported. 

(4) Time and place for filing return. 
An interest recipient must file a return 
required by paragraph (a) of this 
section on or before February 28 of the 
year following the calendar year for 
which it receives the mortgage interest. 
If no interest is required to be reported 
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for the calendar year, but a reimburse
ment of interest on a qualified mort
gage is required to be reported for the 
calendar year, then a return required by 
paragraph (a) of this section must be 
filed on or before February 28 of the 
year following the calendar year in 
which the reimbursement was made. 
An interest recipient must file the 
return required by paragraph (a) of this 
section with the IRS office designated 
in the instructions for Form 1098. 

(b) 

(2) 

*** 
*** 

* * * * * * 

(ii) A legend that-
(A) Identifies the statement as im

portant tax information that is being 
furnished to the IRS; and 

(B) Notifies the payor of record that 
if the payor of record is required to file 
a return, a negligence penalty or other 
sanction may be imposed on the payor 
of record if the IRS determines that an 
underpayment of tax results because 
the payor of record overstated a deduc
tion for this mortgage interest (if any) 
or understated income from this mort
gage interest reimbursement (if any) on 
the payor of record's return; 

* * * * * * 

(iv) With respect to any information 
required to be reported under paragraph 
(a)(2)(iv) of this section, an instruction 
providing that the amount of the reim
bursement is not to be deducted and 
that the amount must be included in the 
gross income of the payor of record if 
the reimbursed interest was deducted 
by the payor of record in a prior year 
so as to reduce income tax. 

* * * * * * 

(6) Time and place for furnishing 
statement. An interest recIpient must 
furnish a statement required by para
graph (b)( 1) of this section to a payor 
of record on or before January 31 of 
the year following the calendar year for 
which it receives the mortgage interest. 
If no mortgage interest is required to 
be reported for the calendar year, but a 
reimbursement of interest on a quali
fied mortgage is required to be reported 
for the calendar year, then the state
ment required by paragraph (b)( 1) of 
this section must be furnished on or 
before January 31 of the year following 
the calendar year in which the reim
bursement was made. The interest 
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recipient will be considered to have 
furnished the statement to the payor of 
record if it mails the statement to the 
payor of record's last known address. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 3. The authority for part 602 
continues to read as follows: 

Authority: 26 U.S.c. 7805. 

§602.101-[Amended] 

Par. 4. In §602.101(c), the table is 
amended by revising the entry for 
§ 1.6050H-2 to read: 

"1.6050H-2 ............. 1545-0901 

1.6050H-2 ............. 1545-1339" 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 16, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 28, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 29, 1993, 58 F.R. 68751) 

26 CFR 1.6050H-2: Time, form, and manner 
of reporting interest received on qualified 
mortgage. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050J.-Returns Relating to 
Foreclosures and Abandonments of 
Security 

26 CFR 1.6050J-1T: Questions and answers 
concerning information returns relating to 
foreclosures and abandonments of security 
(Temporary). 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050N.-Returns Regarding 
Payments of Royalties 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Section 6050P .-Returns Relating to 
the Cancellation of Indebtedness by 
Certain Financial Entities 

26 CFR 1.6050P-OT: Table of contents 
(temporary). 

T.D. 8506 

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

Information Reporting for Discharges 
of Indebtedness 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
information reporting requirements of 
certain financial entities for discharges 
of indebtedness. The regulations reflect 
changes to the Internal Revenue Code 
made by section 13252 of the Omnibus 
Budget Reconciliation Act of 1993 (the 
Act). 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 *** [IA-63-93, page 803, 
this Bulletin]. 

DATES: These regulations are effective 
January 1, 1994, and apply to dis
charges of indebtedness after December 
31, 1993. 

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 this regulation has been 
reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget (OMB) under control num
ber 1545-1419. The time estimates for 
the reporting requirements contained in 
this regulation are reflected in the 
burden estimates for Form l099-C. 

For further information concerning 
this collection of information, and 
where to submit comments on the 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 elsewhere in *** [IA-63-93, 
page 803, this Bulletin]. 

Background 

This document contains amendments 
to the Income Tax Regulations (26 
CFR parts 1 and 602) under section 
6050P of the Internal Revenue Code 
(Code). Section 6050P requires certain 
financial entities to report discharges of 
indebtedness of $600 or more during 
any calendar year, and requires that 
reporting entities make a return at such 
time and in such form as the Secretary 
may by regulations prescribe. Thus, 
these temporary regulations are neces
sary to set forth the time, form, and 
manner of reporting under section 
6050P, and to provide guidance relating 
to the discharge of indebtedness. 

Explanation of Provisions 

Reporting requirements. The tempo
rary regulations provide that, in gen
eral, financial entities described in 
section 6050P(c)(1) of the Code (appli
cable financial entities) must report 
discharges of indebtedness of $600 or 
more on Form 1099-C. Form 1099-C 
must be filed with the appropriate 
Internal Revenue Service office desig
nated in the instructions for that form 
on or before February 28 of the 
calendar year following the year in 
which a reportable discharge occurs. 
The information return must be filed 
for each individual or entity whose 
indebtedness is discharged, and must 
contain: (a) the name, address, and 
taxpayer identification number (TIN) of 
the debtor; (b) the date on which the 
indebtedness. was discharged; (c) the 
amount of indebtedness discharged, the 
amount of indebtedness discharged that 
is interest, and the amount of indebted
ness discharged that is penalties, ad
ministrative costs, and fines; (d) a 
description of the origin of the in
debtedness; (e) an indication that the 
indebtedness was discharged in bank
ruptcy, if known; and (f) such other 
information as may be required by 
Form 1099-C or its instructions. 

The regulations provide that section 
6050P filers must also furnish a written 
statement to the individual or entity 

whose indebtedness is discharged. The 
written statement is to be furnished by 
January 31 of the year following the 
calendar year in which the indebtedness 
was discharged. 

The regulations also provide guid
ance on when an indebtedness is con
sidered discharged and the amount of 
indebtedness discharged for purposes of 
the information reporting requirements 
of section 6050P. The Service believes 
this guidance will help applicable fi
nancial entities comply with the section 
6050P requirements to report this 
information. 

When an indebtedness is discharged. 
The regulations provide that, in gen
eral, indebtedness will be considered 
discharged for purposes of section 
6050P(a)(2) upon the occurrence of an 
identifiable event indicating that the 
indebtedness will never have to be paid 
by the debtor, taking into account all 
the facts and circumstances. This is 
consistent with the present law deter
mination of when discharge occurs. 
See, e.g., Cozzi v. Commissioner, 88 
T.C. 435 (1987). 

Under the regulations, an identifiable 
event includes, but is not limited to: (a) 
a discharge of indebtedness under title 
11 of the United States Code; (b) an 
agreement between the applicable fi
nancial entity and the debtor to dis
charge all or a part of an indebtedness 
(including an agreement that results in 
an exchange under section 1001); and 
(c) a cancellation or extinguishment by 
operation of law that renders the debt 
unenforceable (such as the expiration 
of the statute of limitations for collec
tion of the indebtedness). In contrast, a 
bookkeeping entry (such as a deduction 
for book or regulatory reporting pur
poses or a partial or full bad debt 
deduction for tax purposes) is not, of 
itself, an identifiable event. However, a 
bookkeeping entry is one of the facts 
and circumstances taken into account in 
determining whether a discharge has 
occurred. Similarly, collection activity 
by the applicable financial entity is one 
of the facts and circumstances taken 
into account in determining whether a 
discharge has occurred. 

Amount of indebtedness discharged. 
For purposes of reporting the amount 
of indebtedness discharged, the regula
tions provide that indebtedness is any 
amount owed to an applicable financial 
entity, including principal, interest, 
penalties, administrative costs, and 
fines, to the extent the amount con-
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stitutes an indebtedness under section 
61(a)(12). The amount of indebtedness 
discharged may represent all, or only a 
part, of the total amount owed to the 
applicable financial entity. The legisla
tive history makes it clear that report
ing is required whether or not the 
amount of debt discharged is includible 
in the debtor's gross income. H.R. 
Conf. Rep. No. 213, 103d Cong., 1st 
Sess. 1, 671 (1993). 

The regulations do not address 
whether the settlement of a disputed 
debt is a discharge of indebtedness 
within the meaning of section 61(a)(12) 
and, thus, is required to be reported 
under section 6050P. The Service wel
comes comments on the treatment of 
the settlement of disputed debts under 
section 6050P. 

Other issues. The regulations provide 
that, if a discharge of indebtedness 
reportable under section 6050P occurs 
in a transaction also reportable under 
section 6050J (relating to foreclosures 
and abandonments of secured property), 
both Form 1099-A, Acquisition or 
Abandonment of Secured Property, and 
Form 1099-C, Cancellation of Debt, 
must be filed. The Service welcomes 
comments on coordinating the informa
tion reporting required under section 
6050J with that required under section 
6050P. 

The regulations also provide rules 
relating to the use of magnetic media, 
TIN solicitations, recordkeeping re
quirements, and reporting with respect 
to multiple debtors. 

Effective date. The temporary regula
tions are effective for debts discharged 
after December 31, 1993. 

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, 
these temporary regulations will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad-
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ministration for comment on their 
impact on small businesses. 

* * * * * * 
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 an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.6050P-I T also issued under 
26 U.S.C. 6050P. *** 

Par. 2. Sections 1.6050P-OT and 
1.6050P-I T are added to read as 
follows: 

§1.6050P-OT Table of contents 
(temporary). 

This section lists the major captions 
that appear in § 1.6050P-I T. 

§1.6050P-IT Information reporting 
for discharges of indebtedness by 
certain financial entities (temporary). 

(a) Reporting requirement. 
(1) In general. 
(2) No aggregation. 
(3) Time and place for report-

ing. 
(b) Date of discharge. 
(1) In general. 
(2) Identifiable events. 
(i) In general. 
(ii) Bookkeeping entries. 
(3) Collection activity. 
(c) Indebtedness. 
(1) In general. 
(2) Amounts not includible in 

income. 
(d) Additional rules. 
(I) Transactions reportable un-

der section 6050J. 
(2) Multiple debtors. 
(i) In general. 
(ii) Joint and several liability. 
(3) Use of magnetic media. 
(4) TIN solicitation require-

ment. 
(i) In general. 
(ii) Manner of requesting TIN. 
(5) Recordkeeping require-

ments. 
(e) Requirement to furnish 

statement. 
(1) In general. 
(2) Furnishing copy of Form 

1099-C. 

288 1994-1 C.B. 

(3) Time and place for furnish
ing statement. 

(f) Penalties. 
(g) Effective date. 

§1.6050P-1T Information reporting 
for discharges of indebtedness by 
certain financial entities (temporary). 

(a) Reporting requirement-(1) In 
general. Any applicable financial entity 
(as defined in section 6050P(c)(1» that 
discharges an indebtedness of any 
person (within the meaning of section 
7701(a)(1» of at least $600 during a 
calendar year must file an information 
return on Form 1099-C with the In
ternal Revenue Service. The return 
must include the following infor
mation-

(i) The name, address, and taxpayer 
identification number (TIN), as defined 
in section 7701(a), of each person 
whose indebtedness was discharged 
during the calendar year; 

(ii) The date on which the indebted
ness was discharged, as described in 
paragraph (b) of this section; 

(iii) The amount of indebtedness 
discharged, the amount of indebtedness 
discharged that is interest, and the 
amount of indebtedness discharged that 
is penalties, administrative costs, and 
fines, as described in paragraph (c) of 
this section; 

(iv) A description of the origin of 
the indebtedness, such as a student 
loan, a mortgage, or a credit card 
expenditure; 

(v) An indication that the indebted
ness was discharged in bankruptcy, if 
known; and 

(vi) Any other information required 
by Form 1099-C or its instructions. 

(2) No aggregation. For purposes of 
reporting under this section, multiple 
discharges of indebtedness of less than 
$600 during a calendar year are not 
required to be aggregated unless such 
separate discharges are pursuant to a 
plan to evade the reporting require
ments of this section. 

(3) Time and place for reporting. 
Returns required by this section must 
be filed with the Internal Revenue 
Service office designated in the instruc
tions for Form 1099-C on or before 
February 28 of the year following the 
calendar year in which the indebtedness 
was discharged. 

(b) Date of discharge-(1) In gen
eral. For purposes of this section, 
indebtedness will be considered dis-

charged upon the. o~cu~ence of an 
identifiable event mdlcatmg that the 
indebtedness will never have to be paid 
by the debtor. taking into account all 
the facts and circumstances. 

(2) Identifiable events-(i) In gen
eral. An identifiable event includes, but 
is not limited to-

(A) A discharge of indebtedness un
der title II of the United States Code; 

(B) An agreement between the appli
cable financial entity and the debtor to 
discharge an indebtedness (including an 
agreement that results in an exchange 
under section 100 I), provided that the 
last event necessary to effectuate the 
discharge has occurred; and 

(C) A cancellation or extinguishment 
by operation of law that renders the 
debt unenforceable (such as the expira
tion of the statute of limitations for 
collection of the indebtedness). 

(ii) Bookkeeping entries. A book
keeping entry (such as a deduction for 
book or regulatory reporting purposes 
or a partial or full bad debt deduction 
for tax purposes) is not, of itself, an 
identifiable event. However, a book
keeping entry is one of the facts and 
circumstances that is taken into account 
in determining whether a discharge has 
occurred. 

(3) Collection activity. Collection 
activity by the applicable financial 
entity is one of the facts and circum
stances that is taken into account in 
determining whether a discharge has 
occurred. For purposes of determining 
whether part of an indebtedness has 
been discharged, collection activity 
with respect to the remaining indebted
ness is disregarded. 

(c) Indebtedness-(1) In general. 
For purposes of reporting the amount 
of indebtedness discharged under para
graph (a) (iii) of this section, an in
debtedness is any amount owed to an 
applicable financial entity including 
principal, interest, penalties, administra
tive costs, and fines, to the extent the 
amount constitutes an indebtedness for 
purposes of section 61(a)(12). The 
amount of indebtedness discharged may 
represent all, or only a part, of the total 
amount owed to the applicable finan
cial entity. 

(2) Amounts not includible in in
come. Discharged indebtedness de
scribed in paragraph (c)(1) of this 
section must be reported regardless of 
whether the debtor is subject to tax on 
the discharged debt. Thus, the entire 
amount of indebtedness discharged 
must be reported even if, for example, 



the debt was discharged in bankruptcy, 
and the reporting entity knows that the 
debtor qualifies for an exclusion under 
section 108. 

(d) Additional rules-( 1) Transac
tions reportable under section 6050J. If 
a discharged indebtedness reportable 
under this section occurs in a transac
tion reportable under section 6050J 
(relating to foreclosures and abandon
ments of secured property), both Form 
1099-A, Acquisition or Abandonment 
of Secured Property, and Form 1099-C, 
Cancellation of Debt, must be filed. 

(2) Multiple debtors-(i) In general. 
In the case of a discharge of indebted
ness involving more than one debtor, a 
return under this section must be filed 
for each debtor that had a debt of $600 
or more discharged. 

(ii) Joint and several liability. If 
multiple debtors are jointly and sever
ally liable on an indebtedness, the 
return filed under this section for each 
debtor must reflect the entire amount of 
indebtedness discharged. 

(3) Use of magnetic media. Any 
return required under section 6050P 
and this section must be filed on 
magnetic media to the extent required 
by section 6011(e) and the regulations 
thereunder. A failure to file on mag
netic media when required constitutes a 
failure to file an information return 
under section 6721. Any person not 
required by section 6011(e) to file 
returns on magnetic media may request 
permission to do so under applicable 
regulations and revenue procedures. 

(4) TIN solicitation requirement-(i) 
In general. All reasonable efforts must 
be made to obtain the TIN of the per
son whose indebtedness is discharged. 
For this purpose, the TIN may be 
obtained at the time the debtor incurs 
the debt. If the TIN is not obtained 
prior to the time the debt is discharged, 
the TIN must be requested of the 
debtor for purposes of meeting the 
requirements of this section. 

(ii) Manner of requesting TIN. A 
TIN request made after the debt is 
discharged must clearly notify the 
debtor that the Internal Revenue Serv
ice requires the debtor to furnish its 
TIN, and that failure to furnish such 
TIN subjects the debtor to a $50 
penalty imposed by the Internal Reve
nue Service. No particular form is 
required to solicit a TIN. A request 
made on Form W-9 satisfies the 
reasonable efforts requirement of this 
section. A TIN provided under this 
section is not required to be certified 
under penalties of perjury. 

(5) Recordkeeping requirements. 
Any applicable financial entity required 
to file a return with the Internal 
Revenue Service under paragraph (a) of 
this section must also retain a copy of 
the return, or have the ability to 
reconstruct the data required to be 
included on the return under paragraph 
(a)(1) of this section, for at least four 
years from the date such return is 
required to be filed under paragraph 
(a)(3) of this section. 

(e) Requirement to furnish state
ment-(1) In general. Any applicable 
financial entity required to file a return 
under paragraph (a) of this section 
must furnish to each person whose 
name is shown on such return a written 
statement that includes the following 
information-

(i) The information required by para
graph (a)(1) of this section; 

(ii) The name, address, and TIN of 
the applicable financial entity required 
to file a return under paragraph (a) of 
this section; and 

(iii) A legend identifying the state
ment as important tax information that 
is being furnished to the Internal 
Revenue Service, and informing the 
debtor about a possible negligence 
penalty or other sanction for failure to 
report taxable income. 

(2) Furnishing copy of Form 1099-
C. The requirement to provide a 
statement to the debtor will be satisfied 
if the applicable financial entity fur
nishes copy B of the Form 1099-C or a 
substitute statement that complies with 
the requirements of the current revenue 
procedure for substitute Forms 1099. 

(3) Time and place for furnishing 
statement. The statement required by 
this paragraph (e) must be furnished to 
the debtor on or before January 31 of 
the year following the calendar year in 
which the indebtedness was discharged. 
The statement will be considered fur
nished to the debtor if it is mailed to 
the debtor's last known address. 

(f) Penalties. The penalties for 
failure to comply with the requirements 
of this section are provided in sections 
6721 through 6724. 

(g) Effective date. This section ap
plies to discharges of indebtedness after 
December 31, 1993. 

PART 602-OMB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT. 

Par. 3. The authority citation for part 
602 continues to read: 

Section 6061 

Authority: 26 U.S.C. 7805. 
§602.1 0 1-[ Amended] 

Par. 4. Section 602.101(c) is amended 
by adding "1.6050P-IT .. 1545-1419" 
in numerical order in the table. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved December 13, 1993. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68301) 

26 CFR 1. 6050P-IT: Information reporting 
for discharges of indebtedness by certain 
financial entities (temporary). 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 94-35, page 658. 

Subpart C.-Information Regarding Wages Paid 
Employees 

Section 6051.-Receipts for 
Employees 

26 CFR 31.6051-1: Statements for employees. 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

26 CFR 31.6051-2: Information returns on 
Form W-3 and Internal Revenue Service 
copies of Form W-2. 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

Part IV.-Signing and Verifying of Returns and 
Other Documents 

Section 6061.-Signing of Returns 
and Other Documents 

26 CFR 1.6061-1: Signature of returns and 
other documents by individuals. 

Procedures for signing an electronic return are 
described. See Rev. Proc. 94-11, page 557. 
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26 CFR 1.6061-1: Signing of returns and 
other documents by individuals. 

Update of Rev. Proc. 93-25 informs partici
pants in the magnetic media filing program for 
Form I040NR, U.S. Nonresident Alien Income 
Tax Return, of their obligations to the Service. 
taxpayers, and other participants. See Rev. Proc. 
94-38, page 685. 

Part V.-Time for Filing Returns and Other 
Documents 

Section 6071.-Time for Filing 
Returns and Other Documents 

26 CFR 31.6071(a)-1: Time for filing returns 
and other documents 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

Part VI.-Extension of Time for Filing Returns 

Section 6081.-Extension of Time for 
Filing Returns 

26 CFR 31.6081(a)-1: Extension of time for 
filing returns. 

Printing of substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

Part VII.-Place for Filing Returns or Other 
Documents 

Section 6091.-Place for Filing 
Returns or Other Documents 

Printing of substitutes for Form W-2, Wage 
and Tax Statement. and Form W-3, Transmittal 
of Income and Tax Statements. See Rev. Proc. 
94-39, page 691. 

Subchapter B.-Miscellaneous Provisions 

Section 6103.-Confidentiality and 
Disclosure of Returns and Return 
Information 

26 CFR 301.6103(l)(14)-lT: Disclosure of 
return information to United States Customs 
Service (temporary). 

T.D. 8527 
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DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Part 301 

Disclosure of Return Information to 
the U.S. Customs Service 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: These amendments to the 
regulations under 26 CFR part 301 
implement section 6103(1)(14) of the 
Internal Revenue Code, which author
izes the disclosure of certain return 
information to the U.S. Customs Serv
ice. The regulations specify the proce
dure by which return information may 
be disclosed and describe the condi
tions and restrictions on the use of the 
information by the U.S. Customs 
Service. 

EFFECTIVE DATE: These regulations 
are effective March 11, 1994. 

SUPPLEMENTARY INFORMATION 

Background 

The North American Free Trade 
Agreement Implementation Act, Pub. 
L. 103-182, 107 Stat. 2057, was signed 
into law on December 8, 1993. Section 
522 of the Act adds section 6103(1)(14) 
to the Internal Revenue Code (Code) 
and directs the Treasury Department to 
adopt temporary regulations to imple
ment the new section. 

Explanation of Provisions 

The temporary regulations specify 
the procedure by which return informa
tion may be disclosed to officers and 
employees of the United States 
Customs Service, as authorized by 
section 6103(1)(14) of the Code, and 
describe the conditions and restrictions 
on the use and redisclosure of that 
information. 

The temporary regulations limit the 
return information to be disclosed to 
that necessary to the purpose author
ized by the statute, i.e., ascertaining the 
correctness of entries in Customs audits 
and in other actions to recover any loss 
of revenue or collect amounts deter
mined to be due and owing as a result 
of these audits. The temporary regula-

tions permit redisclosure to the Depart
ment of Justice for civil enforcement 
actions related to these collection 
efforts. Consistent with the statute's 
legislative history, the temporary reg
ulations prohibit disclosure of informa
tion either (i) relating to Advance 
Pricing Agreements (as described in 
Rev. Proc. 91-22, 1991-1 C.B. 526), or 
(ii) covered by tax treaties and execu
tive agreements with respect to which 
the United States is a party. The 
temporary regulations also specifically 
prohibit any use or redisclosure of the 
information by Customs in a manner 
inconsistent with section 6103 and the 
regulations. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It 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(0 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. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

Paragraph 1. The authority citation 
for part 301 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 301.6103(l)(l4)-lT also issued 
under 26 U.S.C. 6103(1)(14). 

Par. 2. Section 301.6103(l)(14)-lT is 
added to read as follows: 

§301.6103(1)( 14)-IT Disclosure of 
return information to United States 
Customs Service (temporary). 

(a) General rule. Pursuant to the 
provisions of section 6103(1)(14) of the 
Internal Revenue Code, officers and 



employees of the Internal Revenue 
Service may disclose to officers and 
employees of the United States 
Customs Service return information (as 
defined by section 6103(b» with re
spect to taxes imposed by chapters 1 
and 6 of the Internal Revenue Code 
solely for purposes of, and only to the 
extent necessary in-

(1 ) Ascertaining the correctness of 
any entry in audits as provided for in 
section 509 of the Tariff Act of 1930 
or; 

(2) Other actions to recover any loss 
of revenue, or to collect duties, taxes, 
and fees, determined to be due and 
owing pursuant to such audits. 

(b) Procedures. Disclosure of return 
information by officers or employees of 
the Internal Revenue Service as 
provided by paragraph (a) of this 
section will be made only following 
receipt by the Internal Revenue Service 
of a written request for the disclosure 
by the Commissioner of the U.S. 
Customs Service identifying-

(1) The particular items of return 
information to be disclosed; 

(2) The particular taxpayer to whom 
the return information relates; 

(3) The taxable period or date to 
which the return information relates; 

(4) The particular purpose for which 
each item of return information is 
needed, including an explanation as to 
how the requested information is neces
sary to accomplish that purpose. In 
addition, the request must designate by 
title the officers and employees of the 
Customs Service to whom the dis
closure is authorized and certify that 
the Customs Service has initiated or 
intends to initiate, under section 509 of 
the Tariff Act of 1930, an audit of each 
taxpayer for whom return information 
is requested or that the taxpayer has a 
transactional or ownership relationship 
with the subject of such an audit. 

(c) Return information subject to 
disclosure. Any return information re
quested must be necessary to a 
Customs determination of the correct
ness of any entry in audits conducted 
under section 509 of the Tariff Act of 
1930. Taxpayers as to whom return 
information is requested must either be 
the subject of a Customs audit (or 
intended audit) or have a transactional 
or ownership relationship with the 
subject of a Customs audit. Requested 
information must relate to the declared 
value, classification or rate of duty 

applicable to entered merchandise. Re
quested information may also include 
any adjustment by the IRS to the items 
of return information described by this 
paragraph. 

(d) Return information not subject to 
disclosure. The following return infor
mation may not be requested or dis
closed pursuant to section 6103(1)(14) 
of the Internal Revenue Code: any 
Advance Pricing Agreement or infor
mation submitted to or generated by 
the IRS as part of the negotiation 
process for an Advance Pricing Agree
ment, or any information to the extent 
its disclosure would be inconsistent 
with a tax treaty or executive agree
ment with respect to which the United 
States is a party. 

(e) impairment of tax administration. 
Return information with respect to a 
taxpayer may not be disclosed pursuant 
to this section if the IRS determines 
that the disclosure would identify a 
confidential informant or seriously im
pair any civil or criminal tax investiga
tion or proceeding. 

(f) Use by Customs Service. Return 
information disclosed under this section 
may be used by the U.S. Customs 
Service to the extent necessary to 
ascertain or to document the correct
ness of any entry in audits as provided 
for in section 509 of the Tariff Act of 
1930 and in any related administrative 
proceedings to recover any loss of 
revenue, or to collect duties, taxes or 
fees, determined to be due and owing 
pursuant to these audits. Uses may 
include, to the extent necessary, dis
closure to the importer (or the legal 
representative of such importer) subject 
to the audit with respect to which the 
information was requested. 

(g) Disclosure to, and use by, the 
Department of Justice. Return informa
tion disclosed to officers and 
employees of the U.S. Customs Service 
as provided by this section may be 
disclosed by these officers and 
employees to officers and employees of 
the Department of Justice (including 
United States attorneys) personally and 
directly engaged in, and solely for their 
necessary use in, advocating or defend
ing the correctness of Customs deter
minations with respect to any entry, in 
any civil judicial proceeding, or any 
preparations therefor (or for their nec
essary use in an investigation which 
may result in such a proceeding), to 
recover any loss of revenue, or to 
collect duties, taxes or fees, determined 
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to be due and owing as a consequence 
of an audit provided for in section 509 
of the Tariff Act of 1930. 

(h) Disclosure by officers and 
employees of the Department of Justice. 
Return information disclosed to officers 
and employees of the Department of 
Justice (including United States At
torneys) as provided by this section 
may be disclosed by these officers and 
employees to other persons as is 
necessary to properly accomplish the 
purposes or activities described in 
paragraph (g). Disclosure of return 
information to a person, other than the 
importer (or the legal representative of 
the importer) subject to the audit with 
respect to which the information was 
originally requested, to properly ac
complish any purpose or activity de
scribed in paragraph (g) may be made, 
however, only if the purpose or activity 
cannot otherwise properly be accom
plished without making the disclosure. 
Disclosures may include, but are 
not limited to, disclosures where 
necessary-

(1) To properly obtain the services 
of persons having special knowledge or 
technical skills; 

(2) To properly interview, consult, 
depose, or interrogate or otherwise 
obtain relevant information from, the 
taxpayer (or the legal representative of 
the taxpayer) to whom the return 
information relates or any witness who 
may be called to give evidence in the 
proceeding; or 

(3) To properly conduct negotiations 
concerning, or obtain authorization for, 
settlement or disposition of the pro
ceeding, in whole or in part, or 
stipulations of fact in connection with 
the proceeding. 

(i) Use in criminal judicial proceed
ings. Return information disclosed pur
suant to this section may not be used in 
any criminal judicial proceeding, or 
any preparations therefor (or in a 
criminal investigation which may result 
in such a proceeding), involving the 
enforcement of a criminal statute, 
without compliance with the require
ments of section 6103(i)(1) or (2) as 
appropriate. However, the return infor
mation may in any event be used for 
purposes of complying with the re
quirements of section 6103(i). 

(j) Restrictions. Return information 
disclosed to officers and employees of 
tRe U.S. Customs Service or to the 
Department of Justice as provided by 
this section may not be used or 

1994-1 C.B. 291 



Section 6103 

disclosed for any purpose other than to 
ascertain, or advocate or defend the 
correctness of, Customs determinations 
with respect to any entry in the audits 
for which the information was re
quested or in certain actions resulting 
from the audits as described above. 
Return information disclosed to officers 
and employees of the U.S. Customs 
Service or to the Department of Justice 
as provided by this section may not be 
disclosed to any person, including any 
contractor of the U.S. Customs Service, 
except as provided by this section, or 
as otherwise provided by section 6103 
of the Internal Revenue Code. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved March 7, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 8, 1994, 2:07 p.m., and published in the 
issue of the Federal Register for March 11, 
1994, 59 F.R. 11547) 

Chapter 67.-lnterest 

Subchapter B.-Interest on Overpayments 

Section 6611.-lnterest on 
Overpayments 

26 CFR 301.6611-1: Interest on overpayments. 

T.D. 8524 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Clarification of Period During Which 
Interest Is Allowed With Respect to 
Certain Overpayments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document amends 
§301.661l-1 on Procedure and Admin
istration. The amendments clarify the 
period during which interest is allowed 
on overpayments credited against a 
taxpayer's liability for interest and 
certain additions to the tax. The amend-
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ments are necessary as a result of 
changes to the law made by, the Tax 
Equity and Fiscal Responsibility Act of 
1982 and the Deficit Reduction Act of 
1984. The amendments affect all tax
payers that have overpayments credited 
against underpayments. 

DATES: The regulations are effective 
March 3, 1994. 

The amendments are effective for 
credits made on or after August 25, 
1992. 

SUPPLEMENTARY INFORMATION: 

Background 

This document amends the regula
tions on Procedure and Administration 
(26 CFR part 301) under section 6611 
of the Internal Revenue Code (Code) to 
clarify the period during which interest 
is allowed on overpayments that are 
credited against a taxpayer's liability 
for interest and certain additions to the 
tax. These amendments conform the 
regulations to section 344 of the Tax 
Equity and Fiscal Responsibility Act of 
1982 (TEFRA) (Pub. L. 97-248, 96 
Stat. 635), and section 158 of the 
Deficit Reduction Act of 1984 (DE
FRA) (Pub. L. 98-369, 98 Stat. 696). 

On August 25, 1992, the IRS pub
lished in the Federal Register a Notice 
of Proposed Rulemaking (57 FR 38457 
[IA-55-90, 1992-2 C.B. 730]). The 
IRS did not receive any comment 
letters in response to that notice nor 
was a public hearing requested. The 
proposed regulations are adopted in this 
Treasury decision. 

Explanation of Provisions 

Interest on Overpayments that are 
Credited Against Interest on 
Underpayments 

Section 6611(a) of the Code provides 
that interest shall be allowed and paid 
on any overpayment in respect of any 
internal revenue tax at the overpayment 
rate established under section 6621. 
Under section 6402(a), the Secretary 
may credit any overpayment (including 
any interest allowed thereon) against 
any liability imposed under the Code 
on the taxpayer. Under section 6611(b)
(1), interest is allowed on an overpay
ment that is so credited from the date 
of the overpayment to the due date of 

the taxpayer's liability against which 
the overpayment is credited. For ~ur
poses of this interest com~utatlOn, 
specific due dates are provIded in 
§301.6611-1(h). 

Generally, section 6601(f) provides 
that once an overpayment is credited to 
satisfy a taxpayer's liability, interest no 
longer accrues on that liability. Section 
344 of TEFRA added section 6622 of 
the Code, which requires interest im
posed by the Code to be compounded 
daily. The effect of section 6601(f) on 
the compounding requirement of sec
tion 6622 is that once an overpayment 
is credited to satisfy the taxpayer's 
liability for interest, that credit cuts off 
any further compounding of that inter
est (i.e., interest no longer accrues on 
the taxpayer's interest liability against 
which the credit has been made). 

Similarly, it is appropriate that no 
interest liability to the taxpayer accrues 
on the overpayment once the overpay
ment is credited to satisfy the tax
payer's liability for interest. Thus, 
§301.6611-1(h)(2)(v) is amended to 
clarify that interest does not continue to 
accrue on any portion of an overpay
ment that is credited against the tax
payer's liability for interest. 

Interest on Overpayments that are 
Credited Against Certain Additions to 
the Tax 

Prior to DEFRA, interest only ac
crued on additions to the tax from the 
date of notice and demand, and then 
only if not paid within 10 days from 
the date of notice and demand. In 
section 158 of DEFRA, Congress 
added section 6601 (e)(2)(B) to the 
Code, which requires taxpayers to pay 
interest on certain additions to tax from 
the due date of the relevant return 
(including any extensions) until the 
addition to the tax is paid. The number 
of additions to the tax that bear interest 
from the due date of the return was 
increased by Congress in 1988 and 
again in 1989. Thus, §301.6611-1(h)
(2)(vi) is amended to clarify that no 
interest is allowed on any portion of an 
overpayment that is credited against 
certain additions to the tax for any 
period after the due date of the return 
(including extensions) to which the 
addition to the tax relates. 

Prior Regulations Obsolete 

These regulations are effective for 
credits made on or after August 25 , 



1992. It should be noted that, since the 
enactment of section 6622 of the Code 
in TEFRA, the IRS has treated 
§301.6611-1(h)(2)(v) of the prior reg
ulations as obsolete. Likewise, the 
Service has treated §301.6611-
l(h)(2)(vi) of the prior regulations as 
obsolete with respect to certain addi
tions to the tax since the enactment of 
section 6601(e)(2)(B) in DEFRA. Thus, 
the IRS has computed and is currently 
computing interest in a fashion consis
tent with these amendments. 

Effect on Other Documents 

On October 9, 1984, the IRS pub
lished in the Federal Register (49 FR 
39566 [LR-280-82, 1984-2 C.B. 860)) 
proposed amendments to §301.6611-1 
and §301.6601-1 on Procedure and 
Administration. The proposed amend
ments revised §301.6611-1 to reflect 
section 346 of TEFRA and section 
714(n) of DEFRA, eliminated certain 
deadwood provisions, and reorganized 
§301.661l-1. The proposed amend
ments did not, however, include revi
sions to take into account section 344 
of TEFRA or section 158 of DEFRA 
because those sections were beyond the 
scope of that regulation project. The 
proposed amendments have not been 
adopted as final regulations. If the 
proposed amendments are adopted as 
final regulations, their rules (and, to the 
extent necessary, their effective dates) 
will be modified to be consistent with 
these regulations. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRA TION 

Paragraph 1. The authority citation 
for part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 301.6611-1 is 

amended by: 
a. Revising paragraphs (h)(2)(v) and 

(h)(2)(vi) as set forth below. 

b. Adding paragraph (k) to read as 
set forth below. 

§30i.66ii-i interest on 
overpayments. 

(h) *** 
(2) *** 

* * * * * * 

(v) Interest. In the case of a credit 
against interest that accrues for any 
period ending prior to January 1, 1983, 
the due date is the earlier of the date of 
assessment of such interest or Decem
ber 31, 1982. In the case of a credit 
against interest that accrues for any 
period beginning on or after December 
31, 1982, such interest is due as it 
economically accrues on a daily basis, 
rather than when it is assessed. 

(vi) Additional amount, addition to 
the tax, or assessable penalty. In the 
case of a credit against an additional 
amount, addition to the tax, or assess
able penalty, the due date is the earlier 
of the date of assessment or the date 
from which such amount would bear 
interest if not satisfied by payment or 
credit. 

* * * * * * 
(k) Effective date. Paragraphs 

. (h)(2)(v) and (h)(2)(vi) of this section 
are effective for credits made on or 
after August 25, 1992. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved February 3, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

Section 6621 

(Filed by the Office of the Federal Register on 
March 2, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for March 3, 
1994, 59 F.R. 10075) 

Subchapter C.-Determination of Interest Rate; 
Compounding of Interest 

Section 6621.-Determination 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 
April 1, 1994, will be 6 percent for 
overpayments, 7 percent for underpay
ments, and 9 percent for large corpo
rate underpayments. 

Rev. Rul. 94-21 

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 § 6621(a)(1), 
the overpayment rate is the sum of the 
federal short-term rate plus 2 percent
age points. Under § 6621(a)(2), the 
underpayment rate is the sum of the 
federal short-term rate plus 3 percent
age points. 

Section 6621 (c) of the Code provides 
that for purposes of interest payable 
under § 6601 on any large corporate 
underpayment, the underpayment rate 
under § 6621(a)(2) shall be applied by 
substituting "5 percentage points" for 
"3 percentage points." See § 6621 (c) 
and § 301.6621-3 of the Regulations 
on Procedure and Administration for 
the definition of a large corporate 
underpayment and for the rules for 
determining the applicable date. Sec
tion 6621(c) and § 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 § 6621 (b)( 1) for any 
month shall apply during the first 
calendar quarter beginning after such 
month. 

Section 6621(b)(2)(B) of the Code 
provides that in determining the addi-
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tion to tax under § 6654 for failure to 
pay individual estimated tax for any 
taxable year, the federal short-term rate 
which applies during the third month 
following such taxable year shall also 
apply during the first 15 days of the 
fourth month following such taxable 
year. 

Section 6621(b)(3) of the Code 
provides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during such 
month by the Secretary in accordance 
with § 1274(d), rounded to the nearest 
full percent (or, if a multiple of V2 of 1 
percent, the rate shall be increased to 
the next highest full percent). 

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 § 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 § 6621 which, pursuant 
to § 6622, is subject to daily 
compounding. 

Rounded to the nearest full percent, 
the federal short-term rate based on 
daily compounding determined during 
the month of January 1994 is 4 percent. 
Accordingly, an overpayment rate of 6 
percent and an underpayment rate of 7 
percent are established for the calendar 
quarter beginning April 1, 1994. The 
underpayment rate for large corporate 
underpayments for the calendar quarter 
beginning April 1, 1994, is 9 percent. 
These rates apply to amounts bearing 
interest during that calendar quarter. 

In addition, pursuant to § 6621 (b)
(2)(B) of the Code, the rate applicable 
to underpayments for the calendar 

TABLE OF INTEREST RATES 

quarter beginning January .t,. ~994, 
continues to be applicable to mdlvldual 
estimated tax underpayments from 
April 1, 1994, through April 15, 1994. 
The underpayment rate for the calendar 
quarter beginning January 1, 1994, is 7 
percent. Therefore, the rate applicable 
to individual estimated tax underpay
ments is 7 percent from April 1, 1994 
through April 15, 1994, and 7 percent 
from April 16, 1994 through June 30, 
1994. 

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 § 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, I978-Jan. 31. 1980 
Feb. 1, 1 980-Jan. 31, 1982 
Feb. 1, I982-Dec. 31, 1982 
Jan. 1, 1983-Jun. 30, 1983 
JuI. 1, 1983-Dec. 31, 1983 
Jan. 1, 1984--Jun. 30, 1984 
JuI. 1, I984-Dec. 31, 1984 
Jan. 1, 1985-Jun. 30, 1985 
JuI. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-Jun. 30, 1986 
Jui. 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 



TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - PRESENT 

OVERPA YMENTS 

RATE TABLE PG. 
Jan. 1, 1987-Mar. 31,1987 8% 14 597 
Apr. 1, 1987-Jun. 30, 1987 8% 14 597 
JuI. 1, 1987-Sep. 30, 1987 8% 14 597 
Oct. 1, 1987-Dec. 31, 1987 9% 15 598 
Jan. 1, 1988-Mar. 31, 1988 10% 40 624 
Apr. 1, 1988-Jun. 30, 1988 9% 39 623 
JuI. 1, 1988-Sep. 30, 1988 9% 39 623 
Oct. 1, 1988-Dec. 31, 1988 10% 40 624 
Jan. 1, 1989-Mar. 31, 1989 10% 16 599 
Apr. 1, 1 989-Jun. 30, 1989 11% 17 600 
JuI. 1, 1989-Sep. 30, 1989 11% 17 600 
Oct. 1, 1989-Dec. 31, 1989 10% 16 599 
Jan. 1, 1990-Mar. 31, 1990 10% 16 599 
Apr. 1, 1990-Jun. 30, 1990 10% 16 . 599 
JuI. 1, 1990-Sep. 30, 1990 10% 16 599 
Oct. 1, 1990-Dec. 31, 1990 10% 16 599 
Jan. I, 1991-Mar. 31, 1991 10% 16 599 
Apr. 1, 1991-Jun. 30, 1991 9% 15 598 
Jui. 1, 1991-Sep. 30, 1991 9% 15 598 
Oct. I, 1991-Dec. 31, 1991 9% 15 598 
Jan. I, 1992-Mar. 31, 1992 8% 38 622 
Apr. 1, 1 992-Jun. 30, 1992 7% 37 621 
JuI. I, 1 992-Sep. 30, 1992 7% 37 621 
Oct. 1, 1992-Dec. 31, 1992 6% 36 620 
Jan. 1, 1 993-Mar. 31, 1993 6% 12 595 
Apr. 1, I993-Jun. 30, 1993 6% 12 595 
JuI. I, I993-Sep. 30, 1993 6% 12 595 
Oct. 1, 1993-Dec. 31, 1993 6% 12 595 
Jan. I, 1994-Mar. 31, 1994 6% 12 595 
Apr. 1, 1994-Jun. 30, 1994 6% 12 595 

RATES FOR LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY I, 1991 - PRESENT 

Jan. I, 1991-Mar. 31, 1991 
Apr. I, 1991-Jun. 30, 1991 
Jul. 1, 1991-Sep. 30, 1991 
Oct. 1, I991-Dec. 31, 1991 
Jan. I, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Jui. 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. I, 1993-Mar. 31, 1993 
Apr. I, 1993-lun. 30, 1993 
luI. I, 1993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. I, 1994-Jun. 30, 1994 

Section 6621 

UNDERPA YMENTS 

RATE TABLE PG. 

9% 15 598 
9% 15 598 
9% 15 598 

10% 16 599 
11% 41 625 
10% 40 624 
10% 40 624 
11% 41 625 
11% 17 600 
12% 18 601 
12% 18 601 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
10% 16 599 
10% 16 599 
10% 16 599 
9% 39 623 
8% 38 622 
8% 38 622 
7% 37 621 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 

RATE TABLE PG. 
13% 19 602 
12% 18 601 
12% 18 601 
12% 18 601 
11% 41 625 
10% 40 624 
10% 40 624 
9% 39 623 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 
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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 
July 1, 1994, will be 7 percent for 
overpayments, 8 percent for underpay
ments, and 10 percent for large corpo
rate underpayments. 

Rev. Rul. 94-39 

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 § 6621(a)(1), 
the overpayment rate is the sum of the 
federal short-term rate plus 2 percent
age points. Under § 6621(a)(2), the 
underpayment rate is the sum of the 
federal short-term rate plus 3 percent
age points. 

Section 6621 (c) of the Code provides 
that for purposes of interest payable 
under § 6601 on any large corporate 
underpayment, the underpayment rate 
under § 6621(a)(2) shall be applied by 
substituting "5 percentage points" for 
"3 percentage points." See § 6621(c) 
and §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 § 301.6621-3 are generally effec
tive 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 § 6621 (b)( 1) for any 
month shall apply during the first 
calendar quarter beginning after such 
month. 

Section 6621(b)(3) of the Code pro
vides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during such 
month by the Secretary in accordance 
with § 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, 
announced that in determining the 
quarterly interest rates to be used for 
overpayments and underpayments of 
tax under § 6621 of the Code, the 

TABLE OF INTEREST RATES 

Internal Revenue Service will use 
thefederal short-term rate based on 
daily compounding because that rate is 
m 0 s t 
consistent with § 6621 which, pursuant 
to § 6622, is subject to daily 
compounding. 

Rounded to the nearest full percent, 
the federal short-term rate based on 
daily compounding determined during 
the month of April 1994 is 5 percent. 
Accordingly, an overpayment rate of 7 
percent and an underpayment rate of 8 
percent are established for the calendar 
quarter beginning July 1, 1994. The 
underpayment rate for large corporate 
underpayments for the calendar quarter 
beginning July 1, 1994, is 10 percent. 
These rates apply to amounts bearing 
interest during that calendar quarter. 

Interest factors for daily compound 
interest for annual rates of 7 percent, 8 
percent and 10 percent were published 
in Tables 13, 14 and 16 of Rev. Proc. 
83-7, 1983-1 c.B. 583, 596, 597, and 
599. 

Annual interest rates to be com
pounded daily pursuant to § 6622 of 
the Code that apply for prior periods 
are set forth in the accompanying 
tables. 

PERIODS BEFORE JUL. 1, 1975 - DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jui. 1, 1975 
Jui. 1, 1975-Jan. 31, 1976 
Feb. 1, 1976-Jan. 31, 1978 
Feb. 1, 1978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31, 1982 
Feb. 1, 1982-Dec. 31, 1982 
Jan. 1, 1983-Jun. 30, 1983 
Jui. 1, 1983-Dec. 31, 1983 
Jan. 1, 1984-Jun. 30, 1984 
Jui. 1, 1984-Dec. 31, 1984 
Jan. 1, 1985-Jun. 30, 1985 
luI. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-lun. 30, 1986 
luI. 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 



TABLE OF INTEREST RATES 

FROM JAN. I, 1987 - PRESENT 

OVERPA YMENTS 

RATE TABLE PG. 
Jan. 1, 1987-Mar. 31, 1987 8% 14 597 
Apr. 1, 1987-Jun. 30, 1987 8% 14 597 
JuI. 1, 1987-Sep. 30, 1987 8% 14 597 
Oct. 1, 1987-Dec. 31, 1987 9% 15 598 
Jan. 1, 1988-Mar. 31, 1988 10% 40 624 
Apr. 1, 1988-Jun. 30, 1988 9% 39 623 
JuI. 1, 1988-Sep. 30, 1988 9% 39 623 
Oct. 1, 1988-Dec. 31, 1988 10% 40 624 
Jan. 1, I989-Mar. 31, 1989 10% 16 599 
Apr. 1, I989-Jun. 30, 1989 11% 17 600 
JuI. 1, 1989-Sep. 30, 1989 11% 17 600 
Oct. I, I989-Dec. 31, 1989 10% 16 599 
Jan. 1, 1990-Mar. 31, 1990 10% 16 599 
Apr. 1, 1990-Jun. 30, 1990 10% 16 599 
Jul. 1, 1990-Sep. 30, 1990 10% 16 599 
Oct. 1, 1990-Dec. 31, 1990 10% 16 599 
Jan. 1, 1991-Mar. 31, 1991 10% 16 599 
Apr. 1, 1991-Jun. 30, 1991 9% 15 598 
JuI. 1, I991-Sep. 30, 1991 9% 15 598 
Oct. 1, 1991-Dec. 31, 1991 9% 15 598 
Jan. 1, 1992-Mar. 31, 1992 8% 38 622 
Apr. 1, 1992-Jun. 30, 1992 7% 37 621 
JuI. 1, 1992-Sep. 30, 1992 7% 37 621 
Oct. 1, 1992-Dec. 31, 1992 6% 36 620 
Jan. 1, 1993-Mar. 31, 1993 6% 12 595 
Apr. 1, 1993-Jun. 30, 1993 6% 12 595 
JuI. 1, 1 993-Sep. 30, 1993 6% 12 595 
Oct. 1, 1993-Dec. 31, 1993 6% 12 595 
Jan. 1, 1994-Mar. 31, 1994 6% 12 595 
Apr. 1, 1994-Jun. 30, 1994 6% 12 595 
JuI. 1, 1994-Sep. 30, 1994 7% 13 596 

RATES FOR LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT 

Jan. 1, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
JuI. 1, 1991-Sep. 30, 1991 
Oct. 1, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, I 992-Jun. 30, 1992 
JuI. 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. I, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
JuI. 1, 1993-Sep. 30, 1993 
Oct. 1, I993-Dec. 31, 1993 
Jan. I, I 994-Mar. 31, 1994 
Apr. I, 1994-Jun. 30, 1994 
JuI. I, 1994-Sep. 30, 1994 

Section 6621 

UNDERPA YMENTS 

RATE TABLE PG. 

9% 15 598 
9% 15 598 
9% 15 598 

10% 16 599 
11% 41 625 
10% 40 624 
10% 40 624 
11% 41 625 
11% 17 600 
12% 18 601 
12% 18 601 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
11% 17 600 
10% 16 599 
10% 16 599 
10% 16 599 
9% 39 623 
8% 38 622 
8% 38 622 
7% 37 621 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 
7% 13 596 
8% 14 597 

RATE TABLE PG 
13% 19 602 
12% 18 601 
12% 18 601 
12% 18 601 
11% 41 625 
10% 40 624 
10% 40 624 
9% 39 623 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 
9% 15 598 

10% 16 599 
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Section 6662 

Chapter 68.-Additions to the Tax, 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 

Guidance is provided regarding the rules that 
should be followed for taxable years ending after 
November 5, 1990, but beginning before January 
I, 1994, in determining whether the penalties 
under sections 6662(e} and (h) apply. See Rev. 
Proc. 94-33, page 628. 

26 CFR 1.6662-0: Table of contents. 

T.D. 8519 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Imposition of Accuracy-Related 
Penalty 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary Regulations. 

SUMMARY: These amendments to the 
regulations under 26 CFR part 1 
provide guidance on the imposition of 
the accuracy-related penalty under In
ternal Revenue Code sections 6662( e) 
and (h) and section 6664(c) for transac
tions between persons described in 
Internal Revenue Code section 482 and 
net section 482 transfer price adjust
ments. This action is necessary because 
of changes to the applicable tax laws 
made by the Omnibus Budget Recon
ciliation Act of 1993. 

DA TES: These regulations are effective 
February 2, 1994. 

These regulations apply to taxable 
years beginning after December 31, 
1993. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

This regulation is being issued with
out prior notice and public procedure 
pursuant to the Administrative Proce-
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dure Act (5 U.S.c. 553). For this 
reason, the collection of information 
contained in this regulation has been 
reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget (OMB) under control num
ber 1545-1365. The estimated annual 
burden per recordkeeper varies from 5 
hours to 15 hours, depending on 
individual circumstances, with an esti
mated average of 10 hours. 

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 further information concerning 
this collection of information, and 
where to submit comments on this 
collection of information, the accuracy 
of the estimated burden, and sugges
tions for reducing this burden, please 
refer to the preamble in the cross
referencing notice of proposed rule
making published in *** [INTL-21-91, 
page 819, this Bulletin]. 

Background 

On January 21, 1993, the IRS pub
lished a notice of proposed rulemaking 
in the Federal Register (58 FR 5304 
[INTL-21-91, 1993-1 c.B. 846]) that 
proposed amendments to the Income 
Tax Regulations under sections 6662(e) 
and (h) and section 6664(c) of the 
Internal Revenue Code of 1986 (Code), 
as amended. Those proposed regula
tions implemented section 11312 of the 
Omnibus Budget Reconciliation Act of 
1990, Pub. L. 101-508, 104 Stat. 1388. 
Comments responding to the notice of 
proposed rulemaking were received and 
a public hearing was held on May 14, 
1993. Section 13236 of the Omnibus 
Budget Reconciliation Act of 1993 
(Pub. L. 103-66, 107 Stat. 312) further 
amended sections 6662( e) and (h) of 
the Code. After consideration of all 
comments received and pursuant to the 
statutory changes, the IRS has with
drawn the previous proposed regula
tions and adopts this Treasury decision. 

Explanation of provisions 

The principal purpose of these reg
ulations is to set forth rules implement-

ing the imposition of accuracy-related 
penalties in the context of section 482. 
The exceptions from the penalty im
posed under section 6662(e) in the case 
of certain net section 482 transfer 
pricing adjustments are a key compo
nent of these rules are. Reflecting the 
amendments to the statute pursuant to 
section 13236 of the Omnibus Budget 
Reconciliation Act of 1993, the regula
tions provide a two-part exception from 
the imposition of the penalty with 
respect to such adjustments, depending 
on whether the taxpayer used a spec
ified or unspecified method under the 
regulations under section 482. If the 
taxpayer used a specified method, the 
taxpayer must have reasonably con
cluded, based on the available data and 
the potentially applicable alternative 
specified methods, that its application 
of the selected method resulted in the 
most accurate measure of an arm's 
length result. Thus, if the taxpayer 
reasonably concluded that a different 
specified method would result in a 
more accurate measure of an arm's 
length result than the selected method, 
the taxpayer would not satisfy the 
requirements of this exception. If the 
taxpayer used an unspecified method, 
the taxpayer generally must have rea
sonably concluded, based on the avail
able data, that none of the specified 
methods was likely to achieve an arm's 
length result and that the method used 
was likely to achieve such a result. 

Finally, irrespective of the method 
selected, the taxpayer must have pre
pared documentation articulating the 
required analysis at the time that the 
tax return was filed, and provide such 
documentation to the Internal Revenue 
Service within 30 days of a request for 
such documentation. 

The need for transfer pricing analysis 
and documentation 

The arm's length standard seeks to 
mirror the results obtained by unrelated 
parties in their business dealings. Unre
lated parties analyze the value of 
pro~erty or services prior to selling or 
buymg such property or services in the 
open market. However, transactions 
between related parties do not involve 
the transfer of goods outside of the 
re~ated party group. A transfer price 
wIll. not affect the total profit ultimately 
realIzed by the group but may affect 
total tax liability. To ensure that the 
~ransfer price a taxpayer reports on its 
mcome tax return is determined in a 



manner consistent with the arm's 
length standard, section 6662( e) en
courages a taxpayer engaged in related 
party transactions to prepare a factual 
and economic analysis based on rea
sonably available related party and 
third party market data that substanti
ates the price chosen, and to maintain 
appropriate documentation of that 
analysis. 

The experience of the IRS has been 
that the majority of taxpayers do not 
provide an explanation of how their 
intercompany pricing was established. 
In many cases examiners' access to a 
corporation's transfer pricing informa
tion is delayed or denied. Moreover, 
many taxpayers do not rely upon any 
form of comparables or other contem
poraneous information either in plan
ning or in defending intercompany 
transactions. The taxpayer, not having 
attempted to structure the transaction in 
accordance with the arm's length stand
ard, seeks to defend its position on 
examination by finding whatever un
controlled transaction or transfer pric
ing method provides a result that most 
closely approximates the result initially 
reported. The failure by taxpayers to 
analyze their intercompany pricing 
prior to audit increases controversy 
between taxpayers and the IRS, as both 
seek to develop post hoc analyses of 
the arm's length character of the 
transactions. Thus, the failure to apply 
the arm's length standard in setting 
prices for controlled transactions (and 
the lack of contemporaneous documen
tation explaining that application) in
creases the time spent and expense 
incurred by both the taxpayer and the 
IRS in determining whether that result 
was consistent with the arm's length 
standard. Accordingly, these regulations 
are designed to encourage taxpayers to 
make a serious effort to comply with 
the arm's length standard, report an 
arm's length result on their income tax 
return, document their transfer pricing 
analyses, and provide that documenta
tion to the IRS upon request. 

Statutory requirements 

Section 6662(a) imposes a penalty in 
the amount of 20 percent of any 
underpayment to which the section 
applies. Section 6662(b) lists the types 
of underpayments to which section 
6662(a). applies. One such underpay
ment is an underpayment attributable to 
any substantial valuation misstatement 
under chapter I of the Code. 

Section 6662( e) defines a substantial 
valuation misstatement. These tempo
rary regulations under section 6662( e) 
contain the rules for determining 
whether there is a substantial valuation 
misstatement attributable to section 482 
allocations. A substantial valuation 
misstatement exists if (1) the transfer 
price for any property or services (or 
for the use of property) claimed on a 
return is 200 percent or more (or 50 
percent or less) of the amount deter
mined under section 482 to be the 
arm's length amount (the transactional 
penalty), or (2) the net section 482 
adjustment exceeds the lesser of five 
million dollars or ten percent of gross 
receipts (the net adjustment penalty). 

Section 6662(h) increases the amount 
of the penalty to 40 percent for both 
the transactional and the net adjustment 
penalties in the case of a gross 
valuation misstatement. There is a 
gross valuation misstatement if (1) the 
price for any property or services (or 
for the use of property) claimed on any 
return in connection with any transac
tion between persons described in 
section 482 is 400 percent or more (or 
25 percent or less) of the amount 
determined under section 482 to be the 
arm's length amount, or (2) the net 
section 482 adjustment exceeds the 
lesser of twenty million dollars or 
twenty percent of gross receipts. 

Amounts excluded from a net section 
482 adjustment 

An amount is excluded from the cal
culation of a net section 482 adjust
ment if the requirements of § 1.6662-
6T(d)(2), (3), or (4) are met with 
respect to that amount. If a taxpayer 
meets the requirements of paragraph 
(d) of these regulations with respect to 
some, but not all of the allocations 
made under section 482, then for pur
poses of determining the net section 
482 adjustment, setoffs, as taken into 
account under § 1.482-1 T( e )(5), must 
be applied ratably against all such 
allocations. 

Specified method applied 

Paragraph (d)(2) provides that an 
adjustment will be excluded from the 
calculation of a net section 482 adjust
ment if the taxpayer satisfies the 
specified method requirement of para
graph (d)(2)(ii) and the documentation 
requirement of paragraph (d)(2)(iii). A 
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taxpayer will meet the specified 
method requirement if the taxpayer 
selects and applies a method specified 
in the section 482 regulations in a 
reasonable manner. A method is a 
specified method if it is described in 
the regulations under section 482. With 
respect to transfers of tangible prop
erty, these methods currently include 
the comparable uncontrolled price 
method, resale price method, cost-plus 
method, and comparable profits 
method. With respect to transfers of 
intangible property these methods cur
rently include the comparable uncon
trolled transactions method and com
parable profits method. A bona fide 
cost sharing arrangement under § 1.482-
2A( d)( 4) is considered a specified 
method. 

Unspecified methods are methods 
other than specified methods. The 
profit split method, under § 1.482-6 of 
the proposed regulations and qualified 
cost sharing arrangements, under 
§ 1.482-2(g) of the proposed regula-
tions, will become specified methods if 
and when regulations describing those 
methods are finalized. A taxpayer will 
ordinarily not be considered to have 
applied an unspecified method merely 
because it failed to make an adjustment 
in the application of a specified 
method. However, the failure to make 
adjustments is relevant to the reason
ableness of the application of that 
method. The selection and application 
of a method are reasonable only if, 
given the available data and the poten
tially available methods, the taxpayer 
reasonably concluded that the method 
(and its application of that method) 
provided the most accurate measure of 
an arm's length result under the princi
ples of the best method rule in § 1.482-
I T(b )(2)(iii). 

The specified method standard dif
fers from the more likely than not be 
sustained on the merits standard set 
forth in proposed regulations issued on 
January 21, 1993. This change reflects 
the amendments made by section 13236 
of the Omnibus Budget Reconciliation 
Act of 1993 (Pub. L. 103-66, 107 Stat. 
312) to section 6662(e), under which a 
section 482 adjustment is to be ex
cluded from the calculation of a net 
section 482 adjustment if the taxpayer 
reasonably applied one of the specified 
section 482 methods (and satisfied the 
documentation requirements described 
below). In selecting the method to 
apply, a taxpayer should select the 
specified method that is most appropri-

1994-1 C.B. 299 



Section 6662 

ate under the facts and circumstances. 
Thus, the taxpayer must reasonably 
conclude that its application of the 
transfer pricing method chosen will 
provide the most accurate measure of 
an arm's length result under the facts 
and circumstances of the transaction 
under review. The application of a 
specified method will not satisfy this 
standard if the taxpayer concluded, or 
should have concluded, that a reason
able application of another specified 
method would provide a more accurate 
arm's length result than the method 
chosen. For example, a taxpayer might 
not satisfy this standard if the taxpayer 
applied the comparable profits method 
to determine its prices but the taxpayer 
had data relating to a comparable un
controlled transaction involving sub
stantially similar conditions. Given the 
guidance set forth in the section 482 
regulations and the existence of closely 
comparable data, a conclusion that a 
different analysis would provide a more 
accurate measure of an arm's length 
result, ordinarily would not be 
reasonable. 

A taxpayer's analysis of its transfer 
prices must include the most current 
data that is available at the time that 
the taxpayer files its tax return. These 
regulations require that taxpayers per
form a reasonably thorough search for 
data. However, this data may not 
reflect transactions in the current tax
able year. Accordingly, it may be 
necessary for taxpayers to make com
pensating adjustments to reflect 
changes in the data between the time 
that prices were set for the year and the 
time that the return is filed. 

Factors 

The regulations discuss several non
exclusive factors that are to be taken 
into account in determining whether the 
taxpayer reasonably concluded that its 
application of the method selected 
would provide the most accurate meas
ure of an arm's length result. The first 
factor is that a taxpayer's experience 
and knowledge in transfer pricing will 
be relevant in determining how thor
ough and precise the taxpayer's anal
ysis must be. In assessing the ex
perience and knowledge of the 
taxpayer, the experience and knowledge 
of the controlled group is taken into 
account, rather than the experience and 
knowledge of any member of the con
trolled group. Thus, the larger and 
more sophisticated a controlled group 
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of corporations, the more thorough and 
precise its analysis should be. 

The second factor is the extent to 
which sufficient accurate data is avail
able to apply a method reasonably. A 
taxpayer is obligated to engage in a 
reasonably thorough search for compar
able transactions and other data neces
sary to apply the methods under section 
482. A factor to consider in determin
ing whether a search for data is 
reasonably thorough is the cost of 
searching for the data in relation to the 
dollar amount of the intercompany 
transaction in question. For example, a 
taxpayer need not obtain data regarding 
a comparable uncontrolled transaction 
if the intercompany transaction had a 
value of $50,000 and the search for and 
analysis of the data will cost $25,000. 
Alternatively, if necessary to reason
ably apply a specified method, it 
ordinarily would be reasonable to ex
pect that a taxpayer would incur a 
similar expense to search for and 
analyze data if the taxpayer is engaged 
in intercompany transactions with a 
dollar amount of $250 million. If a 
taxpayer's analysis neglected data that 
it would have been expected to obtain 
under the above criteria, then the 
analysis would not be considered 
reasonable. 

The third factor is the extent to 
which a taxpayer follows the relevant 
requirements set forth in regulations 
under section 482. Furthermore, in 
applying the selected method, the ex
tent to which the taxpayer makes all 
the adjustments necessary to reasonably 
conclude that its application of the 
method chosen would provide the most 
accurate measure of an arm's length 
result will be taken into account. 

The fourth factor is the extent to 
which the taxpayer relied on the advice 
of a qualified professional. The extent 
to which reliance is appropriate will 
depend on the qualifications of the 
professional and the quality of the 
study or other advice that is rendered, 
rather than the relationship that the 
professional has to the taxpayer. 

Unspecified method applied 

Paragraph (d)(3) provides that an 
adjustment will be excluded from the 
calculation of a net section 482 adjust
ment if the taxpayer satisfies the 
unspecified method requirement of 
paragraph (d)(3)(ii) and the documenta
tion requirement of paragraph (d)(3)-

(iii). The unspecified method require
ment is met if a method other than a 
specified method was applied an~ the 
requirements of paragraph ~d)(3)(1l)(B) 
or (C) are met, as appropnate. 

Paragraph (d)(3)(ii)(B) provides that 
if the transaction is of a type for which 
there are specified methods, then a 
taxpayer will be considered to have 
met the unspecified method require
ment if the taxpayer reasonably con
cludes that, given the available data, 
none of the specified methods was 
likely to provide an accurate measure 
of an arm's length result, and that it 
selected and applied an unspecified 
method in a way that would likely pro
vide an accurate measure of an arm's 
length result, given the available data. 

Paragraph (d)(3)(ii)(C) provides that 
if the transaction is of a type for which 
there are no specified methods, then a 
taxpayer will be considered to have 
met the unspecified method require
ment if it selected and applied an 
unspecified method in a reasonable 
manner. A taxpayer's selection and 
application is reasonable if the taxpayer 
reasonably concludes that the method 
(and its application of that method) 
provided the most accurate measure of 
an arm's length result under the princi
ples of the best method rule in § 1.482-
1 T(b )(2)(iii). 

Documentation requirement 

An examiner cannot effectively ex
amine a taxpayer's transfer pricing 
without adequate documentation setting 
forth the basic transfer pricing analysis 
conducted by the taxpayer. Accord
ingly, the documentation requirement 
does not provide a long, rigid list of 
documents that must be maintained; 
rather it focuses on the type of in
formation necessary to evaluate how 
the taxpayer determined its transfer 
prices. The documentation requirements 
are essentially the same regardless of 
whether the taxpayer uses a specified 
method or an unspecified method. They 
diverge only in what the documentation 
must establish rather than the type of 
information that must be maintained. A 
taxpayer that uses a specified method 
must maintain sufficient documentation 
(that is in existence when the return is 
filed) to establish that it met the 
specified method requirement. A tax
payer that uses an unspecified method 
must maintain sufficient documentation 
(that is in existence when the return is 



filed) to establish that it met the 
unspecified method requirement. Re
gardless of the method used by the 
taxpayer, it must provide that documen
tation to the IRS within 30 days of a 
request. 

The temporary regulations set forth 
two classifications of documentation
principal and background documents. 
Principal documents consist of the 
basic transfer pricing analysis con
ducted by the taxpayer. Background 
documents are documents that typically 
support the principal documents. Only 
principal documents must be provided 
upon the IRS's request for principal 
documents. However, both types of 
documentation must be produced 
within thirty days of a request. 

A district director has discretion to 
extend the period for producing princi
pal documents only if the taxpayer has 
made a minor or inadvertent failure to 
provide the required documents, has 
otherwise made a good faith effort to 
comply, and remedies the failure when 
it becomes known. For background 
documents, a district director has dis
cretion to extend the production period 
for a short period. 

Foreign-to-foreign transactions 

Finally, paragraph (d)(4) provides 
that adjustments that are attributable to 
a transaction between foreign corpora
tions are also excluded from the cal
culation of a net section 482 adjust
ment, unless the treatment of that 
transaction affects the determination of 
U.S. source income or taxable income 
that is effectively connected with the 
conduct of a trade or business within 
the United States. 

Carryovers and carrybacks 

The regulations contain a special rule 
concerning tax benefits, such as losses, 
deductions, or credits, that may be 
carried to another taxable year. If a 
taxpayer' s substanti~l or. gross vah:ia
tion misstatement gIves rIse to such a 
tax benefit that is carried to another 
taxable year, then the penalty will be 
imposed on any resulting underpayme~t 
of tax attributable to such a tax ben~fIt 
in that other taxable year. In det~rmIn
ing whether ther~ is a substantIal or 
gross valuation mIsstatement ~or a tax-
bl Year no amount camed from 
ae, 'ldd another taxable year shall be InC u e . 

Coordination rules 

The coordination rules remain sub
stantively unchanged from the proposed 
regulations issued on January 21, 1993. 
These regulations provide rules for 
coordinating imposition of the transac
tional penalty and the net adjustment 
penalty. 

Advance pricing agreements 

If a transfer pricing methodology is 
developed and applied pursuant to an 
Advance Pricing Agreement in any tax 
year, that methodology may reasonably 
be relied upon in the current year if the 
relevant facts and circumstances have 
not changed or if the methodology has 
been appropriately modified to reflect 
any changes in facts and circumstances. 

Effective Date 

These regulations apply to taxable 
years beginning after December 31, 
1993. For taxable years ending after 
November 5, 1990, but beginning prior 
to January 1, 1994, the Treasury 
Department considers the proposed reg
ulations issued on January 21, 1993, to 
be a reasonable interpretation of sec
tions 6662(e) and (h), except that no 
requirement of contemporaneous docu
mentation may be imposed for transac
tions prior to April 21, 1993. In any 
case, contemporaneous documentation 
may be helpful in establishing that the 
taxpayer had reasonable cause and 
acted in good faith. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in E.x~c.u
tive Order 12866. Therefore, an InItIal 
Regulatory Impact Analysis is. not 
required. It has also been dete~~med 
that section 5S3(b) of the AdmInIstra
tive Procedure Act (S U.S.C. chapter S) 
and the Regulatory Flexibility Act (5 
U.S.C. chapter 6) do not apply to. t~e.se 
regulations, and, therefore, ~n .InltIal 
Regulatory Flexibility A~alysls IS not 
required. Pursuant to sectIOn 780S(f) of 
the Internal Revenue Code, these tem
porary regulations will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 

* * * * * * 

Section 6662 

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 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 780S *** 
§§ 1.6662-S and 1.6662-6T also issued 
under 26 U.S.C. 6662. *** 

Par. 2. Section 1.6662-0 is amended 
by: 

1. Adding the entries for § 1.6662-
ST. 

2. Adding the entries for § 1.6662-
6T. 

3. The additions read as follows: 

§1.6662-0 Table of contents. *** 

* * * * * * 
§1.6662-5T Substantial and gross 
valuation misstatements under chapter 
1 (temporary). 

(a) 
(e) 
(1) 
(i) 
(ii) 
(2) 
(i) 
(ii) 
(3) 
(f) 
(j) 

through (d) [Reserved] 
Definitions. 
Substantial valuation misstatement. 
200 percent test. 
Tests related to section 482. 
Gross valuation misstatement. 
400 percent test. 
Tests related to section 482. 
Property. 
through (i) [Reserved] 
Transactions between persons de
scribed in section 482 and net 
section 482 transfer price 
adjustments. 

§1.6662-6T Transactions between 
persons described in section 482 and 
net section 482 transfer price 
adjustments (temporary). 

(a) In general. 
(1) Purpose and scope. 
(2) Reported results. 
(3) Identical terms used in section 482 

re gulati ons. 
(b) The transactional penalty. 
(1) Substantial valuation misstatement. 
(2) Gross valuation misstatement. 
(3) Reasonable cause and good faith. 
(c) Net adjustment penalty. 
(1) Net section 482 adjustment. 
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(2) Substantial valuation misstatement. 
(3) Gross valuation misstatement. 
(4) Setoff allocation rule. 
(5) Gross receipts. 
(6) Coordination with reasonable 

cause exception under section 
6664(c). 

(7) Examples. 
(d) Amounts excluded from net sec

tion 482 adjustments. 
(1) In general. 
(2) Application of a specified section 

482 method. 
(i) In general. 
(ii) Specified method requirement. 
(iii) Documentation requirement. 
(A) In general. 
(B) Principal documents. 
(C) Background documents. 
(3) Application of an unspecified 

method. 
(i) In general. 
(ii) Unspecified method requirement. 
(A) In general. 
(B) Specified method potentially 

applicable. 
(C) No specified method applicable. 
(iii) Documentation requirement. 
(A) In general. 
(B) Pri nc ipal and backgrou nd 

documents. 
(4) Certain foreign to foreign trans-

actions. 
(5) Special rule. 
(6) Examples. 
(e) Special rules in the case of carry

backs and carryovers. 
(f) Rules for coordinating between the 

transactional penalty and the net 
adjustment penalty. 

(1) Coordination of a net section 482 
adjustment subject to the net ad
justment penalty and a gross valu
ation misstatement subject to the 
transactional penalty. 

(2) Coordination of net section 482 
adjustment subject to the net ad
justment penalty and substantial 
valuation misstatements subject to 
the transactional penalty. 

(3) Examples. 
(g) Effective date. 

Par. 3. Section 1.6662-5T is added 
to read as follows: 

§1.6662-5T Substantial and gross 
valuation misstatements under chapter 
1 (temporary). 

(a) through (d) [Reserved] 
(e) Definitions-( 1) Substantial 

valuation misstatement. There is a 
substantial valuation misstatement if-
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(i) 200 percent test. The value or 
adjusted basis of any property claimed 
on a return of tax imposed under 
chapter I of the Internal Revenue Code 
is 200 percent or more of the correct 
amount; or 

(ii) Tests related to section 482. 
There is a misstatement described in 
§1.6662-6T(b)(l) or (c)(1) (concerning 
substantial valuation misstatements per
taining to transactions between related 
persons). 

(2) Gross valuation misstatement. 
There is a gross valuation misstatement 
if-

(i) 400 percent test. The value or 
adjusted basis of any property claimed 
on a return of tax imposed under 
chapter 1 of the Internal Revenue Code 
is 400 percent or more of the correct 
amount; or 

(ii) Tests related to section 482. 
There is a misstatement described in 
§ 1.6662-6T(b )(2) or (c )(2) (concerning 
gross valuation misstatements pertain
ing to transactions between related 
persons). 

(3) Property. For purposes of this 
section, the term property refers to both 
tangible and intangible property. Tan
gible property includes property such 
as money, land, buildings, fixtures, and 
inventory. Intangible property includes 
property such as goodwill, covenants 
not to compete, leaseholds, patents, 
contract rights, debts, choses in action, 
and any other item of intangible 
property described in § 1.482-4T(b). 

(f) through (i) [Reserved] 
(j) Transactions between persons de

scribed in section 482 and net section 
482 transfer price adjustments. For 
rules relating to the penalty imposed 
with respect to a substantial or gross 
valuation misstatement arising from a 
section 482 allocation, see § 1. 6662-6T. 

Par. 4. Section 1.6662-6T is added to 
read as follows: 

§1.6662-6T Transactions between 
persons described in section 482 and 
net section 482 transfer price 
adjustments. 

(a) In general-(l) Purpose and 
scope. Pursuant to section 6662(e) a 
penalty is imposed on any underpay
ment attributable to a substantial valua
tion misstatement pertaining to either a 
transaction between persons described 
in section 482 (the transactional 
penalty) or a net section 482 transfer 

price adjustment (the net adjustment 
penalty). The penalty is equal to 20 
percent of the underpay~ent of ~ax 
attributable to that substantIal valuatiOn 
misstatement. Pursuant to section 
6662(h) the penalty is increased to 40 
percent of the underpayment in the 
case of a gross valuation misstatement 
with respect to either penalty. Para
graph (b) of this section provides 
specific rules related to the transac
tional penalty. Jtaragraph (c) of this 
section provides specific rules related 
to the net adjustment penalty, and 
paragraph (d) of this section describes 
amounts that will be excluded for 
purposes of calculating the net adjust
ment penalty. Paragraph (e) of this 
section sets forth special rules in the 
case of carry backs and carryovers. 
Paragraph (f) of this section provides 
coordination rules between penalties. 
Paragraph (g) of this section provides 
the effective date of this section. 

(2) Reported results. Whether an 
underpayment is attributable to a sub
stantial or gross valuation misstatement 
must be determined from the results of 
controlled transactions that are reported 
on an income tax return, regardless of 
whether the amount reported differs 
from the transaction price initially 
reflected in the taxpayer's books and 
records. The results of controlled trans
actions that are reported on an 
amended return will be used only if the 
amended return is filed before the 
Internal Revenue Service has contacted 
the taxpayer regarding the correspond
ing original return. A written statement 
furnished by a taxpayer subject to the 
Coordinated Examination Program will 
be considered an amended return for 
purposes of this section if it satisfies 
either the requirements of a qualified 
amended return for purposes of 
§1.6664-2(c)(3) or such requirements 
as the Commissioner may prescribe by 
revenue procedure. In the case of a 
taxpayer that is a member of a con
solidated group, the rules of this 
paragraph (a)(2) apply to the consoli
dated income tax return of the group. 

(3) Identical terms used in section 
482 regulations. For purposes of this 
section, the terms used in these regula
tions shall have the same meaning as 
identical terms used in regulations 
under section 482. 

(b) The transactional penalty-(l) 
Substantial valuation misstatement. In 
the case of any transaction between 
related persons, there is a substantial 



valuation misstatement if the price for 
any property or services (or for the use 
of property) claimed on any return is 
200 percent or more (or 50 percent or 
less) of the amount determined under 
section 482 to be the correct price. 

(2) Gross valuation misstatement. In 
the case of any transaction between 
related persons, there is a gross valua
tion misstatement if the price for any 
property or services (or for the use of 
property) claimed on any return is 400 
percent or more (or 25 percent or less) 
of the amount determined under section 
482 to be the correct price. 

(3) Reasonable cause and good 
faith. Pursuant to section 6664(c), the 
transactional penalty will not be im
posed on any portion of an under
payment with respect to which the re
quirements of § 1.6664-4 are met. A 
taxpayer that meets the requirements of 
paragraph (d) of this section with 
respect to an allocation under section 
482 will be treated as having estab
lished that there was reasonable cause 
and good faith with respect to that item 
for purposes of § 1.6664-4. If a sub
stantial or gross valuation misstatement 
under the transactional penalty also 
constitutes (or is part of) a substantial 
or gross valuation misstatement under 
the net adjustment penalty, then the 
rules of section (d) (and not the rules 
of §1.6664-4) will be applied to 
determine whether the adjustment is 
excluded from calculation of the net 
section 482 adjustment. 

(c) Net adjustment penalty-(1) Net 
section 482 adjustment. For purposes of 
this section, the term net section 482 
adjustment means the sum of all in
creases in the taxable income of a 
taxpayer for a taxable year resulting 
from allocations under section 482 
(determined without regard to any 
amount carried to such taxable year 
from another taxable year) less any 
decreases in taxable income attributable 
to collateral adjustments as described in 
§ 1.482-IT( e). For purposes of this sec
tion, amounts that meet the require
ments of paragraph (d) of this section 
will be excluded from the calculation 
of the net section 482 adjustment. 
Substantial and gross valuation mis
statements that are subject to the 
transactional penalty under paragraphs 
(b)(1) or (2) are included in determin
ing the amount of the net section 48.2 
adjustment. See ~ar~graph (f) of thIS 
section for coordmatlOn rules between 
penalties. 

(2) Substantial valuation misstate" 
ment. There is a substantial valuation 
misstatement if a net section 482 ad
justment is greater than the lesser of 5 
million dollars or ten percent of gross 
receipts. 

(3) Gross valuation misstatement.· 
There is a gross valuation misstatement 
if a net section 482 adjustment is 
greater than the lesser of 20 million 
dollars or twenty percent of gross 
receipts. 

(4) Setoff allocation rule. If a tax
payer meets the requirements of para
graph (d) of this section with respect to 
some, but not all of the allocations 
made under section 482, then for pur
poses of determining the net section 
482 adjustment, setoffs, as taken into 
account under §1.482-IT(e)(5), must 
be applied ratably against all such 
allocations. The following example 
illustrates the principle of this para
graph (c)(4). 

Example. (i) The Internal Revenue Service 
makes the following section 482 adjustments for 
the taxable year: 

1) $ 9,000,000 

2) 6,000,000 

3) ( 5,000,000) (because of a setoff under 
§ 1.482-IT(e)(5)) 

$10,000,000 Total section 482 adjust
ments 

(ii) The taxpayer meets the requirements of 
paragraph (d) with respect to adjustment number 
one, but not with respect to adjustment number 
two. The five million dollar setoff will be 
allocated ratably against the nine million dollar 
adjustment ($9,000,0001$15,000,000 X 
$5,000,000 = $3,000,000) and the six million 
dollar adjustment ($6,000,0001$15,000,000 X 
$5,000,000 = $2,000,000). Accordingly, in deter
mining the net section 482 adjustment, the nine 
million dollar adjustment is reduced to six 
million dollars ($9,000,000 - $3,000,000) and 
the six million dollar adjustment is reduced to 
four million dollars ($6;000,000 - $2,000,000). 
Therefore, the net section 482 adjustment equals 
four million dollars. 

(5) Gross receipts. For purposes of 
this section, gross receipts must be 
computed pursuant to the rules con
tained in § 1.448-IT(f)(2)(iv), as ad
justed to reflect allocations under sec
tion 482. 

(6) Coordination with reasonable 
cause exception under section 6664(c). 
Pursuant to section 6662(e)(3)(D), a 
taxpayer will be treated as having 
reasonable cause under section 6664(c) 
for any portion of an underpayment 
attributable to a net section 482 adjust
ment only if the taxpayer meets the 
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requirements of paragraph (d) of this 
section with respect to that portion. 

(7) Examples. The principles of this 
paragraph (c) are illustrated by the 
following examples. 

Example 1. (i) The Internal Revenue Service 
makes the following section 482 adjustments for 
the taxable year: 

1) $2,000,000 (attributable to an increase in 
gross income because of an 
increase in royalty payments) 

2) 2,500,000 (attributable to an increase in 
sales proceeds due to a de
crease in the profit margin of 
a related buyer) 

3) 2,000,000 (attributable to a decrease in 
the cost of goods sold be
cause of a decrease in the 
cost plus mark-up of a re
lated seller) 

$6,500,000 Total section 482 adjust
ments 

(ii) None of the adjustments are excluded 
under paragraph (d) of this section. The net 
section 482 adjustment ($6.5 million) is greater 
than five million dollars. Therefore, there is a 
substantial valuation misstatement. 

Example 2. (i) The Internal Revenue Service 
makes the following section 482 adjustments for 
the taxable year: 

I) $11,000,000 

2) 2,000,000 

3) ( 9,000,000) (because of a setoff under 
§ 1.482-IT(e)(5)) 

$ 4,000,000 Total section 482 adjust
ments 

(ii) The taxpayer has gross receipts of sixty 
million dollars after taking into account all 
section 482 adjustments. None of the adjustments 
are excluded under paragraph (d) of this section. 
The net section 482 adjustment ($4 million) is 
less than the lesser of five million dollars or ten 
percent of gross receipts ($60 million X 10% = 
$6 million). Therefore, there is no substantial 
valuation misstatement. 

Example 3. (i) The Internal Revenue Service 
makes the following section 482 adjustments to 
the income of an affiliated group that files a 
consolidated return for the taxable year: 

1) $1.500,000 (attributable to Member A) 

2) 1,000,000 (attributable to Member B) 
3) 2,000,000 (attributable to Member C) 

$4,500,000 Total section 482 adjust-
ments 

(ii) Members A, B, and C have gross receipts 
of 20 million dollars, 12 million dollars, and 11 
million dollars, respectively. Thus, the total gross 
receipts are 43 million dollars. None of the 
adjustments are excluded under paragraph (d) of 
this section. The net section 482 adjustment 
($4.5 million) is greater than the lesser of five 
million dollars or ten percent of gross receipts 
($43 million X 10% = $4.3 million). Therefore, 
there is a substantial valuation misstatement. 

Example 4. (i) The Internal Revenue Service 
makes the following section 482 adjustments to 
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the income of an affiliated group that files a 
consolidated return for the taxable year: 

I) $1,500,000 (attributable to Member A) 

2) 3,000,000 (attributable to Member B) 

3) 2,500,000 (attributable to Member C) 

$7,000,000 Total section 482 adjust-
ments 

(ii) Members A, B, and C have gross receipts 
of 20 million dollars, 35 million dollars, and 40 
million dollars, respectively. Thus, the total gross 
receipts are 95 million dollars. None of the 
adjustments are excluded under paragraph (d) of 
this section. The net section 482 adjustment (7 
million dollars) is greater than the lesser of five 
million dollars or ten percent of gross receipts 
($95 million X 10% = $9.5 million). Therefore, 
there is a substantial valuation misstatement. 

Example 5. (i) The Internal Revenue Service 
makes the following section 482 adjustments to 
the income of an affiliated group that files a 
consolidated return for the taxable year: 

1) $2,000,000 ( attributable to Member A) 

2) 1,000,000 (attributable to Member B) 

3) 1,500,000 (attributable to Member C) 

$4,500,000 Total section 482 adjust-
ments 

(ii) Members A, B, and C have gross receipts 
of 10 million dollars, 35 million dollars, and 40 
million dollars, respectively. Thus, the total gross 
receipts are 85 million dollars. None of the 
adjustments are excluded under paragraph (d) of 
this section. The net section 482 adjustment 
($4.5 million) is less than the lesser of five 
million dollars or ten percent of gross receipts 
($85 million x 10% = $8.5 million). Therefore, 
there is no substantial valuation misstatement 
even though individual member A's adjustment 
($2 million) is greater than ten percent of its 
individual gross receipts ($10 million x 10% = 
$1 million). 

(d) Amounts excluded from net sec
tion 482 adjustments-(1) In general. 
An amount is excluded from the cal
culation of a net section 482 adjust
ment if the requirements of paragraph 
(d)(2), (3), or (4) of this section are 
met with respect to that amount. 

(2) Application of a specified section 
482 method-(i) In general. An amount 
is excluded from the calculation of a 
net section 482 adjustment if the tax
payer establishes that both the specified 
method and documentation require
ments of this paragraph (d)(2) are met 
with respect to that amount. For 
purposes of this paragraph (d), a 
method will be considered a specified 
method if it is described in the 
regulations under section 482 and the 
method applies to transactions of the 
type under review. A bona fide cost 
sharing arrangement is considered a 
specified method. See §1.482-2A(d)(4). 
An unspecified method is not consid-
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ered a specified method. See § 1.482-
3T(e) and §1.482-4T(d). 

(ii) Specified method requirement. 
The specified method requirement is 
met if the taxpayer selects and applies 
a specified method in a reasonable 
manner. The taxpayer's selection and 
application of a specified method is 
reasonable only if, given the available 
data and the applicable prIcmg 
methods, the taxpayer reasonably con
cluded that the method (and its applica
tion of that method) provided the most 
accurate measure of an arm's length 
result under the principles of the best 
method rule in § 1.482-1 T(b )(2)(iii). 
For examples illustrating the selection 
of a specified method consistent with 
this paragraph (d)(2)(ii), see § 1.482-
I T(b )(2)(iii)(C). An application of a 
specified method provides the most 
accurate measure of an arm's length 
result if it provides a more accurate 
measure of an arm's length result than 
any alternative specified method and 
any alternative application of the 
method chosen. Thus, it is not neces
sary for a taxpayer to conclude that the 
selected specified method provides a 
more accurate measure of an arm's 
length result than any unspecified 
method. Whether the taxpayer's conclu
sion was reasonable must be deter
mined from all the facts and cir
cumstances. The factors relevant to this 
determination include the following: 

(A) The experience and knowledge 
of the taxpayer, including all members 
of the taxpayer's controlled group. 

(B) The extent to which accurate 
data was available and the data was 
analyzed in a reasonable manner. A 
taxpayer must engage in a reasonably 
thorough search for the data necessary 
to determine which method should be 
selected and how it should be applied. 
Furthermore, a taxpayer must use the 
most current reliable data that is 
available before the return is filed. In 
this regard, the expense of collecting 
data relative to the dollar amount of the 
transactions in question is a factor that 
may be taken into account in determin
ing the scope of a reasonably thorough 
search for data. 

(C) The extent to which the taxpayer 
followed the relevant requirements set 
forth in regulations under section 482 
with respect to the application of the 
method. 

(D) The extent to which the taxpayer 
reasonably relied on the analysis of, or 
a study done by, a professional quali-

fied to conduct such an analysis or 
study, including an attorney, account
ant, or economist. Whether the profes
sional is an employee of, or related to, 
the taxpayer is not determinative in 
evaluating the reliability of that anal
ysis or study, as long as the analysis or 
study is objective, thorough, and well 
reasoned. Such reliance is reasonable 
only if the taxpayer disclosed to the 
professional all relevant information 
regarding the controlled transactions at 
issue. A transfer pricing study or 
analysis that was reasonably relied 
upon in a prior year may reasonably be 
relied upon in the current year if the 
relevant facts and circumstances have 
not changed or if the study or analysis 
has been appropriately modified to 
reflect any change in facts and 
circumstances. 

(iii) Documentation requirement
(A) In general. The documentation 
requirement of this paragraph (d)(2)(iii) 
is met if the taxpayer maintains suffi
cient documentation to establish that 
the taxpayer reasonably concluded that, 
given the available data and the appli
cable pricing methods, the method (and 
its application of that method) provided 
the most accurate measure of an arm's 
length result under the principles of the 
best method rule in § 1.482-IT(b )(2)
(iii), and provides that documentation 
to the Internal Revenue Service within 
30 days of a request for it. That 
documentation must be in existence 
when the return is filed. The district 
director may, in his discretion, excuse a 
minor or inadvertent failure to provide 
required documents, but only if the 
taxpayer has made a good faith effort 
to comply, and the taxpayer promptly 
remedies the failure when it becomes 
known. The required documentation is 
divided into two categories, principal 
and background documents, as de
scribed in paragraphs (d)(2)(iii)(B) and 
(C) of this section. 

(B) Principal documents. The princi
pal documents should accurately and 
completely describe the basic transfer 
pricing analysis conducted by the tax
payer. The documentation must include 
the following-

(I) An overview of the taxpayer's 
business, including an analysis of the 
economic and legal factors that affect 
the pricing of its property or services; 

(2) A description of the taxpayer's 
organizational structure (including an 
organization chart) covering all related 
parties engaged in transactions poten-



tially relevant under section 482, in
cluding foreign affiliates whose trans
actions directly or indirectly affect the 
pricing of property or services in the 
United States; 

(3) Any documentation explicitly re
quired by the regulations under section 
482; 

(4) A description of the specified 
method selected and an explanation of 
why that method was selected; 

(5) A description of the unspecified 
methods that were considered and an 
explanation of why they were not 
selected; 

(6) A description of the controlled 
transactions (including the terms of 
sale) and any internal data used to 
analyze those transactions; 

(7) A description of the comparables 
that were used, how comparability was 
evaluated, and what (if any) adjust
ments were made; 

(8) An explanation of the economic 
analysis and projections relied upon in 
developing the method; and 

(9) A general index of the principal 
and background documents and a de
scription of the recordkeeping system 
used for cataloging and accessing those 
documents. 

(C) Background documents. The as
sumptions, conclusions, and positions 
contained in principal documents or
dinarily will be based on, and sup
ported by, additional background docu
ments. Documents that support the 
principal documentation may include 
the documents listed in § 1.6038A-3(c) 
that are not otherwise described in 
paragraph (d)(2)(iii)(B) of this section. 
Every document listed in those regula
tions may not be relevant to pricing 
determinations under the taxpayer's 
specific facts and circumstances and, 
therefore, each of those documents 
need not be maintained in all circum
stances. Moreover, other documents not 
listed in those regulations may be 
necessary to establish that the tax
payer's method was selected and ap
plied in the way that provided the most 
accurate measure of an arm's length 
result under the principles of the best 
method rule in § 1.482-1 T(b)(2)(iii). 
Background documents need not be 
provided to the Internal Revenue Serv
ice in response to a request for 
principal documents. If the Internal 
Revenue Service subsequently requests 
background documents, a taxpayer 
must provide that documentation to the 

Internal Revenue Service within 30 
days of the request. However, the 
district director may, in his discretion, 
extend the period for producing the 
background documentation. 

(3) Application of an unspecified 
method-(i) In general. An adjustment 
is excluded from the calculation of a 
net section 482 adjustment if the 
taxpayer establishes that both the un
specified method and documentation 
requirements of this paragraph (d)(3) 
are met with respect to that amount. 

(ii) Unspecified method require
ment-(A) In general. If a method 
other than a specified method was 
applied, the unspecified method re
quirement is met if the requirements of 
paragraph (d)(3)(ii)(B) or (C), as ap
propriate, are met. 

(B) Specified method potentially ap
plicable. If the transaction is of a type 
for which methods are specified in the 
regulations under section 482, then a 
taxpayer will be considered to have 
met the unspecified method require
ment if the taxpayer reasonably con
cludes that, given the available data, 
none of the specified methods was 
likely to provide an accurate measure 
of an arm's length result, and that it 
selected and applied an unspecified 
method in a way that would likely 
provide an accurate measure of an 
arm's length result, given the available 
data. This conclusion must be based on 
all the facts and circumstances. The 
factors relevant to this conclusion 
include those set forth in paragraph 
(d)(2)(ii) of this section. 

(C) No specified method applicable. 
If the transaction is of a type for which 
no methods are specified in the regula
tions under section 482, then a taxpayer 
will be considered to have met the 
unspecified method requirement if it 
selected and applied an unspecified 
method in a reasonable manner. For 
purposes of this paragraph (d)(3)(ii)(C), 
a taxpayer's selection and application is 
reasonable if the taxpayer reasonably 
concludes that the method (and its 
application of that method) provided 
the most accurate measure of an arm's 
length result under the principles of the 
best method rule in § 1.482-1 T(b )(2)
(iii). This conclusion must be based on 
all the facts and circumstances. The 
factors relevant to this conclusion 
include those set forth in paragraph 
(d)(2)(ii) of this section. 

(iii) Documentation requirement
(A) In general. The documentation 
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requirement of this paragraph (d)(3) is 
met if the taxpayer maintains sufficient 
documentation to establish that the 
unspecified method requirement of 
paragraph (d)(3)(ii) of this section is 
met and provides that documentation to 
the Internal Revenue Service within 30 
days of a request for it. That documen
tation must be in existence when the 
return is filed. The district director 
may, in his discretion, excuse a minor 
or inadvertent failure to provide re
quired documents, but only if the 
taxpayer has made a good faith effort 
to comply, and the taxpayer promptly 
remedies the failure when it becomes 
known. 

(B) Principal and background docu
ments. See paragraphs (d)(2)(iii)(B) and 
(C) of this section for rules regarding 
these two categories of required docu
mentation. 

(4) Certain foreign to foreign trans
actions. For purposes of calculating a 
net section 482 adjustment, any in
crease in taxable income resulting from 
an allocation under section 482 that is 
attributable to any controlled transac
tion solely between foreign corpora
tions will be excluded unless the 
treatment of that transaction affects the 
determination of either corporation's 
income from sources within the United 
States or taxable income effectively 
connected with the conduct of a trade 
or business within the United States. 

(5) Special rule. If the regular tax 
(as defined in section 55(c» imposed 
on the taxpayer is determined by 
reference to an amount other than 
taxable income, that amount shall be 
treated as the taxable income of the 
taxpayer for purposes of section 
6662(e)(3). Accordingly, for taxpayers 
whose regular tax is determined by 
reference to an amount other than 
taxable income, the increase in that 
amount resulting from section 482 
allocations is the taxpayer's net section 
482 adjustment. 

(6) Examples. The principles of this 
paragraph (d) are illustrated by the 
following examples. 

Example 1. (i) The Internal Revenue Service 
makes the following section 482 adjustments for 
the taxable year: 

I) $ 9,000,000 

2) 2,000.000 (not a 200 percent or 400 
percent adjustment) 

3) 9,000,000 

$20,000,000 Total section 482 adjust
ments 
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(ii) The taxpayer has gross receipts of 
seventy-five million dollars after all section 482 
adjustments. The taxpayer establishes that for 
adjustments number one and three, it applied a 
transfer pricing method specified in section 482, 
the selection and application of the method was 
reasonable, it documented the pricing analysis, 
and turned that documentation over to the IRS 
within 30 days of a request. Accordingly, 
eighteen million dollars is excluded from the 
calculation of the net section 482 adjustment. 
Because the net section 482 adjustment is two 
million dollars, there is no substantial valuation 
misstatement. 

Example 2. (i) The Internal Revenue Service 
makes the following section 482 adjustments for 
the taxable year: 

1) $ 9,000,000 

2) 2,000,000 (attributable to an adjust-
ment that is 200 percent or 
more of the correct section 
482 price) 

3) 9,000,000 

$20,000,000 Total section 482 adjust-
ments 

(ii) The taxpayer has gross receipts of 
seventy-five million dollars after all section 482 
adjustments. The taxpayer establishes that for 
adjustments number one and three it applied a 
transfer pricing method specified in section 482, 
the selection and application of the method was 
reasonable, it documented that analysis, and 
turned the documentation over to the IRS within 
30 days. Accordingly, eighteen million dollars is 
excluded from the calculation of the section 482 
transfer pricing adjustments for purposes of 
applying the five million dollar or 10% of gross 
receipts test. Because the net section 482 
adjustment is only two million dollars, the 
taxpayer is not subject to the net adjustment 
penalty. However, the taxpayer may be subject to 
the transactional penalty on the underpayment of 
tax attributable to the two million dollar 
adjustment. 

Example 3. CFCI and CFC2 are controlled 
foreign corporations within the meaning of 
section 957. Applying section 482, the IRS 
disallows a deduction for twenty fi ve million 
dollars of the interest that CFC 1 paid to CFC2, 
which results in CFCI's U.S. shareholder having 
a subpart F inclusion in excess of five million 
dollars. No other adjustments under section 482 
are made with respect to the controlled tax
payers. However, the increase has no effect upon 
the determination of CFCl's or CFC2's income 
from sources within the United States or taxable 
income effectively connected with the conduct of 
a trade or business within the United States. 
Accordingly, there is no substantial valuation 
misstatement. 

(e) Special rules in the case of 
carrybacks and carryovers, If there is a 
substantial or gross valuation misstate
ment for a taxable year that gives rise 
to a loss, deduction or credit that is 
carried to another taxable year, the 
transactional penalty and the net adjust
ment penalty will be imposed on any 
resulting underpayment of tax in that 
other taxable year. In determining 
whether there is a substantial or gross 
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valuation misstatement for a taxable 
year, no amount carried from another 
taxable year shall be included. The 
following example illustrates the princi
ple of this paragraph (e). 

Example. The Internal Revenue Service makes 
a section 482 adjustment of six million dollars in 
taxable year I, no portion of which is excluded 
under paragraph (d) of this section. The tax
payer's income tax return for year I reported a 
loss of three million dollars, which was carried 
to taxpayer's year 2 year income tax return and 
used to reduce income taxes otherwise due with 
respect to year 2. A determination is made that 
the six million dollar allocation constitutes a 
substantial valuation misstatement, and a penalty 
is imposed on the underpayment of tax in year I 
attributable to the substantial valuation misstate
ment and on the underpayment of tax in year 2 
attributable to the disallowance of the net 
operating loss in year 2. For purposes of 
determining whether there is a substantial or 
gross valuation misstatement for year 2, the three 
million dollar reduction of the net operating loss 
will not be added to any section 482 adjustments 
made with respect to year 2. 

(f) Rules for coordinating between 
the transactional penalty and the net 
adjustment penalty-(l) Coordination 
of a net section 482 adjustment subject 
to the net adjustment penalty and a 
gross valuation misstatement subject to 
the transactional penalty. In determin
ing whether a net section 482 adjust
ment exceeds five million dollars or 10 
percent of gross receipts, an adjustment 
attributable to a substantial or gross 
valuation misstatement that is subject 
to the transactional penalty will be 
taken into account. If the net section 
482 adjustment exceeds five million 
dollars or ten percent of gross receipts, 
any portion of such amount that is 
attributable to a gross valuation mis
statement will be subject to the transac
tional penalty at the forty percent rate, 
but will not also be subject to net 
adjustment penalty at a twenty percent 
rate. The remaining amount is subject 
to the net adjustment penalty at the 
twenty percent rate, even if such 
amount is less than the lesser of five 
million dollars or ten percent of gross 
receipts. 

(2) Coordination of net section 482 
adjustment subject to the net adjust
ment penalty and substantial valuation 
misstatements subject to the transac
tional penalty. If the net section 482 
adjustment exceeds twenty million dol
lars or 20 percent of gross receipts, the 
entire amount of the adjustment is 
subject to the net adjustment penalty at 
a forty percent rate. No portion of the 
adjustment is subject to the transac
tional penalty at a twenty percent rate. 

(3) Examples. The following exam
ples illustrate the principles of this 
paragraph (f). 

Example 1. (i) Applying section 482, the 
Internal Revenue Service makes the following 
adjustments for the taxable year: 

1) $2,000,000 (attributable to an adjustment 
that is 400 percent or more 
of the correct section 482 
arm's length result) 

2) 2,500,000 (not a 200 or 400 percent ad-
justment) 

$4,500,000 

(ii) The taxpayer has gross receipts of 75 
million dollars after all section 482 adjustments. 
None of the adjustments is excluded under 
paragraph (d) (Amounts excluded from net 
section 482 adjustments) of this section, in 
determining the five million dollar or 10% of 
gross receipts test under section 6662(e)(1)
(B)(ii). The net section 482 adjustment (4.5 
million dollars) is less than the lesser of five 
million dollars or ten percent of gross receipts 
($75 million x 10% = $7.5 million). Thus, there 
is no substantial valuation misstatement. How
ever, the two million dollar adjustment is 
attributable to a gross valuation misstatement. 
Accordingly, the taxpayer may be subject to a 
penalty, under section 6662(h), equal to 40 
percent of the underpayment of tax attributable 
to the gross valuation misstatement of two 
million dollars. The 2.5 million dollar adjustment 
is not subject to a penalty under section 
6662(b)(3). 

Example 2. The facts are the same as in 
Example 1, except the taxpayer has gross receipts 
of 40 million dollars. The net section 482 
adjustment ($4.5 million) is greater than the 
lesser of fi ve million dollars or ten percent of 
gross receipts ($40 million x 10% = $4 million). 
Thus, the five million dollar or 10% of gross 
receipts test has been met. The two million dollar 
adjustment is attributable to a gross valuation 
misstatement. Accordingly, the taxpayer is sub
ject to a penalty, under section 6662(h), equal to 
40 percent of the underpayment of tax attributa
ble to the gross valuation misstatement of two 
million dollars. The 2.5 million dollar adjustment 
is subject to a penalty under sections 6662(a) and 
6662(b)(3), equal to 20 percent of the underpay
ment of tax attributable to the substantial 
valuation misstatement. 

Example 3. (i) Applying section 482, the 
Internal Revenue Service makes the following 
transfer pricing adjustments for the taxable year: 

1) $ 6,000,000 (attributable to an adjust
ment that is 400 percent or 
more of the correct section 
482 arm's length result) 

2) 15,000,000 (not a 200 or 400 percent 
adjustment) 

$21,000,000 

(ii) None of the adjustments are excluded 
under paragraph (d) (Amounts excluded from net 
section 482 adjustments) in determining the 
twenty million dollar or 20% of gross receipts 
test under section 6662(h). The net section 482 
adjustment (21 million dollars) is greater than 
twenty million dollars and thus constitutes a 



gross valuation misstatement. Accordingly, the 
total adjustment is subject to the net adjustment 
penalty equal to 40 percent of the underpayment 
of tax attributable to the 21 million dollar gross 
valuation misstatement. The six million dollar 
adjustment will not be separately included for 
purposes of any additional penalty under section 
6662. 

(g) Effective date. This section ap
plies to taxable years beginning after 
December 31, 1993. 

Par. 5. Section 1.6664-0 is amended 
by adding an entry for §1.6664-4T to 
read as follows: 

§1.6664-0 Table of contents. 

* * * * * * 

§1.6664-4T Reasonable cause and 
good faith exception to section 6662 
penalties. 

(a) through (c) [Reserved] 
(d) Transactions between persons de

scribed in section 482 and net section 
482 transfer price adjustments. 

Par. 6. Section 1.6664-4T is added 
to read as follows: 

§1.6664-4T Reasonable cause and 
good faith exception to section 6662 
penalties. 

(a) through (c) [Reserved] 
(d) Transactions between persons 

described in section 482 and net 
section 482 transfer price adjustments. 
For purposes of applying the reason
able cause and good faith exception of 
section 6664( c) to net section 482 ad
justments, the rules of § 1. 6662-6T( d) 
of the regulations apply. A taxpayer 
that does not satisfy the rules of 
§ 1.6662-6T( d) for a net section 482 
adjustment cannot satisfy the reason
able cause and good faith exception 
under section 6664(c). The rules of this 
section apply to underpayments subject 
to the transactional penalty in § 1.6662-
6T(b). If the standards of the net 
section 482 penalty exclusion provi
sions under § 1.6662-6T( d) are met 
with respect to such underpayments, 
then the taxpayer will be considered to 
have acted with reasonable cause and 
good faith for purposes of this section. 

Par. 7. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 8. 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) *** 

CFR part or section Current OMB 

where identified control number 
and described 

* * * * * * 

1.6662-6T .............. 1545-1365 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved January 21, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
January 27, 1994, 11: 10 a.m., and published in 
the issue of the Federal Register for February 
2, 1994, 59 F.R. 4791) 

26 CFR 1.6662-2: Accuracy-related penalty. 

The Service identifies circumstances under 
which the disclosure on a taxpayer's return of a 
position with respect to an item is adequate for 
the purpose of reducing the understatement of 
income tax under § 6662( d) of the Code. See 
Rev. Proc. 94-36, page 682. 

26 CFR 1.6662-7T: Omnibus Budget 
Reconciliation Act of 1993 changes to the 
accuracy-related penalty (temporary). 

T.D. 8533 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Accuracy-Related Penalty 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
accuracy-related penalty under chapter 
1 of the Internal Revenue Code. These 
regulations affect all persons that file 
returns of income tax and provide 
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guidance necessary to comply with 
these changes. These regulations are 
necessary to effect changes to the 
accuracy-related penalty made by the 
Omnibus Budget Reconciliation Act of 
1993. 

EFFECTIVE DATE: March 14, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

These temporary regulations set forth 
certain changes made to the accuracy
related penalty in section 6662 of the 
Internal Revenue Code (Code) by 
section 13251 of the Omnibus Budget 
Reconciliation Act of 1993 (OBRA 
1993). These changes eliminated the 
disclosure exception for the negligence 
penalty (section 6662(b)(1) of the 
Code) and raised the disclosure stand
ard for purposes of the penalties for 
disregarding rules or regulations (sec
tion 6662(b)(1) of the Code) and a 
substantial understatement of income 
tax (section 6662(b)(2) of the Code) 
from "not frivolous" to "reasonable 
basis." See section 13251 of OBRA 
1993 and H. Rep. No. 213, 103rd 
Cong., 1st Sess. 669 (1993) (the 
Conference Report). 

The legislative history to OBRA 
1993 indicates that this "reasonable 
basis" standard is a relatively high 
standard of tax reporting that is signifi
cantly higher than the "not frivolous" 
disclosure standard previously applica
ble to taxpayers under section 6662 of 
the Code and currently applicable to 
preparers under section 6694 of the 
Code. See Conference Report, at p. 
669. A position is not frivolous if it is 
not "patently improper." See § 1.6694-
2(c)(2) of the Income Tax Regulations 
and current §1.6662-3(b)(3). The legis
lative history to OBRA 1993 also 
provides that the reasonable basis 
standard is not satisfied by a position 
that is merely arguable or merely a 
colorable claim. See Conference Re
port, at p. 669. 

In addition to adopting the new 
reasonable basis standard as the stand
ard that a disclosed return position 
must satisfy to avoid the disregard and 
substantial understatement penalties, 
Congress adopted the new reasonable 
basis standard as the standard that a 
return position must satisfy to avoid the 
negligence penalty. See Conference 
Report at p. 669. 
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Treasury requests comments on how 
the new reasonable basis standard 
should be defined for purposes of the 
negligence, disregard, and substantial 
understatement penalties. 

Explanation of changes 

Section 1.6662-3(a) of the regula
tions generally provides that if any 
portion of an underpayment, as defined 
in section 6664(a) of the Code and 
§ 1.6664-2, of any income tax imposed 
under subtitle A of the Code that is 
required to be shown on a return is 
attributable to negligence or disregard 
of rules or regulations, there is added 
to the tax an amount equal to 20 per
cent of such portion. Section 1.6662-3-
(b)(1) defines "negligence" to include 
any failure to make a reasonable 
attempt to comply with the provisions 
of the internal revenue laws or to 
exercise ordinary and reasonable care 
in the preparation of a tax return. 
Currently, § 1.6662-3(c) generally 
provides that no penalty under section 
6662(b)(l) may be imposed on any 
portion of any underpayment that is 
attributable to negligence or a position 
contrary to a rule or regulation if the 
position is adequately disclosed and is 
not frivolous, if the requirements of 
that section are met. 

Section 1.6662-4(a) of the regula
tions generally provides that if any 
portion of an underpayment of any 
income tax imposed under subtitle A of 
the Code that is required to be shown 
on a return is attributable to a substan
tial understatement of such income tax, 
there is added to the tax an amount 
equal to 20 percent of such portion. 
Section 1.6662-4(a) further provides 
that, except in the case of any item 
attributable to a tax shelter, an under
statement is reduced by the portion of 
the understatement that is attributable 
to positions for which there was sub
stantial authority or adequate dis
closure. Currently, under § 1.6662-
4(e)(2), this adequate disclosure excep
tion will not apply if the position on 
the return is frivolous. 

As a result of OBRA 1993, the mini
mum standard that a disclosed return 
position must satisfy to avoid either the 
penalty for disregarding rules or regula
tions or for a substantial understate
ment of income tax has been raised 
from "not frivolous" to "reasonable 
basis." In addition, there is no longer a 
disclosure exception for the negligence 
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penalty and, to avoid that penalty, the 
return position generally must satisfy 
the new reasonable basis standard. 

These rules generally apply to re
turns that are due (without regard to 
extensions for filing) after December 
31, 1993. However, the rules relating to 
changes to the penalties for negligence 
or disregard of rules or regulations will 
not apply to returns, including qualified 
amended returns, filed on or before 
March 14, 1994. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It 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 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 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 1.6662-0 is amended 

by revising the introductory language 
and adding an entry for § 1.6662-7T to 
read as follows: 

§1.6662-0 Table of contents. 

This section lists the captions that 
appear in §§1.6662-I through 1.6662-
7T. 

* * * * * * 

§1.6662-7T Omnibus Budget 
Reconciliation Act of 1993 changes 
to the accuracy-related penalty 
(temporary). 

(a) In general. 

(1) Scope. 

(2) Effective date. 

(b) No disclosure exception for neg
ligence penalty. 

(c) Disclosure standard for other 
penalties is reasonable basis. 

(d) Definition of reasonable basis. 

(1) In general. [Reserved]. 

(2) Relationship to other standards. 

Par. 3. Section 1.6662-7T is added 
to read as follows: 

§1.6662-7T Omnibus Budget 
Reconciliation Act of 1993 changes 
to the accuracy-related penalty 
(temporary). 

(a) In general-(l) Scope. The Om
nibus Budget Reconciliation Act of 
1993 made certain changes to the 
accuracy-related penalty in section 
6662. This section provides rules re
flecting those changes. 

(2) Effective date. This section ap
plies to returns that are due (without 
regard to extensions of time for filing) 
after December 31, 1993. However, the 
provisions of this section relating to the 
penalties for negligence or disregard of 
rules or regulations will not apply to 
returns (including qualified amended 
returns) that are filed on or before 
March 14, 1994. 

(b) No disclosure exception for neg
ligence penalty. The penalty for negli
gence in section 6662(b)(1) may not be 
avoided by disclosure of a return 
position. 

(c) Disclosure standard for other 
penalties is reasonable basis. The 
penalties for disregarding rules or 
regulations in section 6662(b)( 1) and 
for a substantial understatement of 
income tax in section 6662(b)(2) may 
be avoided by adequate disclosure of a 
return position only if the position has 
at least a reasonable basis. 'See 
§§1.6662-3(c) and 1.6662-4(e) and (f) 
for other applicable disclosure rules. 

(d) Definition of reasonable basis
(1) In general. [Reserved]. 

(2) Relationship to other standards. 
The reasonable basis standard is sig
nificantly higher than the not frivolous 
standard applicable to preparers under 
section 6694 and defined in § 1.6694-2-
(c)(2). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 



Approved: 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 14. 1994. 12:20 p.m., and published in 
the issue of the Federal Register for March 17. 
1994. 59 F.R. 12547 as corrected by 59 F.R. 
14749) 

Subchapter B.-Assessable Penalties 

Part I.-General Provisions 

Section 6694.-Understatement of 
Taxpayer's Liability By Income Tax 
Return Preparer 

26 CFR 1.6694-1: Section 6694 penalties 
applicable to income tax return preparer. 

The Service identifies circumstances under 
which the disclosure on a taxpayer's return of a 
position with respect to an item is adequate for 
the purpose of avoiding the pre parer penalty 
under § 6694 of the Code. See Rev. Proc. 94-36. 
page 682. 

Chapter 70.-Jeopardy Receiverships, Etc. 

Subchapter A.-Jeopardy 

Part I.-Termination of Taxable Year 

Section 6851.-Termination 
Assessments of Income Tax 

26 CFR 1.6851-2: Certificates of compliance 
with income tax laws by departing aliens. 

T.D. 8526 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Certificates of Compliance with 
Income Tax Laws by Departing Aliens 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final Income Tax Regulations that 
exempt certain alien students, industrial 
trainees, and exchange visitors from the 
requirement of obtaining a certificate of 
compliance with income tax laws be
fore departing the United States. This 
action is necessary because of changes 

to the applicable tax laws made by the 
Technical and Miscellaneous Revenue 
Act of 1988. 

EFFECTIVE DATE: This document is 
effective March 3, 1994. 

This regulation applies to departures 
after April 4, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

On January 28, 1991, the IRS 
published a notice of proposed 
rulemaking in the Federal Register (56 
FR 3061 [INTL-816-89, 1991-1 C.B. 
948]) by cross reference to temporary 
regulations (56 FR 3034 [T.D. 8332, 
1991-1 C.B. 258]) that proposed 
amendments to the Income Tax Regula
tions under section 6851 of the Internal 
Revenue Code of 1986. These regula
tions implemented section 1001(d) of 
the Technical and Miscellaneous Reve
nue Act of 1988, Pub. L. 100-647, 102 
Stat. 3342. Comments responding to 
the notice of proposed rulemaking were 
received but no public hearing was 
requested or held. After consideration 
of the written comments, the IRS 
adopts the proposed regulations as 
revised by this Treasury decision. 

Explanation of Provisions 

The regulations exempt certain alien 
students, industrial trainees, and ex
change visitors, and their spouses and 
children, from the requirement of ob
taining a certificate of compliance with 
the U.S. income tax laws before they 
depart the United States. Aliens exempt 
from the requirements are those admit
ted to the United States solely on an F-
1, F-2, H-3, H-4, J-1, or J-2 visa, 
who have received no gross income 
from U.S. sources other than: (1) 
allowances to cover expenses incident 
to study in the United States, (2) the 
value of any services or accommoda
tions furnished incident to that study, 
(3) income derived in accordance with 
the employment authorizations in 8 
CFR 274a.12(b) and (c) that apply to 
the alien's visa, or (4) interest on 
deposits described in section 871(i)
(2)(A). Furthermore, aliens admitted 
solely on an M-l or M-2 visa who 
have received no gross income other 
than that derived in accordance with 
the employment authorization in 8 CFR 
274a.12 (c)(6) or described in section 
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871 (i)(2)(A) are also exempt from the 
requirement. 

Comments received were very posi
tive. Accordingly, the regulations adopt 
the provisions of the notice of proposed 
rulemaking, with only minor changes. 
In response to a comment, the words or 
training are added immediately after 
the word study in §1.6851-2(a)(2)(ii)
(A)(l) and (2) to clarify that the 
regulations apply to payments incident 
to training as well as study. In addition, 
a commentator suggested that the ex
emption should apply to amounts, such 
as travel allowances, that may be 
received by students or trainees when 
not physically present in the United 
States. These regulations clarify that 
such amounts are covered by the 
exemption as well, assuming that the 
other requirements of the regulations 
have been met. The final regulations 
also provide that the exemption covers 
amounts received that are exempt from 
United States taxation under section 
871 (i)(2)(A), relating to certain interest 
on deposits. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.C. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(£) of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority for part 
is amended by removing the entry for 
.. Section 1.6851-2T" and adding an 
entry in numerical order to read as 
follows: 

1994-1 C.B. 309 



Section 6851 

Authority: 26 U.S.c. 7805 *** 
§ 1.6851-2 also issued under 26 U .S.C. 
6851(d). *** 

§1.6851-2T [Removed] 

Par. 2. Section 1.6851-2T is 
removed. 

Par. 3. Section 1.6851-2 is amended 
by revising paragraph (a)(2)(ii) to read 
as follows: 

§1.6851-2 Certificates of compliance 
with income tax laws by departing 
aliens. 

(a) *** 
(2) *** 
(ii) Alien students, industrial train

ees, and exchange visitors. A certificate 
of compliance shall not be required, 
and examination as to United States 
income tax liability shall not be made, 
upon the departure from the United 
States or any of its possessions of-

(A) An alien student, industrial 
trainee, or exchange visitor, and any 
spouse and children of that alien, 
admitted solely on an F-l, F-2, H-3, 
H-4, I-lor 1-2 visa, who has received 
no gross income from sources inside 
the United States other than-

(1) Allowances to cover expenses 
incident to study or training in the 
United States (including expenses for 
travel, maintenance, and tuition); 

(2) The value of any services or 
accommodations furnished incident to 
such study or training; 

(3) Income derived in accordance 
with the employment authorizations in 
8 CFR 27 4a.12(b) and (c) that apply to 
the alien's visa; or 

(4) Interest on deposits described in 
section 871(i)(2)(A); or 

(B) An alien student, and any spouse 
or children of that alien admitted solely 
on an M-l or M-2 visa, who has 
received no gross income from sources 
inside the United States other than 
income derived in accordance with the 
employment authorization in 8 CFR 
274a.12(c)(6) or interest on deposits 
described In section 871(i)(2)(A). 

* * * * * * 
Margaret Milner Richardson, 

Commissioner of 
Internal Revenue. 
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Approved February 9, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
March 2, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for March 3, 
1994, 59 F.R. 10066) 

Chapter 77 .-Miscellaneous Provisions 

Section 7518.-Tax Incentives 
Relating to Merchant Marine Capital 
Construction Funds 

(Also Section 62; 26 CFR 1.62-1T.) 

Capital construction fund deposit 
and an individual taxpayer's adjusted 
gross income. A deposit into a capital 
construction fund by . an individual 
taxpayer will not reduce the taxpayer's 
adjusted gross income by the amount of 
the deposit. 

Rev. Rul. 94-26 

ISSUE 

If an individual taxpayer makes a 
deposit into a capital construction fund 
under § 7518 of the Internal Revenue 
Code, is the taxpayer's adjusted gross 
income reduced by the amount of the 
taxpayer's deposit? 

FACTS 

A, an individual engaged in commer
cial fishing operations, owns a fishing 
vessel. In 1992, A entered into an 
agreement with the Secretary of Com
merce under section 607 of the Mer
chant Marine Act of 1936, as amended 
(MMA), 46 U.S.C. 1177, 1970-2 C.B. 
372, to establish a capital construction 
fund for the vessel (agreement vessel). 
For 1992, A had gross income under 
§ 61 of $130x, which consisted entirely 
of earnings from the fishing operations 
of the agreement vessel. A had trade or 
business expenses for 1992 of $30x. In 
addition, A deposited $25x into the 
capital construction fund in 1992. 

LAW AND ANALYSIS 

Section 62(a) provides that' 'adjusted 
gross income" means, in the case of an 

individual, gross income minus spec
ified deductions. Under § 62(a)(l), 
these deductions include deductions 
attributable to a trade or business 
carried on by the taxpayer, if the trade 
or business does not consist of the 
performance of services by the tax
payer as an employee. 

Section 607(a) of the MMA provides 
that any citizen of the United States 
owning or leasing one or more eligible 
vessels may enter into an agreement 
under section 607 with the Secretary of 
Commerce to establish a capital con
struction fund for the purpose of 
providing replacement vessels, addi
tional vessels, or reconstructed vessels, 
built in the United States and docu
mented under the laws of the United 
States for operation in the fisheries of 
the United States. The statutory rules in 
section 607 of the MMA relating to tax 
incentives for capital construction funds 
were codified by the Tax Reform Act 
of 1986 in § 7518. 

Section 7518(a)(l), which was orig
inally enacted as part of the Merchant 
Marine Act of 1936, provides that the 
amount that may be deposited for any 
taxable year in a fund may not exceed 
the sum of certain specified amounts, 
including that portion of the taxable 
income of the owner or lessee for the 
year (computed as provided in chapter 
1 but without regard to the carryback 
of any net operating loss or net capital 
loss and without regard to § 7518) that 
is attributable to the operation of the 
agreement vessels in the foreign. or 
domestic commerce of the Untted 
States or in the fisheries of the United 
States. 

Section 7518(c)(1)(A) provides that 
taxable income (determined without 
regard to § 7518 and section 607 of the 
MMA) for the tax year is reduced by 
the amount deposited for the tax year 
attributable to the operation of the 
agreement vessels. 

Under § 62(a), A's adjusted gross 
income for 1992 is $lOOx ($130x gross 
income minus $30x trade or business 
expenses). This $lOOx adjusted gross 
income amount is not reduced by A's 
1992 deposit of $25x into the capital 
construction fund because § 7518(c)
(l)(A) provides that capital con
struction fund deposits reduce taxable 
income, not adjusted gross income. In 
addition, the reduction of taxable in
come by the amount of capital con
struction fund deposits under § 7518 is 
not a deduction allowed by chapter 1 
specified in § 62(a). 



HOLDING the month of March 1994. See Rev. Rul. 94-15, 
page 210. 
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If an individual taxpayer makes a 
deposit into a capital construction fund 
under § 7518, the taxpayer's adjusted 
gross income is not reduced by the 
amount of the taxpayer's deposit. 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22, 
page 212. 

ited Partnership Act (ULPA) for pur
poses of section 301.7701-2 of the 
regulations. Rev. Ruls. 93-2 and 93-45 
superseded. 

Rev. Rul. 94-2 

EFFECTIVE DATE 
In Rev. Rul. 93-2, 1993-1 C.B. 226, 

as amplified by Rev. Rul. 93-45, 
1993-2 C.B. 308, the Internal Revenue 
Service listed states that revised their 
limited partnership statutes following 
the promulgation of the Revised Uni
form Limited Partnership Act 
(RULPA). The Service determined that 
the legislation enacted by those states 
corresponds to the Uniform Limited 
Partnership Act (ULPA) for purposes 
of §301.7701-2 of the Procedure and 
Administration Regulations. 

Because pre-1991 editions of Pub
lication 595, Tax Guide for Commer
cial Fishermen, were inconsistent with 
the above holding, this revenue ruling 
will be effective for tax years begin
ning after December 31, 1991. 

The adjusted applicable federal short-term, 
mid-tenn, and long-tenn rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29, 
page 213. 

The adjusted applicable federal short-term, 
mid-tenn, and long-tenn rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36, 
page 215. 

Section 7520.-Valuation Tables 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-tenn rates are set forth for 
the month of January 1994. See Rev. Rul. 94-1, 
page 207. 

Chapter 79.-Definitions The following is an alphabetical 
consolidation of all the states whose 
versions of the RULPA have been 
determined by the Service to corre
spond to the ULPA as of January 3, 
1994. No opinion is expressed as to 
whether a state's version of the 
RULPA corresponds to the ULPA for 
purposes of §301.7701-2 if the statute 
has been amended after the effective 
date of the statute (or the effective date 
of the statute as amended) cited herein. 

Section 7701.-Definitions 

The adjusted applicable federal short-tenn, 
mid-tenn, and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9, 
page 209. 

26 CFR 301.7701-2: Associations. 

Limited partnerships. A consolida
tion of all states whose versions of the 
Revised Uniform Limited Partnership 
Act (RULPA) the Service has deter
mined correspond to the Uniform Lim-

The adjusted applicable federal short-tenn, 
mid-tenn, and long-tenn rates are set forth for 

Alabama: 
Arizona: 
Arkansas: 
California: 

Colorado: 
Connecticut: 

Delaware: 

Florida: 
Georgia: 
Idaho: 
Illinois: 

Iowa: 
Kansas: 
Maryland: 

Massachusetts: 
Michigan: 
Minnesota: 
Mississippi: 

Missouri: 
Montana: 
Nebraska: 

Ala. Code sections 1O-9A-l through 10-9A-203 (Supp. 1984) effective January 1, 1984. 
Ariz. Rev. Stat. Ann. sections 29-301 through 29-366 (West Supp. 1983-84) effective July 24, 1982. 
Ark. Stat. Ann. sections 65-501 through 65-566 (1980) effective July 1, 1979. 
Cal. Corp. Code sections 15611 through 15723 (West Supp. 1991), as amended through September 20, 
1990, effective January 1, 1991. 
Colo. Rev. Stat. sections 7-62-101 through 7-62-1201 (Supp. 1983) effective November 1, 1981. 
Conn. Gen. Stat. Ann. sections 34-9 through 34-38q (West 1987 and Supp. 1991), as amended, effective 
July 1, 1990. 
Del. Code Ann. tit. 6, chapter 17, sections 17-101 through 17-1109 (Supp. 1990), as amended through 
August 1, 1990. 
Fla. Stat. Ann. sections 620.101-620.186 (West Supp. 1987) effective January 1, 1987. 
Ga. Code Ann. sections 14-9-100 through 14-9-1204 (Supp. 1988), as amended through July 1, 1991. 
Idaho Code sections 53-201 through 53-267 (Supp. 1984) effective January 1, 1982. 
Ill. Ann. Stat. chapter 106 1/2, Paragraphs 151-1 through 162-5 (Supp. 1989) effective July 1, 1987, with 
amendments effective January 1, 1988. 
Iowa Code Ann. sections 545.101 through 545.1106 (West Supp. 1984) effective July 1, 1982. 
Kan. Stat. Ann. sections 56-1a101 through 56-1a601 (1983) effective January 1, 1984. 
Md. Corps. & Ass'ns Code Ann. sections 10-101 through 10-1104 (Michie Supp. 1983) effective July 1, 
1982. 
Mass. Ann. Laws ch. 109, sections 1-62 (Law. Co-op Supp. 1983) effective July 1, 1982. 
Mich. Stat. Ann. sections 20.1101 through 20.2108 (Callaghan Supp. 1984-85) effective January 1, 1983. 
Minn. Stat. Ann. sections 322A.Ol through 322A.87 (West 1982) effective January 1, 1981. 
Miss. Code Ann. Chapter 14, sections 79-14-101 through 79-14-1107 (Supp. 1988) effective January 1, 
1988. 
Mo. Rev. Stat. chapter 359, sections 359.01 through 359.691 (Supp. 1989) effective January 1, 1987. 
Mont. Code. Ann. sections 35-12-501 through 1404, effective October 1, 1981. 
Neb. Rev. Stat. sections 67-237 through 67-297 (R.S. Supp., 1982) effective January 1, 1982. 
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New Jersey: N.J. Stat. Ann. sections 42:2A-l through 42:2A-72 (West 1993) effective April 1, 1985, with amendments 
effective through January 18, 1992. 
Ohio Rev. Code Ann. sections 1782.01 through 1782.62 (Page SUpp. 1984) effective April 1, 1985. 
Okla. Stat. Ann. tit. 54, sections 301 through 364 (West SUpp. 1984) effective November 1, 1984. 
Tenn. Code Ann. sections 61-2-101 through 61-2-1208 (Supp. 1989) effective May 12, 1989. 

Ohio: 
Oklahoma: 
Tennessee: 
Texas: Tex. Rev. Civ. Stat. Ann. art. 6132a-1, effective September 1, 1987. 
Utah: Utah Code Ann. sections 48-2a-l through 48-2a-lI07 (1992) effective April 29, 1991. 
Virginia: Va. Code Ann. sections 50-73.1 through 50-73.77. (Supp. 1987) effective January 1, 1987. 
Washington: 
West Virginia: 

Wash. Rev. Code Ann. sections 25.10.010 through 25.10.690 (Supp. 1984) effective January 1, 1982. 
W. Va. Code sections 47-9-1 through 47-9-63 (Michie SUpp. 1984) effective January 1, 1982. 

Wisconsin: 
Wyoming: 

Wis. Stat. Ann. sections 179.01 through 179.94 (West SUpp. 1984) effective September 1, 1984. 
Wyo. Stat. sections 17-14-201 through 17-14-1104 (Supp. 1984) effective July 1, 1979. 

EFFECT ON OTHER RULINGS 

Rev. Ruls. 93-2, and 93-45, which 
hold that the state statutes cited above 
correspond to ULP A for purposes of 
§301.7701-2, are superseded. 

26 CFR 301.7701-2: Associations. 

Classification of Louisiana limited 
liability company. Because of the flex
ibility accorded by the Louisiana Lim
ited Liability Act, a Louisiana 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. 94-5 

ISSUE 

Is M, a Louisiana 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 Louisiana Limited Liability 
Company Law (Law), La. Rev. Stat. 
Ann. secs. 12:1301 through 1369 (West 
1993). M is authorized under its 
articles of organization to engage in 
any and all business activity permitted 
by the laws of Louisiana. M has 25 
members. Three of the members, A, B, 
and C, are the elected managers under 
M's articles of organization. 

Section 1311 of the Law provides 
that except as otherwise provided in the 
articles of organization, the business of 

312 1994-1 C.B. 

the LLC shall be managed by the 
members, subject to any provision in a 
written operating agreement restricting 
or enlarging the management rights and 
duties of any member or group or class 
of members. Section 1312 of the Law 
provides that the articles of organiza
tion may provide that the business of 
the LLC shall be managed by or under 
the authority of one or more managers 
who may, but need not, be members. 
Section 1313 of the Law provides that 
if management is vested in one or more 
managers pursuant to section 1312, 
then, unless otherwise provided in the 
articles of organization or an operating 
agreement, the election of managers to 
fill initial positions or vacancies is by 
plurality vote of the members. 

Section 1320.B of the Law provides 
that, subject to certain exceptions not 
relevant to M, no member, manager, 
employee, or agent of an LLC is liable 
in such capacity for a debt, obligation, 
or liability of the LLC. 

Section 1329 of the Law provides 
that a membership interest is an incor
poreal moveable. Section 1330 of the 
Law provides that unless otherwise 
provided in the articles of organization 
or an operating agreement, a member
ship interest is assignable in whole or 
in part. However, an assignment only 
entitles the assignee to receive such 
distribution or distributions, to share in 
such profits and losses, and to receive 
such allocation of income, gain, loss, 
deduction, credit, or similar item to 
which the assignor was entitled, unless 
the assignee becomes a member of the 
LLC pursuant to section 1332. 

Section 1332 of the Law provides 
that except as provided in the articles 
of organization or a written operating 
agreement, an assignee of an interest in 
an LLC does not become a member or 
participate in the management of the 
LLC unless the other members unan
imously consent in writing. Under M's 

articles of organization, the assignee of 
a membership interest in M will not 
become a member of M unless all of 
M's remaining members consent. 

Section 1334 of the Law provides 
that except as provided in the articles 
of organization or a written operating 
agreement, an LLC is dissolved upon 
the first to occur of the following: (1) 
the occurrence of events specified in 
the articles of organization or operating 
agreement; (2) the consent of its 
members; (3) the death, interdiction, 
withdrawal, 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 LLC, unless within 90 days after 
the event, the LLC is continued by the 
unanimous consent of the remaining 
members (or as otherwise provided in 
the articles of organization or a written 
operating agreement) and, if only one 
member remains, the admission of one 
or more members. 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. 

LAW AND ANALYSIS 

Section 7701(a)(2) provides that the 
term "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 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 
classification in which an organization 
belongs are set forth in §§301.7701-2 
through 301.7701-4. 

Section 301.7701-2(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 carry on 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 a 
partnership and an association. 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 
constitutes an association taxable as a 
corporation. In interpreting section 
301.7701-2, 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 carryon 
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 30l.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 30l.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 
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 Law, except as provided 
in the articles of organization or the 
operating agreement, an LLC is dis
solved upon the death, interdiction, 
withdrawal, expulsion, bankruptcy, or 
dissolution of a member or the occur
rence of any other event that terminates 
the continued membership of a member 
in an LLC, unless within 90 days after 
the event, an LLC is continued by the 
unanimous written consent of the re
maining members. M's articles of orga
nization provide that M will dissolve 
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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. Thus, 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 corporate characteristic of 
continuity of life. 

Section 30 l. 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 30l.7701-2(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 30 l. 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 Law, 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 301.770 1-2( d)(l) 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 
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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 Law, the members of an 
LLC are not liable for an LLC's debts, 
obligations, or liabilities. Consequently, 
M possesses the corporate characteristic 
of limited liability. 

Section 301.770 1-2( e)(1) 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 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 Law, a member of an LLC 
can assign or transfer that member's 
interest to another who is not a member 
of the organization. However, under 
M's articles of organization, the as
signee or transferee does not become a 
member and does not acquire all the 
attributes of the member's interest in M 
unless the remaining members approve 
the assignment or transfer. 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 Louisiana Limited Liability 
Company Law, a Louisiana 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 or operating 
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agreement. See, e.g., Rev. Rul. 93-38, 
1993-1 C.B. 233 (concerning Delaware 
LLCs). M, the Louisiana LLC consid
ered in this ruling, is classified as a 
partnership for federal tax purposes 
because it has associates and an objec
tive to carryon 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 Alabama limited 
liability company. Because of the flex
ibility accorded by the Alabama Lim
ited Liability Company Act, an Ala
bama 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. 94-6 

ISSUE 

Is M, an Alabama 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 Alabama Limited Liability 
Company Act (Act), Ala. Code §§ 10-
12-1 through 10-12-61 (Supp. 1993). 
M is authorized under its articles of 
organization to engage in any and all 
business activity permitted by the laws 
of Alabama. M has 25 members. Three 
of the members, A, B, and C, are the 
elected managers under M's articles of 
organization. 

Section 10-12-22 of the Act pro
vides that, except to the extent that the 
articles of organization or an operating 
agreement provide otherwise, manage
ment of an LLC is vested in its 
members. An LLC may, in its articles, 
provide for the management of the 
LLC by one or more managers who are 
elected by the members. Absent a 
contrary provision in the operating 
agreement, managers are elected, re
moved, and replaced with the consent 
of more than one-half the number of 
members. 

Section 10-12-20 of the Act pro
vides that except as otherwise provided 
in the Act, members are not liable· for 
debts, obligations, or liabilities of the 
LLC, whether arising in contract, tort, 
or otherwise, or for the acts or 
omissions of any other member, man
ager, agent, or employee of the LLC. 
When an LLC provides professional 
services, section 10-12-45 provides 
that a member will only have personal 
liability in connection with that mem
ber's performance of professional serv
ices on behalf of the LLC. 

Section 10-12-6 of the Act provides 
that a membership interest in an LLC is 
personal property. Section 10-12-32 
provides that unless otherwise provided 
in the operating agreement, a member
ship interest in an LLC is assignable in 
whole or in part. Assigning an interest 
does not of itself dissolve the LLC and 
does not entitle the assignee to exercise 
any management rights. An assignment 
only entitles the assignee to the finan
cial rights to which the assignor 
otherwise would be entitled. Section 
1~12-33 provides that unless other
wise provided in the operating agree
ment, an assignee of an LLC interest 
may become a member only if the 
other members unanimously consent.· A 
member ceases to be a member or to 
have the power to exercise any rights 
of a member when any assignee of the 
member's entire interest becomes a 
member with respect to the assigned 
interest. 

Under M's operating agreement, a 
membership interest is assignable in 
whole or in part. Upon the assignment 
of a membership interest in M, M's 
operating agreement provides that the 
assignee of the interest will not become 
a member of M without the consent of 
all of M's remaining members. 

Section 10-12-37 of the Act pro
vides that an LLC is dissolved upon the 
occurrence of any of the following 
events: (1) events specified in the 
articles of organization or operating 
agreement; (2) by the unanimous writ
ten consent of all members; (3) an 
event of dissociation of a member, 
unless there are at least two remaining 
members (or at least one remaining 
member and a new member is admit
ted) and the business of the LLC is 
continued within 90 days by the written 
consent of all remaining members or as 
otherwise stated in the articles of 
organization; (4) when the LLC is not 
the successor LLC in the merger or 



consolidation with one or more LLCs 
or other entities; or (5) the entry of a 
decree of judicial dissolution. 

Section 10-12-36 of the Act defines 
an event of dissociation of a member, 
unless otherwise provided in the oper
ating agreement, to include the death, 
retirement, resignation, expulsion, 
bankruptcy, or dissolution of a member 
or the occurrence of any other event 
that terminates the continued member
ship of a member in the LLC. 

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 there are at least 
two remaining members and the busi
ness of the LLC is continued within 90 
days after the occurrence of the event 
of dissociation by the written consent 
of all remaining members. 

LAW AND ANALYSIS 

Section 7701(a)(2) provides that the 
term "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 301.7701-1(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 §§301.7701-2 
through 301.7701-4. 

Section 301.7701-2(a)(1) sets forth 
the following major characteristics of a 
corporation: (1) associates, (2) an ob
jective to carry on 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 carry on 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 
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. 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) 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-
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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 301.770 1-2(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 
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 articles of 
organization, unless there are at least 
two remaining members and the busi
ness of M is continued by the consent 
of all remaining members within 90 
days after the event of dissociation, 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 all remaining members 
must agree within 90 days after the 
event of dissociation to continue the 
business. Consequently, M lacks the 
corporate characteristic of continuity of 
life. 

Section 301.7701-2(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 301.7701-2(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 
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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 301.7701-2(c)(4) provides 
that there is no centralization of contin
uing exclusive authority to make mao
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 
its articles of organization, M is man
aged by its elected managers A, B, and 
C. Therefore, M possesses the corpo
rate characteristic of centralized man
agement. 

Section 301.7701-2(d)(l) 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. 

Except as otherwise provided in the 
Act, the members of an LLC are not 
liable for the debts, obligations, or 
liabilities of the LLC, whether arising 
in contract, tort, or otherwise, or for 
the acts or omissions of any other 
member, manager, agent, or employee 
of the LLC. 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 10-12-45 of the Act, the 
members would only have personal 
liability in connection with that mem
ber's performance of professional serv
ices on behalf of M. Therefore, in that 
situation, M would also possess the 
corporate characteristic of limited 
liability. 
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Section 301.7701-2(e)(l) 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 organiza
tion. 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 and M's operating 
agreement, a member of M can assign 
that member's interest to another per
son who is not a member of the organi
zation. However, the assignee does not 
become a member and does not acquire 
all the attributes of the member's 
interest in M unless all of the remain
ing members approve the assignment. 
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 Alabama Limited Liability Com
pany Act, an Alabama 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 (conc~rn
ing Delaware limited liability com
panies). M, the Alabama LLC con
sidered in this ruling, is classified as a 
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. 

Limited partnerships. The Pennsyl
vania Revised Uniform Limited Part
nership Act corresponds to the Uniform 
Limited Partnership Act (ULPA) for 
purposes of section 301.7701-2 of the 
regulations. Rev. Rul. 94-2 amplified. 

Rev. Rul. 94-10 

In Rev. Rul. 94-2, page 311, this 
Bulletin, the Internal Revenue Service 
listed the states whose revised uniform 
limited partnership acts the Service had 
examined and determined correspond to 
the Uniform Limited Partnership Act 
(ULPA) for purposes of §301.7701-2 
of the Procedure and Administration 
Regulations. 

The Service has determined that 
Pennsylvania has enacted legislation 
that, as of its effective date with 
amendments, corresponds to the ULPA 
for purposes of §301.7701-2: 

15 Pa. Cons. Stat. Ann. sections 
8501 through 8594, and section 8103 
(Purdon Supp. 1993) effective October 
1, 1989, with amendments effective 
through November 20, 1993. 

EFFECT ON OTHER RULINGS 

Rev. Rul. 94-2 is amplified. 

26 CFR 301.7701-2: Associations. 

Classification of Kansas limited lia
bility company. Because of the flex
ibility accorded by the Kansas Limited 
Liability Company Act, a Kansas 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. 94-30 

ISSUE 

Is M, a Kansas limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under § 770 I of the Inter
nal Revenue Code? 



FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the provi
sions of the Kansas Limited Liability 
Company Act (Act), Kan. Stat. Ann. 
sections 17-7601 to 17-7652 (Supp. 
1993). M is authorized under its 
articles of organization to engage in 
any and all business activity permitted 
by the laws of Kansas. M has 25 
members. Three of the members, A, B, 
and C, are the elected managers under 
M's articles of organization. 

Section 17-7612 of the Act provides 
that unless otherwise provided in the 
articles of organization or the operating 
agreement, the management of the LLC 
is vested in its members with each 
member having one vote, except that 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 is chosen by 
the members in the manner prescribed 
by the articles of organization or the 
operating agreement of the LLC. 

Section 17-7620 of the Act provides 
that neither the members of an LLC 
nor the managers of an LLC are 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 17-7617 of the Act provides 
that the interest of a member in an 
LLC is personal property. Section 17-
7618 of the Act states that an interest 
of a member in an LLC may be 
transferred or assigned as provided in 
the operating agreement. That section 
of the Act further provides, however, 
that 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 assigned 
interest has no right to participate in 
the management of the business and 
affairs of the LLC or to become a 
member. The transferee of the assigned 
interest 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 
otherwise would be entitled. 

Under M's operating agreement, the 
transferee of an assigned interest does 
not become a member and does not 
have a right to participate in the 
management of the business and affairs 

of M, unless all members of Mother 
than the member seeking to transfer the 
interest approve of the proposed trans
fer or assignment by unanimous written 
consent. 

Section 17-7622 of the Act provides 
that an LLC organized under the Act 
shall be dissolved upon the occurrence 
of any of the following events: (1) 
when the period fixed for the duration 
of the company expires; (2) by the 
unanimous written agreement of all the 
members; or (3) by the death, retire
ment, resignation, expulsion, bank
ruptcy or dissolution of a member or 
upon the occurrence of any other event 
which terminates the continued mem
bership 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 LLC. 

Under M's articles of organization, 
upon the death, retirement, resignation, 
expulsion, bankruptcy or dissolution of 
a member, or upon the occurrence of 
any other event which terminates the 
continued membership of a member in 
the LLC, the consent of a majority in 
interest of the remaining members must 
be obtained to continue the business of 
M and prevent the dissolution of M. 

LAW AND ANALYSIS 

Section 7701 (a)(2) provides that the 
term "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 301.7701-1(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 §§ 301.7701-2 
through 301.7701-4. 

Section 30 1.770 1-2(a)(1) sets forth 
the following major characteristics of a 
corporation: (1) associates, (2) an ob
jective to carry on business and divide 
the gains therefrom, (3) continuity of 
life, (4) centralization of management, 
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(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 carryon 
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 
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 301.770 1-2(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-
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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 
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 M's articles of organization, 
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 occurrence of any 
other event that terminates the con
tinued membership of a member in the 
company. Thus, 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 301.770 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 
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to the conduct of the business for 
which the organization was formed. 

Section 301.7701-2(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 301.7701-2(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, 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)(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 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. Each 
member would only have personal 
liability in connection with that mem
ber's performance of professional serv
ices on behalf of M. Therefore, in that 
situation, M would also possess the 

corporate characteristic of limited 
liability. 

Section 301.7701-2(e)(l) provides 
that an organization has the c~rporate 
characteristic of free transferabIhty 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 organiza
tion. 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 and M's operating 
agreement, a member of M can assign 
or transfer that member's interest to 
another who is not a member of the 
organization. However, an assignee 
must receive the unanimous consent of 
the remaining members to participate in 
the management of the business and 
affairs of M and to become a member 
of M. 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 Kansas Limited Liability Com
pany Act, a Kansas 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 Kansas 
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. 



Chapter 80.-General Rules 
Subchapter A.-Application of Internal Revenue 
Laws 

Section 7805.-Rules and 
Regulations 

26 CFR 301.7805-1: Rules and regulations. 

Obsolete gasoline tax rulings. Cer
tain rulings that relate to the gasoline 
excise tax and other excise tax matters 
are obsoleted. 

Rev. Rul. 94-35 

The Internal Revenue Service is 
continuing its program of reviewing 
and identifying those revenue rulings 
that, although not specifically revoked 
or superseded, are no longer considered 
determinative. 

The revenue rulings listed below, 
relating to the gasoline excise tax under 
section 4081 of the Internal Revenue 
Code, exempt sales under section 4221, 
registration under section 4222, and 
credits or refunds under sections 6420, 
6421, or 6427, are not determinative 
because of changes made by the 
following laws and regulations: 

Section 802 of the Excise Tax 
Reduction Act of 1965, 1965-2 C.B. 
568, 589, effective July 1, 1965. 

Section 205 of the Airport and 
Airway Revenue Act of 1970, 1970-1 
C.B. 361, 363, effective July 1, 1970. 

Section 233 of the Energy Tax Act 
of 1978, 1978-3 C.B. (Vol. 1) 16, 
effecti ve December 1, 1978. 

Section 735(c)(13)(C) of the Deficit 
Reduction Act of 1984, 1984-3 (Vol. 
1) C.B. 492, effective April 1, 1983. 

Section 1703 of the Tax Reform Act 
of 1986, 1986-3 (Vol. 1) C.B. 691, 
effective January 1, 1988. 

Section 422(b) of the Tax Reform 
Act of 1986, 1986-3 (Vol. 1) C.B. 146, 
terminating section 6427(e) of the 
Internal Revenue Code, effective Octo
ber 1, 1988. 

Sections 48.0-2(a)(4)(i), 48.0-
2(b)(4), and 48.0-3 of the Manufac
turers and Retailers Excise Tax Regula
tions, effective January 1, 1959. 

Sections 48.4041-4(b)(5) and 
48.4041-8(0 of the regulations, effec
tive January 1, 1959. 

Sections 48.4081-1 (j), 48.4081-6, 

and 48.4081-8 of the regulations, 
effective January 1, 1993. 

Section 48.4082-1(b) of the regula
tions, effective January 1, 1955. 

Sections 48.4221-4(b)(4) and 
48.4221-4(b )(8) of the regulations, 
effective January 1, 1959. 

Section 48.4222(b)-I(a)(2) of the 
regulations, effective January 1, 1959. 

Sections 48.6421-1(e) and 48.6421-3 
of the regulations, effective January 1, 
1955. 

Accordingly, the revenue rulings 
listed below are obsolete: 

Rev. Rut. No. 

56-332 
56-409 
57-250 
57-447 
58-286 
58-398 
58-457 
59-205 
59-336 
61-36 
62-109 
63-80 
64-4 

65-132 
65-153 
66-48 
67-92 
67-120 
68-275 
69-208 
72-323 
72-480 
72-615 
74-286 
74-472 
75-397 
77-241 
80-354 
81-155 
88-70 

c.B. Citation 

1956-2, 816 
1956-2, 796 
1957-1, 370 
1957-2, 853 
1958-1, 404 
1958-2, 754 
1958-2, 777 
1959-1, 359 
1959-2, 415 
1961-1, 490 
1962-2, 242 
1963-1, 217 
1964-1 

(Part 1), 379 
1965-1, 472 
1965-1, 542 
1966-1, 9 
1967-1, 361 
1967-1, 305 
1968-1, 471 
1969-1, 283 
1972-1, 338 
1972-2, 568 
1972-2, 569 
1974-1, 311 
1974-2, 362 
1975-2, 431 
1977-2, 478 
1980-2, 311 
1981-1, 584 
1988-2, 338 

26 CFR 301.7805-1: Rules and regulations. 

Guidance is provided concerning the federal 
income taxation of Indian tribes and corporations 
organized by Indian tribes. Section 7805(b) relief 
is provided to corporations organized by an 
Indian tribe under state law for income earned 
before October I, 1994, from activities con
ducted within the boundaries of the reservation 
(including gain or loss properly allocable to such 
activities from the sale or exchange of assets). 
See Rev. Rul. 94-16, page 19. 

Section 7872 

Subchapter C.-Provisions Affecting More Than 
One Subtitle 

Section 7872.-Treatment of Loans 
with Below-Market Interest Rates 

CPI adjustment for below-market 
loans-1994. The amount that section 
7872(g) of the Code permits a taxpayer 
to lend to a qualified continuing care 
facility without incurring imputed inter
est is published and adjusted for infla
tion for years 1987-1994. Rev. Rul. 
93-15 supplemented and superseded. 

Rev. Rul. 94-18 

This revenue ruling publishes the 
amount that section 7872(g) of the 
Internal Revenue Code permits a tax
payer to lend to a qualifying continuing 
care facility without incurring imputed 
interest. The amount is adjusted for 
inflation for the years after 1986. 

Section 7872 of the Code generally 
treats loans bearing a below-market 
interest rate as if they bore interest at 
the market rate. 

Section 7872(g)(1) of the Code 
provides that, in general, section 7872 
does not apply for any calendar year to 
any below-market loan made by a 
lender to a qualified continuing care 
facility pursuant to a continuing care 
contract if the lender (or the lender's 
spouse) attains age 65 before the close 
of the year. 

Section 7872(g)(2) of the Code pro
vides that, in the case of loans made 
after October 11, 1985, and before 
1987, section 7872(g)(1) applies only 
to the extent that the aggregate out
standing amount of any loan to which 
section 7872(g) applies (determined 
without regard to section 7872(g)(2», 
when added to the aggregate outstand
ing amount of all other previous loans 
between the lender (or the lender's 
spouse) and any qualified continuing 
care facility to which section 
7872(g)( 1) applies, does not exceed 
$90,000. 

Section 7872(g)(5) of the Code 
provides that, for loans made during 
any calendar year after 1986 to which 
section 7872(g)( 1) applies, the $90,000 
limit specified in section 7872(g)(2) is 
increased by an inflation adjustment. 
The inflation adjustment for any calen
dar year is the percentage (if any) by 
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which the Consumer Price Index (CPI) 
for the preceding calendar year exceeds 
the CPI for calendar year 1985. Section 
7872(g)(5) states that the CPI for any 
calendar year is the average of the CPI 
as of the close of the 12-month period 
ending on September 30 of such 
calendar year. 

Rev. Rul. 93-15, 1993-1 C.B. 244, 
publishes the amount specified in sec
tion 7872(g)(2) of the Code, increased 
by the inflation adjustment, for the 
years 1987-93. 

Table 1 sets forth the amount spec
ified in section 7872(g)(2) of the Code. 
The amount is increased by the infla
tion adjustment for the years 1987-94. 

REV. RUL. 94-18-TABLE 1 
Limit under 7872(g)(2) 

Year 

Before 1987 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 

Amount 

$ 90,000 
$ 92,200 
$ 94,800 
$ 98,800 
$103,500 
$108,600 
$114,100 
$117,500 
$121,100 

Note: These inflation adjust
ments were computed using the 
All-Urban, Consumer Price In
dex, 1982-1984 base, published 
by the Bureau of Labor 
Statistics. 
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EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 93-15, 1993-1 C.B. 244, 
is supplemented and superseded. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of January 1994. See Rev. Rul. 94-1. 
page 207. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of February 1994. See Rev. Rul. 94-9. 
page 209. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of March 1994. See Rev. Rul. 94-15. 
page 210. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of April 1994. See Rev. Rul. 94-22. 
page 212. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of May 1994. See Rev. Rul. 94-29. 
page 213. 

The adjusted applicable federal short-term. 
mid-term. and long-term rates are set forth for 
the month of June 1994. See Rev. Rul. 94-36. 
page 215. 
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Part II. Treaties and Tax Legislation 

Subpart A.-Tax Conventions 

Application of New Treaty with the 
Netherlands 

Notice 94-1 

A new Income Tax Convention be
tween the United States and the 
Netherlands will enter into force on 
January I, 1994. Pursuant to Article 
37(2) of the new convention, however, 
taxpayers may at their election remain 
covered by the prior convention, in its 
entirety, between the countries for 
calendar year 1994, thus delaying the 
application of the new convention for 
such a taxpayer for one year. 

To accommodate residents of the 
Netherlands deriving income from the 
United States who wish to remain 
covered by the prior convention for 
calendar year 1994, the Service will 
automatically treat residents of the 
Netherlands claiming treaty benefits for 
calendar year 1994 as electing the prior 
convention in the absence of an appro
priate indication of a contrary intent. 
Those residents of the Netherlands 
wishing coverage by the new conven
tion during 1994 should so indicate on 
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the filing of each Form 1001 (Owner
ship, Exemption, or Reduced Rate 
Certificate), or other appropriate form 
or statement relating to calendar year 
1994 claims of treaty benefits. This 
indication is made by entering the 
words "The Netherlands-new treaty" 
on the Form 1001 in the box captioned 
"Recipient's country of residence for 
tax purposes," or, in the case of a form 
or statement other than Form 100 I, in a 
box or space indicating the applicable 
treaty. To claim treaty benefits under 
the new convention with respect to 
dividends, the resident must file a 
statement to that effect with the with
holding agent. 

The Service will not entertain ruling 
requests from either United States 
withholding agents or Dutch residents 
asking the Service to certify that a 
company resident in the Netherlands 
meets one or more of the eligibility 
tests set forth in Article 26( 1) through 
(6) of the new convention relating to 
limitation on benefits because of the 
inherently factual nature of these ques
tions. See Rev. Proc. 94-7, page 542, 
this Bulletin. The Service may, how
ever, issue rulings regarding strictly 
legal interpretations of particular provi
sions of Article 26 of the new conven-

tion. The Competent Authorities of the 
United States and the Netherlands are 
studying how a certification procedure 
can be implemented to clarify entitle
ment to benefits under the new conven
tion. However, withholding agents may 
rely on procedures under current 
§§1.1441-3 through -6 of the Income 
Tax Regulations to determine whether 
an income recipient is properly claim
ing benefits under either the prior 
convention or the new convention. For 
example, a withholding agent may rely 
on a properly filed Form 1001 in the 
absence of actual knowledge or reason 
to know that the payee is not eligible 
for treaty benefits. See Rev. Rul. 76-
224, 1976-1 C.B. 268. 

The Internal Revenue Service may 
determine that a company resident in 
the Netherlands is qualified for treaty 
benefits under Article 26(7) of the new 
convention upon application to the U.S. 
Competent Authority (Assistant Com
missioner (International». Such a com
pany need not apply first to the Dutch 
Competent Authority. These applica
tions should be sent to the Assistant 
Commissioner (International), Atten
tion: Tax Treaty Division, Internal 
Revenue Service, P.O. Box 23598, 
Washington, D.C. 20026. 
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Part III. Administrative, Procedural, and Miscellaneous 

Delegation Order No. 11 (Rev. 23) 

Delegation of Authority To Accept or 
Reject Offers in Compromise 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: The authority to accept, 
reject, or acknowledge withdrawal of 
offers in compromise is delegated to 
specific service center, compliance cen
ter, and district office officials. De
pending on the type of action to be 
taken and the amount of the liability 
sought to be compromised, the au
thority may be redelegated (26 U.S.c. 
7122). 

EFFECTIVE DATE: December 7, 
1993. 

The authority vested in the Commis
sioner of Internal Revenue by Treasury 
Order Nos. 150-04 and 150-09, 26 
CFR 301.7122-1 and 26 CFR 
301.7701-9, and Treasury Order No. 
150-13 is hereby delegated as follows: 

1. The Deputy Assistant Commis
sioner (International); Regional Coun
sel; Regional Directors of Appeals, and 
Chiefs and Associate Chiefs, Appeals 
Offices; are delegated authority under 
section 7122 of the Internal Revenue 
Code to accept offers in compromise 
and to reject and acknowledge with
drawal of offers in compromise for 
matters under their respective jurisdic
tions regardless of the amount of the 
liability sought to be compromised. 

2. Chiefs, Compliance Division, in 
service centers and Chief, Collection 
Division, in Austin Compliance Center 
are delegated authority under section 
7122 of the Internal Revenue Code to 
accept offers in compromise and to 
reject and acknowledge withdrawal of 
offers in compromise for matters under 
their respective jurisdictions regardless 
of the amount of the liability sought to 
be compromised. Division chiefs may 
redelegate to service center and Austin 
Compliance Center Collection Branch 
chiefs the authority to reject and 
acknowledge withdrawal of all offers in 
compromise, regardless of the amount 
of the liability sought to be compro
mised, and to accept offers in com pro-
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mise where the amount of the liability 
(including interest, penalty, additional 
amount, or addition to tax) is less than 
$100,000. 

3. Chiefs, Collection Division, in 
districts are delegated authority under 
section 7122 of the Internal Revenue 
Code to accept offers in compromise 
and to reject and acknowledge with
drawal of offers in compromise for 
matters under their respective jurisdic
tions regardless of the amount of the 
liability sought to be compromised. 
Division chiefs may redelegate to any 
Collection branch chief, including Au
tomated Collection and Collection Sup
port Branch Chiefs the authority to 
reject and acknowledge withdrawals of 
all offers in compromise regardless of 
the amount of the liability sought to be 
compromised and to accept offers in 
compromise regardless of the amount 
of the liability sought to be compro
mised. Division chiefs may redelegate 
to Automation Collection Assistant 
Branch Chiefs the authority to reject 
and acknowledge withdrawals of all 
offers in compromise regardless of the 
amount of the liability sought to be 
compromised. Division chiefs may re
delegate to group managers in the 
Collection Field function and to Auto
mation Collection Assistant Branch 
Chiefs the authority to accept offers in 
compromise where the amount of the 
liability (including interest, penalty, 
additional amount, or addition to tax) is 
less than $100,000. 

4. Chief, Field branch, and Chief, 
Special Procedures, are delegated the 
authority to accept offers in compro
mise where the amount of the liability 
(including interest, penalty, additional 
amount, or addition to tax) is less than 
$100,000 and to reject and acknowl
edge withdrawal of all offers in com
promise regardless of the amount of the 
liability sought to be compromised. 

5. Collection Field function group 
managers in districts are delegated the 
authority to reject and acknowledge 
withdrawals of all offers in compro
mise for matters under their respective 
jurisdictions regardless of the amount 
of the liability sought to be 
compromised. 

6. The authority delegated to divi
sion chiefs, branch chiefs, and group 
managers does not include the authority 
to reject offers in compromise for 

public policy reasons. .Authority ~o 
reject offers in compromIse for publIc 
policy reasons is rest~ic~ed to the 
Deputy Assistant CommIssIoner (Inter
national); Associates Chief Counsel; 
Regional Counsel; Regional Directors 
of Appeals; Chiefs and Associate 
Chiefs, Appeals Offices; District Direc
tors; Service Center Directors; and 
Director, Austin Compliance Center. 
This authority may not be redelegated. 
The authority delegated to Regional 
Counsel may not be redelegated, except 
that the authority to reject offers in 
compromise for other than public pol
icy reasons may be redelegated, but not 
lower than to District Counsel. Re
gional Directors of Appeals and Chiefs 
and Associate Chiefs, Appeals Offices, 
may not redelegate this authority. 

7. The authority in this delegation 
order may not be redelegated except as 
indicated. 

8. To the extent that the authority 
previously exercised consistent with 
this Order may require ratification, it is 
hereby approved and ratified. 

9. Delegation Order No. 11 (Rev. 
22) [1992-1 C.B. 488], effective Janu
ary 30, 1992, is superseded. 

Dated: December 7, 1993. 

Phil Brand, 
Chief Compliance 

Officer Designee. 

(Filed by the Office of the Federal Register on 
January 28, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for January 
31, 1994, 59 F.R. 4315) 

Delegation Order No. 60 (Rev. 7) 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of Authority. 

SUMMARY: Authority to settle cases 
docketed in the Tax Court. 

EFFECTIVE DATE: May 5, 1994. 

With respect to cases docketed in the 
United States Tax Court, the authority 
vested in the Commissioner of Internal 
Revenue by 26 CFR 301.6020-1, 26 
CFR 301.6201-1, 26 CFR 301.7701-9, 



and Treasury Department Order No. 
150-10 is hereby delegated and pur
suant to the authority vested in Chief 
Counsel for the Internal Revenue Serv
ice by General Counsel Legal Division 
Order No. 4 it is hereby delegated: 

1. Chief Counsel's delegate (here
inafter Counsel) will have exclusive 
jurisdiction over any case docketed in 
the Tax Court if the notice of defi
ciency, liability or other determination 
was issued by Appeals officials; if the 
notice of deficiency, liability or other 
determination was issued after appeals 
consideration of all petitioned issues by 
the Employee Plans and Exempt Orga
nizations function; if the notice of 
deficiency, liability or final adverse 
determination letter was issued by a 
district director and is based upon a 
National Office ruling or National 
Office Technical Advice in that case 
involving a qualification of an 
employee plan or tax exemption and/or 
foundation status of an organization 
(but only to the extent the case 
involved such issue), or, except as 
provided in paragraph 3, if the case 
was docketed under Internal Revenue 
Code sections 6110, 7477, or 7478, 
jurisdiction will rest with Counsel at 
the time such cases are docketed with 
the Court. 

2. Appeals will have exclusive juris
diction to settle in whole or part, (but 
no later than the receipt of the trial 
calendar in regular cases and no later 
than 15 days before the calendar call in 
S cases) cases docketed in the Tax 
Court, except cases described in para
graph 1 of the Delegation Order. If 
Appeals concludes that the case is not 
susceptible of settlement, Counsel will 
have jurisdiction over the case. 

3. The Associate Chief Counsel (Do
mestic) will have settlement jurisdiction 
over cases in hislher jurisdiction for 
any case docketed in the Tax Court 
under Internal Revenue Code section 
7478. The Associate Chief Counsel 
(Domestic) and the Associate Chief 
Counsel (International) will have settle
ment jurisdiction over cases in hislher 
jurisdiction for any case docketed in 
the Tax Court under Code section 
6110. 

4. The authority of Chief Counsel's 
delegation to redelegate is contained in 
Chief Counsel's Order No. 1030.1 B, 
issued July 2, 1978. 

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. 60 (Rev. 6), 
effective May 12, 1986, is superseded. 

Dated: April 11, 1994. 

David I. Jordan, 
Acting Chief Counsel. 

Dated: April 16, 1994. 

Michael P. Dolan, 
Deputy Commissioner. 

(Filed by the Office of the Federal Register on 
May 4, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 5, 1994, 
59 F.R. 23260) 

Delegation Order No. 219 (Rev. 3) 

Delegation of Authority To Make 
Jeopardy and Termination 
Assessments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: Allows for the delegation 
of authority to approve jeopardy and 
termination assessments. The Chief, 
EP/EO Division is added to the list of 
previously delegated officials. 

EFFECTIVE DATE: March 7, 1994. 

1. Pursuant to the authority vested in 
the Commissioner of the Internal Reve
nue under 26 CFR 301.6020-1, 26 
CFR 301.6201-1, 26 CFR 301.7701-9 
and Treasury Order 150-10, authority 
is hereby delegated to the Assistant 
Commissioner (International) and the 
District Director to make jeopardy and 
termination assessments in accordance 
with Internal Revenue Code Sections 
6861, 6862, 6851, respectively, and the 
regulations promulgated thereunder. 

2. In the event the Assistant Com
missioner (International) or the District 
Director has to exclude himselflherse1f 
from personal involvement for reasons 
prescribed in IRM 4500, IRM 7(10)
(12)(19) or IRM 7(10)(12)(20), then 
jeopardy and/or termination assess
ments will be personally approved by 
the Deputy Assistant Commissioner 
(International) or the Assistant District 
Director, if that position exists, or if 
that position does not exist, by the 
official delegated in the order pre
scribed below: 

a. Chief, Examination Division. 

b. Chief, Collection Division. 
c. Chief, Criminal Investigation 

Division. 
d. Chief, Employee Plans and Ex

empt Organizations. 
3. If all International or District 

officials identified above must exclude 
themselves from personal involvement, 
the personal approval of the Chief 
Operations Officer or Regional Com
missioner is required. In any event, the 
person approving the jeopardy and/or 
termination assessment must not fall 
within any of the exclusionary situa
tions that prevent the Assistant Com
missioner (International) or a District 
Director from being personally 
involved. 

4. This authority may not be 
redelegated. 

5. Delegation Order No. 219 (Rev. 
2), effective February 22, 1991, is 
superseded. 

Dated: March 18, 1994. 

Phil Brand, 
Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
March 10, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 11, 
1994, 59 F.R. 11654) 

Delegation Order No. 228 (Rev. 2) 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of Authority. 

SUMMARY: This delegation order 
authorizes the redelegation of authority 
to abate interest in amounts under 
$2,500 to first line managers. 

EFFECTIVE DATE: May 3, 1994. 

Effective date: May 3, 1994. 
Authority to Abate Interest Due to IRS 

Error or Delay 

Pursuant to the authority vested in 
the Commissioner of Internal Revenue 
by Treasury Order No. 150-10, the 
following officials are authorized to 
abate assessed and unassessed interest 
due to IRS error or delay under section 
6404(e)(l) of the Internal Revenue 
Code (Code): chiefs of appeals, divi
sion chiefs for Examination, Collection, 
Employee Plans and Exempt Organiza
tions, Compliance, and Tax Accounts. 
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This authority may be redelegated to 
associate chiefs of appeals, district and 
service center branch chiefs (and 
equivalent positions) in the above 
divisions, and division chiefs in the 
Austin Compliance Center and may be 
redelegated to first line managers for 
abatements under $2,500. 

In any instance in which a Code 
section 6404{ e){ 1) claim for interest 
abatement is immediately disallowable 
by statute, the assigned interest abate
ment coordinator is delegated authority 
to deny the claim. This authority may 
not be redelegated. 

To the extent that the authority 
previously exercised consistent with 
this order may require ratification, it is 
hereby approved and ratified. 

This order supersedes Delegation 
Order No. 228 (Rev. 1) effective 
October 4, 1990. 

Dated: April 19, 1994. 

Approved: 

Phil Brand, 
Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
May 2, 1994, 8:45 a.m., and issued in the 
issue of the Federal Register for May 3, 1994, 
59 F.R. 22886) 

Delegation Order No. 236 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: The Delegation Order is 
extended to rollover and recurring issue 
settlements effected by Appeals with 
respect to the same taxpayer in the 
previous or subsequent tax periods. 

EFFECTIVE DATE: June 3, 1994. 

The authority vested in the Commis
sioner of the Internal Revenue by 
Treasury Order Nos. 150-04, 150-09 
and 150-10 and the authority contained 
in 26 U.S.c. & 7121 is hereby 
delegated as follows: 

I. All District Directors, Examina
tion division chiefs, Examination 
branch chiefs, and Examination case 
managers are delegated discretionary 
authority under section 7121 of the 
Internal Revenue Code to accept settle-
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ment offers, regardless of the amount 
of liability sought to be compromised, 
with respect to rollover and recurring 
issues in Coordinated Examination Pro
gram cases where a settlement on the 
merits has been effected by Appeals 
with respect to the same taxpayer in a 
previous or subsequent tax period. 
Prior to finalization, the proposed 
settlement, together with any related 
closing agreement or Form 870AD, 
shall be substantively reviewed and 
approved by the appropriate branch 
chief within the Examination function. 

2. For purposes of this delegation of 
limited settlement authority, the terms 
"rollover" and "recurring" issues are 
defined as follows: 

(a) A "rollover" issue involves an 
adjustment arising from the same legal 
issue in the same transaction or taxable 
event and impacts more than one tax 
period. For example, the rate of amor
tization of depreciation of an asset, bad 
debt losses, basis and inventory adjust
ments and the like, when related to the 
same transaction and which affect 
future tax periods, would be susceptible 
to case manager settlement where a 
settlement on the merits has been 
reached in Appeals in a previous tax 
period with respect to the same 
taxpayer. 

(b) A "recurring" issue involves an 
adjustment arising from the same legal 
issue in a separate transaction or a 
repeated taxable event in which the 
taxpayer advances the same legal posi
tion with respect to such similar 
transaction or repeated taxable event as 
advanced by such taxpayer in a prior 
tax period. For example, the method of 
depreciation with respect to similar 
assets, the use of the same accounting 
method with respect to similar transac
tions, the annual computation of such 
deductions as depletion, the computa
tion of certain tax credits and the like, 
when advanced by the same taxpayer in 
later tax periods would be susceptible 
to case manager settlement where a 
settlement on the merits has been 
reached by Appeals in a previous tax 
period with respect to the same 
taxpayer. 

3. No settlement shall be effected 
unless the following factors are present 
in the tax year currently under Ex
amination jurisdiction: 

(a) The facts surrounding a transac
tion or taxable event in the tax period 
under examination, including the rela
tive amounts at issue, are substantially 

the same as the facts in the settled 
period. 

(b) The underlying issue must have 
been settled on its merits independently 
of other issues in a previous or 
subsequent tax period by Appeals. 

(c) The legal authority relating to 
such issue must have remained 
unchanged. 

(d) The issue must have been settled 
in Appeals with respect to the same 
taxpayer (including consolidated and 
unconsolidated subsidiaries) in a pre
vious tax period. 

4. All District Directors, Examina
tion division chiefs, Examination 
branch chiefs, and Examination case 
managers are delegated authority to 
execute closing agreements and the 
Form 870AD in order to effect any 
final settlement reached with respect to 
any rollover or recurring issue in a 
Coordinated Examination Program 
case. 

5. The authority delegated in this 
Order may not be redelegated. 

6. The authority contained in this 
Order is intended to supplement the 
authority contained in Delegation Order 
No. 97 (as amended). 

Dated: May 21, 1994. 

Approved: 

Michael P. Dolan, 
Deputy Commissioner. 

(Filed by the Office of the Federal Register on 
June 6, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for June 7, 1994, 
59 F.R. 29476) 

Transition Relief for Establishing 
Performance Goals for 1994 

Notice 94-2 

This notice provides 1994 transition 
relief for taxpayers who are subject to 
section 162(m) of the Code. 

On December 15, 1993, proposed re
gulations under section 162(m) of the 
Code were filed at the Federal Register 
and became available to the public. 
Section 162(m), which was added to 
the Code by the Omnibus Budget Re
conciliation Act of 1993, generally 
precludes a publicly held corporation 
from deducting compensation paid to 
certain of its executive officers in 
excess of $1 million. Under section 
162(m)( 4 )(C), compensation that satis
fies the requirements for "perform-



ance-based" compensation is not sub
ject to the $1 million deduction limit. 
The legislative history to section 
162(m) requires that, to be perform
ance-based, the compensation must be 
paid pursuant to a objective formula or 
standard that is preestablished. 

Under section 1.162-27(e)(2)(i) of 
the proposed regulations, compensation 
will not satisfy the requirements for 
"performance-based" compensation 
unless the performance goal under 
which the compensation is paid is 
"established in writing by the compen
sation committee prior to the com
mencement of the services to which the 
performance goal relates and while the 
outcome is substantially uncertain." 
Thus, for example, under the proposed 
regulations, if a compensation commit
tee established a goal on January 31, 
1994, the goal could relate to services 
performed beginning on February 1, 
1994. 

Since the issuance of the proposed 
regulations, commentators have indi
cated that many companies may desire 
to base their performance goals on 
services and performance results for the 
full 1994 calendar year and that these 
companies may experience practical 
difficulties in arranging for their com
pensation committees to act before 
January 1, 1994. In response, the 
Internal Revenue Service has deter
mined that it is appropriate to provide 
transition relief for the establishment of 
performance goals in 1994. Accord
ingly, if a compensation committee 
establishes a performance goal prior to 
April 1, 1994, the Service will treat the 
goal as having been established prior to 
the commencement of the services to 
which the goal relates, provided that, at 
the time the compensation committee 
actually establishes the goal, the out
come of the goal is substantially 
uncertain and the period of services to 
which the goal relates does not begin 
before January 1, 1994, and is sched
uled to continue for at least nine 
months. 

Qualified Transportation Fringes 
Under Section 132(f) 

Notice 94-3 

I. PURPOSE 

This notice addresses issues relating 
to the provision for qualified transpor
tation fringes in section 132(f) of the 

Internal Revenue Code. As part of the 
Energy Policy Act of 1992 (the Act), 
Pub. L. No. 102-486, Congress 
amended section 132 to incorporate 
three basic changes in the tax treatment 
of employer-provided transportation 
benefits. First, it increased the exclu
sion for transit passes from $21 to $60 
per month and provided that only the 
value of a transit pass in excess of the 
statutory limit would be includible in 
gross income. Second, Congress added 
an exclusion for van pools. Up to $60 
per month may be excluded, but the 
$60 exclusion applies to the aggregate 
of van pools and transit passes. Finally, 
Congress eliminated the working condi
tion fringe benefit for commuter park
ing and provided that the amount of 
employer-provided parking excludable 
from gross income is limited to $155 
per month. 

In an effort to provide guidance that 
is both administrable and consistent 
with the statute, the Internal Revenue 
Service has considered alternative ap
proaches with respect to a number of 
issues that arise under the statute. In 
addition, the Service has discussed 
various issues with the public, includ
ing representatives of employers, trade 
associations, and government entities. 
The Internal Revenue Service continues 
to invite comments from taxpayers and 
practitioners on the administrability and 
impact of this notice. Written com
ments should be submitted no later 
than Tuesday, January 25, 1994, to: 

Associate Chief Counsel 
(Employee Benefits and Exempt 

Organizations) CC:EBEO 
Attn: Dean R. Morley, Room 5213 
1111 Constitution Avenue, NW 
Washington, DC 20224 

In addition, the Service will hold a 
public meeting on this notice on 
Tuesday, February I, 1994, at 10:00 
a.m. in the Internal Revenue Service 
Auditorium, Seventh Floor, 7400 Cor
ridor, Internal Revenue Service Build
ing, 1111 Constitution Avenue, NW, 
Washington, D.C. 

II. APPLICATION 

Q-1,' What is a qualified 
transportation fringe? 

a. In general. A "qualified transpor
tation fringe" is any of the following 
that is provided by an employer to an 
employee and meets the requirements 

described in this notice: (1) transporta
tion in a commuter highway vehicle, 
(2) transit passes, and (3) qualified 
parking. Nothing in section 132(f) of 
the Code or this notice prohibits an 
employer from simultaneously provid
ing an employee any combination of 
these three benefits. 

h. Transportation in a commuter 
highway vehicle. A "commuter high
way vehicle" is any highway vehicle 
that has a seating capacity of at least 
six adults (excluding the driver) and 
meets the two requirements for mileage 
use. At least 80 percent of the vehicle's 
mileage use must be reasonably ex
pected to be (1) for transporting 
employees in connection with travel 
between their residences and their place 
of employment, and (2) on trips during 
which the number of employees trans
ported for commuting is, on average, at 
least one-half of the adult seating 
capacity of the vehicle (excluding the 
driver). 

c. Transit passes. A "transit pass" 
is any pass, token, farecard, voucher, or 
similar item entitling a person to 
transportation (or transportation at a 
reduced price) (1) on mass transit 
facilities (whether or not publicly 
owned), or (2) provided by any person 
in the business of transporting persons 
for compensation or hire in a highway 
vehicle with a seating capacity of at 
least six adults (excluding the driver). 

d. Qualified parking. "Qualified 
parking" is access to parking provided 
to an employee on or near the em
ployer's business premises or at a 
location from which the employee 
commutes to work by car pool, com
muter highway vehicle, mass transit 
facilities, transportation provided by 
any person in the business of transport
ing persons for compensation or hire, 
or by any other means. The term does 
not include parking on or near property 
used by the employee for residential 
purposes. 

Qualified parking means parking for 
which an employer pays (directly to a 
parking lot operator or by reimburse
ment to the employee), or that an 
employer provides on premises it owns 
or leases. See Q-3b for the rules 
relating to reimbursements. 

For purposes of the definition of 
qualified parking, a car pool means two 
or more individuals who commute to
gether in a motor vehicle on a regular 
basis. 
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Q-2:. Is there a limit on the value of 
qualified transportation fringes that 
may be excluded from an employee's 
gross income? 

a. Transit passes and transportation 
in a commuter highway vehicle. Up to 
$60 per month is excludable from the 
gross income of an employee for transit 
passes and transportation in a com
muter highway vehicle provided by the 
employer. One $60 limit applies 
whether these benefits are provided 
separately or in combination with one 
another. 

b. Parking. Up to $155 per month is 
excludable from the gross income of an 
e~ployee for qualified parking pro
vIded by the employer. This exclusion 
is available whether an employer 
provides only qualified parking or 
qualified parking in combination with 
other benefits described in this notice. 

c. Limitation on employees of a 
controlled group of corporations. All 
e~ployees treated as employed by a 
smgle employer under section 414(b), 
(c), (m), or (0) of the Code are treated 
as employed by a single employer for 
purposes of section 132(f). See section 
1.132-1(c) of the Income Tax Regula
tions. Thus, an employee of one corpo
ration that is part of a controlled group 
of corporations may, under certain 
circumstances, be eligible to receive 
qualified transportation fringes from 
another corporation within the con
trolled group. The statutory dollar 
limitations with respect to that em
ployee, however, are not increased 
under this rule. 

d. Result if the value of the other
wise qualified transportation fringe 
exceeds the statutory limit. Generally, 
~n employee must include in gross 
mcome the amount by which the fair 
market value of the benefit exceeds the 
sum of the amount, if any, paid by or 
on behalf of the employee, and any 
amount excluded from gross income 
under section 132 or another section of 
the Code. See section 1.61-21 (b)( I) of 
the ~egulations. Thus, if an employer 
proVIdes an employee with a qualified 
transportation fringe that exceeds the 
statutory limit, the excess value must 
be included in the employee's gross 
income for income and employment tax 
purposes. 

Example 1. Each month Employer M provides 
a transit pass valued at $70 to Employee D. D 
does not reimburse M for any portion of the 
pass. Because the value of the monthly transit 
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pass exceeds the statutory limit by $10, $10 must 
be included in D's wages for income and 
employment tax purposes. 

Example 2. Each month Employer M provides 
parking valued at $165 to Employee E. Because 
the fair market value of the parking exceeds the 
statutory limit by $10, $10 must be included in 
E's wages for income and employment tax 
purposes. 

e. Payments by employees for quali
fied transportation fringes. If an 
employee pays the employer for a 
qualified transportation fringe, the 
amount includible in the employee's 
gross income is the amount by which 
the fair market value of the benefit 
exceeds the amount paid by the 
employee plus any amount excludable 
under section 132 or another section of 
the Code, 

Example. Employer P provides qualified park
ing with a fair market value of $200 per month 
to its employees, but charges the employees $45 
per month. Because the amount paid ($45) by the 
employees plus the amount excludable ($155) for 
qualified parking equal the fair market value of 
the benefit, no amount is includible in the 
employee's gross income. 

f Exclusion applies on a monthly 
basis. The value of qualified parking, 
transit passes, and transportation in a 
commuter highway vehicle must be cal
culated on a monthly basis to deter
mine whether the value of the benefit 
has exceeded the limits on qualified 
transportation fringes. If the value of 
the benefit does not exceed the statu
tory limit in any month, the unused 
portion of the exclusion may not be 
carried over to subsequent months. 
Similarly, if the employer provides a 
benefit having a monthly value greater 
than the statutory limit, the value in 
excess of the statutory limit may not be 
excluded by combining the monthly 
exclusions. An employer may, how
ever, reimburse an employee for costs 
incurred for qualified parking, transit 
passes, and transportation in a com
muter highway vehicle in subsequent 
months, so long as the value of the 
benefit is calculated on a monthly 
basis. 

Example. Employer Q, at the end of a three
month period. reimburses Employee A for transit 
passes purchased during the preceding three 
months. A purchased a $60 transit pass each 
month, and Q reimburses A $180 in cash at the 
end of the third month. Because the value of the 
reimbursed expenses did not exceed the statutory 
!tmll In any month, the $]80 reimbursement is 
excludable from A's gross income as a qualified 
transportation fringe. See Q-3b for the specific 
rules governing reimbursements. 

g. "Month" defined. A "month" is 
a c.alendar m?nth or a substantially 
eqUIvalent penod applied consistently. 

Q-3: Are cash reimbursements 
permitted under new section I 32(f)? 

a. In general. The term "qualified 
transportation fringe' , includes cash 
reimbursements by an employer to an 
employee for qualified parking, transit 
passes, or transportation in a commuter 
highway vehicle. The term "cash reim
bursement" does not include cash 
advances. 

b. Recordkeeping requirements. Em
ployers that make cash reimbursements 
must establish a bona fide reimburse
ment arrangement to ensure that their 
employees have, in fact, incurred ex
penses for parking, transit passes, or 
transportation in a commuter highway 
vehicle. An employee must demonstrate 
to the employer that an amount equal 
to the reimbursement was expended for 
qualified parking, transit passes, or 
transportation in a commuter highway 
vehicle. For example, an employee may 
present a used transit pass to the 
employer at the end of the month and 
certify that he or she purchased and 
used it during the month, or may 
present a transit pass to the employer at 
the beginning of the month and certify 
that he or she purchased it and will use 
it during the month. What constitutes a 
bona fide reimbursement arrangement 
may vary depending on the facts and 
circumstances, including the method or 
methods of payment utilized within the 
mass transit system. 

c. Special rules for transit passes. 
The term "qualified transportation 
fringe" does not include reimburse
ments for transit passes if a voucher or 
similar item that may be exchanged 
only for a transit pass is readily 
available for direct distribution by the 
employer to employees. A voucher or 
similar item is "readily available" if 
an employer can obtain it on terms no 
less favorable than those to an individ
ual employee and without incurring a 
significant administrative cost. 

d. Example. Company C in City X 
sells vouchers to employers in the 
metropolitan area of X. Several dif
ferent bus, rail, van pool, and ferry 
operators service X, and a number of 
the operators accept the vouchers either 
as fare media or in exchange for fare 
media. Employers can easily obtain 
vouchers for distribution to their 
employees. To cover its operating 
expenses, C imposes on each voucher a 
charge that is not significant. Employer 
M disburses vouchers purchased from 
C to employees who use operators that 



accept the vouchers. Because M is not 
making cash reimbursements of its 
employees' transit expenses with re
spect to these operators, M need not 
maintain a bona fide reimbursement 
arrangement for these transit expenses. 
The vouchers disbursed to M's 
employees are qualified transportation 
fringes. 

Q-4: Can employers reduce their 
employees' compensation in exchange 
for providing qualified transportation 
fringes? 

Section 132(f)(4) of the Code pre
vents employers from reducing their 
employees' compensation in exchange 
for providing qualified transportation 
fringes. This rule applies even if state 
or local law requires employers to offer 
employees the choice of receiving a 
qualified transportation fringe or a 
higher salary. 

Example 1. Employer X reduces its employees' 
compensation by $60 per month and provides 
$60 per month in transit passes. Each employee 
is required to include $60 per month in gross 
income, even though the employee received an 
otherwise qualified transportation fringe. 

Example 2. Employer Y offers its employees a 
choice between $45 per month in transit passes 
and $45 per month in additional compensation. 
Every employee of Y is required to include $45 
per month in gross income, whether the 
employee selected cash or transit passes. 

Q-5: To which employers and 
employees do the qualified 
transportation fringe rules apply? 

a. Employers. Section 1911 of the 
Act does not exclude government 
employers from coverage. Accordingly, 
section 132(f) of the Code applies to 
both non-government and government 
employers. 

b. Employees. Qualified transporta
tion fringes may be provided only by 
employers to employees. For this pur
pose, employees are individuals who 
are employees within the meaning of 
section 1.l32-1(b)(2)(i) of the regula
tions. This definition includes common 
law employees and other statutory 
employees, such as officers of corpora
tions. Self-employed individuals, who 
are employees within the meaning of 
section 401 (c)( 1) of the Code, are not 
employees for purposes of section 
132(f). Therefore, partners, 2-percent 
shareholders of S corporations, sole 
proprietors, and other independent con
tractors are not employees for purposes 
of section 132(f). An individual who is 

both a 2-percent shareholder of an S 
corporation and an officer of that S 
corporation is not considered an 
employee for purposes of section 
132(f). 

Q-6: Are there any special rules for 
qualified parking for vehicles 
provided by law enforcement agencies 
to their employees? 

Section 1911 of the Act does not 
provide special rules for vehicles 
provided by law enforcement agencies. 
Accordingly, section 132(f) of the Code 
applies to qualified parking provided to 
law enforcement officers who travel 
from home to work in vehicles pro
vided by a law enforcement agency 
unless the vehicle is a qualified non per
sonal use vehicle as described in 
section 1.274-ST(k) of the regulations. 

Under section 1.1 32-S(h)(l) of the 
regulations, 100 percent of the value of 
the use of a qualified nonpersonal use 
vehicle (as described in section 1.274-
ST(k» is excludable from gross income 
as a working condition fringe. This 
exclusion applies to employer-provided 
parking for qualified nonpersonal use 
vehicles as well. Thus, if an employee 
drives from home to work in a vehicle 
described in section 1.274-ST(k) of the 
regulations, the parking provided for 
that vehicle is excludable from the 
employee's gross income as a working 
condition fringe. 

As with employer-provided parking 
for other types of vehicles used solely 
for business purposes, parking provided 
for law enforcement vehicles used 
exclusively for business purposes is a 
working condition fringe and the rules 
of section 132(f) do not apply. 

Q-7: May partners and 2-percent 
shareholders of S corporations 
continue to use the rules that applied 
to transit passes and parking prior to 
the Act? 

a. Transit passes. The existing de 
minimis and working condition fringe 
rules remain available for transit passes 
provided to partners and 2-percent 
shareholders of S corporations. For 
example, the de minimis fringe rule for 
transit passes continues to apply to 
partners and 2-percent shareholders of 
S corporations to the extent it applied 
prior to the Act. Tokens or farecards 
provided by a partnership to a partner 
that enable the partner to commute on a 
public transit system (not including 

privately-operated van pools) are ex
cludable from the partner's gross in
come if the value of the tokens and 
farecards in any month does not exceed 
$21. See section 1.132-6(d)(l) of the 
regulations. If the value of a pass 
provided in a month exceeds $21, how
ever, the full value of the benefit is 
includible in gross income. 

h. Parking. The Act eliminated the 
working condition fringe exclusion for 
commuter parking. However, if a part
ner performing services for a part
nership or a director of a corporation 
would be able to deduct the cost of 
parking as a trade or business expense 
under section 162 of the Code, the 
value of free or reduced-cost parking is 
excludable as a working condition 
fringe. See sections 1.132-5(a)(l) and 
1.132-1(b)(2) of the regulations. The 
de minimis fringe rules remain avail
able for parking provided to partners 
and 2-percent shareholders of S corpo
rations that qualifies under the general 
de minimis rules. See section 1.132-
6(a) and (b). 

Example. G is a partner in partnership p, 
which maintains offices at various locations in 
city C. G commutes to and from G's office every 
day and parks free of charge in a reserved space 
in P's lot. G periodically drives to P's other 
offices in C for business reasons and parks in 
lots leased by P. G must include in income the 
full monthly value of G's reserved parking space. 
Because G would be allowed a deduction under 
section 162 of the Code for the cost of using the 
parking spaces at P's other offices, the value of 
that parking is excludable from gross income as 
a working condition fringe. 

Q-8: How does section 132(f) affect 
transit passes and parking provided 
to independent contractors? 

Even though qualified transportation 
fringes cannot be provided to self
employed individuals (see Q-5b), the 
existing de minimis fringe rules for 
transit passes and parking continue to 
apply to independent contractors to the 
extent they applied prior to the Act. 

a. Transit passes. Tokens or 
farecards that enable an independent 
contractor to commute on a public 
transit system (not including privately
operated van pools) are excludable 
from the independent contractor's gross 
income if the value of those tokens and 
farecards in any month does not exceed 
$21. See section 1.132-6(d)(1) of the 
regulations. If the value of a pass 
provided in a month exceeds $21, 
however, the full value of the pass is 
includible in gross income. 

1994-1 C.B. 329 



b. Parking. An independent contrac
tor may exclude the value of parking 
from income as a de minimis fringe if 
the requirements of section 1.132-6(a) 
and (b) are satisfied. See also section 
1.132-I(b)(2) of the regulations. 

Q-9: How do the qualified 
transportation fringe rules apply to 
van pools? 

a. Van pools operated by or for the 
employer. 

(i). In general. This category covers 
two types of arrangements: (1) 
employers purchase or lease vans to 
enable employees to commute together, 
and (2) employers contract with and 
pay a third party to provide the vans, 
maintenance, and liability insurance. 
Up to $60 per month of the value of 
transportation in the vans may be 
excluded from the employees' gross 
incomes, provided the van qualifies as 
a "commuter highway vehicle" as 
defined in Q-l b of this notice and 
section 132(f)(5)(B) of the Code. 

(ii). Valuation. The regulations un
der section 61 of the Code provide that 
the fair market value of a fringe benefit 
is based on all the facts and circum
stances. As an alternative, transporta
tion in an employer-provided commuter 
highway vehicle may be valued under 
the following special valuation rules, 
which existed prior to the Act: (1) 
automobile lease valuation rule, see 
section 1.61-21(d) of the regulations, 
(2) vehicle cents-per-mile rule, see 
section 1.61-21(e), and (3) commuting 
valuation rule, see section 1.61-21 (f). 

For general rules applicable to each 
of the special valuation rules, see 
section 1.61-21 (c) of the regulations. 

The Act does not affect the avail
ability of these rules for valuing an 
employee's personal use of an 
employer-provided vehicle that does 
not qualify as a commuter highway 
vehicle. 

Example. Employer V purchases a van for 
purposes of transporting its employees from 
home to work. The van qualifies as a "commuter 
highway vehicle" within the meaning of Q-Ib 
and section 132(fJ(5)(B) of the Code. V elects to 
value employee travel in its vans using the 
commutIng valuation rule. In one month. 
Employee C commutes to and from work in Vs 
van 20 days. Under the commuting valuation 
rule. the value of each one-way commute is 
$1.50 (for a total of $3 per day); therefore. the 
value of C s travel for the month is $60. The full 
value of the benefit is excludable from Cs gross 
Income because it does not exceed the statutory 
limit. See Q-2d and Q-2e for the rules 
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governing the treatment of amounts in excess of 
the statutory limit and payments by employees 
for in-kind qualified transportation fringes. 

b. Van pools operated by employees. 
Cash reimbursements by an employer 
to employees for transportation in a 
van pool operated by employees inde
pendent of their employer are exclud
able as qualified transportation fringes, 
provided the van qualifies as a "com
muter highway vehicle" as defined in 
section 132(f)(5)(B) of the Code. The 
amount that may be excluded from an 
employee's income is limited to $60 
per month. See Q-3b for the rules 
governing cash reimbursements. 

c. Private or public transit-operated 
van pools. The qualified transportation 
fringe exclusion is available for transit 
passes for travel in van pools owned 
and operated either by public transit 
authorities or by any person in the 
business of transporting persons for 
compensation or hire. The van must 
seat at least six adults (excluding the 
driver). See Q-3c for the special rule 
for cash reimbursements for transit 
passes. 

Q-JO: How is the value of parking 
determined? 

a. In general. The valuation rules of 
section 1.61-21 (b) of the regulations 
apply both for purposes of determining 
whether the amount of qualified trans
portation fringes exceeds the exclud
able amount and for purposes of 
?etermining the actual amount (if any) 
mcludible in income. Generally, the 
value of parking provided by an 
employer to an employee is based on 
the cost (including taxes or other added 
fees) that an individual would incur in 
an arm's-length transaction to obtain 
parking at the same site. If that cost is 
not ascertainable, then the value of 
parking is based on the cost that an 
individual would incur in an arm's
length transaction for a space in the 
same lot or a comparable lot in the 
same general location under the same 
or similar circumstances. An 
employee's subjective perception of the 
value of the parking is not relevant to 
the determination of its fair market 
value. 

Example. Employer Z operates an industrial 
plant in a rural area in which no commercial 
parking is available. Z furnishes ample parking 
for Its employees on the business premises, free 
of charge. The parking provided by Z has a fair 
market value of $0 because an individual other 

than an employee ordinarily would not pay to 
park there. 

b. Rate. Under the general valuation 
rules of section 1.61-21 (b) of the 
regulations, the monthly rate may be 
used to determine a monthly value 
rather than the daily rate multiplied by 
the number of days in the month. If an 
annual rate is available, the monthly 
rate may be determined by dividing the 
annual rate by twelve. If a space is 
available for less than a month, the 
space may be valued according to the 
daily rate multiplied by the number of 
days the employee has access to the 
space. In no case is it necessary, 
however, for the monthly value to 
exceed the monthly rate. The rates 
described above may only be used if 
they are available to the general public. 

c. Parking available primarily to 
customers. Employer-provided parking 
that is available primarily to customers 
of the employer, free of charge, will be 
deemed to have a fair market value of 
$0. This rule does not apply, however, 
if an employer maintains "preferen
tial" reserved spaces for employees. A 
reserved space is "preferential" if it is 
more favorably located than the spaces 
available to the employer's customers. 

Example 1. Employer X's place of business is 
situated in a shopping mall. Ample free parking 
is available to Y's customers and employees alike 
in the mall parking lot. None of the spaces is 
reserved for employees. The parking provided to 
Y's employees is deemed to have a fair market 
value of $0. 

Example 2. Employer Y's place of business is 
situated in a shopping mall. Ample free parking 
is available primarily to customers in the mall 
parking lot. Spaces reserved for employees are 
no closer to the mall than the spaces available to 
customers. The spaces reserved for employees 
have a fair market value of $0 because the 
spaces are not "preferential" reserved spaces. 

Example 3. Employer Z provides ample free 
parking to its employees and customers. Z 
maintains a separate lot near the entrance to its 
business premises for management level 
employees. Customers are not permitted to park 
In the employees' lot, but may park in the 
customer lot across an access road from Z's 
business premises. The parking provided to Z's 
employees in the separate lot is preferential 
reserved parking. 

d. Parking valued according to ac
cess rather than use. The value of the 
parking subject to tax under section 61 
of the Code is the right of access on 
any . given day to employer-provided 
parkmg, and not the actual use of the 
parking by the employee. 

Example 1. Employer V maintains a parking 
lot for lis employees. V requires its employees to 



apply for parking spaces prior to the month in 
which the space is to be used. V distributes a 
monthly parking pass to each employee who 
applies to park and does not allow anyone 
without a pass to park in its lot. No value is 
includible in the gross incomes of employees 
who do not apply for parking passes because 
they do not have access to employer-provided 
parking. The value of parking provided to 
employees who apply for and receive passes is 
the full monthly value. 

Example 2. Employee D has unlimited access 
to qualified parking provided by Employer M. 
During one particular month, D used the parking 
space 5 days, because D was away on business 
travel for I week and on a personal vacation for 
2 weeks. Because D had access to the parking 
space for the entire month, the amount includible 
in D's gross income is the amount by which full 
monthly fair market value exceeds the statutory 
limit ($155). See Q-2d. See also Q-2e for the 
result if M charges D for the parking. 

Q-ll: How does section 132(f) 
interact with other fringe benefit 
rules? 

Under section 132(f)(7) of the Code, 
a de minimis fringe does not include 
any qualified transportation fringe. If, 
however, an employer provides local 
transportation, other than transit passes 
or transportation in a commuter high
way vehicle, the value of the benefit 
may be excludable, either totally or 
partially, under fringe benefit rules 
other than the qualified transportation 
fringe rules under section 132(f). 

a. Occasional local transportation 
fare. Section 1.132-6(d)(2)(i) of the 
regulations provides that local transpor
tation fare (such as taxi fare) provided 
to an employee is excludable from 
income as a de minimis fringe if the 
benefit is reasonable and is provided on 
an occasional basis because overtime 
work necessitates an extension of the 
employee's normal work schedule. 

b. Transportation provided under 
unusual circumstances. Section 1.132-
6(d)(2)(iii) of the regulations provides 
that if an employer provides transporta
tion (such as taxi fare) to an employee 
for use in commuting to, from, or both 
to and from work because of unusual 
circumstances and because, based on 
the facts and circumstances, it is unsafe 
for the employee to use other available 
means of transportation, the excess of 
the value of each one-way trip over 
$1.50 per one-way commute is ex
cluded from gross income. 

c. Valuation of local transportation 
provided to "qualified" employees. 
Section 1.61-21 (k) of the regulations 
provides a special valuation rule for 
local transportation provided, solely 

because of unsafe conditions, to 
"qualified" employees who would or
dinarily walk or use public transporta
tion to and from work. If unsafe 
conditions exist and the employee is 
"qualified," local transportation 
provided to the employee may be 
valued at $1.50 per one-way commute. 
Because section 1.61-21 (k) is a special 
valuation rule under section 61, it is 
not affected by section 132(f)(7). 
Therefore, employers may continue to 
provide local transportation to 
employees meeting the requirements of 
section 1.61-21(k). 

Q-12: When and how do employers 
withhold and report the value of 
qualified transportation fringes 
includible in gross income? 

a. Noncash benefits. Taxable fringe 
benefits are ordinarily treated as wages 
for federal income tax withholding, 
Federal Insurance Contributions Act, 
and Federal Unemployment Tax Act 
purposes and are reported on an 
employee's Form W-2, Wage and Tax 
Statement. Employers may use the 
guidelines in Announcement 85-113, 
1985-31 I.R.B. 31, for reporting and 
withholding on taxable noncash fringe 
benefits. Announcement 85-113 
provides that employers may elect, for 
purposes of the FICA, the FUT A, and 
federal income tax withholding pur
poses, to treat noncash fringe benefits 
as paid on a pay period, quarterly, 
semi-annual, annual, or other basis, 
provided that the benefits are treated as 
paid no less frequently than annually. 

b. Cash reimbursements. Because 
employers may not use Announcement 
85-113 for cash reimbursements to 
employees (for example, cash reim
bursements for transit passes or 
qualified parking), cash reimbursements 
in excess of the statutory limits under 
section 132(f) of the Code are treated 
as paid for employment tax purposes 
when actually paid. Employers must 
report and deposit the amounts with
held in addition to reporting and 
depositing the employer portion of the 
FICA taxes and the FUT A tax. See Q-
3b for the rules governing cash 
reimbursements. 

Q-13: How do employers report 
income for qualified parking provided 
to car and van pools? 

a. Prime member. If an employee 
obtains a qualified parking space as a 

result of membership in a car or van 
pool, the individual to whom the 
parking space is assigned, the . 'prime 
member," must bear the tax con
sequences attributable to that space. If 
the space is not assigned to a particular 
individual, then the employer that 
provides access to the space must 
designate one of its employees as the 
person who will bear the tax con
sequences. The employer of the prime 
member is responsible for reporting 
any taxable income to that employee. 

An amount of money (reasonably 
calculated to cover actual costs, includ
ing taxes) received by a prime member 
from fellow car or van pool members 
for their share of transporting them to 
and from work constitutes reimburse
ment by them for the operation of the 
vehicle for their mutual convenience. 
This money is not includible in the 
gross income of the prime member for 
federal income tax purposes. Rev. Rul. 
55-555, 1955-2 C.B. 20. See also Rev. 
Rul. 80-99, 1980-1 C.B. 10. 

b. No aggregation of exclusions. 
Members of a car or van pool are not 
permitted to combine their $155 park
ing exclusions for the pool. For exam
ple, employees L, M, and B belong to a 
car pool and use, at no charge, 
qualified parking worth $165 a month. 
M is designated as the • 'prime mem
ber" of the car pool and must bear the 
tax consequences. M may not use the 
exclusions attributable to Band L. 
Accordingly, M must include $10 per 
month in gross income, the amount by 
which the fair market value of the 
parking exceeds the excludable amount. 

Q-14: What is the effective date of 
section 132(f)? 

a. Effective date. Section 132(f) of 
the Code applies to benefits provided 
after December 31, 1992. The rules in 
this notice can be applied to comply 
with section 132(f) of the Code for 
benefits provided after December 31, 
1992, and before April I, 1994, and 
must be applied to comply with section 
132(f) for benefits provided after 
March 31, 1994. 

b. Transition rule. For qualified 
transportation fringes provided after 
December 31, 1992, and before April 
I, 1994 employers may use any reason
able good faith method of compliance 
with section 132(f) of the Code in lieu 
of the rules contained in this notice. 
Efforts to comply with section 132(f) 
of the Code and to determine the fair 
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market value of benefits that differ 
from the rules contained in this notice 
will be considered reasonable good 
faith compliance so long as they are 
based on a reasonable good faith 
interpretation of section 132(f). 

list of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 94-4 

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: December 22, 1993. 

Samuel Y. Sessions, 
Deputy Assistant Secretary 

for Tax Policy. 

(Filed by the Office of the Federal Register on 
December 28. 1993. 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 29. 1993. 58 F.R. 68987) 

low-Income Housing Tax Credit
Notice 92-43 Supplemented 

Notice 94-5 

This notice supplements Notice 92-
43, 1992-2 C.B. 373, to include the 
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Louisiana parish of Lafourche as an 
area eligible for the relief granted to 
taxpayers in Notice 92-43 from certain 
low-income housing credit require
ments as a result of Hurricane Andrew. 

Notice 92-43 is supplemented to 
include Lafourche parish as if included 
in Notice 92-43 when issued. 

IRS Announces 1994 Pension Plan 
limitations1 

Notice 94-6 

The Service announced cost-of-living 
adjustments applicable to dollar limita
tions on benefits under qualified de
fined benefit pension plans and to other 
provisions affecting such plans. 

Section 415 of the Code provides for 
dollar limitations on benefits and con
tributions under these plans. It also 
requires that the Commissioner an
nually adjust these limits for cost-of
living increases. Effective January 1, 
1994, the maximum limitation for the 
annual benefit under section 415(b)(1)
(A) for defined benefit plans is in
creased from $115,641 to $118,800. 

The limitation for defined contribu
tion plans under section 415( c)(1 )(A) 
remains at $30,000 for 1994 since the 
law provides that it shall not be 
changed until the section 4l5(b)(1)(A) 
limit for benefits exceeds $120,000. 

The Code provides that various other 
dollar amounts are to be adjusted at the 
same time and in the same manner as 
the dollar limitation of section 
415(b)(I)(A) is adjusted. These dollar 
amounts and the adjusted amounts are 
as follows: 

The special limitation for qualified 
police or firefighters under section 
415(b)(2)(G) is increased from $64,245 
to $66,000. 

The limitation on the exclusion for 
elective deferrals under section 
402(g)( 1) is increased from $8,994 to 
$9,240. 

The dollar amounts under section 
409(0)(1)(C)(ii) for lengthening the 
distribution period of that section for 
tax credit employee stock ownership 
plans are increased from $128,490 to 
$132,000 and from $642,450 to 
$660,000. 

The threshold amount under section 

'Based on News Release IR-94--3. dated January 
13. 1994. 

4980A( c)( I) regarding excess distribu
tions is increased from $144,551 to 
$148,500. 

The limitations used in the definition 
of highly compensated employee under 
section 414(q) of $96,368 and $64,245 
are respectively increased to $99,000 
and $66,000. 

The annual compensation limit under 
sections 401(a)(17) and 404(1) for 
plans for which the amendments ~ade 
by section 13212 of the Ommbus 
Budget Reconciliation Act of 1993 
(OBRA 93) are effective for the plan 
year beginning in 1994 is decreased 
from $235,840 to $150,000. For colIec
tively bargained plans for which the 
amendments made by section 13212 of 
OBRA 93 are not effective for the plan 
year beginning in 1994, the annual 
compensation limit under sections 
401 (a)(17) and 404(1) is increased 
from $235,840 to $242,280. 

The compensation amount under sec
tion 408(k)(2)(C) regarding simplified 
employee pension plans (SEPs) is 
increased from $385 to $396. The 
compensation amount under section 
408(k)(3)(C) for SEPs for which the 
amendments made by section 13212 of 
OBRA 93 are effective for the plan 
year beginning in 1994 is decreased 
from $235,840 to $150,000. For collec
tively bargained SEPs for which the 
amendments made by section 13212 of 
OBRA 93 are not effective for the plan 
year beginning in 1994, the compensa
tion amount under section 408(k)(3)(C) 
is increased from $235,840 to 
$242,280. 

Administrators of defined benefit or 
defined contribution plans that have 
received favorable determination letters 
should not request new determination 
letters solely because of yearly amend
ments to adjust maximum limitations in 
the plans. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-7 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in §4672(a)(3) of the Internal Revenue 
Code will be modified to include acetic 
acid, formic acid, and paraformalde
hyde. This modification is effective 
July 1, 1990. 



Background 

Under §4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in §4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
61 sets forth the rules relating to the 
determination process. 

Determination 

On December 13, 1993, the Secre
tary determined that acetic acid, formic 
acid, and paraformaldehyde should be 
added to the list of taxable substances 
in §4672(a)(3), effective July 1, 1990. 

The rate of tax prescribed for acetic 
acid under §4671 (b )(3), is $1.27 per 
ton. This is based upon a conversion 
factor for methane of 0.3709. 

The rate of tax prescribed for formic 
acid under §4671(b)(3), is $1.89 per 
ton. This is based upon a conversion 
factor for butane of 0.3900. 

The rate of tax prescribed for para
formaldehyde under §4671 (b )(3), is 
$2.31 per ton. This is based upon a 
conversion factor for methane of 
0.6716. 

The petitioner is Hoechst Celanese, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Acetic acid 

HTS number: 
CAS number: 

2915.21.00.00 
64-19-7 

Acetic acid is derived from the 
taxable chemical methane. Acetic acid 
is a liquid produced predominantly by 
methanol carbonylation. Carbon mon
oxide and methanol are produced from 
methane. 

The stoichiometric material consump
tion formula for acetic acid is: 

2 CH
4 

(methane) + 2 H20 (water) 
-_____ > C,H

4
0

4 
(acetic acid) + 

4 H2 (hydrogen) 

Acetic acid has been determined to 
be a taxable substance because a 

review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 96.7 
percent by value of the materials used 
in its production. The stated cost for 
methane is $0.0386 per pound and the 
stated cost for steam is $0.0023 per 
pound. 

Formic acid 
HTS number: 
CAS number: 

2915.11.00.00 
64-18-6 

Formic acid is derived from the 
taxable chemical butane. Formic acid is 
a liquid produced predominantly as a 
co-product in the liquid phase oxidation 
of butane. 

The stoichiometric material consump
tion formula for formic acid is: 

C4H IO (butane) + 2.5 02 (oxygen) 
-------> CH20 2 (formic acid) + 
C3H60 2 (propionic acid) + H20 
(water) 

Formic acid has been determined to 
be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 98 
percent by value of the materials used 
in its production. The stated cost for 
butane is $0.0543 per pound and the 
stated cost for oxygen is $0.0019 per 
pound. 

Paraformaldehyde 
HTS number: 2912.60.00.00 
CAS number: 30525-89-4 

Paraformaldehyde is derived from 
the taxable chemical methane. Para
formaldehyde is a solid produced pre
dominantly from aqueous formalde
hyde. Formaldehyde is produced by 
catalytic vapor phase oxidation of 
methanol. Methanol is produced from 
methane. 

The stoichiometric material consump
tion formula for paraformaldehyde is: 

10 CH4 (methane) + 5 02 (oxygen) 
+ H20 (water) -------> 10 H2 
(hydrogen) + HO(CH20)IOH 
(paraformaldehyde) 

Paraformaldehyde has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 94.6 percent by value of the 
materials used in its production. The 

stated cost for methane is $0.0386 per 
pound, the stated cost for water (steam) 
is $0.0023 per pound, and the stated 
cost for oxygen is $0.0019 per pound. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-8 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in §4672(a)(3) of the Internal Revenue 
Code will be modified to include adipic 
acid. This modification is effective July 
1, 1990. 

Background 

Under §4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in §4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
61 sets forth the rules relating to the 
determination process. 

Determination 

On December 10, 1993, the Secre
tary determined that adipic acid should 
be added to the list of taxable sub
stances in §4672(a)(3), effective July 1, 
1990. 

The rate of tax prescribed for adipic 
acid, under §4671 (b)(3), is $4.03 per 
ton. This is based upon a conversion 
factor for methane of 0.11, a conver
sion factor for benzene of 0.72, and a 
conversion factor for nitric acid of 
0.63. 

The petitioner is Monsanto Com
pany, a manufacturer and exporter of 
this substance. No material comments 
were received on this petition. The 
following information is the basis for 
the determination. 

HTS number: 
CAS number: 

2917.12.00.00 
124-04-9 

Adipic acid IS derived from the 
taxable chemicals methane, benzene. 
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and nitric acid. Adipic acid is a solid 
produced predominantly by oxidation 
of cyclohexane using air and nitric acid 
in a two-step process. The cyclohexane 
is produced by the reaction of hydro
gen (derived from methane in natural 
gas) and benzene. 

The stoichiometric material consump
tion formula for adipic acid is: 

3 CH4 (methane) + 1.66 H20 (water) 
+ 2 C6H6 (benzene) + 1.5 O2 
(oxygen) + 4.66 HN03 (nitric acid) 
-------> 2 C6H lO0 4 (adipic acid) + 
6 H2 (hydrogen) + 3 CO2 (carbon 
dioxide) + 4.66 NO (nitric oxide) 

Adipic acid has been determined to 
be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 86.4 
percent by weight of the materials used 
in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-9 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in §4672(a)(3) of the Internal Revenue 
Code will be modified to include 
butanol and propanol. This modifica
tion is effective October 1, 1990. 

Background 

Under §4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in §4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
61 sets forth the rules relating to the 
determination process. 

Determination 

On December 10, 1993, the Secre
tary determined that butanol and pro
panol should be added to the list of 
taxable substances in §4672(a)(3), 
effective October 1, 1990. 
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The rate of tax prescribed for 
butanol, under §4671(b)(3), is $3.31 
per ton. This is based upon a conver
sion factor for propylene of 0.6746 and 
a conversion factor for methane of 
0.0076. 

The rate of tax prescribed for pro
panol, under §4671(b)(3), is $2.58 per 
ton. This is based upon a conversion 
factor for ethylene of 0.5251 and a 
conversion factor for methane of 
0.0076. 

The petitioner is Hoechst Celanese, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Butanol 
HTS number: 
CAS number: 

2905.13.00.00 
71-36-3 

Butanol is derived from the taxable 
chemicals propylene and methane. 
Butanol is a liquid produced predomi
nantly by oxo synthesis of propylene 
with subsequent hydrogenation. 

The stoichiometric material consump
tion formula for butanol is: 

C3H6 (propylene) + CH4 (methane) + 
H20 (water) -------> C4H lO0 
(butanol) + H2 (hydrogen) 

Butanol has been determined to be a 
taxable substance because a review of 
its stoichiometric material consumption 
formula shows that, based on the pre
dominant method of production, taxable 
chemicals constitute 76.3 percent by 
weight of the materials used in its 
production. 

Propanol 
HTS number: 
CAS number: 

2905.12.00.10 
71-23-8 

Propanol is derived from the taxable 
chemicals ethylene and methane. Pro
panol is a liquid produced predomi
nantly by oxo synthesis of ethylene 
with subsequent hydrogenation. 

The stoichiometric material consump
tion formula for propanol is: 

C2H4 (ethylene) + CH4 (methane) + 
H20 (water) -------> C3HgO 
(propanol) + H2 (hydrogen) 

Propanol has been determined to be 
a taxable substance because a review of 
its stoichiometric material consumption 
formula shows that, based on the pre
dominant method of production, taxable 
chemicals constitute 70.9 percent by 

weight of the materials used III its 
production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-10 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in §4672(a)(3) of the Internal Revenue 
Code will be modified to include 
pentaerythritol, trimethylolpropane, and 
1,3-butylene glycol. This modification 
is effective July 1, 1990. 

Background 

Under §4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in §4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
61 sets forth the rules relating to the 
determination process. 

Determination 

On December 10, 1993, the Secre
tary determined that pentaerythritol, 
trimethylolpropane, and 1,3-butylene 
glycol should be added to the list of 
taxable substances in §4672(a)(3), 
effective July 1, 1990. 

The rate of tax prescribed for pen
taerythritol, under §4671(b )(3), is $4.66 
per ton. This is based upon a conver
sion factor for ethylene of 0.2877, a 
conversion factor for methane of 
0.9120, and a conversion factor for 
sodium hydroxide of 0.4700. 

The rate of tax prescribed for tri
methylolpropane, under §4671(b)(3), is 
$4.45 per ton. This is based upon a 
conversion factor for propylene of 
0.4527, a conversion factor for methane 
of 0.6214, and a conversion factor for 
sodium hydroxide of 0.3900. 

The rate of tax prescribed for 1,3-
butylene glycol, under §4671 (b )(3), is 
$4.89 per ton. This is based upon a 
conversion factor for ethylene of 
0.9298 and a conversion factor for 
methane of 0.1055. 



The petitioner is Hoechst Celanese, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Pentaerythritol 

HTS number: 
CAS number: 

2905.42.00.00 
115-77-5 

Pentaerythritol is derived from the 
taxable chemicals ethylene, methane, 
and sodium hydroxide. Pentaerythritol 
is a solid produced predominantly by 
the alkaline catalyzed "crossed
cannizzaro" reaction between acetal
dehyde and formaldehyde. Most 
acetaldehyde is produced by direct 
oxidation of ethylene. All formalde
hyde is produced by catalytic vapor 
phase oxidation of methanol. Both 
carbon monoxide and methanol are 
produced from methane. 

The stoichiometric material consump
tion formula for pentaerythritol is: 

C2H4 (ethylene) + 4 CH4 (methane) 
+ 2.5 O2 (oxygen) + NaOH (sodium 
hydroxide) -----> 4 H2 (hydrogen) + 
HCOONa (sodium formate) + 
CSH 120 4 (pentaerythritol) 

Pentaerythritol has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 62.2 
percent by weight of the materials used 
in its production. 

Trimethylolpropane 
HTS number: 2905.41.00.00 
CAS number: 77-99-6 

Trimethylolpropane is derived from 
the taxable chemicals propylene, meth
ane, and sodium hydroxide. Trimethyl
olpropane is a solid produced pre
dominantly by the mixed aldolization 
of formaldehyde with n-butryaldehyde. 
Formaldehyde is produced by catalytic 
vapor phase oxidation of methanol. 
Both carbon monoxide and methanol 
are produced from methane. The most 
widely used manufacturing technique 
for butyraldehyde is the process in 
which propylene is combined with 
carbon monoxide and hydrogen. 

The stoichiometric material consump
tion formula for trimethylolpropane is: 

C
3H6 (propylene) + 4 CH4 (methane) 

+ NaOH (sodium hydroxide) + 1.5 

O2 (oxygen) + H20 (water) -----> 
HCOONa (sodium formate) + 5 H2 
(hydrogen) + C6H l40 3 
(trimethylolpropane) 

Trimethylolpropane has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 68.8 percent by weight of the 
materials used in its production. 

1,3-butylene glycol 

HTS number: 2905.39.10.00 
CAS number: 107-88-0 

1,3-butylene glycol is derived from 
the taxable chemicals ethylene and 
methane. 1,3-butylene glycol is a liq
uid produced predominantly by cataly
tic hydrogenation of acetaldol. 
Acetaldol is a condensation product of 
acetaldehyde. Acetaldehyde is produced 
by oxidation of ethylene. Hydrogen is 
obtained by steam reforming methane. 

The stoichiometric material consump
tion formula for 1,3-butylene glycol is: 

2 C2H4 (ethylene) + CH4 (methane) 
+ H20 (water) + O2 (oxygen) -----> 
2 H2 (hydrogen) + CO (carbon 
monoxide) + C4H lO0 2 (l,3-butylene 
glycol) 

1,3-butylene glycol has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 59 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-11 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in §4672(a)(3) of the Internal Revenue 
Code will be modified to include 
terephthalic acid and polybutene. This 
modification is effective January 1, 
1991. 

Background 

Under §4672(a), an importer or 
exporter of any substance may request 

that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in §4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
61 sets forth the rules relating to the 
determination process. 

Determination 

On December 10, 1993, the Secre
tary determined that terephthalic acid 
and polybutene should be added to the 
list of taxable substances in 
§4672(a)(3), effective January 1, 1991. 

The rate of tax prescribed for ter
ephthalic acid, under §4671 (b )(3), is 
$6.47 per ton before January 1, 1992, 
and $3.11 per ton for imported ter
ephthalic acid first sold or used after 
December 31, 1991. This is based upon 
a conversion factor for xylene of 0.639. 

The rate of tax prescribed for poly
butene, under §4671(b)(3), is $4.87 per 
ton. This is based upon a conversion 
factor for butylene of 1.00. 

The petitioner is Amoco Corporation, 
a manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Terephthalic acid 

HTS number: 2917.36.00.00 
CAS number: 100-21-0 

Terephthalic acid is derived from the 
taxable chemical xylene. Terephthalic 
acid is a solid produced predominantly 
by air oxidation of p-xylene. 

The stoichiometric material consump
tion formula for terephthalic acid is: 

CSHIO (xylene) + 3 O2 (oxygen) 
-----> CSH604 (terephthalic acid) + 
2 H20 (water) 

Terephthalic acid has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con-
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stitute 52.4 percent by weight of the 
materials used in its production. 

Polybutene 

HTS number: 

CAS number: 

3902.20.50.00 
9003-28-5 and 
25249-62-1 

Polybutene is derived from the tax
able chemical butylene. Polybutene is a 
polymer produced predominantly by 
the polymerization of isobutylene. 

The stoichiometric material consump
tion formula for polybutene is: 

n(C4Hs) (isobutylene) -----> 
(C4Hs)n (polyisobutylene) 

Polybutene has been determined to 
be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 100 
percent by weight of the materials used 
in its production. 

Weighted Average Interest Rate 
Update 

Notice 94-12 

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 Re
conciliation Act of 1987 (OBRA 1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted 
Month Year Average 

January 1994 7.43 

Permissible 
Range 

6.68 to 8.17 

Capitalization of Certain Policy 
Acquisition Expenses; Correction 

Notice 94-13 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to the final regulations (T.D. 
8456 [1993-1 C.B. 128 J), which were 
published Tuesday, December 29, 1992 
(57 FR 61813), relating to the require-
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ment that insurance companies capital
ize specified policy acquisition ex
penses for tax purposes. 

EFFECTIVE DATE: December 29, 
1992. 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations that are the 
subject of this correction contain final 
income tax regulations under section 
848 of the Internal Revenue Code. 

Need for Correction 

As published, T.D. 8456 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. 

PART I-INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

Accordingly, 26 CFR part 1 is 
corrected by making the following 
correcting amendment: 

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

Authority: 26 U.S.c. 7805 *** 
Par. 2. In § 1.848-2(i)( 4 )(iii)(C), the 

language "Calculate the ratio between 
the results in paragraphs (i)( 4 )(ii)(A) 
and (B) of this section for each 
agreement;" is removed and the lan
guage "Calculate the ratio between the 
results in paragraphs (i)( 4 )(iii)(A) and 
(B) of this section for each agree
ment;" is added in its place. 

Jacquelyn B. Burgess, 
Alternate Federal Register 

Liaison Officer, 
Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
January 6. 1994, 8:45 a.m., and published in 
the issue of the Federal Register for January 7, 
1994, 59 F.R. 947) 

Removal of Final and Temporary 
Regulations Relating Primarily to 
Provisions of Prior Law; Correction 

Notice 94-14 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to the removal of 
final regulations. 

SUMMARY: This document contains a 
correction to the final and temporary 
regulations (T.D. 8474 [1993-1 C.B. 
242]) which was published in the 
Federal Register for Tuesday, April 27, 
1993 (58 FR 25556). The regulations 
relate primarily to provisions of prior 
law for which action is taken in re
sponse to the Regulatory Burden Re
duction Initiative. 

EFFECTIVE DATE: April 27, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

The final and temporary regulations 
that are the subject of this correction 
amended the Code of Federal Regula
tions by removing regulations under 
parts 1, 5, 5c, 12, 54 and 602. 

Need for Correction 

As published, T.D. 8474 contains a 
error which is misleading and is in 
need of correction. 

Correction of Publication 

Accordingly, the publication of the 
removal of final and temporary regula
tions (T.D. 8474), which was the 
subject of FR Doc. 93-9694, is cor
rected as follows: 

Part I-[Corrected] 

On page 25557, column 2, in part 1, 
in the table at the end of the column, 
third entry following the column head
ings, the language 

Description 
Section of amendment 

* * * * * * 
1.48-1(e) .......... Removed and 

* * * * * * 

is corrected to read 

Section 

* * * * * * 
1.48-1(1) .......... . 

* * * * * * 

Reserved. 

Description 
of amendment 

Removed and 
Reserved. 



Jacquelyn B. Burgess, 
Alternate Federal Register 

Liaison Officer, 
Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
January 10, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for January 
II, 1994, 59 F.R. 1476) 

Organizations Providing Relief to 
Victims of the Los Angeles 
Earthquake 

Notice 94-15 

As a result of the devastation caused 
by the recent earthquake and related 
disasters in the Los Angeles, California 
area, the President has declared certain 
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 consequences of 
private efforts to provide relief to 
victims of the earthquake, including 
related disasters such as fires resulting 
from earthquake damage. This notice 
serves as an "administrative pronoun
cement" 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 Los An
geles earthquake relief that are made to 
organizations 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
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 Los Angeles earth
quake but not yet recognized as exempt 
can receive expedIted consIderatIOn of 

their application for recogmtlOn of 
exemption by writing "LOS AN
GELES EARTHQUAKE" 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 application is complete. 
Detailed information on the require
ments for tax exempt status is con
tained in Publication 557, "Tax Ex
empt Status for Your Organization." 
The latest version of the Form 1 023 
package, Publication 557, Form SS~, 
Application for Employer Identification 
Number, and Form 8718, User Fee for 
Exempt Organization Determination 
Request, may be obtained by calling 
the Service's toll-free number 1-800-
TAX-FORM 0-800-829-3676), or by 
writing the nearest IRS Forms Distribu
tion 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 victim
ized by the earthquake (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 earthquake. 

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 earth
quake. 

This relief is available to both new 
organizations and existing tax exempt 
organizations until June 30, 1994, or 
later if an extension by the Service is 
determined to be necessary or appro
priate. 

Low-Income Housing Tax Credit
Possessions Population Figures 

Notice 94-16 

This notice publishes the Bureau of 
the Census population figures for 
Puerto Rico, the Virgin Islands, Guam, 
American Samoa, Palau, and the North
ern Mariana Islands (the Possessions) 
for use in determining the calendar 
year population-based component of 
the state housing credit ceiling under 
§ 42(h)(3)(C)(i) of the Internal Reve
nue Code, and private activity bond 
volume cap under § 146. 

These population figures are effec
tive for the Possessions for the 1994 
calendar year. Unless superseded by 
release of new population figures by 
the Bureau of the Census, these popula
tion figures are also effective for the 
Possessions for subsequent calendar 
years. 

Possessions Population Figures 

Possession Population 

American Samoa 46,773 

Guam 133,152 

Northern Mariana Islands 43,345 

Palau 15,122 

Puerto Rico 3,522,037 

Virgin Islands 101,809 

Imposition of Accuracy-Related 
Penalty 

Notice 94-17 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of notice of 
proposed rulemaking. 

SUMMARY: This document withdraws 
the proposed regulations relating to the 
imposition of accuracy-related penalty 
under Internal Revenue Code § 6662(e) 
and (h) and § 6664(c) for transactions 
between persons described in Internal 
Revenue Code § 482 and net § 482 
transfer price adjustments that was 
published in the Federal Register on 
January 21, 1993. 

EFFECTIVE DATE: The withdrawal of 
this notice of proposed rulemaking IS 
effective February 2, 1994. 
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SUPPLEMENTARY INFORMATION: 

Background 

On January 21, 1993, the IRS 
published a notice of proposed 
rulemaking (lL-21-91) in the Federal 
Register (58 FR 5304 [1993-1 C.B. 
846]) that proposed amendments to the 
Income Tax Regulations under 
§§ 6662(e) and (h) and § 6664(c) of 
the Internal Revenue Code of 1986. 
The proposed regulations implemented 
§ 11312 of the Omnibus Budget Re
conciliation Act of 1990, Pub. L. 10 1-
508, 104 Stat. 1388. 

In view of the enactment of the 
Omnibus Budget Reconciliation Act of 
1993, Pub. L. 103-66, § 13236, 107 
Stat. 312 (codified at Code § 6662( e) 
and (h)), which further amended those 
sections, proposed regulations 
§ 1.6662-5(e) and (j) and § 1.6664-
4(d) are hereby withdrawn. 

List of Subjects in 26 CFR Part 1 

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 regulations 
§ 1.6662-5(e) and (j) and § 1.6664-
4(d) published in the Federal Register 
on January 21, 1993 (58 FR 5304), are 
withdrawn. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
January 27. 1994, II: 10 a.m., and published in 
the issue of the Federal Register for February 
2, 1994. 59 F.R. 4878) 

Diesel Fuel Tax; Dye Color to be 
Used in Alaska 

Notice 94-18 

This notice provides guidance re
garding the dyeing of diesel fuel in 
Alaska. 

The Omnibus Budget Reconciliation 
Act of 1993 made significant changes 
to the diesel fuel excise tax, effective 
January 1, 1994. A principal feature of 
the new law is the use of dyes to dif
ferentiate taxed and untaxed diesel fuel. 
On November 30, 1993, temporary 
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regulations were issued to implement 
these changes (T.D. 8496; 58 FR 
63069). Those temporary regulations 
provide that diesel fuel qualifies for 
tax-free removal at the terminal rack 
only if it is dyed blue or red. Blue dye 
is to be used for diesel fuel required to 
be dyed pursuant to the Environmental 
Protection Agency's high-sulfur diesel 
fuel requirement (40 CFR 80.29); red 
dye is to be used for diesel fuel not 
subject to the EPA requirement. 

The Internal Revenue Service recog
nizes that there may be some uncer
tainty concerning the color of dye to be 
used in Alaska and that many persons 
in Alaska have stocks of blue dye and 
blue-dyed diesel fuel. This uncertainty 
may have been caused, in part, by the 
preamble to the temporary regulations 
and by captions used in the regulations, 
both of which describe the dyeing rule 
by reference to sulfur content. 

Alaska is not currently subject to the 
EPA dyeing requirement. Therefore, 
diesel fuel (including high-sulfur diesel 
fuel) removed from terminals in Alaska 
must be dyed red to qualify for tax-free 
treatment under the temporary regula
tions. Nevertheless, until current stocks 
are exhausted, persons in Alaska may 
use blue dye in high-sulfur diesel fuel 
and blue-dyed diesel fuel may be re
moved at terminal racks in Alaska 
without payment of tax; thereafter, red 
dye must be used to dye diesel fuel for 
federal excise tax purposes. 

Weighted Average Interest Rate 
Update 

Notice 94-19 

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 

February 1994 7.37 6.64 to 8.11 

Deposits of Employment Taxes; 
Correction 

Notice 94-20 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correcting amendment to Treasury De
cision 8436 [1992-2 C.B. 284] which 
was published in the Federal Register 
for Thursday, September 24, 1992 (57 
FR 44099). The final regulations relate 
to the deposit of Federal employment 
taxes (including railroad retirement 
taxes) under § 6302 of the Internal 
Revenue Code. 

EFFECTIVE DATE: January 1, 1993. 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations that are the 
subject of this correcting amendment 
provide guidance under § 6302 relating 
to the deposit of federal employment 
taxes, effective January 1, 1993. 

Need for Correction 

As published, TO 8436 contains an 
ambiguity which may prove to be 
misleading and is in need of clarifica
tion. Section 31.6302-1 (f)(3 )(ii) of the 
regulations provides that the deposit 
makeup date for deposit shortfalls for 
employers depositing under the Semi
weekly or One-Day rule is the first 
Wednesday or Friday (whichever is 
earlier) falling on or after the 15th day 
of the month following the month in 
which the deposit was required to be 
made. Section 31.6302-1 (h)(2) of the 
regulations, however, provides that if 
the aggregate amount of taxes report
able on the return for the return period 
exceeds the total amount deposited by 
the employer with regard to the return 
period pursuant to § 31.6302-1, the 
balance due must be remitted in ac
cordance with the applicable forms and 
instructions. Under § 6151(a) of the 
Internal Revenue Code, any balance 
due is required to be paid by the due 
date of the return for the return period. 
The due date for Form 941, Employer's 
Quarterly Federal Tax Return, is the 
last day of the first month following 
the close of the calendar quarter. 



Under § 31.6302-1 of the regula
tions, a deposit under the Semi-weekly 
or One-Day rule with respect to a pay 
date occurring on the last day of a 
return period (calendar quarter) is not 
due until after the close of that return 
period. For example, an employer with 
a pay date on Wednesday, March 31, 
1993, must make a deposit by Thurs
day, April 1, 1993, if depositing under 
the One-Day rule, or by Wednesday, 
April 7, 1993, if depositing under the 
Semi-weekly rule. Under § 31.6302-
1(f)(3)(ii), as drafted, a shortfall with 
respect to either deposit would not be 
due until Wednesday, May 19, 1993, 
well after the return due date (April 30) 
for the return period. This result was 
not intended. 

List of Subjects in Part 31 

Employment taxes, Income taxes, 
Penalties, Pensions, Railroad retire
ment, Reporting and recordkeeping re
quirements, Social security, Unemploy
ment compensation. 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
AT SOURCE 

Accordingly, 26 CFR part 31 is 
corrected by making the following 
correcting amendment: 

Paragraph 1. The authority citation 
for part 31 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. In § 31.6302-1, paragraph 

(f)(3 )(ii) is amended by adding the 
language "or, if earlier, the return due 
date for the return period" immediately 
after the last word in the paragraph and 
before the period. 

Dale D. Goode, 
Federal Register Liaison Officer, 

Ass't. Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
February 9, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for February 
10, 1994, 59 F.R. 6217) 

Diesel Fuel Tax; Notice Requirement, 
Section 6714 Penalty, and Dye 
Concentration 

Notice 94-21 

The Omnibus Budget Reconciliation 
Act of 1993 made significant changes 
to the diesel fuel excise tax, effective 

January 1, 1994. A principal feature of 
the new law is the use of dyes to 
differentiate taxed and untaxed diesel 
fuel. On November 30, 1993, tempo
rary regulations were issued to imple
ment these changes (T.D. 8496; 58 FR 
63069). Those regulations were 
amended on December 27, 1993 (T.D. 
8512; 58 FR 68304). 

This document provides guidance 
relating to the dyed diesel fuel notice 
required by the regulations and the 
application of the penalty imposed by 
section 6714 of the Internal Revenue 
Code in certain circumstances. It also 
announces that the regulations relating 
to dye concentrations will be amended. 

The dyed diesel fuel notice 
requirement 

Section 48.4082-2T(a) of the Man
ufacturers and Retailers Excise Tax 
Regulations requires that a notice must 
be provided to buyers of dyed diesel 
stating: DYED DIESEL FUEL, NON
TAXABLE USE ONLY, PENALTY 
FOR TAXABLE USE. Because diesel 
fuel and heating oil are essentially the 
same product, sellers of heating oil 
may add language to that required in 
the notice indicating that the dyed 
diesel fuel is also heating oil. For 
example, sellers of heating oil may 
insert "(HEATING OIL)" immediately 
after "DYED DIESEL FUEL" in the 
required notice. 

The section 6714 penalty 

Section 6714 of the Code provides 
that if any person willfully alters, or 
attempts to alter, the strength or com
position of any dye or marking done 
pursuant to section 4082 in any dyed 
fuel, then such person shall pay a 
penalty in addition to the tax (if any). 
The amount of the penalty is the 
greater of $1,000 or $10 for each 
gallon of the dyed fuel involved. 

The Internal Revenue Service will 
not consider the strength or composi
tion of the dye in diesel fuel to have 
been altered if: 

1. Diesel fuel that is dyed in accord
ance with the regulations is blended 
with any undyed liquid (such as ker
osene) and the resulting product con
tinues to satisfy the dye strength and 
composition requirements of the 
regulations. 

2. Diesel fuel that is dyed in accord
ance with the regulations is blended 

with any other liquid (such as kero
sene) that contains a dye of the 
strength and composition required for 
tax-exempt diesel fuel under the 
regulations. 

3. Low-sulfur diesel fuel that is dyed 
in accordance with the regulations is 
blended with high-sulfur diesel fuel 
that is dyed in accordance with the 
regulations. (Taxpayers should note, 
however, that Environmental Protection 
Agency rules prohibit the use of high
sulfur diesel fuel in motor vehicles.) 

Dye concentration 

Section 48.4082-1 T(b)( 1) of the reg
ulations will be amended to provide 
that diesel fuel that is required to be 
dyed blue pursuant to the Environmen
tal Protection Agency's high sulfur 
diesel fuel requirement (40 CFR 80.29) 
satisfies the dyeing requirement of 
§48.4082-IT(b) only if it contains-

(i) For periods before April 1, 1994, 
the blue dye 1,4 dialkylamino
anthraquinone in a concentration of at 
least 1.2 pounds of active ingredient 
(exclusive of the solvent) per thousand 
barrels of diesel fuel; 

(ii) For periods after March 31, 
1994, and before July 1, 1994, the blue 
dye 1,4 dialky lamino-anthraquinone 
(Color Index Solvent Blue 98) in a 
concentration of at least 4 pounds of 
active ingredient (exclusive of the 
solvent) per thousand barrels of diesel 
fuel; 

(iii) For periods after June 30, 1994, 
the blue dye 1,4 dialkylamino
anthraquinone (Color Index Solvent 
Blue 98) in a concentration of at least 
10 pounds of active ingredient (exclu
sive of the solvent) per thousand 
barrels of diesel fuel; or 

(iv) Any other dye of a type and in 
a concentration that has been approved 
by the Commissioner. 

Low-Income Housing Tax Credit-
1994 Calendar Year Resident 
Population Estimates 

Notice 94-22 

This notice informs ( 1) state and 
local housing credit agencies that allo
cate low-income housing tax credits 
under § 42 of the Internal Revenue 
Code, and (2) states and other issuers 
of tax-exempt private activity bonds 
under § 141, of the proper population 
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figures to be used for calculating the 
1994 calendar year population-based 
component of the state housing credit 
ceiling (Credit Ceiling) under § 42(h)
(3)(C)(i) and the 1994 calendar year 
volume cap (Volume Cap) under § 146. 

The population figures both for the 
population-based component of the 
Credit Ceiling and for the Volume Cap 
are determined by reference to § 146(j). 
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 population of a state (or 
issuing authority) released by the Bu
reau of the Census before the begin
ning of such calendar year. 

The proper population figures for 
calculating the Credit Ceiling and the 
Volume Cap for the 1994 calendar year 
are the estimates of the resident popu
lation of states for July 1, 1993, 
released by the Bureau of the Census 
on December 29, 1993, in press release 
CB93-219. For convenience, these esti
mates are reprinted below. 

Resident Population Estimates for 
July 1, 1993. 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
D.C. 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
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Population 

4,187,000 
599,000 

3,936,000 
2,424,000 

31,211,000 
3,566,000 
3,277,000 

700,000 
578,000 

13,679,000 
6,917,000 
1,172,000 
1,099,000 

11,697,000 
5,713,000 
2,814,000 
2,531,000 
3,789,000 
4,295,000 
1,239,000 
4,965.000 
6,012,000 
9,478,000 
4,517,000 
2,643,000 
5,234,000 

839,000 

State 

Nebraska 

Nevada 
New Hampshire 

New Jersey 
New Mexico 

New York 

North Carolina 
North Dakota 

Ohio 
Oklahoma 

Oregon 
Pennsylvania 

Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Population 

1,607,000 

1,389,000 

1,125,000 

7,879,000 

1,616,000 

18,197,000 

6,945,000 

635,000 
11,091,000 
3,231,000 

3,032,000 
12,048,000 

1,000,000 

3,643,000 
715,000 

5,099,000 
18,031,000 

1,860,000 
576,000 

6,491,000 
5,255,000 
1,820,000 
5,038,000 

470,000 

Spousal Consent to Waiver of Joint 
and Survivor Annuity in Qualified 
Plans 

Notice 94-23 

PURPOSE 

This notice solicits comments from 
the public to assist in the development 
of additional guidance pertaining to 
spousal consent under section 417 of 
the Internal Revenue Code. Section 417 
imposes requirements relating to joint 
and survivor annuities under certain 
tax-qualified retirement plans, including 
spousal consent to participants' waivers 
of joint and survivor annuities. 

BACKGROUND 

Section 401 (a)(ll) provides that, in 
order to be a qualified plan under 
section 40 I (a), certain plans must 
provide benefits in the form of a 
qualified joint and survivor annuity 
(J&S annuity). Under certain circum
stances, section 417 permits a partici
pant to elect another form of benefit if 
the participant's spouse signs a consent 
form. 

The spousal consent requirement was 
added by the Retirement Equity Act of 

1984, Pub. L. No. 98-397, 98 Stat 
1426 (1984), (REA) after spouses of 
participants testified during Congres
sional hearings that their rights to 
survivor benefits were not adequately 
protected. Testimony indicated that 
some participants chose pension op
tions that paid higher benefits during 
the participants' own lifetimes but did 
not provide a continuing benefit to the 
surviving spouses. According to those 
testifying, this sometimes occurred 
without prior consultation with the 
affected spouse, and it sometimes left 
the spouse without adequate financial 
resources after the participant's death. 
The legislative history of the spousal 
consent provision indicates the require
ments were intended to address these 
concerns. 

REA also mandated that the General 
Accounting Office (GAO) study and 
report on the effect on women of 
changes in federal pension legislation. 
GAO published a report in December 
1989 entitled Private Pensions: Spousal 
Consent Forms Hard to Read and Lack 
Important Information, (GAO/HRD-
90-20, Dec. 27, 1989). The report 
concluded that many spousal consent 
forms did not contain clear and suffi
cient information regarding the terms 
of the J&S annuity and the impact of 
not selecting it. Because the consent 
form is the only pension document that 
spouses must receive before a partici
pant elects not to receive the J&S 
annuity, the report concludes that con
sent forms should contain all relevant 
information that spouses need to make 
an informed decision. The report rec
ommends that the Commissioner of the 
Internal Revenue Service issue guid
ance and publish model language on 
the content of spousal consent forms. 

In response to the report issued by 
GAO, the Internal Revenue Service 
initiated action focusing on the spousal 
consent requirement. In March 1991, 
the Service published Looking Out for 
#2: A Married Couple's Guide to 
Understanding Your Benefit Choices at 
Retirement from a Defined Contribu
tion Plan (Dept. of Treasury, IRS, Pub. 
1565 (3-91» and Looking Out for #2: 
A Married Couple's Guide to Under
standing Your Benefit Choices at Re
tirement from a Defined Benefit Plan 
(Dept. of Treasury, IRS, Pub. 1566 (3-
91 ». 

In December 1991 GAO issued a 
follow-up report, Private Pensions: IRS 
Efforts Underway to Improve Spousal 
Consent Forms (GAO/HRD-92-31, 



Dec. 20, 1991). The report acknowl
edges the Service's efforts in the area. 
However, the report reiterates the need 
for spousal consent forms to be re
quired to disclose the following 
information: 

1. the spouse's monthly survivor 
benefit as a percentage of the retiring 
worker's monthly amount; 

2. that the worker's monthly annuity 
will be less if the J&S annuity is 
selected instead of a single-life annuity, 
which pays only the worker a lifetime 
benefit; 

3. the consequences to the spouse of 
rejecting the J&S annuity (that is, the 
spouse will not receive a lifetime 
benefit after the worker dies); 

4. the relative financial effect on the 
worker's pension benefit if the J&S 
annuity is selected (for example, 
providing the different estimated 
monthly dollar amounts the couple, 
compared with the surviving spouse, 
would receive under various payment 
options offered by the pension plan); 

5. that the decision to waive sur
vivor benefits is voluntary: and, 

6. whether or not the consent deci
sion can be revoked. 

In advance of issuing additional 
guidance in response to the GAO 
reports, the Service invites the public 
to comment on relevant issues, includ
ing the following: 

1. GAO's suggestion that certain 
information be required to be included 
on the spousal consent form (i.e., the 
suggested requirements listed above); 

2. the form and scope of guidance 
appropriate to ensure that spouses 
receive adequate information regarding 
J&S waivers; 

3. potential examples of model lan
guage for the spousal consent form, 
including approaches that would rea
sonably accommodate a broad range of 
benefit distribution alternatives; and, 

4. other matters pertaining to spousal 
consent to J&S waivers. 

COMMENTS AND REQUESTS FOR 
A PUBLIC HEARING 

Consideration will be given to any 
written comments that are submitted 
(preferably eight copies) to the Internal 
Revenue Service. A public hearing will 
be held upon written request to the 
Internal Revenue Service by any person 
who also submits written comments. If 
a public hearing is held, notice of the 

time and place will be published in the 
Federal Register. 

DATES 

The period for comment and request 
for a public hearing set forth in this 
notice will be in effect from (date of 
publication in the Internal Revenue 
Bulletin) until (120 days from date of 
publication in the Internal Revenue 
Bulletin). 

ADDRESSES 

Comments and requests for a hearing 
may be submitted to Internal Revenue 
Service, P.O. Box 7604, Ben Franklin 
Station, Attn: CC:DOM:CORP:T:R, 
(EE-100-91) Room 5228, Washington, 
D.C. 20044. 

REPORTS 

Free copies of the IRS Publications 
are available by calling (800) 829-
3676. Refer to publication names and 
publication numbers as stated above. 

The first copy of each GAO report is 
free. Additional copies are $2.00 each. 
Orders should be sent to the following 
address, accompanied by a check or 
money order made out to the Superin
tendent of Documents, when necessary: 

U.S. General Accounting Office 

Post Office Box 6015 

Gaithersburg, Maryland 20884 

Orders may also be placed by calling 
(202) 512-6000 or by FAX to (301) 
258-4066. 

Withdrawal of Section II of Notice 
88-78 

Notice 94-24 

The purpose of this notice is to 
withdraw section II of Notice 88-78, 
1988-2 C.B. 394, for taxable years 
beginning after December 31, 1992. 

I. BACKGROUND 

Notice 88-78 was issued to provide 
guidance and procedural information to 
taxpayers that failed to timely comply 
with the uniform capitalization rules in 
accordance with the effective date 
provisions of section 263A of the 
Internal Revenue Code. For such tax
payers, section II of Notice 88-78 

provides the conditions of consent 
applicable to changing their method of 
accounting to comply with the provi
sions of section 263A and the tempo
rary Income Tax Regulations there
under. Section II prescribes that a 
positive section 481 (a) adjustment re
sulting from a change in method of 
accounting to comply with section 
263A is to be taken into account in the 
year of change and that no part of a net 
operating loss or credit carryover may 
be used as an offset against a positive 
section 481 (a) adjustment taken into 
account in the year of change. 

Final regulations under section 263A 
of the Code, T.D. 8482, 1993-2 C.B. 
77, were published on August 9, 1993. 
The preamble to the final regulations 
provides that they do not incorporate, 
in whole or in part, Notice 88-78, and 
that Notice 88-78 is withdrawn for 
taxable years to which T.D. 8482 ap
plies. The final regulations are effective 
for costs incurred in taxable years be
ginning after December 31, 1993, and 
in the case of property that is inventory 
in the hands of the taxpayer, the 
regulations are effective for taxable 
years beginning after December 31, 
1993. 

II. WITHDRAWAL OF SECTION II 
OF NOTICE 88-78 

The conditions in Notice 88-78 were 
a precursor to the special terms and 
conditions provided for in section 7 of 
Rev. Proc. 92-20, 1992-1 C.B. 685, for 
changes from Designated A methods of 
accounting. Section 7.01 of Rev. Proc. 
92-20 provides that the Designated A 
procedures are generally effective for a 
period of six taxable years beginning 
with and including the first taxable 
year that a taxpayer adopted or was 
required to change from a Designated 
A method. Further, after the six-year 
period expires, a request to change 
from a Designated A method will be 
subject to the provisions of Rev. Proc. 
92-20 governing a change from a 
Category A method. Had Rev. Proc. 
92-20's Designated A terms and condi
tions applied to required section 263A 
changes, those special terms and condi
tions would have expired, effective for 
taxable years beginning after December 
31, 1992. 

Accordingly, in addition to with
drawing Notice 88-78 in its entirety for 
taxable years beginning after December 
31, 1993, the Service is withdrawing 
section II of Notice 88-78 for taxable 
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years beginning (or, pursuant to section 
1.441-2T(b)(1) of the regulations, 
deemed to begin) after December 31, 
1992, and before January 1, 1994. 
Thus, changes in method of accounting 
to comply with the provISlons of 
section 263A of the Code and the 
temporary regulations thereunder for 
such taxable years will be subject to 
the terms and conditions in section 5.03 
of Rev. Proc. 92-20 applicable to 
changes from Category A methods. All 
other sections of Notice 88-78, includ
ing section IV which is applicable to 
taxpayers under examination, will con
tinue to remain in effect for taxable 
years beginning before January 1, 
1994. 

Taxpayers that have received permis
sion, subject to the conditions of 
section II of Notice 88-78, to change 
their method of accounting to comply 
with the temporary regulations under 
section 263A of the Code for taxable 
years beginning (or deemed to begin) 
after December 31, 1992, may request 
a revised ruling letter, consistent with 
this notice, if such request is submitted 
by June 20, 1994. That request should 
be sent to: Commissioner of Internal 
Revenue, Attn: CC:DOM:IT&A:BrlO, 
Post Office Box 14095, Benjamin 
Franklin Station, Washington, D.C. 
20044. 

Differential Earnings Rate for Mutual 
Life Insurance Companies 

Notice 94-25 

This notice publishes a tentative 
determination under § 809 of the 
Internal Revenue Code of the "dif
ferential earnings rate" for 1993 and 
the rate that is used to calculate the 
"recomputed differential earnings 
amount" for 1992. (The latter rate is 
referred to in this notice as the 
"recomputed differential earnings 
rate" for 1992.) These rates are used 
by mutual life insurance companies to 
calculate their federal income tax lia
bility for taxable years beginning in 
1993. 

BACKGROUND 

Section 809(a) provides that, in the 
case of any mutual life insurance 
company, the amount of the deduction 
allowable under § 808 for policyholder 
dividends is reduced (but not below 
zero) by the "differential earnings 

342 1994-1 C.B. 

amount." Any excess of the differen
tial earnings amount over the amount 
of the deduction allowable under § 808 
is taken into account as a reduction in 
the closing balance of reserves under 
subsections (a) and (b) of § 807. The 
"differential earnings amount" for any 
taxable year is the amount equal to the 
product of (a) the life insurance com
pany's average equity base for the 
taxable year multiplied by (b) the 
"differential earnings rate" for that 
taxable year. The "differential 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 the amount that bears 
the same ratio to 16.5 percent as the 
"current stock earnings rate" for the 
taxable year bears to the "base period 
stock earnings rate." 

Section 809(f) provides that, in the 
case of any mutual life insurance 
company, if the "recomputed differen
tial earnings amount" for any taxable 
year exceeds the differential earnings 
amount for that taxable year, the excess 
is included in life insurance gross 
income for the succeeding taxable year. 
If the differential earnings amount for 
any taxable year exceeds the recom
puted differential earnings amount for 
that taxable year, the excess is allowed 
as a life insurance deduction for the 
succeeding taxable year. The "recom
puted differential earnings amount" for 
any taxable year is an amount calcu
lated in the same manner as the 
differential earnings amount for that 
taxable year, except that the average 
mutual earnings rate for the calendar 
year in which the taxable year begins is 
substituted for the average mutual 
earnings rate for the second calendar 
year preceding the calendar year in 
which the taxable year begins. 

The stock earnings rates and mutual 
earnings rates taken into account under 
§ 809 generally are determined by 
dividing statement gain from operations 
by the average equity base. For this 
purpose, the term "statement gain from 
operations" means "the net gain or 
loss from operations required to be set 
forth in the annual statement, deter
mined without regard to Federal in
come taxes, and ... properly adjusted 
for realized capital gains and losses 

" See § 809(g)(l). The term 
"equity base" is defined as an amount 

determined in the manner prescribed by 
regulations equal to surplus and capital 
increased by the amount of nonadmit
ted financial assets, the excess of 
statutory reserves over the amount of 
tax reserves, the sum of certain other 
reserves, and 50 percent of any policy
holder dividends (or other similarly 
liability) payable in the following tax
able year. See § 809(b)(2), (3), (4), (5) 
and (6). Section 1.809-lOT of the 
temporary Income Tax Regulations 
provides that the equity base includes 
both the asset valuation reserve and the 
interest maintenance reserve for taxable 
years ending after December 31, 1991. 

Section 1.809-9(a) of the Income 
Tax Regulations provides that neither 
the differential earnings rate under 
§ 809(c) nor the recomputed differen
tial earnings rate that is used in 
computing the recomputed differential 
earnings amount under § 809(f)(3) may 
be less than zero. 

As described above, the differential 
earnings rate for 1993 and the recom
puted differential earnings rate for 1992 
affect the income and deductions re
ported by mutual life insurance com
panies on their federal income tax 
returns for the 1993 taxable year. 

Data necessary to determine the 
tentative differential earnings rate for 
1993 and the tentative recomputed 
differential earnings rate for 1992 have 
been compiled from returns filed by 
mutual life insurance companies and 
certain stock life insurance companies. 
The Internal Revenue Service is cur
rently examining these returns. This 
examination will not be completed 
before the March 15, 1994, due date 
for filing 1993 calendar year returns. 

NOTICE OF TENTATIVE RATES 

This notice publishes a tentative 
determination of the differential earn
ings rate for 1993 and of the recom
puted differential earnings rate for 
1992. This notice also publishes a 
tentative determination of the rates on 
which the calculation of the differential 
earnings rate for 1993 and the recom
puted differential earnings rate for 1992 
are based. The final determination of 
these rates is expected to be published 
before September 1, 1994. 

The tentative determination of the 
differential earnings rate for 1993 and 
the tentative determination of the re
computed differential earnings rate for 
1992 that are published in this notice 



should be used by mutual life insurance 
companies to calculate the amount of 
tax liability for taxable years beginning 
in 1993 (in the case of companies that 
file returns before publication of the 
final determination of these rates) or to 
calculate the amount of estimated un
paid tax liability for taxable years 
beginning in 1993 (in the case of com
panies that are allowed an extension of 

time to file returns). Companies that 
file returns before publication of the 
final determination of these rates 
should file amended returns after the 
final determination of these rates is 
published. If there is a failure to pay 
tax for a taxable year beginning in 
1993 and the failure is attributable to a 
difference between (a) the tentative de
termination of the differential earnings 

Notice 94-2S-Table 1 

rate for 1993 and recomputed dif
ferential earnings rate for 1992 and (b) 
the final determination of these rates, 
then any such failure through Septem
ber IS, 1994, will be treated as due to 
reasonable cause and will not give rise 
to any addition to tax under § 66S1. 

The tentative determination of the 
rates is set forth in Table 1. 

Tentative Determination of Rates To Be Used For Taxable Years Beginning in 1993 

Differential earnings rate for 1993 ....................................... 0 

Recomputed differential earnings rate for 1992 ............................ 0 

Imputed earnings rate for 1992 ......................................... IS.962 

Imputed earnings rate for 1993 ......................................... IS.910 

Base period stock earnings rate ......................................... 18.221 

Current stock earnings rate for 1993 ..................................... 17.S69 

Stock earnings rate 1990 ............................................... IS .108 

Stock earnings rate 1991 ............................................... 19.667 

Stock earnings rate for 1992 ........................................... 17.931 

A verage mutual earnings rate for 1991 ................................... 16.483 

A verage mutual earnings rate for 1992 ................................... 18.S77 

Weighted Average Interest Rate 
Update 

Notice 94-26 

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 

March 1994 7.33 

Permissible 
Range 

6.60 to 8.06 

ACE-LIFO Recapture Adjustment 

Notice 94-27 

Purpose. This notice provides guid
ance on how taxpayers subject to the 
alternative minimum tax provisions 
may compute the last-in, first-out 
(LIFO) recapture adjustment to their 
adjusted current earnings (ACE) for 
taxable years beginning after December 
31, 1989, and before December 19, 
1992, if they choose not to apply 
section l.56(g)-1 (f)(3) of the Income 
Tax Regulations to those years. This 
notice also provides a transition rule 
for those taxpayers. 

Background. Section S6(g)( 4 )(D)(iii) 
of the Code requires taxpayers to com
pute ACE with the adjustments in 
section 312(n)(4). Section 312(n)(4) 
requires taxpayers to increase or de
crease their earnings and profits by the 
increase or decrease in their LIFO 
recapture amount during the taxable 
year. 

Section l.S6(g)-I(f)(3) of the pro
posed regulations, published in the 
Federal Register on March IS, 1991 
(S6 Fed. Reg. 11122), provided that 
ACE was not decreased to the extent of 
any decrease in the LIFO recapture 
amount below the baseline LIFO recap
ture amount. Further, increases in the 
LIFO recapture amount increased ACE 
only to the extent of any increase 
above the baseline LIFO recapture 
amount. The baseline LIFO recapture 
amount was defined in the proposed 
regulations as the excess, if any, of the 
taxpayer's beginning FIFO (first-in, 
first-out) inventory amount for the first 
taxable year beginning after December 
31, 1989, over the taxpayer's beginning 
LIFO inventory amount for the first 
taxable year beginning after December 
31, 1989. 

Section l.S6(g)-I(f)(3) of the final 
regulations does not limit the LIFO 
recapture adjustment by the baseline 
LIFO recapture amount. Thus, the full 
amount of any increase or decrease in 
the LIFO recapture amount increases or 
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decreases the taxpayer's ACE for the 
taxable year, even if the increase or 
decrease is below the taxpayer's begin
ning LIFO recapture amount for the 
first taxable year beginning after De
cember 31, 1989. 

Section 1.56(g)-1 (f)(3) of the final 
regulations is effective for taxable 
years beginning after December 18, 
1992. However, a taxpayer may choose 
to apply the final regulations for all 
taxable years beginning after December 
31, 1989. 

Taxpayers that do not choose to 
apply the final regulations for taxable 
years beginning on or before December 
18. 1992. A taxpayer that does not 
apply section 1.56(g)-I(f)(3) of the 
final regulations for taxable years be
ginning before December 19, 1992, 
may calculate its LIFO recapture ad
justment for those taxable years under 
section 1.56(g)-1 (f)(3) of the proposed 
regulations. If the taxpayer's LIFO 
recapture amount was below its base
line LIFO recapture amount at the end 
of the taxpayer's last taxable year 
beginning before December 19, 1992, 
the following transition rule applies. 
The taxpayer disregards increases in its 
LIFO recapture amount until the 
cumulative amount of those increases 
exceeds the excess of the baseline 
LIFO recapture amount over the LIFO 
recapture amount as of the end of the 
last taxable year beginning before 
December 19, 1992. The cumulative 
amount of increases is determined 
without regard to decreases in the 
taxpayer's LIFO recapture amount for 
any taxable year. 

Example. X is an accrual basis 
calendar year corporation that applies 
section l.56(g)-1 (f)(3) of the proposed 
regulations for 1990 through 1992. As 
of January 1, 1990, X's LIFO recapture 
amount was $100x. and thus its base
line LIFO recapture amount was $lOOx. 
As of January 1, 1993, X's LIFO re
capture amount was $80x. In calendar 
year 1993, X's LIFO recapture amount 
increased by $15x. In 1994, the LIFO 
recapture amount decreased by $5x. In 
1995 it increased by $15x. 

Under the proposed regulations, X 
does not take into account $20x ($100x 
- $80x) of cumulative decreases in its 
LIFO recapture amount during 1990 
through 1992. Under the transition rule 
in this notice, in 1993 X disregards the 
$15x increase in its LIFO recapture 
amount in computing its ACE. In 1994, 
X reduces its ACE by the $5x decrease 
in its LIFO recapture amount. In 1995, 
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X increases its ACE by $lOx of the 
$15x increase in its LIFO recapture 
amount for that year. By disregarding 
the other $5x of the LIFO recapture 
amount increase for 1995, X has dis
re garded the first $20x ($15x + $5x) of 
cumulative increases in its LIFO recap
ture amounts arising after 1992, which 
matches the $20x of decreases arising 
before 1993 that X did not take into 
account. After 1995, X will take into 
account all increases and decreases to 
its LIFO recapture amount under the 
rules in section 1.56(g)-1 (f)(3) of the 
final regulations. 

Timely use of the transition rule. A 
proposed regulation taxpayer must use 
the transition rule in this notice on its 
timely filed original federal income tax 
return (including extensions) for the 
first taxable year beginning after De
cember 18, 1992, or on an amended re
turn for such year filed no later than 
June 30, 1994. 

AMT for Noncorporate Taxpayers 

Notice 94-28 

PURPOSE 

This notice provides guidance for 
taxpayers other than corporations who 
may be subject to the alternative 
minimum tax (AMT) regarding the 
computation of alternative minimum 
taxable income (AMTI) for taxable 
years beginning before January 1, 
1994. 

BACKGROUND 

On March 17, 1994, the Internal 
Revenue Service filed with the Federal 
Register a NPRM concerning the com
putation of AMT for taxpayers other 
than corporations. Section 1.55-1 (a) of 
the proposed regulations contained in 
that NPRM reiterates the AMT "sepa
rate and parallel system" requirements 
and provides that, except as otherwise 
provided by statute or regulations, all 
the provisions that apply in determining 
the regular taxable income of a tax
payer other than a corporation also 
apply in determining the AMTI of the 
taxpayer. Section 1.55-1 (b), however, 
provides that, in determining the AMTI 
of a taxpayer other than a corporation, 
all references to the taxpayer's adjusted 
gross income (AG!) in determining the 
amount of items of income, exclusion, 
or deduction, must be treated as refer-

ences to the taxpayer's AGI as deter
mined for regular tax purposes. The 
regulations are proposed to be effective 
for taxable years beginning after De
cember 31, 1993. 

SPECIAL RULES 

This notice provides special rules for 
taxpayers other than corporations con
cerning the computation of AMTI for 
taxable years beginning before January 
1, 1994. 

Treatment of returns for taxable 
years beginning before January 1. 
1993. that were filed before March 
17. 1994. 

Because the forms and instructions 
for years prior to 1993 for taxpayers 
other than corporations were unclear 
about the requirement to compute AMT 
AGI separately, the Service will not 
challenge the computation of any items 
of AMTI income, exclusion, or deduc
tion that were determined by reference 
to regular tax AGI on returns for 
taxable years beginning before January 
1, 1993, that were filed before March 
17, 1994. 

Elective application of section 
1.55-1 (b) of proposed regulations for 
taxable years beginning in 1993. 

In computing AMTI for taxable 
years beginning in 1993, taxpayers 
other than corporations may elect to 
treat references to AGI as references to 
regular tax AGI in determining all 
items of AMTI income, exclusion, or 
deduction. The election is made by 
computing all such AMTI items in 
accordance with section 1.55-1(b) of 
the proposed regulations on the tax
payer's timely filed Federal income tax 
return for the taxable year (including 
extensions). Once made, the election 
may not be revoked without the con
sent of the Commissioner. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-29 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
bisphenol-A and alpha-methylstyrene. 



This modification is effective July 1, 
1990. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672-
(a)(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 5, 1990, the Secretary 
determined that bisphenol-A and alpha
methylstyrene should be added to the 
list of taxable substances in § 4672-
(a)(3) of the Code, effective July 1, 
1990. 

The rate of tax prescribed for 
bisphenol-A, under § 4671(b)(3), is 
$5.11 per ton. This is based upon a 
conversion factor for benzene of 0.68 
and a conversion factor for propylene 
of 0.37. 

The rate of tax prescribed for alpha
methylstyrene, under § 4671 (b )(3), is 
$4.96 per ton. This is based upon a 
conversion factor for benzene of 0.66 
and a conversion factor for propylene 
of 0.36. 

The petitioner is Aristech Chemical 
Corporation, a manufacturer and expor
ter of these substances. No material 
comments were received on these peti
tions. The following information is the 
basis for the determinations. 

Bisphenol-A 

HTS number: 
CAS number: 

2907.23.00.00 
80-05-7 

Bisphenol-A is derived from the 
taxable chemicals benzene and pro
pylene. Bisphenol-A is a solid pro
duced predominantly by the acid cata
lyzed reaction of phenol with acetone. 

The stoichiometric material consump
tion formula for bisphenol-A is: 

2 C6H6 (benzene) + 2 C3H6 
(propylene) + 2 O2 (oxygen) ----- > 

CI5HI602 (bisphenol-A) + 
C3H60 (acetone) + H20 (water) 

Bisphenol-A has been determined to 
be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 78.9 
percent by weight of the materials used 
in its production. 

Alpha-methylstyrene 

HTS number: 2902.90.00.00 
CAS number: 98-83-9 

Alpha-methylstyrene is derived from 
the taxable chemicals benzene and 
propylene. Alpha-methylstyrene is a 
liquid produced predominantly as a 
byproduct from the cumene oxidation 
process for the production of phenol
acetone. 

The stoichiometric material consump
tion formula for alpha-methyl styrene is: 

C6H6 (benzene) + C3H6 (propylene) 
+ 0.5 O2 (oxygen) ----- > C9HIO 
(alpha-methyl styrene) + H20 (water) 

Alpha-methylstyrene has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 88.2 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-30 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include per
chloroethylene. This modification is 
effective July 1, 1990. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672-
(a)(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 

50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 5, 1990, the Secretary 
determined that perchloroethylene 
should be added to the list of taxable 
substances in § 4672(a)(3) of the Code, 
effective July 1, 1990. 

The rate of tax prescribed for per
chloroethylene under § 4671(b)(3), is 
$5.44 per ton. This is based upon a 
conversion factor for ethylene of 0.17 
and a conversion factor for chlorine of 
1.71. 

The petitioner is Vulcan Chemicals, 
a manufacturer and exporter of this 
substance. No material comments were 
received on this petition. The following 
information is the basis for the 
determination. 

Perchloroethylene 
HTS number: 2903.23.00.00 
CAS number: 127-18-4 

Perchloroethylene is derived from 
the taxable chemicals ethylene and 
chlorine. Perchloroethylene is a liquid 
produced predominantly by the high 
temperature chlorination of ethylene. 

The stoichiometric material consump
tion formula for perchloroethylene is: 

C2H4 (ethylene) + 4 Cl2 (chlorine) 
----- > C2CI4 (perchloroethylene) 
+ 4 HCI (hydrogen chloride) 

Perchloroethylene has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-31 

This notice announces a determina
tion, under Notice 89-61. 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
decabromodiphenyl oxide and tetrabro-
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mobisphenol-A. This modification IS 
effective July 1, 1990. 

Background 

Under § 4672(a) of the Code, an im
porter or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that tax
able chemicals constitute more than 50 
percent of the weight, or more than 50 
percent of the value, of the materials 
used to produce the substance. This 
determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On July 9,1991, the Secretary de
termined that decabromodiphenyl oxide 
and tetrabromobisphenol-A should be 
added to the list of taxable substances 
in § 4672(a)(3) of the Code, effective 
July I, 1990. 

The rate of tax prescribed for de
cabromodiphenyl oxide, under § 4671-
(b)(3), is $7.41 per ton. This is based 
upon a conversion factor for bromine 
of 1.666. 

The rate of tax prescribed for 
tetrabromobisphenol-A, under § 4671-
(b)(3), is $5.22 per ton. This is based 
upon a conversion factor for bromine 
of 1.175. 

The petitioner is Ethyl Corporation, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Decabromodiphenyl oxide 
HTS number: 2909.30.07 
CAS number: 1163-19-5 

Decabromodiphenyl oxide is derived 
from the taxable chemical bromine. 
Decabromodiphenyl oxide is a solid 
produced predominantly by direct bro
mination of diphenyl oxide in the 
presence of a catalyst. 

The stoichiometric material consump
tion formula for decabromodiphenyl 
oxide is: 

C 120H lO (diphenyl oxide) 
+ 10 Br 2 (bromine) ----- > 
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C 120Br lO (decabromodiphenyl oxide) 
+ 10 HBr (hydrogen bromide) 

Decabromodiphenyl oxide has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 90.3 percent by weight of the 
materials used in its production. 

Tetrabromobisphenol-A 

HTS number: 2908.10.25 
CAS number: 79-94-7 

Tetrabromobisphenol-A is derived 
from the taxable chemical bromine. 
Tetrabromobisphenol-A is a solid pro
duced predominantly by the reaction of 
bromine with bisphenol-A. 

The stoichiometric material consump
tion formula for tetrabromobisphenol-A 
is: 

ClsH1602 (bisphenol-A) + 4 Br2 
(bromine) ----- > CISH1202Br4 
(tetrabromobisphenol-A) + 4 HBr 
(hydrogen bromide) 

Tetrabromobisphenol-A has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 73.7 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-32 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
acetylene black. This modification is 
effective October I, 1991. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate-

rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 10, 1994, the Secretary 
determined that acetylene black should 
be added to the list of taxable sub
stances in § 4672(a)(3) of the Code, 
effective October 1, 1991. However, if 
this substance is produced from acety
lene derived from coal it is not a 
taxable substance. 

The rate of tax prescribed for acety
lene black, under § 4671(b)(3), is $5.50 
per ton unless it is produced from 
acetylene derived from coal. This is 
based upon a conversion factor for 
acetylene of 1.13. 

The petitioner is Chevron Chemical 
Company, a manufacturer and exporter 
of this substance. No material com
ments were received on this petition. 
The following information is the basis 
for the determination. 

HTS number: 
CAS number: 

2903.00.00.50 
1333-86-4 

Acetylene black is derived from 
acetylene, a taxable chemical unless it 
is derived from coal. Acetylene black is 
a solid produced predominantly by 
direct thermal decomposition of 
acetylene. 

The stoichiometric material consump
tion formula for acetylene black is: 

C2H2 (acetylene) ----- > 2 C 
(acetylene black) + 2 H (hydrogen) 

Acetylene black has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 100 
percent by weight of the materials used 
in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-33 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 



Code will be modified to include hex a
methylenediamine. This modification is 
effective April I, 1992. 

Background 

Under § 4672(a) of the Code an 
importer or exporter of any subst~nce 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 10, 1994, the Secretary 
determined that hexamethylenediamine 
should be added to the list of taxable 
substances in § 4672(a)(3) of the Code, 
effective April I, 1992. 

The rate of tax prescribed for hexa
methylenediamine, under § 4671(b)(3), 
is $3.82 per ton. This is based upon a 
conversion factor for methane of 0.07, 
a conversion factor for ammonia of 
0.38, and a conversion factor for 
butadiene of 0.53. 

The petitioner is Monsanto Com
pany, a manufacturer and exporter of 
this substance. No material comments 
were received on this petition. The 
following information is the basis for 
the determination. 

HTS number: 
CAS number: 

2921.22.00.00 
124-09-4 

Hexamethylenediamine is derived 
from the taxable chemicals methane, 
ammonia, and butadiene. Hexamethyl
enediamine is a solid produced pre
dominantly by the reaction of hydrogen 
(derived from methane in natural gas) 
with adiponitrile made by the reaction 
of butadiene with hydrogen cyanide 
(derived from ammonia and from meth
ane in natural gas). 

The stoichiometric material consump
tion formula for hexamethylenediamine 
is: 

3 CH4 (methane) + 2 NH3 
(ammonia) + C4H6 (butadiene) + 3 
O2 (oxygen) ----- > C6HI6N2 

(hexamethylenediamine) + CO2 
(carbon dioxide) + 4 H20 (water) 

Hexamethylenediamine has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 58.6 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-34 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include poly 
(69/31 ethylene/cyclohexylenedimeth
ylene terephthalate), poly (96.5/3.5 eth
ylene/cyclohexylenedimethylene tereph
thalate), and poly (98.5/1.5 ethylenel 
cyclohexylenedimethylene terephthal
ate). This modification is effective 
October 1, 1990. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The Sec
retary shall add the substance to the list 
of taxable substances in § 4672(a)(3) if 
the Secretary determines that taxable 
chemicals constitute more than 50 per
cent of the weight, or more than 50 
percent of the value, of the materials 
used to produce the substance. This de
termination is to be made on the basis 
of the predominant method of produc
tion. Notice 89-61 sets forth the rules 
relating to the determination process. 

Determination 

On March 10, 1994, the Secretary 
determined that poly (69/31 ethylenel 
cyclohexylenedimethylene terephthal
ate), poly (96.5/3.5 ethylene/cyclo
hexylenedimethylene terephthalate), 
and poly (98.511.5 ethylene/cyclohexyl
enedimethylene terephthalate) should 
be added to the list of taxable sub
stances in § 4672(a)(3) of the Code, 
effective October 1, 1990. 

The rate of tax prescribed for poly 

(69/31 ethylene/cyclohexylenedimeth
ylene terephthalate), under § 4671-
(b)(3), is $6.89 per ton before January 
1, 1992, and $3.54 per ton for imported 
poly (69/31 ethylene/cyclohexylenedi
methylene terephthalate) first sold or 
used after December 31, 1991. This is 
based upon a conversion factor for 
xylene of 0.6372 and a conversion 
factor for ethylene of 0.0900. 

The rate of tax prescribed for poly 
(96.5/3.5 ethylene/cyclohexylenedi
methylene terephthalate), under § 4671-
(b)(3), is $6.36 per ton before January 
1, 1992, and $3.41 per ton for imported 
poly (96.5/3.5 ethylene/cyclohexylene
dimethylene terephthalate) first sold or 
used after December 31, 1991. This is 
based upon a conversion factor for 
xylene of 0.5616 and a conversion 
factor for ethylene of 0.1398. 

The rate of tax prescribed for poly 
(98.511.5 ethylene/cyclohexylenedi
methylene terephthalate), under § 4671-
(b)(3), is $6.32 per ton before January 
1, 1992, and $3.40 per ton for imported 
poly (98.511.5 ethylene/cyclohexylene
dimethylene terephthalate) first sold or 
used after December 31, 1991. This is 
based upon a conversion factor for 
xylene of 0.5554 and a conversion 
factor for ethylene of 0.1439. 

The petitioner is Eastman Chemicals 
Division, Eastman Kodak Company, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

Poly (69/31 ethylene/ 
cyclohexylenedimethylene 
terephthalate) 
HTS number: 3907.60.00.90 
CAS number: 26100-86-7 

Poly (69/31 ethylene/cyclohexylene
dimethylene terephthalate )is derived 
from the taxable chemicals ethylene 
and xylene. Poly (69/31 ethylenel 
cyclohexylenedimethylene terephthal
ate), a solid, is produced predominantly 
by reacting dimethyl terephthalate with 
ethylene glycol and cyclohexanedi
methanol. Dimethyl terephthalate is 
produced by the air oxidation of 
p-xylene to yield terephthalic acid, and 
the acid is subsequently esterified to 
the dimethyl ester with methanol. 
Ethylene glycol is produced via reac
tion of ethylene with oxygen and water. 
and cyclohexanedimethanol is produced 
via the hydrogenation of dimethyl 
terephthalate. 
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The stoichiometric material consump
tion formula for Poly (69/31 ethylenel 
~yclohexylenedimethylene terephthalate) 
IS: 

131 CgH IO (xylene) + 70 C2H4 
(ethylene) + 428 O2 (oxygen) + 70 
H20 (water) + 217 H2 (hydrogen) 
----- > C2H60 2(C IOHg04)69 
(CI6HIS04)31 (poly (69/31 ethylenel 
cyclohexylenedimethylene terephthal
ate» + 524 H20 (water) 

Poly (69/31 ethylene/cyclohexylene
dimethylene terephthalate) has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 50.7 percent by weight of the 
materials used in its production. 

Poly (96.5/3.5 ethylene! 
cyclohexylenedimethylene 
terephthalate) 

HTS number: 
CAS number: 

3907.60.00.90 
26100-86-7 

Poly (96.5/3.5 ethylene/cyclohexyl
enedimethylene terephthalate) is de
rived from the taxable chemicals 
ethylene and xylene. Poly (96.5/3.5 
eth y lenel c yc I 0 hex y lenedi meth y I ene 
terephthalate), a solid, is produced 
predominantly by reacting dimethyl 
terephthalate with ethylene glycol and 
cyclohexanedimethanol. Dimethyl tere
phthalate is produced by the air oxida
tion of p-xylene to yield terephthalic 
acid, .. and the acid is subsequently 
estenfled to the dimethyl ester with 
methanol. Ethylene glycol is produced 
via reaction of ethylene with oxygen 
and water, and cyclohexanedimethanol 
is produced via the hydrogenation of 
dimethyl terephthalate. 

The stoichiometric material consump
tion formula for Poly (96.5/3.5 ethylenel 
~yclohex y lenedimethy lene terephthalate) 
IS: 

103.5 CRH IO (xylene) + 97.5 C2H4 
(ethylene) + 359.25 02 (oxygen) + 
97.5 H20 (water) + 24.5 H2 
(hydrogen) ----- > C2Hf,02 
(CIOHg04)905(CIf,HIH04)35 (poly 
(96.5/3.5 ethy lene/cyclohex y lenedi
methylene terephthalate» + 414 HoO 
(water) -

Poly (96.5/3.5 ethylene/cyclohexyl
enedimethylene terephthalate) has been 
determined to be a taxable substance 
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because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 50.7 percent by weight of the 
materials used in its production. 

Poly (98.5/1.5 ethylene! 
cyclohexylenedimethylene 
terephthalate) 

HTS number: 3907.60.00.90 
CAS number: 26100-86-7 

Poly (98.5/1.5 ethylene/cyclohexyl
enedimethylene terephthalate) is de
rived from the taxable chemicals 
ethylene and xylene. Poly (98.5/1.5 
ethy lenel c yc lohex y lenedimeth y lene 
terephthalate), a solid, is produced 
predominantly by reacting dimethyl 
terephthalate with ethylene glycol and 
cyclohexanedimethanol. Dimethyl 
terephthalate is produced by the air 
oxidation of p-xylene to yield 
terephthalic acid, and the acid is 
subsequently esterified to the dimethyl 
ester with methanol. Ethylene glycol is 
produced via reaction of ethylene with 
oxygen and water, and cyclohexanedi
methanol is produced via the hydro
genation of dimethyl terephthalate. 

The stoichiometric material consump
tion formula for Poly (98.5/1.5 ethylenel 
cyclohex y lenedimethy lene terephthalate) 
IS: 

101.5 CsHIO (xylene) + 99.5 C2H4 
(ethylene) + 354.25 02 (oxygen) + 
99.5 H20 (water) + 10.5 H2 
(hydrogen) ----- > C2H60 2 
(CIOHs04)9SS(CI6HIS04)IS (poly 
(98.5/1.5 ethylene/cyclohexylenedi
methylene terephthalate» + 406 H20 
(water) 

Poly (98.5/1.5 ethylene/cyclohexyl
enedimethylene terephthalate) has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 50.7 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances· 
Notice of Determination ' 

Notice 94-35 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
Y 17, that the list of taxable substances 
III § 4672(a)(3) of the Internal Revenue 

Code will be modified to include 
2,2,4-trimethyl-l,3-pentanediol di
isobutyrate and 2,2,4-trimethy 1-1,3-
pentanediol monoisobutyrate. This 
modification is effecti ve April 1, 1991. 

Background 

Under § 4672(a) of the Code, an im
porter or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 10, 1994, the Secretary 
determined that 2,2,4-trimethy 1-1,3-
pentanediol diisobutyrate and 2,2,4-
trimethyl-l,3-pentanediol mono
isobutyrate should be added to the list 
of taxable substances in § 4672(a)(3) of 
the Code, effective April 1, 1991. 

The rate of tax prescribed for 2,2,4-
trimethyl-l,3-pentanediol diisobuty
rate, under § 4671 (b)(3), is $5.44 per 
ton. This is based upon a conversion 
factor for methane of 0.3360 and a 
conversion factor for propylene of 
0.8815. 

The rate of tax prescribed for 2,2,4-
trimethy 1-1 ,3-pentanediol mono
isobutyrate, under § 4671 (b )(3), is 
$3.60 per ton. This is based upon a 
conversion factor for methane of 
0.2224 and a conversion factor for 
propylene of 0.5836. 

The petitioner is Eastman Chemicals 
Division, Eastman Kodak Company, a 
manufacturer and exporter of these 
substances. No material comments were 
received on these petitions. The follow
ing information is the basis for the 
determinations. 

2,2,4-trimethyl-l,3-pentanedio! 
diisobutyrate 

HTS number: 2915.90.00.00 
CAS number: 6846-50-0 

2,2,4-trimethyl-l,3-pentanediol di
isobutyrate is derived from the taxable 



chemicals methane and propylene. 
2,2,4-trimethyl-l,3-pentanediol di
isobutyrate is a liquid produced pre
dominantly by condensation of 
isobutyraldehyde. 

The stoichiometric material consump
tion formula for 2,2,4-trimethyl-l,3-
pentanediol diisobutyrate is: 

6 CH4 (methane) + 6 C3H6 
(propylene) + 6 02 (oxygen) ----- > 
C16H3004 (2,2,4-trimethyl-l,3-
pentanediol diisobutyrate) + CSH 1S0 2 
(2,2,4-trimethyl-l,3-pentanediol) + 6 
H20 (water) 

2,2,4-trimethyl-l,3-pentanediol di
isobutyrate has been determined to be a 
taxable substance because a review of 
its stoichiometric material consumption 
formula shows that, based on the 
predominant method of production, 
taxable chemicals constitute 64.4 per
cent by weight of the materials used in 
its production. 

2. 2. 4-trimethyl-l. 3-pentanediol 
monoisobutyrate 
HTS number: 2915.60.00.00 
CAS number: 25265-77-4 

2,2.4-trimethyl-l,3-pentanediol 
monoisobutyrate is derived from the 
taxable chemicals methane and pro
py lene. 2, 2,4-trimethy 1-1, 3-pentanediol 
monoisobutyrate is a liquid produced 
predominantly by condensation of 
isobutyraldehyde. 

Proposed regs. sec. 

* * * * * 
1.1253-1, 1.1253-2, 1.1253-3 .... 

Cynthia E. Grigsby, 
Chief, Regulations Unit, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
March 21, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 22, 
1994, 59 F.R. 13470) 

Waiver of Penalties for Forms 1099 
Required by Rev. Rul. 93-70 

Notice 94-37 

On October 26, 1993, the Internal 
Revenue Service published Rev. Rul. 

The stoichiometric material consump
tion formula for 2,2,4-trimethyl-I,3-
pentanediol monoisobutyrate is: 

3 CH4 (methane) + 3 C3H6 
(propylene) + 3 02 (oxygen) ----- > 
C3H7CHOHC(CH3hCH200CC3H7 
(2,2,4-trimethyl-I,3-pentanediol 
monoisobutyrate) + 3 H20 (water) 

2,2,4-trimethyl-I,3-pentanediol 
monoisobutyrate has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 64.4 
percent by weight of the materials used 
in its production. 

Withdrawal of Proposed Regulations; 
Correction 

Notice 94-36 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Correction to withdrawal of 
proposed regulations. 

SUMMAR Y: This document contains a 
correction to the withdrawal of pro
posed regulations (CO-53-92 [1993-1 
C.B. 599]) under 26 CFR part I in 
response to the Regulatory Burden 

FR cite and project No. 

36 FR 13148 (7/15/71) (LR-I644) 

93-70, 1993-2 C.B. 294, regarding 
certain information reporting require
ments. Rev. Rul. 93-70 concludes that 
section 6041 of the Internal Revenue 
Code requires banks and other busi
nesses acting as escrow agents to file 
information returns with respect to 
reportable payments made on behalf of 
the owner and general contractor of a 
construction project when such banks 
or other businesses perform an over
sight function with respect to the 
project. 

In issuing Rev. Rul. 93-70, the Inter
nal Revenue Service did not exercise 
its discretion under section 7805(b) of 

Reduction Initiative. This document 
was published in the Federal Register 
on Tuesday, April 27, 1993, (58 FR 
25587). 

SUPPLEMENTARY INFORMATION: 

Background 

The withdrawal of proposed regula
tions that is the subject of this correc
tion withdraws proposed regulations 
under several sections of the Internal 
Revenue Code pursuant to the an
nouncement in the Federal Register (57 
FR 11277). 

Need for Correction 

As published, the withdrawal of 
proposed regulations (CO-53-92) con
tains an error which may prove to be 
misleading and is In need of 
clarification. 

Correction of Publication 

Accordingly, the publication of the 
withdrawal of proposed regulations 
(CO-53-92), which was the subject of 
FR Doc. 93-9695, is corrected as 
follows: 

On page 25588, in the table follow
ing the part heading, an entry is added 
at the end of the table to read as 
follows: 

Subject 

Transfers of franchises, trademarks, and 
trade names. 

the Code to apply the ruling without 
retroactive effect. However, except as 
provided below, for calendar year 1993 
and earlier years penalties will not be 
asserted for failures by banks and other 
businesses to file and furnish correct 
Forms 1099 under the circumstances 
described in Rev. Rul. 93-70. 

The rule that penalties will not be 
imposed against banks and other busi
nesses described in Rev. Rul. 93-70 
does not apply to banks and other 
businesses that were notified of the 
filing requirement in a letter signed by 
a District Director. In the discretion of 
the District Director, penalties may be 
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asserted against those banks and other 
businesses for calendar years beginning 
after the receipt of the District Direc
tor's letter if the banks and other 
businesses failed to file required Forms 
1099 or filed incorrect Forms 1099. 

Deductions Relating to Certain 
Deferred Compensation Arrangements 
Notice 94-38 

This notice relates to the opinion of 
the U.S. Court of Appeals for the Ninth 
Circuit in Albertson's, Inc. v. Commis
sioner, 12 F.3d 1529 (1993), rev'g 95 
T.e. 415 (1990), reh'g granted, Nos. 
91-70380,91-70381 (March 31, 1994), 
which allowed certain amounts under a 
nonqualified deferred compensation ar
rangement to be deducted as interest in 
the year accrued. 

Section 446(e) of the Internal Reve
nue Code and § 1.446-1 (e) of the 
Income Tax Regulations provide that a 
taxpayer must secure the consent of the 
Commissioner before changing a 
method of accounting for federal in
come tax purposes. Section 1.446-1(e)
(2)(ii)(a) provides: 

A change in the method of account
ing includes a change in the overall 
plan of accounting for gross income or 
deductions or a change in the treatment 
of any material item used in such 
overall plan. Although a method of ac
counting may exist under this definition 
without the necessity of a pattern of 
consistent treatment of an item in most 
instances a method of accounti~g is not 
established for an item without such 
consistent treatment. A material item is 
a.ny item which involves the proper 
time for the inclusion of the item in 
income or the taking of a deduction. 

In Albertson's, the court concluded 
that certain amounts accruing under the 
employer's nonqualified deferred com
pensation arrangement represented in
terest currently deductible by the 
employer, rather than deferred compen
satIOn deductible by the employer only 
when includible by the participant. 

The treatment of such amounts as 
currently deductible or as deductible 
only when includible by participants 
involves the proper time for taking the 
deduction for such amounts. In addi
tion, such amounts are a material item. 
Accordingly, a taxpayer that has a 
pattern of consistent treatment of such 
amounts (e.g., treating them as deduct
ible when includible by the participant) 
has adopted a method of accounting. 
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A taxpayer may change the timing of 
its deduction for such amounts only if 
the taxpayer obtains the consent of the 
Commissioner to change its method of 
accounting for such amounts. Except 
in circumstances not applicable here, 
under § 446(e) and § 1.446-1 (e), a 
taxpayer may change a method of 
accounting only prospectively. See also 
Rev. Rul. 90-38, 1990-1 C.B. 57. Ac
cordingly, the Service will not grant a 
claim for refund based on a return 
amended to reflect the deferred com
pensation ruling in the Albertson's 
opinion. 

Taxpayers are advised that the Serv
ice views any method of accounting 
similar to that used by the taxpayer in 
Albertson's to be an impermissible 
method of accounting. The Service 
continues to believe that amounts such 
as those deducted as interest by the 
employer in Albertson's (in connection 
with its deferred compensation arrange
ment) are properly deductible only in 
the year such amounts are includible by 
the participant. The court in Al
bertson 's has granted a rehearing on 
this issue. 

The Service has suspended, until 
further notice, acceptance of applica
tions for change in accounting method 
requesting consent to follow the opin
ion in Albertson's for amounts such as 
those deducted by the employer in 
Albertson's. While this suspension is in 
effect, the National Office will return 
to ~he taxpayer any Form 3115, Appli
catIon for Change in Accounting 
Method (and any user fee submitted), 
that requests the Commissioner's con
sent to a change in method of account
ing for the amounts described above. 

Denial of Portfolio Interest Exemption 
for Certain Types of Contingent 
Interest Under §§ 871(h) and 881(c) 
of the Code 

Notice 94-39 

Under § 13237 of the Revenue Re
conciliation Act of 1993, amending 
§§ 871(h), 881(c), 1441(c)(9), and 1442 
of the Internal Revenue Code, certain 
types of contingent interest received by 
a foreign person after December 31 
1993, no longer qualify as portfoli~ 
mterest. Therefore, withholding agents 
are now obligated to withhold U.S. tax 
at the applicable Code or treaty rate on 
payments of certain types of contingent 
Interest. Withholding agents who fail to 

withhold and to pay over the tax may 
be liable for the tax itself, plus 
penalties and interest. 

Generally, a foreign person's U.S. 
source interest income that is not 
effectively connected with the conduct 
of a U.S. trade or business is subject to 
a 30% withholding tax. There is a 
significant statutory exemption for 
"portfolio interest." U.S. source inter
est (including original issue discount) 
that is not effectively connected with a 
U.S. trade or business generally 
qualifies as portfolio interest if certain 
registration or foreign targeting require
ments are met, and the interest payment 
is received by a less than 10% Owner 
of the debtor. 

Under new §§ 871(h)(4) and 881(c)
( 4), portfolio interest no longer in
cludes amounts of interest that are 
determined by reference to receipts, 
sales, cash flow, income, profits or 
changes in the value of property of the 
debtor or a related person. Portfolio 
interest also does not include interest 
determined by reference to any divi
dend, partnership distribution or similar 
payment made by the debtor or a re
lated person. 

A significant consequence of these 
amendments is that a foreign investor 
may now be subject to U.S. tax on 
interest income reflecting equity par
ticipation rights in U.S. real property. 
For instance, a payment on a shared 
appreciation mortgage that is otherwise 
treated for U.S. tax purposes as interest 
will not qualify for the portfolio 
interest exemption if the payment is 
contingent on the appreciation of the 
financed real property. Therefore, al
though receipt of amounts properly 
treated as interest would not be subject 
to tax pursuant to the Foreign Invest
ment in Real Property Tax Act of 1980 
("FIRPTA"), the portion of the inter
est that is contingent will now be 
subject to 30% tax and withholding, 
unl~s.s othe~wise reduced by treaty. In 
addItIOn, gam on the disposition of the 
shared appreciation mortgage itself 
would be subject to tax under FIRPT A. 
See §§ 897 and 1445. 

Section 871(h)(4)(C) sets forth sev
eral types of interest that continue to 
qualify as portfolio interest notwith
standing their contingent nature. In
cluded in § 871(h)(4)(C) are amounts 
o~ interest determined by reference to 
eIther the value or yield of property 
that is actively traded (other than 
FIR PTA property described in § 897-
(c)(1) or (g») or by reference to 



changes in any index of the value or 
yield of such property. The statute 
authorizes regulations that would iden
tify other types of interest that continue 
to qualify as portfolio interest. How
ever, at this time the Service does not 
antiCIpate issuing regulations under 
§§ 871(h)(4) or 881(c)(4). 

Sections 871(h)(4) and 881(c)(4) are 
effective for interest payments received 
by foreign persons after December 31, 
1993, but do not apply to interest with 
respect to any indebtedness with a 
fixed term that was issued on or before 
April 7, 1993, or certain indebtedness 
issued after that date pursuant to a 
binding contract in effect on that date. 

Global Trading Advance Pricing 
Agreements 

Notice 94-40 

PURPOSE 

Under an Advance Pricing Agree
ment ("APA"), the Internal Revenue 
Service (" Service") and a taxpayer 
agree on a transfer pricing methodol
ogy to be applied to any apportionment 
or allocation of income, deductions, 
credits, or allowances between or 
among two or more organizations, 
trades, or businesses owned or con
trolled, directly or indirectly, by the 
same interests. Rev. Proc. 91-22, 
1991-1 C.B. 526, as corrected by Rev. 
Proc. 91-22A, 1991-1 C.B. 534, ex
plains how to secure an APA from the 
Service. 

The Service has concluded APAs 
with several taxpayers that have func
tionally fully integrated operations in 
the global trading of commodities and 
derivative financial products. These 
operations are characterized by the 
transfer of the authority to trade in a 
"book" of positions from trading 
location to trading location. This notice 
does not provide general guidance re
garding the federal taxation of deriva
tive financial products; rather it dis
cusses the Service's experience with 
issuing these APAs. It also describes 
the method and factors that were used 
to allocate income derived from func
tionally fully integrated operations lo
cated in the United States and other tax 
jurisdictions. This notice does not 
discuss operations in the global trading 
of commodities and derivative financial 
products that are not characterized by 
the transfer of a book of positions. 

Taxpayers with operations that are not 
functionally fully integrated may none
theless seek to secure an APA. How
ever, different methodologies may be 
more appropriate for these taxpayers 
than the method described in this 
notice. 

BACKGROUND 

Historically, financial markets have 
been limited by the national boundaries 
within which they operated. However, 
the world's financial markets are be
coming more integrated because of 
technological developments, financial 
innovation, and regulatory changes. 
Many financial intermediaries trade 
commodities and derivative financial 
products around the clock by maintain
ing traders in offices around the world 
(" global trading"). 

Four general functions are common 
to global trading operations; trading, 
sales, management, and support. A 
trader quotes prices, initiates buy and 
sell transactions, and determines 
whether and how to hedge transactions. 
A salesperson advises clients about 
ways to manage the price, interest rate, 
and currency exchange risks associated 
with their assets and liabilities, with a 
view toward selling them a derivative 
financial product or commodity. A 
manager controls or monitors the level 
of risk to which the institution is 
exposed and sets trading limits. Finally, 
the support function performs various 
wide-ranging activities that assist the 
first three functions; including technol
ogy and information systems develop
ment and provision, credit analysis of 
customers and counterparties, account
ing, contract administration, and coor
dination of the transportation and deliv
ery of physical commodities. 

Different companies have integrated 
these functions in varying degrees for a 
variety of business reasons. However, 
two broad types of organization can be 
distinguished: operations that are func
tionally fully integrated and those that 
are not. 

Global trading operations of com
panies that are functionally fully in
tegrated are characterized by the 
centralized management of risk and 
personnel. The business is managed as 
one global position for purposes of risk 
management rather than several dis
crete businesses. Thus, a trading book 
is not independently maintained for 
each trading location. Rather, one book 
is maintained and the trading authority 

for that book is "passed" from trading 
location to trading location at the close 
of each trading day for that trading 
location (the "global book"). To assist 
in the management of the risk, a central 
credit department monitors the credit
related exposure of the transactions 
entered into by the traders. This infor
mation is used by the home office to 
establish credit guidelines and customer 
credit limits to be applied by traders 
throughout the company. 

The book for each product, or group 
of products, typically has one head 
trader or book manager who allocates 
trading limits for each trading location 
and determines guidelines for the book. 
The head trader is responsible for the 
economic performance of that book. 
Accordingly, the head trader is in 
frequent communication with other 
traders employed by the company. The 
head trader, therefore, acts as overseer 
of other trading personnel. 

In a functionally fully integrated 
operation each office may be capable 
of performing the same functions as 
any other, subject to limits, procedures, 
and guidelines imposed by the home 
office. For example, it is common for 
one office to locate a seller of a 
commodity or derivative financial prod
uct and another office to locate a 
buyer, while either of those offices or a 
third office hedges the transaction. 
Each office in such a transaction con
tributes to the overall profitability of 
the global business. 

The AP A process has proven to be a 
useful vehicle to allocate the income of 
a functionally fully integrated global 
trading business between taxing juris
dictions. For each of the APAs con
cluded with taxpayers operating these 
businesses, the Service used a profit 
split method to allocate income of 
related operations between taxing juris
dictions. In each case, a taxpayer and 
the Service entered into an APA and 
the competent authorities of the United 
States and a treaty partner entered into 
an agreement to allocate the income 
pursuant to that method. The Service, 
treaty partners, and taxpayers found 
that the use of a profit split method to 
allocate the income of these func
tionally fully integrated global trading 
businesses was appropriate because of 
the volume and nature of transactions 
involved in these APAs. For these 
taxpayers, the profit split method per
mits the allocation of income in a way 
that reflects the contribution of each 
trading location to the profitability of 
the global book. 
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In the case of integrated businesses 
operating through separately incorpo
rated subsidiaries located in different 
tax jurisdictions, the APAs were en
tered into pursuant to the authority of 
section 482 of the Code and an ap
plicable income tax treaty. For inte
grated businesses incorporated in one 
tax jurisdiction but operating through 
unincorporated branches in other tax 
jurisdictions, the APAs were entered 
into pursuant to the authority of income 
tax treaties. 

APA PROCESS 

Generally, APAs issued to taxpayers 
that have functionally fully integrated 
operations in the global trading area 
have covered transactions in com
modities and derivative financial prod
ucts, as well as the related hedges used 
to minimize price risk or interest and 
currency exchange rate risk. AP As in 
the global trading area have been 
issued to domestic corporations trading 
through a subsidiary or branch located 
in a country with which the U.S. 
maintains an income tax convention 
("treaty country"). They have also 
been issued to corporations that are 
located in treaty countries and that 
trade in the United States through a 
branch. Although the Service has not 
yet negotiated an APA with a foreign 
corporation trading in the United States 
through a domestic subsidiary, there is 
no procedural obstacle to issuing such 
an APA. 

The APA process is a flexible pro
cedure whereby a taxpayer decides 
which global books it wants covered. 
Each of these AP As was tailored to 
take account of the unique facts and 
circumstances of the taxpayer. These 
APAs divided the business' worldwide 
trading profits or losses among the 
trading locations according to an 
agreed upon profit split method. 

FACTORS USED IN GLOBAL 
TRADING AP As 

Set forth below is a general descrip
tion of the global trading APAs that the 
Service has concluded with functionally 
fully integrated taxpayers. In each of 
these APAs, the Service, the taxpayer, 
and a treaty partner agreed that the 
worldwide income for each global book 
to be covered by the APA should be 
allocated among the taxpayer's trading 
locations pursuant to a profit split 
method. The method was intended to 
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measure the economic activity of each 
trading location and its contribution to 
the overall profitability of the world
wide business. Three critical factors 
were identified: 1) the relative value of 
the trading location (the "value fac
tor"), 2) the risk associated with a 
trading location (the "risk factor"), 
and 3) the extent of the activity of each 
trading location (the "activity factor"). 
Each of the factors was weighted to 
reflect its relative contribution to the 
overall profitability of a taxpayer's 
worldwide business. Moreover, the 
AP As did not adopt a uniform meas
urement of these factors; rather, dif
ferent measurements were adopted in 
each APA to reflect the taxpayer's 
particular facts and circumstances as 
closely as possible. Relevant considera
tions in adopting a measurement for 
each factor included: the taxpayer's 
management structure and management 
information system capability, the func
tions performed, risks assumed, and 
capital employed by each trading 
location. 

The value factor is a direct measure 
of the contribution of a trading location 
to the worldwide profits of that busi
ness. Trading commodities or deriva
tive financial products generates the 
profit and loss for the business. For the 
taxpayers covered by these APAs, 
traders were the most significant re
source in generating trading profit or 
loss for the company because they 
typically had customer lists and knowl
edge of the market. Traders are respon
sible for negotiating prices at which 
trades will be made, executing the 
transactions, and determining the hedg
ing strategies to be used. Their com
pensation often is based upon a salary 
and a discretionary incentive bonus that 
depends upon their contribution to the 
profitability of the book. The sum of 
the compensation paid to traders in a 
particular trading location is a direct 
indication of the trading location's 
contribution to the profitability of the 
worldwide book. Thus, the Service, the 
taxpayer, and the participating treaty 
partner viewed compensation of the 
traders at a trading location as the best 
measure of the value of a trading 
location. Accordingly, this factor was 
weighted more heavily than others. 

The risk factor measures the poten
tial risk to which a particular trading 
location exposes the worldwide capital 
of the organization. This factor 
provides an important indication of the 
contribution of that trading location to 

the production of gross profits of the 
business. Based on the unique charac
teristics of each taxpayer, the risk 
factor was measured in several dif
ferent ways, such as the maturity 
weighted volume of swap transactions 
(determined by multiplying the notional 
amount of each swap transaction en
tered into by its maturity) or open 
commodity positions at the end of the 
year entered into in that trading loca
tion. Sometimes this factor was 
weighted more heavily than others. 

The activity factor serves as another 
measure of a trading location's contri
bution to the production of gross pro
fits of the business. This factor was 
measured by reference to the compen
sation of key support people at a 
trading location (for example, back 
office support) or the net present value 
of transactions executed at a trading 
location (determined by aggregating the 
present values of the cash flows com
puted at the inception of each trans
action for each trading location). 

APPLICATION OF THE METHOD 

The first step in applying the agreed 
upon method is to determine the 
amount of trading profits or losses to 
which the method will apply. Typ
ically, this includes worldwide profits 
and losses from trading the class of 
commodities or derivative financial 
products and related hedges that the 
taxpayer and the Service have agreed 
to include within the APA, less ex
penses that are directly related to the 
production of trading income or loss, 
such as compensation of certain per
sonnel, trading computer systems, and 
broker commissions (the "worldwide 
net income or loss"). Other expenses, 
including office supplies, rent, and 
communications, were allocated to the 
trading locations that incurred them. 
However, expenses that are required to 
be computed under specific Code or 
regulatory rules, such as interest ex
pense deductions under § 1.861-9T of 
the Temporary Regulations or § 1.882-5 
of the regulations, were allocated under 
the appropriate provisions. 

The second step in applying the 
method is to calculate the ratio that 
results from each factor. For example, 
to determine the ratio for the value 
factor, the total U.S. trader compensa
tion is divided by the total worldwide 
trader compensation. That result, possi
bly multiplied by a weighting factor, is 
the ratio for the value factor. 



Once the three ratios are determined, 
the percentage of worldwide net in
come or loss attributable to the U.S. is 
calculated by taking the sum of the 
three factors and dividing them by the 
sum of the weights given to each 
factor. 

Finally, to determine the amount of 
worldwide net income or loss attributa
ble to the U.S., the worldwide profit or 
loss is multiplied by the percentage 
described above. 

RELEVANCE TO FUTURE APAs 

This notice is not intended to pre
scribe a method or factors that will 
necessarily apply in all APAs with 
functionally fully integrated global 
trading operations, nor is it intended to 
limit the use of other methods or 
factors if they more appropriately 
measure the contribution of each trad
ing location to the profitability of the 
business. The method and factors de
scribed in this notice may not necessar
ily accurately measure the economic 
contribution of each trading location to 
the profits of the business for a 
particular fully integrated global trad
ing company. In addition, due to a 
particular taxpayer's management struc
ture or management information system 
capabilities, other methods or factors 
may be appropriate. In both of these 
cases, other methods or factors will be 
used if those methods or factors more 
appropriately measure the contribution 
of each trading location to the profits 
of the business. In addition, different 
methodologies may be appropriate for 
operations in the global trading of 
commodities and derivative financial 
products that are not functionally fully 
integrated and not characterized by the 
transfer of a single book of positions. 

Retroactive Election to Apply the 
Intangible Provisions of the Omnibus 
Budget Reconciliation Act of 1993 

Notice 94-41 

Temporary Income Tax Regulation 
§ 1.197 -IT and a cross-referenced 
NPRM, published in the Federal Regis
ter on March 15, 1994, provide guid
ance on the time and manner of making 
a retroactive election to apply the 
provisions of the Omnibus Budget 
Reconciliation Act of 1993 (OBRA 
'93) to property acquired by a taxpayer 
after July 25, 1991, and on or before 

August 10, 1993 (transition period 
property). 

Section 1.l97-1 T(c)(2)(i) provides 
the general rule that, for transition 
period property of a partnership, only 
the partnership may make the retroac
tive election. Section 1.197-IT(b)(8) 
provides, however, that if a § 754 
election is in effect, any increase in 
basis under § 734(b) or § 743(b) will 
be taken into account by a partner as if 
the increased basis were attributable to 
the partner's acquisition of the underly
ing partnership property on the date of 
the distribution or transfer, as applica
ble. Section 1.197-IT(c)(2)(ii) pro
vides, as an exception to the general 
rule of § 1.197-lT(c)(2)(i), that only 
the partner may make the retroactive 
election with respect to any increase in 
basis treated as transition period prop
erty under § 1.197-IT(b)(8). 

The Service has determined that due 
to the administrative difficulties of a 
partner level election for a § 734(b) 
basis adjustment, the exception pro
vided under § 1.197-lT(c)(2)(ii) will 
be limited solely to a basis adjustment 
under § 743(b). The Service will treat a 
retroactive election attributable to an 
increase in basis under § 734(b) as if it 
were attributable to an acquisition by 
the partnership (rather than the part
ner). Thus, the general rule of § 1.197-
IT(c)(2)(i) will apply and only the 
partnership will be permitted to make 
the retroactive election with respect to 
a basis increase under § 7 34(b). These 
provisions will be reflected in the final 
regulations relating to the retroactive 
election. See, however, § 197(f)(9)(E) 
(determinations under the anti-churning 
rule of § 197(f)(9) are made solely at 
the partner level). 

Section 1.197-lT( e )(2 )(iii) requires 
as part of the written retroactive 
election statement, the name and TIN 
of the person from whom transition 
period property was acquired. Final 
regulations will be revised to require 
the name and TIN of the person from 
whom transition period property was 
acquired only for § 197 intangibles (as 
defined in § 197(d», even if the 
property is otherwise subject to the 
intangibles provisions of OBRA '93. 
See § 1.197-lT(b)(l). 

These changes will be effective 
March 15, 1994, the date the temporary 
regulation and the NPRM were pub
lished in the Federal Register. 

Credit for Producing Fuel From a 
Nonconventional Source, Inflation 
Adjustment Factor, and Reference 
Price 

Notice 94-42 

This notice publishes the inflation 
adjustment factor, nonconventional 
source fuel credit, and the reference 
price for calendar year 1993 that 
determines the availability of the credit 
for producing fuel from a nonconven
tional source under § 29 of the Internal 
Revenue Code. The calendar year 1993 
inflation adjustment factor, nonconven
tional source fuel credit, and reference 
price apply to the sales of barrel-of-oil 
equivalent of qualified fuels sold by a 
taxpayer to an unrelated person during 
the 1993 calendar year, the domestic 
production of which is attributable to 
the taxpayer. 

BACKGROUND 

Section 29(a) provides for a credit 
for producing fuel from a nonconven
tional source, measured in barrel-of-oil 
equivalent of qualified fuels, the pro
duction of which is attributable to the 
taxpayer and sold by the taxpayer to an 
unrelated person during the tax year. 
The credit is equal to the product of 
$3.00 and the 1993 inflation adjustment 
factor. 

Section 29(b)(1) and (2) provides for 
a phaseout of the credit. The credit 
allowable under § 29(a) must be 
reduced by an amount which bears the 
same ratio to the amount of the credit 
(determined without regard to 
§ 29(b)(1» as the amount by which the 
reference price for the calendar year in 
which the sale occurs exceeds $23.50 
bears to $6.00. The $3.00 in § 29(a) 
and the $23.50 and $6.00 must each be 
adjusted by multiplying these amounts 
by the 1993 inflation adjustment factor. 
In the case of gas from a tight for
mation, the $3.00 amount in § 29(a) 
must not be adjusted. 

Section 29(c)(1) defines the term 
"qualified fuels" to include oil pro
duced from shale and tar sands; gas 
produced from geopressurized brine, 
Devonian shale, coal seams, or a tight 
formation, or biomass; and liquid, 
gaseous, or solid synthetic fuels pro
duced from coal (including lignite), 
including such fuels when used as 
feedstocks. 

Section 29(d)( 1) provides that the 
credit is to be applied only for sale of 
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qualified fuels the production of which 
is within the United States (within the 
meaning of § 638(1 », or a possession 
of the United States (within the mean
ing of § 638(2». 

Section 29(d)(2)(A) requires that the 
Secretary, not later than April 1 of each 
calendar year, determine and publish in 
the Federal Register the inflation ad
justment factor and the reference price 
for the preceding calendar year. 

Section 29(d)(2)(B) defines "infla
tion adjustment factor" for a calendar 
year as the fraction the numerator of 
which is the GNP implicit price defla
tor for the calendar year and the 
denominator of which is the GNP 
implicit price deflator for the calendar 
year 1979. The term "GNP implicit 
price deflator" means the first version 
of the implicit price deflator for the 
gross national product as computed and 
published by the Department of 
Commerce. 

Section 29(d)(3) provides that in the 
case of property or facility in which 
more than one person has an interest, 
except to the extent provided by 
regulations prepared by the Secretary, 
production from the property or facility 
(as the case may be) should be 
allocated among the persons in propor
tion to their representative interests in 
the gross sales from the property or 
facility. 

Section 29(d)(5) and (6) provides 
that the term "barrel-of-oil equivalent" 
with respect to any fuel generally 
means that amount of the fuel which 
has a Btu content of 5.8 million. 

INFLA TION ADJUSTMENT 
FACTOR AND REFERENCE PRICE 

The inflation adjustment factor for 
calendar year 1993 is 1.8918. The 
reference price for calendar year 1993 
is $14.24. As required by § 29(d)
(2)(A), the inflation adjustment factor 
and reference price for calendar year 
1993 were published in the Federal 
Register on April 6, 1994 (59 Fed. 
Reg. 16259). 

PHASE-OUT CALCULATION 

Because the calendar year 1993 
reference price does not exceed $23.50 
multiplied by the inflation adjustment 
factor, the phaseout of the credit 
provided for in § 29(b)(1) does not 
occur for any qualified fuel based on 
the above reference price. 
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CREDIT AMOUNT 

The nonconventional source fuel 
credit under § 29(a) is $5.68 per barrel
of-oil equivalent of qualified fuels 
($3.00 x 1.8918). This amount was 
published in the Federal Register on 
April 6, 1994 (59 Fed. Reg. 16259). 

Renewable Electricity Production 
Credit, Publication of Inflation 
Adjustment Factor and Reference 
Prices for Calendar Year 1994 

Notice 94-43 

This notice publishes the inflation 
adjustment factor and reference prices 
for calendar year 1994 for the renew
able electricity production credit under 
§ 45(a) of the Internal Revenue Code. 
The 1994 inflation adjustment factor 
and reference prices are used in deter
mining the availability of the credit. 
The 1994 inflation adjustment factor 
and reference prices apply to calendar 
year 1994 sales of kilowatt hours of 
electricity produced in the United 
States or a possession thereof from 
qualified energy resources. 

BACKGROUND 

Section 45(a) provides that the re
newable electricity production credit 
for any tax year is an amount equal to 
the product of 1.5 cents multiplied by 
the kilowatt-hours of specified 
electricity produced by the taxpayer 
and sold to an unrelated person during 
the tax year. This electricity must be 
produced from qualified energy re
sources and at a qualified facility 
during the lO-year period beginning on 
the date the facility was originally 
placed in service. 

Section 45(b)(l) provides that the 
amount of the credit determined under 
§ 45(a) is reduced by an amount that 
bears the same ratio to the amount of 
the credit as (A) the amount by which 
the reference price for the calendar 
year in which the sale occurs exceeds 8 
cents bears to (B) 3 cents. Under 
§ 45(b )(2), the 1.5 cents in § 45(a) and 
the 8 cents in § 45(b)(1) are each 
adjusted by multiplying the amount by 
the inflation adjustment factor for the 
calendar year in which the sale occurs. 

Section 45( c)(1) defines qualified 
energy resources as wind and closed
loop biomass. Section 45( c)(3) defines 
a qualified facility as any facility 

owned by the taxpayer that originally is 
placed in service after December 31, 
1993 (December 31, 1992, in the case 
of a facility using closed-loop biomass 
to produce electricity), and before July 
1, 1999. 

Section 45( d)(2)(A) requires that the 
Secretary not later than April 1 of each 
calendar year determine and publish in 
the Federal Register the inflation ad
justment factor and the reference price 
for the calendar year. As required by 
§ 45(d)(2)(A), the inflation adjustment 
factor and the reference prices for the 
1994 calendar year were published in 
the Federal Register on March 3 I, 
1994, (59 Fed. Reg. 15261). 

Section 45(d)(2)(B) defines inflation 
adjustment factor for a calendar year as 
the fraction the numerator of which is 
the GDP implicit price deflator for the 
preceding calendar year and the de
nominator of which is the GDP implicit 
price deflator for the calendar year 
1992. The term "GDP implicit price 
deflator" means the most recent revi
sion of the implicit price deflator for 
the gross domestic product as com
puted and published by the Department 
of Commerce before March 15 of the 
calendar year. 

Section 45( d)(2)(C) provides that the 
reference price is the Secretary's deter
mination of the annual average contract 
price per kilowatt hour of electricity 
generated from the same qualified 
energy resource and sold in the pre
vious year in the United States. Only 
contracts entered into after December 
31, 1989, are taken into account. 

INFLATION ADJUSTMENT 
FACTOR AND REFERENCE 
PRICES 

The inflation adjustment factor for 
calendar year 1994 is 1.0273. The 
reference prices for calendar year 1994 
are 5.4 cents per kilowatt-hour for 
facilities producing electricity from 
wind energy resources and 0 cents per 
kilowatt-hour for facilities producing 
electricity from closed-loop biomass 
energy resources. The reference price 
for electricity produced from closed
loop biomass, as defined in section 
45(c)(2), is based on a determination 
under section 45(d)(2)(C) that in calen
dar year 1993 there were no sales of 
electricity generated from closed-loop 
biomass energy resources under con
tracts entered into after December 31, 
1989. 



PHASE-OUT CALCULATION 

Because the 1994 reference price for 
electricity produced from wind and 
closed-loop biomass energy resources 
do not exceed 8 cents per kilowatt hour 
multiplied by the inflation adjustment 
factor, the phaseout of the credit 
provided in § 45(b)(1) does not apply 
to electricity produced from wind or 
closed-loop biomass energy resources 
sold during calendar year 1994. 

CREDIT AMOUNT 

As required by section 45(b)(2), the 
1.5 cent amount in section 45(a)(1) is 
adjusted by mUltiplying such amount 
by the inflation adjustment factor for 
the calendar year in which the sale 
occurs. If any amount as increased 
under the preceding sentence is not a 
multiple of 0.1 cent, such amount is 
rounded to the nearest multiple of 0.1 
cent. Under the calculation required by 
section 45(b)(2), the renewable 
electricity production credit for calen
dar year 1994 is 1.5 cent per kilowatt 
hour on the sale of electricity produced 
from closed-loop biomass and wind 
energy resources. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-44 

This notice announces a determina
tion, under Notice 89-1, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
benzoic acid and benzaldehyde. This 
modification is effective July 1, 1993. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 16, 1994, the Secretary 
determined that benzoic acid and benz
aldehyde should be added to the list of 
taxable substances in § 4672(a)(3) of 
the Code, effective July 1, 1993. 

The rate of tax prescribed for ben
zoic acid, under § 4671(b)(3), is $3.67 
per ton. This is based upon a conver
sion factor for toluene of 0.7545. 

The rate of tax prescribed for benzal
dehyde, under § 4671 (b )(3), is $4.22 
per ton. This is based upon a conver
sion factor for toluene of 0.8682. 

The petitioner is Kalama Chemical 
Company, a manufacturer and exporter 
of these substances. No material com
ments were received on these petitions. 
The following information is the basis 
for the determinations. 

Benzoic acid 
HTS number: 
CAS number: 

2916.31.10.05 
65-85-0 

Benzoic acid is derived from the 
taxable chemical toluene. Benzoic acid 
is a solid produced predominantly by 
the continuous liquid-phase oxidation 
of toluene, using air as the oxygen 
source, in the presence of a cobalt 
containing catalyst. 

The stoichiometric material consump
tion formula for benzoic acid is: 

C7Hg (toluene) + 1.5 O2 (oxygen) 
----- > C7H60 2 (benzoic acid) + H20 
(water) 

Benzoic acid has been determined to 
be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 65.7 
percent by weight of the materials used 
in its production. 

Benzaldehyde 
HTS number: 
CAS number: 

2912.21.00.00 
100-52-7 

Benzaldehyde is derived from the 
taxable chemical toluene. Benzaldehyde 
is a liquid produced predominantly as a 
co-product of benzoic acid by the 
continuous liquid-phase oxidation of 
toluene, using air as the oxygen source, 
in the presence of a cobalt containing 
catalyst. 

The stoichiometric material consump
tion formula for benzaldehyde is: 

C7Hg (toluene) + O2 (oxygen) ----- > 
C7H60 (benzaldehyde) + H20 (water) 

Benzaldehyde has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 74.1 
percent by weight of the materials used 
in its production. 

Tax on Certain Imported Substances; 
Notice of Determination 

Notice 94-45 

This notice announces a determina
tion, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
diphenylamine and aniline. This modi
fication is effective January 1, 1993. 

Background 

Under § 4672(a) of the Code, an 
importer or exporter of any substance 
may request that the Secretary deter
mine whether the substance should be 
listed as a taxable substance. The 
Secretary shall add the substance to the 
list of taxable substances in § 4672(a)
(3) if the Secretary determines that 
taxable chemicals constitute more than 
50 percent of the weight, or more than 
50 percent of the value, of the mate
rials used to produce the substance. 
This determination is to be made on the 
basis of the predominant method of 
production. Notice 89-61 sets forth the 
rules relating to the determination 
process. 

Determination 

On March 16, 1994, the Secretary 
determined that diphenylamine and 
aniline should be added to the list of 
taxable substances in § 4672(a)(3) of 
the Code, effective January 1, 1993. 

The rate of tax prescribed for di
phenylamine, under § 4671(b)(3), is 
$5.11 per ton. This is based upon a 
conversion factor for benzene of 1.010 
and a conversion factor for nitric acid 
of 0.835. 

The rate of tax prescribed for aniline, 
under § 4671 (b )(3), is $4.44 per ton. 
This is based upon a conversion factor 
for benzene of 0.8780 and a conversion 
factor for nitric acid of 0.7260. 

The petitioner is Aristech Chemical 
Corporation, a manufacturer and expor
ter of these substances. No material 
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comments were received on these 
petitions. The following information IS 

the basis for the determinations. 

Diphenylamine 

HTS number: 
CAS number: 

2921.44.00.00 
122-39-4 

Diphenylamine is derived from the 
taxable chemicals benzene and nitric 
acid. Diphenylamine is a liquid pro
duced predominantly by liquid phase 
condensation of aniline over an acid 
catalyst. 

The stoichiometric material consump
tion formula for diphenylamine is: 

2 C6H6 (benzene) + 2 HN03 (nitric 
acid) + 6 H2 (hydrogen) ----- > 
C 12H]]N (diphenylamine) + NH3 
(ammonia) + 6 H20 (water) 

Diphenylamine has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 95.9 
percent by weight of the materials used 
in its production. 

Aniline 

HTS number: 
CAS number: 

2921.41.10.00 
62-53-3 

Aniline is derived from the taxable 
chemicals benzene and nitric acid. 
Aniline is a liquid produced predomi
nantly by the hydrogenation of nitro
benzene. 

The stoichiometric material consump
tion formula for aniline is: 

C6H6 (benzene) + HN03 (nitric acid) 
+ 3 H2 (hydrogen) ----- > 
C6H7N (aniline) + 3 H20 (water) 

Aniline has been determined to be a 
taxable substance because a review of 
its stoichiometric material consumption 
formula shows that, based on the 
predominant method of production, 
taxable chemicals constitute 95.9 per
cent by weight of the materials used in 
its production. 

Rules to be Incorporated into 
Regulations Governing Outbound 
Transfers of Stock and Securities 
Under Section 367 of the Code 

Notice 94-46 

The purpose of this notice is to 
announce certain rules that will be 
incorporated into regulations under sec-
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tion 367(a) of the Internal Revenue 
Code. 

BACKGROUND 

Section 367(a)(1) provides that if a 
U.S. person transfers property to a 
foreign corporation in an exchange 
described in section 332, 351, 354, 
356, or 361, the foreign corporation 
will not be considered a corporation for 
purposes of determining whether gain 
is recognized on the transaction, unless 
an enumerated exception to this rule 
applies. Thus, in the absence of an 
applicable exception to this rule, the 
transfer will be treated as a taxable 
exchange. 

Temporary regulations issued under 
section 367(a) set forth certain excep
tions to the general gain recognition 
rule of section 367(a)(1) in the case of 
transfers of stock or securities of a 
domestic or foreign corporation by a 
U.S. person to a foreign corporation. 
See Reg. § 1.367(a)-3T. Notice 87-85, 
1987-2 C.B. 395, substantially modi
fied these rules. 

Notice 87-85 provides that section 
367(a)(1) will not apply to a U.S. 
person who transfers stock or securities 
to a foreign corporation if the U.S. 
person owns less than 5 percent of both 
the total voting power and the total 
value of the stock of the transferee 
corporation immediately after the ex
change. If the U.S. person owns 5 
percent or more of either the total 
voting power or the total value of the 
stock of the transferee corporation, the 
transfer of stock or securities generally 
will not be subject to section 367(a)(1) 
if the U.S. person enters into a gain 
recognition agreement. Pursuant to the 
agreement, the U.S. person must file an 
amended return and recognize the gain 
realized on the exchange if the trans
feree corporation disposes of the trans
ferred stock within a specified period 
of time (i.e .• 5 or 10 years, depending 
on the facts) following the transaction. 
However. a transaction will be taxable 
under section 367(a)(1) if a U.S. person 
transfers the stock or securities of a 
domestic corporation to a foreign cor
poration and the U.S. person owns 
more than 50 percent of the total 
voting power or total value of the 
transferee corporation's stock imme
diately after the exchange. 

For purposes of determining the 
ownership of the transferee corporation, 
the attribution rules of section 958 
apply. In cases where a taxpayer cannot 

determine the ownership of the trans
feree corporation, it will be presumed 
that U.S. transferors own 50 percent or 
more of the total voting power or total 
value of the transferee corporation's 
stock immediately after the exchange. 

Similar rules have been included in 
proposed regulations under section 
367(a). See Prop. Reg. § 1.367(a)-3(b). 

MODIFICATION OF RULES 
UNDER SECTION 367(a) 

The Internal Revenue Service and 
Treasury Department are concerned 
that widely-held U.S. companies with 
foreign subsidiaries recently have un
dertaken certain restructurings for tax
motivated purposes. These restructur
ings typically involve a transfer of the 
stock of the domestic parent corpora
tion to an existing foreign subsidiary or 
a newly-formed foreign corporation in 
exchange for shares of the foreign 
corporation in a transaction intended to 
qualify for nonrecognition treatment 
under the Code. Following the transac
tion, the former shareholders of the 
domestic corporation own stock of a 
foreign corporation that typically is not 
a controlled foreign corporation 
("CFC") within the meaning of sec
tion 957 of the Code. 

The Internal Revenue Service and 
Treasury Department are concerned 
that these transactions, or related trans
actions undertaken pursuant to the 
restructurings, present opportunities for 
avoidance of U.S. tax. The regulations 
under section 367(a), therefore, will be 
modified to provide that the transfer of 
stock or securities of a domestic 
corporation by a U.S. person to a 
foreign corporation is taxable under 
section 367(a)(1) if all U.S. transferors 
own in the aggregate 50 percent or 
more of either the total voting power or 
the total value of the stock of the 
transferee corporation immediately after 
the exchange. In cases where, imme
diately after the exchange, the domestic 
corporation owns. directly or indirectly 
(applying the attribution rules of sec
tion 267(c)(1) and (5», stock of the 
transferee corporation. that stock will 
not be taken into account in determin
ing whether the U.S. transferors own in 
the aggregate 50 percent or more of the 
total voting power or total value of the 
stock of the transferee corporation 
immediately after the exchange. 

These provisions will apply to trans
fers occurring on or after April 18. 
1994. The Internal Revenue Service 



and Treasury Department invite com
ments on possible exceptions to the 
provisions. Such exceptions could in
clude cases where a domestic corpora
tion is acquired by a foreign corpora
tion that is engaged in an active trade 
or business and is unrelated to the 
domestic corporation or its share
holders, or where the transferee corpo
ration is a CFC following the exchange 
(including cases where a single U.S. 
transferor owns more than 50 percent 
of the stock of the transferee corpora
tion following the transaction). The 
Internal Revenue Service and Treasury 
Department also solicit comments on 
whether special rules should be pro
vided for determining the ownership of 
the transferee corporation in cases 
where the corporation is publicly 
traded. 

This notice addresses the tax treat
ment of certain transfers of stock or 
securities only under section 367 of the 
Code. No inference should be drawn 
from this notice regarding the taxation 
of affected transactions under other 
provisions of the Code. 

DebVEquity Issues in Recent 
Financing Transactions 

Notice 94-47 

In a number of recent transactions, 
instruments have been issued that are 
designed to be treated as debt for 
federal income tax purposes but as 
equity for regulatory, rating agency, or 
financial accounting purposes. These 
instruments typically contain a com
bination of debt and equity charac
teristics. 

Upon examination, the Service will 
scrutinize instruments of this type to 
determine if their purported status as 
debt for federal income tax purposes is 
appropriate. Of particular interest to the 
Service are instruments that contain a 
variety of equity features, including an 
unreasonably long maturity or an abil
ity to repay the instrument's principal 
with the issuer's stock. Analysis of 
these instruments must take into ac
count the cumulative effect of these 
features and other equity features. 

General Debt/Equity Analysis 

The characterization of an instrument 
for federal income tax purposes de
pends on the terms of the instrument 
and all surrounding facts and circum-

stances. Among the factors that may be 
considered in making this determina
tion are: (a) whether there is an 
unconditional promise on the part of 
the issuer to pay a sum certain on 
demand or at a fixed maturity date that 
is in the reasonably foreseeable future; 
(b) whether holders of the instruments 
possess the right to enforce the pay
ment of principal and interest; (c) 
whether the rights of the holders of the 
instruments are subordinate to rights of 
general creditors; (d) whether the in
struments give the holders the right to 
participate in the management of the 
issuer; (e) whether the issuer is thinly 
capitalized; (f) whether there is identity 
between holders of the instruments and 
stockholders of the issuer; (g) the label 
placed upon the instruments by the 
parties; and (h) whether the instruments 
are intended to be treated as debt or 
equity for non-tax purposes, including 
regulatory, rating agency, or financial 
accounting purposes. No particular fac
tor is conclusive in making the deter
mination of whether an instrument 
constitutes debt or equity. The weight 
given to any factor depends upon all 
the facts and circumstances and the 
overall effect of an instrument's debt 
and equity features must be taken into 
account. 

Payable in Stock 

The Service is aware of recent 
offerings in which taxpayers may be 
relying on Rev. Rul. 85-119, 1985-2 
CB. 60. In that ruling, a bank holding 
company issued instruments (the Notes) 
that permitted the principal amount to 
be repaid with the company's stock at 
maturity. The Service held that the 
Notes constituted debt based on all the 
facts and circumstances, including the 
fact that, in substance, a holder of the 
Notes had the right to obtain repayment 
either in cash or in stock. 

The holding in Rev. Rul. 85-119 is 
limited to the facts of that ruling. 
Instruments that are similar to the 
Notes but that, on balance, are more 
equity-like are unlikely to qualify as 
debt for federal income tax purposes. 
For example, an instrument does not 
qualify as debt if it has terms substan
tially identical to the Notes except for a 
provision that requires the holder to 
accept payment of principal solely in 
stock of the issuer (or, in certain 
circumstances, a related party). Sim
ilarly, an instrument does not qualify as 
debt if it has terms substantially 

identical to the Notes except that (a) 
the right to elect cash is structured to 
ensure that the holder would choose the 
stock, or (b) the instrument is nomi
nally payable in cash but does not, in 
substance, give the holder the right to 
receive cash because, for example, the 
instrument is secured by the stock and 
is nonrecourse to the issuer. 

Unreasonably Long Maturities 

The Service also is aware of recent 
offerings of instruments that combine 
long maturities with substantial equity 
characteristics. Some taxpayers are 
treating these instruments as debt for 
federal income tax purposes, apparently 
based on authorities such as Monon 
Railroad v. Commissioner, 55 T.C 345 
(1970), acq., 1973-2 CB. 3, which in
volved an instrument with a 50-year 
term. 

The Service cautions taxpayers that, 
even in the case of an instrument 
having a term of less than 50 years, 
Monon Railroad generally does not 
provide support for treating an instru
ment as debt for federal income tax 
purposes if the instrument contains 
significant equity characteristics not 
present in that case. The reasonableness 
of an instrument's term (including that 
of any rei ending obligation or similar 
arrangement) is determined based on 
all the facts and circumstances, includ
ing the issuer's ability to satisfy the 
instrument. A maturity that is reason
able in one set of circumstances may 
be unreasonable in another if sufficient 
equity characteristics are present. 

Proposed Equity Capital Transactions 

Notice 94-48 

The Internal Revenue Service is 
aware of proposed transactions de
signed to provide corporations with 
significant tax advantages in satisfying 
their equity capital requirements. Al
though the details may vary, these 
transactions are intended to give the 
issuing corporations the tax benefits of 
issuing debt even though the corpora
tions actually issue stock. In addition, 
the instruments are intended to be 
treated as equity for regulatory, rating 
agency, or financial accounting 
purposes. 

One example involves X. a corpora
tion, creating PRS. a partnership, to 
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allow X to achieve its financing objec
tives. X contributes $20x to PRS in 
return for a limited partnership interest. 
GP, the general partner of PRS, con
tributes $5x to PRS. X or GP also may 
contribute additional capital to PRS. 
PRS then issues debt instruments 
(notes) to third-party investors for 
$80x. Of the $105x in capital raised by 
PRS, $IOOx is used to purchase newly 
issued preferred stock of X. 

X intends to take the position that (a) 
the dividends it pays to PRS are not 
income to the extent that they are 
allocable to X because X, in effect, is 
paying a dividend to itself, and (b) it is 
entitled to deduct its distributive share 
of interest deductions for payments on 
the notes. 

The Service believes that the overall 
substance of the arrangement as to X is 
simply an issuance of preferred stock. 
Accordingly, the deduction by X of an 
allocable portion of PRS's interest 
expense on the notes without an off
setting inclusion of dividend income by 
X is inappropriate. To allow X an 
interest deduction in this situation is 
the economic equivalent of affording X 
a deduction for a part of the dividends 
it pays on its preferred stock. 

The existence of the partnership does 
not justify an interest deduction by X. 
Depending on the facts and circum
stances, at least to the extent of all or 
part of X's interest in PRS, PRS may 
not be respected as a partnership for 
federal income tax purposes. Instead, 
PRS may be considered to be a mere 
financing arrangement used to facilitate 
the issuance of the X preferred stock. 

Moreover, even if X were treated as 
having issued its share of the notes, the 
notes, in substance, would be non
recourse as to X and secured solely by 
the X preferred stock. Depending on all 
the facts and circumstances, the notes 
would be economically equivalent to 
debt instruments that are convertible 
into X preferred stock at the option of 
X and, as such, could be treated as 
equity for federal income tax purposes. 
See, e.g., Notice 94-47, page 357, this 
Bulletin. 

Finally, even if PRS were respected 
as a partnership for federal income tax 
purposes and X were not required to 
include in income its distributive share 
of dividends that it pays to PRS, X's 
distributi ve share of the partnership 
interest deductions could be disallowed 
as a deduction to X because they relate 
to income that would not be taxable to 
X. 
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Although the posltlon taken by the 
Service in any particular case depends 
on the specific facts of that case, it is 
anticipated that the Service will chal
lenge transactions of the type described 
in this notice. Moreover, upon ex
amination, the Service will scrutinize 
carefully any transaction designed to 
produce interest deductions with re
spect to a related issuance of stock. 

Consolidated Groups and Controlled 
Groups-Intercompany Transactions 
and Related Rules 

Notice 94-49 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of public hearings on 
proposed rulemaking. 

SUMMARY: This document contains a 
notice of two public hearings on 
proposed amendments to the consoli
dated return intercompany transaction 
system and to related rules. Because 
the proposed regulations affect a broad 
range of transactions, a preliminary 
hearing will be held to respond to 
general comments and questions by 
speakers, and a second hearing will be 
held to receive comments on the 
proposed regulations. Background in
formation relating to the issues con
sidered in developing the proposed 
regulations is provided in this docu
ment to facilitate comments. 

DATES: A preliminary hearing will be 
held on May 4, 1994, beginning at 
10:00 a.m. Requests to speak at this 
hearing must be received by April 20, 
1994. A second hearing will be held on 
August 8, 1994, beginning at 10:00 
a.m. Comments, requests to speak, and 
outlines of topics to be discussed at 
this hearing must be received by July 
18, 1994. 

ADDRESSES: The first public hearing 
will be held in Room 2615 of the 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington DC. 
The second public hearing will be held 
in the Auditorium, Internal Revenue 
Building, Seventh Floor, 7400 Corridor, 
Internal Revenue Service Building, 
1111 Constitution Avenue, NW, Wash
ington DC. Send submissions to: 
CC:DOM:CORP:T:R (CO-II-91), 
Room 5228, Internal Revenue Service, 

POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, outlines may be hand delivered to: 
CC:DOM:CORP:T:R (CO-II-91), 
Room 5228, Internal Revenue Building, 
1111 Constitution Avenue, NW, Wash
ington, DC. 

SUPPLEMENTARY INFORMATION: 

A. Hearing procedures 

The subject of the public hearings is 
the notice of proposed rulemaking 
(CO-1l-91) that appears elsewhere in 
*** [page 724, this Bulletin]. Because 
the proposed regulations affect a broad 
range of transactions, two public hear
ings are scheduled. 

The rules of 26 CFR 601.601(a)(3) 
apply to both hearings. 

The first hearing on May 4, 1994, 
will be devoted to general comments 
and questions by speakers, and policy 
discussions by the government panel to 
facilitate further evaluation of the 
proposed regulations. No outline of 
topics or comments is required of 
speakers at the first hearing, but 
persons wishing to present oral com
ments at the first hearing must submit 
their requests to speak by April 20, 
1994. 

The second hearing on August 8, 
1994, is scheduled to receive comments 
after a reasonable opportunity has been 
provided to review the proposed reg
ulations and evaluate the comments at 
the first public hearing. Persons wish
ing to present oral comments at the 
second hearing must submit written 
comments, requests to speak, and out
lines of the topics to be discussed by 
July 18, 1994. 

A period of 10 minutes will be 
allotted to each person for making 
comments at each hearing. 

An agenda showing the scheduling 
of the speakers at each hearing will be 
prepared after the deadline for receiv
ing submissions has passed. Copies of 
the agenda will be available free of 
charge at each hearing. 

Because of access restrictions, visi
tors will not be admitted beyond the 
lobby of the Internal Revenue Building 
before 9:45 a.m. 

B. Background for comments 

The preamble in the notice of 
proposed rulemaking on the proposed 
revision of the intercompany transac-



tion system describes the operation of 
the proposed regulations. See the notice 
of proposed rulemaking that appears 
elsewhere in *** [CO-II-91, page 
724, this Bulletin]. To assist in the 
preparation of comments, this docu
ment describes many of the significant 
issues and alternatives that were con
sidered in developing the proposed 
regulations but does not repeat the 
discussion in the preamble. 

Sections 1.1502-13, 1.1502-13T, 
1.1502-14, 1.1502-14T, and 1.1502-31 
contain most of the rules of the current 
intercompany transaction system. De
velopments in business practices and 
the tax law since the adoption of these 
rules in 1966 have greatly increased the 
problem of accounting for intercom
pany transactions. In addition, the 
consolidated return regulations have 
received increased attention in recent 
years because of their potential to 
facilitate circumvention of changes in 
tax law, such as repeal of the General 
Utilities doctrine by the Tax Reform 
Act of 1986. See Pub. L. 99-514. 

Recent amendments to the intercom
pany transaction system have re
sponded to specific problems but have 
not attempted a comprehensive revi
sion. See, e.g., TD 8295 [1990-1 C.B. 
165] (amendments to better coordinate 
the parties to an intercompany transac
tion), and TD 8402 [1992-1 C.B. 302] 
(inapplicability of section 304 to inter
company transactions). 

The deferred sale approach of the 
current intercompany transaction sys
tem is retained in the proposed regula
tions, but the manner in which deferral 
is achieved is comprehensively revised. 
The proposed regulations reflect de
velopments since 1966, including is
sues that are partially addressed in 
other recent consolidated return regula
tion projects. See, e.g., CO-30-92 
[1992-2 C.B. 627] (proposed elimina
tion of the current §1.1502-31(b) spe
cial basis rules for in-kind distributions 
between members). The proposed reg
ulations also incorporate many of the 
comments received in connection with 
recent proposals to amend the consoli
dated return regulations. 

1. Separate and single entity 
treatment 

The current consolidated return reg
ulations use a deferred sale approach 
that treats the members of a group as 
separate entities for some purposes and 
as a single entity for other purposes. 

For example, the amount, location, 
character, and source of items from an 
intercompany transaction are generally 
determined as if separate returns were 
filed (separate entity treatment), but the 
timing of items is determined more like 
the timing that would apply if the 
participants were divisions of a single 
corporation (single entity treatment). 

If a selling member (S) sells property 
to a buying member (B), S must deter
mine its own gain or loss, and B' s 
basis in the property is generally its 
cost basis. These determinations treat 
the members as separate entities and 
they preserve the location within the 
group of income, gain, deduction, and 
loss from intercompany transactions. 
However, because consolidated taxable 
income is determined under §§ 1.1502-
11 and 1.1502-12 by aggregating the 
income, gain, deduction, and loss of the 
members, the group's consolidated tax
able income is clearly reflected only by 
generally matching the timing of S's 
and B' s items from the intercompany 
transaction. 

Some comments have suggested 
broadening the single entity treatment 
of consolidated groups for many pur
poses under the Internal Revenue Code 
of 1986 (Code) other than intercom
pany transactions. These suggestions 
generally have not been adopted in the 
proposed intercompany transaction reg
ulations because they involve aspects 
of related-party and substance-over
form issues that are beyond the scope 
of the intercompany transaction system. 
The proposed regulations implement 
only those single entity principles that 
are essential to taking into account 
items from intercompany transactions 
to clearly reflect the taxable income 
(and tax liability) of the group as a 
whole. The taxable income (and tax 
liability) is clearly reflected by prevent
ing intercompany transactions from 
creating, accelerating, avoiding, or de
ferring income (or tax liability) for the 
group. 

2. Location of items within the 
group 

a. In general 

If the members of a consolidated 
group remained constant, they had 
uniform status and accounting methods, 
and the only investment in the group 
were through the common parent, it 
would generally not be necessary to 
preserve the location of items within a 

group. Because these conditions are 
generally not present, however, pre
serving the location of items within a 
group is essential to the operation of 
the Code and consolidated return 
regulations. 

Members of a consolidated group 
generally retain their treatment as sepa
rate entities for many purposes. Mem
bers may engage in unrelated activities, 
use different accounting methods, 
maintain separate status as a bank or 
insurance company, have nonmember 
investors in their stock and obligations, 
and enter or leave the group retaining 
their asset basis, their carryovers, and 
their special status. 

Fixing the location of each member's 
items from intercompany transactions 
prevents circumvention of many Code 
provisions. For example, section 355 
imposes exacting requirements for S to 
transfer appreciated assets without rec
ognizing gain. If the intercompany 
transaction system permitted S' s gain 
to be shifted to B, the benefits of 
section 355 would be available without 
satisfying the requirements of that 
section. Rather than transferring appre
ciated assets to a controlled subsidiary 
and distributing the stock to B under 
section 355, S could simply distribute 
the appreciated assets to B in an 
intercompany transaction without rec
ognizing gain. 

Similarly, members having a special 
status under the Code (e.g., a bank or 
an insurance company) must make 
separate determinations of their income 
and deductions. For example, because 
section 1503(c) limits the use of 
consolidated group losses by life insur
ance company members, gain or loss 
cannot be transferred to or from a life 
insurance company member in circum
vention of the limitation. 

Fixing the items of each member is 
also essential to the operation of many 
consolidated return provisions outside 
the intercompany transaction system. 
See, e.g., §§1.l502-15 and 1.1502-21 
(limitation on losses carried from sepa
rate return limitation years), 1.1502-32 
and 1.1502-33 (adjustments to stock 
basis and earnings and profits), 1.1502-
79 and 1.1552-1 (allocation among 
members of amounts computed on a 
consolidated basis). 

For example, if S could shift the 
gain or loss in its assets to B, the 
related stock basis adjustments under 
§ 1.1502-32 could also be shifted to 
eliminate any gam or loss to be 
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recognized from a subsequent sale of 
the B stock. Similarly, direct interest of 
a creditor or nonmember shareholder in 
a subsidiary could be affected under a 
group tax sharing agreement by shifting 
gain or loss to or from the subsidiary 
through intercompany transactions. The 
distortions could extend into the sepa
rate return years of members (including 
consolidated return years of another 
group) by affecting the allocation of 
carryovers under § 1.1502-79 to a 
member leaving the group. 

Commentators have suggested alter
natives to the current deferred sale 
system that permit the shifting of items 
between members. These approaches 
are appealing because they simplify the 
operation of the intercompany transac
tion system by eliminating the need to 
value assets and services transferred 
between members. 

The most common suggestion is to 
return to a carryover basis system 
similar to the pre-1966 intercompany 
transaction system. Under a carryover 
basis approach, the gain or loss of S 
from the sale of an asset to B is 
eliminated, and B succeeds to S's basis 
in the asset instead of taking a cost 
basis. All of the group's gain or loss 
from the asset would be taken into 
account by B, and the character and 
other attributes of the gain or loss 
would be determined solely by refer
ence to B. This approach is consistent 
with generally accepted accounting 
principles (GAAP), which eliminate 
gross profit or loss from intercompany 
transactions in the preparation of con
solidated financial statements. 

A second suggestion has been to 
treat an intercompany transaction as if 
it had not occurred. Gain or loss from 
the transfer of an asset would be taken 
into account by S, and the timing and 
attributes of the gain or loss would be 
determined solely by reference to S. 
See, e.g., § 1.267([)-1 T( d) (deferred 
loss on depreciable property is restored 
based on the depreciation that would 
have been allowable to S if the transfer 
to B had not occurred). 

The current deferred sale system was 
adopted in 1966 because of the many 
problems with the prior carryover basis 
system. The prior system permitted 
intercompany items to be recognized 
by the wrong member and at the wrong 
time, to be characterized improperly, 
and sometimes to be eliminated com
pletely. See, e.g., Beck Builders, Inc. v. 
Commissioner, 41 T.C 616 (1964), 
appeal dismissed (10th Cir. 1965) 
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(intercompany income from the per
formance of services was eliminated 
without any corporate or shareholder 
level tax). 

The problems with the alternatives to 
a deferred sale system have increased 
with the increasing complexity of the 
Code since 1966. Any system that 
allocates to one member the entire gain 
or loss from assets transferred in an 
intercompany transaction must compen
sate with numerous adjustments to 
accommodate each Code or regulatory 
provision that relies on location. For 
example, a carryover basis system 
might permit appreciated assets of S to 
be sold outside the group without gain 
recognition, by forming B with a cash 
contribution, selling S' s asset to B for 
the cash, and then selling the B stock 
or S stock without recognizing the 
asset gain. This would be contrary to 
"mirror subsidiary" legislation. See, 
e.g., H.R. Rep. No. 391, 100th Cong., 
1st Sess. 1081-84 (1987). 

Although many of the problems 
could be addressed through supplemen
tal adjustments to conform the outside 
stock basis of a member to changes in 
its inside asset basis, these adjustments 
would not eliminate all of the problems 
and would introduce new problems. 
See "Stock of members," discussed in 
this notice of hearing at B.S. Because 
each of the necessary adjustments 
would vary greatly as to its purpose 
and scope, the rules would be complex 
in the aggregate. By contrast, the 
deferred sale system under the pro
posed regulations will result in less 
complexity because it is based on 
separate return accounting and the rules 
required for single entity treatment 
have a common purpose that is more 
easily understood. 

b. Comprehensive single entity 
treatment 

It is generally acknowledged that 
greater single entity treatment reduces 
anomalies and planning opportunities, 
and better reflects the economic unity 
of a consolidated group. See, e.g., CO-
30-92, supra (investment adjustment 
regulations); CO-78-90 [1991-1 CB. 
757], and CO-132-87 [1991-1 CB. 
728) (limitations on the use of losses); 
and IA-57-89 [1993-1 CB. 799) (al
ternative minimum tax computations). 
Single entity treatment has also been 
emphasized in the amendments to the 
intercompany transaction system since 
1990. 

It is sometimes suggested that the 
consolidated return regulations could be 
greatly simplified by adopting a com
prehensive single entity approach. For 
example, the acquisition, disposition, or 
deconsolidation of a member's stock 
could be treated for all Federal income 
tax purposes as the acquisition or 
disposition of its assets in a manner 
similar to section 338(h)( 10). Because 
the basis of the subsidiary's stock 
would then be irrelevant, the stock 
basis adjustment system under 
§ 1.1502-32 could be eliminated, and 
the potential for "mirror subsidiary" 
transactions would be greatly reduced. 
Even this system would not completely 
eliminate the importance of the location 
of items within a group if, for example, 
members do not have uniform status or 
accounting methods, or nonmember 
shareholders or creditors have an inter
est in the group other than through the 
common parent. 

Another approach to single entity 
treatment would be to completely ig
nore the separate existence of the mem
bers. This approach would significantly 
affect the application of many Code 
provisions to consolidated groups: 
members generally would not be per
mitted to have separate accounting 
methods; status as a bank or insurance 
company would be determined by treat
ing all of the members as a single cor
poration; and losses and other carry
overs would remain with the group in 
which they arose rather than be carried 
to separate return years as the members 
left the group. See also "Stock of 
members," discussed in this notice of 
hearing at B.S. 

Comprehensive application of single 
entity treatment could be limited to 
specific activities of the members or to 
specific Code provisions. For example, 
if a group operates an integrated enter
prise through subsidiaries, the members 
could be viewed as divisions to which 
single entity treatment would apply. 
Predominantly separate entity treatment 
would apply to members engaging in 
unrelated activities. Differentiating be
tween related and unrelated activities 
would present numerous definitional 
problems, and the treatment of mem
bers would have to be responsive to 
changes in their activities. Any ap
proach that applies for only limited 
Code purposes would require numerous 
rules to coordinate with other Code 
proVISiOns and to prevent inconsistent 
treatment. 



3. Mechanical rules 

l!ntil 1990, the intercompany trans
act~on regulations were presented as a 
senes of mechanical rules. See, e.g., 
§ 1.1502-13(b) (intercompany transac
tions), and §1.l502-13(c) through (f) 
(deferred intercompany transactions). 
T~ese r~les reflect inconsistently ap
plied single and separate entity 
principles. 

For example, S's gain from the sale 
of property to B is taken into account 
under current § 1.1502-13(f) when B 
disposes of the property outside the 
group. Because the rule does not 
distinguish between different types of 
dispositions, S' s restoration is required 
even if B disposes of the property in a 
like-kind exchange to which section 
1031 applies. Restoring S' s gain as a 
result of a section 1031 exchange by B 
do.es .not, however, reflect single entity 
pnnclples because a single entity gen
erally would not recognize gain on the 
exchange. Moreover, the nonmember 
participating in the exchange does not 
succeed to B' s cost basis from the 
intercompany transaction. 

Beginning in 1990, the mechanical 
rules were supplemented by more 
uniform, but narrowly focused rules. 
See, e.g., §1.1502-13(l) and (m). These 
new rules responded to specific trans
actions and were intended to limit 
inconsistent combinations of single and 
separate entity treatment under the 
mechanical rules. Because the 1990 
amendments did not replace the funda
mental mechanical approach, problems 
remain. 

For example, § 1.1502-13(m)(2) does 
not address the special issues presented 
by the disposition of property outside 
the group in a transaction that is a 
nonrecognition transaction under the 
Code. The proper treatment of these 
transactions cannot be uniform because 
they present a wide range of issues. 
Nonrecognition could reflect the defer
ral of gain or loss (e.g., because 
replacement property is received under 
section 1031 and the gain or loss will 
be taken into account by reference to 
the replacement property), duplication 
of gain or loss (e.g., through the 
operation of sections 358 and 362), or 
elimination or disallowance of gain or 
loss (e.g., section 301(d) provides for a 
fair market value basis even if the 
distributing member's loss is not recog
nized under section 311). 

Some commentators have suggested 
that the current regulations be retained, 

but fine-tuned to address problems as 
they arise. Recent amendments have 
not been comprehensive revisions, and 
they hav~ increased the already existing 
complexity because their interaction 
with the mechanical rules is unclear. 
For example, if S sells depreciable 
property to B, B' s depreciation deduc
tions result in restoration under both 
§1.1502-13(d) and (I) and these rules 
may restore S's gain at different rates. 

Because mechanical rules cannot 
envision all the combinations of trans
actions and provisions of law that 
continue to develop, an approach based 
on mechanical rules will inevitably 
produce inappropriate results. Conse
qu~ntly, the proposed regulations adopt 
umform rules of general application 
that reflect principles underlying the 
current mechanical rules. 

The uniform rules are flexible 
enough to apply to the broad range of 
transactions that can be intercompany 
transactions. For example, the proposed 
regulations do not require special rules 
to coordinate with the depreciation 
rules under section 168, the installment 
reporting rules under sections 453 
through 453B, and the limitations under 
sections 267, 382, and 469. Flexible 
rules are consistent with the approach 
of recent guidance on tax accounting 
issues generally. See, e.g., § 1.461-4 
(economic performance rules) and pro
posed § 1.446-4 (hedging transactions). 
Because the proposed regulations are 
flexible, they adapt to changes in the 
tax law and reduce the need for 
continuous updating. Thus, they should 
ultimately be easier to apply than 
mechanical rules. 

4. Matching and acceleration rules 

a. Matching rule 

The matching rule provides single 
entity treatment for the timing, charac
ter, source, and other attributes of items 
from intercompany transactions. For 
each consolidated return year, the 
matching rule requires Sand B to take 
into account their intercompany items 
and corresponding items to reflect the 
treatment of Sand B as divisions of a 
single corporation. 

S generally determines its items 
taken into account based on the dif
ference between the corresponding 
items B takes into account and B' s 
recomputed items (the corresponding 
items B would have taken into account 
if Sand B were divisions of a single 

corporation). One alternative that was 
considered would have determined the 
difference between the group's consoli
dated taxable income (rather than only 
B's items) and the group's recomputed 
consolidated taxable income (rather 
than only B's recomputed items). This 
approach was not adopted because 
determining the group's recomputed 
consolidated taxable income (deter
mined by treating Sand B as divisions 
of a single corporation) would be more 
complex than determining only B' s 
recomputed items. For example, it 
would require interactive computations 
(e.g., the effect on absorption of a 
carryover loss), require numerous ad
justments (e.g., for noncapital, non
deductible amounts), and involve circu
lar computations in some cases (e,g., if 
S sells property to B, and B sells 
property to S). 

Both the current regulations and the 
matching rule of the proposed regula
tions apply single entity treatment to 
redetermine the timing of S' s intercom
pany items. The matching rule also 
redetermines the character, source, and 
other attributes of intercompany items 
and corresponding items on a single 
entity basis, while the current regula
tions redetermine attributes only in 
limited cases. The approach of the 
proposed regulations better reflects the 
economic unity of the members and 
coordinates single entity treatment with 
various systems under the Code. For 
example, if only timing is determined 
on a single entity basis, it must be 
distinguished from character, and the 
distinction is not always clear under the 
Code. See, e.g., section 469 (the 
passive activity rules may be viewed as 
character rules because they limit ab
sorption of losses, or as timing rules 
because the losses ultimately will be 
absorbed). 

In determining attributes, the pro
posed regulations take into account the 
activiti~s of both Sand B with respect 
to the Intercompany transaction. Some 
argue that locking in character at the 
time of each intercompany transaction 
more accurately reflects the source and 
nature of the group's income. However, 
a single taxpayer generally does not 
lock in the character of its economic 
income as the use of its property 
change~. Instead, character is generally 
determined under common law princi
ples based on all of the facts and 
circumstances. For example, the con
version of investment property to prop
erty held for sale to customers in the 
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ordinary course of business generally 
causes any economically accrued gain 
or loss from the investment period to 
become dealer gain or loss when later 
recognized. 

b. Acceleration rule 

(i) In general 

Under the acceleration rule, S's 
intercompany items are taken into 
account to the extent either the match
ing rule will not fully account for the 
items in consolidated taxable income, 
or the intercompany transaction is 
reflected by a nonmember. The acceler
ation rule reflects the conclusion that 
matching is appropriate only if the 
effect of treating Sand B as divisions 
of a single corporation can be achieved. 

Alternatives to the acceleration rule 
were considered, but none presented a 
satisfactory solution. Although it is 
possible to continue matching the items 
of Sand B, matching would be inap
propriate once Sand B no longer join 
in the consolidated return of the group. 
In addition, continuing to integrate 
their accounting presents substantial 
administrative problems. 

Another alternative would be for S 
and B to take their remaining items 
into account under their separate ac
counting methods. This approach would 
be administratively complex, because it 
would require numerous rules to re
solve the issues that arise because of 
the differences between separate entity 
accounting and the matching rule. For 
example, if S sells a depreciable asset 
at a gain to B in exchange for a note, 
B depreciates the asset, and then the 
stock of B is sold to an unrelated 
person, S' s remaining gain might be 
taken into account under the install
ment method. The limitations under 
section 453(g) (sale of depreciable 
property to a controlled entity) might 
not apply to S's gain if S is no longer 
related to B. If B' s depreciation has 
caused S to restore more or less gain 
than S would have taken into account 
under the installment method, the dif
ference would have to be reconciled. 

Because separate entity accounting 
would produce the same results as the 
acceleration rule in most cases, the 
additional complexity is unwarranted. 

(ii) Nonrecognition transactions 

Under the current regulations, S's 
intercompany gain or loss from the sale 
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of property is taken into account on the 
disposition of the property outside the 
group, even if the disposition is a 
nonrecognition transaction. By contrast, 
only certain nonrecognition dispositions 
by B result in S' s intercompany gain 
being taken into account under the 
acceleration rule. 

For example, if B transfers property 
to a nonmember in an exchange to 
which section 1031 applies, the accel
eration rule would not apply because 
the intercompany transaction would 
have no effect on the nonmember, and 
S's intercompany items would continue 
to be matched with B' s corresponding 
items from the replacement property. 
On the other hand, if B transfers the 
property to a partnership in a transac
tion to which section 721 applies, S' s 
gain is accelerated because the part
nership succeeds to B' s cost basis 
under section 723. This result is 
inconsistent with single entity treatment 
because, if Sand B had been divisions 
of a single corporation, S' s transfer to 
B generally could not have created a 
cost basis to be reflected by the 
partnership in the property. 

Some commentators argue that an 
intercompany sale of property from S 
to B, followed by a section 351 or 721 
contribution of the property to a 
nonmember (including deemed contri
butions under section 708), warrants 
special rules. It is suggested that single 
entity treatment could be achieved by 
continuing the deferral of S' s intercom
pany items, and adjusting the nonmem
ber's basis in the property as if the 
order of events had been reversed. 
Thus, S would be treated as making the 
section 351 or 721 contribution to the 
nonmember and selling the stock or 
partnership interest in the nonmember 
to B. S's intercompany gain or loss 
would therefore be taken into account 
by reference to the stock or partnership 
interest in the nonmember rather than 
by reference to the asset. 

Reversing the order of events may 
require numerous adjustments to reflect 
all of the resulting tax consequences. 
For example, results that could not 
have been achieved under the reverse 
order must be eliminated. If deprecia
ble property is involved, the group 
would have to shift to the nonmember 
all depreciation deductions following 
the intercompany transaction because 
the property is treated as transferred by 
S to the nonmember before the inter
company transaction). Discontinuities 
would have to be addressed (e.g., if B 

contributes the property to a nonmem
ber corporation subject to its own 
liabilities, treating S as contributing the 
property before the intercompany trans
action might cause section 357 to apply 
to the nonmember's assumption of B's 
liability together with associated basis 
consequences. Different rules may be 
required for losses and gains (e.g., if S 
is a dealer but B is not, and B 
contributes the property to a part
nership, reordering the events may 
allow the group to select the character 
of the property based on the rules 
under section 724). See also "Stock of 
members," in this notice of hearing at 
B.S. (problems with reversing the order 
of transactions). 

Another alterative would continue 
deferral following B' s contribution of 
the property to a partnership if the 
partnership adopts special allocations to 
prevent nonmember partners from be
ing affected by B's cost basis. (Sec
tions 704(c) and 737 would not address 
the problem.) Although special part
nership allocations might be adopted, 
additional adjustments would be re
quired to override otherwise applicable 
rules that might result in nonmembers 
reflecting the intercompany transaction. 

(iii) Subgroups 

The current regulations do not 
restore S' s items if the group termi
nates by reason of its acquisition by 
another consolidated group (provided 
that all of the members immediately 
before the acquisition become members 
of the acquiring group). Consideration 
was given to expanding this successor 
rule to encompass subgroup principles. 
See, e.g., §301.6402-7(h)(2) (insolvent 
financial institution subgroups), and 
proposed § 1.1502-21 (c )(2) (subgroup 
rules under the separate return limita
tion year rules). For example, if an
other consolidated group simul
taneously acquires only the stock of S 
and B, S's intercompany items could 
continue to be deferred and taken into 
account in the acquiring group under 
the matching rule. (S' s intercompany 
items from intercompany transactions 
with members other than B would be 
accelerated. ) 

The essential issue raised by sub
grouping is whether single entity treat
ment should focus on treatment of the 
entire consolidated group in which the 
intercompany transaction occurs, or 
only on the treatment of Sand B as the 
parties to the transaction. It is not clear 



that subgroup rules would be consistent 
with single entity treatment under the 
intercompany transaction system. 

For example, if S is deferring gain 
from a sale of property to B, and the 
stock of Sand B are simultaneously 
purchased by another group, the basis 
of S' s stock will not be increased under 
§ 1.1502-32 for the intercompany gain 
unless it is accelerated before the sale. 
Thus, selling group's gain from the sale 
of S's stock may be duplicated when 
S's intercompany gain is later taken 
into account by the buying group. This 
gain duplication is inconsistent with 
treating the selling group as a single 
entity. See also § 1.1502-20 (the buying 
group will not be permitted a loss from 
stock basis adjustments under § 1.1502-
32 attributable to S' s built-in intercom
pany gain). 

Because the purpose for single entity 
treatment under the intercompany trans
action system is based on the effect of 
intercompany transactions on consoli
dated taxable income, it is not clear 
that focusing on the individual mem
bers participating in intercompany 
transactions (rather than on the group) 
is appropriate. (But see the proposed 
section 267(f) regulations, which 
provide for subgrouping because the 
deferral of loss is based on the 
relationship of Sand B to each other 
rather than on their membership in a 
particular controlled group.) 

Subgroup rules would increase the 
complexity of the intercompany trans
action system. Compare proposed 
§§1.1502-21(c)(2) and 1.1502-91 to 
1.1502-96 (subgroup rules in other 
contexts). Subgroup rules might require 
distinguishing between gain and loss, 
special rules might be required to apply 
certain Code provisions to transactions 
indirectly between separate consoli
dated groups, and coordinating rules 
for S' s reacquisition of property sold to 
B would be required. Rules would also 
be necessary for back-to-back inter
company transactions, and it may be 
necessary to require the members of a 
subgroup to bear a section 1504 rela
tionship to each other to minimize the 
effect of intercompany items and corre
sponding items on stock basis under 
§1.1502-32. 

c. Simplifying rules 

Because of the complexity associated 
with accounting for items under any 
deferred sale system, consideration was 
given to proposing simplifying rules for 

de minimis or ordinary course inter
company transactions. 

Simplifying rules might be appropri
ate for infrequent transactions between 
members of small groups, because the 
valuation difficulties of a deferred sale 
system could be disproportionate to the 
potential effect on consolidated taxable 
income. The relief might be to account 
for the transactions under a carryover 
basis system. Problems would arise, 
however, in defining an "infrequent 
transaction" and "small group." Com
plexities could also arise concerning 
the treatment of fluctuations in group 
size, and the need for special rules to 
limit the cumulative effect of simplify
ing rules. 

At the other extreme, simplifying 
rules might be appropriate for large 
groups with members that transact 
primarily with nonmembers, but occa
sionally transact with members in the 
ordinary course and on the same terms 
and conditions. The burdens on the 
group of accounting for intercompany 
transactions under rules different from 
the group's other accounting systems 
may also be disproportionate. Relief in 
this situation might be separate return 
accounting that conforms with the 
group's generally applicable inventory 
systems, but any such system would 
present new problems and require 
special rules (e.g .. to prevent a group 
for accelerating only its intercompany 
losses under the separate return rules). 

Any simplifying rules of general 
application would be in addition to the 
general rules. Different groups may 
require different forms of relief, and 
groups would need to be familiar with 
all of the systems. The burdens of 
simplifying rules appear to outweigh 
their benefits. Instead of rules of 
general application, limited rules are 
included to simplify the treatment of 
inventories and reserve accounting. In 
addition, the election under current law 
to not apply the intercompany transac
tion system is retained. 

In simplifying the rules for members 
using a dollar-value LIFO inventory 
method, consideration was given to a 
"carryover basis method" that more 
precisely conforms to the matching 
rule. Under the carryover basis method, 
B would determine the difference each 
year between its corresponding inven
tory items taken into account and its 
recomputed corresponding inventory 
items (the items that B would take into 
account for the year if Sand B were 
divisions of a single corporation). For 

this purpose, B would recompute the 
value of its LIFO inventory using a 
carryover basis amount for its inter
company purchases rather than actual 
costs. The cumulative difference in the 
LIFO inventory value of B' s pool that 
receives intercompany purchases would 
be treated as the amount of intercom
pany inventory items not taken into 
account by S, because that amount is 
included in a LIFO layer of B. To 
ensure that only S's intercompany 
inventory items are reflected in B' s 
LIFO value difference, B' s base-year 
cost of recomputed inventory purchases 
would be the same as the actual base
year costs under B's dollar-value LIFO 
inventory method. 

An advantage of the carryover basis 
method is B' s familiarity with its 
dollar-value LIFO inventory computa
tions. The only required recomputations 
are the substitution of carryover costs 
for the actual costs of intercompany 
purchases. All of the LIFO submethods 
of B would otherwise be used. S would 
make no additional computations other 
than computing the carryover basis 
amount of its inventory sold to B. 

Distortions could result under the 
carryover basis method, however, if 
other costs in the LIFO computation 
affect B' s carryover basis amount in a 
manner different from their effect on 
B's actual cost for intercompany inven
tory purchases. For example, if S sells 
raw material to B for further process
ing, the raw material may be allocated 
additional costs by B under burden rate 
methods that use the cost of goods as 
the base for allocation. Thus, costs 
would be allocated to the raw materials 
one way at their carryover basis, and 
another way at their actual cost. This 
difference would be reflected in B' s 
LIFO inventory value. Because the 
carryover basis method assumes that 
the difference in LIFO inventory values 
equals the amount of S's intercompany 
inventory items, any additional dif
ferences would distort the results. 

5. Stock of members 

Notwithstanding their similarities, 
stock is different from other assets 
within a group. A member's stock 
generally has no value independent of 
the member's underlying assets, yet has 
its own basis and holding period under 
the Code. 

Both the current regulations and the 
proposed regulations generally treat a 
member's stock as an asset separate 
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from the member's underlying assets. 
For example, if a member's stock is 
sold in an intercompany transaction, 
the gain or loss from the sale is taken 
into account under the matching and 
acceleration rules of the proposed 
regulations like gain or loss from any 
other asset. 

The stock basis adjustment rules 
under § 1.1502-32 provide a significant 
degree of single entity treatment for 
member stock. However, the complex
ities of single entity treatment for 
member stock under the Code prevent 
more generally disregarding the sepa
rate existence of stock for purposes of 
intercompany transactions. 

Some commentators have argued for 
the elimination of any gain or loss 
from transactions with respect to a 
member's stock-in effect applying 
section 1032 on a single entity basis. 
Others would limit this treatment to 
transactions by a member involving the 
stock of the common parent (P). Thus, 
if P contributes its own stock to S, S 
should not recognize gain if it later 
sells the stock to a nonmember or if it 
later distributes the stock back to P. 
Compare proposed §1.1032-2 (S's use 
of P stock in certain triangular reorga
nizations does not result in gain or loss 
to S). 

The commentators argue that S 
should not recognize gain or loss from 
its sale of P stock because the transac
tion is equivalent to P selling its own 
stock and contributing the proceeds to 
S. It is argued that this single entity 
treatment is particularly compelling in 
the consolidated return context. For 
example, S' s gain or loss on the sale of 
P stock is reflected in P's earnings and 
profits under §1.1502-33 and P's tax 
liability under § 1.1502-6, even though 
P would have no earnings and profits 
or tax liability from its sale of P stock. 

Treating each member's sale of P 
stock as a direct sale by P would be an 
expansive application of single entity 
treatment. Although commentators gen
erally focus only on sales of P stock by 
members, an expansive single entity 
approach, if adopted, would have far 
reaching effects. 

Consistently treating Sand P as a 
single entity would require treating any 
acquisition by S of P stock as a direct 
acquisition by P of its own stock in a 
deemed redemption. The application of 
section 304 principles and the associ
ated consequences (e.g., adjustments to 
earnings and profits) would have to be 
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expanded to all such cases and coordi
nated with other Code provisions. 
Compare Bhada v. Commissioner, 892 
F.2d 39 (6th Cir. 1989) (S stock 
exchanged by S for P stock is not 
"property" under section 304(a)
(2)(A». 

Comparable results would be re
quired in an indirect acquisition if, for 
example, S owns appreciated P stock 
when S becomes a member of the P 
group. The P stock owned by S would 
have to be treated as redeemed and 
taxed immediately. Compare proposed 
§ 1.337(d)-3 (P's acquisition of an 
interest in a partnership that owns P 
stock is treated as a redemption of the 
stock). 

Following the deemed redemption of 
the P stock owned by S, expansive 
application of single entity treatment 
would result in elimination of any 
subsequent gain or loss of S from 
disposing of the P stock. The gain or 
loss could be eliminated, for example, 
either by adjusting S's basis in the P 
stock to fair market value or by ex
panding the application of section 
1032. 

Any form of elimination will require 
a definition of the disposition to which 
the elimination applies (including indi
rect dispositions such as S becoming a 
nonmember), and rules to coordinate 
the effects of the elimination, includ
ing: the determination of P's basis in 
its S stock; the determination of each 
member's earnings and profits; the 
treatment of any interest by nonmem
ber shareholders investing directly in S; 
the treatment of intermediate members 
if S is not a direct subsidiary of P; the 
treatment of stock equivalents (e.g., 
warrants, convertible debt, and indirect 
interests through passthrough entities); 
and the resolution of transitional 
problems. 

Applying consistent single entity 
treatment for stock would raise nu
merous issues under the Code, includ
ing: distinguishing between inter
company transactions that are taxable 
(e.g., as sales) and tax-free (e.g., as 
deemed reorganizations); sharing the 
earnings and profits of all members for 
purposes of characterizing distributions 
by either S or P; expanding the appli
cation of sections 305, 306, and 354 if 
S issues its own preferred stock to 
acquire existing P stock held by 
nonmember P shareholders; disqualify
mg a liquidation by P under section 
332 that includes a distribution to S 
because the distribution to S prevents P 

from completely liquidating; and treat
ing both P and S as a party in any two
party reorganization involving a non
member and either S or P. 

Single entity treatment may ul
timately compel the conclusion that S 
stock held by P also be treated as 
treasury stock held by S (and any 
member's ownership of the stock of 
another member be treated as treasury 
stock held by that other member). For 
example, if P owns 79% of S's stock 
and later acquires the remaining 21 %, 
single entity treatment may require 
treating P's 79% interest as redeemed 
immediately after S becomes a member 
because P's stock in S would be treated 
as becoming treasury stock of S. Thus, 
P's gain or loss inherent in the 79% 
interest would be taken into account 
immediatel y. 

The proposed regulations do not 
adopt expanded single entity treatment 
for stock of members. That approach 
would greatly increase the complexity 
of the proposed regulations and would 
have significant consequences for the 
tax liability of a group. Although 
complexity could be reduced (e.g., by 
limiting single entity treatment to a 
higher-tier member's ownership of a 
lower-tier member's stock or to com
mon parent stock owned by a wholly
owned, first-tier subsidiary), numerous 
problems would remain. 

One stock transaction that has re
ceived a significant amount of attention 
regarding single entity treatment is the 
liquidation of a member following an 
intercompany sale or distribution of its 
stock. Under the current regulations, if 
S sells all of the stock of a lower-tier 
member (T) to B at a gain, and T sub
sequently liquidates under section 332, 
S's gain is taken into account. If the 
basis of T's assets conformed to the 
basis of its stock before S' s sale, S' s 
gain from the T stock will be dupli
cated by gain that the group later 
recognizes from the former T assets 
(because B succeeds to T's basis in the 
assets). The problem could also arise, 
for example, if T is deemed to liquidate 
as the result of an election under 
section 338(h)(10), or if B merges 
downstream into T. Commentators have 
argued that single entity treatment 
should apply to eliminate S's gain, or 
to coordinate the gain with any corre
sponding gain inherent in the former T 
assets. 

The proposed regulations provide 
limited, administrable relief that should 
be available in the most common cir-



cumstances. Although several more 
comprehensive solutions to these prob
lems have been suggested by commen
tators, they are generally not feasible. 
The simplest solution is to eliminate 
S's gain when T liquidates, but this 
approach would permit gain that arose 
in S to be eliminated and is therefore 
inconsistent with the objectives of the 
proposed regulations to preserve loca
tion. See "Location of items within the 
group," discussed in this notice of 
hearing at B.2. 

A second approach would provide an 
election under section 336(e) to elimi
nate S' s gain by treating S' s sale of T 
stock as a sale by T of all of its assets. 
The implementation of section 336(e) 
raises several problems. For example, 
each of T's assets must be separately 
valued and intercompany gain traced to 
the individual assets, special rules 
would be necessary for lower-tier sub
sidiaries and transfers of less than all 
of the T stock, and liquidation
reincorporation concerns would have to 
be resolved. If the election is required 
at the time of S' s sale, it would not be 
useful to many taxpayers because the 
subsequent liquidation will not be 
anticipated. However, if an election is 
not required until the liquidation oc
curs, it might no longer be feasible to 
determine the consequences of the 
treatment or to amend the returns for 
all affected prior years. 

A third approach would effectively 
reverse the order of S's intercompany 
stock sale and the subsequent sale of 
the former T assets. S would take into 
account the subsequent asset gain from 
the former T assets as it is recognized, 
instead of taking into account its own 
stock gain. This approach approximates 
the results that would have occurred if 
T's asset gain had been recognized 
before the intercompany stock sale and 
the stock gain eliminated because of 
the basis adjustments under § 1.1502-
32. Although the location of the 
group's single gain is preserved in S, 
and the character of the gain is 
consistent with the reversal of order, 
the tracing required of the former T 
assets would be complex, and addi
tional adjustments would be required to 
account for S' s use of the stock sale 
proceeds. See also "Acceleration 
rule-nonrecognition transactions," in 
this notice of hearing at B.4.b.ii. 
(problems with reversing the order of 
transactions ). 

The proposed regulations provide 
special rules to clarify the results if a 

member acquires its own stock in an 
intercompany transaction. The proposed 
regulations generally take into account 
immediately any intercompany items 
from transferring an issuer's stock back 
to the issuer in an intercompany trans
action, because future matching is no 
longer possible. The results are consis
tent with the separate entity treatment 
preserved under the proposed regula
tions by not deeming P's acquisition of 
S stock as a deemed redemption of any 
P stock that S owns. (Possible deemed 
redemption treatment remains under 
study. See, e.g., proposed §1.337(d)-3, 
under which p's acquisition of an 
interest in a partnership that owns P 
stock is treated as a redemption of the 
stock.) Administrative difficulties pre
vent distinguishing S' s gain or loss 
accruing after it is a member from the 
gain or loss that was built-in when it 
became a member, and any such dis
tinctions would result in inconsistent 
combinations of single and separate 
entity treatment. 

6. Obligations of members 

Legislative and judicial develop
ments since 1966 that are applicable to 
all obligations have affected the treat
ment of obligations between members. 
For example, the Code provisions for 
taking into account bond premium and 
discount have been comprehensively 
revised to incorporate time value of 
money principles. See, e.g., Pub. L. 
98-369, §§41-44 (sections 163(e) and 
1271 to 1288). 

Section 108( e)( 4) was enacted in 
1980 to prevent avoidance of discharge 
of indebtedness. The statute adopts a 
limited single entity approach by treat
ing the acquisition of debt by a person 
related to the debtor as comparable to 
the debtor's acquisition of its own debt. 
The regulations implementing section 
108( e)( 4) include some circumstances 
in which the holder of the debt be
comes a person related to the debtor. 

The preamble to the proposed section 
1 08( e)( 4) regulations indicates that the 
consolidated return regulations would 
be modified to apply similar principles 
to any transaction in which a debtor 
and the holder of the debt become 
members of the same consolidated 
group. See CO-90-90 [1991-1 C.B. 
774], clarified by Notice 91-15, 1991-
1 C.B. 319. The proposed intercom
pany transaction regulations implement 
this treatment of members of a consoli
dated group. 

Special consideration has been given 
in recent years to the issues presented 
by developing markets for notional 
principal contracts and other sophisti
cated financial instruments. These obli
gations are not clearly described under 
the current consolidated return regula
tions because their exponential growth 
only began over the last decade. 
Section 1.446-3 provides for the timing 
of income and deductions from no
tional principal contracts, but does not 
address many of the issues arising from 
notional principal contracts between 
related parties. 

Section 475 was enacted in 1993 to 
address problems with measuring the 
income of dealers in securities, includ
ing these contracts. See Pub. L. 103-
66, §13223. Section 475 generally 
requires a dealer to mark-to-market its 
position in securities, and may greatly 
expand the instances in which items are 
recognized by a member with respect 
to intercompany obligations. 

Notional principal contracts and 
other securities are frequently used to 
hedge assets or liabilities. Section 
1.1221-2T generally conforms the 
character of items from the contracts 
with the items from the underlying 
assets or liabilities. Similar rules are 
proposed in § 1.446-4 to conform the 
timing of the items. The purpose of 
these rules is to match the timing and 
character of items from hedging trans
actions with the items being hedged. 
See TD 8493, FI-46-93, and FI-54-93 
[1993-2 C.B. 255, 613, and 615]. 
Although these rules apply to certain 
hedging of aggregate risks, they do not 
apply if a taxpayer hedges the risk of a 
related party. 

The proposed regulations provide 
greater single entity treatment for inter
company obligations than for member 
stock. Greater single entity treatment is 
possible because the separate return 
rules under the Code already provide 
that the aggregate income and deduc
tions of the parties to obligations 
generally correspond in amount and 
effect on earnings and profits. In the 
consolidated return context, these 
provisions generally produce offsetting 
items whose timing and character can 
be conformed. Concerns about the 
location of items within a group can be 
addressed by making only limited 
adjustments to the separate return rules. 
For example, the separate return reg
ulations under section I 08( e)( 4) pro
vide essentially single entity treatment 
for related-party acquisitions of debt. 
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Only limited rules are necessary under 
the proposed regulations to conform the 
section lO8( e)( 4) rules to the single 
entity treatment of consolidated groups. 

By contrast, there are significant 
differences between the treatment of 
issuers and holders of stock that would 
entail numerous adjustments to con
form the amount, location, and collat
eral effects of items, as well as timing 
and character. For example, section 304 
treatment would be required for stock 
transactions that are comparable to 
section lO8(e)(4) transactions. Thus, 
section 304 principles would have to be 
extended to all transactions which 
result in one member owning another 
member's stock (e.g., an indirect ac
quisition in which the holder of the 
stock becomes a member). Adjustments 
would be necessary for earnings and 
profits and stock basis, and additional 
rules would be necessary to treat a 
subsequent disposition of the stock as 
an issuance that does not result in gain 
or loss. 

Several approaches to single entity 
treatment were considered for inter
company obligations. One approach 
would treat all gain or loss with respect 
to an intercompany obligation as a 
transfer with respect to stock. For 
example, if the debtor member retires 
its intercompany debt at a discount, the 
creditor member's corresponding loss 
would be treated as a capital contribu
tion or distribution, as the case may be, 
to the debtor member. See generally 
§§1.61-12(a) and 1.301-1(m). If the 
debtor and creditor are in a brother
sister (rather than parent-subsidiary) 
relationship within a group, additional 
adjustments would be required. 

Treating the creditor member's loss 
as a capital contribution (or distribu
tion) ensures that the loss does not 
affect the overall determination of 
consolidated taxable income, but it 
would distort the location of items 
within a group. For example, if a 
debtor or creditor is a subsidiary with 
nonmember shareholders, a portion of 
any decrease in the value of the debt 
would be borne by these shareholders 
rather than the group. Treating the 
creditor member's entire loss as a 
capital contribution would also fail to 
reflect the interests of the nonmember 
shareholders in the debtor or creditor 
for purposes of stock basis and earn
ings and profits adjustments under 
§§1.1502-32 and 1.1502-33. 

The proposed regulations generally 
adopt a single entity approach by 
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requIrIng both parties to an intercom
pany obligation to take offsetting items 
into account under the matching rule. 
Because the income and loss of the 
parties are separately taken into ac
count, their items are separately re
flected in the stock basis and earnings 
and profits adjustments under 
§§1.l502-32 and 1.1502-33 (and there
by reflect the interests of any non
member shareholders). 

The proposed regulations provide 
rules for two categories of transactions 
involving intercompany obligations. 
The first category generally includes 
transactions in which an intercompany 
obligation is sold to a nonmember or 
otherwise becomes an obligation that is 
not an intercompany obligation (e.g., 
the debtor or creditor becomes a 
nonmember). The proposed regulations 
treat the intercompany obligation as 
satisfied immediately before the trans
action and reissued immediately after 
the transaction. 

Treating the obligation as satisfied 
immediately before the transaction re
sults in both gain and loss of the 
parties from the satisfaction being 
taken into account in the determination 
of consolidated taxable income. The 
matching rule conforms the timing and 
attributes of the items to prevent any 
effect on consolidated taxable income. 

By conforming timing and attributes 
in the determination of consolidated 
taxable income and treating the obliga
tion as reissued immediately after the 
transaction, the intercompany obliga
tion is effectively treated as first 
existing as an obligation only after it is 
held by a nonmember. Thus, if S sells 
B's debt obligation to a nonmember at 
a discount, the debt is treated by both 
B and the nonmember as having 
original issue discount to which section 
1272 applies (rather than market dis
count to which sections 1276 through 
1278 apply). This single entity treat
ment avoids mechanical rules and 
accommodates any future changes in 
the separate return rules for the taxa
tion of indebtedness. 

The second category includes trans
actions in which an existing obligation 
becomes an intercompany obligation. 
Although section I 08( e)( 4) applies to 
many of these cases, it does not apply 
to all of them. 

Because the focus of section 
108(e)(4) is to prevent avoidance of 
discharge of indebtedness income, 
§ 1.1 08-2 requires only the debtor to 

recognize gain or loss. The proposed 
regulations treat both the debtor and 
creditor as recognizing gain or loss. 
For example, if a nonmember creditor 
becomes a member, the obligation is 
treated as retired and reissued imme
diately after the obligation becomes an 
intercompany obligation. Because the 
amounts taken into account accrued 
before the debtor and creditor joined in 
filing a consolidated return, the pro
posed regulations preserve the separate 
return attributes of the gain and loss, 
and these amounts might not conform 
in character. The deemed satisfaction 
and reissuance avoids the need to ex
pand the mechanical rules of § 1.108-2. 

The separate return rules for obliga
tions satisfied, modified, or issued in a 
reorganization or other nonrecognition 
transaction are under study as part of a 
separate project. See, e.g., Rev. Rul. 
74-54, 74-1 C.B. 76 (indebtedness of a 
parent corporation is an asset to which 
section 332 applies); Estate of Helen 
Gilmore v. Commissioner, 40 B.T.A. 
945 (1939), acq. 1940-1 C.B. 2 (in
debtedness of a shareholder is an asset 
to which the predecessor of sections 
331 applies); and Rev. Rul. 93-7, 
1993-1 C.B. 125 (recognition of gain 
or loss on distribution of debt by 
creditor partnership to debtor partner). 
The rules for these nonrecognition 
transactions will be coordinated with 
the rules of the proposed regulations 
for the treatment of transactions in 
which an existing obligation that be
comes an intercompany obligation, to 
the extent that the transactions are 
comparable. Different treatment may be 
appropriate if, for example, an insol
vent target is acquired by its significant 
creditor, because the target's insol
vency for purposes of section 108(a) 
might be eliminated if the discharge 
were treated as occurring immediately 
after the acquisition. 

Although recent proposed regulations 
under § 1.446-4 generally attempt to 
match the timing of items from hedging 
transactions with the items being 
hedged, the current consolidated return 
regulations might prevent this match
ing. For example, S may reduce its 
interest rate risk on an existing debt 
owed to a nonmember by entering into 
an intercompany interest rate swap 
contract with B (the member that 
centralizes the hedging activities of the 
group). B may, in turn, offset its net 
aggregate risk by entering into an 
offsetting contract with a nonmember. 
If B is subject to section 475, B's 



interest in the intragroup contract and 
its interest in the contract with the 
nonmember are marked-to-market. If 
the intragroup contract is an intercom
pany obligation to which current 
§ 1.1502-14( d) applies, however, B' s 
marking to market gain or loss from 
the intragroup contract is deferred 
unless section 475 requires otherwise. 
If S is not subject to section 475, it 
does not mark to market either its debt 
or its interest in the intragroup contract. 
Thus, the timing of the items from the 
intragroup contract, S' s debt, and B' s 
contract with the nonmember may not 
necessarily match. Of S's two positions 
and B' s two positions, only gain or loss 
from B' s contract with the nonmember 
would be currently taken into account. 

The proposed regulations treat B's 
marking to market of its interest in the 
intragroup contract as resulting in the 
satisfaction and reissuance of the con
tract. Thus, B takes into account 
immediately its gain or loss from the 
deemed retirement of the intragroup 
contract, and S takes into account an 
offsetting amount of loss or gain. A 
new intragroup contract is then deemed 
to be reissued at a discount or premium 
(to reflect its fair market value) that is 

taken into account over time based on 
the applicable rules for the type of 
obligation. The net timing effect on 
consolidated taxable income is similar 
to the deferral that would be required 
for the obligation under the current 
regulations if § 1.1502-14(d) applies. It 
is also analogous to the effect on con
solidated taxable income if Sand B 
had not entered into the intragroup con
tract, but B nevertheless had contracted 
with the nonmember by reason of S's 
interest rate risk (i.e., a related-party 
hedge). However, the deemed satis
faction and reissuance under the pro
posed regulations preserve the location 
of each member's items. 

The proper treatment of related-party 
hedging transactions is also being 
considered in conjunction with the 
finalization of regulations under sec
tions 446 and 1221. See, e.g., TD 8493, 
FI--46-93, and Fl-54-93 [1993-2 C.B. 
255, 613, and 615J. Depending on the 
treatment under those final regulations 
of hedging transactions in which one 
member of a consolidated group offsets 
the risk of another member, it may be 
necessary to modify the consolidated 
return regulations to clearly reflect 
consolidated taxable income. 

7. Conclusion 

This document was prepared to pro
vide background information on the 
issues and approaches considered in 
developing the proposed regulations. 
Comments and questions concerning 
the intercompany transaction system 
need not be limited to the issues 
discussed in this document. 

By direction of the Commissioner of 
Internal Revenue: 

Dale D. Goode, 
Federal Register Liaison Officer, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
April 8. 1994. 1:03 p.m .. and published in the 
issue of the Federal Register for April 15. 
1994, 59 F.R. 18048) 

Elections Under the Omnibus Budget 
Reconciliation Act of 1993 

Notice 94-50 

This notice provides references to 
guidance published by the Internal 
Revenue Service as of March 31, 1994, 
with respect to the time and manner for 
making seven of the elections provided 
to taxpayers by the Omnibus Budget 
Reconciliation Act of 1993 (the Act). 

Code or Act Section General Description of Election Guidance 

Act section l320l(d) Election to Pay Additional 1993 Taxes in Installments. See Notice 93-51, 1993-2 C.B. 337. 
Election by individual taxpayers who are liable for 
additional 1993 taxes to pay those additional taxes in 
three equal installments. 

Code section 108(c)(3) Exclusion from Gross Income for Income from Dis- See regulations § 1.108(c)-lT. 
charge of Qualified Real Property Business Indebted-
ness. 
Certain noncorporate taxpayers may elect to treat 
certain indebtedness described in section I08(c)(3) that 
is discharged after December 31, 1992, as qualified 
real property business indebtedness. The discharged 
indebtedness is excluded from gross income to the 
extent allowed by section 108. 

Code section 163(d)(4) Treatment of Capital Gain Under Limitation on Invest- Section regulations § 1.163(d)-lT. 
ment Interest. 
Election to take all or a portion of certain net capital 
gains, attributable to dispositions of property held for 
investment into account as investment income. As a 
consequen~e, the capital gains affected by this election 
are not eligible for the maximum capital gains rate of 
28%. 
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Code or Act Section 

Code section 197 (Act 
section 1326(g)) 

General Description of Election 

Amortization of Goodwill and Certain Other 197 In
tangibles. 
There are two elections. (1) One election allows tax
payers to apply section 197 retroactively to property 
acquired after July 25, 1991, and before August 11, 
1993. (2) The other election allows an exception from 
the application of section 197 to certain property 
acquired pursuant to a binding contract in effect on 
August 10, 1993. 

Code section 1044(a) Rollover of Publicly Traded Securities Gain into 
Specialized Small Business Investment Companies. 
Election allows individuals and C corporations that 
sell publicly traded securities after August 9, 1993, to 
not recognize certain gain from the sale if the taxpayer 
purchases common stock or a partnership interest in a 
specialized small business investment company within 
the 60-day period beginning on the day the publicly 
traded securities are sold. 

Code section 6655(e)
(2)(C) 

Election for Different Annualization Periods. Election 
by a corporate taxpayer to use a different annualization 
period to determine annualized income for purposes of 
paying any required installment of estimated income 
tax for a taxable year beginning after December 31, 
1993. 

The Service also published Rev. 
Procs. 94-9, page 555, this Bulletin, 
and 94-10, page 556, this Bulletin, 
relating to two elections with respect to 
the low-income housing credit under 
section 42 of the Code. The deadline 
for making these two elections, which 
are under Act section 13142(c) and 
relate to the determination of gross rent 
based on the number of bedrooms and 
to the 200% rent restriction, was 
February 7, 1994. 

The Service may issue separate 
guidance with respect to other elections 
that are contained in the Act and are 
not listed in this notice. 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 94-51 

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 
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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: April 11, 1994. 

Samuel Y. Sessions, 
Deputy Assistant Secretary 

for Tax Policy. 
(Filed by the Office of the Federal Register on 
April 15. 1994. 8:45 a.m .. and published in the 
issue of the Federal Register for April 18. 
1994. 59 18439) 

Minimum Coverage Requirements; 
Correction 

Notice 94-52 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

Guidance 

Section regulations § 1.197-lT. 

See regulations § 1.l044(a)-lT. 

See regulations § 1.6655(e)-lT. 

ACTION: Correction to final 
re gulations. 

SUMMARY: This document contains a 
correction to the final regulations (TD 
8487 [1993-2 C.B. 193]), which was 
published in the Federal Register for 
Friday, September 3, 1993 (58 FR 
46835). The amendments to the final 
regulation provide minimum coverage 
requirements. 

EFFECTIVE DATE: January 1, 1994. 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations that are the 
subject of this correction are under 
section 41 O(b) of the Internal Revenue 
Code of 1986. 

Need for Correction 

As published, TD 8487 contains 
instructional language which may prove 
to be misleading and is, therefore, 
clarified. 

Correction of Publication 

Accordingly, the publication of final 
regulations (TD 8487), which were the 
subject of FR Doc. 93-21379, is 
corrected as follows: 



On page 46842, column 2, preceding 
§1.41O(b)-6, in instructional "Par. 9.", 
paragraph 2, line 2, the language 
"(d)(2), and (g) as set forth below." is 
corrected to read "(d)(2)(i), (d)(2)(ii), 
and (g) as set forth below.". 

Cynthia E. Grigsby, 
Chief, Regulations Unit, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
April 8, 1994. 8:45 a.m., and published in the 
issue of the Federal Register for April I J, 
1994. 59 F.R. 16984) 

Weighted Average Interest 
Rate Update 

Notice 94-53 

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(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 Year 

April 1994 

Weighted 
Average 

7.30 

Permissible 
Range 

6.57 to 8.03 

Tax on Certain Imported Substances; 
Withdrawal of Petition 

Notice 94-54 

This notice announces the with
drawal, under Notice 89-61, 1989-1 
C.B. 717, of a petition requesting that 
acrylonitrile-butadiene-styrene (ABS) 
pellets be added to the list of taxable 
substances in § 4672(a)(3) of the 
Internal Revenue Code. 

On September 12, 1989, a Notice of 
Filing was published in the Federal 
Register (54 FR 37757) announcing the 
acceptance of a petition for ABS 
submitted by GE Chemicals. Upon 
consideration of the written comments 
received, it has been decided that ABS 
is a member of the "polystyrene resins 
and copolymers" group of taxable 
substances and, as such, is already on 
the initial list of taxable substances in 
§ 4672(a)(3), effective January I, 1989. 

Accordingly, the petItIOner is with
drawing that petition. 

In addition, on April 14, 1992, a 
Notice of Receipt of Petitions was 
published in the Federal Register (57 
FR 12956) announcing the receipt of a 
petition for ABS submitted by Dow 
Chemical Company. That petition by 
Dow is not accepted because ABS is a 
substance on the initial list of taxable 
substances in § 4672(a)(3). 

Update to Rev. Proc. 93-31 

Notice 94-55 

This notice pertains to the Revenue 
Procedure 93-31, Specifications for 
Filing Forms 1098, 1099, 5498, and 
W-2G Magnetically or Electronically, 
Publication 1220, printed in Cumula
tive Bulletin 1993-2, page 355. This is 
to clarify the specification for tape 
cartridges which have changed. 

PART A. SECTION .03 EDITORIAL 
CHANGES-MAGNETIC MEDIA 
SPECIFICATIONS 

ORIGINAL TEXT 

(C) Tape cartridges created on IBM 
AS400 are not compatible with IRSI 
MCC. See Part B. Sec. 3.b.8. 

CORRECTED TEXT 

(C) Tape cartridges, 18 track and 36 
track, created on an IBM AS400 are 
compatible with IRSIMCC. 

PART B. SECTION 3. TAPE 
CARTRIDGE SPECIFICATIONS 

ORIGINAL TEXT 

(b.3) Tape cartridges must be 18 
track parallel. 

(b.8) Tape cartridges created on an 
IBM AS400 are not compatible with 
IRSIMCC. 

CORRECTED TEXT 

(b.3) Tape cartridges may be 18 or 
36 track parallel. 

(b.8) Tape cartridges, 18 track and 
36 track, created on an IBM AS400 are 
compatible with IRS/MCC. 

These sections are found on pages 3 
and 19, respectively, in the Publication 
1220. 

Any questions regarding these 
changes should be forwarded to the 
Information Returns Branch of the 
Martinsburg Computing Center at the 
address given below or by calling the 
IRSIMCC Call Site at (304) 263-8700 
(not a toll-free number) between 8:30 
am and 4:30 pm Eastern Standard 
Time. 

Internal Revenue Service 
Information Support Section 
Information Reporting Program 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

Weighted Average Interest Rate 
Update 

Notice 94-56 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c )(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 (OBRA 1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Month Year 

May 1994 

Weighted 
Average 

7.27 

Permissible 
Range 

6.55 to 8.00 

Obsolete Fuel Excise Tax Notices 

Notice 94-57 

The Internal Revenue Service is 
continuing its program of reviewing 
and identifying those notices that, 
although not specifically revoked or 
superseded, are no longer considered 
determinative. 

The notices listed below relating to 
fuel excise taxes are not determinati ve 
because they either (1) have expired 
under their own terms, (2) restate a 
statutory provision, (3) provide one
time procedures relating to prior 
changes in law, or (4) are affected by 
(A) section 2001 or 2002 of the 
Technical and Miscellaneous Revenue 
Act of 1988 (the Act), 1988-3 C.B. 
253, effective January I, 1987, or 
January 1, 1988, (B) section 6102 of 
the Act, effective October 1, 1988, or 
(C) sections 48.4081-1 through 
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48.4081-8 of the Manufacturers and 
Retailers Excise Tax Regulations, 
effective January I, 1993. 

Accordingly, the following notices 
are obsolete: 

Notice No. 

87-83 
88-2 
88-12 
88-13 
88-16 
88-21 
88-34 
88--46 
88-69 
88-109 
89-2 
89-20 
89-101 
92-2 

C.B. Citation 

1987-2, 393 
1988-1, 473 
1988-1, 481 
1988-1, 481 
1988-1, 482 
1988-1, 488 
1988-1, 516 
1988-1, 530 
1988-2, 369 
1988-2, 446 
1989-1, 622 
1989-1, 650 
1989-2, 435 
1992-1, 494 

Arbitrage Restrictions on Tax-Exempt 
Bonds; Information Reporting for 
Tax-Exempt Bond Issues; Correction 

Notice 94-58 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendments. 

SUMMARY: This document contains 
corrections to the final regulations (TD 
8476 [1993-2 C.B. 13], and TD 8425 
[1992-2 C.B. 54]), which were pub
lished in the Federal Register for 
Friday, June 18, 1993 (58 FR 33510) 
and Wednesday, August 12, 1992 (57 
FR 36001), respectively. The final 
regulations relate to the arbitrage and 
related restrictions applicable to tax
exempt bonds issued by State and local 
governments; and information reporting 
requirements for tax-exempt bonds. 

EFFECTIVE DATES: Sections 1.148-3 
and 1.148-10 are effective on J ul y I, 
1993. Section 1.149( e)-I is effective 
on August 12, 1992. 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations that are the 
subject of these correcting amendments 
are under sections 148 and 149 of the 
Internal Revenue Code. 
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Need for Correction 

As published, TD 8476 and TD 8425 
contain errors that may prove to be 
misleading and are in need of 
clarification. 

List of Subjects in 26 CFR part 1 

Income taxes, Reporting and rec
ordkeeping requirements. 

Accordingly, 26 CFR part 1 is cor
rected by making the following correct
ing amendments: 

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

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.148-3 is amended 

as follows: 
1. Revise Example 1 of paragraph 

0). 
2. Add paragraph (iii)(D) to Exam

ple 2 of paragraph (j). 

§1.148-3 General arbitrage rebate 
rules. 

* * * * * * 
(j) *** 
Example 1. Calculation and payment 

of rebate for a fixed yield issue. (i) 
Facts. On January 1, 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 
month/360 day year basis). City A 
receives amounts from the investment 
and immediately expends them for the 
governmental purpose of the issue as 
follows: 

Date 

2/1/94 .................. . 
5/1/94 .................. . 
1/1/95 .................. . 
W1~5 .................. . 
3/1/96 .................. . 

Amount 

$ 3,000,000 
5,000,000 
5,000,000 

20,000,000 
22,000,000 

(ii) First computation date. (A) City 
A chooses January I, 1999, as its first 
computation date. This date is the latest 
date that may be used to compute the 
first required rebate installment pay
ment. 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 con
ventions were used to compute yield on 
the issue. The future value of these 
amounts, plus the computation credit, 
as of January 1, 1999, is: 

Receipts FV (7.0000 
Date (Payments) percent) 

1/1/94 ...... ($49,000,000) ($69, I 19,339) 
211/94 ...... 3,000,000 4,207,602 
511/94 ...... 5,000,000 6,893,079 
111/95 ...... 5,000,000 6,584,045 
111/95 ...... (1,000) (1,317) 
911/95 ...... 20,000,000 25,155,464 
111/96 ...... (1,000) (1,229) 
311/96 ...... 22,000,000 26,735,275 
111/97 ...... (1,000) (1,148) 

Rebate 
amount 
(1/01/99) .... $452,432 

(B) City A pays 90 percent of the 
rebate amount ($407,189) to the United 
States within 60 days of January 1, 
1999. 

(iii) Second computation date. (A) 
On the next required computation date, 
January 1, 2004, the future value of the 
payments and receipts is: 

Receipts FV (7.0000 
Date (Payments) percent) 

111/99 ...... $452,432 $638,200 

Rebate 
amount 
(1/01/04) . ... $638,200 

(B) As of this computation date, the 
future value of the payment treated as 
made on January 1, 1999, is $574,380, 
which equals at least 90 percent of the 
rebate amount as of this computation 
date ($638,200 x 0.9), and thus no 
additional rebate payment is due as of 
this date. 

(iv) Final computation date. (A) On 
January 1, 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: 

Receipts FV (7.0000 
Date (Payments) percent) 

1/1/04 ...... $638,200 $900,244 
1/1/09 ...... (1,000) (1,000) 

Rebate 
amount 
(1/01/09) .... $899,244 

(B) As of this computation date, the 
future value of the payment made on 



January 1, 1999, is $810,220 and thus 
an additional rebate payment of 
$89,024 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. *** 

(iii) *** 
(D) If the yield during the second 

computation period were, instead, 
7.0000 percent, the rebate amount 
computed as of July 1, 1999, would be 
$1,320,891. The future value of the 
payment made on July 1, 1999, would 
be $1,471,007, and, therefore, City B 
would have overpaid the rebate amount 
by $150,116. 

* * * * * * 

Par. 3. Section 1.148-1 O( d) is 
amended by revising the ninth and 
tenth sentence of Example 1 as follows: 

§1.14B-JO Anti-abuse rules and 
authority of Commissioner. 

* * * * * * 

(d) *** 
Example I. *** The Bank note and 

the 1994 issue have different prepay
ment terms. The City does not reason
ably expect to treat prepayments of the 
Bank note as gross proceeds of the 
1994 issue. *** 

* * * * * * 

Par. 4. Section 1.149( e )-1 is 
amended by revIsmg paragraphs 
(e)(3)(i) and (e)(4) as follows: 

§1.149(e)-1 Information reporting 
requirement for tax-exempt bonds. 

(e) *** 
(3) *** 

* * * * * * 

(i) Bond. The date of issue of a bond 
IS determined under § 1.150-1. 

* * * * * * 

(4) Issue price. The term "issue 
price" has the same meaning given the 
term under § 1.148-1 (b). 

Cynthia E. Grigsby, 
Chief, Regulations Unit, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
May 6, 1994, 9:52 a.m., and published in the 
issue of the Federal Register for May II, 
1994, 59 F.R. 24350) 

Allowance for Subsistence and 
Quarters 

Notice 94-59 

The Omnibus Budget Reconciliation 
Act of 1993 (Act) amended § 217 of 
the Internal Revenue Code to limit the 
definition of deductible moving ex
penses. See Section 13213(a)(l) of the 
Act. As a result of this amendment, 
questions have arisen concerning the 
federal income tax treatment of certain 
temporary lodging, dislocation, and 
moving-in allowances provided by the 
Department of Defense in connection 
with transfers of military personnel to a 
new permanent duty station. 

The Internal Revenue Service intends 
to issue guidance to clarify that these 
allowances continue to be excludible 
from gross income under § 1.61-2(b) 
of the Income Tax Regulations (relat
ing to subsistence and quarters pro
vided to members of the Armed 
Forces), § 217(g) (relating to moving 
and storage expenses of members of 
the Armed Forces), and § 132(g) 
(relating to qualified moving expense 
reimbursements). This guidance will 
also confirm that no deduction is 
allowed for any expenses incurred in 
connection with a transfer of military 
personnel to a new permanent duty 
station to the extent the expenses are 
reimbursed by an excludible allowance. 

Obsolete Notices 

Notice 94-60 

This notice obsoletes Notice 89-1, 
1989-1 C.B. 620, and Notice 89-6, 
1989-1 C.B. 625. 

Notice 89-1 provides guidance on 
making an election under § 42(b)(2)(A) 
of the Internal Revenue Code to use the 
appropriate percentage for a building 
for a month other than the month in 
which the building is placed in service. 
For a building that requires an alloca
tion of credit from a state housing 
credit agency (Agency), a taxpayer may 
elect the appropriate percentage for the 
month in which the taxpayer and the 
Agency enter into an agreement that is 
binding on the Agency, the taxpayer, 
and all successors in interest as to the 

housing credit dollar amount to be 
allocated to the building. In the case of 
any building to which § 42(h)(4)(B) 
applies, a taxpayer may elect the month 
in which the tax-exempt obligations are 
issued. Notice 89-1 also provides guid
ance with respect to carryover alloca
tions under § 42(h)( 1 )(E). 

Notice 89-6 provides guidance on 
the utility allowances that must be 
included in gross rent to qualify a unit 
as a "rent-restricted unit" under 
§ 42(g) of the Code; the circumstances 
when a residential rental unit is consid
ered for use by the general public; and 
the cost of services other than housing 
that are required to be taken into gross 
rent. 

On May 2, 1994, §§ 1.42-6 and 
1.42-8 through 12 of the Income Tax 
Regulations became effective. These 
regulations incorporate and, in certain 
instances, amend, the guidance pro
vided in Notice 89-1 and Notice 89-6. 

Notice 89-1, 1989-1 C.B. 620, and 
Notice 89-6, 1989-1 C.B. 625, are 
obsolete for periods after May 1, 1994. 
Both notices remain in effect for 
periods prior to May 2, 1994. However, 
binding agreements, election state
ments, and carryover allocation docu
ments entered into before May 2, 1994, 
that follow the guidance set forth in 
Notice 89-1 need not be changed to 
conform to §§ 1.42-6 and 1.42-8 
through 12 of the regulations. 

Diesel Fuel Tax; Claims for Credits 
or Payments Relating to Use on a 
Farm for Farming Purposes and by 
State or Local Governments 

Notice 94-61 

This notice announces amendments 
that will be made to regulations that 
were issued on November 30, 1993, 
(T.D. 8496; 58 Fed. Reg. 63069) to 
reflect and implement changes made to 
the diesel fuel excise tax by the 
Omnibus Budget Reconciliation Act of 
1993 (the 1993 Act). A principal 
feature of the new law is the use of 
dyes to identify untaxed diesel fuel. 
These amendments concern claims for 
credit or payment when taxed (that is, 
undyed) diesel fuel is used on a farm 
for farming purposes or by a state or 
local government. 

Tax is imposed on the removal of 
undyed diesel fuel from a terminal at 
the terminal rack. However, a credit or 
payment is allowed if the undyed diesel 

1994-1 C.B. 371 



fuel is used on a farm for farming pur
poses or by a state or local govern
ment. Under section 6427(1)(5) of the 
Internal Revenue Code, as added by the 
1993 Act, only the registered ultimate 
vendor of undyed diesel fuel is eligible 
for the credit or payment in those 
circumstances. 

I. Questions have arisen regarding 
credits or payments for undyed diesel 
fuel used on a farm for farming 
purposes or by a state or local govern
ment if the use of the fuel also 
qualifies for other exemptions. For 
example, diesel fuel used in farm 
machinery may be exempt either as 
fuel used on a farm for farming pur
poses or as fuel used in a nonhighway 
vehicle. Ordinarily, the credit or pay
ment for undyed diesel fuel used in an 
off-highway business use would be 
allowed only to the ultimate purchaser 
of the fuel. This rule does not apply, 
however, to fuel used on a farm for 
farming purposes or by a state or local 
government; in that case, the credit or 
payment is allowed only to the regis
tered ultimate vendor even if the use 
would also qualify as off-highway 
business use. The regulations will be 
amended to clarify that ultimate pur
chasers will not be allowed credits or 
payments for diesel fuel used on a farm 
for farming purposes or by a state or 
local government. 

Specifically, paragraphs (a) and (e) 
of § 48.6427-8T will be amended 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-( 1) In general. A claim 
for credit or payment with respect to 
diesel fuel is allowed under this section 
only if-

(i) Tax was imposed by section 4081 
on the diesel fuel to which the claim 
relates; 

(ii) The claimant produced or bought 
the fuel and did not resell it in the 
United States; 

(iii) The claimant has filed a timely 
claim for a credit or payment that 
contains the information required under 
paragraph (c) of this section; 

(iv) The fuel was either-
(A) Used in a use described In 

§§48.4082-4T(c)(3) through (il); 
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(B) Exported; 

(C) Used other than as a fuel in a 
propulsion engine of a diesel-powered 
highway vehicle or diesel-powered 
boat; 

(D) Used as a fuel in a propulsion 
engine of a diesel-powered train; or 

(E) 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)(l) (after the application of 
section 6427(b)(3»; 

(v) The fuel was not bought under a 
certificate described In §48.6427-
9T(d)(2) (relating to certificate of 
farmer or state or local government to 
support claims of ultimate vendors); 
and 

(vi) The fuel was not used on a farm 
for farming purposes (as defined in 
§48.6420-4) or for the exclusive use of 
a State, political subdivision of a State, 
or the District of Columbia. 

(2) Example. The following example 
illustrates the rules of paragraph (a) of 
this section: 

Example. (i) In September 1994, A bought 250 
gallons of undyed diesel fuel. In October 1994, 
A used 200 gallons of the fuel in a farm tractor. 
This use qualifies as use on a farm for farming 
purposes (as defined in §48.6420-4). The farm 
tractor is not a diesel-powered highway vehicle 
(as defined in §48.4081-IOT(a». A used the 
remaining 50 gallons to heat A's residence. A 
filed a complete and timely claim for a credit 
relating to the 250 gallons. 

(ii)(A) A is not allowed a credit with respect 
to the 200 gallons of diesel fuel used in a farm 
tractor. Even though this fuel was used other 
than as a fuel in a propulsion engine of a diesel
powered highway vehicle (thus meeting the 
condition in paragraph (a)( I )(iv)(C», the condi
tion in paragraph (a)( I )(vi) of this section is not 
satisfied because the fuel was used on a farm for 
farming purposes. 

(B) A credit is allowed with respect to the 50 
gallons used for heating purposes because A has 
met all of the conditions in paragraph (a)( I) of 
this section. A used this fuel other than as a fuel 
in a propulsion engine of a diesel-powered 
highway vehicle and the use of the fuel for 
residential heating is not use on a farm for 
farming purposes. 

* * * * * * 
(e) Effective date. This section is 

effective January I, 1994, except for 
paragraph (a)( 1 levi) of this section, 
which is effective for diesel fuel 
bought by ultimate purchasers after 
June 30, 1994. 

II. Questions also have arisen re
garding undyed diesel fuel used on a 
farm for farming purposes by custom 
harvesters. The term "custom harves
ter" generally refers to a person, other 
than the owner, tenant, or operator of a 

farm, that performs a farming activity 
such as cultivating or harvesting for the 
owner, tenant, or operator of the farm. 

Section 6427(1)(5), as added by the 
1993 Act, provides that claims relating 
to undyed diesel fuel used on a farm 
for farming purposes may be made 
only by the registered ultimate vendor 
of the fuel. The credit or payment is 
allowed to the registered ultimate 
vendor whether the fuel is sold to the 
owner, tenant, or operator of the farm 
or some other person (such as a custom 
harvester). Accordingly, § 48.6427-9T 
will be amended as follows: 

1. Paragraph (a)(1), (b)(2), and 
(d)(1)(iii) will be revised. 

2. In paragraph (d)(2)(ii), the sen
tence following the phrase "penalties 
of perjury" will be revised. 

3. The revised provisions will read 
as follows: 

§48.6427-9T Credit or payment with 
respect to diesel fuel sold for use on 
a farm for farming purposes or by a 
State or local government 
(temporary). 

(a) Definitions-( I) An ultimate 
vendor, as used in this section, is the 
seller described In paragraph (b )(2) of 
this section. 

* * * * * * 

(b) *** 
(2) The diesel fuel is undyed and the 

claimant sold the diesel fuel to-
(i) The owner, tenant, or operator of 

a farm for use by such person on a 
farm for farming purposes (as defined 
in §48.6420-4); 

(ii) A person other than the owner, 
tenant, or operator of a farm for use by 
such person for any of the purposes 
described in §48.6420-4(d) (relating to 
cultivating, raising, or harvesting); or 

(iii) Any State, political subdivision 
of a State, or the District of Columbia 
for its exclusive use; 

(d) *** 
(1) *** 

* * * * * * 

(iii) The name, address, telephone 
number, and taxpayer identification 
number of each person that bought 
diesel fuel from the claimant in a 
transaction described in paragraph 
(b )(2) of this section and the number of 
gallons that the claimant sold to each 
such person. 

* * * * * * 



(2) *** 
(ii) *** 
Buyer will use the diesel fuel to 

which this certificate relates either
(check one) 

___ On a farm for farming pur
poses (as defined in §48.6420-4 of the 
Manufacturers and Retailers Excise Tax 
Regulations) (and Buyer is the owner, 
tenant, or operator of the farm on 
which the fuel will be used); 

___ On a farm (as defined in 
§48.6420-4(c)) for any of the purposes 
described in paragraph (d) of that 
section (relating io cultivating, raising, 
or harvesting) (and Buyer is a person 
that is not the owner, tenant, or 
operator of the farm on which the fuel 
will be used); or 

___ For the exclusive use of a 
State, political subdivision of a State, 
or the District of Columbia. *** 

* * * * * * 

Deductibility of Expenses Attributable 
to Business Use of a Dwelling Unit 
Used as a Residence 

Notice 94-62 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Partial withdrawal of a 
notice of proposed rulemaking. 

SUMMARY: This document withdraws 
a portion of the notice of proposed 
rulemaking under section 280A of the 
Internal Revenue Code that was pub
lished in the Federal Register on July 
21, 1983. That notice concerns the 
requirements for deductibility of ex
penses in connection with the business 
use, or the rental to others, of a 
dwelling unit that the taxpayer is 
deemed to have used for personal 
purposes during the taxable year. 

DATES: This notice is effective May 
20, 1994. 

SUPPLEMENT ARY INFORMATION: 

Background 

On August 7, 1980, the IRS pub
lished in the Federal Register (45 FR 
52399) a notice of proposed rulemak-

ing under Internal Revenue Code 
(Code) section 280A relating to the 
deductibility of expenses in connection 
with the business use, or the rental to 
others, of a dwelling unit that the 
taxpayer is deemed to have used for 
personal purposes during the taxable 
year. On J ul y 21, 1983, the Internal 
Revenue Service published in the Fed
eral Register (48 FR 33320 [LR-261-
76, 1983-2 C.B. 629]) a notice of 
proposed rulemaking containIng 
amendments to those proposed rules. 

Section 280A(c)(1)(A) of the Code 
permits the deduction of certain ex
penses relating to the business use of 
the home if part of the home is 
exclusively used on a regular basis as 
the principal place of business for any 
trade or business of the taxpayer. Pro
posed § 1.280A-2(b )(2), as amended, 
provides that a taxpayer is deemed to 
have a principal place of business for 
each trade or business in which the 
taxpayer engages. In Commissioner v. 
Soliman, 113 S. Ct. 701 (1993), the 
United States Supreme Court noted 
that, in some cases, there may be no 
principal place of business. Thus, the 
Service is hereby withdrawing pro
posed § 1.280A-2(b )(2), as amended. 

Proposed § 1.280A-2(b)(3), as 
amended, sets forth three factors to be 
taken into account in determining the 
location of a taxpayer's principal place 
of business when the taxpayer engages 
in a single trade or business at more 
than one location. The Supreme Court 
in Soliman identified two primary 
factors for determining whether a tax
payer's home is the principal place of 
business in circumstances where the 
taxpayer engages in the activities of a 
business at more than one location. 
Because the two factors identified by 
the Supreme Court differ from the 
three factors set forth in proposed 
§1.280A-2(b)(3), as amended, the IRS 
is hereby withdrawing proposed 
§ 1.280A-2(b )(3), as amended. 

List of Subjects in 26 CFR part J 

Income taxes, Reporting and rec
ordkeeping requirements. 

Withdrawal of Portion of Notice of 
Proposed Rulemaking 

Accordingly, under the authority of 
26 U.S.c. 7805, proposed §§ 1.280A-
2(b )(2) and (b )(3), that were published 
in the Federal Register (48 FR 33320, 
at 33324) on July 21, 1983, are 
withdrawn. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 19, 1994, 8:45 a.m .. and published in the 
issue of the Federal Register for May 20. 
1994, 59 F.R. 26466) 

Relief From Certain Low-Income 
Housing Credit Requirements Due To 
Midwest Flooding 

Notice 94-63 

The Internal Revenue Service is 
granting the relief provided in this 
notice to taxpayers who, as a result of 
the devastation caused by flooding in 
the cities and counties in Illinois, Iowa, 
Kansas, Minnesota, Missouri, Ne
braska, North Dakota, South Dakota, 
and Wisconsin designated as disaster 
areas by the President, are unable to 
comply with certain requirements of 
the low-income housing credit under 
§ 42 of the Internal Revenue Code. For 
a listing of those cities and counties 
and the dates and cause of the disaster 
designations, see Rev. Rul. 94-14, page 
72, this Bulletin. This relief is being 
granted pursuant to the Service's au
thority under § 42(n) and § 1.42-13(a) 
of the Income Tax Regulations. 

RELIEF FOR CARRYOVER 
ALLOCATIONS 

Taxpayers who received a 1993 al
location of credit under § 42(h)( 1 )(E) 
before the flooding and who, as a result 
of the flooding, could not satisfy the 
requirement that more than 10 percent 
of the reasonably expected basis in the 
project be incurred by December 31, 
1993, will be deemed to have satisfied 
this requirement if more than 10 per
cent of the reasonably expected basis in 
the project is incurred by June 30, 
1994. In addition, taxpayers who re
ceived a 1991 allocation of credit under 
§ 42(h)( 1 )(E) or (F) and who, as a 
result of the flooding, could not satisfy 
the requirement that the project be 
placed in service by December 31, 
1993, will not lose the allocation 
otherwise allowable if the project is 
placed in service by December 31, 
1994. 

RELIEF FROM RECAPTURE 

Pursuant to § 42(j)( 4 )(E), taxpayers 
owning buildings that are beyond the 
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first year of the credit period and that, 
by reason of the flooding, would other
wise suffer recapture or loss of credit 
due to a reduction in qualified basis are 
not subject to recapture and loss of 
credit to the extent that the casualty 
losses are restored by reconstruction or 
replacement within a reasonable period. 
Credits claimed during the reconstruc
tion or replacement period are based on 
the building's qualified basis at the 
close of the tax year that preceded the 
flooding. 

RELIEF FROM COMPLIANCE 
MONITORING 

If the requirements for certifications, 
supporting documents, or other infor
mation under § 42(m)(1 )(B)(iii) could 
not be timely satisfied as a result of the 
flooding, an extension is granted 
through June 30, 1994, to satisfy these 
requirements. 

OTHER RELIEF 

Pursuant to the authority under 
§ 42(n) and § 1.42-13(a), the Service 
will consider granting relief for other 
situations not covered by this notice 
that are brought to its attention. 

Tax on Certain Imported Substances; 
Notice of Determinations 

Notice 94-64 

This notice announces determina
tions, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include di
n-hexyl adipate, ortho-dichlorobenzene, 
and para-dichlorobenzene. This modi
fication is effective October 1, 1990. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in § 4672(a)(3) if the Secre
tary determines that taxable chemicals 
constitute more than 50 percent of the 
weight, or more than 50 percent of the 
value, of the materials used to produce 
the substance. This determination is to 
be made on the basis of the predomi
nant method of production. Notice 89-
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61 sets forth the rules relating to the 
determination process. 

Determination 

On May 23, 1994, the Secretary 
determined that di-n-hexyl adipate, 
ortho-dichlorobenzene, and para
dichlorobenzene should be added to the 
list of taxable substances in § 4672-
(a)(3), effective October 1, 1990. 

The rate of tax prescribed for di
n-hexyl adipate, under § 4671(b)(3), is 
$4.67 per ton. This is based upon a 
conversion factor for ethylene of 0.58, 
a conversion factor for methane of 
0.05, a conversion factor for benzene 
of 0.33, and a conversion factor for 
nitric acid of 0.29. 

The rate of tax prescribed for ortho
dichlorobenzene, under § 4671(b)(3), is 
$5.55 per ton. This is based upon a 
conversion factor for benzene of 0.57 
and a conversion factor for chlorine of 
1.03. 

The rate of tax prescribed for para
dichlorobenzene, under § 4671(b)(3), is 
$5.55 per ton. This is based upon a 
conversion factor for benzene of 0.57 
and a conversion factor for chlorine of 
1.03. 

The petitioner is Monsanto Com
pany, a manufacturer and exporter of 
these substances. No material com
ments were received on these petitions. 
The following information is the basis 
for the determinations. 

Di-n-hexyl adipate 
HTS number: 2917.39.20.00 
CAS number: 110-33-8 

Di-n-hexyl adipate is derived from 
the taxable chemicals ethylene, meth
ane, benzene, and nitric acid. Di
n-hexyl adipate is a liquid produced 
predominantly by reaction of n-hexyl 
alcohol with adipic acid in the presence 
of a catalyst. N-hexyl alcohol is pro
duced from aluminum, natural gas (via 
hydrogen), and ethylene (via triethyl
aluminum). Oxidation of the intermedi
ate mixed trialkylaluminum with air 
produces a mixed aluminum alkoxide, 
which is hydrolyzed to produce a 
mixture of alcohols, from which 
n-hexyl alcohol is recovered by distilla
tion. Adipic acid is produced from 
benzene (via cyclohexane) and the 
methane in natural gas (via hydrogen). 
Oxidation of cyclohexane using air and 
nitric acid in a two-step process pro
duces adipic acid. 

The stoichiometric material consump
tion formula di-n-hexyl adipate is: 

6 C2H4 (ethylene) + 1.5 CH4 
(methane) + C6H6 (benzene) + 2.33 
HN03 (nitric acid) + 2.83 H20 
(water) + 1.75 O2 (oxygen) + 0.67 
Al (aluminum) + 2.02 H2 (hydrogen) 
----- > CIsH3404 (di-n-hexyl adipate) 
+ 3 H2 (hydrogen) + 1.5 CO2 
(carbon dioxide) + 2.33 NO (nitric 
oxide) + 2 H20 (water) + 0.67 
AIH30 3 (aluminum hydroxide) 

Di-n-hexyl adipate has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 76.6 percent by weight of the 
materials used in its production. 

Ortho-dichlorobenzene 
HTS number: 2903.61.20.00 
CAS number: 95-50-1 

Ortho-dichlorobenzene is derived 
from the taxable chemicals benzene 
and chlorine. Ortho-dichlorobenzene is 
a liquid produced predominantly by the 
reaction of chlorine with benzene. 

The stoichiometric material consump
tion formula ortho-dichlorobenzene is: 

C6H6 (benzene) + 2 Cl2 (chlorine) 
----- > C6H4Cl2 (o-dichlorobenzene) 
+ 2 HCI (hydrogen chloride) 

Ortho-dichlorobenzene has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

Para-dichlorobenzene 
HTS number: 2903.61.30.00 
CAS number: 106--46-7 

Para-dichlorobenzene is derived from 
the taxable chemicals benzene and 
chlorine. Para-dichlorobenzene is a 
solid produced predominantly by the 
reaction of chlorine with benzene. 

The stoichiometric material consump
tion formula for para-dichlorobenzene 
IS: 

C6H6 (benzene) + 2 Cl2 (chlorine) 
----- > C6H4Cl2 (p-dichlorobenzene) 
+ 2 HCI (hydrogen chloride) 

Para-dichlorobenzene has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 



of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

Tax on Certain Imported Substances; 
Notice of Determinations 

Notice 94-65 

This notice announces determina
tions, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include 
epichlorohydrin and allyl chloride. This 
modification is effective October 1, 
1992. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in § 4672(a)(3) if the 
Secretary determines that taxable chem
icals constitute more than 50 percent of 
the weight, or more than 50 percent of 
the value, of the materials used to 
produce the substance. This determina
tion is to be made on the basis of the 
predominant method of production. 
Notice 89-61 sets forth the rules 
relating to the determination process. 

Determination 

On May 23, 1994, the Secretary de
termined that epichlorohydrin and allyl 
chloride should be added to the list of 
taxable substances in § 4672(a)(3), 
effective October 1, 1992. 

The rate of tax prescribed for 
epichlorohydrin, under § 4671 (b )(3), is 
$8.58 per ton. This is based upon a 
conversion factor for propylene of 0.61, 
a conversion factor for chlorine of 
1.98, and a conversion factor for 
sodium hydroxide of 0.96. 

The rate of tax prescribed for allyl 
chloride, under § 4671 (b)(3), is $6.45 
per ton. This is based upon a conver
sion factor for propylene of 0.66 and a 
conversion factor for chlorine of 1.20. 

The petitioner is Dow Chemical 
Company, a manufacturer and exporter 
of these substances. No material com
ments were received on these petitions. 
The following information is the basis 
for the determinations. 

Epichlorohydrin 
HTS number: 
CAS number: 

2910.30.00.00 
106-89-8 

Epichlorohydrin is derived from the 
taxable chemicals propylene, chlorine, 
and sodium hydroxide. Epichlorohydrin 
is a liquid produced predominantly by 
the chlorohydration of allyl chloride, 
which is obtained by chlorination of 
propylene, followed by the hydrochlori
nation of the formed dichlorohydrin. 

The stoichiometric material consump
tion formula for epichlorohydrin is: 

C3H6 (propylene) + 2 CI2 (chlorine) 
+ NaOH (sodium hydroxide) ----- > 
C3HsCIO (epichlorohydrin) 
+ 2 HCl (hydrogen chloride) 
+ NaCI (sodium chloride) 

Epichlorohydrin has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 100 
percent by weight of the materials used 
in its production. 

Allyl chloride 
HTS number: 
CAS number: 

2903.29.00.00 
107-05-1 

Allyl chloride is derived from the 
taxable chemicals propylene and chlo
rine. Allyl chloride is a liquid produced 
predominantly by noncatalytic flow
pressure, high temperature chlorination 
of propylene. 

The stoichiometric material consump
tion formula for allyl chloride is: 

C3H6 (propylene) + CI2 (chlorine) 
----- > C3H5CI (allyl chloride) 
+ HCI (hydrogen chloride) 

Allyl chloride has been determined 
to be a taxable substance because a 
review of its stoichiometric material 
consumption formula shows that, based 
on the predominant method of produc
tion, taxable chemicals constitute 100 
percent by weight of the materials used 
in its production. 

Tax on Certain Imported Substances; 
Notice of Determinations 

Notice 94-66 

This notice announces determina
tions, under Notice 89-61, 1989-1 C.B. 
717, that the list of taxable substances 
in § 4672(a)(3) of the Internal Revenue 
Code will be modified to include para-

nitrophenol, ortho-nitrochlorobenzene, 
and para-nitrochlorobenzene. This mod
ification is effective July 1, 1990. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may request 
that the Secretary determine whether 
the substance should be listed as a 
taxable substance. The Secretary shall 
add the substance to the list of taxable 
substances in § 4672(a)(3) if the 
Secretary determines that taxable chem
icals constitute more than 50 percent of 
the weight, or more than 50 percent of 
the value, of the materials used to 
produce the substance. This determina
tion is to be made on the basis of the 
predominant method of production. 
Notice 89-61 sets forth the rules 
relating to the determination process. 

Determination 

On May 23, 1994, the Secretary de
termined that para-nitrophenol, ortho
nitrochlorobenzene, and para-nitrochlo
robenzene should be added to the list 
of taxable substances in § 4672(a)(3), 
effective July 1, 1990. 

The rate of tax prescribed for para
nitrophenol, under § 4671(b)(3), is 
$4.85 per ton. This is based upon a 
conversion factor for chlorine of 0.54, 
a conversion factor for benzene of 
0.60, a conversion factor for sodium 
hydroxide of 0.75, a conversion factor 
for nitric acid of 0.47, and a conversion 
factor for sulfuric acid of 0.59. 

The rate of tax prescribed for ortho
nitrochlorobenzene, under § 4671 (b )(3), 
is $3.89 per ton. This is based upon a 
conversion factor for chlorine of 0.47, 
a conversion factor for benzene of 
0.52, and a conversion factor for nitric 
acid of 0.41. 

The rate of tax prescribed for para
nitrochlorobenzene, under § 4671 (b)(3), 
is $3.89 per ton. This is based upon a 
conversion factor for chlorine of 0.47, 
a conversion factor for benzene of 
0.52, and a conversion factor for nitric 
acid of 0.41. 

The petitioner is Monsanto Com
pany, a manufacturer and exporter of 
these substances. No material com
ments were received on these petitions. 
The following information is the basis 
for the determinations. 

Para-nitrophenol 

HTS number: 2908.90.04.00 
CAS number: 100-02-7 
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Para-nitrophenol is derived from the 
taxable chemicals chlorine, benzene, 
sodium hydroxide, nitric acid, and 
sulfuric acid. Para-nitrophenol is a 
solid produced predominantly by the 
reaction of para-nitrochlorobenzene 
with aqueous sodium hydroxide, fol
lowed by reaction with sulfuric acid to 
form para-nitrophenol from the result
ing para-nitrophenoxide. 

The stoichiometric material consump
tion formula for para-nitrophenol is: 

CI2 (chlorine) + C6H6 (benzene) 
+ 2 NaOH (sodium hydroxide) 
+ HN03 (nitric acid) + 0.5 H2S04 
(sulfuric acid) ----- > C6H5N03 
(p-nitrophenol) + NaCI (sodium 
chloride) + 2 H20 (water) 
+ 0.5 Na2S04 (sodium sulfate) 
+ HCI (hydrogen chloride) 

Para-nitrophenol has been deter
mined to be a taxable substance be
cause a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

Ortho-nitrochlorobenzene 
HTS number: 2903.69.00.00 
CAS number: 88-73-3 

Ortho-nitrochlorobenzene is derived 
from the taxable chemicals chlorine, 
benzene, and nitric acid. Ortho-nitro
chlorobenzene is a solid produced pre
dominantly by the nitration of mono
chlorobenzene. 

The stoichiometric material consump
tion formula for ortho-nitrochloroben
zene is: 

CI2 (chlorine) + C6H6 (benzene) 
+ HN03 (nitric acid) ----- > 
C6H4CIN02 (o-nitrochlorobenzene) 
+ H20 (water) + HCI (hydrogen 
chloride) 

Ortho-nitrochlorobenzene has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

Para-nitrochloroben-::ene 
HTS number: 2903.69.00.00 
CAS number: 100-00-5 

Para-nitrochlorobenzene is derived 
from the taxable chemicals chlorine. 
benzene. and nitric acid. Para-nitro-
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chlorobenzene is a solid produced pre
dominantly by the nitration of mono
chlorobenzene. 

The stoichiometric material consump
tion formula for para-nitrochlorobenzene 
IS: 

CI 2 (chlorine) + C6H6 (benzene) 
+ HN03 (nitric acid) ----- > 
C6H4CIN02 (p-nitrochlorobenzene) 
+ H20 (water) + HCI (hydrogen 
chloride) 

Para-nitrochlorobenzene has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant method 
of production, taxable chemicals con
stitute 100 percent by weight of the 
materials used in its production. 

OMB Control Numbers Under the 
Paperwork Reduction Act; Correction 

Notice 94-67 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendments. 

SUMMARY: This document contains 
corrections to the technical amend
ments to § 602.101(c) published as 
T.D. 8335 [1991-1 C.B. 266] on 
Monday, March 4, 1991 (56 FR 8912). 
This regulation collects and displays 
the control numbers assigned to regula
tions by the Office of Management and 
Budget (OMB) under the Paperwork 
Reduction Act of 1980 and the Paper
work Reduction Reauthorization Act of 
1986, which require that agencies dis
play control numbers assigned by that 
Office to regulations that solicit or 
obtain information from the public. 

EFFECTIVE DATE: March 4, 1991. 

SUPPLEMENTARY INFORMATION: 

Background 

The technical amendments to 
§602.1 0 I (c) that are the subject of 
these corrections comply with the 
requirements of §§ 1320.7(f), 1320.12 
and 1320.15 of 5 CFR part 1320 (OMB 
regulations implementing the Paper
work Reduction Act and amendments 

thereto by the Paperwork Reduction 
Reauthorization Act of 1986), for dis
play of control numbers assigned by 
OMB to collections of information in 
Internal Revenue Service regulations. 

Need for Correction 

As published, the technical amend
ments to TD 8335 contains errors 
which may prove to be misleading and 
are in need of clarification. 

List of Subjects in 26 CFR Part 602 

Reporting and recordkeeping require
ments. 

Accordingly, 26 CFR part 602 is 
corrected as follows: 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Paragraph 1. The authority for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

§ 602.101 [Corrected] 

Par. 2. The table under §602.101(c) 
is amended by removing the entry for 
" 1.1-1 " and amending the entry for 
" 1.6012-1" by adding in numerical 
order under "OMB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT" the number 
"1545-0067". 

Cynthia E. Grigsby, 
Chief, Regulations Unit, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
May 25. 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 26, 
1994. 59 F.R. 27235) 

Guidance on the Proposed 
Regulations Concerning Section 
162(m) of the Internal Revenue Code 

Notice 94-68 

I. Purpose 

Proposed Income Tax Regulations 
under section 162(m) of the Code were 
published in the Federal Register on 
December 20, 1993 (58 Fed. Reg. 
66310). The purpose of this notice is to 
inform taxpayers of changes that will 
be made under final regulations and to 



extend certain transition relief provided 
in the proposed regulations. 

Taxpayers may rely on this notice 
pending the publication of further 
administrative guidance with respect to 
these issues. To the extent that future 
guidance is inconsistent with the guid
ance provided in this notice, such 
future guidance will be given prospec
tive effect only. Also, taxpayers should 
apply the guidance provided in this 
notice as if it were included in the 
proposed regulations published on De
cember 20, 1993. 

To the extent that an issue is not 
addressed in this notice or the proposed 
regulations, taxpayers should follow a 
reasonable, good faith interpretation of 
the statutory provisions. 

II. Background 

Section 162(m), which was added to 
the Code by the Omnibus Budget Re
conciliation Act of 1993, generally 
precludes a publicly held corporation 
from deducting compensation paid to 
certain of its executive officers to the 
extent that the compensation exceeds 
$1 million. Under section 162(m)(4)
(C), compensation that is payable 
solely on account of the attainment of 
one or more performance goals is not 
subject to the $1 million deduction 
limit, but only if, among other require
ments, the performance goals are deter
mined by a compensation committee of 
the board of directors of the corpora
tion that is comprised solely of two or 
more "outside directors." 

III. Preestablished Performance Goal 

Under section 1.162-27(e)(2)(i) of 
the proposed regulations, compensation 
will not satisfy the requirements of 
section 162(m)(4)(C) of the Code un
less it is "paid solely on account of the 
attainment of one or more preestab
lished, objective performance goals. A 
performance goal is considered pre
established if it is established in writing 
by the compensation committee prior to 
the commencement of the services to 
which the performance goal relates and 
while the outcome is substantially 
uncertain.' , 

In Notice 94-2, page 326, this Bulle
tin, the Internal Revenue Service pro
vided transition relief for corporations 
that base their performance goals on a 
period of service beginning on or after 
January 1, 1994. Under the notice, if a 

compensation committee establishes a 
performance goal prior to April 1, 
1994, the Service will treat the goal as 
having been established prior to the 
commencement of the services to 
which the goal relates, provided that, at 
the time the compensation committee 
actually establishes the goal, the out
come of the goal is substantially 
uncertain, and the period of service is 
scheduled to continue for at least 9 
months. 

Under the final regulations, a per
formance goal that is based on a period 
of service will be considered to be 
preestablished if it is established in 
writing by the compensation committee 
no later than 90 days after the com
mencement of the period of service to 
which the goal relates, provided that 
the outcome is substantially uncertain 
at the time the compensation committee 
actually establishes the goal. However, 
under the final regulations, in no event 
will a performance goal be considered 
to be preestablished if it is established 
after 25 percent of the period of service 
(as scheduled in good faith at the time 
the goal is established) has elapsed. 

IV. Outside Directors 

Section 1.162-27(e)(3) of the pro
posed regulations requires that a per
formance goal be established by a 
compensation committee consisting 
solely of two or more outside directors. 
Section 1.162-27(h)(2) provides that a 
disinterested director is treated as satis
fying the requirements of an outside 
director until the first meeting of 
shareholders at which directors are to 
be elected that occurs after July 1, 
1994. For purposes of section 1.162-
27(h)(2) and (h)(3), a director is a 
disinterested director if the director is 
disinterested within the meaning of 
Rule 16b-3(c)(2)(i), 17 CFR 240.16b-
3( c )(2)(i), under the Securities Ex
change Act of 1934 (including the 
provisions of Rule 16b-3(d)(3), as in 
effect on April 30, 1991). 

The transition relief provided by 
section I.l62-27(h)(2) is hereby ex
tended until the first meeting of share
holders at which directors are to be 
elected that occurs on or after January 
I, 1995. 

Inflation Adjustment 

Notice 94-69 

Section 43(b)(3)(B) of the Internal 
Revenue Code requires the Secretary to 
publish an inflation adjustment factor. 
The enhanced oil recovery credit under 
§ 43 for any taxable year is reduced if 
the "reference price," determined un
der § 29(d)(2)(C), for the calendar year 
preceding the calendar year in which 
the taxable year begins is greater than 
$28 multiplied by the inflation adjust
ment 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 
1993 calendar year does not exceed 
$28 multiplied by the inflation adjust
ment factor for the 1994 calendar year, 
the enhanced oil recovery credit for 
qualified costs paid or incurred in 1994 
is determined without regard to the 
phase-out for crude oil price increases. 

Table 1 contains the GNP implicit 
price deflator used for the 1994 calen
dar year, as well as the previously 
published GNP implicit price deflators 
used for the 1991, 1992, and 1993 
calendar years. 

Notice 94-69 TABLE 1 

GNP IMPLICIT PRICE 
DEFLATORS 

Calendar GNP Implicit Price 
Year Deflator 
1990 112.9 (used for 1991 ) 
1991 117.0 (used for 1992) 
1992 120.9 (used for 1993) 
1993 124.1 (used for 1994) 

Table 2 contains the inflation adjust
ment factor and phase-out amount for 
taxable years beginning in the 1994 
calendar year as well as the previously 
published inflation adjustment factors 
and phase-out amounts for the 1991, 
1992, and 1993 calendar years. 
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Notice 94-69 TABLE 2 

INFLATION ADJUSTMENT 
FACTORS AND PHASE-OUT 

AMOUNTS 

Calendar Inflation Phase-out 
Year Adjustment Amount 

Factor 

1991 1.0000 0 
1992 1.0363 0 
1993 1.0708 0 
1994 1.0992 0 

Applicable Percentage for Marginal 
Production 

Notice 94-70 

Section 613A(c)(6)(C) of the Internal 
Revenue Code defines the term "appli
cable percentage" for purposes of 
determining percentage depletion for 
oil and gas produced from marginal 
properties. The applicable percentage is 
the percentage (not greater than 25 

TABLE OF CONTENTS 
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percent) equal to the sum of 15 
percent, plus one percentage point for 
each whole dollar by which $20 
exceeds the reference price (determined 
under § 29(d)(2)(C» for crude oil for 
the calendar year preceding the calen
dar year in which the taxable year 
begins. 

Table I contains the applicable per
centages for marginal production for 
taxable years beginning in calendar 
years 1991 through 1994. 

Notice 94-70 TABLE 1 

APPLICABLE PERCENTAGE 
FOR MARGINAL 

PRODUCTION 

.01 

.02 

.03 

.04 

.05 

.06 

Calendar 
Year 

1991 
1992 
1993 
1994 

Letter ruling 

Applicable 
Percentage 

15 percent 
18 percent 
19 percent 
20 percent 

Closing agreement 

Determination letter 

Information letter 

Revenue ruling 

Oral guidance 

Weighted Average Interest Rate 
Update 

Notice 94-71 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c )(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 (OBRA 1987). 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted 
Month Year Average 

June 1994 7.26 

Permissible 
Range 

6.53 to 7.98 

26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 94-1 

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

(2) Discussion possible on substantive issues 

SEC. 3. ON WHAT ISSUES MAY p. 383 .01 
TAXPAYERS REQUEST WRITTEN 

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

(1) Issues under the Assistant Chief Counsel (Corporate) 
GUIDANCE UNDER THIS 
PROCEDURE? 
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(2) Issues under the Assistant Chief Counsel (Financial Institutions and 
Products) 

(3) Issues under the Assistant Chief Counsel (Income Tax and Accounting) 

(4) Issues under the Assistant Chief Counsel (Passthroughs and Special 
Industries) 

.02 Issues under the jurisdiction of the Associate Chief Counsel (Employee 
Benefits and Exempt Organizations) 

.03 Issues under the jurisdiction of the Associate Chief Counsel (Enforcement 
Litigation) 

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



SEC. 4. ON WHAT ISSUES 
MUST WRITTEN GUIDANCE BE 
REQUESTED UNDER DIFFERENT 
PROCEDURES? 

SEC. 5. UNDER WHAT 
CIRCUMSTANCES DOES THE 
NATIONAL OFFICE ISSUE 
LETTER RULINGS? 

SEC. 6. UNDER WHAT 
CIRCUMSTANCES DO DISTRICT 
DIRECTORS ISSUE 
DETERMINATION LETTERS? 

SEC. 7. UNDER WHAT 
CIRCUMSTANCES DOES THE 
SERVICE HAVE DISCRETION TO 
ISSUE LETTER RULINGS AND 
DETERMINATION LETTERS? 

SEC. 8. WHAT ARE THE 
GENERAL INSTRUCTIONS FOR 
REQUESTING LETTER RULINGS 
AND DETERMINATION LETTERS? 

p. 385 .01 

.02 

p. 385 .01 

.02 

.03 

Alcohol, tobacco, and firearms taxes 

Employee plans and exempt organizations 

In income and gift tax matters 

Request for extension of time or for other relief under §301.9100-1 of the 
Procedure and Administration Regulations 

Determinations under §999(d) of the Internal Revenue Code 

.04 In matters involving §367 

.05 In estate tax matters 

.06 In matters involving additional estate tax under §2032A(c) 

.07 In matters involving qualified domestic trusts under §2056A 

.08 In generation-skipping transfer tax matters 

.09 In employment and excise tax matters 

.10 In administrative provisions matters 

.11 Generally not to business associations or groups 

.12 Generally not to foreign governments 

.13 Generally not on federal tax consequences of proposed legislation 

.14 Issuance of a letter ruling before the adoption of regulations 

p. 389 .01 In income and gift tax matters 

.02 In estate tax matters 

.03 In generation-skipping transfer tax matters 

.04 In employment and excise tax matters 

.05 Circumstances under which determination letters are not issued by District 
Director 

.06 Requests concerning income, estate, or gift tax returns 

.07 Attach a copy of determination letter to taxpayer's return 

.08 Review of determination letters 

p. 390 .01 

.02 

.03 

.04 

p. 391 .01 

Ordinarily not in certain areas because of factual nature of the problem 

Not on alternative plans or hypothetical situations 

Ordinarily not on part of an integrated transaction 

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

Certain information required in all requests 

(1) Complete statement of facts and other information 

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

(3) Analysis of material facts 

(4) Statement regarding whether same issue is in an earlier return 

(5) Statement regarding whether same or similar issue previously ruled 
on or requested 

(6) Statement of supporting authorities 

(7) Statement of contrary authorities 

(8) Statement identifying pending legislation 

(9) Statement identifying information to be deleted from copy of letter 
ruling or determination letter for public inspection 

(10) Signature by taxpayer or authorized representative 

(11) Authorized representatives 

(12) Power of attorney and declaration of representative 
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SEC. 9. WHAT OTHER 
CHECKLISTS, GUIDELINE 
REVENUE PROCEDURES, 
SAFE HARBOR REVENUE 
PROCEDURES, AND AUTOMATIC 
CHANGE REVENUE PROCEDURES 
APPLY TO CERTAIN REQUESTS? 

SEC. 10. HOW DOES THE 
NATIONAL OFFICE HANDLE 
LEITER RULING REQUESTS? 
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(13) Penalties of perjury statement 

(14) Number of copies of request to be submitted 

(15) Sample format for a letter ruling request 

(16) Checklist for letter ruling requests 

.02 Additional information required in certain circumstances 

(1) To request separate letter rulings for multiple issues in a single 
situation 

(2) To designate recipient of original or copy of letter ruling or 
determination letter 

(3) To request a particular conclusion on a proposed transaction 

(4) To request expeditious handling 

(5) To receive a letter ruling or submit a request for a letter ruling by 
facsimile transmission 

(6) To request a conference 

.03 Address to send the request 

(1) Requests for letter rulings 

(2) Requests for determination letters 

.04 Pending letter ruling requests 

.05 When to attach letter ruling to return 

.06 How to check on status of request 

.07 Request may be withdrawn or National Office may decline to issue letter 
ruling 

.08 Compliance with Treasury Department Circular No. 230 

p. 398 .01 

.02 

.03 

Checklists and guideline revenue procedures 

Safe harbor revenue procedures 

Automatic change revenue procedures 

p.403 .01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

.10 

.11 

.12 

.13 

.14 

.15 

Controls request and refers it to appropriate Assistant Chief Counselor to 
the Office of Associate Chief Counsel (International) 

Branch representative contacts taxpayer within 21 days 

Notifies taxpayer if any issues have been referred to other Branches 

Determines if transaction can be modified to obtain favorable letter ruling 

Is not bound by informal opinion expressed 

Tells taxpayer if request lacks essential information during initial contact 

Requires prompt submission of additional information requested after 
initial contact 

Schedules a conference if requested by taxpayer 

Permits taxpayer one conference of right 

Disallows verbatim recording of conferences 

Makes tentative recommendations on substantive Issues 

May offer additional conferences 

Requires written confirmation of information presented at conference 

May schedule pre-submission conference 

May, under limited circumstances, schedule a conference to be held by 
telephone 

.16 May request draft of proposed letter ruling near the completion of the 
ruling process 



SEC. 11. WHAT EFFECT WILL A 
LETTER RULING HAVE? 

p.407 .01 

.02 

.03 

.04 

.05 

.06 

May be relied on subject to limitations 

Will not apply to another taxpayer 

Will be used by a District Director in examining the taxpayer's return 

May be modified or revoked if found to be in error 

Not generally revoked or modified retroactively 

Retroactive effect of revocation or modification applied to a particular 
transaction 

.07 Retroactive effect of revocation or modification applied to a continuing 
action or series of actions 

.08 Generally not retroactively revoked or modified if related to sale or lease 
subject to excise tax 

.09 May be retroactively revoked or modified when transaction is entered into 
before the issuance of the letter ruling 

.10 May be retroactively revoked or modified when transaction is entered into 
after a change in material facts 

.11 Taxpayer may request that retroactivity be limited 

(1) Request for relief under § 7805(b) must be made in required format 

(2) Taxpayer may request a conference on application of §7805(b) 

SEC. 12. WHAT EFFECT WILL A p. 410 .01 Has same effect as a letter ruling 
DETERMINATION LETTER HAVE? 

SEC. 13. UNDER WHAT p. 410 
CIRCUMSTANCES ARE MATTERS 
REFERRED BETWEEN A 
DISTRICT OFFICE AND THE 
NATIONAL OFFICE? 

SEC. 14. WHAT ARE THE USER p. 411 
FEE REQUIREMENTS FOR 
REQUESTS FOR LETTER 
RULINGS AND DETERMINATION 
LETTERS? 

SEC. 15. WHAT SIGNIFICANT p. 414 
CHANGES HAVE BEEN MADE TO 
REV. PROC. 93-1? 

SEC. 16. WHAT IS THE EFFECT p. 416 
OF THIS REVENUE PROCEDURE 
ON OTHER DOCUMENTS? 

INDEX 

APPENDIX A-SCHEDULE OF 
USER FEES 

p. 417 

p.420 

.02 

.01 

.02 

.03 

.01 

.02 

.03 

.04 

.05 

.06 

Taxpayer may request that retroactive effect of modification or revocation 
be limited 

(1) Request for relief under §7805(b) must be made in required format 

(2) Taxpayer may request a conference on application of §7805(b) 

Requests for determination letters 

No-rule areas 

Requests for letter rulings 

Legislation authorizing user fees 

Requests to which a user fee applies 

Requests to which a user fee does not apply 

Exemptions from the user fee requirements 

Fee schedule 

Applicable user fee for a request involving multiple offices, fee categories, 
issues, transactions, or entities 

.07 Method of payment 

.08 Effect of nonpayment or payment of incorrect amount 

.09 Refunds of user fee 

.10 Request for reconsideration of user fee 
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APPENDIX B-SAMPLE 
FORMAT FOR A LETTER 
RULING REQUEST 

APPENDIX C-CHECKLIST 
FOR A LETTER RULING 
REQUEST 
SECTION 1. WHAT IS 
THE PURPOSE OF THIS 
REVENUE PROCEDURE? 

SEC. 2. IN WHAT FORM 
IS GUIDANCE PROVIDED 
BY THE OFFICES OF 
ASSOCIATE CHIEF 
COUNSEL (DOMESTIC), 
ASSOCIATE CHIEF 
COUNSEL (EMPLOYEE 
BENEFITS AND EXEMPT 
ORGANIZATIONS), 
ASSOCIATE CHIEF 
COUNSEL (ENFORCEMENT 
LITIGATION), AND 
ASSOCIATE CHIEF 
COUNSEL 
(INTERNATIONAL)? 

Letter ruling 

Closing agreement 

Determination letter 
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p.423 

p. 425 

This revenue procedure explains how the Internal Revenue Service gives guid~nce to 
taxpayers on issues under the jurisdiction of the Associate Chief Counsel (Dom~st1c), t.he 
Associate Chief Counsel (Employee Benefits and Exempt Organizations), the ASSOCIate ChIef 
Counsel (Enforcement Litigation), and the Associate Chief Counsel (International). It explains 
the kinds of guidance and the manner in which guidance is requested by taxpayers and 
provided by the Service. 

For purposes of this revenue procedure, (1) any reference to District Directors or District 
Offices includes their respective offices, or when appropriate, the Assistant Commissioner 
(International); and (2) the word "taxpayer" includes all persons subject to any provision of 
the Internal Revenue Code (including issuers of section 103 obligations) and, when 
appropriate, their representatives. 

The revenue procedure is updated annually as the first revenue procedure of the year, but 
may be modified or amplified during the year. 

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

.01 A "letter ruling" is a written statement issued to a taxpayer by the Office of Associate 
Chief Counsel (Domestic), the Office of Associate Chief Counsel (Employee Benefits and 
Exempt Organizations), the Office of Associate Chief Counsel (Enforcement Litigation), or the 
Office of Associate Chief Counsel (International) (each hereafter referred to as the "National 
Office") that interprets and applies the tax laws to the taxpayer's specific set of facts. A letter 
ruling includes the written permission or denial of permission by the National Office to a 
change in a taxpayer's accounting method or accounting period. Once issued, a letter ruling 
may be revoked or modified for any number of reasons, as explained in section 11 of this 
revenue procedure, unless it is accompanied by a "closing agreement." 

.02 A closing agreement is a final agreement between the Service and a taxpayer on a 
specific issue or liability. It is entered into under the authority in § 7121 and is final unless 
fraud, malfeasance, or misrepresentation of a material fact can be shown. 

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

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

.03 A ."determination letter" is.a written statement issued by a District Director that applies 
the pnnclples and precedents prevIOu~ly ~nnounced by the National Office to a specific set of 
facts. It IS Issued only when a determInatIOn can be made based on clearly established rules in 
the statute, a tax treaty, or th.e regulations, or based on a conclusion in a revenue ruling, 
OpInIOn, or court deCISIOn pubhshed In the Internal Revenue Bulletin that specifically answers 
the questIOns presented. 
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A determination letter does not include assistance provided by the U.S. competent authority 
pursuant to the mutual agreement procedure in tax treaties as set forth in Rev. Proc. 91-23, 
1991-1 C.B. 534, as amplified by Rev. Proc. 91-22, 1991-1 C.B. 526, and as clarified by Rev. 
Proc. 91-26, 1991-1 C.B. 543. 

.04 An "information letter" is a statement issued either by the National Office or by a 
District Director. It calls attention to a well-established interpretation or principle of tax law 
(including a tax treaty) without applying it to a specific set of facts. An information letter may 
be issued if the taxpayer's inquiry indicates a need for general information or if the taxpayer's 
request does not meet the requirements of this revenue procedure and the Service thinks 
general information will help the taxpayer. An information letter is advisory only and has no 
binding effect on the Service. 

.05 A "revenue ruling" is an interpretation by the Service that has been published in the 
Internal Revenue Bulletin. It is the conclusion of the Service on how the law is applied to a 
specific set of facts. Revenue rulings are issued only by the National Office and are published 
for the information and guidance of taxpayers, Service personnel, and other interested parties. 

Because each revenue ruling represents the conclusion of the Service regarding the 
application of law to the entire statement of facts involved, taxpayers, Service personnel, and 
other concerned parties are cautioned against reaching the same conclusion in other cases 
unless the facts and circumstances are substantially the same. They should consider the effect 
of subsequent legislation, regulations, court decisions, revenue rulings, notices, and 
announcements. See Rev. Proc. 89-14, 1989-1 C.B. 814, which states the objectives of and 
standards for the publication of revenue rulings and revenue procedures in the Internal 
Revenue Bulletin. 

.06 

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

The Service does not orally issue letter rulings or determination letters, nor does it issue 
letter rulings or determination letters in response to oral requests from taxpayers. However, 
Service employees ordinarily will discuss with taxpayers or their representatives inquiries 
regarding whether the Service will rule on particular issues and questions relating to 
procedural matters about submitting requests for letter rulings or determination letters for a 
particular case. 

(2) Discussion possible on substantive issues. 

At the discretion of the Service and as time permits, substantive issues also may be 
discussed. However, such a discussion will not be binding on the Service and cannot be relied 
upon as a basis for obtaining retroactive relief under the provisions of §7805(b). 

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

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

A taxpayer may seek oral technical guidance from a Taxpayer Service Representative in a 
District Office or Service Center when preparing a return or report. Oral guidance is advisory 
only, and the Service is not bound to recognize it, for example, in the examination of the 
taxpayer's return. 

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

Taxpayers may request letter rulings, information letters, and closing agreements on issues 
within the jurisdiction of the Associate Chief Counsel (Domestic), the Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), the Associate Chief Counsel (Enforcement 
Litigation), and the Associate Chief Counsel (International) under this revenue procedure. The 
National Office issues letter rulings to answer written inquiries of individuals and 
organizations about their status for tax purposes and the tax effects of their acts or transactions 
when appropriate in the interest of sound tax administration. 
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Taxpayers also may request determination letters within the jurisdiction of the appropr~ate 
District Director offices that relate to the Code sections under the jurisdiction of the AssocIate 
Chief Counsel (Domestic), the Associate Chief Counsel (Employee Benefits and Exempt 
Organizations), the Associate Chief Counsel (Enforcement Litigation), or the Associate Chief 
Counsel (International) . 

. 0 I Issues under the jurisdiction of the Associate Chief Counsel (Domestic) include all 
issues under the jurisdiction of the various Assistant Chief Counsels as explained below. 

(1) Issues under the Assistant Chief Counsel (Corporate) include those that involve 
corporate acquisitions; transfers of corporate stock or other property in connection with 
corporate reorganizations, separations, distributions, redemptions, and liquidations; consoli
dated returns; allocation of income and deductions among taxpayers; acquisitions made to 
evade or avoid income tax; certain earnings and profits questions; and the effects of certain 
ownership changes. 

(2) Issues under the Assistant Chief Counsel (Financial Institutions and Products) include 
those that involve banks, savings and loan associations, real estate investment trusts (REITs), 
regulated investment companies (RICs), real estate mortgage investment conduits (REMICs), 
tax-exempt obligations, private activity bonds (PABs), mortgage credit certificates (MCCs), 
insurance companies and products, and financial products. 

(3) Issues under the Assistant Chief Counsel (Income Tax and Accounting) include those 
that involve recognition and timing of income and deductions of individuals and corporations, 
sales and exchanges, capital gains and losses, various administrative provisions, accounting 
methods and periods, installment sales, equipment leasing, inventories, and the alternative 
minimum tax. 

(4) Issues under the Assistant Chief Counsel (Passthroughs and Special Industries) include 
those that involve income taxes of S corporations (except accounting periods and methods) and 
certain noncorporate taxpayers (including partnerships, common trust funds, and trusts); estate, 
gift, generation-skipping transfer, and certain excise taxes; amortization, depreciation, 
depletion, and other engineering issues; cooperative housing corporations; farmers' coopera
tives (under §521); the low-income housing, disabled access, and qualified electric vehicle 
credits; research and experimental expenditures; shipowners' protection and indemnity 
associations (under §526); and certain homeowners associations (under §528). 

.02 Issues under the jurisdiction of the Associate Chief Counsel (Employee Benefits and 
Exempt Organizations) include those that involve income tax and other tax aspects of 
executive compensation and employee benefit programs (other than those within the 
jurisdiction of the Assistant Commissioner (Employee Plans and Exempt Organizations)), 
employment taxes, and taxes on self-employment income. 

.03 Issues under the jurisdiction of the Associate Chief Counsel (Enforcement Litigation) 
include issues only under the jurisdiction of the Assistant Chief Counsel (General Litigation). 
Issues under the Assistant Chief Counsel (General Litigation) include those that involve 
collection. 

.04 Issues under the jurisdiction of the Associate Chief Counsel (International) include the 
tax treatment of nonresident aliens and foreign corporations; withholding of tax on nonresident 
aliens and foreign corporations; determination of sources of income; income from sources 
without the United States; domestic international sales corporations (DISCs); foreign sales 
corporations (FSCs); international boycott determinations; treatment of certain passive foreign 
investment companies; and income affected by treaty. 

For the procedures to obtain advance pricing agreements under §482, see Rev. Proc. 91-22, 
1991-1 C.B. 526, as corrected by Rev. Proc. 91-22A, 1991-1 C.B. 534, and as modified by 
Rev. Proc. 94-\ (this revenue procedure). 

For the procedures concerning competent authority relief arising under the application and 
interpretation of tax treaties between the United States and other countries, see Rev. Proc. 91-
23. However, competent authority consideration for an advance pricing agreement should be 
requested under Rev. Proc. 91-22. 
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.01 The procedures for obtaining letter rulings, etc., that apply to federal alcohol, tobacco, 
and firearms taxes under subtitle E of the Code are under the jurisdiction of the Bureau of 
Alcohol, Tobacco and Firearms. (See 26 C.F.R. §60 l.328 (1993». 

.02 The procedures for obtaining letter rulings, determination letters, etc., on employee 
plans and exempt organizations are under the jurisdiction of the Assistant Commissioner 
(Employee Plans and Exempt Organizations). See Rev. Proc. 94-4, this Bulletin. See also Rev. 
Proc. 94-6, this Bulletin, for the procedures for issuing determination letters on the qualified 
status of pension, profit-sharing, stock bonus, annuity, and employee stock ownership plans 
under §§401, 403(a), 409, and 4975(e)(7), and the status for exemption of any related trusts or 
custodial accounts under §50 1 (a). 

For the user fee requirements applicable to requests for letter rulings, determination letters, 
etc. under the jurisdiction of the Assistant Commissioner (Employee Plans and Exempt 
Organizations), see Rev. Proc. 94-8, this Bulletin. 

.01 In income and gift tax matters, the National Office generally issues a letter ruling on a 
proposed transaction and on a completed transaction if the letter ruling request is submitted 
before the return is filed for the year in which the transaction that is the subject of the request 
was completed. 

The National Office ordinarily does not issue a letter ruling if, at the time the letter ruling is 
requested, the identical issue is involved in the taxpayer's return for an earlier period and that 
issue-

( 1) is being examined by a District Director; 

(2) is being considered by an Appeals Office; 

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

(4) has been examined by a District Director or considered by an Appeals Office and the 
statutory period of limitation has not expired for assessment or for filing a claim for refund or 
credit of tax; or 

(5) has been examined by a District Director or considered by an Appeals Office and a 
closing agreement covering the issue or liability has not been entered into by a District 
Director or by an Appeals Office. 

If a return dealing with an issue for a particular year is filed while a request for a letter 
ruling on that issue is pending, the National Office will issue the letter ruling unless it is 
notified by the taxpayer or otherwise learns that an examination of that issue or the identical 
issue on an earlier year's return has been started by a District Director. See section 8.04 of this 
revenue procedure. However, even if an examination has begun, the National Office ordinarily 
will issue the letter ruling if the District Director agrees, by memorandum, to the issuance of 
the letter ruling. 

The National Office does not issue letter rulings on the replacement of involuntarily 
converted property, whether or not the property has been replaced, if the taxpayer has already 
filed a return for the tax year in which the property was converted. However, the District 
Director may issue a determination letter in this case. See section 6.01 of this revenue 
procedure. 

The National Office generally does not issue letter rulings on the classification of an 
organization if a return has been filed for the organization for an earlier period. However, the 
National Office will consider letter ruling requests concerning the classification of an existing 
organization as a partnership. See Rev. Proc. 92-35, 1992-1 C.B. 790; Rev. Proc. 89-12. 
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1989-1 C.B. 798, as supplemented by Rev. Proc. 92-33, 1992-1 C.B. 782, and as amplified by 
Rev. Proc. 91-13, 1991-1 C.B. 477 (checklist questionnaire); and Rev. Proc. 86-12, 1986-1 
C.B. 534 . 

. 02 The National Office will consider a request for an extension of time or other application 
for relief under §30 1. 9100-1 of the Procedure and Administration Regulations. Even if 
submitted after the return covering the issue presented in the section 301.9100 request has 
been filed and even if submitted after an examination of the return has begun or after the 
issues in the return are being considered by an Appeals Office, a section 301.9100 request is a 
letter ruling request. Therefore, the section 301.9100 request should be submitted pursuant to 
this revenue procedure. 

However, an election made pursuant to section 4 of Rev. Proc. 92-85, 1992-2 C.B. 490, as 
modified by Rev. Proc. 93-28, 1993-2 c.B. 344, is not a letter ruling request and does not 
require payment of any user fee. See section 14.03(1) of this revenue procedure. Such an 
election pertains to an automatic extension of time under §301.9100-1 of the Procedure and 
Administration Regulations. 

(1) A section 301.9100 request (other than an election made pursuant to section 4 of Rev. 
Proc. 92-85) must be in the general form of, and meet the general requirements for, a letter 
ruling request. These requirements are given in section 8 of this revenue procedure. In 
addition, the section 301.9100 request must-

(a) include the information required by Rev. Proc. 92-85; and 

(b) state whether the taxpayer's return covering the issue presented in the section 301.9100 
request is being examined by a District Director or whether the issues in the return are being 
considered by an Appeals Office. 

(2) The running of any applicable statute of limitations is not suspended for the period 
during which a section 301.9100 request has been filed. Therefore, if the statute of limitations 
for the year for which the election was to be made will expire before receipt of a section 
301.9100 letter ruling, the taxpayer is responsible for seeking an extension of the statute of 
limitations. When section 30l.9100 relief is granted, the Service may require the taxpayer to 
consent to an extension of the statute of limitations for assessment. See section 8.02 of Rev. 
Proc. 92-85. 

(3) If an examination of the return covering the issue presented in the section 301.9100 
request is started while a section 301.9100 request is pending, the taxpayer must notify the 
National Office. See section 8.04 of this revenue procedure. 

(4) If the taxpayer's return covering the issue presented in the section 301.9100 request is 
being examined by a District Director or the issues in the return are being considered by an 
Appeals Office, the National Office will notify the appropriate District Office or Appeals 
Office that a section 301.9100 request has been submitted to the National Office. The 
Examining Officer or the Appeals Officer is not authorized to deny consideration of a section 
301.9100 request. The letter ruling will be mailed to the taxpayer, and the appropriate District 
Office or Appeals Office will be sent a copy. 

.03 Under Rev. Proc. 77-9, 1977-1 C.B. 542, the Office of Associate Chief Counsel 
(International) issues determinations under §999(d) that may deny certain benefits of the 
foreign tax credit, deferral of earnings of foreign subsidiaries and domestic international sales 
corporations (DISCs), and tax exemption for foreign trade income of a foreign sales 
corporation or a small foreign sales corporation (FSC or small FSC) to a person, if that person, 
a member of a controlled group (within the meaning of §993(a)(3» that includes the person, or 
a foreign corporation of which a member of the controlled group is a United States 
shareholder, agrees to participate in, or cooperate with, an international boycott. Requests for 
determinations under Rev. Proc. 77-9 are letter ruling requests and, therefore, should be 
submitted to the Associate Chief Counsel (International) pursuant to this revenue procedure. 

.04 Unless the issue is covered by section 7 of this revenue procedure, the Office of 
Associate Chief Counsel (International) will issue a letter ruling under §367 even if the 
taxpayer does not request a letter ruling as to the characterization of the transaction under the 
reorganization provisions of the Code. The Office of Associate Chief Counsel (International) 
will determine the section 367 consequences of a transaction based on the taxpayer's 
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characterization of the transaction but will indicate in the letter ruling that it expresses no 
opinion as to the characterization of the transaction under the reorganization. However, the 
Office of Associate Chief Counsel (International) may decline to issue a section 367 ruling in 
situations in which the taxpayer inappropriately characterizes the transaction under the 
reorganization provisions. 

.05 In general, the National Office issues prospective letter rulings on transactions affecting 
the estate tax on the prospective estate of a living person and affecting the estate tax on the 
estate of a decedent before the decedent's estate tax return is filed. The National Office will 
not issue letter rulings for prospective estates on computations of tax, actuarial factors, and 
factual matters. 

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

If the return is filed before the letter ruling is received from the National Office, the 
taxpayer must disclose on the return that a letter ruling has been requested, attach a copy of 
the pending letter ruling request to the return, and notify the National Office that the return has 
been filed. See section 8.04 of this revenue procedure. The National Office will make every 
effort to issue the letter ruling within 3 months of the date the return was filed. 

If the letter ruling cannot be issued within that 3-month period, the National Office will 
notify the District Director having jurisdiction over the return, who may, by memorandum to 
the National Office, grant an additional period for the issuance of the letter ruling. 

.06 In matters involving additional estate tax under §2032A(c), the National Office issues 
letter rulings on proposed transactions and on completed transactions that occurred before the 
return is filed. 

.07 In matters involving qualified domestic trusts under §2056A, the National Office issues 
letter rulings on proposed transactions and on completed transactions that occurred before the 
return is filed. 

.08 In general, the National Office issues letter rulings on proposed transactions that affect 
the generation-skipping transfer tax and on completed transactions before the return is filed. In 
the case of a generation-skipping trust or trust equivalent, letter rulings are issued either before 
or after the trust or trust equivalent has been established. The National Office will issue letter 
rulings on the application of the effective date rules for generation-skipping transfer tax 
(section 1433 of the Tax Reform Act of 1986, 1986-3 (Vol. 1) C.B. 1, 648) to wills, trusts, 
and trust equivalents in existence on October 22, 1986, and to generation-skipping transfers 
taking place on or before October 22, 1986 . 

. 09 In employment and excise tax matters, the National Office issues letter rulings on 
proposed transactions and on completed transactions either before or after the return is filed 
for those transactions. Requests regarding employment status (employer/employee relationship) 
from federal agencies and instrumentalities should be submitted directly to the National Office. 
Requests from other taxpayers must first be submitted to the taxpayer's District Office. See 
section 6.04 of this revenue procedure. Generally, the employer is the taxpayer and requests 
the letter ruling. However, if the worker asks for the letter ruling, both the worker and the 
employer are considered to be the taxpayer and both are entitled to the letter ruling. 

The National Office usually will not issue a letter ruling if, at the time the letter ruling is 
requested, the identical issue is involved in the taxpayer's return for an earlier period and that 
issue-

(1) is being examined by a District Director; 

(2) is being considered by an Appeals Office; 

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

(4) has been examined by a District Director or considered by an Appeals Office and the 
statutory period of limitation has not expired for assessment or for filing a claim for refund or 
credit of tax; or 
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(5) has been examined by a District Director or considered by an Appeals Office and a 
closing agreement covering the issue or liability has not been entered into by a District 
Director or by an Appeals Office. 

If a return involving an issue for a particular year is filed while a request for a letter ruling 
on that issue is pending, the National Office will issue the letter ruling unless it is notified by 
the taxpayer or otherwise learns that an examination of that issue or an examination of the 
identical issue on an earlier year's return has been started by a District Director. See section 
8.04 of this revenue procedure. However, even if an examination has begun, the National 
Office ordinarily will issue the letter ruling if the District Director agrees, by memorandum, to 
the issuance of the letter ruling . 

. 10 The National Office issues letter rulings on matters arising under the Code and related 
statutes and regulations that involve-

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

(2) the assessment and collection of taxes (including interest and penalties); 

(3) the abatement, credit, or refund of an overassessment or overpayment of tax; or 

(4) the filing of information returns. 

A letter ruling ordinarily is not issued if, at the time the letter ruling is requested, the 
identical issue is involved in the taxpayer's return for an earlier period and that issue-

(a) is being examined by a District Director; 

(b) is being considered by an Appeals Office; 

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

(d) has been examined by a District Director or considered by an Appeals Office and the 
statutory period of limitation has not expired for assessment or for filing a claim for refund or 
credit of tax; or 

(e) has been examined by a District Director or considered by an Appeals Office and a 
closing agreement covering the issue or liability has not been entered into by a District 
Director or Appeals Office. 

If a return involving an issue for a particular year is filed while a request for a letter ruling 
on that issue is pending, the National Office will issue the letter ruling unless it is notified by 
the taxpayer or otherwise learns that an examination of that issue or an examination of the 
identical issue on an earlier year's return has been started by a District Director. See section 
8.04 of this revenue procedure. But, even if an examination has begun, the National Office 
ordinarily will issue the letter ruling if the District Director agrees, by memorandum, to the 
issuance of the letter ruling. 

.11 The National Office does not issue letter rulings to business, trade, or industrial 
associations or to similar groups concerning the application of the tax laws to members of the 
group. But groups and associations may submit suggestions of generic issues that would be 
appropriately addressed in revenue rulings. See Rev. Proc. 89-14, which states the objectives 
of and standards for the publication of revenue rulings and revenue procedures in the Internal 
Revenue Bulletin. 

The National Office, however, may issue letter rulings to groups or associations on their 
own tax status or liability if the request meets the requirements of this revenue procedure. 

.12 The National Office does not issue letter rulings to foreign governments or their 
political subdivisions about the U.S. tax effects of their laws. The National Office also does 
not issue letter rulings on the effect of a tax treaty on the tax laws of a treaty country for 
purposes of determining the tax of the treaty country. See section 12.02 of Rev. Proc. 91-23, 
1991-1 C.B. at 542. However, the National Office will continue to exchange correspondence 
with treaty partners pursuant to the consultation provisions in tax treaties. In addition, the 
National Office may issue letter rulings to foreign governments or their political subdivisions 
on their own tax status or liability under U.S. law if the request meets the requirements of this 
revenue procedure. 

.13 The National Office also does not issue letter rulings on a matter involving the federal 
tax conseque?ces of any proposed federal, state, .local, municipal, or foreign legislation. The 
NatIOnal OffICe, however, may proVIde general Information in response to an inquiry. 
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.14 Unless the issue is covered by section 7 of this revenue procedure, or by Rev. Proc. 94-
3 or Rev. Proc. 94-7, also in this Bulletin, a letter ruling may be issued before the adoption of 
regulations (either temporary or final) that interpret the provisions of any act under the 
following conditions: 

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

(2) The Service will consider all letter ruling requests and use its best efforts to issue a 
letter ruling even if the answer does not seem reasonably certain where the issuance of a letter 
ruling is in the best interests of tax administration. 

(3) A letter ruling will not be issued if the ruling request presents an issue that cannot be 
readily resolved before regulations are issued. However, when the Service has closed a 
regulations project that might have answered the issue or decides not to open a regulations 
project, the appropriate Branch will consider all letter ruling requests unless the issue is 
covered by section 7 of this revenue procedure, or by Rev. Proc. 94-3 or Rev. Proc. 94-7, also 
in this Bulletin. 

District Directors issue determination letters only if the question presented is specifically 
answered by a statute, tax treaty, or regulation, or by a conclusion stated in a revenue ruling, 
opinion, or court decision published in the Internal Revenue Bulletin. 

.0 I In income and gift tax matters, District Directors issue determination letters in response 
to taxpayers' written requests on completed transactions that affect returns over which they 
have examination jurisdiction. A determination letter usually is not issued for a question 
concerning a return to be filed by the taxpayer if the same question is involved in a return 
already filed. 

Normally, District Directors do not issue determination letters on the tax consequences of 
proposed transactions. However, a District Director may issue a determination letter on the 
replacement, even though not yet made, of involuntarily converted property under § 1033, if the 
taxpayer has filed an income tax return for the year in which the property was involuntarily 
converted . 

. 02 In estate tax matters, District Directors issue determination letters in response to written 
requests affecting the estate tax returns over which the District Directors have examination 
jurisdiction. They do not issue determination letters on matters concerning the application of 
the estate tax to the prospective estate of a living person . 

. 03 In generation-skipping transfer tax matters, District Directors issue determination letters 
in response to written requests affecting the generation-skipping transfer tax returns over which 
they have examination jurisdiction. They do not issue determination letters on matters 
concerning the application of the generation-skipping transfer tax before the distribution or 
termination takes place . 

. 04 In employment and excise tax matters, District Directors issue determination letters in 
response to written requests from taxpayers on completed transactions over which they have 
examination jurisdiction. 

Requests for a determination of employment status (Form SS-8) from taxpayers (other than 
federal agencies and instrumentalities) must be submitted to the District Office where the 
taxpayer resides and not directly to the National Office. See also section 5.09 of this revenue 
procedure . 

. 05 A District Director will not issue a determination letter in response to any request if

(I) it appears that the taxpayer has directed a similar inquiry to the National Office; 

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

(3) the determination letter is requested by an industry, trade association, or similar group; or 

(4) the request involves an industry-wide problem. 
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Under no circumstances will a District Director issue a determination letter unless it is 
clearly shown that the request concerns a return that has been filed 0: i~ r~q~ired to be filed 
and over which the District Director has or will have examination JunsdlctlOn. 

A District Director will not issue a determination letter on an employment tax question if 
the specific question for the same taxpayer or a related taxpayer has been or is .being 
considered by the Central Office of the Social Security Administration or the Ral~r~ad 
Retirement Board. Nor will District Directors issue determination letters on determmmg 
constructi ve sales price under §4216(b) or 4218( c), which deal with special provisions 
applicable to the manufacturers excise tax. The National Office, however, will issue letter 
rulings in this area. See sections 6.04 and 7.04 of this revenue procedure . 

. 06 A request received by a District Director on a question concerning an income, estate, or 
gift tax return already filed will be, in general, considered in connection with the examination 
of the return. If a response is made to the request before the return is examined, it will be 
considered a tentative finding in any later examination of that return . 

. 07 A taxpayer who receives a determination letter before filing a return about any 
transaction that has been consummated and that is relevant to the return being filed should 
attach a copy of the determination letter to the return when it is filed. 

.08 Determination letters issued under sections 6.01 through 6.04 above are not reviewed by 
the National Office before they are issued. If a taxpayer believes that a determination letter of 
this type is in error, the taxpayer may ask the District Director to reconsider the matter. The 
taxpayer may also ask the District Director to request technical advice from the National 
Office as explained in Rev. Proc. 94-2, also in this Bulletin. 

.01 The Service ordinarily will not issue letter rulings or determination letters in certain 
areas because of the factual nature of the problem involved or because of other reasons. Rev. 
Proc. 94-3 and Rev. Proc. 94-7, also in this Bulletin, provide a list of these areas. This list is 
not all-inclusive because the Service may decline to issue a letter ruling or a determination 
letter on other grounds whenever warranted by the facts or circumstances of a particular case. 

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

.02 A letter ruling or a determination letter will not be issued on alternative plans of 
proposed transactions or on hypothetical situations. 

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

If two or more items or sub-methods of accounting are interrelated, the National Office 
ordinarily will not issue a letter ruling on a change in accounting method involving only one 
of the items or sub-methods. 

.04 The National Office will issue letter rulings in all cases on the determination of a 
constructive sales price under §42l6(b) or 42l8(c) and in all other cases on prospective 
transactions if the law or regulations require a determination of the effect of a proposed 
transaction for tax purposes. 
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This section explains the general instructions for requesting letter rulings and determination 
letters on all matters. Requests for letter rulings and determination letters require the payment 
of the applicable user fee listed in Appendix A of this revenue procedure. For additional user 
fee requirements, see section 14 of this revenue procedure. 

Specific and additional instructions also apply to requests for letter rulings and 
determination letters on certain matters. Those matters are listed in section 9 of this revenue 
procedure followed by a reference (usually to another revenue procedure) where more 
information can be obtained. 

.01 

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

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

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

(c) the location of the District Office that has or will have examination jurisdiction over the 
return (not the Service Center where the return is filed); 

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

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

(f) a detailed description of the transaction. 

The Service will usually not rule on only one step of a larger integrated transaction. See 
section 7.03 of this revenue procedure. However, if such a letter ruling is requested, the facts, 
circumstances, true copies of relevant documents, etc., relating to the entire transaction must 
be submitted. 

(2) Copies of all contracts, wills, deeds, agreements, instruments, and other documents. 
True copies of all contracts, wills, deeds, agreements, instruments, trust documents, proposed 
disclaimers, and other documents pertinent to the transaction must be submitted with the 
request. The taxpayer must also submit certified English translations of all applicable foreign 
laws and a copy of those laws with the request. For guidelines on the acceptability of such 
documents, see Rev. Rul. 67-308, 1967-2 C.B. 254. 

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

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

(3) Analysis of material facts. All material facts in documents must be included, rather than 
merely incorporated by reference, in the taxpayer's initial request or in supplemental letters. 
These facts must be accompanied by an analysis of their bearing on the issue or issues, 
specifying the provisions that apply. 

(4) Statement regarding whether same issue is in an earlier return. The request must state 
whether, to the best of the knowledge of both the taxpayer and the taxpayer's representatives, 
the same issue is in an earlier return of the taxpayer (or in a return for any year of a related 
taxpayer within the meaning of §267, or of a member of an affiliated group of which the 
taxpayer is also a member within the meaning of § 1504). 

If the statement is affirmative, it must specify whether the Issue

(a) is being examined by a District Director; 
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(b) has been examined, but the statutory period of limitation has not expired for either 
assessing tax or filing a claim for refund or credit of tax; 

(c) has been examined, but a closing agreement covering the issue or liability has not been 
entered into by a District Director; 

(d) is being considered by an Appeals Office in connection with a return from an earlier 
period; 

(e) has been considered by an Appeals Office in connection with a return from an earlier 
period, but the statutory period of limitation has not expired for either assessing tax or filing a 
claim for refund or credit of tax; 

(f) has been considered by an Appeals Office in connection with a return from an earlier 
period, but a closing agreement covering the issue or liability has not been entered into by an 
Appeals Office; or 

(g) is pending in litigation in a case involving the taxpayer or a related taxpayer. 

(5) Statement regarding whether same or similar issue previously ruled on or requested. 
The request must also state whether, to the best of the knowledge of both the taxpayer and the 
taxpayer's representatives-

(a) the Service previously ruled on the same or a similar issue for the taxpayer (or a related 
taxpayer within the meaning of §267, or a member of an affiliated group of which the taxpayer 
is also a member within the meaning of § 1504) or a predecessor; or 

(b) the taxpayer, a related taxpayer, a predecessor, or any representatives previously 
submitted the same or a similar issue to the Service but withdrew it before a letter ruling or 
determination letter was issued. 

If the same or a similar issue was previously submitted, the statement must give the date it 
was submitted, withdrawn or ruled on, and other details of the Service's consideration of the 
issue. 

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

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

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

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

(8) Statement identifying pending legislation. At the time of filing the request, the taxpayer 
must identify any pending legislation that may affect the proposed transaction. In addition, if 
legislation is introduced after the request is filed but before a letter ruling or determination 
letter is issued, the taxpayer must notify the Service. 

(9) ~tat~ment identifyin~ i.nforma!ion to be deleted from copy of letter ruling or 
determination letter for public inspection. The text of letter rulings and determination letters is 
open to public inspection under §6110. The Service makes deletions from the text before it is 
made available for inspection. To help the Service make the deletions required by §611O(c), a 
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request for a letter ruling or determination letter must be accompanied by a statement 
indicating the deletions desired ("deletions statement"). If the deletions statement is not 
submitted with the request, a Service representative will tell the taxpayer that the request will 
be closed if the Service does not receive the deletions statement within 21 calendar days. See 
section 10.06 of this revenue procedure. 

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

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

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

(c) The deletions statement must be signed and dated by the taxpayer or the taxpayer's 
authorized representative. 

(d) The taxpayer should follow the same procedures above to propose deletions from any 
additional information submitted after the initial request. An additional deletions statement, 
however, is not required with each submission of additional information if the taxpayer's 
initial deletions statement requests that only names, addresses, and identifying numbers are to 
be deleted and the taxpayer wants only the same information deleted from the additional 
information. 

(e) After receiving from the Service the notice under §611O(f)(l) of intention to disclose the 
letter ruling or determination letter (including a copy of the version proposed to be open to 
public inspection and notation of third-party communications under §611O(d», the taxpayer 
may protest the disclosure of certain information in the letter ruling or determination letter. 
The taxpayer must send a written statement within 20 calendar days to the Service office 
indicated on the notice of intention to disclose. The statement must identify those deletions 
that the Service has not made, and that the taxpayer believes should have been made. The 
taxpayer must also submit a copy of the version of the letter ruling or determination letter and 
bracket the deletions proposed that have not been made by the Service. Generally, the Service 
will not consider deleting any material that the taxpayer did not propose to be deleted before 
the letter ruling or determination letter was issued. 

Within 20 days after the Service receives the response to the notice under §611O(f)(l), the 
Service will mail to the taxpayer its final administrative conclusion regarding the deletions to 
be made. The taxpayer does not have the right to a conference to resolve any disagreements 
concerning material to be deleted from the text of the letter ruling or determination letter. 
However, these matters may be taken up at any conference that is otherwise scheduled 
regarding the request. 

(f) After receiving the notice under §611O(f)(l) of intention to disclose, but within 60 
calendar days after the date of notice, the taxpayer may send a request for delay of public 
inspection under either §611O(g)(3) or (4). The request for delay must be sent to the Service 
office indicated on the notice of intention to disclose. A request for delay under §6110(g)(3) 
must contain the date on which it is expected that the underlying transaction will be 
completed. The request for delay under §6110(g)(4) must contain a statement from which the 
Commissioner may determine that there are good reasons for the delay. 

(10) Signature by taxpayer or authorized representative. The request for a letter ruling or 
determination letter must be signed and dated by the taxpayer or the taxpayer's authorized 
representative. 

(11) Authorized representatives. To sign the request or to appear before the Service ill 

connection with the request, the representative must be: 

(a) An attorney who is a member in good standing of the bar of the highest court of any 
state, possession, territory, commonwealth, or the District of Columbia. He or she must file a 
written declaration with the Service showing current qualification as an attorney and current 
authorization to represent the taxpayer; 
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(b) A certified public accountant who is qualified to practice in any state, possessi?n, 
territory, commonwealth, or the District of Columbia. He or she must file a wntten declaratIOn 
with the Service showing current qualification as a certified public accountant and current 
authorization to represent the taxpayer; 

(c) An enrolled agent who is a person, other than an attorney or certified public accountant, 
that is currently enrolled to practice before the Service. He or she must file a written 
declaration with the Service showing current enrollment and authorization to represent the 
taxpayer. Either the enrollment number or the expiration date of the enrollment card must be 
included in the declaration. For the rules on who may practice before the Service, see Treasury 
Department Circular No. 230 (31 C.F.R. part 10 (1993»; or 

(d) Any other person, including a foreign representative, who has received a "Letter of 
Authorization" from the Director of Practice under section 1O.7(b) of Treasury Department 
Circular No. 230. A person may make a written request for a "Letter of Authorization" to: 
Office of Director of Practice, HR:DP, Internal Revenue Service, 1111 Constitution Avenue, 
N.W., Washington, DC 20224. Section 1O.7(b) of Circular No. 230 authorizes the 
Commissioner to allow any person to represent another without enrollment for the purpose of a 
particular matter. 

The above requirements do not apply to an individual representing his or her full-time 
employer, or to a bona fide officer, administrator or administratrix, executor or executrix, 
trustee, etc., representing a corporation, trust, estate, association, or organized group. A 
preparer of a return (other than a person referred to in (a), (b), (c), or (d) above) who is not a 
full-time employee or a bona fide officer, administrator, trustee, etc., may not represent a 
taxpayer in connection with a letter ruling or a determination letter. 

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

(12) Power of attorney and declaration of representative. Any authorized representative, 
whether or not enrolled to practice, must also comply with the conference and practice 
requirements of the Statement of Procedural Rules (26 C.F.R. §601.501-509 (1993», which 
provide the rules for representing a taxpayer before the Service. It is preferred that Form 2848, 
Power of Attorney and Declaration of Representative, be used to provide the representative's 
authorization (Part I of Form 2848, Power of Attorney) and the representative's qualification 
(Part II of Form 2848, Declaration of Representative). The name of the person signing Part I 
of Form 2848 should also be typed or printed on this form. For additional information 
regarding the power of attorney form, see section 8.02(2) of this revenue procedure. 

For the requirement regarding compliance with Treasury Department Circular No. 230, see 
section 8.08 of this revenue procedure. 

(13) Penalties of perjury statement. A request for a letter ruling or determination letter and 
any factual information or change in the request submitted at a later time must be accompanied 
by the following declaration: "Under penalties of perjury, I declare that I have examined this 
request, including accompanying documents, and to the best of my knowledge and belief, the 
facts presented in support of the requested letter ruling or determination letter are true, 
correct, and complete." A taxpayer who submits additional factual information on several 
occasions may provide one declaration that refers to all submissions. 

The declaration must be signed and dated by the taxpayer, not the taxpayer's representative. 
The person who signs for a corporate taxpayer must be an officer of the corporate taxpayer 
who has personal knowledge of the facts, and whose duties are not limited to obtaining a letter 
ruling or determination letter from the Service. If the corporate taxpayer is a member of an 
affiliated group filing consolidated returns, a penalties-of-perjury statement must also be signed 
and submItted by an officer of the common parent of the group. 

The person signing for a trust or partnership must be a trustee or general partner who has 
personal knowledge of the facts. 
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(14) Number of copies of request to be submitted. Generally, taxpayers need only submit 
one copy of the request for a letter ruling or determination letter. However, two copies are 
required if-

(a) the taxpayer is requesting separate letter rulings or determination letters on different 
issues as explained later under section 8.02(1) of this revenue procedure; 

(b) the taxpayer is requesting deletions other than names, addresses, and identifying 
numbers, as explained in section 8.0l(9)(a) above; or 

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

(15) Sample format for a letter ruling request. To assist taxpayers or their representatives 
in preparing a letter ruling request, a sample format for a letter ruling request is provided in 
Appendix B. This format is not required to be used by a taxpayer or taxpayer's representative. 
If the letter ruling request is not identical or similar to the format in Appendix B, the different 
format will not defer consideration of the letter ruling request. 

(16) Checklist for letter ruling requests. The Service will be able to respond more quickly 
to a taxpayer's letter ruling request if the request is carefully prepared and complete. The 
checklist in Appendix C of this revenue procedure is designed to assist taxpayers in preparing 
a request by reminding them of the essential information and documents to be furnished with 
the request. The checklist in Appendix C must be completed to the extent required by the 
instructions in the checklist, signed and dated by the taxpayer or the taxpayer's representative, 
and placed on top of the letter ruling request. 

For letter ruling requests on certain matters, specific checklists supplement the checklist in 
Appendix C. These checklists are listed in section 9.01 of this revenue procedure and must 
also be completed and placed on top of the letter ruling request along with the checklist in 
Appendix C. 

Copies of the checklist in Appendix C can be obtained by calling (202) 622-7560 (not a 
toll-free call). A photocopy of this checklist may be used. 

.02 

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

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

(2) To designate recipient of original or copy of letter ruling or determination letter. 
Unless the power of attorney provides otherwise, the Service will send the original of the letter 
ruling or determination letter to the taxpayer and a copy of the letter ruling or determination 
letter to the taxpayer's representative. It is preferred that Form 2848, Power of Attorney and 
Declaration of Representative, be used to provide the representative's authorization. See 
section 8.01(12) of this revenue procedure. 

(a) To have copies sent to multiple representatives. When a taxpayer has more than one 
representative, the Service will send the copy of the letter ruling or determination letter to the 
first representative named on the most recent power of attorney. If the taxpayer wants an 
additional copy of the letter ruling or determination letter sent to the second representative 
listed in the power of attorney, the taxpayer must check the appropriate box on Form 2848. If 
this form is not used, the taxpayer must state in the power of attorney that a copy of the letter 
ruling or determination letter is to be sent to the second representative listed in the power of 
attorney. Copies of the letter ruling or determination letter, however, will be sent to no more 
than two representatives. 
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(b) To have original sent to taxpayer's representative. A taxpayer may request that the 
original of the letter ruling or determination letter be sent to the taxpayer's representative. In 
this case, a copy of the letter ruling or determination letter will be sent to the taxpayer. 

If the taxpayer wants the original of the letter ruling or determination letter sent to the 
taxpayer's representative, a statement to that effect must be attached to Form 2848 (see Form 
2848, Specific Instructions for Line 7). If this form is not used, the taxpayer must state in the 
power of attorney that the original of the letter ruling or determination letter is to be sent to 
the taxpayer's representative. A taxpayer who has more than one representative should 
designate in the attached statement to Form 2848 (or in the power of attorney) which 
representative is to receive the original of the letter ruling or determination letter. 

(c) To have no copy sent to taxpayer's representative. If a taxpayer does not want a copy 
of the letter ruling or determination letter sent to any representative, the taxpayer must check 
the appropriate box on Form 2848. If this form is not used, the taxpayer must state in the 
power of attorney that a copy of the letter ruling or determination letter is not to be sent to any 
representative. 

(3) To request a particular conclusion on a proposed transaction. A taxpayer who is 
requesting a particular conclusion on a proposed transaction may make the request for a letter 
ruling in two parts. This type of request is referred to as a "two-part letter ruling request." 
The first part must include the complete statement of facts and related documents described in 
section 8.01 of this revenue procedure. The second part must include a summary statement of 
the facts the taxpayer believes to be controlling in reaching the conclusion requested. 

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

A taxpayer who chooses this two-part procedure has all the rights and responsibilities 
provided in this revenue procedure. 

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

After the Service has resolved the issues presented by a letter ruling request, the Service 
representative may request that the taxpayer submit a proposed draft of the letter ruling to 
expedite the issuance of the ruling. See section 10.16 of this revenue procedure. 

(4) To request expeditious handling. The Service processes requests for letter rulings and 
determination letters in order of the date received, and as expeditiously as possible. A taxpayer 
who has a compelling need to have a request processed ahead of the regular order must request 
expeditious handling. The request must be made in writing, preferably in a separate letter with, 
or soon after filing, the request for the letter ruling or determination letter. It must explain the 
need for expeditious handling. 

If the request for expeditious handling is not made in a separate letter, then the letter in 
which the letter ruling or determination letter request is made should say, at the top of the first 
page: "Expeditious Handling Is Requested. See page __ of this letter." 

A request for expeditious handling will not be forwarded to a rulings branch for action until 
the check for the user fee is received. 

The Service cannot give assurance that any letter ruling or determination letter will be 
processed by the time requested. For example, the scheduling of a closing date for a 
transaction or a meeting of the board of directors or shareholders of a corporation, without 
regard for the time it may take to obtain a letter ruling or determination letter, will not be 
considered a sufficient reason to process a request ahead of its regular order. Also, the possible 
effect of fluctuation in the market price of stocks on a transaction will not be considered a 
sufficient reason to process a request out of order. Accordingly, the Service urges taxpayers to 
submit their requests well in advance of the contemplated transaction. 

(5) !o . receive a letter ruling or submit a request for a letter ruling by facsimile 
transmIssIon. A letter ruling ordinarily is not sent by facsimile (fax) transmission. However, if 
the taxpayer requests, a copy of a letter ruling may be faxed to the taxpayer or the taxpayer's 
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authorized representative. A letter ruling, however, is not issued until the ruling is mailed. See 
§301.611O-2(h) of the Income Tax Regulations. 

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

In addition, because of the nature of fax transmission, a statement containing a waiver of 
any disclosure violations resulting from the fax transmission must accompany the request. 
Nevertheless, the National Office will take certain precautions to protect confidential 
information. For example, the National Office will use a cover sheet that identifies the 
intended recipient of the fax and the number of pages transmitted and that contains a statement 
prohibiting unauthorized disclosure of the letter ruling if a recipient of the faxed letter ruling is 
not the intended recipient of the fax. The letter ruling will be faxed by the Communications 
and Record Unit of the Technical Services Staff (CC:DOM:CORP:T:C). 

Original letter ruling requests by fax are discouraged because such requests must be treated 
in the same manner as requests by letter. For example, the faxed letter ruling request will not 
be forwarded to the rulings branch for action until the check for the user fee is received. 

This section does not apply to the high volume requests submitted by taxpayers for a change 
in accounting method or a change in accounting period. 

(6) To request a conference. A taxpayer who wants to have a conference on the issues 
involved should indicate this in writing when, or soon after, filing the request. See also 
sections 10.08, 10.09, and 11.11 (2) of this revenue procedure. 

.03 

(1) Requests for letter rulings should be sent to the Associate Chief Counsel (Domestic), 
the Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Associate 
Chief Counsel (Enforcement Litigation), or the Associate Chief Counsel (International), as 
appropriate, at the following address: 

Internal Revenue Service 
Attn: CC:DOM:CORP:T 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

The package should be marked: RULING REQUEST SUBMISSION. Requests may also be 
hand delivered to the drop box at the 12th Street entrance of 1111 Constitution Avenue, N.W., 
Washington, DC. No receipt will be given at the drop box. 

(2) Requests for determination letters should be sent to the IRS District Director whose 
office has or will have examination jurisdiction over the taxpayer's return. For fees required 
with determination letter requests, see section 14 and Appendix A of this revenue procedure . 

. 04 

The taxpayer must notify the National Office if, after the letter ruling request is filed but 
before a letter ruling is issued, the taxpayer knows that-

( 1) an examination of the issue or the identical issue on an earlier year's return has been 
started by a District Director; 

(2) in the case of a section 301.9100 request, an examination of the return covering the 
issue presented in the section 301.9100 request has been started by a District Director. See 
section 5.02(3) of this revenue procedure; or 

(3) legislation that may affect the transaction is introduced. See section 8.01(8) of this 
revenue procedure. 

In addition, if the taxpayer files a return before a letter ruling is received from the National 
Office concerning the issue, the taxpayer must notify the National Office that the return has 
been filed. The taxpayer must also attach a copy of the letter ruling request to the return to 
alert the District Office and thereby avoid premature District action on the issue. 
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This section also applies to pending requests for closing agreements on which a letter ruling 
on a transaction is not requested or issued and for advance pricing agreements. 

.05 

A taxpayer who receives a letter ruling before filing a return about any transaction that is 
relevant to the return being filed must attach a copy of the letter ruling to the return when it is 
filed. 

.06 

A taxpayer may obtain information regarding the status of a request by calling the person 
whose name and telephone number are shown on the acknowledgement of receipt of the 
request or the appropriate Branch representative who contacts the taxpayer as explained in 
section 10.02 of this revenue procedure. 

.07 

If a taxpayer withdraws a request for a letter ruling or if the National Office declines to 
issue a letter ruling, the National Office will notify the appropriate District Director and may 
give its views on the issues in the request to the appropriate District Director to consider in 
any later examination of the return. The taxpayer may withdraw a request for a letter ruling or 
determination letter at any time before the letter ruling or determination letter is signed by the 
Service. Correspondence and exhibits related to a request that is withdrawn or related to a 
letter ruling request for which the National Office declines to issue a letter ruling will not be 
returned to the taxpayer. See section 8.01(2) of this revenue procedure. In appropriate cases, 
the Service may publish its conclusions in a revenue ruling or revenue procedure. 

The user fee will not be returned for a letter ruling request that is withdrawn. If the National 
Office declines to issue a letter ruling on all of the issues in the request, the user fee will be 
returned. If the National Office, however, issues a letter ruling on some, but not all, of the 
issues, the user fee will not be returned. See section 14.09 of this revenue procedure for 
additional information regarding refunds of user fees. 

.08 

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

For the requirement regarding compliance with the conference and practice requirements, see 
section 8.01(12) of this revenue procedure. 

Specific revenue procedures supplement the general instructions for requests explained in 
section 8 of this revenue procedure and apply to requests for letter rulings or determination 
letters regarding the Code sections and matters listed in this section. 

.01 For requests relating to the following Code sections and subject matters, see the 
following checklists and guideline revenue procedures. 

REVENUE PROCEDURE 

Rev. Proc. 88-32, 1988-1 C.B. 833 (for issuers); Rev. Proc. 88-33, 1988-1 C.B. 835 (for 
nonissuing parties and for outstanding obligations); Rev. Proc. 88-31, 1988-1 C.B. 832 (for 
approval of areas of chronic economic distress); and Rev. Proc. 82-26, 1982-1 C.B. 476 (for 
"on behalf of" and similar issuers). For approval of areas of chronic economic distress, Rev. 
Proc. 88-31 explains how this approval must be submitted to the Assistant Secretary for 
Housing/Federal Housing Commissioner of the Department of Housing and Urban 
Development. 



1.166-2(d)(3) 
Uniform express 
determination letter 
for making election 

Subchapter c.
Corporate Distributions 
and Adjustments 

301 
Nonapplicability on sales 
of stock of employer to 
defined contribution plan 

302, 311 
Checklist Questionnaire 

302(b)(4) 
Checklist Questionnaire 

331 
Checklist Questionnaire 

332 
Checklist Questionnaire 

351 
Checklist Questionnaire 

355 
Checklist Questionnaire 

368(a)( 1 )(E) 
Checklist Questionnaire 

482 
Advance pricing 
agreements 

521 
Appeal procedure with 
regard to adverse 
determination letters 
and revocation or 
modification of 
exemption letter rulings 
and determination letters 

1.817-5(a)(2) 
Issuer of a variable 
contract requesting relief 

Rev. Proc. 92-84, 1992-2 C.B. 489. 

Rev. Proc. 77-37, 1977-2 C.B. 568, as modified by Rev. Proc. 89-30, 1989-1 C.B. 895, and 
as amplified by Rev. Proc. 77-41, 1977-2 C.B. 574, Rev. Proc. 83-81, 1983-2 C.B. 598 (see 
also Rev. Proc. 94-3, this Bulletin), Rev. Proc. 84-42, 1984-1 C.B. 521 (superseded as to no
rule areas by Rev. Proc. 85-22, 1985-1 C.B. 550), Rev. Proc. 86-42, 1986-2 C.B. 722, and 
Rev. Proc. 89-50, 1989-2 C.B. 631. But see Rev. Proc. 94-3, this Bulletin, section 3.01(26) 
(mergers or consolidations under §368(a)(l)(A», section 3.01(27) (stock acquisitions under 
§368(a)(l)(B», and section 3.01(30) (corporate changes under §368(a)(l)(F», which describe 
certain corporate reorganizations where the Service will not issue advance letter rulings or 
determination letters. 

Rev. Proc. 87-22, 1987-1 C.B. 718. 

Rev. Proc. 86-18, 1986-1 C.B. 551, and Rev. Proc. 77-41, 1977-2 C.B. 574. 

Rev. Proc. 81-42, 1981-2 C.B. 611. 

Rev. Proc. 86-16, 1986-1 C.B. 546. 

Rev. Proc. 90-52, 1990-2 C.B. 626. 

Rev. Proc. 83-59, 1983-2 C.B. 575. But see section 3.01(24) of Rev. Proc. 94-3, this Bulletin, 
which describes certain transfers to controlled corporations where the Service will not issue 
advance letter rulings or determination letters. 

Rev. Proc. 86-41, 1986-2 C.B. 716, as modified by Rev. Proc. 91-62, 1991-2 C.B. 864, and 
Rev. Proc. 91-63, 1991-2 C.B. 865. But see section 3.01(25) of Rev. Proc. 94-3, this Bulletin, 
which describes certain circumstances under which the Service will not issue advance letter 
rulings or determination letters as to whether the corporate business purpose requirement of 
§ 1.355-2(b) is satisfied. 

Rev. Proc. 81-60, 1981-2 C.B. 680. But see section 3.01(29) of Rev. Proc. 94-3, this Bulletin, 
which describes circumstances under which the Service will not issue advance letter rulings or 
determination letters as to whether a transaction constitutes a corporate recapitalization within 
the meaning of §368(a)(l )(E) (or a transaction that also qualifies under § 1036). 

Rev. Proc. 91-22, 1991-1 C.B. 526, as corrected by Rev. Proc. 91-22A, 1991-1 C.B. 534, and 
as modified by Rev. Proc. 94-1 (this revenue procedure). 

Rev. Proc. 90-27, 1990-1 C.B. 514, as modified by Rev. Proc. 94-8, this Bulletin. 

Rev. Proc. 92-25, 1992-1 C.B. 741. 
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Rev. Proc. 89-56, 1989-2 C.B. 643. 

Rev. Proc. 91-71, 1991-2 C.B. 900. 

Rev. Proc. 90-39, 1990-2 C.B. 365, as clarified by Rev. Proc. 90-39A, 1990-2 C.B. 367. 

Rev. Proc. 87-28, 1987-1 C.B. 770 (treating references to §162(k) as if they were references 
to §4980B). 

Rev. Proc. 92-85, 1992-2 C.B. 490, as modified by Rev. Proc. 93-28, 1993-2 C.B. 344, and 
Rev. Proc. 92-20, 1992-1 C.B. 685, as modified by Rev. Proc. 94-1 (this revenue procedure), 
Rev. Proc. 92-90, 1992-2 C.B. 501, and Rev. Proc. 92-85. See also section 5.02 of this 
revenue procedure and section 5 of Rev. Proc. 94-2, this Bulletin. 

REVENUE PROCEDURE 

Rev. Proc. 92-20, 1992-1 C.B. 685, as modified by Rev. Proc. 94-1 (this revenue procedure), 
Rev. Proc. 92-90, and Rev. Proc. 92-85; Rev. Proc. 94-1 (this revenue procedure) for which 
sections 1, 2.01, 2.02, 2.06(1), 2.06(2), 3.01(2), 3.01(3), 3.01(4), 5.02, 5.12, 5.14, 7.02, 7.03, 
8.01(1), 8.01(2), 8.01(3), 8.01(4), 8.01(5), 8.01(6), 8.01(7), 8.01(8), 8.01(11), 8.01(12), 
8.01(13), 8.01(14), 8.02(2), 8.02(4), 8.02(5), 8.02(7), 8.03(1), 8.04, 8.05, 8.06, 8.07, 8.08, 9.01, 
9.03, 10.01, 10.04, 10.05, 10.07(1), 10.07(2), 10.08, 10.09, 10.10, 10.11, 10.12, 10.13, 10.14, 
10.15, 11, 14, and Appendix A are applicable. 

Rev. Proc. 87-32, 1987-2 C.B. 396, as modified by Rev. Proc. 92-85; Rev. Proc. 94-1 (this 
revenue procedure) for which sections 1, 2.01, 2.02, 2.06(1), 2.06(2), 3.01(2), 3.01(3), 3.01(4), 
5.02, 5.12, 5.14, 7.02, 7.03, 8.01(1), 8.01(2), 8.01(3), 8.01(4), 8.01(5), 8.01(6), 8.01(7), 
8.01(8), 8.01(11), 8.01(12), 8.01(13), 8.01(14), 8.02(2), 8.02(4), 8.02(5), 8.02(7), 8.03(1) (only 
for Forms 1128 filed under section 6.01 of Rev. Proc. 87-32), 8.04, 8.05, 8.06, 8.07, 8.08, 
9.01,9.03,10.01,10.04,10.05,10.07(1),10.07(2),10.08, 10.09, 10.10, 10.11, 10.12,10.13, 
10.14, 10.15, 11, 14, and Appendix A are applicable. 

Rev. Proc. 92-13, 1992-1 C.B. 665, as modified and amplified by Rev. Proc. 92-13A, 1992-1 
C.B. 668; Rev. Proc. 94-1 (this revenue procedure) for which sections 1, 2.01, 2.02, 2.06(1), 
2.06(2), 3.01(2), 3.01(3), 3.01(4), 5.02, 5.12, 5.14, 7.02, 7.03, 8.01(1), 8.01(2), 8.01(3), 
8.01(4), 8.01(5), 8.01(6), 8.01(7), 8.01(8), 8.01(11), 8.01(12), 8.01(13), 8.01(14), 8.02(2), 
8.02(4), 8.02(5), 8.02(7), 8.04, 8.05, 8.06, 8.07, 8.08, 9.01, 9.03, 10.01, 10.04, 10.05, 10.07(1), 
10.07(2), 10.08, 10.09, 10.10, 10.11, 10.12, 10.13, 10.14, 10.15, 11, 14, and Appendix A are 
applicable. 

Rev. Proc. 92-35, 1992-1 C.B. 790; Rev. Proc. 89-12, 1989-1 C.B. 798, as supplemented by 
Rev. Proc. 92-33, 1992-1 C.B. 782, and as amplified by Rev. Proc. 91-13, 1991-1 C.B. 477 
(checklist questionnaire); and Rev. Proc. 86-12, 1986-1 C.B. 534. 

Rev. Proc. 82-58, 1982-2 C.B. 847, as amplified by Rev. Proc. 91-15, 1991-1 C.B. 484 
( checklist questionnaire). 

Rev. Proc. 75-17, 1975-1 C.B. 677; Rev. Proc. 94-1 (this revenue procedure) for which 
sections 2.06, 3.01(3), 8, 10.04, 10.06, and 10.12 are applicable. 



Estate, gift, and 
generation-skipping 
transfer tax issues 
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CODE OR 
REGULATION SECTION 

103 and 141-150 
Issuance of state or 
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355(a)(l )(B) 
Transaction not violating 
the device test 

642(c)(5) 
Qualification of trusts 
as pooled income funds 

664(d)(l) 
Qualification of trusts 
as charitable remainder 
annuity trusts 

664(d)(2) 
Qualification of trusts 
as charitable remainder 
unitrusts 

664(d)(2) and (3) 
Qualification of trusts 
as charitable remainder 
unitrusts 

Rev. Proc. 91-14, 1991-1 C.B. 482 (checklist questionnaire). 

Rev. Proc. 82-36, 1982-1 C.B. 490. 

Rev. Proc. 75-21, 1975-1 C.B. 715, as modified by Rev. Proc. 76-30, 1976-2 C.B. 647, Rev. 
Proc. 79-48, 1979-2 C.B. 529, and Rev. Proc. 81-71, 1981-2 C.B. 731; and Rev. Proc. 75-28, 
1975-1 C.B. 752, as modified by Rev. Proc. 79-48 and Rev. Proc. 81-71. 

A letter ruling request that involves a question of whether a rate order, proposed or issued by a 
regulatory agency, will meet the normalization requirements of § 168(f)(2) (pre-Tax Reform 
Act of 1986, §168(e)(3)) and former §§46(f) and 167(1) ordinarily will not be considered 
unless the taxpayer states in the letter ruling request whether-

(1) the regulatory authority responsible for establishing or approving the taxpayer's rates has 
reviewed the request and believes that the request is adequate and complete, and 

(2) the taxpayer will permit the regulatory authority to participate in any National Office 
conference concerning the request. 

If the taxpayer or the regulatory authority informs a consumer advocate of the request for a 
letter ruling and the advocate wishes to communicate with the Service regarding the request, 
any such communication should be sent to: Internal Revenue Service, Associate Chief Counsel 
(Domestic), Attention CC:DOM:CORP:T, P.O. Box 7604, Ben Franklin Station, Washington, 
DC 20044. These communications will be treated as third party contacts for purposes of 
§6110. 

Rev. Proc. 71-19, 1971-1 C.B. 698, as amplified by Rev. Proc. 92-65, 1992-2 C.B 428. See 
Rev. Proc. 92-64, 1992-2 C.B. 422, for the model trust for use in Rabbi Trust Arrangements. 

.02 For requests relating to the following Code sections and subject matters, see the 
following safe harbor revenue procedures. 

REVENUE PROCEDURE 

Rev. Proc. 93-17, 1993-1 C.B. 507 (changes of use of proceeds); Rev. Proc. 93-19, 1993-1 
C.B. 526 (management contracts). 

Rev. Proc. 91-63, 1991-2 C.B. 865. 

Rev. Proc. 88-53, 1988-2 C.B. 712. 

Rev. Proc. 89-21, 1989-1 C.B. 842, as amplified by Rev. Proc. 90-32, 1990-1 C.B. 546. 

Rev. Proc. 89-20, 1989-1 C.B. 841, as amplified by Rev. Proc. 90-30, 1990-1 C.B. 534. 

Rev. Proc. 90-31, 1990-1 C.B. 539. 

1994-1 C.B. 401 



1286 
Determination of 
reasonable compensation 
under mortgage servIce 
contracts 

301.7701-2 
Classification of 
limited partnerships 
as partnerships 

1. 7704-2(d) 
New business activity of 
existing partnership is 
closely related to pre
existing business 

Automatic change 
revenue procedures 

CODE SECTION 

442 
Changes in 
accounting periods 

446 
Changes in 
accounting methods 

402 1994-1 C.B. 

Rev. Proc. 91-50, 1991-2 C.B. 778. 

Rev. Proc. 92-88, 1992-2 C.B. 496. 

Rev. Proc. 92-101, 1992-2 C.B. 579. 

.03 For requests to change an accounting period or accounting method, see the following 
automatic change revenue procedures published as of December 31, 1993. A taxpayer 
complying timely with an automatic change revenue procedure will be deemed to have 
obtained the consent of the Commissioner of Internal Revenue to change the taxpayer's 
accounting period or accounting method, as applicable. 

REVENUE PROCEDURE 

The automatic change revenue procedures for obtaining a change in annual accounting period 
include: Rev. Proc. 92-13, 1992-1 C.B. 665, as modified and amplified by Rev. Proc. 92-13A, 
1992-1 C.B. 668 (certain corporations that have not changed their accounting period within the 
prior 6 calendar years or other specified time); Rev. Proc. 87-32, 1987-2 C.B. 396, as 
modified by Rev. Proc. 92-85 (partnership, S corporation, or personal service corporation 
seeking a natural business year or an ownership tax year); Rev. Proc. 68--41, 1968-2 C.B. 943, 
as modified by Rev. Proc. 81--40, 1981-2 C.B. 604 (trusts held by certain fiduciaries needing a 
workload spread); and Rev. Proc. 66-50, 1966-2 C.B. 1260, as modified by Rev. Proc. 81-40 
(individual seeking a calendar year). 

The automatic change revenue procedures for obtaining a change in method of accounting 
include: Rev. Proc. 93--48, 1993-2 C.B. 580 (certain taxpayers required to change method of 
accounting for notional principal contracts entered into after December 12, 1993); Rev. Proc. 
93-13, 1993-1 C.B. 482 (certain taxpayers required to change method for deducting amounts 
owed to related foreign persons in order to comply with §267(a)(3)); Rev. Proc. 92-98, 1992-2 
C.B. 512 (certain accrual method taxpayers selling multi-year service warranty contracts 
seeking to elect the service warranty income method); Rev. Proc. 92-97, 1992-2 C.B. 510 
(certain taxpayers required to capitalize and amortize the cost of multi-year insurance 
purchased in connection with the sale of multi-year service warranty contracts; the tax year 
ended May 31, 1993, is the last tax year to which the automatic consent procedures in Rev. 
Proc. 92-97 apply); Rev. Proc. 92-79, 1992-2 C.B. 457 (certain automobile dealers seeking to 
change to an alternative LIFO inventory method; the tax year ended December 31, 1993, is the 
last tax year to which the automatic consent procedures in Rev. Proc. 92-79 apply); Rev. Proc. 
92-75, 1992-2 C.B. 448 (certain taxpayers, other than those required to use inventories, 
seeking to change to an accrual method); Rev. Proc. 92-74, 1992-2 C.B. 442 (certain 
taxpayers, required to use inventories, seeking to change to an accrual method); Rev. Proc. 92-
67, 1992-2 C.B. 429 (certain taxpayers with one or more market discount bonds seeking to 
make a constant interest rate election or seeking to make or revoke an election under 
§1278(b»; Rev. Proc. 92-29, 1992-1 C.B. 748 (certain taxpayers seeking to use an alternative 
method under §461(h) for the inclusion of common improvement costs in basis); Rev. Proc. 
92-28, 1992-1 C.B. 745 (taxpayers seeking to make or revoke an election under §461(c) to 
ratably accrue real property taxes; the tax year ended November 30, 1993, is the last tax year 
to which Rev. Proc. 92-28 applies); Rev. Proc. 91-51, 1991-2 C.B 779 (certain taxpayers that 
sell mortgages and retain rights to service the mortgages); Rev. Proc. 91--49, 1991-2 C.B. 777 
(holders of certain mortgages that are stripped bonds); Rev. Proc. 91-31, 1991-1 C.B. 566 
(certain utilities holding customer deposits); Rev. Proc. 90-63, 1990-2 C.B. 664 (certain 
taxpayers changing their accounting treatment of package design costs); Rev. Proc. 90-37, 
1990-2 C.B. 361 (certain taxpayers with interest income from short-term loans); Rev. Proc. 
89--46, 1989-2 C.B. 597 (cash basis taxpayers with certain United States savings bonds); 
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Rev. Proc. 88-15, 1988-1 C.B. 683 (certain taxpayers seeking to discontinue LIFO inventory 
method); Rev. Proc. 85-8, 1985-1 C.B. 495 (certain taxpayers seeking to change from specific 
charge-off method to reserve method for bad debts); Rev. Proc. 84-76, 1984-2 C.B. 751 
(taxpayers seeking to treat prepaid subscription income under the provisions of §455); Rev. 
Proc. 84-30, 1984-1 C.B. 482 (taxpayers who used the Rule of 78's for interest on consumer 
loans); Rev. Proc. 84-29, 1984-1 C.B. 480 (individual borrowers who reported interest 
deductions in accordance with the Rule of 78's); Rev. Proc. 84-28, 1984-1 C.B. 475 
(taxpayers who were required to change from the Rule of 78's to the "prescribed method" for 
the first tax year ending on or after December 31, 1983, as a result of interest computed under 
the Rule of 78's exceeding loan repayment during any year of the loan); Rev. Proc. 84-27, 
1984-1 C.B. 469 (certain other taxpayers who were required to change from the Rule of 78's 
to the "prescribed method" for the first or second tax year ending on or after December 31, 
1983); and Rev. Proc. 74-11, 1974-1 C.B. 420 (taxpayers seeking to change their method of 
depreciation accounting for property subject to § 167). 

The National Office will issue letter rulings on the matters and under the circumstances 
explained in sections 3 and 5 of this revenue procedure and in the manner explained in this 
section. 

.01 All requests for letter rulings will be controlled by the Technical Services Staff of the 
Assistant Chief Counsel (Corporate) (CC:DOM:CORP:T). That office will examine the 
incoming documents for completeness, process the user fee, and forward the file to the 
appropriate Assistant Chief Counselor, for letter ruling requests under the jurisdiction of the 
Associate Chief Counsel (International), to the Office of Associate Chief Counsel 
(International). The Assistant Chief Counsel's office or the Office of Associate Chief Counsel 
(International), as appropriate, will assign the letter ruling request to one of its branches. 

.02 Within 21 calendar days after a letter ruling request has been received in the Branch 
having jurisdiction, a representative of the Branch will discuss the procedural issues in the 
letter ruling request with the taxpayer or, if the request includes a properly executed power of 
attorney, with the authorized representative unless the power of attorney provides otherwise. If 
the case is complex or a number of issues are involved, it may not be possible for the Branch 
representative to discuss the substantive issues during this initial contact. However, when 
possible, for each issue within the Branch's jurisdiction, the Branch representative will tell the 
taxpayer-

(1) whether the Branch representative will recommend that the Service rule as the taxpayer 
requested, rule adversely on the matter, or not rule; 

(2) whether the taxpayer should submit additional information to enable the Service to rule 
on the matter; or 

(3) whether, because of the nature of the transaction or the issue presented, a tentative 
conclusion on the issue cannot be reached. 

Except for cases involving a request for change in accounting method or accounting 
period, the 21 calendar day procedure applies to: all matters within the jurisdiction of the 
Assistant Chief Counsel (Corporate), the Assistant Chief Counsel (Income Tax and 
Accounting), the Assistant Chief Counsel (Passthroughs and Special Industries), the 
Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Associate Chief 
Counsel (Enforcement Litigation), and the Associate Chief Counsel (International); and all 
matters within the jurisdiction of the Assistant Chief Counsel (Financial Institutions and 
Products), except cases concerning insurance issues requiring actuarial computations . 

. 03 If the letter ruling request involves matters within the jurisdiction of more than one 
Branch, a representative of the Branch that received the request will tell the taxpayer within 
the initial 21 days-

(1) that the matters within the jurisdiction of another Branch have been referred to that 
Branch for consideration, and 

(2) that a representative of that Branch will contact the taxpayer within 21 calendar days 
after receiving the referral to informally discuss the procedural and, to the extent possible, the 
substantive issues in the request. 
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.04 If a less than fully favorable letter ruling is indicated, the Branch representative will tell 
the taxpayer whether minor changes in the transaction or adherence to certain published 
positions would bring about a favorable ruling. The Branch representative may also tell the 
taxpayer the facts that must be furnished in a document to comply with Service requirements. 
However, the Branch representative will not suggest precise changes that would materially 
alter the form of the proposed transaction or materially alter a taxpayer's proposed accounting 
method or accounting period. 

If, at the end of this discussion, the Branch representative determines that a meeting in the 
National Office would be more helpful to develop or exchange information, a meeting will be 
offered and an early meeting date arranged. When offered, this meeting is in addition to the 
taxpayer's conference of right that is described in section 10.09 of this revenue procedure . 

. 05 The Service will not be bound by the informal opinion expressed by the Branch 
representative or any other authorized Service representative, and such an opinion cannot be 
relied upon as a basis for obtaining retroactive relief under the provisions of §7805(b) . 

. 06 If a request for a letter ruling or determination letter does not comply with all the 
provisions of this revenue procedure, the Branch representative will tell the taxpayer during the 
initial contact which requirements have not been met. 

(1) If the request lacks essential information, which may include additional information 
needed to satisfy the procedural requirements of this revenue procedure, as well as substantive 
changes to transactions or documents needed from the taxpayer, the Branch representative will 
tell the taxpayer during the initial contact that the request will be closed if the Service does not 
receive the information within 21 calendar days unless an extension of time is granted. See 
sections 10.07(1) and (2) below for instructions on submissions of additional information. 

(2) An extension of the 21-day period will be granted only if justified in writing by the 
taxpayer and approved by the Branch Chief, Senior Technician Reviewer (or Senior Technical 
Reviewer), or Assistant to the Branch Chief (or Assistant Branch Chief) of the Branch to 
which the case is assigned. A request for extension should be submitted before the end of the 
21-day period. If unusual circumstances close to the end of the 21-day period make a written 
request impractical, the taxpayer should notify the National Office within the 21-day period 
that there is a problem and that the written request for extension will be coming soon. The 
taxpayer will be told promptly, and later in writing, of the approval or denial of the requested 
extension. If the extension request is denied, there is no right of appeal. 

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

(4) A request for a letter ruling sent to the District Director that does not comply with the 
provisions of this revenue procedure will be returned by the District Director so that the 
taxpayer can make corrections before sending it to the National Office. 

.07 

(I) Material facts furnished to the Service by telephone or fax, or orally at a conference, 
must be promptly confirmed by letter to the Service with a declaration that the information is 
provided under penalties of perjury in the form described in section 8.01(13) of this revenue 
procedure. This confirmation and any additional information requested by the Service that is 
not part of the information requested during the initial contact must be furnished within 21 
calendar days to be considered part of the request. 

To facilitate prompt action on letter ruling requests, taxpayers are encouraged to submit 
additional information by fax as soon as the information is available. The Service 
representative who requests additional information can provide a telephone number to which 
the information can be faxed. A copy of this information and a signed perjury statement, 
however, must be mailed or delivered to the Service. 
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(2) Additional information should be sent to: 

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

However, for cases involving a request for change in accounting method or period under 
the jurisdiction of the Assistant Chief Counsel (Income Tax and Accounting), and a request for 
an extension of time under §301.9l00-l of the Procedure and Administration Regulations on 
such cases, the additional information should be sent to: 

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

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

(3) An extension of the 21-day period will be granted only if justified in writing by the 
taxpayer and approved by the Branch Chief, Senior Technician Reviewer (or Senior Technical 
Reviewer), or Assistant to the Branch Chief (or Assistant Branch Chief) of the Branch to 
which the case is assigned. A request for extension should be submitted before the end of the 
21-day period. If unusual circumstances close to the end of the 21-day period make a written 
request impractical, the taxpayer should notify the National Office within the 21-day period 
that there is a problem and that the written request for extension will be coming soon. The 
taxpayer will be told promptly, and later in writing, of the approval or denial of the requested 
extension. If the extension request is denied. there is no right of appeal. 

(4) If the taxpayer does not follow the instructions for submitting additional information or 
requesting an extension within the time provided, a letter ruling will be issued on the basis of 
the information on hand or, if appropriate, no letter ruling will be issued. When the Service 
decides not to issue a letter ruling because essential information is lacking, the case will be 
closed and the taxpayer notified in writing. If the Service receives the information after the 
letter ruling request is closed, the request may be reopened and treated as a new request. 
However, the taxpayer must pay another user fee before the case can be reopened . 

. 08 A taxpayer may request a conference regarding a letter ruling request. Normally, a 
conference is scheduled only when the National Office considers it to be helpful in deciding 
the case or when an adverse decision is indicated. If conferences are being arranged for more 
than one request for a letter ruling involving the same taxpayer, they will be scheduled so as to 
cause the least inconvenience to the taxpayer. As stated in section 8.02(6) of this revenue 
procedure, a taxpayer who wants to have a conference on the issue or issues involved should 
indicate this in writing when, or soon after, filing the request. 

If a conference has been requested, the taxpayer will be notified by telephone, if possible, of 
the time and place of the conference, which must then be held within 21 calendar days after 
this contact. Instructions for requesting an extension of the 21-day period and notifying the 
taxpayer or the taxpayer's representative of the Service's approval or denial of the request for 
extension are the same as those explained in section 10.07(3) above regarding providing 
additional information . 

. 09 A taxpayer is entitled, as a matter of right, to only one conference in the National 
Office, except as explained under section 10.12 of this revenue procedure. This conference 
normally will be held at the Branch level and will be attended by a person who, at the time of 
the conference, has the authority to sign the letter ruling in his or her own name or for the 
Branch Chief. 
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When more than one Branch has taken an adverse pOSItIOn on an issue in a letter ruling 
request, or when the position ultimately adopted by one Branch will affect that adopted by 
another, a representative from each Branch with the authority to sign in his or her own name 
or for the Branch Chief will attend the conference. If more than one subject is to be discussed 
at the conference, the discussion will constitute a conference on each subject. 

To have a thorough and informed discussion of the issues, the conference usually will be 
held after the Branch has had an opportunity to study the case. However, at the request of the 
taxpayer, the conference of right may be held earlier. No taxpayer has a right to appeal the 
action of a Branch to an Assistant Chief Counselor to any other official of the Service. 

In employment tax matters, only the party entitled to the letter ruling is entitled to a 
conference. See section 5.09 of this revenue procedure . 

. 10 Since conference procedures are informal, no tape, stenographic, or other verbatim 
recording of a conference may be made . 

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

.12 The Service will offer the taxpayer an additional conference if, after the conference of 
right, an adverse holding is proposed, but on a new issue, or on the same issue but on different 
grounds from those discussed at the first conference. There is no right to another conference 
when a proposed holding is reversed at a higher level with a result less favorable to the 
taxpayer, if the grounds or arguments on which the reversal is based were discussed at the 
conference of right. 

The limit on the number of conferences to which a taxpayer is entitled does not prevent the 
Service from offering further conferences if it decides they are needed. 

.13 The taxpayer should furnish to the National Office any additional data, reasoning, 
precedents, etc., that were proposed by the taxpayer and discussed at the conference but not 
previously or adequately presented in writing. The taxpayer must furnish the additional 
information within 21 calendar days from the date of the conference. See section 10.07 of this 
revenue procedure for instructions on submission of additional information. If the additional 
information is not received within that time, a letter ruling will be issued on the basis of the 
information on hand or, if appropriate, no ruling will be issued. 

Procedures for requesting an extension of the 21-day period and notifying the taxpayer or 
the taxpayer's representative of the Service's approval or denial of the requested extension are 
the same as those stated in section 10.07(3) of this revenue procedure regarding submitting 
additional information. 

.14 Sometimes it will be advantageous to both the Service and the taxpayer to hold a 
conference before the taxpayer submits the letter ruling request to discuss substantive or 
procedural issues relating to a proposed transaction. Such conferences are held only when the 
taxpayer actually intends to make a request and only on a time-available basis. Generally, the 
taxpayer will be asked to provide a draft of the letter ruling request or other detailed written 
description of the proposed transaction before the pre-submission conference. 

Any discussion of substantive issues at a pre-submission conference is advisory only, is not 
binding on the Service, and cannot be relied upon as a basis for obtaining retroacti ve relief 
under the provisions of §7805(b). A letter ruling request submitted following a pre-submission 
conference will not necessarily be assigned to the Branch that held the pre-submission 
conference. 

.15 Infrequently, taxpayers request that their conference of right be held by telephone. This 
may occur, for example, where a taxpayer wants a conference of right but believes that the 
issue involved does not warrant incurring the expense of traveling to Washington, DC. If a 
taxpayer makes such a request, the Branch Chief, Senior Technician Reviewer (or Senior 
Technical Reviewer), or Assistant to the Branch Chief (or Assistant Branch Chief) of the 
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Branch to which the case is assigned will decide if it is appropriate in the particular case to 
hold the conference of right by telephone. If the request is approved, the taxpayer will be 
advised when to call the Service representatives (not a toll-free call). 

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

The format of the submission should be discussed with the Service representative who 
requests the draft letter ruling. The representative usually can provide a model of the letter 
ruling to be submitted and will discuss the facts, analysis, and letter ruling language to include. 

In addition to a typed draft, taxpayers are encouraged to submit this draft on a disk in a 
word processing format. The typed draft will become part of the permanent files of the 
National Office, and the word processing disk will not be returned. 

The proposed letter ruling (both typed draft and word processing disk) should be sent to the 
same address as any additional information and contain in the transmittal the information that 
should be included with any additional information (for example, a penalties of perjury 
statement is required). See section 10.07 of this revenue procedure. 

.01 A taxpayer ordinarily may rely on a letter ruling received from the Service subject to 
the conditions and limitations described in this section. 

.02 A taxpayer may not rely on a letter ruling issued to another taxpayer. See §6110(j)(3). 

.03 When determining a taxpayer's liability, the District Director must ascertain whether

(I) the conclusions stated in the letter ruling are properly reflected in the return; 

(2) the representations upon which the letter ruling was based reflected an accurate 
statement of the material facts; 

(3) the transaction was carried out substantially as proposed; and 

(4) there has been any change in the law that applies to the period during which the 
transaction or continuing series of transactions were consummated. 

If, when determining the liability, the District Director finds that a letter ruling should be 
modified or revoked, the findings and recommendations of the District Director will be 
forwarded to the National Office for consideration before further action is taken by the District 
Director. Such a referral to the National Office will be treated as a request for technical advice 
and the provisions of Rev. Proc. 94-2, this Bulletin, will be followed. Otherwise, the letter 
ruling is to be applied by the District Office in its determination of the taxpayer's liability. 
Appropriate coordination with the National Office will be undertaken if any field official 
having jurisdiction over a return or other matter proposes to reach a conclusion contrary to a 
letter ruling previously issued to the taxpayer. 

.04 Unless it was part of a closing agreement as described in section 2.02 of this revenue 
procedure, a letter ruling found to be in error or not in accord with the current views of the 
Service may be modified or revoked. If a letter ruling is revoked or modified, the revocation 
or modification applies to all years open under the statute of limitations unless the Service uses 
its discretionary authority under §7805(b) to limit the retroactive effect of the revocation or 
modification. 

A letter ruling may be revoked or modified by-

(1) a notice to the taxpayer to whom the letter ruling was issued; 

(2) the enactment of legislation or ratification of a tax treaty; 

(3) a decision of the United States Supreme Court; 

(4) the issuance of temporary or final regulations; or 

(5) the issuance of a revenue ruling, revenue procedure, notice, or other statement published 
in the Internal Revenue Bulletin. 
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Consistent with these provisions, if a letter ruling relates to a continuing action or a series of 
actions, it ordinarily will be applied until anyone of the events described above occurs or until 
it is specifically withdrawn. 

Publication of a notice of proposed rulemaking will not affect the application of any letter 
ruling issued under this revenue procedure . 

. 05 Except in rare or unusual circumstances, the revocation or modification of a letter ruling 
will not be applied retroactively to the taxpayer for whom the letter ruling was issued or to a 
taxpayer whose tax liability was directly involved in the letter ruling provided that-

(1) there has been no misstatement or omission of material facts; 

(2) the facts at the time of the transaction are not materially different from the facts on 
which the letter ruling was based; 

(3) there has been no change in the applicable law; 

(4) the letter ruling was originally issued for a proposed transaction; and 

(5) the taxpayer directly involved in the letter ruling acted in good faith in relying on the 
letter ruling, and revoking the letter ruling retroactively would be to the taxpayer's detriment. 
For example, the tax liability of each shareholder is directly involved in a letter ruling on the 
reorganization of a corporation. However, the tax liability of a member of an industry is not 
directly involved in a letter ruling issued to another member and, therefore, the holding in a 
revocation or modification of a letter ruling to one member of an industry may be retroactively 
applied to other members of the industry. By the same reasoning, a tax practitioner may not 
extend to one client the non-retroactive application of a modification or revocation of a letter 
ruling previously issued to another client. 

If a letter ruling is revoked by letter with retroactive effect, the letter will, except in fraud 
cases, state the grounds on which the letter ruling is being revoked and explain the reasons 
why it is being revoked retroactively. 

.06 A letter ruling issued on a particular transaction represents a holding of the Service on 
that transaction only. It will not apply to a similar transaction in the same year or any other 
year. And, except in unusual circumstances, the application of that letter ruling to the 
transaction will not be affected by the later issuance of regulations (either temporary or final), 
if conditions (1) through (5) in section 11.05 above are met. 

However, if a letter ruling on a transaction is later found to be in error or no longer in 
accord with the position of the Service, it will not protect a similar transaction of the taxpayer 
in the same year or later year. 

.07 If a letter ruling is issued covering a continuing action or series of actions and the letter 
ruling is later found to be in error or no longer in accord with the position of the Service, the 
Associate Chief Counsel (Domestic), the Associate Chief Counsel (Employee Benefits and 
Exempt Organizations), the Associate Chief Counsel (Enforcement Litigation), or the Associate 
Chief Counsel (International), as appropriate, ordinarily will limit the retroactive effect of the 
revocation or modification to a date that is not earlier than that on which the letter ruling is 
modified or revoked. For example, the retroactive effect of the revocation or modification of a 
letter ruling covering a continuing action or series of actions ordinarily would be limited in the 
following situations when the letter ruling is in error or no longer in accord with the position 
of the Service-

(l) A taxpayer received a letter ruling that certain payments are excludable from gross 
income for federal income tax purposes. However, the taxpayer ordinarily would be protected 
only for the payment received after the letter ruling was issued and before the revocation or 
modification of the letter ruling. 

(2) A taxpayer rendered a service or provided a facility that is subject to the excise tax on 
services or facilities and, in relying on a letter ruling received, did not pass the tax on to the 
user of the service or the facility. 

(3) An employer incurred liability under the Federal Insurance Contributions Act but, in 
relying on a letter ruling received, neither collected the employee tax nor paid the employee 
and employer taxes under the Act. The retroactive effect would be limited for both the 
employer and employee tax. However, the limitation would be conditioned on the employer 
furnishing wage data, as may be required by §31.60 II (a)-I of the Employment Tax 
Regulations. 
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.08 A letter ruling holding that the sale or lease of a particular article is subject to the 
manufacturer's excise tax or the retailer's excise tax may not retroactively revoke or modify an 
earlier letter ruling holding that the sale or lease of such an article was not taxable if the 
taxpayer to whom the letter ruling was issued, in relying on the earlier letter ruling, gave up 
possession or ownership of the article without passing the tax on to the customer. (Section 
1l08(b), Revenue Act of 1926.) 

.09 A taxpayer is not protected against retroactive revocation or modification of a letter 
ruling involving a transaction completed before the issuance of the letter ruling or involving a 
continuing action or series of actions occurring before the issuance of the letter ruling because 
the taxpayer did not enter into the transaction relying on a letter ruling. 

.10 If a letter ruling is issued covering a particular transaction and the material facts on 
which the letter ruling is based are later changed, a taxpayer is not protected against 
retroactive revocation or modification of the letter ruling when the transaction is completed 
after the change in the material facts. Similarly, a taxpayer is not protected against retroactive 
revocation or modification of a letter ruling involving a continuing action or a series of actions 
occurring after the material facts on which the letter ruling is based have changed. 

.11 Under §7805(b), the Service may prescribe any extent to which a revocation or 
modification of a letter ruling or determination letter will be applied without retroactive effect. 

A taxpayer to whom a letter ruling or determination letter has been issued may request that 
the Associate Chief Counsel (Domestic), the Associate Chief Counsel (Employee Benefits and 
Exempt Organizations), the Associate Chief Counsel (Enforcement Litigation), or the Associate 
Chief Counsel (International), as appropriate, limit the retroactive effect of any revocation or 
modification of the letter ruling or determination letter. 

(1) Request for relief under §7805(b} must be made in required format. 
A request to limit the retroactive effect of the revocation or modification of a letter ruling 

must be in the general form of, and meet the general requirements for, a letter ruling request. 
These requirements are given in section 8 of this revenue procedure. Specifically, the request 
must also-

(a) state that it is being made under §7805(b); 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief requested (including a 
discussion of the five items listed in section 11.05 of this revenue procedure and any other 
factors as they relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. 

A request that the Service limit the retroactive effect of a revocation or modification of a 
letter ruling may be made in the form of a separate request for a letter ruling when, for 
example, a revenue ruling has the effect of modifying or revoking a letter ruling previously 
issued to the taxpayer, or when the Service notifies the taxpayer of a change in position that 
will have the effect of revoking or modifying the letter ruling. However, when notice is given 
by the District Director during an examination of the taxpayer's return, or during consideration 
by the Chief, Appeals Office, a request to limit retroactive effect must be made in the form of 
a request for technical advice as explained in section 17.04 of Rev. Proc. 94-2, this Bulletin. 

When germane to a pending letter ruling request, a request to limit the retroactive effect of a 
modification or revocation of a letter ruling may be made as part of the request for the letter 
ruling, either initially or at any time before the letter ruling is issued. When a letter ruling that 
concerns a continuing transaction is modified or revoked by, for example, a subsequent 
revenue ruling, a request to limit retroactive effect must be made before the examination of the 
return that contains the transaction that is the subject of the letter ruling request. 
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(2) Taxpayer may request a conference on application of §7805(b). 

A taxpayer who requests the application of §7805(b) in a separate letter ruling request has 
the right to a conference in the National Office as explained in sections 10.09, 10.11, and 
10.12 of this revenue procedure. If the request is made initially as part of a pending letter 
ruling request or is made before the conference of right is held on the substantive issues, the 
section 7805(b) issue will be discussed at the taxpayer's one conference of right as explained 
in section 10.09 of this revenue procedure. If the request for the application of section 7805(b) 
relief is made as part of a pending letter ruling request after a conference has been held on the 
substantive issue and the Service determines that there is justification for having delayed the 
request, the taxpayer is entitled to one conference of right concerning the application of 
§7805(b), with the conference limited to discussion of this issue only. 

.01 A determination letter issued by a District Director has the same effect as a letter ruling 
issued to a taxpayer under section 11 of this revenue procedure. 

If a District Director proposes to reach a conclusion contrary to that expressed in a 
determination letter, he or she need not refer the matter to the National Office as is required 
for a letter ruling found to be in error. However, the District Director must refer the matter to 
the National Office if the District Director desires to have the modification or revocation of the 
determination letter limited under § 7805(b) . 

. 02 A District Director does not have authority under §7805(b) to limit the modification or 
revocation of the determination letter. Therefore, if a District Director proposes to modify or 
revoke a determination letter, the taxpayer may request limitation of the retroactive effect of 
the modification or revocation by asking the District Director who issued the determination 
letter to seek technical advice from the National Office. See section 17.02(2) of Rev. Proc. 94-
2, this Bulletin. 

(1) Request for relief under §7805(b) must be made in required format. 

A taxpayer's request to limit the retroactive effect of the modification or revocation of the 
determination letter must be in the form of, and meet the general requirements for, a technical 
advice request. See section 17.04 of Rev. Proc. 94-2, this Bulletin. The request must also-

(a) state that it is being made under §7805(b); 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief sought (including a discussion 
of the five items listed in section 11.05 of this revenue procedure and any other factors as they 
relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. 

(2) Taxpayer may request a conference on application of §7805(b). 
When technical advice is requested regarding the application of §7805(b), the taxpayer has 

the right to a conference in the National Office to the same extent as does any taxpayer who is 
the subject of a technical advice request. See sections 12 and 17.05 of Rev. Proc. 94-2, this 
Bulletin. 

.0 I Requests for determination letters received by District Directors that, under the 
provisions of this revenue procedure, may not be issued by a District Office, will be forwarded 
to the National Office for reply. The District Office will notify the taxpayer that the matter has 
been referred. 

District Directors will also refer to the National Office any request for a determination letter 
that in their judgment should have the attention of the National Office. 
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.02 If the request involves an issue on which the Service will not issue a letter ruling or 
determination letter, the request will not be forwarded to the National Office. The District 
Office will notify the taxpayer that the Service will not issue a letter ruling or a determination 
letter on the issue. See section 7 of this revenue procedure for a description of no-rule areas. 

.03 Requests for letter rulings received by the National Office that, under section 5 of this 
revenue procedure, may not be acted upon by the National Office will be forwarded to the 
District Office that has examination jurisdiction over the taxpayer's return. The taxpayer will 
be notified of this action. If the request is on an issue or in an area of the type discussed in 
section 7 of this revenue procedure, and it is decided not to issue a letter ruling or an 
information letter, the National Office will notify the taxpayer and will then forward the 
request to the appropriate District Office for association with the related return. 

.01 Legislation authorizing user fees. Section 10511 of the Revenue Act of 1987, Pub. L. 
100-203, enacted December 22, 1987, as amended by section 11319 of the Omnibus Budget 
Reconciliation Act of 1990, Pub. L. 101-508, enacted November 5, 1990 (hereafter the two 
laws are referred to as the "Act"), requires taxpayers to pay user fees for requests for letter 
rulings, opinion letters, determination letters, and similar requests. The fees apply to requests 
made on or after February 1, 1988, and before October 1, 1995. The fees charged under the 
program (1) are to vary according to categories (or subcategories) established by the Secretary; 
(2) are to be determined after taking into account the average time for, and difficulty of, 
complying with requests in each category and subcategory; and (3) are to be payable in 
advance. The Secretary is to provide for exemptions and reduced fees under the program as the 
Secretary determines to be appropriate, but the average fee applicable to each category must 
not be less than the amount specified in the Act. 

.02 Requests to which a user fee applies. In general, user fees apply to all requests for 
letter rulings, determination letters, and advance pricing agreements submitted by or on behalf 
of taxpayers. They also apply to requests for closing agreements described in paragraph (2)(d) 
of Appendix A of this revenue procedure, all requests for renewal of advance pncmg 
agreements, and all requests for reconsideration of letter rulings or determination letters. 
Requests to which a user fee applies must be accompanied by the appropriate fee as 
determined from the fee schedule provided in Appendix A of this revenue procedure. The fee 
may be refunded as provided in section 14.09 below . 

. 03 Requests to which a user fee does not apply. User fees do not apply to-

(1) elections made pursuant to section 4 of Rev. Proc. 92-85, pertaining to automatic 
extensions of time under §301.9100-1 of the Procedure and Administration Regulations (see 

section 5.02 of this revenue procedure); 

(2) requests for information letters; or 

(3) requests for a change in accounting period or accounting method permitted to be made by 
a published automatic change revenue procedure (see section 9.03 of this revenue procedure) . 

. 04 Exemptions from the user fee requirements. The user fee requirements do not apply to

(1) departments, agencies, or instrumentalities of the United States that certify that they are 
seeking a letter ruling or determination letter on behalf of a program or activity funded by 
federal appropriations. The fact that a user fee is not charged does not have any bearing on 
whether an applicant is treated as an agency or instrumentality of the United States for 
purposes of any provision of the Code; or 

(2) requests as to whether a worker is an employee for federal employment taxes and 
income tax withholding purposes (chapters 21, 22, 23, and 24 of subtitle C of the Code) 
submitted on Form SS-8, Information for Use in Determining Whether a Worker Is an 
Employee for Federal Employment Taxes and Income Tax Withholding, or its equivalent. 
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.05 Fee Schedule. The schedule of user fees is provided in Appendix A. See Rev. Proc. 
94-8, this Bulletin, for the user fee requirements applicable to requests for letter rulings, 
determination letters, etc. under the jurisdiction of the Assistant Commissioner (Employee 
Plans and Exempt Organizations) . 

. 06 Applicable user fee for a request involving multiple offices, fee categories, issues, 
transactions, or entities. 

(1) Requests involving several offices. If a request dealing with only one transaction 
involves more than one of the offices within the Service (for example, one issue is under the 
jurisdiction of the Associate Chief Counsel (Domestic) and another issue is under the 
jurisdiction of the Assistant Commissioner (Employee Plans and Exempt Organizations», only 
one fee applies, namely the highest fee that otherwise would apply to each of the offices 
involved. See Rev. Proc. 94-8, this Bulletin, for the user fees applicable to issues under the 
jurisdiction of the Assistant Commissioner (Employee Plans and Exempt Organizations). 

(2) Requests involving several fee categories. If a request dealing with only one 
transaction involves more than one fee category, only one fee applies, namely the highest fee 
that otherwise would apply to each of the categories involved. 

(3) Requests involving several issues. If a request dealing with only one transaction 
involves several issues, a request for a change in accounting method dealing with only one 
item or sub-method of accounting involves several issues, or a request for a change in 
accounting period dealing with only one item involves several issues, the request is treated as 
one request. Therefore, only one fee applies, namely the fee that applies to the particular 
category or subcategory involved. The addition of a new issue relating to the same transaction 
or item will not result in an additional fee, unless the issue places the transaction or item in a 
higher fee category. 

{4} Requests involving several unrelated transactions. If a request involves several 
unrelated transactions, a request for a change in accounting method involves several unrelated 
items or sub-methods of accounting, or a request for a change in accounting period involves 
several unrelated items, each transaction or item is treated as a separate request. As a result, a 
separate fee will apply for each unrelated transaction or item. An additional fee will apply if 
the request is changed by the addition of an unrelated transaction or item not contained in the 
initial request. 

(5) Requests involving several entities. Each entity involved in a transaction (for example, 
a reorganization) that desires a separate letter ruling in its own name must pay a separate fee 
regardless of whether the transaction or transactions may be viewed as related. In certain 
situations, however, a reduced user fee may be charged. See paragraphs (3)( e), (f), and (g) of 
Appendix A of this revenue procedure. 

.07 Method of payment. Each request to the Service for a letter ruling, determination letter, 
advance pricing agreement, closing agreement described in paragraph (2)(d) of Appendix A of 
this revenue procedure, or reconsideration of a letter ruling or determination letter must be 
accompanied by a check or money order, payable to the Internal Revenue Service, in the 
appropriate amount. (However, the user fee check or money order should not be attached to 
the Form 2553, Election by a Small Business Corporation, when it is filed at the Service 
Center. If on the Form 2553 the corporation requests a ruling that it be permitted to use a 
fiscal year under section 6.03 of Rev. Proc. 87-32, the Service Center will forward the request 
to the National Office. When the National Office receives the Form 2553 from the Service 
Center, it will notify the taxpayer that the fee is due.) Taxpayers should not send cash. 

.08 Effect of nonpayment or payment of incorrect amount. If a request is not accompanied 
by a properly completed check or money order or is accompanied by a check or money order 
for less than the correct amount, the respective office within the Service that is responsible for 
issuing the letter ruling, determination letter, advance pricing agreement, closing agreement, or 
reconsideration of a letter ruling or determination letter generally will exercise discretion in 
deciding whether to immediately return the request. If a request is not immediately returned, 
t~e taxpayer will be contacted and given a reasonable amount of time to submit the proper fee. 
If the proper fee is not received within a reasonable amount of time, the entire request will 
then be returned. However, the Service will usually defer substantive consideration of a request 
until proper payment has been received. The return of a request to the taxpayer may adversely 
affect substantive rights if the request is not perfected and resubmitted to the Service within 30 
days of the date of the cover letter returning the request. 



Refunds 

If a request is accompanied by a check or money order for more than the correct amount, 
the request will be accepted and the amount of the excess payment will be returned to the 
taxpayer. 

.09 Refunds of user fee. In general, the fee will not be refunded unless the Service declines 
to rule on all issues for which a ruling is requested. 

(1) The following situations are examples of situations in which the fee will not be 
refunded. 

(a) The request for a letter ruling, determination letter, etc. is withdrawn at any time 
subsequent to its receipt by the Service, unless the only reason for withdrawal is that the 
Service has advised the taxpayer that a higher user fee than was sent with the request is 
applicable and the taxpayer is unwilling to pay the higher fee. 

(b) The request is procedurally deficient, although accompanied by the proper fee or an 
overpayment and is not timely perfected by the requester. When there is a failure to timely 
perfect the request, the case will be considered closed and the failure to perfect will be treated 
as a withdrawal for purposes of this revenue procedure. See section 10.06(3) of this revenue 
procedure. 

(c) A letter ruling, determination letter, etc. is revoked in whole or in part at the initiative of 
the Service. The fee paid at the time the original letter ruling, determination letter, etc. was 
requested will not be refunded. 

(d) The request contains several issues and the Service rules on some, but not all, of the 
issues. The highest fee applicable to the issues on which the Service rules will not be 
refunded. 

(e) The taxpayer asserts that a letter ruling the taxpayer received covering a single issue is 
erroneous or not responsive (other than an issue on which the Service has declined to rule) and 
requests reconsideration. The Service, upon reconsideration, does not agree that the letter 
ruling is erroneous or is not responsive. The fee accompanying the request for reconsideration 
will not be refunded. 

(f) The situation is the same as described in paragraph (e) above except that the letter ruling 
covered several unrelated transactions. The Service, upon reconsideration, does not agree with 
the taxpayer that the letter ruling is erroneous or is not responsive for all of the transactions, 
but does agree that it is erroneous as to one transaction. The fee accompanying the request for 
reconsideration will not be refunded except to the extent applicable to the transaction for 
which the Service agrees the letter ruling was in error. 

(g) The request is for a supplemental letter ruling, determination letter, etc. concerning a 
change in facts (whether significant or not) relating to the transaction ruled on. 

(h) The request is for reconsideration of an adverse or partially adverse letter ruling or a 
final adverse determination letter, and the taxpayer submits arguments and authorities not 
submitted before the original letter ruling or determination letter was issued. 

(2) The following situations are examples of situations in which the fee will be refunded. 
(a) In a situation to which section 14.09(l)(h) above does not apply, the taxpayer asserts 

that a letter ruling the taxpayer received covering a single issue is erroneous or is not 
responsive (other than an issue on which the Service declined to rule) and requests 
reconsideration. The Service agrees, upon reconsideration, that the letter ruling is erroneous or 
is not responsive. The fee accompanying the taxpayer's request for reconsideration will be 
refunded. 

(b) In a situation to which section 14.09(l)(h) above does not apply, the taxpayer requests a 
supplemental letter ruling, determination letter, etc. to correct a mistake that the Service agrees 
it made in the original letter ruling, determination letter, etc., such as a mistake in the 
statement of facts or in the citation of a Code section. Once the Service agrees that it made a 
mistake, the fee accompanying the request for the supplemental letter ruling, determination 
letter, etc. will be refunded. 

(c) The taxpayer requests and is granted relief under §7805(b) in connection with the 
revocation in whole or in part, of a previously issued letter ruling, determination letter, etc. 
The fee accompanying the request for relief will be refunded. 
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.10 Request for reconsideration of user fee. A taxpayer that believes the user fee ch~r~ed 
by the Service for its request for a letter ruling, determination letter, advance pr.Icmg 
aareement, or closing agreement is either not applicable or incorrect and wishes to receIve a 
r;fund of all or part of the amount paid (see section 14.09 above) may request reconsideration 
and, if desired, the opportunity for an oral discussion by sending a letter to the Service at the 
applicable Post Office Box or other address given in section 8.03 in this revenue procedure. 
Both the incoming envelope and the letter requesting such reconsideration should be 
prominently marked "USER FEE RECONSIDERATION REQUEST." No user fee is required 
for these requests. The request should be marked for the attention of: 

If the matter involves primarily: 

Associate Chief Counsel (Domestic) 
letter ruling requests 

Associate Chief Counsel (Employee 
Benefits & Exempt Organizations) 
letter ruling requests 

Associate Chief Counsel (Enforcement 
Litigation) letter ruling requests 

Associate Chief Counsel (International) 
letter ruling requests 

Determination letter requests submitted 
pursuant to this revenue procedure 

Mark for the attention of 

Assistant Chief Counsel ( ) 
(Complete by using whichever of the following 
designations applies.) 

(Corporate) 
(Financial Institutions and Products) 
(Income Tax and Accounting) 
(Passthroughs and Special Industries) 

Assistant Chief Counsel (Employee Benefits & 
Exempt Organizations) 

Assistant Chief Counsel (General Litigation) 

Assistant Chief Counsel (International) 

Chief, Examination Division, __ District Office 
(Add name of district office handling the request.) 

.01 The Associate Chief Counsel (Enforcement Litigation) now has the authority to issue 
guidance to taxpayers. Accordingly, this revenue procedure has been expanded to apply to 
requests for guidance on certain issues under the jurisdiction of the Associate Chief Counsel 
(Enforcement Litigation) . 

. 02 Appendix A in Rev. Proc. 93-1 is redesignated as Appendix C in this revenue 
procedure . 

. 03 This revenue procedure also has been expanded to include the user fee requirements in 
Rev. Proc. 93-23, 1993-1 C.B. 538, applicable to all requests for letter rulings, determination 
letters, closing agreements, and advance pricing agreements on matters under the jurisdiction 
of the Chief Counsel's office. Accordingly, section 8.02 in Rev. Proc. 93-1 is redesignated as 
section 14 in this revenue procedure and the schedule of user fees is provided in Appendix A. 
Except for the user fees for advance pricing agreements, the fees are the same as in Rev. Proc. 
93-23 . 

. 04 To assist taxpayers or their representatives in requesting a letter ruling, a sample format 
for a letter ruling request is provided in Appendix B . 

. 05 Section 2.01 is amended to clarify that the term "letter ruling" includes the written 
permission or denial of permission by the National Office to a change in a taxpayer's 
accounting method or accounting period . 

. 06 Section 3.03 is added to state the jurisdiction of the Associate Chief Counsel 
(Enforcement Litigation) . 

. 07 Section 5.02 is amended to provide that a section 301.9100 request must state whether 
the taxpayer's return covering the issue presented in the section 301.9100 request is being 
exa~ined by a District Director or the issues in the return are being considered by an Appeals 
OffIce and that the taxpayer must notify the National Office if an examination of the return is 
started while a section 301.9100 request is pending . 

. 08 Section 5.02 is also amended to remind taxpayers that they are responsible for seeking 
an extenSIOn of the statute of limitations if, after a section 301.9100 request is filed but before 
a letter ruling is received, the statute of limitations for the year for which the election was to 
be made will expire. 



.09 Sections 5.09 and 6.04 are amended to provide that the District Office, rather than the 
National Office, will handle requests for a determination of employment status (Form SS-8) 
from states, political subdivisions, and their wholly-owned instrumentalities . 

. 10 Section 7.03 is amended to clarify that if a part of a transaction falls under a no-rule 
area, a letter ruling on other parts of the transaction may be issued. This section is also 
amended to reflect the Service's existing practice that if two or more items or sub-methods of 
accounting are interrelated, the National Office ordinarily will not issue a letter ruling on a 
change in accounting method on only one of the items or sub-methods . 

. 11 Section 8.01(1) is amended to provide that the statement of facts must include the 
annual accounting period and the overall method of accounting of all interested parties, and a 
description of the taxpayer's business operations . 

. 12 Section 8.01(9) is amended to provide that the deletions statement required by §611O 
must be dated. This section is also amended by providing that an additional deletions statement 
is not required with each submission of additional information if the taxpayer's initial deletions 
statement requests that only names, addresses, and identifying numbers are to be deleted and 
the taxpayer wants only the same information deleted from the additional information . 

. 13 Section 8.01(13) is amended to provide that the penalties of perjury statement must be 
dated . 

. 14 Sections 8.02(2) and 8.02(3) in Rev. Proc. 93-1 have been combined under section 
8.02(2) in this revenue procedure. Section 8.02(2) is amended to reflect the instructions for 
Form 2848, Power of Attorney and Declaration of Representative. If a taxpayer wants the 
original of the letter ruling or determination letter sent to an authorized representative, section 
8.02(2) is also amended by providing that a taxpayer who has more than one representative 
should designate in the power of attorney which representative is to receive the original of the 
letter ruling or determination letter. 

.15 Section 8.02(3) is amended to conform to section 10.16 by stating that in a two-part 
letter ruling request, the Service representative may request that the taxpayer submit a 
proposed draft of the letter ruling . 

. 16 Section 8.02(4) is amended to clarify that a request for expeditious handling must be 
made in writing . 

. 17 Section 8.04 is amended to provide that this section applies to pending requests for 
advance pricing agreements and for closing agreements. This section also is amended to 
conform to sections 5.01, 5.02, 5.09, 5.10, and 8.01(8) of this revenue procedure by providing 
the circumstances under which a taxpayer with a pending letter ruling request must notify the 
National Office . 

. 18 Section 8.07 is amended to reflect the Service's existing practice for refunding the user 
fee when the Service declines to issue a letter ruling . 

. 19 Section 9 has been updated to reflect the revenue procedures issued in 1993. The list of 
the automatic change revenue procedures has been moved from section 9.02 to new section 
9.03 . 

. 20 Section 10.04 is amended to reflect the Service's existing practice of not suggesting 
precise changes that would materially alter a taxpayer's proposed accounting method or 
accounting period . 

. 21 Section 10.06 is amended to provide that the period for submitting information 
requested during the initial contact has been changed from 30 days to 21 days, which is 
currently allowed for submitting additional information at other times during the ruling 
process; however, for the first time, this section provides for an extension of the time period 
for submitting information requested during the initial contact. 

.22 Section 10.07(2) is amended by providing new addresses to which additional 
information should be sent. 

.23 Section 11.10 is redesignated as section 11.11 and new section 11.10 is added to 
provide that a taxpayer is not protected against the retroactive revocation or modification of a 
letter ruling when a transaction is completed, or a continuing action or series of actions occurs, 
after the material facts on which the letter ruling is based have changed . 

. 24 Section 14.02 is amended to reflect the Service's existing practice as provided by Rev. 
Proc. 93-23 of applying the user fee requirements to a request for reconsideration of a letter 
ruling or a determination letter. 
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.25 Sections 14.06(3) and (4) are amended to clarify that the user fee requirements for a 
request involving one transaction and several issues or involving several unrelated transactions 
apply to a request for a change in accounting method or a change in accounting period . 

. 26 The reduced user fee for domestic partnerships and corporations in Appendix A is 
amended to provide that the reduced user fee applies to domestic partnerships and corporations 
with total income, plus any interest income not subject to tax under § 103, of less than 
$150,000. 

.01 Rev. Proc. 93-1, 1993-1 C.B. 313, as modified by Rev. Proc. 93-23, 1993-1 C.B. 538, 
is superseded. 

.02 Rev. Proc. 93-23, 1993-1 C.B. 538, is superseded in part. Rev. Proc. 94-8, this 
Bulletin, supersedes the remaining part. Therefore, Rev. Proc. 93-23 is superseded in its 
entirety . 

. 03 Rev. Proc. 91-22, 1991-1 C.B. 526, is modified by deleting all references to Rev. Proc. 
87-4, Rev. Proc. 88-4, and Rev. Proc. 90-17 and replacing them with references to this 
revenue procedure, and by substituting for the user fee that Rev. Proc. 91-22 provides for, the 
corresponding user fee set forth in this revenue procedure . 

. 04 Rev. Proc. 92-20, 1992-1 C.B. 685, is modified by deleting all references to Rev. Proc. 
90-17 and replacing them with references to this revenue procedure. 
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APPENDIX A 

SCHEDULE OF USER FEES 

CATEGORY FEE 

(1) User fee for a determination letter request. The user fee for each determination letter request governed by $250 
this revenue procedure. 

(2) User fee for a letter ruling request. Except for reduced fees as provided in paragraph (3) below and 
exemptions provided in section 14.04 of this revenue procedure, the user fee for each letter ruling request under 
the jurisdiction of the Associate Chief Counsel (Domestic), the Associate Chief Counsel (Employee Benefits and 
Exempt Organizations), the Associate Chief Counsel (Enforcement Litigation), or the Associate Chief Counsel 
(International) is as follows: 

(a) Accounting periods 

(i) Forms 1128 and 2553 $200 

(ii) Letter ruling requests for extensions of time under §301.9100-1 of the Procedure and Administration $200 
Regulations regarding Forms 1128 and 8716 

(b) Changes in Accounting Methods 

(i) Form 3115 (except as provided in paragraph (3)(f) below) $600 

(ii) Except as provided in paragraph (3)(g) below, letter ruling requests for extensions of time under $200 
§30 1.9100-1 of the Procedure and Administration Regulations regarding Form 3115 

NOTE: A taxpayer that receives an extension of time under §30 1.9100-1 of the Procedure and 
Administration Regulations will be charged a separate user fee for the accounting period or accounting 
method application. No user fee is required if the change in accounting period or accounting method is 
permitted to be made pursuant to a published automatic change revenue procedure. See section 9.03 of 
this revenue procedure for the list of automatic change revenue procedures published as of December 31, 
1993. 

(c) Requests for advance pricing agreements and renewals (except as provided in paragraph (3)(h) below) 

(d) Requests for closing agreements on a proposed transaction or on a completed transaction before a return 
for the transaction has been filed in which a letter ruling on that transaction is not requested or issued 

(e) All other letter ruling requests (which includes accounting period and accounting method requests other 
than those properly submitted on Form 1128, 2553, or 3115) 

(3) Reduced user fee for a letter ruling request. A reduced user fee is provided in the following situations-

(a) U.S. citizens and resident alien individuals, domestic trusts, and domestic estates with a total income of 
less than $150,000. 

$10,000 

$3,000 

$3,000 

Letter ruling requests from U.S. citizens and resident alien individuals, domestic trusts, and domestic $500 
estates whose "total income" as reported on their federal income tax return (as amended) filed for a full 
(12 months) tax year ending before the date the request is filed, plus any interest income not subject to 
tax under § 103 (interest on state and local bonds) for that period, is less than $150,000. In the case of a 
letter ruling request from a domestic estate or trust that, at the time the letter ruling request is filed, has 
not filed an income tax return for a full tax year, the reduced fee will be applicable if the decedent's or 
(in the case of an individual grantor) the grantor's total income as reported on the last return filed for a 
full tax year ending before the date of death, or the date of the transfer, taking into account any additions 
required to be made to total income described in this paragraph, is less than $150,000. 

(b) Nonresident alien individuals, foreign trusts, and foreign estates with a total effectively connected income 
of less than $150,000. 

Letter ruling requests from nonresident alien individuals, foreign trusts, and foreign estates where "total $500 
effectively connected income" reported on their federal income tax return (as amended) filed for a full 
(12 months) tax year ending before the date the request is filed, plus any income for the period from 
United States or foreign sources that is not taxable by the United States, whether by reason of § 103, an 
income tax treaty, §871 (h) (regarding portfolio interest), or otherwise, plus the total amount of any fixed 
or determinable annual or periodical income from United States sources, the United States tax liability for 
which is satisfied by withholding at the source, is less than $150,000. In the case of a letter ruling 
request from a foreign estate or trust that, at the time the letter ruling request is filed, has not filed an 
income tax return for a full tax year, the reduced fee will be applicable if the decedent's or (in the case 
of an individual grantor) the grantor's total income, or total effectively connected income, as relevant, as 
reported on the last return filed for a full tax year ending before the date of death, or the date of the 
transfer, taking into account any additions required to be made to total effectively connected income 
described in this paragraph, is less than $150,000. 
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NOTE: For purposes of paragraph (3)(a) or (3)(b) above, "total income" and "total effectively 
connected income" are line items on federal tax returns. If there are two or more applicants filing the 
request, the total incomes or the total effectively connected incomes of the applicants are to be combined 
in determining whether the combined total income or the combined total effectively connected income is 
less than $150,000, taking into account any additions required to be made to total income or total 
effectively connected income as described respectively in paragraph (3)(a) or (3)(b) above. Also, an 
individual, trust, or estate seeking a reduced fee must certify in the letter ruling request that his, her, or 
its total income or total effectively connected income, whichever is applicable, taking into account any 
additions required to be made to total income or total effectively connected income described in the 
applicable paragraph (3)(a) or (3)(b) above, is less than $150,000 as reported on his, her, or its federal 
income tax return (as amended) for the last full tax year before the date the request is filed. 

(c) Domestic partnerships and corporations with a total income of less than $150,000. 

Letter ruling requests from domestic partnerships and corporations whose "total income" as reported on $500 
their federal income tax return (as amended) filed for a full (12 months) tax year ending before the date 
the request is filed, plus any interest income not subject to tax under § 103 (interest on state and local 
bonds) for that period, is less than $150,000. In the case of a letter ruling request from a domestic 
partnership or corporation that, at the time the letter ruling request is filed, has not filed an income tax 
return for a full tax year, the reduced fee will be applicable if, in the aggregate, the partners' or 
shareholders' total income is less than $150,000 as reported on the partners' or shareholders' last tax 
returns filed for a full tax year ending before the date the request is filed. 

NOTE: "Total income" is a line item on federal tax returns. In the case of a letter ruling request from a 
corporation, the total income, plus any interest income not subject to tax under § 103, of the applicant 
filing the request and any related taxpayer that is involved in the transaction on which the ruling is 
requested, are to be combined in determining whether the combined total income is less than $150,000. A 
domestic partnership or corporation seeking a reduced fee must certify in the letter ruling request that its 
total income, plus any interest income not subject to tax under §103, is less than $150,000 as reported on 
its federal income tax return (as amended) for the last full tax year before the date the request is filed. If 
the partnership or corporation has not filed a tax return for a full (12 months) tax year at the time the 
request is filed, the partners or shareholders must certify that their total income is less than $150,000 as 
reported on the partners' or shareholders' last tax returns filed for a full tax year before the date the 
request is filed. 

(d) Subchapter F-Exempt Organizations with gross receipts of less than $150,000. 

Letter ruling requests from organizations exempt from income tax under "Subchapter F-Exempt $500 
Organizations" of the Code with gross receipts of less than $150,000. 

NOTE: If there are two or more organizations exempt from income tax under Subchapter F filing the 
request, the total gross receipts of the applicants are to be combined in determining whether the 
combined total gross receipts are less than $150,000. Also, an organization exempt from income tax 
under Subchapter F seeking a reduced fee must certify in its letter ruling request that its gross receipts is 
less than $150,000 for the last full tax year before the request is filed. 

(e) Substantially identical letter rulings requested. 
Situations in which a taxpayer requests substantially identical letter rulings for multiple entities with a $250 
common member or sponsor, or for multiple members of a common entity, for each additional letter 
ruling request after the $3,000 fee has been paid for the first letter ruling request (see Rev. Proc. 92-90, 
1992-2 C.B. 501, for general instructions). 

(f) Identical accounting method change requested on a single Form 3115. 

Situations in which a parent corporation requests the identical accounting method change on a single $50 
Form 3115 on behalf of more than one member of a consolidated group, for each additional member of 
the group seeking the identical accounting method change on the same application after the $600 fee has 
been paid for the first member of the group (see Rev. Proc. 92-90 for general instructions). 

(g) Extension of time requested to file Form 3115 for an identical accounting method change. 

Situations in which a parent corporation requests an extension of time to file Form 3115 under $50 
§301.9100-l of the Procedure and Administration Regulations for the identical accounting method 
change on behalf of more than one member of a consolidated group, for each additional member of the 
group seeking the identical accounting method change on the same application after the $200 fee has 
been paid for the first member of the group (see Rev. Proc. 92-90 for general instructions). 

NOTE: A parent corporation, and each member of a consolidated group that is entitled to a reduced user 
fee under paragraph (3)(f) above, that receives an extension of time under §301.9l00-l of the Procedure 
and Administration Regulations will be charged a separate user fee for the accounting method 
application. 
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(h) Requests for advance pricing agreements and renewals from U.S. persons with sales revenue of less than 
$100 million. 

Requests for advance pricing agreements and renewals from U.S. persons whose sales revenue as 
reported on their federal income tax return (as amended) filed for a full (12 months) tax year ending 
before the date the request is filed is less than $100 million. 

NOTE: Sales revenue of all U.S. members of the transferee's controlled group must be aggregated in 
determining whether sales revenue is less than $100 million. A U.S. person seeking a reduced fee must 
certify in the request for an advance pricing agreement and renewal that its sales revenue is less than 
$100 million as reported on its federal income tax return (as amended) for the last full tax year before the 
date the request is filed. 

422 1994-1 C.B. 

$5,000 



APPENDIX B 

SAMPLE FORMAT FOR A LETTER RULING REQUEST 

INSTRUCTIONS 

.To assist you in preparing a letter ruling request, the Service is providing this sample format. You are not required to use 
thIs sample format. If your request is not identical or similar to the sample format, the different format will not defer 
consideration of your request. 

Internal Revenue Service 

Associate Chief Counsel (Insert one of 
the following: Domestic. Employee Benefits 
and Exempt Organizations. Enforcement 
Litigation. or International) 
Attn: CC:DOM:CORP:T 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Dear Sir or Madam: 

(Insert the date of request) 

(Insert the name of the taxpayer) requests a ruling on the proper treatment of (insert the subject matter of the letter ruling 
request) under section (insert the number) of the Internal Revenue Code. 

[If the taxpayer is requesting expeditious handling, the letter ruling request must contain a statement to that effect. This 
statement must explain the need for expeditious handling. See section 8.02(4).] 

A. STATEMENT OF FACTS 

I. Taxpayer Information 

[Provide the statements required by sections 8.0I(l)(a), (b), and (c) of Rev. Proc. 94-1, page 378, this Bulletin. Hereafter, 
all references are to Rev. Proc. 94-1 unless otherwise noted.] 

2. Description of Taxpayer's Business Operations 

[Provide the statement required by section 8.01(l)(d).] 

3. Facts Relating to Transaction 

[The ruling request must contain a complete statement of the facts relating to the transaction that is the subject of the letter 
ruling request. This statement must include a detailed description of the transaction, including material facts in any 
accompanying documents, and the business reasons for the transaction. See sections 8.0 I (l )(e), 8.01 (l )(f), and 8.01(2).] 

B. RULING REQUESTED 

[The ruling request should contain a concise statement of the ruling requested by the taxpayer. It IS preferred that the 
language of the requested ruling be exactly the same that the taxpayer wishes to receive.] 

C. STATEMENT OF LA W 

[The ruling request must contain a statement of the law in support of the taxpayer's views or conclusion and identify any 
pending legislation that may affect the proposed transaction. The taxpayer also is encouraged to identify and discuss any 
authorities believed to be contrary to the position advanced in the ruling request. See sections 8.01(6), 8.01(7), and 8.01(8).] 

D. ANALYSIS 

[The ruling request must contain a discussion of the facts and an analysis of the law. The taxpayer also is encouraged to 
identify and discuss any authorities believed to be contrary to the position advanced in the ruling request. See sections 
8.01(3), 8.01(6), 8.01(7), and 8.01(8).] 

E. CONCLUSION 

[The ruling request should contain a statement of the taxpayer's conclusion on the ruling requested.] 
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F. PROCEDURAL MA1TERS 

I. Revenue Procedure 94-1 Statements 

a. [Provide the statement required by section 8.01 (4) regarding whether the same issue in the letter ruling request is in an 
earlier return of the taxpayer or in a return for any year of a related taxpayer.] 

b. [Provide the statement required by section 8.0 I (5) regarding whether the Service previously ruled on the same or 
similar issue for the taxpayer, a related taxpayer, or a predecessor.] 

c. [Provide the statement required by section 8.01(5) regarding whether the taxpayer, a related taxpayer, a predecessor, or 
any representatives previously submitted the same or similar issue but withdrew it before the letter ruling was issued.] 

d. [Provide the statement required by section 8.01(6) regarding whether the law in connection with the letter ruling 
request is uncertain and whether the issue is adequately addressed by relevant authorities.] 

e. [If the taxpayer determines that there are no contrary authorities, a statement to that effect would be helpful. See 
section 8.0 I (7).] 

f. [If the taxpayer wants to have a conference on the issues involved in the letter ruling request, the ruling request should 
contain a statement to that effect. See section 8.02(6).] 

g. [If the taxpayer is requesting a copy of the letter ruling to be sent by facsimile (fax) transmission, the ruling request 
should contain a statement to that effect. This statement must also contain a waiver of any disclosure violations 
resulting from the fax transmission. See section 8.02(5).] 

h. [If the taxpayer is requesting separate letter rulings on multiple issues, the letter ruling request should contain a 
statement to that effect. See section 8.02(1).] 

2. Administrative 

a. [The ruling request should state: "The deletions statement and checklist required by Rev. Proc. 94-1 are enclosed." 
See sections 8.01(9) and 8.01(16).] 

b. [The ruling request should state: "The required user fee of $(lnsert the amount of the fee) is enclosed." See section 14 
and Appendix A.] 

c. [If the taxpayer's authorized representative is to sign the letter ruling request or is to appear before the Service in 
connection with the request, the ruling request should state: "A Power of Attorney is enclosed." See sections 8.01(11), 
8.01(12), and 8.02(2).] 

DECLARATION: [See section 8.01(13).] 

Very truly yours, 

(Insert the name of the taxpayer or the 
taxpayer's authorized representative) 

By: 

Signature 

Typed or printed name of 
person signing request 

Date 

Under penalties of perjury, I declare that I have examined this request, including accompanying documents, and to the best 
of my knowledge and belief, the facts presented in support of the requested letter ruling are true, correct, and complete. 

(Insert the name of the taxpayer) 

By: 

Signature 

Typed or printed name of 
person signing declaration 

Title Date 

[If the taxpayer is a corporation that is a .member of an affiliated group filing consolidated returns, the above declaration 
must also be SIgned and dated by an offIcer of the common parent of the group. See section 8.01(13).] 
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INSTRUCTIONS 

APPENDIX C 

CHECKLIST 
IS YOUR LETTER RULING REQUEST COMPLETE? 

The Service will be able to respond more quickly to your letter ruling request if it is carefully prepared and complete. To 
ensure that your request is in order, use this checklist. Complete the five items of information requested before the checklist. 
Answer each question by circling "Yes," "No," or "NI A." When a question contains a place for a page number, insert the 
page number (or numbers) of the request that gives the information called for by a yes answer to a question. Sign and date 
the checklist (as taxpayer or authorized representative) and place it on top of your request. 

If you are an authorized representative submitting a request for a taxpayer, you must include a completed checklist with 
the request, or the request will either be returned to you or substantive consideration of it will be deferred until a completed 
checklist is submitted. If you are a taxpayer preparing your own request without professional assistance, an incomplete 
checklist will not either cause the return of your request or defer substantive consideration of the request. However, you 
should still complete as much of the checklist as possible and submit it with your request. 

TAXPAYER'S NAME 

TAXPAYER'S I.D. No. 

DISTRICT HAVING AUDIT JURISDICTION 

ATTORNEY/P.O.A. 

PRIMARY CODE SECTION 

CIRCLE ONE 
Yes No 

Yes No 

Yes No N/A 

Yes No N/A 
Page 

Yes No 

Yes No 

Yes No 

ITEM 
I. Does your request involve an issue under the jurisdiction of the Associate Chief Counsel 
(Domestic), the Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Associate 
Chief Counsel (Enforcement Litigation), or the Associate Chief Counsel (International)? See section 3 
of Rev. Proc. 94-1, page 378, this Bulletin. For issues under the jurisdiction of other offices, see 
section 4 of Rev. Proc. 94-1. (Hereafter, all references are to Rev. Proc. 94-1 unless otherwise noted.) 

2. Have you read Rev. Proc. 94-3, page 447, this Bulletin, and Rev. Proc. 94-7, page 542, this 
Bulletin, to see if part or all of the request involves a matter on which letter rulings are not issued or 
are ordinarily not issued? 

3. If your request involves a matter on which letter rulings are not ordinarily issued, have you given 
compelling reasons to justify the issuance of a letter ruling? Before preparing your request, you may 
want to call the Branch in the Office of the Associate Chief Counsel (Domestic), the Office of the 
Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Office of the Associate 
Chief Counsel (Enforcement Litigation), or the Office of the Associate Chief Counsel (International) 
responsible for substantive interpretations of the principal Internal Revenue Code section on which you 
are seeking a letter ruling to discuss the likelihood of an exception. For matters under the jurisdiction 
of the Office of Associate Chief Counsel (Domestic) and the Office of Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), the appropriate Branch to call may be obtained by 
calling (202) 622-7560 (not a toll-free call). For matters under the jurisdiction of the Office of the 
Associate Chief Counsel (International), the appropriate Branch to call may be obtained by calling 
(202) 622-3800 (not a toll-free call). For matters under the jurisdiction of the Office of the Associate 
Chief Counsel (Enforcement Litigation), the appropriate Branch to call may be obtained by calling 
(202) 622-3600 (not a toll-free call). 

4. If the request deals with a completed transaction, have you filed the return for the year in which the 
transaction was completed? See sections 5.01, 5.05, 5.06, 5.07, 5.08, and 5.09. 

5. Are you requesting a letter ruling on a hypothetical situation or question? See section 7.02. 

6. Are you requesting a letter ruling on alternative plans of a proposed transaction? See section 7.02. 

7. Are you requesting the letter ruling for only part of an integrated transaction? See sections 7.03 and 
8.01(1). 
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Yes No 

Yes No 

Yes No 
Pages __ 

Yes No N/A 

Yes No N/A 

Yes No 
Pages __ 

Yes No 
Page 

Yes No 
Page 

Yes No 
Page 

Yes No 
Page 

Yes No 
Pages __ 

Yes No 
Pages __ 

Yes No N/A 
Page 

Yes No N/A 
Page 

Yes No 

Yes No 
Page 

Yes No N/A 

Yes No 
Page 

Yes No N/A 

Yes No N/A 
Pages __ 

Yes No N/A 

8. Are you requesting the letter ruling for a business, trade, industrial association, or similar group 
concerning the application of tax law to its members? See section 5.11. 

9. Are you requesting the letter ruling for a foreign government or its political subdivision? See section 
5.12. 

10. Have you included a complete statement of all the facts relevant to the transaction? See section 
8.01(1). 

II. Have you submitted with the request true copies of all wills, deeds, and other documents relevant 
to the transaction, and labelled and attached them in alphabetical sequence? See section 8.0 1(2). 

12. Have you submitted with the request certified English translations and a copy of all applicable 
foreign laws? See section 8.01(2). 

13. Have you included, rather than merely incorporated by reference, all material facts from the docu
ments in the request? Are they accompanied by an analysis of their bearing on the issues that specifies 
the document provisions that apply? See section 8.01(3). 

14. Have you included the required statement regarding whether the same issue in the letter ruling 
request is in an earlier return of the taxpayer or in a return for any year of a related taxpayer? See 
section 8.01(4). 

IS. Have you included the required statement regarding whether the Service previously ruled on the 
same or similar issue for the taxpayer, a related taxpayer, or a predecessor? See section 8.01(5). 

16. Have you included the required statement regarding whether the taxpayer, a related taxpayer, a 
predecessor, or any representatives previously submitted the same or similar issue but withdrew it 
before the letter ruling was issued? See section 8.01(5). 

17. Have you included the required statement regarding whether the law in connection with the request 
is uncertain and whether the issue is adequately addressed by relevant authorities? See section 8.01(6). 

18. Have you included the required statement of relevant authorities in support of your views? See 
section 8.01(6). 

19. Does your request discuss the implications of any legislation, tax treaties, court decisions, regu
lations, notices, revenue rulings, or revenue procedures you determined to be contrary to the position 
advanced? See section 8.01(7), which states that taxpayers are encouraged to inform the Service of 
such authorities. 

20. If you determined that there are no contrary authorities, have you included a statement to this 
effect in your request? See section 8.01(7). 

21. Have you included in your request a statement identifying any pending legislation that may affect 
the proposed transaction? See section 8.01(8). 

22. Is the request accompanied by the deletions statement required by §6110? See section 8.01(9). 

23. Have you (or your authorized representative) signed and dated the request? See section 8.01(10). 

24. If the request is signed by your representative, or if your representative will appear before the 
Service in connection with the request, is the request accompanied by a properly prepared and signed 
power of attorney with the signatory's name typed or printed? See section 8.01(12). 

25. Have you included, and signed and dated, the penalties of perjury statement in the form required 
by section 8.01 (13)? 

26. Are you submitting your request in duplicate if necessary? See section 8.01(14). 

27. If you are requesting separate letter rulings on different issues involving one factual situation, have 
you included a statement to that effect in each request? See section 8.02( I). 

28. If you want copies of the letter ruling sent to more than one representative, does the power of 
attorney contain a statement to that effect? See section 8.02(2)(a). 
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Yes No N/A 

Yes No N/A 

Yes No N/A 

Yes No N/A 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No 

Yes No N/A 
Page __ 

Yes No N/A 
Page 

Yes No N/A 
Page 

Yes No N/A 

Rev. Proc. 

Yes No N/A 
Page 

Yes No 

Signature 

29. If you want the original of the letter ruling to be sent to a representative, does the power of 
attorney contain a statement to that effect? See section 8.02(2)(b). 

30. If you want the original of the letter ruling to be sent to a representative and you have more than 
one representative, does the power of attorney designate which representative is to receive the original 
letter ruling? See section 8.02(2)(b). 

31. If you do not want a copy of the letter ruling to be sent to any representative, does the power of 
attorney contain a statement to that effect? See section 8.02(2)(c). 

32. If you are making a two-part letter ruling request, have your included a summary statement of the 
facts you believe to be controlling? See section 8.02(3). 

33. If you want your letter ruling request to be processed ahead of the regular order or by a specific 
date, have you requested expeditious handling in the manner required by section 8.02(4) and stated a 
compelling need for such action in the request? 

34. If you are requesting a copy of the letter ruling to be sent by facsimile (fax) transmission, have 
you included a statement containing a waiver of any disclosure violations resulting from the fax 
transmission? See section 8.02(5). 

35. If you want to have a conference on the issues involved in the request, have you included a request 
for conference in the letter ruling request? See section 8.02(6). 

36. Have you included the correct user fee with the request and made your check or money order 
payable to the Internal Revenue Service? See section 14 and Appendix A to determine the correct 
amount. 

37. If you qualify for the reduced user fee when total income is less than $150,000, have you included 
the required certification? See paragraphs (3)(a), (b), (c), and (d) of Appendix A. 

38. If you qualify for the reduced user fee for substantially identical letter rulings, have you included 
the information required by Rev. Proc. 92-90, 1992-2 C.B. 501? See paragraph (3)(e) of Appendix A. 

39. If you qualify for the reduced user fee for identical accounting method change on a single Form 
3115 or for a section 301.9100-1 request to file Form 3115, have you included the information 
required by Rev. Proc. 92-90? See paragraphs (3)(f) and (g) of Appendix A. 

40. If your request is covered by any of the guideline revenue procedures, safe harbor revenue 
procedures, or other special requirements listed in section 9 of Rev. Proc. 94-1, have you complied 
with all of the requirements of the applicable revenue procedure? 

List other applicable revenue procedures, including checklists, used or relied upon in the preparation of 
this letter ruling request (Cumulative Bulletin citation not required). 

41. If you are requesting relief under §7805(b) (regarding retroactive effect), have you complied with 
all of the requirements in section 11.10? 

42. Have you addressed your request to the Associate Chief Counsel (Domestic), the Associate Chief 
Counsel (Employee Benefits and Exempt Organizations), the Associate Chief Counsel (Enforcement 
Litigation), or the Associate Chief Counsel (International), as appropriate, at: 

Internal Revenue Service, Attn: CC:DOM:CORP:T, P.O. Box 7604, Ben Franklin Station, Washington, DC 
200441 
The package should be marked: RULING REQUEST SUBMISSION. Improperly addressed requests 
may be delayed (sometimes for over a week) in reaching CC:DOM:CORP:T for initial processing. 

Title or Authority Date 

Typed or printed name of 
person signing checklist 
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26 CFR 601.105: Examination of returns and claims for refund. credit. or abatement. determination of correct tax liability. 

Rev. Proc. 94-2 

TABLE OF CONTENTS 

SECTION 1. WHAT IS THE 
PURPOSE OF THIS REVENUE 
PROCEDURE? 

SEC. 2. WHAT IS TECHNICAL 
ADVICE? 

SEC. 3. ON WHAT ISSUES 
MAY TECHNICAL ADVICE BE 
REQUESTED UNDER THIS 
PROCEDURE? 

SEC. 4. ON WHAT ISSUES 
MUST TECHNICAL ADVICE 
BE REQUESTED UNDER 
DIFFERENT PROCEDURES? 

SEC. 5. MAY TECHNICAL 
ADVICE BE REQUESTED FOR 
A SECTION 301.9100 
REQUEST MADE DURING THE 
COURSE OF AN EXAMINATION? 

SEC. 6. WHO IS RESPONSIBLE 
FOR REQUESTING TECHNICAL 
ADVICE? 

SEC. 7. WHEN SHOULD 
TECHNICAL ADVICE BE 
REQUESTED? 

SEC. 8. WHAT MUST BE 
INCLUDED IN THE REQUEST? 

SEC. 9. HOW ARE REQUESTS 
HANDLED? 

SEC. 10. HOW DOES TAXPAYER 
APPEAL A DISTRICT DIRECTOR 
OR APPEALS OFFICE DECISION 
NOT TO SEEK TECHNICAL 
ADVICE? 
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p.430 

p.430 

p. 431 .01 Issues under the jurisdiction of the Associate Chief Counsel (Domestic), 
the Associate Chief Counsel (Employee Benefits and Exempt Organi
zations), the Associate Chief Counsel (Enforcement Litigation), or the 
Associate Chief Counsel (International) 

.02 

p. 431 .01 

.02 

.03 

p. 431 .01 

.02 

.03 

.04 

p.432 .01 

.02 

p.432 .01 

.02 

.03 

p.433 .01 

.02 

.03 

.04 

p.434 .01 

.02 

.03 

.04 

.05 

.06 

Issues involving shipowners' protection and indemnity associations and 
certain homeowners associations 

Alcohol, tobacco, and firearms taxes 

Employee plans and exempt organizations 

Farmers' cooperatives 

Section 301.9100 request is a letter ruling request 

Statute of limitations 

Address to send a section 301.9100 request 

If return is being examined, taxpayer must notify National Office and 
National Office will notify District or Appeals Office 

District Director or Chief, Appeals Office, determines whether technical 
advice should be requested 

Taxpayer may ask that issue be referred for technical advice 

Uniformity of position lacking 

When technical advice can be requested 

At the earliest possible stage 

Statement of issues, facts, law, and arguments 

Statement identifying information to be deleted from public inspection 

Transmittal Form 4463, Request for Technical Advice 

Power of attorney 

Taxpayer notified 

Conference offered 

If taxpayer disagrees with the Service's statement of facts 

If the Service disagrees with the taxpayer's statement of facts 

If taxpayer has not submitted required deletions statement 

Section 6104 of the Internal Revenue Code (Applications for exemption 
and letter rulings issued to certain exempt organizations open to public 
inspection) 

.07 Criminal or civil fraud cases 

p. 435 .01 

.02 

.03 

Taxpayer notified of decision not to seek technical advice 

Taxpayer may appeal decision not to seek technical advice 

Chief, Examination Division, or Chief, Appeals Office, determines whether 
technical advice will be sought 

.04 Chief's decision may be reviewed but not appealed 



SEC. 11. HOW ARE REQUESTS 
FOR TECHNICAL ADVICE 
WITHDRAWN? 

SEC. 12. HOW ARE 
CONFERENCES SCHEDULED? 

SEC. 13. HOW IS STATUS 
OF REQUEST OBTAINED? 

SEC. 14. HOW DOES THE 
NATIONAL OFFICE PREPARE 
THE TECHNICAL ADVICE 
MEMORANDUM? 

SEC. 15. HOW DOES A 
DISTRICT OR APPEALS OFFICE 
USE THE TECHNICAL ADVICE? 

p. 436 .01 Taxpayer notified 

p.437 

p.438 

p.439 

p. 441 

.02 National Office may provide views 

.01 

.02 

.03 

.04 

.OS 

.06 

.07 

.08 

.09 

.10 

.11 

.01 

.02 

.01 

.02 

.03 

.04 

.OS 

.06 

.07 

.08 

.09 

.10 

.11 

.12 

.13 

.14 

.IS 

.01 

.02 

.03 

.04 

.OS 

If requested, offered to taxpayer when adverse technical advice proposed 

Normally held within 21 days of contact with taxpayer 

21-day period will be extended if justified and approved 

Denial of extension cannot be appealed 

Entitled to one conference of right 

Conference may not be taped 

Conference may be delayed to address request for relief under §780S(b) 

Service makes tentative recommendations 

Additional conferences may be offered 

Additional information submitted after conference 

May, under limited circumstances, schedule a conference to be held by 
telephone 

Taxpayer may request status 

District Director or Chief, Appeals Office, may request status 

Delegates authority to Branch Chiefs 

Determines whether request has been properly made 

Contacts District or Appeals Office to discuss issues 

Determines whether any matters in the request should be referred to 
another Branch 

Informs District or Appeals Office if additional information is needed 

Gives tentative conclusion 

If a tentative conclusion has not been reached, gives date estimated for 
tentative conclusion 

Advises District or Appeals Office if tentative conclusion is changed 

Discussion with taxpayer regarding tentative conclusion 

Advises District or Appeals Office of final conclusions 

If additional information is requested 

Additional information sent to National Office and copy sent to District 
Director or Chief, Appeals Office 

Informs taxpayer when requested deletions will not be made 

Prepares reply in two parts 

Routes replies to appropriate office 

Generally applies advice in processing taxpayer's case 

Discussion with taxpayer 

Gives copy to the taxpayer 

Taxpayer may protest deletions not made 

When no copy is given to the taxpayer 

SEC. 16. WHAT IS THE EFFECT p. 442 .01 Applies only to taxpayer for whom technical advice was requested 

OF TECHNICAL ADVICE? .02 Usually applies retroactively 

.03 Generally applied retroactively to modify or revoke prior technical advice 

.04 Applies to continuing action or series of actions until specifically 
withdrawn, revoked, or modified 

.OS Applies to continuing action or series of actions until material facts change 

.06 Not applied retroactively under certain conditions 
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SEC. 17. HOW MAY 
RETROACTIVE EFFECT 
BE LIMITED? 

p. 443 .0 I Taxpayer may request that retroactivity be limited 

.02 Examples of when taxpayer may request to limit retroactivity 

.03 Form of request to limit retroactivity for a continuing transaction-before 
examination 

.04 Form of request to limit retroactivity-in all other cases 

.05 Taxpayer's right to a conference 

SEC. 18. WHAT SIGNIFICANT 
CHANGES HAVE BEEN MADE 
TO REV. PROC. 93-2? 

p.444 

SEC. 19. WHAT IS THE EFFECT p. 445 
OF THIS REVENUE PROCEDURE 
ON OTHER DOCUMENTS? 

INDEX 

SECTION 1. WHAT IS 
THE PURPOSE OF THIS 
REVENUE PROCEDURE? 

SEC. 2. WHAT IS 
TECHNICAL ADVICE? 
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This revenue procedure explains when and how the Associate Chief Counsel (Domestic), the 
Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Associate Chief 
Counsel (Enforcement Litigation), and the Associate Chief Counsel (International) give 
technical advice to District Directors and Chiefs of Appeals Offices. It also explains the rights 
a taxpayer has when a District Director or a Chief, Appeals Office, requests technical advice 
regarding a tax matter. 

For purposes of this revenue procedure, (1) any reference to District Directors or District 
Offices includes their respective offices, or when appropriate, the Assistant Commissioner 
(International) or the Director of an Internal Revenue Service Center; (2) any reference to 
Chief, Appeals Office, includes, when appropriate, the Assistant Regional Director of Appeals 
(Large Case); and (3) any reference to Appeals Officer includes, when appropriate, the Team 
Chief. 

The revenue procedure is updated annually as the second revenue procedure of the year, but 
may be modified or amplified during the year. 

"Technical advice" means advice or guidance in the form of a memorandum furnished by 
the Office of Associate Chief Counsel (Domestic), the Office of Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), the Office of Associate Chief Counsel 
(Enforcement Litigation), or the Office of Associate Chief Counsel (International) (each 
hereafter referred to as the "National Office"), upon the request of a District Director or a 
Chief, Appeals Office, submitted in accordance with the provisions of this revenue procedure, 
in response to any technical or procedural question that develops during any proceeding on the 
interpretation and proper application of tax law, tax treaties, regulations, revenue rulings, 
notices, or other precedents published by the National Office to a specific set of facts. Such 
proceedings include (1) the examination of a taxpayer's return, (2) the consideration of a 
taxpayer's claim for refund or credit, and (3) any other matter involving a specific taxpayer 
under the jurisdiction of the Chief, Examination Division, or the Chief, Appeals Office, such 
as an examination to determine whether obligations issued are described in § 103(a) of the 
Internal Revenue Code. They also include processing and considering nondocketed cases in an 
Appeals Office. However, they do not include cases in which the issue in the case is in a 
docketed case for any year. 

Technical advice helps Service personnel close cases and also helps establish and maintain 
consistent holdings throughout the Internal Revenue Service. A District Director or a Chief, 
Appeals Office, may raise an issue in any tax period, even though technical advice may have 
been asked and furnished for the same or similar issue for another tax period. 

Technical advice does not include legal advice furnished to the District or Appeals Office in 
writing or orally, other than advice furnished pursuant to this revenue procedure. In accordance 
with section 10.01 of this revenue procedure, a taxpayer's request for referral of an issue to 
National Office for technical advice will not be denied merely because the National Office has 
provided legal advice, other than advice furnished pursuant to this revenue procedure, to the 
District or Appeals Office on the matter. 



SEC. 3. ON WHAT 
ISSUES MAY TECHNICAL 
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UNDER THIS PROCEDURE? 
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SEC. 4. ON WHAT 
ISSUES MUST TECHNICAL 
ADVICE BE REQUESTED 
UNDER DIFFERENT 
PROCEDURES? 

Alcohol, tobacco, and 
firearms taxes 

Employee plans and 
exempt organizations 

Farmers' cooperatives 

SEC. 5. MAY TECHNICAL 
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FOR A SECTION 
301.9100 REQUEST 
MADE DURING THE 
COURSE OF AN 
EXAMINATION? 

Section 301.9100 
request is a letter 
ruling request 

Statute of limitations 

.01 The instructions of this revenue procedure apply to requests for technical advice on any 
issue under the jurisdiction of the Associate Chief Counsel (Domestic), the Associate Chief 
Counsel (Employee Benefits and Exempt Organizations), or the Associate Chief Counsel 
(International), and on certain issues under the jurisdiction of the Associate Chief Counsel 
(Enforcement Litigation). See section 3 of Rev. Proc. 94-1, this Bulletin, for a description of 
the principal subject matters of jurisdiction. 

.02 The jurisdiction of the Associate Chief Counsel (Domestic) extends to issuing technical 
advice under §§526 (shipowners' protection and indemnity associations) and 528 (certain 
homeowners associations). 

.01 Procedures for obtaining technical advice specifically applicable to federal alcohol, 
tobacco, and firearms taxes under subtitle E of the Code are under the jurisdiction of the 
Bureau of Alcohol, Tobacco and Firearms. 

.02 Procedures for obtaining technical advice specifically on issues under the jurisdiction of 
the Assistant Commissioner (Employee Plans and Exempt Organizations) are found in Rev. 
Proc. 94-5, this Bulletin. 

.03 Even though the Associate Chief Counsel (Domestic) has jurisdiction for issuing 
technical advice under §521, the procedures under Rev. Proc. 94-5, this Bulletin, and Rev. 
Proc. 90-27, 1990-1 C.B. 514, as modified by Rev. Proc. 94-8, this Bulletin, as well as 
§601.201(n) of the Statement of Procedural Rules (26 C.F.R. §601.201(n) (1993», must be 
followed. 

.01 A request for an extension of time or other application for relief under §301.9100-1 of 
the Procedure and Administration Regulations is a letter ruling request even if the request is 
submitted after the examination of the taxpayer's return has begun or after the issues in the 
return are being considered by an Appeals Office. Therefore, a section 301.9100 request should 
be submitted pursuant to Rev. Proc. 94-1, this Bulletin (including the payment of the 
applicable user fee listed in Appendix A of Rev. Proc. 94-1). See section 5.02 of Rev. Proc. 
94-1, this Bulletin . 

. 02 The running of any applicable statute of limitations is not suspended for the period 
during which a section 301.9100 request has been filed. Therefore, if the statute of limitations 
for the year for which the election was to be made will expire before receipt of a section 
301.9100 letter ruling, the taxpayer is responsible for seeking an extension of the statute of 
limitations. When section 301.9100 relief is granted, the Service may require the taxpayer to 
consent to an extension of the statute of limitations for assessment. See section 8.02 of Rev. 
Proc. 92-85, 1992-2 C.B. 490, as modified by Rev. Proc. 93-28, 1993-2 C.B. 344. 
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.03 A section 301.9100 request must be submitted by the taxpayer to the Associate Chief 
Counsel (Domestic), the Associate Chief Counsel (Employee Benefits and Exempt 
Organizations), the Associate Chief Counsel (Enforcement Litigation), or the Associate Chief 
Counsel (International), as appropriate, at the following address: 

Internal Revenue Service 
Attn: CC:DOM:CORP:T 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

The package should be marked: RULING REQUEST SUBMISSION. A section 301.9100 
request may also be hand delivered to the drop box at the 12th Street entrance of 1111 
Constitution Avenue, N.W., Washington, DC. No receipt will be given at the drop box. 

.04 If the taxpayer's return covering the issue presented in the section 301.9100 request is 
being examined by a District Director or the issues in the return are being considered by an 
Appeals Office, the taxpayer must notify the National Office. See sections 5.02(1) and (3) of 
Rev. Proc. 94-1, this Bulletin. The National Office will notify the appropriate District Office 
or Appeals Office that a section 301.9100 request has been submitted to the National Office. 
The Examining Officer or the Appeals Officer is not authorized to deny consideration of a 
section 301.9100 request. The letter ruling will be mailed to the taxpayer, and the appropriate 
District Office or Appeals Office will be sent a copy. 

.01 The District Director or Chief, Appeals Office, determines whether to request technical 
advice on any issue being considered. Each request must be submitted through channels and 
signed by a person who is authorized to sign for the District Director or Chief, Appeals Office. 

.02 While a case is under the jurisdiction of a District Director or Chief, Appeals Office, a 
taxpayer may request in writing or orally that an issue be referred to the National Office for 
technical advice. 

.01 Technical advice should be requested when there is a lack of uniformity regarding the 
disposition of an issue or when an issue is unusual or complex enough to warrant 
consideration by the National Office. 

.02 The provisions of this revenue procedure apply only to a case under the jurisdiction of a 
District Director or Chief, Appeals Office. Technical advice may also be requested on issues 
considered in a prior Appeals disposition, not based on mutual concessions for the same tax 
period of the same taxpayer, if the Appeals Office that had the case concurs in the request. A 
District Director may not request technical advice on an issue if an Appeals Office is currently 
considering an identical issue of the same taxpayer (or of a related taxpayer within the 
meaning of §267 or a member of an affiliated group of which the taxpayer is also a member 
within the meaning of §1504). A case remains under the jurisdiction of the District Director 
even though an Appeals Office has the identical issue under consideration in the case of 
another taxpayer (not related within the meaning of §267 or 1504) in an entirely different 
transaction. With respect to the same taxpayer or the same transaction, when the issue is under 
the jurisdiction of an Appeals Office, and the applicability of more than one kind of federal 
tax is dependent upon the resolution of that issue, a District Director may not request technical 
advice on the applicability of any of the taxes involved. 

.03 All requests for technical advice should be made at the earliest possible stage in any 
proceeding. 



SEC. 8. WHAT MUST 
BE INCLUDED IN 
THE REQUEST? 

Statement of issues, 
facts, law, and 
arguments 

Statement identifying 
information to be deleted 
from public inspection 

Transmittal Form 4463, 
Request for Technical 
Advice 

.01 Whether initiated by the taxpayer or by a District or Appeals Office, a request for 
technical advice must include the issues for which technical advice is requested and also a 
written statement clearly stating the applicable law and the arguments in support of both the 
Service's and the taxpayer's position on the issue or issues. 

If the taxpayer initiates the request for technical advice, the taxpayer must submit, at the 
time of the request, a written statement-

(1) stating the facts and the issues; 

(2) explaining the taxpayer's position; 

(3) discussing any relevant statutory provisions, tax treaties, court decisions, regulations, 
revenue rulings, revenue procedures, notices, or any authority supporting the taxpayer's 
position; and 

(4) stating the reasons for requesting technical advice. 

The taxpayer is encouraged to submit this statement when the request for technical advice is 
initiated by a District or Appeals Office. Whether the request for technical advice is initiated 
by the taxpayer or by a District or Appeals Office, the taxpayer's statement will be forwarded 
to the National Office with the request for technical advice. If the taxpayer's statement is 
received after the request for technical advice has been forwarded to the National Office, it 
will be forwarded to the National Office for association with the technical advice request. 

The taxpayer is also encouraged to comment on any legislation, tax treaties, regulations, 
revenue rulings, revenue procedures, or court decisions contrary to the taxpayer's position. If 
contrary authority is not furnished with the request and there is no accompanying statement 
that none exists, the Service in complex cases or those presenting difficult or novel issues may 
request submission of contrary authorities or a statement that none exists. 

.02 The text of a technical advice memorandum is open to public inspection under §611O(a). 
The Service deletes certain information from the text before it is made available for inspection. 
To help the Service make the deletions required by §611O(c), the taxpayer must provide a 
statement indicating the deletions desired ("deletions statement"). If the taxpayer does not 
submit the deletions statement, the Service will follow the procedures in section 9.05 of this 
revenue procedure. 

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

If the taxpayer decides to ask for additional deletions before the technical advice 
memorandum is issued, additional deletions statements may be submitted. 

The deletions statement must not appear in the request for technical advice, but instead must 
be made in a separate document. 

The deletions statement must be signed and dated by the taxpayer or the taxpayer's 
authorized representative. 

The taxpayer should follow these same procedures to propose deletions from any additional 
information submitted after the initial request for technical advice. An additional deletions 
statement, however, is not required with each submission of additional information if the 
taxpayer's initial deletions statement requests that only names, addresses, and identifying 
numbers are to be deleted and the taxpayer wants only the same information deleted from the 
additional information . 

. 03 Form 4463, Request for Technical Advice, should be used for transmitting requests for 
technical advice to the National Office using the addresses listed below. 
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Internal Revenue Service 
Attn: CC:DOM:CORP:T 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Internal Revenue Service 
Attn: CC:AP:LC 
Box 68 
901 D Street, S.W. 
Washington, DC 20024 

.04 Any authorized representative, as described in section 8.01(11) of Rev. Proc. 94-1, this 
Bulletin, whether or not enrolled to practice, must comply with Treasury Department Circular 
No. 230 (31 C.F.R. part 10 (1993» and with the conference and practice requirements of the 
Statement of Procedural Rules (26 C.F.R. §601.501-509 (1993». It is preferred that Form 
2848, Power of Attorney and Declaration of Representative, be used with regard to requests 
for technical advice under this revenue procedure. 

.01 Regardless of whether the taxpayer or the Service initiates the request for technical 
advice, the Service will notify the taxpayer that technical advice is being requested and will 
give the taxpayer a copy of the arguments that were provided to the National Office in support 
of its position, except as noted in section 9.07 of this revenue procedure. 

If the Examining Officer or the Appeals Officer initiates the action, the Service will give the 
taxpayer a copy of the statement of the pertinent facts and the issues proposed for submission 
to the National Office . 

. 02 When notifying the taxpayer that technical advice is being requested, the Service will 
also tell the taxpayer about the right to a conference in the National Office if an adverse 
decision is indicated and will ask the taxpayer whether such a conference is desired. 

.03 If the Service initiates the request for technical advice, the taxpayer has 10 calendar 
days after receiving the statement of facts and specific issues to indicate in writing any 
disagreement. A taxpayer who needs more than 10 calendar days must justify in writing the 
request for an extension of time. The extension is subject to the approval of the Chief, 
Examination Division, or the Chief, Appeals Office. 

After receiving the taxpayer's statement of the areas of disagreement, every effort should be 
made to reach agreement on the facts and the specific points at issue before the matter is 
referred to the National Office. If an agreement cannot be reached, the District or Appeals 
Office will notify the taxpayer in writing. Within 10 calendar days after receiving the written 
notice, the taxpayer may submit a statement of the taxpayer's understanding of the facts and 
the specific points at issue. A taxpayer who needs more than 10 calendar days to prepare the 
statement of understanding must justify in writing the request for an extension of time. The 
extension is subject to the approval of the Chief, Examination Division, or the Chief, Appeals 
Office. Both the statements of the taxpayer and the District or Appeals Office will be 
forwarded to the National Office with the request for technical advice. 

When the District Director or the Chief, Appeals Office, and the taxpayer cannot agree on 
material facts, the National Office, at its discretion, may refuse to provide technical advice. If 
the National Office chooses to issue technical advice, it will base its advice on the facts 
provided by the District or Appeals Office. 

.04 If the taxpayer initiates the action to request technical advice and the taxpayer's 
statement of the facts and issues are not wholly acceptable to the District or Appeals Office, 
the Service will notify the taxpayer in writing of the areas of disagreement. The taxpayer has 
10 calendar days after receiving the written notice to reply to it. The taxpayer must justify in 
writing the need for more than 10 calendar days. The extension is subject to the approval of 
the Chief, Examination Division, or the Chief, Appeals Office. 

If an agreement cannot be reached, both the statements of the taxpayer and the District or 
Appeals Office will be forwarded to the National Office with the request for technical advice. 
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When the disagreement involves material facts essential to the preliminary assessment of the 
case, the District Director or the Chief, Appeals Office, may refuse to refer a taxpayer initiated 
request for technical advice to the National Office. 

If the District Director or the Chief, Appeals Office, submits a case involving a 
disagreement of material facts, the National Office, at its discretion, may refuse to provide 
technical advice. If the National Office chooses to issue technical advice, it will base its advice 
on the facts provided by the District or Appeals Office. 

.05 When the District or Appeals Office initiates the request for technical advice, the 
taxpayer has 10 calendar days after receiving the statement of facts and issues to be submitted 
to the National Office to provide the deletions statement required under §611O(c). See section 
8.02 of this revenue procedure. If the taxpayer does not submit the deletions statement, the 
District Director or the Chief, Appeals Office, will tell the taxpayer that the statement is 
required. 

When the taxpayer initiates the request for technical advice and does not submit a deletions 
statement with the request, the District Director or the Chief, Appeals Office, will ask the 
taxpayer to submit the statement. If the District Director or the Chief, Appeals Office, does not 
receive the deletions statement within 10 calendar days after asking the taxpayer for it, the 
District Director or the Chief, Appeals Office, may decline to submit the request for technical 
advice. 

However, if the District Director or the Chief, Appeals Office, decides to request technical 
advice, whether initiated by the District or Appeals Office or by the taxpayer, in a case in 
which the taxpayer has not submitted the deletions statement, the National Office will make 
those deletions that the Commissioner determines are required by §6110(c). 

.06 The requirements for submitting statements and other materials or proposed deletions in 
technical advice memorandums before public inspection is allowed do not apply to requests for 
any documents to the extent that §6104 applies. 

.07 The provisions of this section (about referring issues upon the taxpayer's request, telling 
the taxpayer about the referral of issues, giving the taxpayer a copy of the arguments 
submitted, submitting proposed deletions, and granting conferences in the National Office) do 
not apply to a technical advice memorandum described in §611O(g)(5)(A) that involves a 
matter that is the subject of or is otherwise closely related to a criminal or civil fraud 
investigation, or a jeopardy or termination assessment. 

In these cases, a copy of the technical advice memorandum is given to the taxpayer after all 
proceedings in the investigations or assessments are complete, but before the Commissioner 
mails the notice of intention to disclose the technical advice memorandum under §6110(f)(1). 
The taxpayer may then provide the statement of proposed deletions to the National Office. 

.01 If the Examining Officer or the Appeals Officer concludes that a taxpayer's request for 
referral of an issue to the National Office for technical advice does not warrant referral, the 
Examining Officer or the Appeals Officer will tell the taxpayer. A taxpayer's request for such 
a referral will not be denied merely because the National Office provided legal advice, other 
than advice furnished pursuant to this revenue procedure, to the District or Appeals Office on 
the matter. 

.02 The taxpayer may appeal the decision of the Examining Officer or the Appeals Officer 
not to request technical advice. To do so, the taxpayer must submit to that official, within 10 
calendar days after being told of the decision, a statement of the facts, law and arguments on 
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the issue, and the reasons why the taxpayer believes the matter should be referred to the 
National Office for technical advice. A taxpayer who needs more than the allowed 10 calendar 
days must justify in writing the request for an extension of time. The extension is subject to 
the approval of the Chief, Examination Division, or the Chief, Appeals Office. 

.03 The Examining Officer or the Appeals Officer submits the taxpayer's statement through 
channels to the Chief, Examination Division, or the Chief, Appeals Office, along with the 
Examining Officer's or the Appeals Officer's statement of why the issue should not be referred 
to the National Office. The Chief determines on the basis of the statements whether technical 
advice will be requested. 

If the Chief determines that technical advice is not warranted and proposes to deny the 
request, the taxpayer is told in writing about the determination. In the letter to the taxpayer, 
the Chief states the reasons for the proposed denial (except in unusual situations when doing 
so would be prejudicial to the best interests of the Government). The taxpayer has 10 calendar 
days after receiving the letter to notify the Chief of agreement or disagreement with the 
proposed denial. 

.04 The taxpayer may not appeal the decision of the Chief, Examination Division, or the 
Chief, Appeals Office, not to request technical advice from the National Office. However, if 
the taxpayer does not agree with the proposed denial, all data on the issue for which technical 
advice has been sought, including the taxpayer's written request and statements, will be 
submitted to the Assistant Commissioner (Examination), the Assistant Commissioner 
(International), or the National Director of Appeals, as appropriate. 

The Assistant Commissioner (Examination), the Assistant Commissioner (International), or 
the National Director of Appeals, as appropriate, will review the proposed denial solely on the 
basis of the written record, and no conference will be held with the taxpayer or the taxpayer's 
representative. The Assistant Commissioner (Examination), the Assistant Commissioner 
(International), or the National Director of Appeals may consult with the National Office, if 
necessary, and will notify the District Office or the Appeals Office within 45 calendar days of 
receiving all the data regarding the request for technical advice whether the proposed denial is 
approved or disapproved. The District Office or the Appeals Office will then notify the 
taxpayer. 

While the matter is being reviewed, the District Office or the Appeals Office suspends 
action on the issue (except when the delay would prejudice the Government's interest). 

The provisions of this revenue procedure in regard to review of the proposed denial of a 
request for technical advice continue to be applicable in those situations in which the authority 
normally exercised by the District Director or Chief, Appeals Office, has been delegated to 
another official. 

.01 Only a District Director or a Chief, Appeals Office, may withdraw a request for 
technical advice. He or she may ask to withdraw a request at any time before the responding 
transmittal memorandum for the technical advice is signed. 

The District Director or the Chief, Appeals Office, as appropriate, must notify the taxpayer 
in writing of an intent to withdraw the request for technical advice except (1) when the period 
of limitation on assessment is about to expire and the taxpayer has declined to sign a consent 
to extend the period, or (2) when such notification would be prejudicial to the best interests of 
the Government. 

If the taxpayer does not agree that the request for technical advice should be withdrawn, the 
procedures in section 10 of this revenue procedure must be followed. 

.02 When a request for technical advice is withdrawn, the National Office may send its 
views to the District Director or the Chief, Appeals Office, when acknowledging the 
withdrawal request. In an Appeals case, acknowledgment of the withdrawal request should be 
sent to the appropriate Appeals Office, through the National Director of Appeals, CC:AP:LC. 
In appropriate cases, the subject matter may be published as a revenue ruling or as a revenue 
procedure. 
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.01 If, after the technical advice request is analyzed, it appears that technical advice adverse 
to the taxpayer will be given, and if a conference has been requested, the taxpayer will be 
informed, by telephone if possible, of the time and place of the conference. 

.02 The conference must be held within 21 calendar days after the taxpayer is contacted. If 
conferences are being arranged for more than one request for technical advice for the same 
taxpayer, they will be scheduled to cause the least inconvenience to the taxpayer. The National 
Office will notify the Examining Officer or the Appeals Officer of the scheduled conference. 
The Examining Officer or the Appeals Officer may ask or be requested to attend the 
conference. The Assistant Commissioner (Examination), the Assistant Commissioner 
(International), the National Director of Appeals, the District Director, or the Chief, Appeals 
Office, may designate other Service representatives to attend the conference in lieu of, or in 
addition to, the Examining Officer or the Appeals Officer. 

.03 An extension of the 21-day period will be granted only if the taxpayer justifies it in 
writing and the Branch Chief, Senior Technician Reviewer (or Senior Technical Reviewer), or 
Assistant to the Branch Chief (or Assistant Branch Chief) of the branch to which the case is 
assigned approves it. The request for extension should be submitted before the end of the 21-
day period. If unusual circumstances near the end of the period make a timely written request 
impractical, the National Office should be told orally before the end of the period about the 
problem and about the forthcoming written request for extension. The taxpayer will be told 
promptly (and later in writing) of the approval or denial of a requested extension. 

.04 There is no right to appeal the denial of an extension request. If the National Office is 
not advised of problems with meeting the 21-day period or if the request is not sent promptly 
after the National Office is notified of problems with meeting the 21-day period, the case will 
be processed on the basis of the existing record . 

. 05 A taxpayer is entitled by right to only one conference in the National Office unless one 
of the circumstances discussed in section 12.09 of this revenue procedure exists. This 
conference is normally held at the branch level. It is attended by a person who has authority to 
sign the transmittal memorandum (discussed in section 14.14 of this revenue procedure) on 
behalf of the Branch Chief. 

When more than one branch has taken an adverse position on an issue in the request or 
when the position ultimately adopted by one branch will affect another branch's determination, 
a representative from each branch with authority to sign for the Branch Chief will attend the 
conference. If more than one subject is discussed at the conference, the discussion constitutes a 
conference for each subject. 

To have a thorough and informed discussion of the issues, the conference usually is held 
after the branch has had an opportunity to study the case. However, the taxpayer may request 
that the conference of right be held earlier in the consideration of the case than the Service 
would ordinarily designate. 

The taxpayer has no right to appeal the action of a branch to an Assistant Chief Counselor 
to any other Service official. 

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

.07 In the event of a tentatively adverse determination, the branch representatives may offer 
the taxpayer the option of delaying the conference so that the taxpayer can prepare and submit 
a brief requesting relief under §7805(b) (discussed in section 17 of this revenue procedure). In 
these cases, the Service will schedule a conference on the tentatively adverse decision and the 
section 7805(b) relief request within 10 days of receiving the taxpayer's section 7805(b) 
request. 

.08 The senior Service representative at the conference ensures that the taxpayer has full 
opportunity to present views on all the issues in question. The Service representatives explain 
the tentative decision on the substantive issues and the reasons for it. 
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If the taxpayer requests relief under §7805(b) (regarding limitation of retroactive effect), the 
representative will discuss the tentative recommendation concerning the request for relief and 
the reason for the tentative recommendation. 

No commitment will be made as to the conclusion that the Service will finally adopt 
regarding the outcome of the section 7805(b) issue or on any other issue discussed . 

. 09 The Service will offer the taxpayer an additional conference if, after the conference of 
right, an adverse holding is proposed on a new issue or on the same issue but on grounds 
different from those discussed at the first conference. 

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

The limitation on the number of conferences to which a taxpayer is entitled does not prevent 
the National Office from inviting a taxpayer to attend further conferences if National Office 
personnel think they are necessary. 

.10 Within 21 calendar days after the conference, the taxpayer must furnish to the National 
Office any additional data, lines of reasoning, procedures, etc., that the taxpayer proposed and 
discussed at the conference but did not previously or adequately present in writing. This 
additional information must be submitted by letter with a penalties of perjury statement in the 
form described in section 14.11(1) of this revenue procedure. 

The taxpayer must also send a copy of the additional information to the District Director or 
the Chief, Appeals Office, for comment. Any comments by the District Director or the Chief, 
Appeals Office, must be furnished promptly to the appropriate branch in the National Office. If 
the District Director or the Chief, Appeals Office, does not have any comments, he or she 
must notify the branch representative promptly. 

If the additional information would have a significant impact on the facts in the request for 
technical advice, the National Office will ask the District Director or the Chief, Appeals 
Office, for comment on the facts contained in the additional information submitted. The 
District Director or the Chief, Appeals Office, will give the additional information prompt 
attention. 

If the additional information is not received within 21 days, the technical advice 
memorandum will be issued on the basis of the existing record. 

An extension of the 21-day period may be granted only if the taxpayer justifies it in writing 
and the Branch Chief, Senior Technician Reviewer (or Senior Technical Reviewer), or the 
Assistant to the Branch Chief (or Assistant Branch Chief) of the branch to which the case is 
assigned approves the extension. Procedures for requesting an extension of the 21-day period 
and notifying the taxpayer of the Service's decision are the same as those in sections 12.03 
and 12.04 of this revenue procedure. 

.11 Infrequently, taxpayers request that their conference of right be held by telephone. This 
may occur, for example, where a taxpayer wants a conference of right but believes that the 
issue involved does not warrant incurring the expense of traveling to Washington, DC. If a 
taxpayer makes such a request, the Branch Chief, Senior Technician Reviewer (or Senior 
Technical Reviewer), or Assistant to the Branch Chief (or Assistant Branch Chief) of the 
branch to which the case is assigned will decide if it is appropriate in the particular case to 
hold the conference of right by telephone. If the request is approved, the taxpayer will be 
advised when to call the Service representatives (not a toll-free call). 

In accordance with section 12.02 of this revenue procedure, the Examining Officer or the 
Appeals Officer will be offered the opportunity to participate in the telephone conference. 
Section 12.02 of this revenue procedure also provides that other Service representatives are 
allowed to participate in the conference. 

.0 I A taxpayer or the taxpayer's representative may obtain information on the status of the 
request for technical advice by contacting the District or Appeals Office that requested the 
technical advice. See section 14.09 of this revenue procedure concerning the time for 
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discussing the tentative conclusion with the taxpayer or the taxpayer's representative. See 
section 15.02 of this revenue procedure regarding discussions of the contents of the technical 
advice memorandum with the taxpayer or the taxpayer's representative. 

.02 The District or Appeals Office will be given status updates on the technical advice 
request once a month by the National Office attorney or Branch Chief assigned to the request. 
In addition, a District Director or a Chief, Appeals Office, may get current information on the 
status of the request for technical advice by calling the person whose name and telephone 
number are shown on the acknowledgement of receipt of the request for technical advice. 

See section 14.10 of this revenue procedure about discussing the final conclusions with the 
District or Appeals Office. Further, the District Director or the Chief, Appeals Office, will be 
notified at the time the technical advice memorandum is mailed. 

.01 The authority to issue technical advice on issues under the jurisdiction of the Associate 
Chief Counsel (Domestic) has largely been delegated to the Branch Chiefs in the offices of the 
Assistant Chief Counsel (Corporate), the Assistant Chief Counsel (Financial Institutions and 
Products), the Assistant Chief Counsel (Income Tax and Accounting), and the Assistant Chief 
Counsel (Passthroughs and Special Industries). 

The Branch Chiefs in the Office of Associate Chief Counsel (Employee Benefits and 
Exempt Organizations) and in the Office of Associate Chief Counsel (International) have 
largely been delegated the authority to issue technical advice on issues under their jurisdiction. 

The authority to issue technical advice on issues under the jurisdiction of the Associate 
Chief Counsel (Enforcement Litigation) has largely been delegated to the Branch Chiefs in the 
office of the Assistant Chief Counsel (General Litigation). 

.02 Requests for technical advice generally are given priority and processed expeditiously. 
As soon as the request for technical advice is assigned, the technical employee analyzes the 
file to see whether it meets all requirements of sections 6 through 8 of this revenue procedure. 

However, if the request does not comply with the requirements of section 8.02 of this 
revenue procedure relating to the deletions statement, the Service will follow the procedure in 
the last paragraph of section 9.05 of this revenue procedure. 

.03 Usually, within 21 calendar days after the branch receives the request for technical 
advice, a representative of the branch telephones the District or Appeals Office to discuss the 
procedural and substantive issues in the request that come within the branch's jurisdiction. 

.04 If the technical advice request concerns matters within the jurisdiction of more than one 
branch, a representative of the branch that received the original technical advice request 
informs the District or Appeals Office within 21 calendar days of receiving the request that-

(1) the matters within the jurisdiction of another branch have been referred to the other 
branch or office for consideration, and 

(2) a representative of the other branch or office will contact the District or Appeals Office 
about the technical advice request within 21 calendar days after receiving it in accordance with 
section 14.03 above . 

. 05 The branch representative will inform the District or Appeals Office that the case is 
being returned if substantial additional information is required to resolve an issue. Cases 
should be returned for additional information when significant unresolved factual variances 
exist between the statement of facts submitted by the District or Appeals Office and the 
taxpayer. They should also be returned if major procedural problems cannot be resolved by 
telephone. 

If only minor procedural deficiencies exist, the branch will request the additional informa
tion in the most expeditious manner without returning the case. Within 21 calendar days after 
receiving the information requested, the branch representative will notify the District or Ap
peals Office of the tentative conclusion and an estimated date by which the technical advice 
memorandum will be mailed, or an estimated date when a tentative conclusion will be made. 
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.06 If all necessary information has been provided, the branch representative informs the 
District or Appeals Office of his or her tentative conclusion and the estimated date that the 
technical advice memorandum will be mailed . 

. 07 If a tentative conclusion has not been reached because of the complexity of the issue, 
the branch representative informs the District or Appeals Office of the estimated date the 
tentative conclusion will be made. 

.08 Because the branch representative's tentative conclusion may change during the 
preparation and review of the technical advice memorandum, the tentative conclusion should 
not be considered final. If the tentative conclusion is changed, the branch representative will 
inform the District or Appeals Office . 

. 09 Neither the National Office nor the District or Appeals Office should advise the 
taxpayer or the taxpayer's representative of the tentative conclusion during consideration of the 
request for technical advice. However, in order to afford taxpayers an appropriate opportunity 
to prepare and present their position, the taxpayer or the taxpayer's representative should be 
told the tentative conclusion when scheduling the adverse conference, at the adverse 
conference, or in any discussion between the scheduling and commencement of the adverse 
conference. See section 15.02 of this revenue procedure regarding discussions of the contents 
of the technical advice memorandum with the taxpayer or the taxpayer's representative. 

.10 In all cases, the branch representative will inform the Examining Officer or the Appeals 
Officer of the National Office's final conclusions. The Examining Officer or the Appeals 
Officer will be offered the opportunity to discuss the issues and the National Office's final 
conclusions before the technical advice memorandum is issued. 

.11 If, following the initial contact referenced in section 14.03 of this revenue procedure, it 
is determined, after discussion with the Branch Chief or reviewer, that additional information 
is needed, a branch representative will obtain the additional information from the taxpayer or 
from the District Director or the Chief, Appeals Office, in the most expeditious manner 
possible. Any additional information requested from the taxpayer by the National Office must 
be submitted by letter with a penalties of perjury statement within 21 calendar days after the 
request for information is made. 

(1) Additional information submitted to the National Office must be accompanied by the 
following declaration: "Under penalties of perjury, I declare that I have examined this 
information, including accompanying documents, and to the best of my knowledge and belief, 
the facts represented are true, correct, and complete." This declaration must be signed and 
dated by the taxpayer, not the taxpayer's representative. 

(2) A written request for an extension of time to submit additional information must be 
received by the National Office within the 21-day period, giving compelling facts and 
circumstances to justify the proposed extension. The Branch Chief, Senior Technician 
Reviewer (or Senior Technical Reviewer), or Assistant to the Branch Chief (or Assistant 
Branch Chief) of the branch to which the case is assigned will determine whether to grant or 
deny the request for an extension of the 21-day period. There is no right to appeal the denial 
of an extension request. 

(3) If the National Office does not receive the additional information within the period of 
21 days, plus any extensions granted by the Branch Chief, Senior Technician Reviewer (or 
Senior Technical Reviewer), or Assistant to the Branch Chief (or Assistant Branch Chief), the 
National Office will issue the technical advice memorandum based on the existing record. 

.12 Any additional information submitted by the taxpayer should be sent to the National 
Office. 

Also, the taxpayer must send a copy to either the District Director or the Chief, Appeals 
Office, for comment. Any comments by the District Director or the Chief, Appeals Office, 
must be furnished promptly to the appropriate branch in the National Office. If the District 
Director or the Chief, Appeals Office, does not have any comments, he or she must notify the 
branch representative promptly. 
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.13 Generally, before replying to the request for technical advice, the National Office 
informs the taxpayer orally or in writing of the material likely to appear in the technical advice 
memorandum that the taxpayer proposed be deleted but that the Service has determined should 
not be deleted. 

If so informed, the taxpayer may submit within 10 calendar days any further information or 
arguments supporting the taxpayer's proposed deletions. 

The Service attempts, if possible, to resolve all disagreements about proposed deletions 
before the National Office replies to the request for technical advice. However, the taxpayer 
does not have the right to a conference to resolve any disagreements about material to be 
deleted from the text of the technical advice memorandum. These matters, however, may be 
considered at any conference otherwise scheduled for the request. See section 15.04 of this 
revenue procedure for the procedures to protest the disclosure of information in the technical 
advice memorandum. 

.14 The replies to technical advice requests are in two parts. Each part identifies the 
taxpayer by name, address, identification number, and year or years involved. 

The first part of the reply is a transmittal memorandum (Form M-6000). In unusual cases it 
is a way of giving the District or Appeals Office administrative or other information that under 
the nondisclosure statutes, or for other reasons, may not be discussed with the taxpayer. 

The second part is the technical advice memorandum, which contains

(1) a statement of the issues; 

(2) a statement of the facts pertinent to the issues; 

(3) a statement of the pertinent law, tax treaties, regulations, revenue rulings, and other 
precedents published in the Internal Revenue Bulletin, and court decisions; 

(4) a discussion of the rationale supporting the conclusions reached by the National Office; 
and 

(5) the conclusions of the National Office. The conclusions give direct answers, whenever 
possible, to the specific issues raised by the District or Appeals Office. However, the National 
Office is not bound by the precise statement of the issues as submitted by the taxpayer or by 
the District or Appeals Office and may reframe the issues to be answered in the technical 
advice memorandum. The discussion of the issues will be in sufficient detail so the District or 
Appeals officials will understand the reasoning underlying the conclusion. 

Accompanying the technical advice memorandum is a notice under §611 O(f)(l) of intention 
to disclose a technical advice memorandum (including a copy of the version proposed to be 
open to public inspection and notations of third party communications under §611O(d» . 

. 15 Replies to requests for technical advice are addressed to the District Director or the 
Chief, Appeals Office. Replies to requests from Appeals should be routed to the appropriate 
Appeals Office through the National Director of Appeals, CC:AP:LC. 

.01 The District Director or the Chief, Appeals Office, must process the taxpayer's case on 
the basis of the conclusions in the technical advice memorandum unless-

(1) the District Director or the Chief, Appeals Office, decides that the conclusions reached 
by the National Office in a technical advice memorandum should be reconsidered, or 

(2) the Chief, Appeals Office, in the case of technical advice unfavorable to the taxpayer, 
decides to settle the issue under existing authority . 

. 02 The National Office will not discuss the contents of the technical advice memorandum 
with the taxpayer or the taxpayer's representative until the taxpayer has been given a copy by 
the District or Appeals Office. See section 14.09 of this revenue procedure concerning the time 
for discussing the tentative conclusion with the taxpayer or the taxpayer's representative. 
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.03 The District Director or the Chief, Appeals Office, only after adopting the technical 
advice, gives the taxpayer (I) a copy of the technical advice memorandum described in section 
14.14 of this revenue procedure, and (2) the notice under §611O(f)(l) of intention to disclose 
the technical advice memorandum (including a copy of the version proposed to be open to 
public inspection and notations of third party communications under §611O(d)). 

This requirement does not apply to technical advice memorandums involving criminal or 
civil fraud investigations, or jeopardy or termination assessments, as described in section 9.07 
of this revenue procedure . 

. 04 After receiving the notice under §611O(f)(l) of intention to disclose the technical advice 
memorandum, the taxpayer may protest the disclosure of certain information in it. The 
taxpayer must submit a written statement within 20 calendar days identifying those deletions 
not made by the Service that the taxpayer believes should have been made. The taxpayer must 
also submit a copy of the version of the technical advice memorandum proposed to be open to 
public inspection with brackets around the deletions proposed by the taxpayer that have not 
been made by the National Office. 

Generally, the National Office considers only the deletion of material that the taxpayer has 
proposed be deleted or other deletions as required under §611O(c) before the National Office 
reply is sent to the District Director or the Chief, Appeals Office. Within 20 days after it 
receives the taxpayer's response to the notice under §611O(f)(l), the National Office must mail 
to the taxpayer its final administrative conclusion about the deletions to be made . 

. 05 In those cases in which the National Office tells the District Director or the Chief, 
Appeals Office, that a copy of the technical advice memorandum should not be given to the 
taxpayer, the District Director or the Chief, Appeals Office, will tell the taxpayer that no copy 
will be given if the taxpayer requests a copy. 

.01 A taxpayer may not rely on a technical advice memorandum issued by the Service for 
another taxpayer. See §611O(j)(3). 

.02 Except in rare or unusual circumstances, a holding in a technical advice memorandum 
that is favorable to the taxpayer is applied retroactively. 

Moreover, because technical advice, as described in section 2 of this revenue procedure, is 
issued only on closed transactions, a holding that is adverse to the taxpayer is also applied 
retroactively, unless the Associate Chief Counsel (Domestic), the Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), the Associate Chief Counsel (Enforcement 
Litigation), or the Associate Chief Counsel (International), as appropriate, exercises the 
discretionary authority under §7805(b) to limit the retroactive effect of the holding. 

.03 A holding that modifies or revokes a holding in a prior technical advice memorandum is 
applied retroactively, with one exception. If the new holding is less favorable to the taxpayer 
than the earlier one, it generally is not applied to the period in which the taxpayer relied on 
the prior holding in situations involving continuing transactions. 

.04 If a technical advice memorandum relates to a continuing action or a series of actions, 
ordinarily it is applied until specifically withdrawn or until the conclusion is modified or 
revoked by the enactment of legislation, the ratification of a tax treaty, a decision of the 
United States Supreme Court, or the issuance of regulations (temporary or final), a revenue 
ruling, or other statement published in the Internal Revenue Bulletin. Publication of a notice of 
proposed rulemaking does not affect the application of a technical advice memorandum. 

.05 A taxpayer is not protected against retroactive revocation or modification of a technical 
advice memorandum involving a continuing action or a series of actions occurring after the 
material facts on which the technical advice memorandum is based have changed. 
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.06 Generally, a technical advice memorandum that revokes or modifies a letter ruling or 
another technical advice memorandum is not applied retroactively either to the taxpayer to 
whom or for whom the letter ruling or technical advice memorandum was originally issued, or 
to a taxpayer whose tax liability was directly involved in such letter ruling or technical advice 
memorandum if-

(l) there has been no misstatement or omission of material facts; 

(2) the facts at the time of the transaction are not materially different from the facts on 
which the letter ruling or technical advice memorandum was based; 

(3) there has been no change in the applicable law; 

(4) in the case of a letter ruling, it was originally issued on a prospective or proposed 
transaction; and 

(5) the taxpayer directly involved in the letter ruling or technical advice memorandum acted 
in good faith in relying on the letter ruling or technical advice memorandum, and the 
retroactive revocation would be to the taxpayer's detriment. For example, the tax liability of 
each shareholder is directly involved in a letter ruling or technical advice memorandum on the 
reorganization of a corporation. However, the tax liability of a member of an industry is not 
directly involved in a letter ruling or technical advice memorandum issued to another member 
and, therefore, the holding in a revocation or modification of a letter ruling or technical advice 
memorandum to one member of an industry may be retroactively applied to other members of 
the industry. By the same reasoning, a tax practitioner may not obtain the nonretroactive 
application to one client of a modification or revocation of a letter ruling or technical advice 
memorandum previously issued to another client. 

When a letter ruling to a taxpayer or a technical advice memorandum involving a taxpayer 
is revoked with retroactive effect, the notice to the taxpayer, except in fraud cases, sets forth 
the grounds on which the revocation is being made and the reason why the revocation is being 
applied retroactively. 

.01 Under §7805(b), the Associate Chief Counsel (Domestic), the Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), the Associate Chief Counsel (Enforcement 
Litigation), or the Associate Chief Counsel (International), as the Commissioner's delegate, 
may prescribe the extent, if any, to which a technical advice memorandum will be applied 
without retroactive effect. 

A taxpayer for whom a technical advice memorandum was issued or for whom a technical 
advice request is pending may request that the Associate Chief Counsel (Domestic), the 
Associate Chief Counsel (Employee Benefits and Exempt Organizations), the Associate Chief 
Counsel (Enforcement Litigation), or the Associate Chief Counsel (International), as 
appropriate, limit the retroactive effect of any holding in the technical advice memorandum or 
of any subsequent modification or revocation of the technical advice memorandum . 

. 02 For example, a taxpayer may request the National Office to exercise the authority under 
§7805(b) to limit retroactivity if-

(1) a technical advice memorandum that concerns a continuing transaction is modified or 
revoked by, for example, a subsequent revenue ruling or final regulations; 

(2) during the course of an examination of the taxpayer's return by the District Director or 
during consideration by the Chief, Appeals Office, a taxpayer is informed that the District 
Director or the Chief, Appeals Office, wiIl recommend that a technical advice memorandum, 
letter ruling, or determination letter be modified or revoked; or 

(3) a holding in a technical advice memorandum does not modify or revoke a prior 
technical advice memorandum. When germane to a pending technical advice request, a request 
to limit the retroactive effect of the holding should be made as part of that pending technical 
advice request, either initially or at any time before the technical advice memorandum is 
issued by the National Office. If a request to limit the retroactive effect of the holding is not 
made before the technical advice memorandum is issued by the National Office, the National 
Office will consider such a request after the technical advice memorandum is issued by the 
National Office. However, taxpayers are strongly encouraged to request the application of 
§7805(b) early during the consideration of the technical advice request by the National Office. 
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.03 A request to limit the retroactive effect of the modification or revocation of a technical 
advice memorandum that concerns a continuing transaction, as described in section 17.02(1) 
above, must be made in the form of a request for a letter ruling if the request is submitted 
before examination of the return that contains the transaction that is the subject of the request 
for the letter ruling. The requirements for a letter ruling request are given in sections 8 and 
11.11 of Rev. Proc. 94-1, this Bulletin . 

. 04 In all other cases, a taxpayer's request to limit retroactivity must be made in the form of 
a request for technical advice. 

The request must meet the general requirements of a technical advice request, which are 
given in sections 6 through 8 of this revenue procedure. The request must also-

(1) state that it is being made under § 780S(b); 

(2) state the relief sought; 

(3) explain the reasons and arguments in support of the relief sought (including a discussion 
of the five items listed in section IS.OS of this revenue procedure and any other factors as they 
relate to the taxpayer's particular situation); and 

(4) include any documents bearing on the request. 

The taxpayer's request, including the statement that the request is being made under 
§780S(b), must be submitted to the District Director or the Chief, Appeals Office, who must 
then forward the request to the National Office for consideration. 

.OS When a request for technical advice concerns only the application of §780S(b), the 
taxpayer has the right to a conference in the National Office in accordance with the provisions 
of section 12 of this revenue procedure. In accordance with section 12.02 of this revenue 
procedure, the Examining Officer or the Appeals Officer may ask or be requested to attend the 
conference on the section 780S(b) issue. Section 12.02 of this revenue procedure also provides 
that other Service representatives are allowed to participate in the conference. 

If the request for application of § 780S(b) is included in the request for technical advice on 
the substantive issues or is made before the conference of right on the substantive issues, the 
section 780S(b) issues will be discussed at the taxpayer's one conference of right. 

If the request for the application of § 780S(b) is made as part of a pending technical advice 
request after a conference has been held on the substantive issues and the Service determines 
that there is justification for having delayed the request, then the taxpayer will have the right 
to one conference of right concerning the application of §780S(b), with the conference limited 
to discussion of this issue only. 

.01 The Associate Chief Counsel (Enforcement Litigation) now has authority to issue 
technical advice memorandums. Accordingly, this revenue procedure has been expanded to 
apply to requests for technical advice on certain issues under the jurisdiction of the Associate 
Chief Counsel (Enforcement Litigation) . 

. 02 Section 8.08 in Rev. Proc. 93-2, which concerns a section 301.9100 request, is 
redesignated as section S in this revenue procedure and sections S through 18 in Rev. Proc. 
93-2 are redesignated as sections 6 through 19 in this revenue procedure . 

. 03 Section 1 is amended by clarifying that any reference in this revenue procedure to 
Chief, Appeals Office, includes, when appropriate, the Assistant Regional Director of Appeals 
(Large Case), and that any reference in this revenue procedure to Appeals Officer includes, 
when appropriate, the Team Chief. 

.04 Section S.02 is added to remind taxpayers that they are responsible for seeking an 
extension of the statute of limitations if, after a section 301.9100 request is filed but before a 
letter ruling is received, the statute of limitations for the year for which the election was to be 
made will expire . 

. OS Section S.03 is amended by providing that a section 301.9100 request may be hand 
delivered to the drop box at the 12th Street entrance of 1111 Constitution Avenue, N.W., 
Washington, DC. No receipt will be given at the drop box . 

. 06 Section 5.04 is amended to provide that a taxpayer must notify the National Office if 
the taxpayer's return covering the issue presented in the section 30 I. 9100 request is being 
exammed by a DistrIct Director or the issues in the return are being considered by an Appeals 
Office. 
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.07 Section 8.02 is amended to provide that the deletions statement required by §611O must 
be signed and dated by the taxpayer or the taxpayer's authorized representative . 

. 08 Section 8.02 is also amended by providing that an additional deletions statement is not 
required with each submission of additional information if the taxpayer's initial deletions 
statement requests that only names, addresses, and identifying numbers are to be deleted and 
the taxpayer wants only the same information deleted from the additional information . 

. 09 Section 8.04 is amended to provide that authorized representatives must comply with 
Treasury Department Circular No. 230 . 

. 10 Sections 12.10 and 14.12 are amended to provide that if the District Director or the 
Chief, Appeals Office, does not have any comments on additional information submitted by 
the taxpayer, he or she must notify the branch representative promptly . 

. 11 Section 14.11 is amended to provide that the penalties of perjury statement must be 
dated . 

. 12 Section 16.05 is redesignated as section 16.06 and new section 16.05 is added to 
provide that a taxpayer is not protected against retroactive revocation or modification of a 
technical advice memorandum involving a continuing action or a series of actions occurring 
after the material facts on which the technical advice memorandum is based have changed. 

Rev. Proc. 93-2, 1993-1 C.B. 351, is superseded. 
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26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 94-3 

SECTION 1. PURPOSE AND NATURE 
OF CHANGES 

.01 The purpose of this revenue 
procedure is to update Rev. Proc. 93-3, 
1993-1 C.B. 370, as amplified and 
modified by subsequent revenue proce
dures, by providing a revised list of 
those areas of the Internal Revenue 
Code under the jurisdiction of the 
Associate Chief Counsel (Domestic) 
and the Associate Chief Counsel 
(Employee Benefits and Exempt Orga
nizations) relating to issues on which 
the Internal Revenue Service will not 
issue advance rulings or determination 
letters. For a list of areas under the 
jurisdiction of the Associate Chief 
Counsel (International) relating to in
ternational issues on which the Service 
will not issue advance rulings or 
determination letters, see Rev. Proc. 
94-7, this Bulletin. For a list of areas 
under the jurisdiction of the Assistant 
Commissioner (Employee Plans and 
Exempt Organizations) relating to is
sues, plans or plan amendments on 
which the Service will not issue private 
letter rulings and determination letters, 
see, respectively, section 8 of Rev. 
Proc. 94-4, this Bulletin, and section 
3.02 of Rev. Proc. 94-6, this Bulletin. 

When applicable, the Revenue Rec
onciliation Act of 1993 will be referred 
to as "RRA 1993," the Revenue 
Reconciliation Act of 1 990 will be 
referred to as "RRA 1990," the 
Revenue Reconciliation Act of 1989 
will be referred to as "RRA 1989," 
the Technical and Miscellaneous Reve
nue Act of 1 988 will be referred to as 
"T AMRA," and the Tax Reform Act of 
1986 will be referred to as "TRA 
1986. " 

.02 Changes 
(I) Old section 3.01(15), dealing 

with §274, has been updated to refer
ence Rev. Proc. 93-21, 1993-1 C.B. 
529, and Rev. Proc. 93-50, 1993-2 
C.B. 586. 

(2) Old section 3.01(34), dealing 
with § §451 and 457, has been revised 
to reflect the Service's unwillingness to 
rule as to certain aspects of deferred 
compensation plans of local govern
ments and tax-exempt organizations. 

(3) Old section 3.01 (47), dealing 
with §7701, has been deleted. See Rev. 
Proc. 93-45, 1993-2 C.B. 545. 

(4) New section 5.09 deals with 
§213. See Rev. Proc. 93-43, 1993-2 
C.B. 544. 

(5) Old section 6.02, dealing with 
§446, has been revised to include 
method of accounting changes for (i) 
certain taxpayers required to change 
their method of accounting for notional 
principal contacts entered into after 
December 12, 1993, and (ii) certain 
domestic taxpayers required to change 
their method of accounting to comply 
with §267(a)(3) for deducting amounts 
owed to related foreign persons. See 
Rev. Procs. 93-13, 1993-1 C.B. 482 
and 93-48, 1993-2 C.B. 580. 

(6) Old section 6.03, dealing with 
§461, has been clarified. 

SEC. 2. BACKGROUND AND SCOPE OF 
APPLICATION 

.01 Background 
Whenever appropriate in the interest 

of sound tax administration, it is the 
policy of the Service to answer in
quiries of individuals and organizations 
regarding their status for tax purposes 
and the tax effects of their acts or 
transactions, prior to the filing of 
returns or reports that are required by 
the revenue laws. 

There are, however, certain areas in 
which, because of the inherently factual 
nature of the problems involved, or for 
other reasons, the Service will not issue 
advance rulings or determination let
ters. These areas are set forth in four 
sections of this revenue procedure. 
Section 3 reflects those areas in which 
advance rulings and determinations will 
not be issued. Section 4 sets forth those 
areas in which they will not ordinarily 
be issued. "Not ordinarily" connotes 
that unique and compelling reasons 
must be demonstrated to justify the 
issuance of a ruling or determination 
letter. Those sections reflect a number 
of specific questions and problems as 
well as general areas. Section 5 lists 
specific areas for which the Service is 
temporarily not issuing advance rulings 
and determinations because those mat
ters are under extensive study. Finally, 
section 6 of this revenue procedure lists 
specific areas where the Service will 
not ordinarily issue advance rulings 
because the Service has provided auto
matic approval procedures for these 
matters. 

See Rev. Proc. 94-1, page 378, this 
Bulletin, particularly section 7 cap
tioned "Under What Circumstances 

Does the Service Have Discretion to 
Issue Letter Rulings and Determination 
Letters?" for general instructions and 
other situations in which the Service 
will not or ordinarily will not issue 
letter rulings or determination letters. 

With respect to the items listed, 
revenue rulings or revenue procedures 
may be published in the Internal 
Revenue Bulletin from time to time to 
provide general guidelines regarding 
the position of the Service. 

Additions or deletions to this reve
nue procedure as well as restatements 
of items listed will be made by 
modification of this revenue procedure. 
Changes will be published as they 
occur throughout the year and will be 
incorporated annually in a new revenue 
procedure published as the third reve
nue procedure of the year. These lists 
should not be considered all-inclusive. 
Decisions not to rule on individual 
cases (as contrasted with those that 
present significant pattern issues) are 
not reported in this revenue procedure 
and will not be added to subsequent 
reVISIOns. 

.02 Scope of Application 
This revenue procedure does not 

preclude the submission of requests for 
technical advice to the National Office 
from the Office of a District Director 
of the Internal Revenue or a Chief, 
Appeals Office. 

SEC. 3. AREAS IN WHICH RULINGS 
OR DETERMINATION LETTERS WILL 
NOT BE ISSUED 

.01 Specific questions and problems. 
(1) Section 79.-Group-Term Life 

Insurance Purchased for Employees.
Whether a group insurance plan for 10 
or more employees qualifies as group
term insurance, if the amount of 
insurance is not computed under a 
formula that would meet the require
ments of §1.79-1(c)(2)(ii) of the In
come Tax Regulations if the group 
consisted of fewer than 10 employees. 

(2) Section 83.-Property Trans
ferred in Connection with Performance 
of Services.-Whether a restriction 
constitutes a substantial risk of forfeit
ure, if the employee is a controlling 
shareholder. Also, whether a transfer 
has occurred, if the amount paid for the 
property involves a nonrecourse 
obligation. 

(3) Section 105(h).-Amount Paid to 
Highly Compensated Individuals Under 
Discriminatory Self-Insured Medical 
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Expense Reimbursement Plan.
Whether, following a determination 
that a self-insured medical expense 
reimbursement plan is discriminatory, 
that plan had previously made reason
able efforts to comply with tax anti
discrimination rules. 

(4) Section 117.-Qualified Scholar
ships.-Whether an employer-related 
scholarship or fellowship grant is ex
cludible from the employee's gross 
income, if there is no intermediary 
private foundation distributing the 
grants, as there was in Rev. Proc. 76-
47, 1976-2 C.B. 670. 

(5) Section 119.-Meals or Lodging 
Furnished for the Convenience of the 
Employer.-Whether the value of 
meals or lodging is excludible from 
gross income by an employee who is a 
controlling shareholder of the 
employer. 

(6) Sections 121 and 1034.-0ne
Time Exclusion of Gain from Sale of 
Principal Residence by Individual Who 
Has Attained Age 55; Rollover of Gain 
on Sale of Principal Residence.
Whether property qualifies as the tax
payer's principal residence. 

(7) Section 125.-Cafeteria Plans.
Whether amounts used to provide 
group-term life insurance under §79, 
accident and health benefits under 
§§ 105 and 106, and dependent care 
assistance programs under § 129 are 
includible in the gross income of 
participants and considered "wages" 
for purposes of §§340 I, 3121, and 
3306 when the benefits are offered 
through a cafeteria plan. 

(8) Section 162.-Trade or Business 
Expenses.-Whether compensation is 
reasonable in amount. 

(9) Section 163.-Interest.-The In

come tax consequences of transactions 
involving . 'shared appreciation mort
gage" (SAM) loans in which a tax
payer. borrowing money to purchase 
real property, pays a fixed rate of 
interest on the mortgage loan below the 
prevailing market rate and will also pay 
the lender a percentage of the apprecia
tion in value of the real property upon 
termination of the mortgage. This ap
plies to all SAM arrangements where 
the loan proceeds are used for commer
cial or business activities, or where 
used to finance a personal residence, if 
the facts are not similar to those 
described in Rev. Rul. 83-51, 1983-1 
C.B. 48. (Also §§61, 451, 461, 856, 
1001. and 7701.) 

(10) Section 170.-Charitable, Etc., 
Contributions and Gifts.-Whether a 
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taxpayer who advances funds to a 
charitable organization and receives 
therefor a promissory note may deduct 
as contributions, in one taxable year or 
in each of several years, amounts for
given by the taxpayer in each of sev
eral years by endorsement on the note. 

(11) Section 213.-Medical, Dental, 
Etc., Expenses. -Whether a capital 
expenditure for an item that is or
dinarily used for personal, living, or 
family purposes, such as a swimming 
pool, has as its primary purpose the 
medical care of the taxpayer or the 
taxpayer's spouse or dependent, or is 
related directly to such medical care. 

(12) Section 264(b).-Certain 
Amounts Paid in Connection with 
Insurance Contracts.-Whether "sub
stantially all" the premiums of a 
contract of insurance are paid within a 
period of 4 years from the date on 
which the contract is purchased. Also, 
whether an amount deposited is in 
payment of a "substantial number" of 
future premiums on such a contract. 

(13) Section 264(c)(1).-Certain 
Amounts Paid in Connection with 
Insurance Contracts.-Whether §264-
(c)(1) applies. 

(14) Section 269.-Acquisitions 
Made to Evade or A void Income 
Tax.-Whether an acquisition is within 
the meaning of § 269. 

(15) Section 274.-Disallowance of 
Certain Entertainment, Etc., 
Expenses.-Whether a taxpayer who is 
traveling away from home on business 
may, in lieu of substantiating the actual 
cost of meals, deduct a fixed per-day 
amount for meal expenses that differs 
from the amount prescribed in Rev. 
Proc. 89-67, 1989-2 C.B. 795 (prior to 
January I, 1991), in Rev. Proc. 90-60, 
1990-2 C.B. 651 (after December 31, 
1990, and prior to March I, 1992), in 
Rev. Proc. 92-17, 1992-1 C.B. 679 (on 
or after March 1, 1992, and prior to 
March 12, 1993), in Rev. Proc. 93-21, 
1993-1 C.B. 529 (on or after March 
12, 1993 and prior to January 1, 1994), 
or in Rev. Proc. 93-50, 1993-2 C.B. 
586 (on or after January 1, 1994). 

(16) Section 302.-Distributions in 
Redemption of Stock.-Whether §302-
(b) applies when the consideration 
given in redemption by a corporation 
consists entirely or partly of its notes 
payable, and the shareholder's stock is 
held in escrow or as security for 
payment of the notes with the pos
sibility that the stock mayor will be 
returned to the shareholder in the 

future, upon the happening of specific 
defaults by the corporation. 

(17) Section 302.-Distributions in 
Redemption of Stock.-Wheth~r §3?2-
(b) applies when the conslde~atlOn 
given in redemption by a corporatIOn In 

exchange for a shareholder's stock 
consists entirely or partly of the corpo
ration's promise to pay an amount 
based on, or contingent on, future 
earnings of the corporation, when the 
promise to pay is contingent on work
ing capital being maintained at a 
certain level, or any other similar 
contingency. 

(18) Section 302.-Distributions in 
Redemption of Stock.-Whether §302-
(b) applies to a redemption of stock, if 
after the redemption the distributing 
corporation uses property that is owned 
by the shareholder from whom the 
stock is redeemed and the payments by 
the corporation for the use of the 
property are dependent upon the corpo
ration's future earnings or are subordi
nate to the claims of the corporation's 
general creditors. Payments for the use 
of property will not be considered to be 
dependent upon future earnings merely 
because they are based on a fixed 
percentage of receipts or sales. 

(19) Section 302.-Distributions in 
Redemption of Stock.-Whether the 
acquisition or disposition of stock 
described in §302(c)(2)(B) has, or does 
not have, as one of its principal 
purposes the avoidance of federal in
come taxes within the meaning of that 
section, unless the facts and circum
stances are materially identical to those 
set forth in Rev. Rul. 85-19, 1985-1 
C.B. 94, Rev. Rul. 79-67, 1979-1 C.B. 
128, Rev. Rul. 77-293, 1977-2 C.B. 
91, Rev. Rul. 57-387, 1957-2 C.B. 
225, Rev. Rul. 56-584, 1956-2 c.B. 
179, or Rev. Rul. 56-556, 1956-2 C.B. 
177. 

(20) Section 302(b)( 4) and (e ).
Redemption from Noncorporate Share
holder in Partial Liquidation; Partial 
Liquidation Defined.-The amount of 
working capital attributable to a busi
ness or portion of a business terminated 
that may be distributed in partial 
liquidation. 

(21) Sections 311 and 336 (pre-TRA 
1986).-Taxability of Corporation on 
Distribution; Distributions of Property 
in Liquidation.-Upon distribution of 
property in kind by a corporation to its 
shareholders, either (i) in complete 
liquidation under §331 (when under the 
facts a sale of the property by the 



corporation would not qualify under 
pre-TRA 1986 §337) and §346(a), (ii) 
in partial liquidation under §302(b)( 4) 
and (e), or (iii) in redemption of stock 
under §302(a), where the distribution is 
followed by a sale of the property, 
whether the sale can be deemed to have 
been made by the corporation under the 
doctrine of Commissioner v. Court 
Holding Company, 324 U.S. 331 
(1945), 1945 C.B. 58. 

(22) Section 312.-Effect on Earn
ings and Profits.-The determination of 
the amount of earnings and profits of a 
corporation. 

(23) Section 336.-See section 
3.01(21), above. 

(24) Section 351.-Transfer to Cor
poration Controlled by Transferor.
Whether §351 applies to an exchange 
of stock for stock in the formation of a 
holding company, and whether the 
taxpayer is subject to the consequences 
of qualification under that section (such 
as nonrecogmtIOn and basis con
sequences) that are adequately ad
dressed by a statute, regulation, deci
sion of the Supreme Court, tax treaty, 
revenue ruling, revenue procedure, 
notice, or other authority published In 

the Internal Revenue Bulletin. 
For purposes of this provision, if 

such an exchange qualifies under both 
§351 and another corporate restructur
ing provision and the other provision is 
not covered by this revenue procedure, 
the Service will treat any request for a 
qualification ruling under the other 
provision as a request for a qualifica
tion ruling under §351. A taxpayer or 
the taxpayer's representative (as the 
Service deems appropriate) seeking a 
qualification ruling for such an ex
change under any such other provision 
must, accordingly, state to the best of 
knowledge and belief that the exchange 
does not qualify under §351. 

The Service will not rule on the 
qualification of an exchange of stock 
under §351, even if it is an integral 
part of a larger transaction that in
volves other issues upon which the 
Service will rule and it is impossible to 
determine the tax consequences of the 
larger transaction without making a 
determination with regard to the ex
change of stock. However, in such 
event, the Service will rule on the tax 
consequences of the larger transaction, 
provided the taxpayer or the taxpayer's 
representati ve (as the Service deems 
appropriate) states to the best of 
knowledge and belief that the exchange 

will (or will not) qualify under §351. If 
the Service issues a ruling on the larger 
transaction, the ruling will state that no 
opinion is expressed as to whether or 
not the exchange qualifies under §351. 

SUBISSUES: Additionally, the Serv
ice will have the discretion to rule on 
significant subissues that must be re
solved to determine whether a transac
tion that is in this no-rule area qualifies 
under §351. However, the Service will 
only rule on these subissues if in the 
view of the Service they are significant 
and not clearly and adequately ad
dressed by a statute, regulation, deci
sion of the Supreme Court, tax treaty, 
revenue ruling, revenue procedure, 
notice, or other authority published in 
the Internal Revenue Bulletin. 

To obtain a ruling on a subissue, the 
taxpayer must explain the significance 
of the subissue, set forth the authorities 
most closely related to the subissue, 
and explain why the subissue is not 
resolved by the authorities. The Service 
will require the taxpayer or the tax
payer's representative (as the Service 
deems appropriate) to state to the best 
of knowledge and belief that the 
transaction will (or will not) qualify 
under §351 if the Service rules as the 
taxpayer proposes on the subissue. 

A taxpayer may seek a presubmis
sion conference to determine whether a 
ruling on the subissue can be obtained 
under this section. See section 10.14 of 
Rev. Proc. 94-1. If the Service issues a 
ruling on a subissue, the ruling will 
state that no opinion is expressed as to 
whether the transaction in question 
qualifies under § 351. 

COLLATERAL ISSUES: Although 
the Service will not rule on the 
consequences of qualification of an 
exchange of stock for stock in the 
formation of a holding company under 
§ 351 if the consequences are ade
quately addressed by a statute, regula
tion, decision of the Supreme Court, 
tax treaty, revenue ruling, revenue 
procedure, notice, or other authority 
published in the Internal Revenue 
Bulletin, it will rule where the con
sequences of qualification are not ade
quately addressed by these authorities. 
To obtain a ruling on a collateral issue, 
the taxpayer or the taxpayer's repre
sentative (as the Service deems appro
priate) must state to the best of 
knowledge and belief that the exchange 
qualifies under §351, set forth the 
authorities most closely related to the 
collateral issue, and explain why the 
collateral issue is not resolved by these 

authorities. If the Service issues a 
ruling on a collateral issue, the ruling 
will state that no opinion is expressed 
as to whether the exchange in question 
qualifies under §351. 

The Service will also continue to 
rule on issues that arise in connection 
with an exchange of stock for stock in 
the formation of a holding company but 
do not depend upon or affect qualifica
tion under §351. 

(25) Section 355.-Distribution of 
Stock and Securities of a Controlled 
Corporation.-The determination of 
whether the corporate business purpose 
requirement of § 1.355-2(b) is satisfied 
in the following situations: 

(i) If the reduction of non-federal 
taxes is substantially coextensive with 
the reduction of federal taxes. 

(ii) If a transaction has the potential 
of avoiding federal taxes but has 
another corporate business purpose, 
whether the non-avoidance purpose is 
the "substantial" motivation for the 
transaction. 

(iii) If the stated purpose of the 
transaction is to reduce foreign taxes. 

(26) Section 368(a)( 1 )(A).
Definitions Relating to Corporate 
Reorganizations.-Whether a transac
tion constitutes a corporate reorgani
zation within the meaning of §368(a)
(1 )(A), including a transaction that 
qualifies under §368(a)(1)(A) by reason 
of §368(a)(2)(D) or §368(a)(2)(E), and 
whether the taxpayer is subject to the 
consequences of qualification under 
that section (such as nonrecognition 
and basis consequences) that are ade
quately addressed by a statute, regula
tion, decision of the Supreme Court, 
tax treaty, revenue ruling, revenue pro
cedure, notice, or other authority pub
lished in the Internal Revenue Bulletin. 

For purposes of this provision, if 
a transaction qualifies under both 
§ 368( a)(1 )(A) and another corporate 
restructuring provision and the other 
provision is not covered by this reve
nue procedure, the Service will treat 
any request for a qualification ruling 
under the other provision as a request 
for a qualification ruling under 
§368(a)(1)(A). A taxpayer or the tax
payer's representative (as the Service 
deems appropriate) seeking a qualifica
tion ruling under any such other pro
vision must, accordingly. state to the 
best of knowledge and belief that the 
transaction does not qualify under 
§368(a)( I )(Al. The Service will con
tinue to rule on transactions that 
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qualify under §368(a)(l )(G), even if 
they are also defined in §368(a)(l)(A). 

The Service will not rule on the 
qualification of a reorganization under 
§368(a)( I )(A), even if it is an integral 
part of a larger transaction that in
volves other issues upon which the 
Service will rule and it is impossible to 
determine the tax consequences of the 
larger transaction without determining 
the tax consequences of the reorganiza
tion. However, in such event, the 
Service will rule on the tax con
sequences of the larger transaction, 
provided the taxpayer or the taxpayer's 
representati ve (as the Service deems 
appropriate) states to the best of 
knowledge and belief that the reorgani
zation will (or will not) qualify under 
§368(a)( I )(A). If the Service issues a 
ruling on the larger transaction, the 
ruling will state that no opinion is 
expressed as to whether or not the 
reorganization qualifies under §368(a)
(I )(A). For example, the Service will 
not rule on whether a transaction 
constitutes a corporate reorganization 
within the meaning of §368(a)(l)(A), 
even if the larger transaction also 
involves the issue of whether a prior 
distribution of stock in a subsidiary 
containing assets unwanted by the 
acquiring corporation qualifies under 
§355. See Rev. Rul. 78-251, 1978-1 
C.B. 89. However, in such event, if the 
taxpayer or the taxpayer's representa
tive (as the Service deems appropriate) 
states to the best of knowledge and 
belief that the merger qualifies under 
§368(a)( I )(A), the Service will rule as 
to whether the prior stock distribution 
qualifies under §355. Such ruling will 
state that no opinion is expressed as to 
whether or not the reorganization 
qualifies under § 368( a)(l )(A). 

SUBISSUES: Additionally, the Serv
ice will have the discretion to rule on 
significant subissues that must be re
solved to determine whether the trans
action qualifies under §368(a)( I )(A) 
(including transactions qualifying by 
reason of §368(a)(2)(D) or §368(a)
(2)(E)). However, the Service will only 
rule on such subissues if in the view of 
the Service they are significant and not 
clearly and adequately addressed by a 
statute, regulation, decision of the 
Supreme Court, tax treaty, revenue 
ruling, revenue procedure, notice. or 
other authority published in the Internal 
Revenue Bulletin. To obtain a ruling on 
such a subissue, the taxpayer must 
explain the significance of the subissue. 
set forth the authorities most closely 
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related to the subissue, and explain 
why the subissue is not resolved by 
these authorities. The taxpayer or the 
taxpayer's representative (as the Serv
ice deems appropriate) will also be 
required to state to the best of knowl
edge and belief that the transaction will 
(or will not) qualify under §368(a)(l)
(A), if the Service rules as the taxpayer 
proposes on the subissue. 

A taxpayer may seek a presubmis
sion conference to determine whether a 
ruling on the subissue can be obtained 
under this section. See section 10.14, 
Rev. Proc. 94-1. If the Service issues a 
ruling on a subissue, the ruling will 
state that no opinion is expressed as to 
whether the transaction in question 
qualifies under §368(a)(l)(A). 

COLLATERAL ISSUES: Although 
the Service will not rule on the 
consequences of qualification as a 
reorganization under §368(a)(l )(A) if 
the consequences are adequately ad
dressed by a statute, regulation, deci
sion of the Supreme Court, tax treaty, 
revenue ruling, revenue procedure, 
notice, or other authority published in 
the Internal Revenue Bulletin, it will 
rule where the consequences of qualifi
cation are not adequately addressed by 
these authorities. For example, the 
Service will issue a §381 (c)( 4) ruling 
in connection with a §368(a)(l)(A) 
reorganization. To obtain a ruling on a 
collateral issue, the taxpayer or the 
taxpayer's representative (as the Serv
ice deems appropriate) must state to the 
best of knowledge and belief that the 
transaction qualifies under §368(a)
(I )(A), set forth the authorities most 
closely related to the collateral issue, 
and explain why the collateral issue is 
not resolved by these authorities. If the 
Service issues a ruling on a collateral 
issue, the ruling will state that no 
opinion is expressed as to whether the 
transaction in question qualifies under 
§368(a)( I )(A). 

The Service will also continue to 
rule on issues that arise in connection 
with a transaction under §368(a)(l )(A) 
but do not depend upon or affect 
qualification under §368(a)(l)(A). 

(27) Section 368(a)(l)(B).-Defini
tions Relating to Corporate Reorgani
zations.-Whether the acquisition of 
stock in the formation of a holding 
company constitutes a corporate reorga
nization within the meaning of §368-
(a)(I)(B). and whether the taxpayer is 
subject to the consequence of qualifica
tion under that section (such as non
recognition and basis consequences) 

that are adequately addressed by a 
statute, regulation, decision of the 
Supreme Court, tax treaty, r.evenue 
ruling, revenue procedure, notIce, or 
other authority published in the Internal 
Revenue Bulletin. 

For purposes of this prOVIsIOn, if 
such an acquisition of stock qualifies 
under both §368(a)(l)(B) and another 
corporate restructuring provision, and 
the other provision is not covered by 
this revenue procedure, the Service will 
treat any request for a qualification 
ruling under the other provision as a 
request for a qualification ruling under 
§368(a)(1)(B). A taxpayer or the tax
payer's representative (as the Service 
deems appropriate) seeking a qualifica
tion ruling for such an acquisition 
under any such other provision must, 
accordingly, state to the best of knowl
edge and belief that the acquisition 
does not qualify under §368(a)(1)(B). 

The Service will not rule on the 
qualification of an acquisition of stock 
under section §368(a)(l )(B), even if it 
is an integral part of a larger transac
tion that involves other issues upon 
which the Service will rule and it is 
impossible to determine the tax con
sequences of the larger transaction 
without determining the tax con
sequences of the acquisition. However, 
in such event, the Service will rule on 
the tax consequences of the larger 
transaction, provided the taxpayer or 
the taxpayer's representative (as the 
Service deems appropriate) states to the 
best of knowledge and belief that the 
acquisition will (or will not) qualify 
under §368(a)(l)(B). If the Service 
issues a ruling on the larger transac
tion, the ruling will state that no 
opinion is expressed as to whether or 
not the acquisition qualifies under 
§368(a)(l)(B). 

SUBISSUES: Additionally, the Serv
ice will have the discretion to rule on 
significant subissues that must be re
solved to determine whether a transac
tion that is in this no-rule area qualifies 
under §368(a)(l)(B). However, the 
Service will only rule on these sub
issues if in the view of the Service they 
are significant and not clearly and 
adequately addressed by a statute, 
regulation, decision of the Supreme 
Court, tax treaty, revenue ruling, reve
nue procedure, notice, or other au
thority published in the Internal Reve
nue Bulletin. To obtain a ruling on a 
subissue, the taxpayer must explain the 
significance of the subissue, set forth 
the authorities most closely related to 



the subissue, and explain why the 
subissue is not resolved by these 
authorities. The Service will require the 
taxpayer or the taxpayer's representa
tive (as the Service deems appropriate) 
to state to the best of knowledge and 
belief that the acquisition will (or will 
not) qualify under §368(a)(1)(B), if the 
Service rules as the taxpayer proposes 
on the subissue. 

A taxpayer may seek a presubmis
sion conference to determine whether a 
ruling on the subissue can be obtained 
under this section. See section 10.14, 
Rev. Proc. 94-1. If the Service issues a 
ruling on a subissue, the ruling will 
state that no opinion is expressed on 
whether the acquisition in question 
qualifies under §368(a)(1 )(B). 

COLLATERAL ISSUES: Although 
the Service will not rule on the 
consequence of qualification of an 
acquisition of stock in the formation of 
a holding company under §368(a)(1 )(B) 
if the consequences are adequately 
addressed by a statute, regulation, 
decision of the Supreme Court, tax 
treaty, revenue ruling, revenue proce
dure, notice, or other authority pub
lished in the Internal Revenue Bulletin, 
it will rule where the consequences of 
qualification are not adequately ad
dressed by these authorities. To obtain 
a ruling on a collateral issue, the 
taxpayer or the taxpayer's representa
tive (as the Service deems appropriate) 
must state to the best of knowledge and 
belief that the acquisition qualifies 
under §368(a)(1)(B), set forth the au
thorities most closely related to the 
collateral issue, and explain why the 
collateral issue is not resolved by these 
authorities. If the Service issues a 
ruling on a collateral issue, the ruling 
will state that no opinion is expressed 
as to whether the acquisition in ques
tion qualifies under §368(a)(1 )(B). 

The Service will also continue to 
rule on issues that arise in connection 
with an acquisition of stock in the 
formation of a holding company but do 
not depend upon or affect qualification 
under §368(a)(1)(B). 

(28) Section 368(a)(1 )(B ).-Defini
tions Relating to Corporate Reorganiza
tions.-The acceptability of an estima
tion procedure or the acceptability of a 
specific sampling procedure to deter
mine the basis of stock acquired by an 
acquiring corporation in a reorganiza
tion described in §368(a)(l )(B). 

(29) Section 368(a)( I )(E).-Defini
tions Relating to Corporate Reorganiza-

tions.-Whether a transaction consti
tutes a corporate recapitalization within 
the meaning of §368(a)(l)(E) (or a 
transaction that also qualifies under 
§ 1036) when either (i) the transaction 
involves a closely held corporation or 
(ii) the issues involved are substantially 
similar to those described in the 
following revenue rulings: 

Rev. Rul. 82-34, 1982-1 C.B. 59 
(continuity of business enterprise); 

Rev. Rul. 77-479, 1977-2 C.B. 119 
(continuity of shareholder interest); 

Rev. Rul. 77-238, 1977-2 C.B. 115 
(conversion of shares of one class of 
stock into shares of another class, as 
permitted by certificate of incorpor
ation); 

Rev. Rul. 74-269, 1974-1 C.B. 87 
(major shareholder's exchange of com
mon stock for preferred stock); 

Rev. Rul. 56-654, 1956-2 C.B. 216 
(corporate charter amended to provide 
preferred stock with increased redemp
tion and liquidation value, where com
mon and preferred stock held pro rata); 

Rev. Rul. 55-112, 1955-1 C.B. 344 
(common stock exchanged for preferred 
stock); and 

Rev. Rul. 54-482, 1954-2 C.B. 148 
(old common stock exchanged for new 
common stock). 

The above no-ruling area does not 
apply, however, to any corporate recap
italization that is an integral part of a 
larger transaction, if it is impossible to 
determine the tax consequences of the 
larger transaction without making a 
determination with regard to the 
recapitalization. 

(30) Section 368(a)(1)(F).-Defini
tions Relating to Corporate Reorganiza
tions.-Whether a transaction con
stitutes a reorganization within the 
meaning of §368(a)(1)(F), and whether 
the taxpayer is subject to the conse
quences of qualification under that 
section (such as nonrecognition and 
basis consequences) that are adequately 
addressed by a statute, regulation, 
decision of the Supreme Court, tax 
treaty, revenue ruling, revenue proce
dure, notice, or other authority pub
lished in the Internal Revenue Bulletin. 

For purposes of this provision, if a 
transaction qualifies under both 
§ 368( a)(l )(F) and another corporate 
restructuring provision, and the other 
provision is not covered by this reve
nue procedure, the Service will treat 
any request for a qualification ruling 
under the other provision as a request 
for a qualification ruling under 

§368(a)( I )(F). A taxpayer or the tax
payer's representative (as the Service 
deems appropriate) seeking a qualifica
tion ruling under any such other pro
vision must, accordingly, state to the 
best of knowledge and belief that the 
transaction does not qualify under 
§368(a)( 1 )(F). 

The Service will not rule on the 
qualification of a reorganization under 
§368(a)(l )(F), even if it is an integral 
part of a larger transaction that in
volves other issues upon which the 
Service will rule and it is impossible to 
determine the tax consequences of the 
larger transaction without determining 
the tax consequences of the reorganiza
tion. However, in such event, the 
Service will rule on the tax con
sequences of the larger transaction, 
provided the taxpayer or the taxpayer's 
representative (as the Service deems 
appropriate) states to the best of 
knowledge and belief that the reorgani
zation will (or will not) qualify under 
§368(a)( I )(F). If the Service issues a 
ruling on the larger transaction, the 
ruling will state that no opinion is 
expressed as to whether or not the 
reorganization qualifies under 
§368(a)( 1 )(F). 

SUBISSUES: Additionally, the Serv
ice will have the discretion to rule on 
significant subissues that must be re
solved to determine whether a transac
tion that is in this no-rule area qualifies 
under §368(a)(1 )(F). However, the 
Service will only rule on such sub
issues if in the view of the Service they 
are significant and not clearly and 
adequately addressed by a statute, 
regulation, decision of the Supreme 
Court, tax treaty, revenue ruling, reve
nue procedure, notice, or other au
thority published in the Internal Reve
nue Bulletin. To obtain a ruling on 
such a subissue, the taxpayer must 
explain the significance of the subissue, 
set forth the authorities most closely 
related to the subissue, and explain 
why the subissue is not resolved by 
these authorities. The Service will 
require the taxpayer or the taxpayer's 
representative (as the Service deems 
appropriate) to state to the best of 
knowledge and belief that the transac
tion will (or will not) qualify under 
§368(a)( I )(F), if the Service rules as 
the taxpayer proposes on the subissue. 

A taxpayer may seek a presubmis
sion conference to determine whether a 
ruling on the subissue can be obtained 
under this section. See section 10.14. 
Rev. Proc. 94-\. If the Service issues a 
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ruling on a subissue, the ruling will 
state that no opinion is expressed on 
whether the transaction in question 
qualifies under §368(a)(l )(F). 

COLLATERAL ISSUES: Although 
the Service will not rule on the 
consequences of qualification as a 
reorganization under § 368( a)(l )(F) if 
the consequences are adequately ad
dressed by a statute, regulation, deci
sion of the Supreme Court, tax treaty, 
revenue ruling, revenue procedure, 
notice, or other authority published in 
the Internal Revenue Bulletin, it will 
rule where the consequences of qualifi
cation are not adequately addressed by 
these authorities. To obtain a ruling on 
a collateral issue, the taxpayer or the 
taxpayer's representative (as the Serv
ice deems appropriate) must state to the 
best of knowledge and belief that the 
transaction qualifies under §368(a)
(1 )(F), set forth the authorities most 
closely related to the collateral issue 
and explain why the collateral issue is 
not resolved by these authorities. If the 
Service issues a ruling on a collateral 
issue, the ruling will state that no 
opinion is expressed as to whether the 
transaction in question qualifies under 
§368(a)(l)(F). 

The Service will also continue to 
rule on issues that arise in connection 
with a transaction under §368(a)(l)(F) 
but do not depend upon or affect 
qualification under §368(a)(l )(F). 

(31) Section 425.-Substitution or 
Assumption of Incentive Stock 
Options.-Whether the substitution of a 
new Incentive Stock Option ("ISO") 
for an old ISO, or the assumption of an 
old ISO, by an employer by reason of a 
corporate transaction constitutes a mod
ification which results in the issuance 
of a new option by reason of failing to 
satisfy the spread test requirement of 
§425(a)(l) or the ratio test requirement 
of §l.425-1(a)(4). The Service will 
continue to rule on the issue of whether 
the new ISO or the assumption of the 
old ISO gives the employee additional 
benefits not present under the old 
option within the meaning of 
§425(a)(2). 

(32) Section 451.-General Rule for 
Taxable Year of Inclusion.-The tax 
consequences of a non-qualified un
funded deferred-compensation arrange
ment with respect to a controlling 
shareholder-employee eligible to par
ticipate in the arrangement. 

(33) Section 451.-General Rule for 
Taxable Year of Inclusion.-The tax 
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consequences of unfunded deferred 
compensation arrangements where the 
arrangements fail to meet the require
ments of Rev. Proc. 92-65, 1992-2 
C.B. 428, and Rev. Proc. 71-19, 1971-
1 C.B. 698. 

(34) Sections 451 and 457.-General 
Rule for Taxable Year of Inclusion; 
Deferred Compensation Plans of State 
and Local Governments and Tax
Exempt Organizations.-The tax con
sequences to unidentified independent 
contractors in nonqualified unfunded 
deferred-compensation plans. This ap
plies to plans established under §451 
by employers in the private sector and 
to plans of state and local governments 
and tax-exempt organizations under 
§457. However, a ruling with respect to 
a specific independent contractor's par
ticipation in such a plan may be issued. 

(35) Section 64I.-Imposition of 
Tax.-Whether the period of admin
istration or settlement of an estate is 
reasonable or unduly prolonged. 

(36) Section 642(c).-Deduction for 
Amounts Paid or Permanently Set 
Aside for a Charitable Purpose.
Allowance of an unlimited deduction 
for amounts set aside by a trust or 
estate for charitable purposes when 
there is a possibility that the corpus of 
the trust or estate may be invaded. 

(37) Section 704(e).-Family 
Partnerships.-Matters relating to the 
validity of a family partnership when 
capital is not a material income produc
ing factor. 

(38) Section 856.-Definition of 
Real Estate Investment Trust.
Whether a corporation whose stock is 
"paired" with or "stapled" to stock of 
another corporation will qualify as a 
real estate investment trust under §856, 
if the activities of the corporations are 
integrated. 

(39) Section 1034.-See section 
3.01(6), above. 

(40) Section 122l.-Capital Asset 
Defined.-Whether specialty stock al
located to an investment account by a 
registered specialist on a national se
curities exchange is a capital asset. 

(41) Section 155l.-Disallowance of 
the Benefits of the Graduated Corpo
rate Rates and Accumulated Earnings 
Credit.-Whether a transfer is within 
§ 155l. 

(42) Section 2031.-Definition of 
Gross Estate.-Actuarial factors for 
valuing interests in the prospective 
gross estate of a living person. 

(43) Section 2512.-Valuation of 
Gifts.-Actuarial factors for valuing 

prospective or hypothetical gifts of a 
donor. 

(44) Sections 3121, 3306, and 
3401.-Definitions.-For purposes of 
determining prospective employment 
status, whether an individual will be an 
employee or an independent contractor. 
A ruling with regard to prior employ
ment status may be issued. 

(45) Section 4980B.-Failure to 
Satisfy Continuation Coverage Require
ments of Group Health Plans.
Whether an action is "gross mis
conduct" within the meaning of 
§4980B(f)(3)(B). (See section 3.05 of 
Rev. Proc. 87-28, 1987-1 C.B. 770, 
771.) 

(46) Section 7701.-Definitions.
Whether a foreign arrangement that is a 
participant in a domestic arrangement 
classified as a partnership for United 
States tax purposes will itself be 
classified as a partnership. 

.02 General Areas. 
(1) The results of transactions that 

lack a bona fide business purpose or 
have as their principal purpose the 
reduction of federal taxes. 

(2) A matter upon which a court 
decision adverse to the Government has 
been handed down and the question of 
following the decision or litigating 
further has not yet been resolved. 

(3) A matter involving alternate 
plans of proposed transactions or in
volving hypothetical situations. 

(4) A matter involving the federal 
tax consequences of any proposed 
federal, state, local or municipal legis
lation. The Service may provide gen
eral information in response to an 
inquiry. 

(5) Whether under Subtitle F (Proce
dure and Administration) reasonable 
cause, due diligence, good faith, clear 
and convincing evidence, or other 
similar terms that require a factual 
determination exist. 

(6) Whether a proposed transaction 
would subject the taxpayer to a crimi
nal penalty. 

(7) A request that does not comply 
with the provisions of Rev. Proc. 94-1. 

(8) Whether, under the common law 
rules applicable in determining the 
employer-employee relationship, a pro
fessional staffing corporation (loan-out 
corporation) or the subscriber is the 
employer of individuals, if: 

(i) the loan-out corporation hires 
employees of the subscriber and as
signs the employees back to the sub
scriber, or 



(ii) the loan-out corporation assigns 
individuals to subscribers for more than 
a temporary period (I year or longer). 

SEC. 4. AREAS IN WHICH RULINGS 
OR DETERMINATION LETTERS WILL 
NOT ORDINARILY BE ISSUED 

.01 Specific questions and problems. 
(1) Sections 38, 39, 46, and 48.

General Business Credit; Carryback 
and Carryforward of Unused Credits; 
Amount of Credit; Energy Credit; 
Reforestation Credit.-Application of 
these sections where the formal owner
ship of property is in a party other than 
the taxpayer, except when title is held 
merely as security. 

(2) Section 61.-Gross Income 
Defined.-Determination as to who is 
the true owner of property in cases 
involving the sale of securities, or 
participation interests therein, where 
the purchaser has the contractual right 
to cause the securities, or participation 
interest therein, to be purchased by 
either the seller or a third party. 

(3) Sections 61 and 163.-Gross 
Income Defined; Interest.-Determi
nations as to who is the true owner of 
property or the true borrower of money 
in cases in which the formal ownership 
of the property, or the liability for the 
indebtedness, is in another party. 

(4) Section 103.-Interest on State 
and Local Bonds.-Whether the inter
est on state or local bonds will be 
excludible from gross income under 
§ 103(a), if the proceeds of issues of 
bonds (other than advance refunding 
issues) are placed in escrow or other
wise not expended for a governmental 
purpose for an extended period of time 
even though the proceeds are invested 
at a yield that will not exceed the yield 
on the state or local bonds prior to 
their expenditure. 

(S) Section 103.-Interest on State 
and Local Bonds.-Whether a state or 
local governmental obligation that does 
not meet the criteria of section S of 
Rev. Proc. 89-S, 1989-1 C.B. 774, is 
an "arbitrage bond" within the mean
ing of former §103(c)(2) solely by 
reason of the investment of the bond 
proceeds in acquired nonpurpose obli
gations at a materially higher yield 
more than 3 years after issuance of the 
bonds or S years after issuance of the 
bonds in the case of construction issues 
described in § 1.1 03-13(a)(2)(ii)(E). 

(6) Section 141.-Private Activity 
Bond; Qualified Bond.-With respect 

to requests made pursuant to Rev. Proc. 
88-33, 1988-1 C.B. 83S, whether state 
or local bonds will meet the . 'private 
business use test" and the . 'private 
security or payment test" under 
§141(b)(1) and (2) in situations in 
which the proceeds are used to finance 
certain output facilities and, pursuant to 
a contract to take, or take or pay for, a 
nongovernmental person purchases 30 
percent or more of the actual output of 
the facility but 10 percent or less of the 
subparagraph (S) output of the facility 
as defined in §1.103-7(b)(S)(ii)(b) 
(issued under former § 1 03(b ». In simi
lar situations, the Service will not 
ordinarily issue rulings or determina
tion letters concerning questions arising 
under paragraphs (3), (4), and (S) of 
§141(b). 

(7) Sections 142 and 144.-Exempt 
Facility Bond; Qualified Small Issue 
Bond.-Whether an issue of private 
activity bonds meets the requirements 
of §142 or §144(a), if the sum of-

(i) the portion of the proceeds used 
to finance a facility in which an owner 
(or a related person) or a lessee (or a 
related person) is a user of the facility 
both after the bonds are issued and at 
any time before the bonds were issued, 
and 

(ii) the portion used to pay issuance 
costs and non-qualified costs, 

equals more than S percent of the net 
proceeds, as defined in § IS0(a)(3). 

(8) Section 148.-Arbitrage.
Whether amounts received as proceeds 
from the sale of municipal bond 
financed property and pledged to the 
payment of debt service or pledged as 
collateral for the municipal bond issue 
are sinking fund proceeds within the 
meaning of § 1.1 03-13(g) (issued under 
former § 1 03( c» or replaced proceeds 
described in § 148( a)(2) (or former 
§ 103(c)(2)(B». 

(9) Section 162.-Trade or Business 
Expenses.-Whether the requisite risk 
shifting and risk distribution necessary 
to constitute insurance are present for 
purposes of determining the deduct
ibility under § 162 of amounts paid 
(premiums) by a taxpayer for insur
ance, unless the facts of the transaction 
are within the scope of Rev. Rul. 78-
338, 1978-2 C.B. 107, or Rev. Rul. 
77-316, 1977-2 C.B. S3. 

(10) Sections 162 and 262.-Trade or 
Business Expenses; Personal, Living, 
and Family Expenses.-Whether ex
penses are nondeductible commuting ex-

penses, except for situations governed 
by Rev. Rul. 90-23, 1990-1 c.B. 28. 

(11) Section 163.-See section 
4.01 (3), above. 

(12) Section I 67.-Depreciation. 

(i) Useful lives of assets. 

(ii) Depreciation rates. 

(iii) Salvage value of assets. 

(13) Sections 167 and 168.
Depreciation; Accelerated Cost Recov
ery System.-Application of those sec
tions where the formal ownership of 
property is in a party other than the 
taxpayer except when title is held 
merely as security. 

(14) Section 170.-Charitable, Etc., 
Contributions and Gifts.-Whether a 
transfer to a pooled income fund 
described in §642(c)(S) qualifies for a 
charitable contribution deduction under 
§ 170(f)(2)(A). 

(1S) Section 170(c ).-Charitable, 
Etc., Contributions and Gifts.
Whether a taxpayer who transfers 
property to a charitable organization 
and thereafter leases back all or a 
portion of the transferred property may 
deduct the fair market value of the 
property transferred and leased back as 
a charitable contribution. 

(16) Section 170.-Charitable, Etc., 
Contributions and Gifts.-Whether a 
transfer to a charitable remainder trust 
described in §664 that provides for an
nuity or unitrust payments for one or 
two measuring lives qualifies for a 
charitable deduction under § 170(f)
(2)(A). 

(17) Section 216.-Deduction of 
Taxes, Interest, and Business Deprecia
tion by Cooperative Housing Corpora
tion Tenant-Stockholder.-If a coopera
tive housing corporation (CHC), as 
defined in §216(b)(1), transfers an 
interest in real property to a corpora
tion (not a CHC) in exchange for stock 
or securities of the transferee corpora
tion, which engages in commercial 
activity with respect to the real prop
erty interest transferred, whether (i) the 
income of the transferee corporation 
derived from the commercial activity, 
and (ii) any cash or property (attributa
ble to the real property interest trans
ferred) distributed by the transferee 
corporation to the CHC will be consid
ered as gross income of the CHC for 
the purpose of determining whether 80 
percent or more of the gross income of 
the CHC is derived from tenant
stockholders within the meaning of 
§216(b)(I)(D). 
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(18) Section 262.-See section 
4.01 (10), above. 

(19) Section 265(a)(2).-Expenses 
and Interest Relating to Tax-Exempt 
Income.-Whether indebtedness is in
curred or continued to purchase or 
carry obligations the interest on which 
is wholly exempt from the taxes 
imposed by subtitle A. 

(20) Section 302.-Distributions in 
Redemption of Stock.-The tax effect 
of the redemption of stock for notes, 
when the payments on the notes are to 
be made over a period in excess of 15 
years from the date of issuance of such 
notes. 

(21) Section 302(b)(4) and (e).
Redemption from Noncorporate Share
holder in Partial Liquidation; Partial 
Liquidation Defined.-Whether a dis
tribution will qualify as a distribution 
in partial liquidation under §302(b)(4) 
and (e)(l)(A), unless it results in a 20 
percent or greater reduction in (i) gross 
revenue, (ii) net fair market value of 
assets, and (iii) employees. 

(22) Sections 302(b)(4) and (e), 331, 
332, pre- TRA 1986 §333, and 
§346(a).-Effects on Recipients of Dis
tributions in Corporate Liquidations.
The tax effect of the liquidation of a 
corporation preceded or followed by 
the reincorporation of all or a part of 
the business and assets when more than 
a nominal amount of the stock (that is, 
more than 20 percent in value) of both 
the liquidating corporation and the 
transferee corporation is owned by the 
same shareholders; or when a liquida
tion is followed by the sale of the 
corporate assets by the shareholders to 
another corporation in which such 
shareholders own more than a nominal 
amount of the stock (that is, more than 
20 percent in value). 

(23) Section 306.-Dispositions of 
Certain Stock.-Whether the distribu
tion or disposition or redemption of 
"section 306 stock" in a closely held 
corporation is in pursuance of a plan 
having as one of its principal purposes 
the avoidance of federal income taxes 
within the meaning of §306(b)(4). 

(24) Sections 331, 332, pre-TRA 
1986 §333.-See section 4.01(22), 
above. 

(25) Sections 331 and 346(a).-Gain 
or Loss to Shareholders in Corporate 
Liquidations.-The tax effect of the 
liquidation of a corporation by a series 
of distributions, when the distributions 
in liquidation are to be made over a 
period in excess of 3 years from the 
adoption of the plan of liquidation. 
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(26) Section 336 (pre-TRA 1986 
§337).-Gain or Loss; Certain 
Liquidations.-The application of this 
section to a corporation upon the sale 
of property, in connection with its 
liquidation, to another corporation, 
when more than a nominal amount of 
the stock (that is, more than 20 percent 
in value) of both the selling corporation 
and the purchasing corporation is 
owned by the same persons. 

(27) Section 341.-Collapsible 
Corporations.-Whether a corporation 
will be considered to be a "collapsible 
corporation," that is, whether it was 
"formed or availed of" with the view 
of certain tax consequences. However, 
ruling requests will be considered on 
this matter when the enterprise (i) has 
been in existence for a least 20 years 
or has clearly demonstrated that it has 
realized two-thirds of the taxable in
come to be derived from the manufac
turing, constructing, producing, or pur
chasing of property as stated in 
§341(b)(1)(A) and as described in Rev. 
Rul. 72-48, 1972-1 C.B. 102; (ii) has 
had an aggregate change in the share
holders' interests of not more than 10 
percent during that period (except for 
transfers among family members, as 
defined in §267(c)(4), or redemptions 
of stock to pay death taxes pursuant to 
§303); and (iii) has conducted substan
tially the same trade or business during 
that period. The period referred to in 
(ii) and (iii) above is the lesser of 20 
years of corporate existence or the 
period in which the enterprise has 
realized two-thirds of the taxable in
come from activities specified in 
§341(b)(1)(A). 

(28) Section 346(a).-See section 
4.01(22), above. 

(29) Section 346(a).-See section 
4.01(25), above. 

(30) Section 351 (prior to the effec
tive date of RRA 1989).-Transfer to 
Corporation Controlled by Transferor. 
-The tax effect of the transfer when 
part of the consideration received by 
the transferors consists of an instrument 
that is a bond, debenture, or any other 
evidence of indebtedness of the trans
feree and the terms of the instrument 
permit, at the option of the issuer or 
holder, the payment of all or part of the 
principal on the instrument in less than 
10 years from its issuance. 

(31) Section 351.-Transfer to Cor
poration Controlled by Transferor.
The tax effect of the transfer when part 
of the consideration received by the 

transferors consists of an instrument 
that is a bond, debenture, or any other 
evidence of indebtedness of the trans
feree and a determination as to whether 
the "indebtedness" is properly classi
fied as debt or equity is required in 
order to establish that the requirements 
of §35l are met. 

(32) Section 351.-Transfer to Cor
poration Controlled by Transferor.
Whether §351 applies to the transfer of 
an interest in real property by a 
cooperative housing corporation (as 
described in §216(b)(1» to a corpora
tion in exchange for stock or securities 
of the transferee corporation, if the 
transferee engages in commercial ac
tivity with respect to the real property 
interest transferred. 

(33) Section 355.-Distribution of 
Stock and Securities of a Controlled 
Corporation.-Whether the active busi
ness requirement of §355(b) is met 
when, within the 5-year period de
scribed in §355(b)(2)(B), a distributing 
corporation acquired control of a con
trolled corporation as a result of the 
distributing corporation transferring 
cash or other liquid or inactive assets 
to the controlled corporation in a 
transaction in which gain or loss was 
not recognized as a result of the 
transfer meeting the requirements of 
§351(a) or §368(a)(l)(D). 

(34) Section 441(i).-Taxable Year 
of Personal Service Corporations.
Whether the principal activity of the 
taxpayer during the testing period for 
the taxable year is the performance of 
personal services within the meaning of 
§1.441-4T(d)(1)(ii) of the temporary 
regulations. 

(35) Section 448(d)(2)(A).
Limitation on Use of Cash Method of 
Accounting; Qualified Personal Service 
Corporation.-Whether 95 percent or 
more of the time spent by employees of 
the corporation, serving in their capac
ity as such, is devoted to the perform
ance of services within the meaning of 
§1.448-IT(e)(4)(i) of the temporary 
regulations. 

(36) Section 451.-General Rule for 
Taxable Year of Inclusion.-The tax 
consequences of a nonqualified de
ferred compensation arrangement using 
a grantor trust where the trust fails to 
meet the requirements of Rev. Proc. 
92-64, 1992-2 C.B. 422. 

(37) Section 584.-Common Trust 
Funds.-Whether a common trust fund 
plan meets the requirements of §584. 
(For §584 plan drafting guidance, see 
Rev. Proc. 92-51, 1992-1 C.B. 988.) 



(38) Section 642.-Special Rules for 
Credits and Deductions; Pooled Income 
Fund.-Whether a pooled income fund 
satisfies the requirements described in 
§642(c)(S). 

(39) Section 664.-Charitable Re
mainder Trusts.-Whether a charitable 
remainder trust that provides for an
nuity or unitrust payments for one or 
two measuring lives satisfies the re
quirements described in §664. 

(40) Sections 671 to 679.-Grantors 
and Others Treated as Substantial 
Owners.-In a nonqualified, unfunded 
deferred compensation arrangement de
scribed in Rev. Proc. 92-64, the tax 
consequences of the use of a trust, 
other than the model trust described in 
that revenue procedure. 

(41) Section 816.-Life Insurance 
Company Defined.-Whether the requi
site risk shifting and risk distribution 
necessary to constitute insurance are 
present for purposes of determining if a 
company is an "insurance company" 
under §1.801-3(a), unless the facts of 
the transaction are within the scope of 
Rev. Rul. 78-338, 1978-2 C.B. 107, or 
Rev. Rul. 77-316, 1977-2 C.B. S3. 

(42) Section lS02.-Regulations.
Whether a parent cooperative housing 
corporation (as defined in §216(b)(l)) 
will be permitted to file a consolidated 
income tax return with its transferee 
subsidiary, if the transferee engages in 
commercial activity with respect to the 
real property interest transferred to it 
by the parent. 

(43) Section 20SS.-Transfers for 
Public, Charitable, and Religious 
Uses.-Whether a transfer to a pooled 
income fund described in §642(c)(S) 
qualifies for a charitable deduction 
under §20SS(e)(2)(A). 

(44) Section 20SS.-Transfers for 
Public, Charitable, and Religious 
Uses.-Whether a transfer to a chari
table remainder trust described in §664 
that provides for annuity or unitrust 
payments for one or two measuring 
lives qualifies for a charitable deduc
tion under §20SS(e)(2)(A). 

(4S) Section 2S22.-Charitable and 
Similar GiftS.-Whether a transfer to a 
pooled income fund described in 
§642(c)(S) qualifies for a charitable 
deduction under §2S22( c )(2)(A). 

(46) Section 2S22.-Charitable and 
Similar Gifts.-Whether a transfer to a 
charitable remainder trust described in 
§664 that provides for annuity or 
unitrust payments for one or two 
measuring lives qualifies for a charI
table deduction under §2S22( c )(2)(A). 

(47) Section 770I.-Definitions.
Whether what is generally known as a 
foreign corporation will be classified as 
a partnership for United States tax 
purposes, if the taxpayer requests clas
sification as a partnership. 

(48) Section 7701.-Definitions.
Whether a foreign partnership will be 
classified as an association for United 
States tax purposes, if the taxpayer 
requests classification as an association. 

(49) Section 7701.-Definitions.
Whether a limited partnership lacks the 
corporate characteristics of limited lia
bility and continuity of life if the 
limited partnership (1) is formed pur
suant to a state limited partnership act 
that the Service has determined in a 
revenue ruling is a statute that corre
sponds to the Uniform Limited Part
nership Act, and (2) meets the other 
requirements contained in Rev. Proc. 
92-88, 1992-2 C.B. 496. 

.02 General areas. 
(1) Any matter in which the deter

mination requested is primarily one of 
fact, e.g., market value of property, or 
whether an interest in a corporation is 
to be treated as stock or indebtedness. 

(2) The tax effect of any transaction 
to be consummated at some indefinite 
future time. 

(3) Any matter dealing with the 
question of whether property is held 
primarily for sale to customers in the 
ordinary course of a trade or business. 

(4) The tax effect of a transaction if 
any part of the transaction is involved 
in litigation among the parties affected 
by the transaction, except for trans
actions involving bankruptcy re
organizations. 

SEC. 5. AREAS UNDER EXTENSIVE 
STUDY IN WHICH RULINGS OR 
DETERMINATION LETTERS WILL NOT 
BE ISSUED UNTIL THE SERVICE 
RESOLVES THE ISSUE THROUGH 
PUBLICATION OF A REVENUE RULING, 
REVENUE PROCEDURE, REGULATIONS 
OR OTHERWISE 

.01 Section 61.-Gross Income 
Defined.-Whether amounts voluntarily 
deferred by a taxpayer under a 
deferred-compensation plan maintained 
by an organization described in §SOI 
(other than a plan maintained by an 
eligible employer pursuant to the provi
sion of §457) are currently includible 
in the taxpayer's gross income. 

.02 Sections 61 and l62.-Gross 
Income Defined; Trade or Business 

Expenses.-The tax consequences with 
respect to a salary reduction arrange
ment under which an employee re
ceives and returns salary amounts to 
the employer. (Also §§3121, 3306, and 
3401.) 

.03 Section 79.-Group-Term Life 
Insurance Purchased for Employees.
Whether life insurance provided for 
employees under a "retired lives re
serve" plan will be considered group
term insurance. (Also §§61, 72, 83, 
101, 162, 264, and 641.) 

.04 Sections 83 and 4SI.-Property 
Transferred in Connection with Per
formance of Services; General Rule for 
Taxable Year of Inclusion.-When 
compensation is realized by a person 
who, in connection with the perform
ance of services, is granted a nonstatu
tory option without a readily ascertain
able fair market value to purchase 
stock at a price that is less than the fair 
market value of the stock on the date 
the option is granted. 

.OS Section 10S.-Amounts Re
ceived Under Accident and Health 
Plans.-Whether a medical reimburse
ment plan, funded by employer contri
butions, containing a provision allow
ing unused amounts to be carried over 
and accumulated in an employee's 
account qualifies as an accident and 
health plan under § lOS. 

.06 Section 107.-Rental value of 
parsonages.-Whether amounts dis
tributed to a retired minister from a 
pension or annuity plan should be 
excludible from the minister's gross 
income as a parsonage allowance under 
§107. 

.07 Section 162.-See section 5.02, 
above. 

.08 Section 162.-Trade or Business 
Expenses.-Whether payments paid or 
accrued by a corporation to an exempt 
organization as described in §50 1 (c )(7) 
or §501(c)(20) are deductible under 
§162. 

.09 Section 213.-Medical, Dental, 
etc., Expenses.-Whether amounts paid 
for medical insurance (or other medical 
care) extending substantially beyond 
the close of the taxable year may be 
deducted under §2l3 in the year of 
payment, if the conditions of §2l3-
(d)(7) are not satisfied. 

.10 Section 302(b)(4) and (e).
Redemption from Noncorporate Share
holder in Partial Liquidation: Partial 
Liquidation Defined.-Whether a 
deemed surrender of stock as described 
in Rev. Rul. 90-13. 1990-1 e.B. 65. 
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satisfies the requirements for a redemp
tion, when: 

(i) The corporation has outstanding 
more than one class of stock and there 
are priorities as to dividend or liquidat
ing distributions or any other dif
ferences in stock rights, or 

(ii) Either under the terms of the 
stock or as established contractually, 
there are outstanding any rights affect
ing the corporation's stock, such as, but 
not limited to, warrants, options, con
vertible securities, shareholder agree
ments, or rights of first refusal. 

.11 Section 306(b)( 4 ).-Transactions 
Not inA voidance.- Whether 
§ 306(b)( 4) applies to the distribution 
and disposition or redemption of "sec
tion 306 stock" that is subject to 
mandatory redemption. 

.12 Section 331 (pre-TRA 1986 
§337), and §§453 and 1239.-The Tax 
Effects of Installment Sales of Property 
Between Entities with Common 
Ownership.-The tax effects of a trans
action in which there is a transfer of 
property by a corporation to a part
nership or other noncorporate entity (or 
the transfer of stock to such entity 
followed by a liquidation of the corpo
ration) when more than a nominal 
amount of the stock of such corpora
tion and the capital or beneficial 
interests in the purchasing entity (that 
is, more than 20 percent in value) is 
owned by the same persons, and the 
consideration to be received by the 
selling corporation or the selling share
holders includes an installment obliga
tion of the purchasing entity. 

. 13 Section 351.-Transfer to Cor
poration Controlled by Transferor.
Whether §351 applies to the transfer of 
widely held developed or undeveloped 
real property or interests therein; 
widely held oil and gas properties or 
interests therein; or any similarly held 
properties or interests to a corporation 
in exchange for shares of stock of such 
corporation when (i) the transfer is the 
result of solicitation by promoters, 
brokers, or investment houses, or (ii) 
the transferee corporation's stock is 
issued in a form designed to render it 
readily tradable. 

.14 Section 368.-Definitions Relat
ing to Corporate Reorganizations.
Whether a transaction qualifies under 
either §368(a)(l)(B) or §351(a) by 
reason of Rev. Rul. 67-448, 1967-2 
C.B. 144, when the same transaction is 
structured under §368(a)( 1)( A) and 
(aJ(2)(E) (as a reverse triangular mer-
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ger) and fails to qualify for an advance 
ruling under those sections merely 
because the "substantially all" require
ment set forth in section 3.01 of Rev. 
Proc. 77-37, 1977-2 C.B. 568, as 
amplified by Rev. Proc. 86-42, 1986-2 
C.B. 722, is not met. 

.15 Section 451.-See section 5.04, 
above. 

.16 Section 453.-See section 5.12, 
above. 

.17 Section 671.-Trust Income, De
ductions, and Credits Attributable to 
Grantors and Others as Substantial 
Owners.-Whether the grantor will be 
considered the owner of any portion of 
a trust when (i) the trust corpus 
consists or will consist substantially of 
insurance policies on the life of the 
grantor or the grantor's spouse, (ii) the 
trustee or any other person has a power 
to apply the trust's income or corpus to 
the payment of premiums on policies of 
insurance on the life of the grantor or 
the grantor's spouse, (iii) the trustee or 
any other person has a power to use the 
trust's assets to make loans to the 
grantor's estate or to purchase assets 
from the grantor's estate, and (iv) there 
is a right or power in any person that 
would cause the grantor to be treated 
as the owner of all or a portion of the 
trust under §§673 to 677. 

.18 Section 72l.-Nonrecognition of 
Gain or Loss on Contribution.
Whether §721 applies to the contribu
tion of widely held developed or 
undeveloped real property or interests 
therein; widely held oil and gas proper
ties or interests therein; or any sim
ilarly held properties or interests to a 
partnership in exchange for an interest 
in the partnership when (i) the contri
bution is the result of solicitation by 
promoters, brokers, or investment 
houses, or (ii) the interest in the 
transferee partnership is issued in a 
form designed to render it readily 
tradable. 

.19 Section 1239.-See section 5.12, 
above. 

.20 Section 2503.-Taxable Gifts.
Whether the transfer of property to a 
trust will be a gift of a present interest 
in property when (i) the trust corpus 
consists or will consist substantially of 
Insurance policies on the life of the 
grantor or the grantor's spouse, (ii) the 
trustee or any other person has a power 
to apply the trust's income or corpus to 
the payment of premiums on policies of 
Insurance on the life of the grantor or 
the grantor's spouse, (iii) the trustee or 

any other person has a power to use the 
trust's assets to make loans to the 
grantor's estate or to purchase assets 
from the grantor's estate, (iv) the trust 
beneficiaries have the power to with
draw, on demand, any additional trans
fers made to the trust, and (v) there is a 
right or power in any person that would 
cause the grantor to be treated as the 
owner of all or a portion of the trust 
under §§673 to 677. 

.21 Section 2514.-Powers of 
Appointment.-If the beneficiaries of a 
trust permit a power of withdrawal to 
lapse, whether §2514(e) will be appli
cable to each beneficiary in regard to 
the power when (i) the trust corpus 
consists or will consist substantially of 
insurance policies on the life of the 
grantor or the grantor's spouse, (ii) the 
trustee or any other person has a power 
to apply the trust's income or corpus to 
the payment of premiums on policies of 
insurance on the life of the grantor or 
the grantor's spouse, (iii) the trustee or 
any other person has a power to use the 
trust's assets to make loans to the 
grantor's estate or to purchase assets 
from the grantor's estate, (iv) the trust 
beneficiaries have the power to with
draw, on demand, any additional trans
fers made to the trust, and (v) there is a 
right or power in any person that would 
cause the grantor to be treated as the 
owner of all or a portion of the trust 
under §§673 to 677. 

.22 Sections 3121, 3306, and 
340 I.-Definitions; Employment 
Taxes.-Who is the employer of an 
"employee-owner" as defined in 
§269A(b )(2) . 

.23 Section 7701.-Definitions.
The classification of separately tradable 
instruments that are issued by a corpo
ration as a unit, the components of 
which collectively contain the attributes 
of stock. 

.24 Section 7701.-Definitions.
The classification of an instrument that 
has certain voting and liquidation rights 
in an issuing corporation but whose 
dividend rights are determined by 
reference to the earnings of a segre
gated portion of the issuing corpora
tion's assets, including assets held by a 
subsidiary. 

SEC. 6. AREAS COVERED BY 
AUTOMATIC APPROVAL PROCEDURES 
IN WHICH RULINGS WILL NOT 
ORDINARILY BE ISSUED 

.01 Section 442.-Change of Annual 
Accounting Period.-All situations 



where the Service has provided an ad
ministrative procedure for obtaining a 
change in annual accounting period. 
See Rev. Procs. 92-13, 1992-1 C.B. 
665 (as modified and amplified by Rev. 
Proc. 92-13A, 1992-1 C.B. 668) (cer
tain corporations that have not changed 
their accounting period within the prior 
6 calendar years or other specified 
time), 87-32, 1987-2 C.B. 396 (part
nership, S corporation, or personal 
service corporation seeking a natural 
business year or an ownership tax 
year), 68-41, 1968-2 C.B. 943 (as 
modified by Rev. Proc. 81-40, 1981-2 
C.B. 604) (trusts held by certain 
fiduciaries needing a workload spread), 
and Rev. Proc. 66-50, 1966-2 C.B. 
1260 (as modified by Rev. Proc. 81-
40) (individual seeking a calendar 
year). 

.02 Section 446.-General Rule for 
Methods of Accounting.-All situations 
where the Service has provided an ad
ministrative procedure for obtaining a 
change in method of accounting. See 
Rev. Procs. 93-48, 1993-2 C.B. 580 
(certain taxpayers required to change 
their method of accounting for notional 
principal contracts entered into after 
December 12, 1993), 93-13, 1993-1 
C.B. 482 (certain domestic taxpayers 
required to change their method of 
accounting to comply with §267(a)(3) 
for deducting amounts owed to related 
foreign persons), 92-98, 1992-2 C.B. 
512 (certain accrual method taxpayers 
selling multi-year service warranty con
tracts seeking to elect the service 
warranty income method), 92-97, 
1992-2 C.B. 510 (certain taxpayers 
required to capitalize and amortize the 
cost of multi-year insurance purchased 
in connection with the sale of multi
year service warranty contracts), 92-79, 
1992-2 C.B. 457 (certain automobile 
dealers seeking to change to an alterna
tive LIFO method), 92-75, 1992-2 
C.B. 448 (certain taxpayers, other than 

those required to use inventories, seek
ing to change to an accrual method), 
92-74, 1992-2 C.B. 442 (certain tax
payers, required to use inventories, 
seeking to change to an accrual 
method), 92-67, 1992-2 C.B. 429 
(certain taxpayers with one or more 
market discount bonds seeking to make 
a constant interest rate election or 
seeking to make or revoke an election 
under §1278(b», 91-51, 1991-2 C.B. 
779 (certain taxpayers that sell mort
gages and retain rights to service the 
mortgages), 91-49, 1991-2 C.B. 777 
(holders of certain mortgages that are 
stripped bonds), 91-31, 1991-1 C.B. 
566, 568, 569 (certain utilities holding 
customer deposits), 90-63, 1990-2 
C.B. 664 (certain taxpayers changing 
their accounting treatment of package 
design costs), 90-37, 1990-2 C.B. 361 
(certain taxpayers with interest income 
from short-term loans), 89-46, 1989-2 
C.B. 597 (cash basis taxpayers with 
certain United States savings bonds), 
88-15, 1988-1 C.B. 683 (certain tax
payers seeking to discontinue LIFO 
inventory), 85-8, 1985-1 C.B. 495 
(certain taxpayers seeking to change 
from specific charge-off method to 
reserve method for bad debts), 84-76, 
1984-2 C.B. 751 (taxpayers seeking to 
treat prepaid subscription income under 
the provisions of §455), 84-30, 1984-1 
C.B. 482 (taxpayers who used the Rule 
of 78' s with respect to interest on 
consumer loans), 84-29, 1984-1 C.B. 
480 (individual borrowers who reported 
interest deductions in accordance with 
the Rule of 78' s), 84-28, 1984-1 C.B. 
475 (taxpayers who were required to 
change from the Rule of 78's to the 
"prescribed method" for the first tax 
year ending on or after December 31, 
1983, as a result of interest computed 
under the Rule of 78's exceeding loan 
repayment during any year of the loan), 
84-27, 1984-1 C.B. 469 (certain other 
taxpayers who were required to change 

from the Rule of 78's to the "pre
scribed method" for the first or second 
tax-year ending on or after December 
31,1983), and 74-11,1974-1 C.B. 420 
(taxpayers seeking to change their 
method of depreciation accounting). 

.03 Section 461.-General Rule for 
Taxable Year of Deduction.-All situa
tions where the Service has provided 
an administrative procedure for making 
or revoking an election under §461. See 
Rev. Procs. 92-29, 1992-1 C.B. 748 
(dealing with the use of an alternative 
method for including in basis the 
estimated cost of certain common 
improvements in a real estate develop
ment), and 92-28, 1992-1 C.B. 745 
(dealing with ratable accrual of real 
property taxes). 

.04 Sections 1502, 1504, and 1552. 
-Regulations; Definitions; Earnings 
and Profits.-All situations where the 
Service has provided an administrative 
procedure for obtaining waivers or 
consents on consolidated return issues. 
See Rev. Procs. 90-53, 1990-2 C.B. 
636 (certain corporations seeking rec
onsolidation within the 5-year period 
specified in §1504(a)(3)(A», 90-39, 
1990-2 C.B. 365 (certain affiliated 
groups of corporations seeking, for 
earnings and profits determinations, to 
make an election or a change in their 
method of allocating the group's con
solidated federal income tax liability), 
and 89-56, 1989-2 C.B. 643 (certain 
affiliated groups of corporations seek
ing to file a consolidated return where 
member(s) of the group use a 52-53 
week tax year). 

SEC. 7. EFFECT ON OTHER REVENUE 
PROCEDURES 

Rev. Procs. 93-3, 93-3A, 93-45, and 
93-43, are superseded. 
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In requests for an extension of time to file certain elections under section 
30 I. 9100-1 of the Procedure and Administration Regulations 

Issuance of a letter ruling before the adoption of regulations 

Issues in prior return 

Generally not to business associations or groups 

Generally not to foreign governments 

Circumstances under which letters are issued by Key District Director 

In general 

In employee plans matters 

In exempt organizations matters 

Circumstances under which letters are not issued by Key District Director 



SEC. 8. UNDER WHAT 
CIRCUMSTANCES DOES THE 
SERVICE HAVE DISCRETION 
TO ISSUE LETTER RULINGS 
AND DETERMINATION 
LETTERS? 

SEC. 9. WHAT ARE THE 
GENERAL INSTRUCTIONS 
FOR REQUESTING 
LETTER RULINGS AND 
DETERMINATION LETTERS? 

p.468 

p.469 

.06 

.07 

.08 

.01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.01 

.02 

Requests involving returns already filed 

Attach a copy of determination letter to taxpayer's return 

Review of determination letters 

Ordinarily not in certain areas because of factual nature of the problem 

Not on alternative plans or hypothetical situations 

Ordinarily not on part of an integrated transaction 

Law requires letter ruling 

Issues under consideration by PBGC or DOL 

Section 404(k) 

Cafeteria plans 

Determination letters 

In general 

Certain information required in all requests 

(1) Complete statement of facts and other information 

(2) Copies of all contracts, wills, deeds, agreements, instruments, plan 
documents, and other documents 

(3) Analysis of material facts 

(4) Statement regarding whether same issue is in an earlier return 

(5) Statement regarding whether same or similar issue previously ruled 
on or requested 

(6) Statement of supporting authorities 

(7) Statement of contrary authorities 

(8) Statement identifying pending legislation 

(9) Statement identifying information to be deleted from copy of letter 
ruling or determination letter for public inspection 

(10) Signature by taxpayer or authorized representative 

(11) Authorized representatives 

(12) Power of attorney and declaration of representative 

(13) Statement attesting to the accuracy of request and additional 
statements 

(14) Applicable user fee 

(15) Number of copies of request to be submitted 

(16) Sample format for a letter ruling request 

(17) Checklist for letter ruling requests 

.03 Additional information required in certain circumstances 

(1) To request separate letter rulings for multiple issues in a single 
situation 

(2) To designate recipient of original or copy of letter ruling or 
determination letter 

(3) To request expeditious handling 

(4) To receive or submit a letter ruling by facsimile transmission 

(5) To request a conference 

.04 Address to send the request 

(1) Requests for letter rulings 

(2) Requests for information letters 

(3) Requests for determination letters 

.05 Pending letter ruling requests 

1994-1 C.B. 459 



SEC. 10. WHAT SPECIFIC, 
ADDITIONAL PROCEDURES 
APPLY TO CERTAIN 
REQUESTS? 

SEC. 11. HOW DOES THE 
NATIONAL OFFICE HANDLE 
LETTER RULING REQUESTS? 

SEC. 12. WHAT EFFECT 
WILL A LETTER RULING 
HAVE? 

SEC. 13. WHAT EFFECT 
WILL A DETERMINATION 
LETTER HAVE? 

460 1994-1 C.B. 

.06 When to attach letter ruling to return 

.07 How to check on status of request 

.08 Request may be withdrawn or National Office may decline to issue letter 
ruling 

.09 Compliance with Treasury Department Circular No. 230 

p. 476 .01 

.02 

.03 

p.477 .01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

.10 

.11 

.12 

.13 

p.480 .01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

p. 482 .01 

.02 

In general 

Exempt Organizations 

Employee Plans 
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Makes tentative recommendations on substantive issues 
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action or series of actions 
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required format 
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SECTION 1. WHAT IS 
THE PURPOSE OF THIS 
REVENUE PROCEDURE? 

SEC. 2. WHAT CHANGES 
HAVE BEEN MADE TO 
REV. PROC. 93-4? 

p. 483 .01 Requests for determination letters 

.02 No-rule areas 

p.483 

p.483 

p.485 

p.487 

.03 Requests for letter rulings 

This revenue procedure explains how the Internal Revenue Service gives guidance to 
taxpayers on issues under the jurisdiction of the Assistant Commissioner (Employee Plans and 
Exempt Organizations). It explains the kinds of guidance and the manner in which guidance is 
requested by taxpayers and provided by the Service. 

.01 Section 3.lO is added to provide guidance for obtaining approval to act as a nonbank 
trustee. 

.02 A new section 5.04 is added to discuss the temporary closing agreement program, 
established in Rev. Proc. 92-16, 1992-1 C.B. 673 (as modified by Rev. Proc. 93-14, 1993-1 
C.B. 485), for employers maintaining a defined contribution plan that is invested in guaranteed 
contracts of an insurance company in state insurer delinquency proceedings, and a new section 
5.05 is added to discuss the Voluntary Compliance Resolution (VCR) Program of Rev. Proc. 
92-89, 1992-2 C.B. 498 (as modified by Rev. Proc. 93-36, 1993-2 C.B. 474) . 

. 03 Sections 9.02(4)(b), (c), (e) and (f) are amended to provide the Service with information 
as to whether or not the statute of limitations has expired or a closing agreement has been 
entered into . 

. 04 Section 9.02(9) is amended to provide that the deletions statement required by section 
6110 of the Code must be dated . 

. 05 Section 9.02(13) is amended to delete the sentence that permits a taxpayer who submits 
additional factual information to provide one penalties of perjury statement that refers to all 
submissions . 

. 06 Section 9.02(13) is amended to provide that the penalties of perjury statement must be 
dated . 

. 07 Section 9.03(2) is amended to reflect the instructions for Form 2848, Power of Attorney 
and Declaration of Representative, when a taxpayer wants: a) to designate the recipient of the 
letter ruling or determination letter; b) to have copies sent to multiple representatives; c) to 
have the original sent to the taxpayer's representative; and d) to have no copy sent to the 
taxpayer's representative . 

. 08 Section 9.05 is amended to provide that when a taxpayer has a pending letter ruling 
request, the taxpayer must notify National Office if the Key District Director has started an 
examination of the identical issue on an earlier year's return; if, in employee plans matters, the 
issue is being considered by the Pension Benefit Guaranty Corporation or the Department of 
Labor; and in accordance with section 9.02(8) . 

. 09 Section 13.02(1) is amended by clarifying that a taxpayer's request to limit the 
retroactive effect of a modification or revocation of a determination letter must be in the form 
of, and meet the general requirements for, a technical advice request. 

.lO Appendix A is redesignated as Appendix B. To assist taxpayers in requesting a letter 
ruling, a sample format for a letter ruling request is provided in Appendix A. 
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SEC. 3. IN WHAT FORM 
IS GUIDANCE PROVIDED 
BY THE ASSISTANT 
COMMISSIONER 
(EMPLOYEE PLANS 
AND EXEMPT 
ORGANIZATIONS)? 

In general 

Letter ruling 

Closing agreement 

Determination letter 

Opinion letter 
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.01 The Service provides guidance in the form of letter rulings, closing agreements, 
determination letters, opinion letters, notification letters, information letters, revenue rulings, or 
oral advice . 

. 02 A "letter ruling" is a written statement issued to a taxpayer by the Service's National 
Office that interprets and applies the tax laws or any nontax laws applicable to employee 
benefit plans and exempt organizations to the taxpayer's specific set of facts. Once issued, a 
letter ruling may be revoked or modified for any number of reasons, as explained in section 12 
of this revenue procedure, unless it is accompanied by a "closing agreement." 

.03 A closing agreement is a final agreement between the Service and a taxpayer on a 
specific issue or liability. It is entered into under the authority in section 7121 of the Code and 
is final unless fraud, malfeasance, or misrepresentation of a material fact can be shown. 

A closing agreement prepared in an office under the responsibility of the Assistant 
Commissioner (Employee Plans and Exempt Organizations) may be based on a ruling that has 
been signed by the Commissioner or the Commissioner's delegate that says that a closing 
agreement will be entered into on the basis of the ruling letter. 

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

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

In appropriate cases, a closing agreement may be made with sponsors of National Office 
master and prototype plans and sponsors of regional prototype plans. 

Key District Directors have authority to enter into a closing agreement on employee plans 
matters, notwithstanding the delegation of authority to the Commissioner's delegate. 

.04 A "determination letter" is a written statement issued by a Key District Director that 
applies the principles and precedents previously announced by the National Office to a specific 
set of facts. It is issued only when a determination can be made based on clearly established 
rules in the statute, a tax treaty, or the regulations, or based on a conclusion in a revenue 
ruling, opinion, or court decision published in the Internal Revenue Bulletin that specifically 
answers the questions presented. 

District Directors of Key District Offices issue determination letters involving sections 401, 
403(a), 409, and 4975(e)(7) of the Code as provided in Rev. Proc. 94-6, this Bulletin, Rev. 
Proc. 91-66, 1991-2 C.B. 870, and Rev. Proc. 92-60, 1992-2 C.B. 413. 

.05 An "opinion letter" is a written statement issued by National Office to a sponsoring 
organization as to the acceptability (for purposes of sections 401 and 501(a) of the Code) of 
the form of a master or prototype plan and any related trust or custodial account under sections 
401, 403(a), and 501(a) of the Code, or as to the conformance of a prototype trust, custodial 
account, or individual annuity with the requirements of section 408(a), (b), or (k), as 
applicable. See Rev. Proc. 89-9, 1989-1 C.B. 780, as modified by Rev. Proc. 90-21, 1990-1 
C.B. 499, Rev. Proc. 91-66, 1991-2 C.B. 870, Rev. Proc. 92-41, 1992-1 C.B. 870, Rev. Proc. 
93-9, 1993-1 C.B. 474, Rev. Proc. 93-12, 1993-1 c.B. 479, and supplemented by Rev. Proc. 
93-10, 1993-1 C.B. 476. See also Rev. Proc. 91-44, 1991-2 C.B. 733, and Rev. Proc. 92-38, 
1992-1 C.B. 859. 
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.06 A "notification letter" is a written statement issued by National Office or a Key 
District Office, upon request, as to the acceptability (for purposes of sections 40 I and 50 I (a) 
of the Code) of the form of a regional prototype plan and any related trust or custodial 
account. See Rev. Proc. 89-13, 1989-1 C.B. 801, as modified by, Rev. Proc. 90-21, Rev. 
Proc. 91-66, Rev. Proc. 92-41, Rev. Proc. 93-9, Rev. Proc. 93-12, and supplemented by Rev. 
Proc. 93-10. 

.07 An "information letter" is a statement issued either by the National Office or by a Key 
District Director. It calls attention to a well-established interpretation or principle of tax law 
(including a tax treaty) without applying it to a specific set of facts. An information letter may 
be issued if the taxpayer's inquiry indicates a need for general information or if the taxpayer's 
request does not meet the requirements of this revenue procedure, and the Service thinks 
general information will help the taxpayer. An information letter is advisory only and has no 
binding effect on the Service. 

.08 A "revenue ruling" is an interpretation by the Service that has been published in the 
Internal Revenue Bulletin. It is the conclusion of the Service on how the law is applied to a 
specific set of facts. Revenue rulings are issued only by National Office and are published for 
the information and guidance of taxpayers, Service personnel, and other interested parties. 

Because each revenue ruling represents the conclusion of the Service regarding the 
application of law to the entire statement of facts involved, taxpayers, Service personnel, and 
other concerned parties are cautioned against reaching the same conclusion in other cases 
unless the facts and circumstances are substantially the same. They should consider the effect 
of subsequent legislation, regulations, court decisions, revenue rulings, notices, and 
announcements. See Rev. Proc. 89-14, 1989-1 C.B. 814, which states the objectives of and 
standards for the publication of revenue rulings and revenue procedures in the Internal 
Revenue Bulletin. 

.09 

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

The Service does not orally issue letter rulings or determination letters, nor does it issue 
letter rulings or determination letters in response to oral requests from taxpayers. However, 
Service employees ordinarily will discuss with taxpayers or their representatives inquiries 
regarding whether the Service will rule on particular issues and questions relating to 
procedural matters about submitting requests for letter rulings, determination letters and 
requests for recognition of exempt status for a particular organization. 

(2) Discussion possible on substantive issues. 
At the discretion of the Service, and as time permits, substantive issues may also be 

discussed. However, such a discussion will not be binding on the Service, and cannot be relied 
on as a basis for obtaining retroactive relief under the provisions of section 7805(b) of the 
Code. 

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

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

A taxpayer may seek oral technical guidance from a Taxpayer Service Representative in a 
Key District Office or Service Center when preparing a return or report. Oral guidance is 
advisory only, and the Service is not bound to recognize it, for example, in the examination of 
the taxpayer's return. 

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

.10 In order to receive approval to act as a nonbank custodian of plans qualified under 
section 401(a) of the Code or accounts described in section 403(b)(7) of the Code, and as a 
nonbank trustee or nonbank custodian for individual retirement arrangements (lRAs) 
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established under section 408(a), (b), or (h), a written application must be filed that 
demonstrates how the applicant complies with the requirements of section 1.401-12(n)(3) 
through (6) of the regulations. 

The Service must have clear and convincing proof in its files that the requirements of the 
regulations are met. If there is a requirement that the applicant feels is not applicable, the 
application must provide clear and convincing proof that such requirement is not germane to 
the manner in which the applicant will administer any trust. See section 1.401-12(n)(7) of the 
regulations. 

The completed application should be sent to: 

Internal Revenue Service 
Assistant Commissioner (Employee Plans and Exempt Organizations) 
Attention: CP:E:EP:R 
P.O. Box 14073, Ben Franklin Station 
Washington, DC 20044 

Section 6.01(4) of Revenue Procedure 94-8, page 544, this Bulletin, imposes a user's fee for 
anyone applying for approval to become a nonbank trustee or custodian. 

Taxpayers may request letter rulings, information letters and closing agreements on issues 
within the jurisdiction of the Assistant Commissioner (Employee Plans and Exempt 
Organizations) under this procedure. The National Office issues letter rulings in answer to 
written inquiries of individuals and organizations about their status for tax purposes and the 
tax effects of their acts or transactions when appropriate in the interest of sound tax 
administration. 

Taxpayers also may request determination letters within the jurisdiction of the appropriate 
Key District Director offices that relate to Code sections under the jurisdiction of the Assistant 
Commissioner (Employee Plans and Exempt Organizations). 

.01 The procedures for obtaining determination letters involving sections 401, 403(a), 409, 
and 4975(e)(7) of the Code, and the status for exemption of any related trusts or custodial 
accounts under section 501(a) are contained in Rev. Proc. 94-6, this Bulletin, Rev. Proc. 91-
66, and Rev. Proc. 92-60. 

.02 The procedures for obtaining opinion letters for master and prototype plans and any 
related trusts or custodial accounts under sections 401(a), 403(a) and 501(a) are contained in 
Rev. Proc. 89-9, as modified by Rev. Proc. 90-21, Rev. Proc. 91-66, Rev. Proc. 92-41, Rev. 
Proc. 93-9, Rev. Proc. 93-12, and supplemented by Rev. Proc. 93-10. The procedures for 
obtaining opinion letters for prototype trusts, custodial accounts or annuities under section 
408(a) or (b) are contained in Rev. Proc. 87-50, as modified by Rev. Proc. 92-38. The 
procedures for obtaining opinion letters for prototype trusts under section 408(k) are contained 
in Rev. Proc. 87-50, as modified by Rev. Proc. 91-44. 

.03 The procedures for obtaining notification letters for regional prototype plans under 
section 401(a) and any related trust or custodial account under section 501, are contained in 
Rev. Proc. 89-13, as modified by, Rev. Proc. 90-21, Rev. Proc. 91-66, Rev. Proc. 92-41, Rev. 
Proc. 93-9, Rev. Proc. 93-12, and supplemented by Rev. Proc. 93-10. 

.04 The procedures for obtaining resolutions of certain federal tax issues of an employer 
maintaining a defined contribution plan that is invested in guaranteed contracts of an insurance 
company in state insurer delinquency proceedings are contained in Rev. Proc. 92-16, 1992-1 
C.B. 673 (as modified by Rev. Proc. 93-14, 1993-1 C.B. 485). 

.05 The procedures for obtaining corrections of operational qualification plan defects under 
the Voluntary Compliance Resolution (VCR) Program are contained in Rev. Proc. 92-89, 
1992-2 C.B. 498 (as modified by Rev. Proc. 93-36, 1993-2 C.B. 474). 
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.06 The procedures for obtaining rulings, closing agreements, and information letters on 
issues within the jurisdiction of the Chief Counsel are contained in Rev. Proc. 94-1, this 
Bulletin, including tax issues involving interpreting or applying the federal tax laws and 
income tax treaties relating to international transactions. 

.07 The procedures for obtaining letter rulings, etc., that apply to federal alcohol, tobacco, 
and firearms taxes under subtitle E of the Internal Revenue Code are under the jurisdiction of 
the Bureau of Alcohol, Tobacco and Firearms. (See 26 C.F.R. 601.328 (1993». 

.01 In exempt organizations matters, the National Office issues letter rulings on proposed 
transactions and on completed transactions if the request is submitted before the return is filed 
for the year in which the transaction that is the subject of the request was completed. The 
National Office issues letter rulings involving: 

(1) Organizations exempt from tax under section 501, including private foundations; 

(2) Organizations described in section 170(b)(1)(A) (except clause (v»; 

(3) Political organizations described in section 527; 

(4) Trusts described in section 4947(a); and 

(5) Welfare benefit plans described in section 4976. 

.02 In employee plans matters, the National Office issues letter rulings on proposed 
transactions and on completed transactions either before or after the return is filed. The 
National Office issues letter rulings involving: 

(1) Sections 72, 101(d), 219, 381(c)(11), 402, 403(b), 404, 412, 414(d), 414(e), 511 through 
514, 4971, 4972, 4973, 4974, 4978, 4979, 4980, and 4980A; 

(2) Waiver of the minimum funding standard, changes in funding method, and changes in 
the plan year under section 412; 

(3) A change in the plan year of an employee retirement plan and the trust year of a tax
exempt employees' trust (See Rev. Proc. 87-27, 1987-1 C.B. 769); 

(4) The tax consequences of prohibited transactions under sections 503 and 4975; 

(5) Whether individual retirement accounts established by employers or associations of 
employees meet the requirements of section 408(c) (See Rev. Proc. 87-50, as modified by Rev. 
Proc. 91-44 and Rev. Proc. 92-38); 

(6) With respect to employee stock ownership plans and tax credit employee stock 
ownership plans, sections 409(1), 409(m), and 4975(d)(3). Other subsections of sections 409 
and 4975(e)(7) involve qualification issues within the jurisdiction of the Key District Offices. 

(7) Where the Assistant Commissioner (Employee Plans and Exempt Organizations) has 
authority to grant extensions of certain periods of time within which the taxpayer must perform 
certain transactions (for example, the 90-day period for reinvesting in employer securities 
under section 1.46-8( e)(1 0) of the regulations), the taxpayer's request for an extension of such 
time period must be postmarked (or received, if hand delivered to the National Office) no later 
than the expiration of the original time period. Thus, for example, a request for an extension of 
the 90-day period under section 1.46-8( e)( 10) must be made before the expiration of this 
period. However, see section 6.04 with respect to elections under section 301.9100-1 of the 
Procedure and Administration Regulations . 

. 03 The National Office ordinarily will not issue letter rulings on matters involving a plan's 
qualified status under sections 401 through 420 and section 4975(e)(7). These matters are 
generally handled by the Key District Offices' determination letter program as provided in 
Rev. Proc. 94-6, this Bulletin, Rev. Proc. 91-66, and Rev. Proc. 92-60. Although the National 
Office will not ordinarily issue rulings on matters involving plan qualification, rulings may be 
issued where, (1) the taxpayer has demonstrated to the Service's satisfaction that the 
qualification issue involved is unique and requires immediate guidance, (2) as a practical 
matter, it is not likely that such issue will be addressed through the determination letter 
process, and (3) the Service determines that it is in the interest of good tax administration to 
provide guidance to the taxpayer with respect to such qualification issue. 
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.04 The National Office will consider a request for an extension of time or othe~ applicatio.n 
for relief under section 301.9100-1 of the Procedure and Administration RegulatIOns even If 
submitted after the return covering the issue presented in the section 301.9100-1 request has 
been filed and even if submitted after an examination of the return has begun or after the 
issues in the return are being considered by an Appeals Office. In such a case, the National 
Office will notify the field office that has examination jurisdiction over the taxpayer's return. 

Except for those requests pertaining to applications for recognition of exemption, section 
301.9100-1 requests, even those submitted after the examination of the taxpayer's return has 
begun, are letter ruling requests and therefore should be submitted pursuant to this revenue 
procedure, and require payment of the applicable user fee, referenced in section 9.02(14) of 
this revenue procedure. In addition, the taxpayer must submit the information required by Rev. 
Proc. 92-85, 1992-2 C.B. 490, as modified by Rev. Proc. 93-28, 1993-2 C.B. 344. 

However, elections made pursuant to section 4 of Rev. Proc. 92-85, pertaining to automatic 
extensions of time under section 301.9100-1 of the Procedure and Administration Regulations, 
are not letter rulings and do not require payment of any user fee . 

. 05 Unless the issue is covered by section 8 of this procedure, a letter ruling may be issued 
before the adoption of regulations (either temporary or final) that interpret the provisions of 
any act under the following conditions: 

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

(2) The Service will consider all letter ruling requests and use its best efforts to issue a 
letter ruling even if the answer does not seem reasonably certain where the issuance of a letter 
ruling is in the best interest of tax administration. 

(3) A letter ruling will not be issued if the ruling request presents an issue that cannot be 
readily resolved before regulations are issued. 

.06 The National Office ordinarily does not issue rulings if, at the time the ruling is 
requested, the identical issue is involved in the taxpayer's return for an earlier period, and that 
issue-

(1) is being examined by a Key District Director, 

(2) IS being considered by an Appeals Office, 

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

(4) has been examined by a Key District Director or considered by an Appeals Office, and 
the statutory period of limitation has not expired for either assessment or filing a claim for a 
refund or a closing agreement covering the issue of liability has not been entered into by a 
Key District Director or by an Appeals Office. 

If a return dealing with an issue for a particular year is filed while a request for a ruling on 
that issue is pending, the National Office will issue the ruling unless it is notified by the 
taxpayer that an examination of that issue or the identical issue on an earlier year's return has 
been started by a Key District Director. See section 9.05. However, even if an examination has 
begun, the National Office ordinarily will issue the letter ruling if the Key District Director 
agrees, by memorandum, to permit the ruling to be issued. 

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

The National Office, however, may issue letter rulings to groups or associations on their 
own tax status or liability if the request otherwise meets the requirements of this revenue 
procedure. 
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.08 The National Office does not issue letter rulings to foreign governments or their 
political subdivisions about the U.S. tax effects of their laws. Also, the National Office does 
not issue letter rulings on a matter involving the federal tax consequences of any proposed 
federal, state, local, municipal, or foreign legislation. 

However, the National Office may issue letter rulings to foreign governments or their 
political subdivisions on their own tax status or liability under U.S. law if the request meets 
the requirements of this revenue procedure. In addition, the National Office may provide 
general information in response to an inquiry. 

.01 Key District Directors issue determination letters only if the question presented is 
specifically answered by a statute, tax treaty, or regulation, or by a conclusion stated in a 
revenue ruling, opinion, or court decision published in the Internal Revenue Bulletin. 

.02 In employee plans and exempt organizations matters, Key District Directors issue 
determination letters in response to taxpayers' written requests on completed transactions that 
affect returns over which they have examination jurisdiction. However, see section 12.08 of 
this revenue procedure. A determination letter usually is not issued for a question concerning a 
return to be filed by the taxpayer if the same question is involved in a return under 
examination. 

Key District Directors do not issue determination letters on the tax consequences of 
proposed transactions, except as provided in sections 7.03 and 7.04 below. 

.03 In employee plans matters, Key District Directors issue determination letters on the 
qualified status of employee plans under sections 401, 403(a), 409 and 4975(e)(7), and the 
exempt status of any related trust under section 501. See Rev. Proc. 94-6, this Bulletin, Rev. 
Proc. 91-66, and Rev. Proc. 92-60 . 

. 04 In exempt organizations matters, the Key District Directors issue determination letters 
involving: 

(1) Qualification for exempt status of organizations described in sections 501 and 521 to the 
extent provided in Rev. Proc. 90-27, 1990-1 C.B. 514; 

(2) Classification of private foundation status as provided in Rev. Proc. 76-34, 1976-2 C.B. 
656; 

(3) Recognition of unusual grants to certain organizations under sections 170(b)(1 )(A)(vi) 
and 509(a)(2); 

(4) Requests for relief under section 301.9100-1 of the Procedure and Administration 
Regulations in connection with applications for recognition of exemption; and 

(5) Advance approval under section 4945 of organizations' grant making procedures whose 
determination letter requests or applications disclose (or who have otherwise properly 
disclosed) a grant program or plans to conduct such a program. If questions arise regarding 
grant-making procedures that cannot be resolved on the basis of law, regulations, a clearly 
applicable revenue ruling, or other published precedent, the Key District Director will forward 
the matter to the National Office for technical advice . 

. 05 A Key District Director will not issue a determination letter in response to any request 
if-

(1) it appears that the taxpayer has directed a similar inquiry to the National Office; 

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

(3) the determination letter is requested by an industry, trade association, or similar group 
on behalf of individual taxpayers within the group (other than subordinate organizations 
covered by a group exemption letter); or 

(4) the request involves an industry-wide problem. 
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Under no circumstances will a Key District Director issue a determination letter unless it is 
clearly shown that the request concerns a return which has been filed or is required to be filed 
and over which the Key District Director has or will have examination jurisdiction . 

. 06 A request received by a Key District Director on a question concerning a return that is 
under examination, will be, in general, considered in connection with the examination of the 
return. If a response is made to the request before the return is examined, it will be considered 
a tentative finding in any later examination of that return . 

. 07 A taxpayer who receives a determination letter before filing a return about any 
transaction that has been consummated and that is relevant to the return being filed should 
attach a copy of the determination letter to the return when it is filed. 

.08 Determination letters issued under sections 7.02 through 7.04 above are not reviewed by 
the National Office before they are issued. If a taxpayer believes that a determination letter of 
this type is in error, the taxpayer may ask the Key District Director to reconsider the matter. 
The taxpayer may also ask the Key District Director to request technical advice from the 
National Office as explained in Rev. Proc. 94-5, also in this Bulletin. 

(1) In employee plans matters, the procedures for review of determination letters relating to 
the qualification of employee plans involving sections 401 and 403(a) of the Code are 
provided in Rev. Proc. 94-6, Rev. Proc. 91-66, and Rev. Proc. 92-60. 

(2) In exempt organizations matters, the procedures for the review of determination letters 
relating to the exemption from federal income tax of certain organizations under sections 501 
and 521 of the Code are provided in Rev. Proc. 90-27. 

.01 The Service ordinarily will not issue letter rulings or determination letters in certain 
areas because of the factual nature of the issues involved or because of other reasons. The 
Service may decline to issue a letter ruling or a determination letter on other grounds 
whenever warranted by the facts or circumstances of a particular case. 

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

.02 A letter ruling or a determination letter will not be issued on alternative plans of 
proposed transactions or on hypothetical situations. 

.03 The National Office ordinarily will not issue a letter ruling on only part of an integrated 
transaction. 

.04 The National Office will issue rulings on prospective or future transactions if the law or 
regulations require a determination of the effect of a proposed transaction for tax purposes. 

.05 A ruling or determination letter relating to an issue that is being considered by the 
Pension Benefit Guaranty Corporation (PBGC) or the Department of Labor (DOL), and 
involves the same taxpayer, shall be issued at the discretion of the Service. 

.06 Until further notice, the National Office will not consider ruling requests on whether 
dividends that are used to repay an exempt loan (within the meaning of section 4975(d)(3)) are 
deductible under section 404(k), where such dividends are paid with respect to employer 
securities that were not acquired with the proceeds of the exempt loan being repaid, and which 
were acquired prior to August 5, 1989. 

.07 The Service does not issue ruling letters or determination letters on whether a cafeteria 
plan satisfies the requirements of section 125 of the Code. See also Rev. Proc. 91-3, 1991-1 
C.B. 364, for areas under the jurisdiction of the Associate Chief Counsel (Domestic) involving 
cafeteria plans in which advance rulings or determination letters will not be issued. 
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.08 See section 3.02 of Rev. Proc. 94-6 for employee plans matters on which determination 
letters will not be issued. 

.0 I This section explains the general instructions for requesting letter rulings and 
determination letters on all matters. Requests for letter rulings and determination letters require 
the payment of the applicable user fee discussed in section 9.02(14) of this revenue procedure. 

Specific and additional instructions also apply to requests for letter rulings and 
determination letters on certain matters. Those matters are listed in section 10 of this revenue 
procedure followed by a reference (usually to another revenue procedure) where more 
information can be obtained. 

.02 

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

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

(b) the location of the Key District Office that has or will have examination jurisdiction 
over the return (not the Service Center where the return is filed); 

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

(d) a detailed description of the transaction. 

The Service will usually not rule on only one step of a larger integrated transaction. See 
section 8.03 of this revenue procedure. However, if such a letter ruling is requested, the facts, 
circumstances, true copies of relevant documents, etc., relating to the entire transaction must 
be submitted. 

{2} Copies of all contracts, wills, deeds, agreements, instruments, plan documents, and 
other documents. True copies of all contracts, wills, deeds, agreements, instruments, plan 
documents, trust documents, proposed disclaimers, and other documents pertinent to the 
transaction must be submitted with the request. 

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

{3} Analysis of material facts. All material facts in documents must be included rather than 
merely incorporated by reference, in the taxpayer's initial request or in supplemental letters. 
These facts must be accompanied by an analysis of their bearing on the issue or issues, 
specifying the provisions that apply. 

{4} Statement regarding whether same issue is in an earlier return. The request must state 
whether, to the best of the knowledge of both the taxpayer and the taxpayer's representatives, 
the same issue is in an earlier return of the taxpayer (or in a return for any year of a related 
taxpayer within the meaning of section 267 of the Code, or of a member of an affiliated group 
of which the taxpayer is also a member within the meaning of section 1504). 

If the statement is affirmative, it must specify whether the issue

(a) is being examined by a Key District Director; 

(b) has been examined and if so, whether or not the statutory period of limitations has 
expired for either assessing tax or filing a claim for refund or credit of tax; 
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(c) has been examined and if so, whether or not a closing agreement covering the issue or 
liability has been entered into by a Key District Director; 

(d) is being considered by an Appeals Office in connection with a return from an earlier 
period; 

(e) has been considered by an Appeals Office in connection with a return from an earlier 
period and if so, whether or not the statutory period of limitation has expired for either 
assessing tax or filing a claim for refund or credit of tax; 

(f) has been considered by an Appeals Office in connection with a return from an earlier 
period and whether or not a closing agreement covering the issue or liability has been entered 
into by an Appeals Office; 

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

(h) in employee plans matters, is being considered by the Pension Benefit Guaranty 
Corporation or the Department of Labor. 

(5) Statement regarding whether same or similar issue previously ruled on or requested. 
The request must also state whether, to the best of the knowledge of both the taxpayer and the 
taxpayer's representatives-

(a) the Service previously ruled on the same or similar issue for the taxpayer (or a related 
taxpayer within the meaning of section 267 of the Code, or a member of an affiliated group of 
which the taxpayer is also a member within the meaning of section 1504) or a predecessor; or 

(b) the taxpayer, a related taxpayer, a predecessor, or any representatives previously 
submitted the same or similar issue to the Service but withdrew it before a letter ruling or 
determination letter was issued. 

If the same or a similar issue was previously submitted, the statement must give the date it 
was submitted, withdrawn, or ruled on, and other details of the Service's consideration of the 
issue. 

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

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

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

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

(8) Statement identifying pending legislation. At the time of filing the request, the taxpayer 
must identify any pending legislation that may affect the proposed transaction. In addition, if 
legislation is introduced after the request is filed but before a letter ruling or determination 
letter is issued, the taxpayer must notify the Service. 

(9) Statement identifying information to be deleted from copy of letter ruling for public 
inspection. The text of certain letter rulings and determination letters is open to public 
inspection under section 6110 of the Code. The Service makes deletions from the text before it 
is made available for inspection. To help the Service make the deletions required by section 
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61 IO(c), a request for a letter ruling or determination letter must be accompanied by a 
statement indicating the deletions desired ("deletions statement"). If the deletions statement is 
not submitted with the request, a Service representative will tell the taxpayer that the request 
will be closed if the Service does not receive the deletions statement within 30 calendar days. 
See section 11.03 of this revenue procedure. 

(a) A taxpayer who wants only names, addresses, and identifying numbers to be deleted 
should state this in the deletions statement. If the taxpayer wants more information deleted, the 
deletion's statement must be accompanied by a copy of the request and supporting documents 
on which the taxpayer should bracket the material to be deleted. The deletions statement must 
indicate the statutory basis, under section 6llO(c) of the Code, for each proposed deletion. 

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

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

(c) The deletions statement must be signed and dated by the taxpayer or the taxpayer's 
authorized representative. 

(d) The taxpayer should follow the same procedures above to propose deletions from any 
additional information submitted after the initial request. 

(e) After receiving from the Service the notice under section 611 0(£)(1) of intention to 
disclose the letter ruling or determination letter (including a copy of the version proposed to be 
open to public inspection and notation of third-party communications under section 61 lO(d)) , 
the taxpayer may protest the disclosure of certain information in the letter ruling or 
determination letter. The taxpayer must send a written statement within 20 calendar days to the 
Service office indicated on the notice of intention to disclose. The statement must identify 
those deletions that the Service has not made, and that the taxpayer believes should have been 
made. The taxpayer must also submit a copy of the version of the letter ruling or determination 
letter and bracket the deletions proposed that have not been made by the Service. Generally, 
the Service will not consider deleting any material that the taxpayer did not propose to be 
deleted before the ruling or determination letter was issued. 

Within 20 days after the Service receives the response to the notice under section 6110(£)(1), 
the Service will mail to the taxpayer its final administrative conclusion regarding the deletions 
to be made. The taxpayer does not have the right to a conference to resolve any disagreements 
concerning material to be deleted from the text of the letter ruling or determination letter. 
However, these matters may be taken up at any conference that is otherwise scheduled 
regarding the request. 

(£) After receiving the notice under section 6110(£)(1) of intention to disclose, but within 60 
calendar days after the date of notice, the taxpayer may send a request for delay of public 
inspection under either section 6llO(g)(3) or (4). The request for delay must be sent to the 
Service office indicated on the notice of intention to disclose. A request for delay under 
section 6IlO(g)(3) must contain the date on which it is expected that the underlying transaction 
will be completed. The request for delay under section 6llO(g)(4) must contain a statement 
from which the Commissioner may determine that there are good reasons for the delay. 

Section 6110(k)(1) states that section 6110 disclosure provisions do not apply to any matter 
to which section 6104 applies. Therefore, letter rulings, determination letters, technical advice 
memoranda, and related background file documents dealing with the following matters 
(covered by section 6104) are not subject to section 6110 disclosure provisions-

(i) An application for exemption under section 501(a) as an organization described in 
section 50I(c) or (d), or any application filed with respect to the qualification of a pension, 
profit-sharing or stock bonus plan, or an individual retirement account, whether the plan or 
account has more than 25 or less than 26 participants, or any application for exemption under 
section 50I(a) by an organization forming part of such a plan or account; 

(ii) Any document issued by the Internal Revenue Service in which the qualification or 
exempt status of an organization, plan, or account is granted, denied, or revoked or the portion 
of any document in which technical advice with respect thereto is given to a Key District 
Director; 
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(iii) Any application filed and any document issued by the Internal Revenue Service .with 
respect to the qualification or status of National Office master and prototype plans and regIOnal 
prototype plans; 

(iv) The portion of any document issued by the Internal Revenue Service with respect to the 
qualification or exempt status of an organization, plan, or account, of a proposed transaction 
by such organizations, plan, or account; and 

(v) Any document issued by the Internal Revenue Service in which is discussed the status 
of an organization under section 509(a) or 4942(j)(3), other than one issued to a nonexempt 
charitable trust described in section 4947(a)(1). This includes documents discussing the 
termination of private foundation status under section 507. 

(10) Signature by taxpayer or authorized representative. The request for a letter ruling or 
determination letter must be signed and dated by the taxpayer or the taxpayer's authorized 
representative. 

(11) Authorized representatives. To sign the request or to appear before the Service in 
connection with the request, the representative must be-

(a) An attorney who is a member in good standing of the bar of the highest court of any 
state, possession, territory, commonwealth, or the District of Columbia. He or she must file a 
written declaration with the Service showing current qualification as an attorney and current 
authorization to represent the taxpayer; 

(b) A certified public accountant who is qualified to practice in any state, possession, 
territory, commonwealth, or the District of Columbia. He or she must file a written declaration 
with the Service showing current qualification as a certified public accountant and current 
authorization to represent the taxpayer; 

(c) An enrolled agent who is a person, other than an attorney or certified public accountant, 
that is currently enrolled to practice before the Service, including a person enrolled to practice 
only for employee plans matters. He or she must file a written declaration with the Service 
showing current enrollment and authorization to represent the taxpayer. Either the enrollment 
number or the expiration date of the enrollment card must be included in the declaration. For 
the rules on who may practice before the Service, see Treasury Department Circular No. 230 
(31 C.F.R. part 10 (1993»; 

(d) Certain individuals, partnerships or corporations may sponsor regional prototype plans 
according to the procedures of Rev. Proc. 89-13. See section 4 of Rev. Proc. 89-13; or 

(e) Any other person, including a foreign representative who has received a "Letter of 
Authorization" from the Director of Practice under section 1O.7(b) of Treasury Department 
Circular No. 230. A person may make a written request for a "Letter of Authorization" to: 
Office of Director of Practice, HR:DP, Internal Revenue Service, 1111 Constitution Avenue, 
N.W., Washington, DC 20224. Section 10.7(b) of Circular No. 230 authorizes the 
Commissioner to allow any person to represent another without enrollment for the purpose of a 
particular matter. 

The above requirements do not apply to an individual representing his or her full-time 
employer, or to a bona fide officer, administrator or administratrix, executor or executrix, 
trustee, etc., representing a corporation, trust, estate, association, or organized group. A 
preparer of a return (other than a person referred to in (a), (b), (c), (d) or (e) above) who is not 
a full-time employee or a bona fide officer, administrator, trustee, etc., may not represent a 
taxpayer in connection with a letter ruling, determination letter or a technical advice request. 

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

(12) Power of attorney and declaration of representative. Any authorized representative, 
whet.her or not enrolled to practice, must also comply with the conference and practice 
reqUirements of the Statement of Procedural Rules (26 C.F.R. section 601.501-509 (1993», 
which provide the rules for representing a taxpayer before the Service. 
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It is preferred that Form 2848, Power of Attorney and Declaration of Representative, be 
used to provide the representative's authorization (Part I of Form 2848, Power of Attorney) 
and the representative's qualification (Part II of Form 2848, Declaration of Representative). 
The name of the person signing Part I of Form 2848 should also be typed or printed on this 
form. For additional information regarding the power of attorney form, see section 9.03(2) of 
this revenue procedure. 

For the requirement regarding compliance with Treasury Department Circular No. 230, see 
section 9.09 of this revenue procedure. 

(13) Statement attesting to the accuracy of request and additional statements. A request 
for a letter ruling or determination letter and any factual information or change in the ruling 
request submitted at a later time must be accompanied by the following declaration: "Under 
penalties of perjury, I declare that I have examined this request, including accompanying 
documents, and to the best of my knowledge and belief, the facts presented in support of the 
requested ruling or determination letter are true, correct, and complete." 

The declaration must be signed and dated by the taxpayer, not the taxpayer's representative. 
The person who signs for a corporate taxpayer must be an officer of the corporate taxpayer 
who has personal knowledge of the facts, and whose duties are not limited to obtaining a letter 
ruling or determination letter from the Service. If the corporate taxpayer is a member of an 
affiliated group filing consolidated returns, a penalties-of-perjury statement must also be signed 
and submitted by an officer of the common parent of the group. 

The person signing for a trust or partnership must be a trustee or general partner who has 
personal knowledge of the facts. 

(14) Applicable user fee. Section 10511 of the Revenue Act of 1987, Pub. L. 100-203, 
enacted December 22, 1987, as amended by section 11319 of the Omnibus Budget 
Reconciliation Act of 1990, Pub. L. 101-508, enacted November 5, 1990, requires taxpayers to 
pay user fees for requests for rulings, opinion letters, determination letters, and similar 
requests. Rev. Proc. 94-8, page 176, this Bulletin, contains the schedule of fees for each type 
of request under the jurisdiction of the Assistant Commissioner (Employee Plans and Exempt 
Organizations) and provides guidance for administering the user fee requirements. 

(1S) Number of copies of request to be submitted. Generally taxpayers need only submit 
one copy of the request for a letter ruling or determination letter. However, two copies are 
required if-

(a) the taxpayer is requesting separate letter rulings or determination letters on different 
issues as explained later under section 9.03(1); 

(b) the taxpayer is requesting deletions other than names, addresses, and identifying 
numbers, as explained in section 9.02(9); or 

(c) a closing agreement (as defined in section 3.03 of this revenue procedure) is being 
requested on the issue presented. 

(16) Sample format for a letter ruling request. To assist taxpayers or their representatives 
in preparing a letter ruling request, a sample format for a letter ruling request is provided in 
Appendix A. This format is not required to be used by a taxpayer or taxpayer's representative. 
If the letter ruling request is not identical or similar to the format in Appendix A, the different 
format will neither defer consideration of the letter ruling request nor be cause for returning 
the request to the taxpayer or taxpayer's representative. 

(17) Checklist for letter ruling requests. The Service will be able to respond more quickly 
to a taxpayer's letter ruling request if it is carefully prepared and complete. The checklist in 
Appendix B of this revenue procedure is designed to assist taxpayers in preparing a request by 
reminding them of the essential information and documents to be furnished with the request. 
The checklist in Appendix B must be completed to the extent required by the instructions in 
the checklist, signed and dated by the taxpayer or the taxpayer's representative, and placed on 
top of the letter ruling request. A photocopy of the checklist in this revenue procedure may be 
used. 
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.03 

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

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

(2) To designate recipient of original or copy of letter ruling or determination letter. 
Unless the power of attorney provides otherwise, the Service will send the original of the letter 
ruling or determination letter to the taxpayer and a copy of the letter ruling or determination 
letter to the taxpayer's representative. It is preferred that Form 2848, Power of Attorney and 
Declaration of Representative, be used to provide the representative's authorization. See 
section 9.02(12) of this revenue procedure. 

(a) To have copies sent to multiple representatives. When a taxpayer has more than one 
representative, the Service will send the copy of the letter ruling or determination letter to the 
first representative named on the most recent power of attorney. If the taxpayer wants an 
additional copy of the letter ruling or determination letter sent to the second representative 
listed in the power of attorney, the taxpayer must check the appropriate box on Form 2848. If 
this form is used, the taxpayer must state in the power of attorney that a copy of the letter 
ruling or determination letter is to be sent to the second representative listed in the power of 
attorney. Copies of the letter ruling or determination letter, however, will be sent to no more 
than two representatives. 

(b) To have original sent to taxpayer's representative. A taxpayer may request that the 
original of the letter ruling or determination letter be sent to the taxpayer's representative. In 
this case, a copy of the letter ruling or determination letter will be sent to the taxpayer. 

If the taxpayer wants the original of the letter ruling or determination letter sent to the 
taxpayer's representative, a statement to that effect must be attached to Form 2848 (see Form 
2848, Specific Instructions for Line 7). If this form is not used, the taxpayer must state in the 
power of attorney that the original of the letter ruling or determination letter is to be sent to 
the taxpayer's representative. A taxpayer who has more than one representative should 
designate in the attached statement to Form 2848 (or in the power of attorney) which 
representative is to receive the original of the letter ruling or determination letter. 

(c) To have no copy sent to taxpayer's representative. If a taxpayer does not want a copy 
of the letter ruling or determination letter sent to any representative, the taxpayer must check 
the appropriate box on Form 2848. If this form is not used, the taxpayer must state in the 
power of attorney that a copy of the letter ruling or determination letter is not to be sent to any 
representative. 

(3) To request expeditious handling. The Service processes requests for letter rulings and 
determination letters in order of the date received, and as expeditiously as possible. A taxpayer 
who has a compelling need to have a request processed ahead of the regular order must request 
expeditious handling. The request may be made in writing, preferably in a separate letter with, 
or soon after filing, the request for the letter ruling or determination letter. It must explain the 
need for expeditious handling. 

If the request for expeditious handling is not made in a separate letter, then the letter in 
which the letter ruling or determination letter request is made should say, at the top of the first 
page: "Expeditious Handling Is Requested. See page __ of this letter." 

A request for expeditious handling will not be forwarded to a rulings branch for action until 
the check or money order for the user fee in the correct amount is received. 
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The Service cannot give assurance that any letter ruling or determination letter will be 
processed by the time requested. For example, the scheduling of a closing date for a 
transaction or a meeting of the board of directors or shareholders of a corporation, without 
regard for the time it may take to obtain a letter ruling or determination letter, will not be 
considered a sufficient reason to process a request ahead of its regular order. In addition, the 
possible effect of fluctuation in the market price of stocks on a transaction will not be a 
sufficient reason to process a request out of order. Accordingly, the Service urges taxpayers to 
submit their requests well in advance of the contemplated transaction. 

(4) To receive or submit a letter ruling by facsimile transmission. Letter rulings and 
determination letters ordinarily are not sent by facsimile (fax) transmission. However, if the 
taxpayer requests, a copy of a letter ruling or determination letter may be faxed to the taxpayer 
or the taxpayer's authorized representative. 

A request to fax a copy of the letter ruling to a taxpayer or the taxpayer's representative 
must be made in writing, either as part of the original letter ruling or determination letter 
request or prior to the approval of the letter ruling or determination letter. The request must 
contain the fax number of the taxpayer or the taxpayer's authorized representative to whom the 
letter ruling is to be faxed. 

In addition, because of the nature of fax transmission, a statement containing a waiver of 
any disclosure violations resulting from the fax transmission must accompany the request. 
Nevertheless, the National Office will take certain precautions to protect confidential 
information. For example, the National Office will use a cover sheet that identifies the 
intended recipient of the fax and the number of pages transmitted. The cover sheet, if possible, 
will not identify the specific taxpayer by name, and it will be the first page covering the letter 
ruling being faxed. 

Original letter ruling requests sent by fax are discouraged because such requests must be 
treated in the same manner as requests by letter. For example, the faxed letter ruling request 
will not be forwarded to the rulings branch for action until the check for the user fee is 
received. 

(5) To request a conference. A taxpayer who wants to have a conference on the issues 
involved should indicate this in writing when, or soon after, filing the request. See also 
sections 11.05, 11.06, and 12.09(2) of this revenue procedure. 

.04 

(1) Requests for letter rulings from National Office should be sent to the following offices: 

Employee Plans Rulings 
Internal Revenue Service 
Assistant Commissioner (EPIEO) 
Attention: CP:E:EP:R 
P.O. Box 14073, Ben Franklin Station 
Washington, D.C. 20044 

Exempt Organizations Rulings 
Internal Revenue Service 
Assistant Commissioner (EPIEO) 
Attention: CP:E:EO 
P.O. Box 120, Ben Franklin Station 
Washington, D.C. 20044 

Requests may also be hand delivered to Room 6052, 1111 Constitution Avenue, N.W., 
Washington, DC between 8:30 a.m. and 4:00 p.m. on work days. After working hours, they 
may be hand delivered to the drop box at the 12th Street entrance of the same building. 

(2) Requests for information letters on either exempt organizations matters or employee 
plans matters should be sent to the Employee Plans Rulings Branch or the Exempt 
Organizations Rulings Branch (as appropriate): 
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Internal Revenue Service 
1111 Constitution Avenue, N.W. 
Attention: CP:E:EO:S:RCU, Room 6052 
Washington, D.C. 20224 

(3) Requests for determination letters should be sent to the IRS Key District Director 
whose office has or will have examination jurisdiction over the taxpayer's return. 

.05 

The taxpayer must notify National Office if, after the letter ruling request is filed but before 
a letter ruling is issued, the taxpayer knows that-

(1) an examination of the issue or the identical issue on an earlier year's return has been 
started by a Key District Director; 

(2) in employee plans matters, the issue is being considered by the Pension Benefit 
Guaranty Corporation or the Department of Labor; or 

(3) legislation that may affect the transaction is introduced (see section 9.02(8) of this 
revenue procedure). 

If the taxpayer files a return before a letter ruling is received from National Office 
concerning the issue, the taxpayer must notify National Office that the return has been filed. 
The taxpayer must also attach a copy of the letter ruling request to the return to alert the Key 
District Office and thereby avoid premature District action on the issue. 

.06 A taxpayer who receives a letter ruling before filing a return about any transaction that 
is relevant to the return being filed must attach a copy of the letter ruling to the return when it 
is filed . 

. 07 A taxpayer may obtain information regarding the status of a request by calling the 
person whose name and telephone number are shown on the acknowledgement of receipt of 
the request. 

.08 If a taxpayer withdraws a request for a letter ruling or if the National Office declines to 
issue a letter ruling, the National Office will notify the appropriate Key District Director and 
may give its views on the issues in the request to the appropriate Key District Director to 
consider in any later examination of the return. The taxpayer may withdraw a request for a 
letter ruling or determination letter at any time before the letter ruling or determination letter is 
signed by the Service. Correspondence and exhibits related to a request that is withdrawn or 
related to a letter ruling request for which the National Office declines to issue a letter ruling 
will not be returned to the taxpayer (see section 9.02(2) of this revenue procedure). The user 
fee will not be returned for a request that is withdrawn. In appropriate cases, the Service may 
publish its conclusions in a revenue ruling or revenue procedure. 

A request for a ruling will not be suspended in the National Office at the request of a 
taxpayer. 

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

.01 Specific revenue procedures supplement the general procedures for requests explained in 
section 9 of this revenue procedure and apply to requests for letter rulings or determination 
letters regarding the Code sections and matters listed in this section. 
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.02 If the request is for the qualification of an organization for exemption from federal 
income tax under section 501 or 521, see Rev. Proc. 72-5, 1972-1 C.B. 709, regarding 
religious and apostolic organizations; Rev. Proc. 80-27, 1980-1 C.B. 677, concerning group 
exemptions; and Rev. Proc. 90-27 1990-1 C.B. 514, regarding applications for recognition of 
exemption. 

.03 

(1) For requests for a waiver of the minimum funding standard, see Rev. Proc. 83-41, 
1983-2 C.B. 775. 

(2) For requests for the return to the employer of certain nondeductible contributions, see 
Rev. Proc. 90-49, 1990-2 C.B. 620. 

(3) For requests for determination letters for plans under sections 401, 403(a), 409, and 
4975(e)(7) of the Code, and for the exempt status of any related trust under section 502, see 
Rev. Proc. 94-6, Rev. Proc. 91-66, and Rev. Proc. 92-60. 

.01 The National Office will issue letter rulings on the matters and under the circumstances 
explained in sections 4 and 6 of this revenue procedure and in the manner explained in this 
section. 

.02 The Service will not be bound by the informal opinion expressed by the Branch 
representative or any other authorized Service representative under this procedure, and such an 
opinion cannot be relied upon as a basis for obtaining retroactive relief under the provisions of 
section 7805(b) of the Code. 

.03 If a request for a letter ruling or determination letter does not comply with all the 
provisions of this revenue procedure, the request will be acknowledged and the Service 
representative will tell the taxpayer during the initial contact which requirements have not been 
met. 

If the request lacks essential information, which may include additional information needed 
to satisfy the procedural requirements of this revenue procedure, as well as substantive changes 
to transactions or documents needed from the taxpayer, the Branch representative will tell the 
taxpayer during the initial contact that the request will be closed if the Service does not 
receive the information within 30 calendar days. See section 11.04 below for instructions on 
submissions of additional information. 

If the information is received after the request is closed, the request will be reopened and 
treated as a new request as of the date the information is received. However, the taxpayer must 
pay another user fee before the case can be reopened. 

A request for a letter ruling sent to the Key District Director that does not comply with the 
provisions of this revenue procedure will be returned by the Key District Director so that the 
taxpayer can make corrections before sending it to the National Office . 

. 04 Material facts furnished to the Service by telephone or fax, or orally at a conference, 
must be promptly confirmed by letter to the Service with a declaration that the information is 
provided under penalties of perjury in the form described in section 9.02(13) of this revenue 
procedure. This confirmation and any additional information requested by the Service that is 
not part of the information requested during the initial contact must be furnished within 21 
calendar days to be considered part of the request. 

(1) To facilitate prompt action on letter ruling requests, taxpayers are encouraged to submit 
additional information by fax as soon as the information is available. The Service 
representative who requests information can provide a phone number to which the information 
can be faxed. A copy of this information and a signed perjury statement must, however, be 
mailed or delivered to the Service. 
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(2) Additional information should be sent to the same address as the original letter ruling 
request. See section 9.04. However, the additional information should include the name, office 
symbols, and room number of the Service representative who requested the information and 
the taxpayer's name and the case control number (which the Service representative can 
provide). 

(3) An extension of the 2l-day period will be granted only if justified in writing by the 
taxpayer and approved by the Branch Chief or group manager of the group to which the case 
is assigned. A request for extension should be submitted before the end of the 2l-day period. 
If unusual circumstances close to the end of the 2l-day period make a written request 
impractical, the taxpayer should notify the National Office within the 2l-day period that there 
is a problem, and that the written request for extension will be coming soon. The taxpayer will 
be told promptly, and later in writing, of the approval or denial of the requested extension. If 
the extension request is denied, there is no right of appeal. 

(4) If the taxpayer does not follow the procedures for submitting additional information or 
requesting an extension within the time provided, a letter ruling will be issued on the basis of 
the information on hand, or, if appropriate, no letter ruling will be issued. When the Service 
decides not to issue a letter ruling because essential information is lacking, the case will be 
closed and the taxpayer notified in writing. If the Service receives the information after the 
letter ruling request is closed, the request may be reopened and treated as a new request. 
However, the taxpayer must pay another user fee before the case can be reopened. 

.05 A taxpayer may request a conference regarding a letter ruling request. Normally, a 
conference is scheduled only when the National Office considers it to be helpful in deciding 
the case or when an adverse decision is indicated. If conferences are being arranged for more 
than one request for a letter ruling involving the same taxpayer, they will be scheduled so as to 
cause the least inconvenience to the taxpayer. As stated in section 9.03(5) of this revenue 
procedure, a taxpayer who wants to have a conference on the issue or issues involved should 
indicate this in writing when, or soon after, filing the request. 

If a conference has been requested, the taxpayer will be notified by telephone, if possible, of 
the time and place of the conference, which must then be held within 21 calendar days after 
this contact. Instructions for requesting an extension of the 21-day period and notifying the 
taxpayer or the taxpayer's representative of the Service's approval or denial of the request for 
extension are the same as those explained in section 11.03 above regarding providing 
additional information. 

.06 A taxpayer is entitled, as a matter of right, to only one conference in the National 
Office, except as explained under section 11.09 below. This conference normally will be held 
at the Branch level and will be attended by a person who, at the time of the conference, has 
the authority to sign the ruling letter in his or her own name or for the Branch Chief. 

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

To have a thorough and informed discussion of the issues, the conference usually will be 
held after the Branch has had an opportunity to study the case. However, at the request of the 
taxpayer, the conference of right may be held earlier. No taxpayer has a right to appeal the 
action of a Branch to the Division Director or to any other official of the Service. 

.07 Since conference procedures are informal, no tape, stenographic, or other verbatim 
recording of a conference may be made. 

.08 The senior Service representative present at the conference ensures that the taxpayer has 
the opportunity to present views on all the issues in question. A Service representative explains 
the Service's tentative decision on the substantive issues and the reason for that decision. If the 
taxpayer asks the Service to limit the retroactive effect of any letter ruling or limit the 
revocation or modification of a prior letter ruling, a Service representative will discuss the 
recommendation concerning this issue and the reason for the recommendation. The Service 
representatives will not make a commitment regarding the conclusion that the Service will 
finally adopt. 
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.09 The Service will offer the taxpayer an additional conference if, after the conference of 
right, an adverse holding is proposed, but on a new issue, or on the same issue but on different 
grounds from those discussed at the first conference. There is no right to another conference 
when a proposed holding is reversed at a higher level with a result less favorable to the 
taxpayer, if the grounds or arguments on which the reversal is based were discussed at the 
conference of right. 

The limit on the number of conferences to which a taxpayer is entitled does not prevent the 
Service from offering further conferences if it decides they are needed. 

.10 The taxpayer should furnish to the National Office any additional data, reasoning, 
precedents, etc., that were proposed by the taxpayer and discussed at the conference but not 
previously or adequately presented in writing. The taxpayer must furnish the additional 
information within 21 calendar days of the conference. See section 11.04 of this revenue 
procedure for instructions on submission of additional information. If the additional 
information is not received within that time, a ruling will be issued on the basis of the 
information on hand or, if appropriate, no ruling will be issued. 

Procedures for requesting an extension of the 21-day period and notifying the taxpayer of 
the Service's approval or denial of the requested extension are the same as those stated in 
section 11.04 of this revenue procedure regarding submitting additional information. 

.11 Sometimes it will be advantageous to both the Service and the taxpayer to hold a 
conference before the taxpayer submits the letter ruling request to discuss substantive or 
procedural issues relating to a proposed transaction. Such conferences are held only when the 
taxpayer actually intends to make a request and only on a time-available basis. Generally, the 
taxpayer will be asked to provide a draft of the letter ruling request or other detailed written 
description of the proposed transaction before the pre-submission conference. 

Any discussion of substantive issues at such a pre-submission conference is advisory only, is 
not binding on the Service, and cannot be relied upon as a basis for obtaining retroactive relief 
under the provisions of section 7805(b) of the Code. A letter ruling request submitted 
following such a pre-submission conference will not necessarily be assigned to the Branch that 
held the pre-submission conference. 

.12 Infrequently, taxpayers request that their conference of right be held by telephone. This 
may occur, for example, where a taxpayer wants a conference of right but believes that the 
issue involved does not warrant incurring the expense of traveling to Washington, D.C. If a 
taxpayer makes such a request, the Branch Chief or group manager will decide if it is 
appropriate in the particular case to hold the conference of right by telephone. If the request is 
approved by the Branch Chief or group manager, the taxpayer will be advised when to call the 
Service representatives (not a toll-free call) . 

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

The format of the submission should be discussed with the Service representative who 
requests the draft letter ruling. The representative usually can provide a model of the letter 
ruling to be submitted and will discuss the facts, analysis, and letter ruling language to include. 

In addition to a typed draft, taxpayers are encouraged to submit this draft on a floppy disk 
in a word processing format. The typed draft will become part of the permanent files of the 
National Office, the word processing disk will not be returned. If the Service representative 
requesting the draft letter ruling cannot answer specific questions about the format of the word 
processing disk, the questions can be directed to Alan Pipkin or George Katras at (202) 
622-8400 (Employee Plans), or Wayne Hardesty at (202) 622-7644 (Exempt Organizations) 
(not toll-free calls). 

The proposed letter ruling (both typed draft and floppy disk) should be sent to the same 
address as any additional information and contain in the transmittal the information that should 
be included with any additional information (for example, a penalties of perjury statement is 
required). See section 11.04. 
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.01 A taxpayer ordinarily may rely on a letter ruling received from the Service subject to 
the conditions and limitations described in this section. 

.02 A taxpayer may not rely on a letter ruling issued to another taxpayer. See Section 
6110(j)(3) of the Code. 

.03 When determining a taxpayer's liability, the Key District Director must ascertain 
whether-

(1) the conclusions stated in the letter ruling are properly reflected in the return; 

(2) the representations upon which the letter ruling was based reflected an accurate 
statement of the material facts; 

(3) the transaction was carried out substantially as proposed; and 

(4) there has been any change in the law that applies to the period during which the 
transaction or continuing series of transactions were consummated. 

If, when determining the liability, the Key District Director finds that a letter ruling should 
be modified or revoked, the findings and recommendations of the Key District Director will be 
forwarded to the National Office for consideration before further action is taken by the Key 
District Director. Such a referral to the National Office will be treated as a request for 
technical advice and the procedures of Rev. Proc. 94-5, this Bulletin, will be followed. 
Otherwise, the letter ruling is to be applied by the Key District Office in its determination of 
the taxpayer's liability. Appropriate coordination with the National Office will be undertaken if 
any field official having jurisdiction over a return or other matter proposes to reach a 
conclusion contrary to a letter ruling previously issued to the taxpayer. 

.04 Unless it was part of a closing agreement as described in section 3.03 of this revenue 
procedure, a letter ruling found to be in error or not in accord with the current views of the 
Service may be modified or revoked. If a letter ruling is revoked or modified, the revocation 
or modification applies to all years open under the statutes, unless the Service uses its 
discretionary authority under section 7805(b) of the Code to limit the retroactive effect of the 
revocation or modification. 

A letter ruling may be revoked or modified by-

(1) a notice to the taxpayer to whom the letter ruling was issued; 

(2) the enactment of legislation or ratification of a tax treaty; 

(3) a decision of the United States Supreme Court; 

(4) the issuance of temporary or final regulations; or 

(5) the issuance of a revenue ruling, revenue procedure, notice, or other statement published 
in the Internal Revenue Bulletin. 

Consistent with these provisions, if a letter ruling relates to a continuing action or a series of 
actions, it ordinarily will be applied until anyone of the events described above occurs or until 
it is specifically withdrawn. Publication of a notice of proposed rulemaking will not affect the 
application of any letter ruling issued under the procedures in this revenue procedure. 

.05 Except in rare or unusual circumstances, the revocation or modification of a letter ruling 
will not be applied retroactively to the taxpayer for whom the letter ruling was issued or to a 
taxpayer whose tax liability was directly involved in the letter ruling provided that-

(1) there has been no misstatement or omission of material facts; 

(2) the facts at the time of the transaction are not materially different from the facts on 
which the letter ruling was based; 

(3) there has been no change in the applicable law; 

(4) the letter ruling was originally issued for a proposed transaction; and 
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(5) the taxpayer directly involved in the letter ruling acted in good faith in relying on the 
letter ruling, and revoking the letter ruling retroactively would be to the taxpayer's detriment. 
For example, the tax liability of each employee covered by a ruling relating to a qualified plan 
of an employer is directly involved in such ruling. However, the tax liability of members of an 
industry is not directly involved in a letter ruling issued to one of the members, and the 
holding in a revocation or modification of a letter ruling to one member of an industry may be 
retroactively applied to other members of the industry. By the same reasoning, a tax 
practitioner may not extend to one client the non-retroactive application of a modification or 
revocation of a letter ruling previously issued to another client. 

If a letter ruling is revoked by letter with retroactive effect, the letter will, except in fraud 
cases, state the grounds on which the ruling is being revoked and explain the reasons why it is 
being revoked retroactively. 

.06 A letter ruling issued on a particular transaction represents a holding of the Service on 
that transaction only. It will not apply to a similar transaction in the same year or any other 
year. And, except in unusual circumstances, the application of that letter ruling to the 
transaction will not be affected by the later issuance of regulations (either temporary or final), 
if conditions (1) through (5) in section 12.05 above are met. 

However, if a letter ruling on a transaction is later found to be in error or no longer in 
accord with the position of the Service, it will not protect a similar transaction of the taxpayer 
in the same year or later year. 

.07 If a letter ruling is issued covering a continuing action or series of actions, and the letter 
ruling is later found to be in error, or no longer in accord with the position of the Service, the 
Assistant Commissioner (Employee Plans and Exempt Organizations) ordinarily will limit the 
retroactive effect of the revocation or modification to a date that is not earlier than that on 
which the letter ruling is modified or revoked. 

.08 Taxpayers are not protected against retroactive revocation of letter rulings involving 
completed transactions other than those described in section 12.07, because they did not enter 
into the transactions relying on a letter ruling. 

.09 Under section 7805(b) of the Code, the Service may prescribe any extent to which a 
revocation or modification of a letter ruling or determination letter will be applied without 
retroactive effect. 

A taxpayer to whom a letter ruling or determination letter has been issued may request that 
the Assistant Commissioner (Employee Plans and Exempt Organizations) limit the retroactive 
effect of any revocation or modification of the letter ruling or determination letter. 

(1) Request for relief under section 7805(b) of the Code must be made in required format 

A request to limit the retroactive effect of the revocation or modification of a private letter 
ruling must be in the general form of, and meet the general requirements for, a letter ruling 
request. These requirements are given in section 9. Specifically, the request must-

(a) state that it is being made under section 7805(b) of the Code; 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief requested (including a 
discussion of the five items listed in section 12.05 of this revenue procedure and any other 
factors as they relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. 

A request that the Service limit the retroactive effect of a revocation or modification of a 
letter ruling may be made in the form of a separate request for a letter ruling when, for 
example, a revenue ruling has the effect of modifying or revoking a letter ruling previously 
issued to the taxpayer, or when the Service notifies the taxpayer of a change in position that 
will have the effect of revoking or modifying the letter ruling. However, when notice is given 
by the Key District Director during an examination of the taxpayer" s return, or during 
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consideration by the Chief, Appeals Office, a request to limit retroactive effect must be made 
in the form of a request for technical advice as explained in section 16.04 of Rev. Proc. 94-5, 
this Bulletin. 

When germane to a pending letter ruling request, a request to limit the retroactive effect of a 
modification or revocation of a letter ruling may be made as part of the request for the letter 
ruling, either initially or at any time before the letter ruling is issued. When a letter ruling that 
concerns a continuing transaction is modified or revoked by, for example, a subsequent 
revenue ruling, a request to limit retroactive effect must be made before the examination of the 
return that contains the transaction that is the subject of the letter ruling request. 

Consideration of relief under section 7805(b) of the Code will be included as one of the 
taxpayer's steps in exhausting administrative remedies only if the taxpayer has requested such 
relief in the manner described in this revenue procedure. If the taxpayer does not complete the 
applicable steps, the taxpayer will not have exhausted the taxpayer's administrative remedies 
as required by section 7428(b)(2) and section 7476(b)(3) and will, thus, be precluded from 
seeking a declaratory judgment under section 7428 or section 7476. Where the taxpayer has 
requested section 7805(b) relief, the taxpayer's administrative remedies will not be considered 
exhausted until the National Office has had a reasonable time to act upon the request. 

(2) Taxpayer may request a conference on application of section 7805(b) 

A taxpayer who requests the application of section 7805(b) of the Code in a separate letter 
ruling request has the right to a conference in the National Office as explained in sections 
11.05, 11.06 and 11.07 of this revenue procedure. If the request is made initially as part of a 
pending letter ruling request or is made before the conference of right is held on the 
substantive issues, the section 7805(b) issue will be discussed at the taxpayer's one conference 
of right as explained in section 11.06 of this revenue procedure. If the request for the 
application of section 7805(b) relief is made as part of a pending letter ruling request after a 
conference has been held on the substantive issue, and the Service determines that there is 
justification for having delayed the request, the taxpayer is entitled to one conference of right 
concerning the application of section 7805(b), with the conference limited to discussion of this 
issue only. 

.01 A determination letter issued by a Key District Director has the same effect as a letter 
ruling issued to a taxpayer under section 12 of this revenue procedure. 

If a Key District Director proposes to reach a conclusion contrary to that expressed in a 
determination letter, he or she need not refer the matter to the National Office as is required 
for a letter ruling found to be in error. However, the Key District Director must refer the 
matter to the National Office if the Key District Director desires to have the modification or 
revocation of the determination letter limited under section 7805(b) of the Code. 

.02 A Key District Director does not have authority under section 7805(b) of the Code to 
limit the modification or revocation of the determination letter. Therefore, if a Key District 
Director proposes to modify or revoke a determination letter, the taxpayer may request 
limitation of the retroactive effect of the modification or revocation by asking the Key District 
Director who issued the determination letter to seek technical advice from the National Office. 
See section 16 of Rev. Proc. 94-5, this Bulletin. 

(1) Request for relief under section 7805(b) of the Code must be made in required format 
A taxpayer's request to limit the retroactive effect of the modification or revocation of the 

determination letter must be in the form of, and meet the general requirements for, a technical 
advice request. See section 15.06 of Rev. Proc. 94-5, this Bulletin. The request must also-

(a) state that it is being made under section 7805(b) of the Code; 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief sought (including a discussion 
of the five items listed in section 12.05 of this revenue procedure and any other factors as they 
relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. 
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(2) Taxpayer may request a conference on application of section 7805{b) 

When technical advice is requested regarding the application of section 7805(b) of the Code, 
the taxpayer has the right to a conference in the National Office to the same extent as does any 
taxpayer who is the subject of a technical advice request. See section 6 of Rev. Proc. 94-5, 
this Bulletin. 

(3) Taxpayer steps in exhausting administrative remedies 

Consideration of relief under section 7805(b) of the Code will be included as one of the 
taxpayer's steps in exhausting administrative remedies only if the taxpayer has requested such 
relief in the manner described in this revenue procedure. If the taxpayer does not complete the 
applicable steps, the taxpayer will not have exhausted the taxpayer's administrative remedies 
as required by section 7428(b)(2) and section 7476(b)(3) and will, thus, be precluded from 
seeking a declaratory judgment under section 7428 or section 7476. Where the taxpayer has 
requested section 7805(b) relief, the taxpayer's administrative remedies will not be considered 
exhausted until the National Office has had a reasonable time to act upon the request. 

.0 I Requests for determination letters received by Key District Directors that, under the 
provisions of this revenue procedure, may not be issued by a Key District Office, will be 
forwarded to the National Office for reply. The Key District Office will notify the taxpayer 
that the matter has been referred. 

Key District Directors will also refer to the National Office any request for a determination 
letter that in their judgement should have the attention of the National Office. 

.02 If the request involves an issue on which the Service will not issue a letter ruling or 
determination letter, the request will not be forwarded to the National Office. The Key District 
Office will notify the taxpayer that the Service will not issue a letter ruling or a determination 
letter on the issue. See section 8 of this revenue procedure for a description of no-rule areas . 

. 03 Requests for letter rulings received by the National Office that, under section 6 of this 
revenue procedure, may not be acted upon by the National Office will be forwarded to the Key 
District Office that has examination jurisdiction over the taxpayer's return. The taxpayer will 
be notified of this action. If the request is on an issue or in an area of the type discussed in 
section 8 of this revenue procedure, and it is decided not to issue a letter ruling or an 
information letter, the National Office will notify the taxpayer and will then forward the 
request to the appropriate Key District Office for association with the related return. 

Rev. Proc. 93-4 is superseded. 

This revenue procedure is effective January 3, 1994. 
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Internal Revenue Service 
Assistant Commissioner (EPIEO) 
Attention: CP:E:EP:R 
P.O. Box 14073 
Ben Franklin Station 
Washington, DC 20044 

Dear Sir or Madam: 

APPENDIX A 

SAMPLE FORMAT FOR A LETTER RULING REQUEST 

January 31, 1994 

(Name of the taxpayer) (the "Taxpayer") requests a ruling on the proper treatment of (subject matter) under section 
(number) of the Internal Revenue Code. 

[If the taxpayer is requesting expeditious handling, the letter ruling request must contain a statement to that effect. This 
statement must explain the need for expeditious handling. See section 9.03(3).] 

A. STATEMENT OF FACTS 

1. Taxpayer Information 

[The statements required by sections 9.02(l)(a), (b), (c), and (d) of Rev. Proc. 94-4, page 458, this Bulletin.] (Hereafter, all 
references are to Rev. Proc. 94-4 unless otherwise noted.) 

For example, a taxpayer that maintains a qualified employee retirement plan and files an annual Form 5500 series of 
returns may include the following statement to satisfy sections 9.02(1)(a), (b), (c), and (d): 

The Taxpayer is a construction company with principal offices located at 100 Whatever Drive, Wherever, Maryland 
12345, and its telephone number is (123) 456-7890. The Taxpayer's federal employer identification number is 00-1234567. 
The Taxpayer uses the Form 5500 series of returns on a calendar year basis to report its qualified employee retirement plan 
and trust. 

The District Director of Internal Revenue for the Baltimore, Maryland district has audit jurisdiction over the Taxpayer's 
Federal tax returns. 

2. Detailed Description of the Transaction. 

[The ruling request must contain a complete statement of the facts relating to the transaction that is the subject of the letter 
ruling request. This statement must include a detailed description of the transaction, including material facts in any 
accompanying documents, and the business reasons for the transaction. See sections 9.02(l)(c), 9.02(l)(d), and 9.02(2).] 

B. RULING REQUESTED 

[The ruling request should contain a concise statement of the ruling requested by the taxpayer.] 

C. STATEMENT OF LAW 

[The ruling request must contain a statement of the law in support of the taxpayer's views or conclusion, including any 
authorities believed to be contrary tot he position advanced in the ruling request. This statement must also identify any 
pending legislation that may affect the proposed transaction. See sections 9.02(6), 9.02(7), and 9.02(8).] 

D. ANALYSIS 

[The ruling request must contain a discussion of the facts and an analysis of the law. See sections 9.02(3), 9.02(6), 9.02(7), 
and 9.02(8).] 

E. CONCLUSION 

[The ruling request should contain a statement of the taxpayer's conclusion on the ruling requested.] 
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F. PROCEDURAL MATTERS 

1. Revenue Procedure 94-4 Statements 

a. [The statement required by section 9.02(4).] 

b. [The statement required by section 9.02(5).] 

c. [The statement required by section 9.02(6) regarding whether the law in connection with the letter ruling request is 
uncertain and whether the issue is adequately addressed by relevant authorities.] 

d. [The statement required by section 9.02(7) when the taxpayer determines that there are no contrary authorities.] 

e. [If the taxpayer wants to have a conference on the issues involved in the letter ruling request, the ruling request should 
contain a statement to that effect. See section 9.03(5).] 

f. [If the taxpayer is requesting the letter ruling to be issued by fax, the ruling request should contain a statement to that 
effect. This statement must also contain a waiver of any disclosure violations resulting from the fax transmission. See 
section 9.03(4).] 

g. [If the taxpayer is requesting separate letter rulings on multiple issues, the letter ruling request should contain a 
statement to that effect. See section 9.03(1).] 

2. Administrative 

a. A Power of Attorney is enclosed. [See sections 9.02(12) and 9.03(2).] 

b. The deletions statement and checklist required by Rev. Proc. 94-4 are enclosed. [See sections 9.02(9) and 9.02(17).] 

c. The required user fee is enclosed. [See section 9.02(14).] 

DECLARATION: [See section 9.02(13).] 

Very truly yours, 

Authorized Representative 
By: 

Signature 

Typed or printed name 
of person signing request 

Date 

Under penalties of perjury, I declare that I have examined this request, including accompanying documents, and to the best 
of my knowledge and belief, the facts presented in support of the requested letter ruling are true, correct, and complete. 

(Name of the taxpayer) 

By: 

Signature 

Typed or printed name of 
person signing declaration 
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INSTRUCTIONS 

APPENDIX B 

CHECKLIST 
IS YOUR RULING REQUEST COMPLETE? 

The Service will be able to respond more quickly to your letter ruling request if it is carefully prepared and complete. To 
ensure that your request is in order, use this checklist. Complete the five items of information requested before the checklist. 
Answer each question by circling "Yes," "No," or "NI A." When a question contains a place for a page number, insert the 
page number (or numbers) of the request that gives the information called for by a yes answer to a question. Sign and date 
the checklist (as taxpayer or authorized representative) and place it on top of your request. 

If you are an authorized representative submitting a request for a taxpayer, you must include a completed checklist with 
the request, or the request will either be returned to you or substantive consideration of it will be deferred until a completed 
checkli.st is .submitted. If you are a taxpayer preparing your own request without professional assistance, an incomplete 
checklist will not be cause for returning your request or deferring substantive consideration of the request. However, you 
should still complete as much of the checklist as possible and submit it with your request. 

TAXPAYER'S NAME ______________________________ _ 

TAXPAYER'S I.D. No. _____________________________ _ 

DISTRICT HAVING AUDIT JURISDICnON _______________________ ~ 

ATTORNEYIP.O.A. ______________________________ _ 

PRIMARY CODE SECTION ____________________________ ~ 

CIRCLE ONE ITEM 
Yes No N/A l. Does your request involve an issue under the jurisdiction of the Assistant Commissioner (Employee 

Plans and Exempt Organizations)? See section 5 of Rev. Proc. 94-4 for issues under the jurisdiction of 
other offices. (Hereafter, all references are to Rev. Proc. 94-4 unless otherwise noted.) 

Yes No N/A 2. If your request involves a matter on which letter rulings are not ordinarily issued, have you given 
compelling reasons to justify the issuance of a private letter ruling? Before preparing your request, you 
may want to call the Branch in the Office of the Assistant Commissioner (Employee Plans and Exempt 
Organizations) responsible for substantive interpretations of the principal Internal Revenue Code section on 
which you are seeking a letter ruling to discuss the likelihood of an exception. The appropriate Branch to 
call for this information may be obtained by calling (202) 622-8400 (Employee Plans matters), or (202) 
622-8200 (Exempt Organizations matters) (not toll-free calls). 

Yes No N/A 3. If the request involves an employee plans qualification matter under section 401(a), 409, or 4975 (e)(7), 
Page __ have you demonstrated that the request satisfies the three criteria in section 6.03 for a National Office 

Yes No N/A 
Page __ 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 
Pages __ 

ruling? 

4. If the request deals with a completed transaction, have you filed the return for the year in which the 
transaction was completed? See sections 6.01 and 6.02. 

5. Are you requesting a letter ruling on a hypothetical situation or question? See section 8.02. 

6. Are you requesting a letter ruling on alternative plans of a proposed transaction? See section 8.02. 

7. Are you requesting the letter ruling for only part of an integrated transaction? See section 8.03. 

8. Have you submitted another letter ruling request for the transaction covered by this request? 

9. Are you requesting the letter ruling for a business, trade, industrial association, or similar group 
concerning the application of tax law to its members? See section 6.07. 

10. Have you included a complete statement of all the facts relevant to the transaction? See section 
9.02(1). 

1994-1 C.B. 487 



Yes No N/A 11. Have you submitted with the request true copies of all wills, deeds, plan documents, and other 
documents relevant to the transaction, and labelled and attached them in alphabetical sequence? See section 
9.02(2). 

Yes No 
Page 

Yes No 
Page 

Yes No 
Page 

Yes No 
Page 

Yes No 
Page 

Yes No 
Pages __ 

12. Have you included, rather than merely by reference, all material facts from the documents in the 
request? Are they accompanied by an analysis of their bearing on the issues that specifies the document 
provisions that apply? See section 9.02(3). 

13. Have you included the required statement regarding whether the same issue in the letter ruling request 
is in an earlier return of the taxpayer or in a return for any year of a related taxpayer? See section 9.02(4). 

14. Have you included the required statement regarding whether the Service previously ruled on the same 
or similar issue was previously for the taxpayer, a related taxpayer, or a predecessor? See section 9.02(5). 

15. Have you included the required statement regarding whether the taxpayer, a related taxpayer, a 
predecessor, or any representatives previously submitted the same or similar issue but withdrew it before 
the letter ruling was issued? See section 9.02(5). 

16. Have you included the required statement regarding whether the law in connection with the request is 
uncertain and whether the issue is adequately addressed by relevant authorities? See section 9.02(6). 

17. Have you included the required statement of relevant authorities in support of your views? See section 
9.02(6). 

Yes No NI A 18. Does your request discuss the implications of any legislation, tax treaties, court decisions, regulations, 
Pages __ notices, revenue rulings, or revenue procedures you determined to be contrary to the position advanced? 

See section 9.02(7), which states that taxpayers are encouraged to inform the Service of such authorities. 

Yes No N/A 19. If you determined that there are no contrary authorities, have you included a statement to this effect in 
Page __ your request? See section 9.02(7). 

Yes No N/A 20. Have you included in your request a statement identifying any pending legislation that may affect the 
Page __ proposed transaction? See section 9.02(8). 

Yes No 21. Is the request accompanied by the deletions statement required by section 6110 of the Code? See 
section 9.02(9). 

Yes No N/A 22. Have you (or your authorized representative) Page signed and dated the request? See section 9.02(10). 
Page __ 

Yes No N/A 23. If the request is signed by your representative, or if your representative will appear before the Service 
in connection with the request, is the request accompanied by a properly prepared and signed power of 
attorney with the signatory's name typed or printed? See section 9.02(12). 

Yes No N/A 24. Have you included, signed and dated, the penalties of perjury statement in the form required by section 
Page __ 9.02(13)? 

Yes No N/A 25. Have you included the correct user fee with the request and made your check or money order payable 
to the Internal Revenue Service? See section 9.02(14) and Rev. Proc. 94-8, page 544, this Bulletin, for the 
correct amount and additional information on user fees. 

Yes No N/A 26. Are you submitting your request in duplicate if necessary? See section 9.02(15). 

Yes No NI A 27. If you are requesting separate letter rulings on different issues involving one factual situation, have 
Pages -- you included a statement to that effect in each request? See section 9.03(1). 

Yes No NI A 28. If you want the original of the ruling to be sent to a representative, does the power of attorney contain 
a statement to that effect? See section 9.03(2). 

Yes No NI A 29. If you do not want a copy of the letter ruling to be sent to any representative, does the power of 
attorney contain a statement to that effect? See section 9.03(2). 

Yes No NI A 30. If you have more than one representative, have you designated whether the second representative listed 
Page -- on the power of attorney is to receive a copy of the letter ruling? See section 9.03(2). 
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Yes No Nt A 31. If you want your letter ruling request to be processed ahead of the regular order or by a specific date, 
have you requested expeditious handling in the form required by section 9.03(3) and stated a compelling 
need for such action in the request? 

Yes No Nt A 32. If you are requesting that a copy of the letter ruling be issued by facsimile (fax) transmission, have 
Page __ you included a statement containing a waiver of any disclosure violations resulting from the fax 

transmission? See section 9.03(4). 

Yes No NtA 33. If you want to have a conference on the issues involved in the request, have you included a request for 
Page __ conference in the ruling request? See section 9.03(5). 

Yes No Nt A 34. If your request is covered by any of the guideline revenue procedures or other special requirements 
listed in section 10 of Rev. Proc. 94-4, have you complied with all of the requirements of the applicable 
revenue procedure? 

Yes No NtA 35. If you are requesting relief under section 7805(b) of the Code (regarding retroactive effect), have you 
Page __ complied with all of the requirements in section 12.09? 

Yes No NtA 36. Have you addressed your request to the appropriate office listed in section 9.04? Improperly addressed 
requests may be delayed (sometimes for over a week) in reaching the appropriate office for initial 
processing. 

Signature 

Typed or printed name of 
person signing checklist 

Title or authority Date 
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.05 

.06 
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p.496 .01 

.02 

.03 

.04 

.05 
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p. 498 .01 

.02 

.03 

Issues under the jurisdiction of the Assistant Commissioner (Employee 
Plans and Exempt Organizations) 

Farmers' cooperatives 

Basis for requesting technical advice 

Areas of mandatory technical advice 

Matters (other than farmers' cooperatives) under the jurisdiction of the 
Associate Chief Counsel (Domestic), the Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), and the Associate Chief 
Counsel (International) 

Alcohol, tobacco, and firearms taxes 

Excise taxes 

Key District Director or Chief, Appeals Office determines whether 
technical advice should be requested 

Taxpayer may ask that issue be referred for technical advice 

Uniformity of position lacking 

When technical advice can be requested 

At earliest possible stage 

Statement of issues, facts, law, and arguments 

Statement pertaining to statute of limitations 

General provisions of sections 6104 and 6110 of the Code 

Application of section 6104 of the Code 

Statement identifying information to be deleted from public inspection 

Transmittal Form 5565, Request for Technical Advice-EPIEO 

Power of attorney 

Case files 

Taxpayer notified 

Conference offered 

If taxpayer disagrees with the Service's statement of facts 

If the Service disagrees with the taxpayer's statement of facts 

If taxpayer has not submitted required deletions statement 

Criminal or civil fraud cases 

Requests for extension of time or for relief under section 301.9100-1 of 
the Procedure and Administration Regulations 

Taxpayer notified of decision not to seek technical advice 

Taxpayer may appeal decision not to seek technical advice 

Chief, EPIEO Division, or Chief, Appeals Office, determines whether 
technical advice will be sought 

.04 Chief's decision may be reviewed but not appealed 
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SEC. 10. HOW ARE 
REQUESTS FOR TECHNICAL 
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SEC. 11. HOW ARE 
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p. 499 .01 Taxpayer notified 

p.499 

p. 501 

p. 502 

p.504 

p. 505 

.02 National Office may provide views 

.01 

.02 

.03 

.04 

.05 

.06 

.07 

.08 

.09 

.10 

.11 

.01 

.02 

.01 

.02 

.03 

.04 

.05 

.06 

.07 

If requested, offered to taxpayer when adverse technical advice proposed 

Normally held within 21 days of contact with taxpayer 

2l-day period may be extended if justified and approved 

Denial of extension cannot be appealed 

Entitled to one conference of right 

Conference may not be taped 

Conference may be delayed to address request for relief under section 
7805(b) of the Code 

Service makes tentative recommendations 

Additional conferences may be offered 

Additional information submitted after conference 

May, under limited circumstances, schedule a conference to be held by 
telephone 
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Delegates authority to Branch Chiefs 

Determines whether request has been properly made 

Contacts Key District or Appeals Office to discuss issues 

Determines whether any matters in the request should be referred to 
another branch 

Informs Key District or Appeals Office if additional information is needed 

Gives tentative conclusion 

If a tentative conclusion has not been reached, gives date estimated for 
tentative conclusion 

.08 Advises Key District or Appeals Office that tentative conclusion is not 

.09 

.10 

.11 

.12 

.13 

.14 

.01 

.02 

.03 

.04 

.05 

.01 

.02 

.03 

.04 

.05 

.06 

final 

Advises Key District or Appeals Office of final conclusions 

If additional information is requested 

Additional information sent to National Office and copy sent to Key 
District Director or Chief, Appeals Office 

Informs taxpayer when requested deletions will not be made 

Prepares reply in two parts 

Routes replies to appropriate office 

Generally applies advice in processing taxpayer's case 

Discussion with taxpayer 

Gives copy to the taxpayer 

Taxpayer may protest deletions not made 

When no copy is given to the taxpayer 

Applies only to taxpayer for whom technical advice was requested 

Usually applies retroactively 

Generally applied retroactively to modify or revoke prior technical advice 

Applies to continuing action or series of actions until specifically 
withdrawn, revoked, or modified 

Applies to continuing action or series of actions until material facts change 

Not applied retroactively under certain conditions 
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p. 507 

p. 507 

p. 508 

This revenue procedure explains when and how the Assistant Commissioner (Employee 
Plans and Exempt Organizations) gives technical advice to Key District Directors and Chiefs 
of Appeals Offices in the employee plans areas (including actuarial matters) and exempt 
organizations areas. It also explains the rights a taxpayer has when a Key District Director or a 
Chief, Appeals Office requests technical advice regarding a tax matter. 

The term Key District Director means the District Director of one of the 7 key district 
offices set forth in Rev. Proc. 94-8, page 428, this Bulletin, and section 19.06 of Rev. Proc. 
94-6, page xxx, this Bulletin. Any reference in this revenue procedure to the Chief, Appeals 
Office includes, the Associate Chief, Appeals Office and the Assistant Regional Director of 
Appeals (Large Case). In addition, any reference to Appeals Officer includes, when 
appropriate, the Team Chief. Finally, any reference to EP/EO means Employee Plans and 
Exempt Organizations. 

"Technical advice" means advice or guidance in the form of a memorandum furnished by 
the Office of the Assistant Commissioner (Employee Plans and Exempt Organizations), 
(hereinafter referred to as the "National Office"), upon the request of a Key District Director 
or a Chief, Appeals Office, submitted in accordance with the provisions of this revenue 
procedure in response to any technical or procedural question that develops during any 
proceeding on the interpretation and proper application of tax law, tax treaties, regulations, 
revenue rulings, notices or other precedents published by the National Office to a specific set 
of facts. Such proceedings include (1) the examination of a taxpayer's return, (2) consideration 
of a taxpayer's claim for refund or credit, (3) a request for a determination letter or (4) any 
other matter involving a specific taxpayer under the jurisdiction of the Chief, EP/EO Division 
or Chief, Appeals Office, and (5) processing and considering nondocketed cases in an Appeals 
Office. However, they do not include cases in which the issue in the case is in a docketed case 
for any year. 

Technical advice resolves complex issues and helps establish and maintain consistent 
holdings throughout the Internal Revenue Service. A Key District Director or a Chief, Appeals 
Office, may raise an issue in any tax period, even though technical advice may have been 
asked and furnished for the same or similar issue for another tax period. 

Technical advice does not include legal advice furnished to the Key District or Appeals 
Office in writing or orally, other than advice furnished pursuant to this revenue procedure. In 
accordance with section 9.01 of this revenue procedure, a taxpayer's request for referral of an 
issue for technical advice will not be denied merely because the National Office has provided 
legal advice, other than advice furnished pursuant to this revenue procedure, to the Key 
District or Appeals Office on the matter. 



SEC. 3. ON WHAT 
ISSUES MAY OR MUST 
TECHNICAL ADVICE BE 
REQUESTED UNDER 
THIS PROCEDURE? 

Issues under the 
jurisdiction of the 
Assistant Commissioner 
(Employee Plans and 
Exempt Organizations) 

Farmers' Cooperatives 

Basis for requesting 
technical advice 

Areas of mandatory 
technical advice 

SEC. 4. ON WHAT 
ISSUES MUST TECHNICAL 
ADVICE BE REQUESTED 
UNDER DIFFERENT 
PROCEDURES? 

Matters (other than 
farmers' cooperatives) 
under the jurisdiction of 
the Associate Chief 
Counsel (Domestic), the 
Associate Chief Counsel 
(Employee Benefits and 
Exempt Organizations), 
and the Associate Chief 
Counsel (International) 

Alcohol, tobacco, and 
firearms taxes 

Excise Taxes 

.01 The instructions of this revenue procedure apply to requests for technical advice on any 
issue under the jurisdiction of the Assistant Commissioner (Employee Plans and Exempt 
Organizations). 

.02 If a Key District Director, Chief, Appeals Office, or a taxpayer requests technical advice 
on a determination letter under section 521 of the Code, the procedures under this revenue 
procedure, Rev. Proc. 90-27, 1990-1 C.B. 514, as modified by Rev. Proc. 94-8, as well as 
section 601.201 (n) of the Statement of Procedural Rules, must be followed. 

.03 Requests for technical advice are encouraged on any technical or procedural questions 
arising in connection with any case of the type described in section 2 at any stage of the 
proceedings in the Key District or Appeals Office that cannot be resolved on the basis of law, 
regulations, or a clearly applicable revenue ruling or other published precedent. 

.04 Except for those exemption application cases handled in the National Office in 
accordance with section 6.02 of Rev. Proc. 90-27, Key District and Appeals Offices are 
required to request technical advice on their exempt organization cases concerning 
qualification for exemption or foundation status for which there is no published precedent or 
for which there is reason to believe that nonuniformity exists. Regarding employee plans 
matters, a request for technical advice is required in cases concerning (1) proposed adverse or 
proposed revocation letters on collectively-bargained plans, (2) plans for which the Service is 
proposing to issue a revocation letter because of certain fiduciary actions that violate the 
exclusive benefit rule of section 401(a) of the Code and are subject to Part 4 of Subtitle B of 
Title I of the Employee Retirement Income Security Act of 1974, Pub. L. 93-406, 1974-3 
C.B. I, 43, (3) amendments to defined contribution plans pursuant to Rev. Proc. 83-41, 1983-
1 C.B. 775, as modified by Rev. Proc. 88-5, 1988-1 C.B. 587, and Rev. Proc. 88-29, 1988-1 
C.B. 828, in connection with a waiver of the minimum funding standard and a request for a 
determination letter (See section 15 of Rev. Proc. 94-6, (4) termination/reestablishment and 
spinoff-termination cases in which the Key District Office proposes that the Implementation 
Guidelines are not applicable, or (5) a situation in which the employer has had a prior 
termination/reestablishment or spinoff-termination within 15 years of the time of the 
transaction. 

.01 All procedures for obtaining technical advice on issues (other than farmers' 
cooperatives) under the jurisdiction of the Associate Chief Counsel (Domestic), the Associate 
Chief Counsel (Employee Benefits and Exempt Organizations), and the Associate Chief 
Counsel (International) including those under section 526 of the Code (shipowners' protection 
and indemnity associations), section 528 (certain homeowners' associations) and issues 
involving the interpretation or application of the federal income tax laws and income tax 
treaties relating to international transactions are contained in Rev. Proc. 94-2, page 428, this 
Bulletin. 

.02 Procedures for obtaining technical advice specifically applicable to federal alcohol. 
tobacco, and firearms taxes under subtitle E of the Code are under the jurisdiction of the 
Bureau of Alcohol, Tobacco and Firearms . 

. 03 Technical advice procedures regarding excise taxes (other than excise taxes imposed 
under Chapters 41, 42 and 43 of the Code), and employment taxes that employee plans and 
exempt organizations are subject to. are set forth in Rev. Proc. 94-2. 
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SEC. 5. WHO IS 
RESPONSIBLE FOR 
REQUESTING TECHNICAL 
ADVICE? 

Key District Director or 
Chief, Appeals Office 
determines whether 
technical advice 
should be requested 

Taxpayer may ask that 
issue be referred for 
technical advice 

SEC. 6. WHEN SHOULD 
TECHNICAL ADVICE BE 
REQUESTED? 

Uniformity of 
position lacking 

When technical advice 
can be requested 

At earliest possible 
stage 

SEC. 7. WHAT MUST 
BE INCLUDED IN 
THE REQUEST? 

Statement of issues, 
facts, law, and 
arguments 
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.01 The Key District Director or Chief, Appeals Office determines whether to request 
technical advice on any issue being considered. Each request must be submitted through proper 
channels and signed by a person who is authorized to sign for the Key District Director or 
Chief, Appeals Office. 

.02 While a case is under the jurisdiction of a Key District Director or Chief, Appeals 
Office, a taxpayer may request that an issue be referred to the National Office for technical 
advice. 

.01 Technical advice should be requested when there is a lack of uniformity regarding the 
disposition of an issue or when an issue is unusual or complex enough to warrant 
consideration by the National Office . 

. 02 The provisions of this revenue procedure apply only to a case under the jurisdiction of a 
Key District Director or Chief, Appeals Office. Technical advice may also be requested on 
issues considered in a prior Appeals disposition, not based on mutual concessions for the same 
tax period of the same taxpayer, if the Appeals Office that had the case concurs in the request. 
A Key District Director may not request technical advice on an issue if an Appeals Office is 
currently considering an identical issue of the same taxpayer (or of a related taxpayer within 
the meaning of section 267 of the Code or a member of an affiliated group of which the 
taxpayer is also a member within the meaning of section 1504). A case remains under the 
jurisdiction of the Key District Director even though an Appeals Office has the identical issue 
under consideration in the case of another taxpayer (not related within the meaning of sections 
267 and 1504) in an entirely different transaction. With respect to the same taxpayer or the 
same transaction, when the issue is under the jurisdiction of an Appeals Office, and the 
applicability of more than one kind of federal tax is dependent upon the resolution of that 
issue, a Key District Director may not request technical advice on the applicability of any of 
the taxes involved. 

.03 All requests for technical advice should be made at the earliest possible stage in any 
proceeding. 

.01 Whether initiated by the taxpayer or by a Key District or Appeals Office, a request for 
technical advice must include the issues for which technical advice is requested, and a written 
statement clearly stating the applicable law and the arguments in support of both the Service's 
and the taxpayer's position on the issue or issues. 

If the taxpayer initiates the request for technical advice, the taxpayer must submit, at the 
time of the request, a written statement-

(1) stating the facts and the issues; 

(2) explaining the taxpayer's position; 

(3) discussing any relevant statutory provisions, tax treaties, court decisions, regulations, reve
nue rulings, revenue procedures, notices, or any authority supporting the taxpayer's position; and 

(4) stating the reasons for requesting technical advice. 

The taxpayer is encouraged to submit this statement when the request for technical advice is 
initiated by a Key District or Appeals Office. Whether the request for technical advice is initiated 
by the taxpayer or by a Key District or Appeals Office, the taxpayer's statement will be 
forwarded to the National Office with the request for technical advice. If the taxpayer's statement 
is received after the request for technical advice has been forwarded to the National Office, it 
will be forwarded to the National Office for association with the technical advice request. 



Statement pertaining to 
statute of limitations 

General provIsions of 
sections 6104 and 
6110 of the Code 

Application of section 
6104 of the Code 

Statement identifying 
information to be 
deleted from public 
inspection 

The taxpayer is also encouraged to comment on any legislation, tax treaties, regulations, 
revenue rulings, revenue procedures, or court decisions contrary to the taxpayer's position. If 
contrary authority is not furnished with the request and there is no accompanying statement 
that none exists, the Service in complex cases or those presenting difficult or novel issues may 
request submission of contrary authorities or a statement that none exists. 

.02 As part of the request, the Key District or Appeals Office must submit a statement, in 
addition to the criteria on Form 5565 referred to below, that (1) the applicable statute of 
limitations has at least 180 calendar days to run before its expiration or (2) the applicable 
statute of limitations will run prior to 180 calendar days from the date a request is transferred 
to the National Office and should be processed on an expedited basis. If the Key District or 
Appeals Office obtains an extension of the statute of limitations while the request is being 
processed in the National Office, the office obtaining the extension must also submit a revised 
statement to the National Office advising it of the new expiration date. 

If there are less than 61 calendar days remaining before the expiration of the statute of 
limitations when the request is received in the National Office, a decision will be made by the 
appropriate branch chief whether the case can be processed on an expedited basis. The 
National Office will telephone (or fax notice of) its decision to the requesting Key District 
Office or Appeals Office, and will place a memorandum in the file to reflect whatever 
procedural steps have been taken. If the National Office determines that a request cannot be 
processed timely, the file will be returned to the office responsible for statute control of the 
file. 

.03 Generally, section 6104(a)(1)(B) of the Code provides that an application filed with 
respect to: (1) the qualification of a pension, profit-sharing, or stock bonus plan under section 
401(a) or section 403(a) or an individual retirement arrangement under section 408(a) or 
section 408(b) will be open to public inspection pursuant to regulations and (2) any application 
filed with respect to the exemption from tax under section 501(a) of an organization forming 
part of a plan or account described above. Generally, section 611O(a) provides that except as 
provided otherwise, written determinations (defined in section 611O(b)(1 ) as rulings, 
determination letters, and technical advice memorandums) and any related background file 
document will be open to public inspection pursuant to regulations. 

.04 The requirements for submitting statements and other materials or proposed deletions in 
technical advice memorandums before public inspection is allowed do not apply to requests for 
any documents to the extent section 6104 of the Code applies . 

. 05 The text of a technical advice memorandum subject to section 6110 may be open to 
public inspection. The Service deletes certain information from the text before it is made 
available for inspection. To help the Service make the deletions required by section 611O(c), 
the taxpayer must provide a statement indicating the deletions desired ("deletions statement"). 
If the taxpayer does not submit the deletions statement, the Service will follow the procedures 
in section 8.05 of this revenue procedure. 

A taxpayer who wants only names, addresses, and identifying numbers deleted should state 
this in the deletions statement. If the taxpayer wants more information deleted, the deletions 
statement must be accompanied by a copy of the technical advice request and supporting 
documents on which the taxpayer should bracket the material to be deleted. The deletions 
statement must indicate the statutory basis, under section 6110(c) of the Code, for each 
proposed deletion. 

If the taxpayer decides to ask for additional deletions before the technical advice 
memorandum is issued, additional deletion statements may be added. 

The deletions statement must not appear in the request for technical advice, but instead must 
be made in a separate document attached to the request. 

The deletions statement must be signed and dated by the taxpayer or the taxpayer's 
authorized representative. 

The taxpayer should follow these same procedures to propose deletions from any additional 
information submitted after the initial request for technical advice. An additional deletions 
statement, however, is not required with each submission of additional information if the 
taxpayer's initial deletions statement requests that only names, addresses, and identifying 
numbers are to be deleted and the taxpayer wants the same information deleted from the 
additional information. 
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Transmittal Form 5565, 
Request for Technical 
Advice-EP/EO 

Address to send 
requests from Key 
District Directors 

Address to send 
requests from 
Appeals Offices 

Power of attorney 

Case files 

SEC. 8. HOW ARE 
REQUESTS HANDLED? 

Taxpayer notified 

Conference offered 

If taxpayer disagrees 
with the Service's 
statement of facts 
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.06 Form 5565, Request for Technical Advice-EP/EO, should be used for transmitting 
requests for technical advice to the National Office to the addresses listed below. 

Employee Plans 
Internal Revenue Service 
Attn: CP:E:EP 
1111 Constitution Ave., N.W. 
Room 6052 CP:E:EO:S:RCU 
Washington, DC 20224 

Exempt Organizations 
Internal Revenue Service 
Attn: CP:E:EO 
1111 Constitution Ave., N.W. 
Room 6052 CP:E:EO:S:RCU 
Washington, DC 20224 

Internal Revenue Service 
Attn: CC:AP 
Box 68 
901 D Street, S.W. 
Washington, DC 20024 

.07 Any authorized representative, as described in section 9.02 of Rev. Proc. 94-4, page 
458, this Bulletin, whether or not enrolled to practice, must comply with Treasury Department 
Circular No. 230 (31 CFR part 10 (1993» and with the conference and practice requirements 
of the Statement of Procedural Rules (26 CFR part 601). It is preferred that Form 2848, Power 
of Attorney and Declaration of Representative, be used with regard to requests for technical 
advice under this revenue procedure. 

.08 The Key District or Appeals Office will submit copies of the original documents (the 
administrative file) to the National Office accompanying the applicable Form 5565. The Key 
District or Appeals Office will maintain the original documents (including any power of 
attorney). 

.01 Regardless of whether the taxpayer or the Service initiates the request for technical 
advice, the Service will notify the taxpayer that technical advice is being requested and will 
give the taxpayer a copy of the arguments that are being provided to the National Office in 
support of its position, except as noted in section 8.06 of this revenue procedure. 

If the EP/EO Specialist or the Appeals Officer initiates the action, the Service will give the 
taxpayer a copy of the statement of the pertinent facts and the issues proposed for submission 
to the National Office. 

.02 When notifying the taxpayer that technical advice is being requested, the Service will 
also tell the taxpayer about the right to a conference in the National Office if an adverse 
decision is indicated and will ask the taxpayer whether such a conference is desired. 

.03 If the Service initiates the request for technical advice, the taxpayer has 10 calendar 
days after receiving the statement of facts and specific issues to indicate in writing any 
disagreement. A taxpayer who needs more than 10 calendar days must justify, in writing, the 
request for an extension of time. The extension is subject to the approval of the Chief, EP/EO 
Division, or the Chief, Appeals Office. 

After receiving the taxpayer's statement of the areas of disagreement, every effort should be 
made to reach agreement on the facts and the specific points at issue before the matter is 
referred to the National Office. If an agreement cannot be reached, the Key District or Appeals 
Office will notify the taxpayer in writing. Within 10 calendar days after receiving the written 
notice, the taxpayer may submit a statement of the taxpayer's understanding of the facts and 
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the specific points at issue. A taxpayer who needs more than 10 calendar days to prepare the 
statement of understanding must justify, in writing, the request for an extension of time. The 
extension is subject to the approval of the Chief, EP/EO Division, or the Chief, Appeals 
Office. Both the statements of the taxpayer and the Key District or Appeals Office will be 
forwarded to the National Office with the request for technical advice. 

When the Key District Director or the Chief, Appeals Office, and the taxpayer cannot agree 
on material facts, the National Office, at its discretion, may refuse to provide technical advice. 
If the National Office chooses to issue technical advice, it will base its advice on the facts 
provided by the Key District or Appeals Office. 

.04 If the taxpayer initiates the action to request technical advice, and the taxpayer's 
statement of the facts and issues are not wholly acceptable to the Key District or Appeals 
Office, the Service will notify the taxpayer in writing of the areas of disagreement. The 
taxpayer has 10 calendar days after receiving the written notice to reply to it. The taxpayer 
must justify in writing the need for more than 10 calendar days. The extension is subject to the 
approval of the Chief, EP/EO Division, or the Chief, Appeals Office. 

If an agreement cannot be reached, both the statements of the taxpayer and the Key District 
or Appeals Office will be forwarded to the National Office with the request for technical 
advice. When the disagreement involves material facts essential to the preliminary assessment 
of the case, the Key District Director or the Chief, Appeals Office, may refuse to refer a 
taxpayer initiated request for technical advice to the National Office. 

If the Key District Director or the Chief, Appeals Office, submits a case involving a 
disagreement of material facts, the National Office, at its discretion, may refuse to provide 
technical advice. If the National Office chooses to issue technical advice, it will base its advice 
on the facts provided by the Key District or Appeals Office. 

.05 When the Key District or Appeals Office initiates the request for technical advice, the 
taxpayer has 10 calendar days after receiving the statement of facts and issues to be submitted 
to the National Office to provide the deletions statement required under section 611O(c) of the 
Code if public inspection is permitted pursuant to section 6110 of the Code (see section 7.05 
of this revenue procedure). In such a case, if the taxpayer does not submit the deletions 
statement, the Key District Director or the Chief, Appeals Office, will tell the taxpayer that the 
statement is required. 

When the taxpayer initiates the request for technical advice and does not submit with the 
request a deletions statement as required by section 6110 of the Code, the Key District 
Director or the Chief, Appeals Office, will ask the taxpayer to submit the statement. If the Key 
District Director or the Chief, Appeals Office, does not receive the deletions statement within 
10 calendar days after asking the taxpayer for it, the Key District Director or the Chief, 
Appeals Office, may decline to submit the request for technical advice. 

However, if the Key District Director or the Chief, Appeals Office, decides to request 
technical advice, whether initiated by the Key District or Appeals Office or by the taxpayer, in 
a case in which the taxpayer has not submitted the deletions statement, the National Office 
will make those deletions that the Commissioner determines are required by section 6110(c) of 
the Code . 

. 06 The provisions of this section (about referring issues upon the taxpayer's request, 
obtaining the taxpayer's statement of the areas of disagreement, telling the taxpayer about the 
referral of issues, giving the taxpayer a copy of the arguments submitted, submitting proposed 
deletions, and granting conferences in the National Office) do not apply to a technical advice 
memorandum described in section 6110(g)(5)(A) of the Code that involves a matter that is the 
subject of or is otherwise closely related to a criminal or civil fraud investigation, or a 
jeopardy or termination assessment. 

In these cases, a copy of the technical advice memorandum is given to the taxpayer after all 
proceedings in the investigations or assessments are complete, but before the Commissioner 
mails the notice of intention to disclose the technical advice memorandum under section 
611 O(f)O) of the Code. The taxpayer may then provide the statement of proposed deletions to 
the National Office. 
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.07 Except with regard to exemption application matters involving sections 505(c) and 508 
of the Code, requests for an extension of time or other application for relief under section 
301.9100-1 of the Procedure and Administration Regulations made after the examination of 
the taxpayer's return has begun or made after the issues in the return are being considered by 
an Appeals Office are letter ruling requests. Therefore, section 301.9100-1 requests should be 
submitted pursuant to Rev. Proc. 94---4 and require payment of the applicable user fee listed in 
section 6 of Rev. Proc. 94-8. In addition, the taxpayer must submit the information required 
by Rev. Proc. 92-85, 1992-2 C.B. 490, as modified by Rev. Proc. 93-28, 1993-2 C.B. 344. 

All section 301.9100-1 requests pursuant to Rev. Proc. 94---4 must be submitted by the 
taxpayer and addressed to the Assistant Commissioner (Employee Plans and Exempt 
Organizations) Attention CP:E:EP:R, P.O. Box 14073 (or Attention CP:E:EO, P.O. Box 120), 
Ben Franklin Station, Washington, D.C. 20044. 

The National Office will notify the Key District Office or Appeals Office considering the 
return that a request for section 301.9100-1 relief has been submitted to the National Office. 
The EPIEO Specialist or the Appeals Officer is not authorized to deny consideration of a 
request for section 301.9100-1 relief. The letter ruling will be mailed to the taxpayer and the 
appropriate Key District Office or Appeals Office will be sent a copy. 

The running of any applicable statute of limitations is not suspended for the period during 
which a section 301.9100-1 request has been filed. Therefore, if the statute of limitations for 
the year for which the election was to be made will expire before receipt of a section 
301.9100-1 letter ruling, the taxpayer is responsible for seeking an extension of the statute of 
limitations. When section 301.9100-1 relief is granted, the Service may require the taxpayer to 
consent to an extension of the statute of limitations for assessment. See section 8.02 of Rev. 
Proc. 92-85, 1992-2 C.B. 490, as modified by Rev. Proc. 93-28, 1993-2 C.B. 344. 

.01 If the EPIEO Specialist or Appeals Officer concludes that a taxpayer's request for 
referral of an issue to the National Office for technical advice does not warrant referral, the 
EPIEO Specialist or Appeals Officer will tell the taxpayer. A taxpayer's request for such a 
referral will not be denied merely because the National Office provided legal advice, other 
than advice furnished pursuant to this revenue procedure, to the Key District or Appeals Office 
on the matter. 

.02 The taxpayer may appeal the decision of the EPIEO Sp~cialist or the Appeals Officer 
not to request technical advice. To do so, the taxpayer must submit to that official, within 10 
calendar days after being told of the decision, a statement of the facts, law, and arguments on 
the issue and the reasons why the taxpayer believes the matter should be referred to the 
National Office for technical advice. A taxpayer who needs more than the allowed 10 calendar 
days must justify in writing the request for an extension of time. The extension is subject to 
the approval of the Chief, EPIEO Division, or the Chief, Appeals Office. 

.03 The EPIEO Specialist or the Appeals Officer submits the taxpayer's statement through 
proper channels to the Chief, EPIEO Division, or the Chief, Appeals Office, along with the 
EPIEO Specialist's or the Appeals Officer's statement of why the issue should not be referred 
to the National Office. The Chief determines, on the basis of the statements, whether technical 
advice will be requested. 

If the Chief determines that technical advice is not warranted and proposes to deny the 
request, the taxpayer is told in writing about the determination. In the letter to the taxpayer, 
the Chief states the reasons for the proposed denial (except in unusual situations when doing 
so would be prejudicial to the best interests of the Government). The taxpayer has 10 calendar 
days after receiving the letter to notify the Chief of agreement or disagreement with the 
proposed denial. 



Chief's decision 
may be reviewed 
but not appealed 

SEC. 10. HOW ARE 
REQUESTS FOR 
TECHNICAL ADVICE 
WITHDRAWN? 

Taxpayer notified 

National Office may 
provide views 

SEC. 11. HOW ARE 
CONFERENCES 
SCHEDULED? 

If requested, offered to 
taxpayer when adverse 
technical advice 
proposed 

Normally held within 
21 days of contact 
with taxpayer 

.04 The taxpayer may not appeal the decision of the Chief, EPIEO Division, or the Chief, 
Appeals Office, not to request technical advice from the National Office. However, if the 
taxpayer does not agree with the proposed denial, all data on the issue for which technical 
advice has been sought, including the taxpayer's written request and statements, will be 
submitted to the Assistant Commissioner (Employee Plans and Exempt Organizations) or the 
National Director of Appeals as appropriate. 

The Assistant Commissioner (Employee Plans and Exempt Organizations), through the Di
rector, Employee Plans Technical and Actuarial Division, or the Director, Exempt Organiza
tions Technical Division or, if appropriate, the National Director of Appeals will review the 
proposed denial solely on the basis of the written record, and no conference will be held with 
the taxpayer or the taxpayer's representative. The appropriate Director or his or her 
representative may consult within the National Office, if necessary, and will notify the Key 
District Office or the Appeals Office within 45 calendar days of receiving all the data 
regarding the request for technical advice whether the proposed denial is approved or 
disapproved. The Key District Office or the Appeals Office will then notify the taxpayer. 

While the matter is being reviewed, the Key District Office or the Appeals Office suspends 
action on the issue (except when the delay would prejudice the Government's interest). 

The provisions of this revenue procedure regarding review of the proposed denial of a 
request for technical advice continue to be applicable in those situations in which the authority 
normally exercised by the Key District Director or Chief, Appeals Office, has been delegated 
to another official. 

.01 Only a Key District Director or a Chief, Appeals Office, may withdraw a request for 
technical advice. He or she may ask to withdraw a request at any time before the responding 
transmittal memorandum transmitting the technical advice is signed. 

The Key District Director or the Chief, Appeals Office, as appropriate, must notify the 
taxpayer in writing of an intent to withdraw the request for technical advice except (1) when 
the period of limitation on assessment is about to expire and the taxpayer has declined to sign 
a consent to extend the period, or (2) when such notification would be prejudicial to the best 
interests of the Government. 

If the taxpayer does not agree that the request for technical advice should be withdrawn, the 
procedures in section 9 of this revenue procedure must be followed . 

. 02 When a request for technical advice is withdrawn, the National Office may send its 
views to the Key District Director or the Chief, Appeals Office, when acknowledging the 
withdrawal request. In an Appeals case, acknowledgment of the withdrawal request should be 
sent to the appropriate Appeals Office, through the National Director of Appeals, CC:AP. In 
appropriate cases, the subject matter may be published as a revenue ruling or as a revenue 
procedure. 

.01 If, after the technical advice request is analyzed, it appears that technical advice adverse 
to the taxpayer will be given, and if a conference has been requested, the taxpayer will be 
informed, by telephone if possible, of the time and place of the conference. 

.02 The conference must be held within 21 calendar days after the taxpayer is contacted. If 
conferences are being arranged for more than one request for technical advice for the same 
taxpayer, they will be scheduled to cause the least inconvenience to the taxpayer. If considered 
appropriate, the National Office will notify the EPIEO Specialist or Appeals Officer of the 
scheduled conference. The EPIEO Specialist or Appeals Officer may ask or be requested to 
attend the conference. The Assistant Commissioner (EPIEO), the National Director of Appeals, 
the Key District Director, or the Chief Appeals Office may designate other Service 
representatives to attend the conference in lieu of, or in addition to, the EPIEO Specialist or 
the Appeals Officer. 
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03 An extension of the 21-day period will be granted only if the taxpayer justifies it in 
writing, and the appropriate Branch Chief (or his or her delegate) approves it. The request for 
an extension should be submitted before the end of the 21-day period. If unusual 
circumstances near the end of the period make a timely written request impractical, the 
National Office should be told orally before the end of the period about the problem and about 
the forthcoming written request for an extension. The taxpayer will be told promptly (and later 
in writing) of the approval or denial of the requested extension . 

. 04 There is no right to appeal the denial of an extension request. If the National Office is 
not advised of problems with meeting the 21-day period, or if the request is not sent promptly 
after the National Office is notified of problems with meeting the 21-day period, the case will 
be processed on the basis of the existing record . 

. 05 A taxpayer is entitled by right to only one conference in the National Office unless one 
of the circumstances discussed in section 11.09 of this revenue procedure exists. This 
conference is normally held at the branch level in the appropriate division (Employee Plans 
Technical and Actuarial Division or Exempt Organizations Technical Division). It is attended 
by a person who has authority to sign the transmittal memorandum discussed in section 13.13 
on behalf of the Branch Chief. 

When more than one branch has taken an adverse position on an issue in the request, or 
when the position ultimately adopted by one branch will affect another branch's determination, 
a representative from each branch with authority to sign for the Branch Chief will attend the 
conference. If more than one subject is discussed at the conference, the discussion constitutes 
the conference of right for each subject discussed. 

To have a thorough and informed discussion of the issues, the conference usually is held 
after the branch has had an opportunity to study the case. However, the taxpayer may request 
that the conference of right be held earlier in the consideration of the case than the Service 
would ordinarily designate. 

The taxpayer has no right to appeal the action of a branch to a Division Director or to any 
other Service official. 

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

.07 In the event of a tentative adverse determination, the branch representatives may offer 
the taxpayer the option of delaying the conference so that the taxpayer can prepare and submit 
a brief requesting relief under section 7805(b) of the Code (discussed in section 16 of this 
revenue procedure). In these cases, the Service will schedule a conference on the tentatively 
adverse position and the section 7805(b) relief request within 10 days of receiving the 
taxpayer's section 7805(b) request. 

.08 The senior Service representative at the conference ensures that the taxpayer has full 
opportunity to present views on all the issues in question. The Service representatives explain 
the tentative decision on the substantive issues and the reasons for it. 

If the taxpayer requests relief under section 7805(b) of the Code (regarding limitation of 
retroactive effect), the representative will discuss the tentative recommendation concerning the 
request for relief and the reason for the tentative recommendation. 

No commitment will be made as to the conclusion that the Service will finally adopt 
regarding the outcome of the section 7805(b) issue or on any other issue discussed. 

.09 The Service will offer the taxpayer an additional conference if, after the conference of 
right, an adverse holding is proposed on a new issue or on the same issue but on grounds 
different from those discussed at the first conference. 

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

The limitation on the number of conferences to which a taxpayer is entitled does not prevent 
the National Office from inviting a taxpayer to attend further conferences if National Office 
personnel think they are necessary. 
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.10 Within 21 calendar days after the conference, the taxpayer must furnish to the National 
Office any additional data, lines of reasoning, procedures, etc., that the taxpayer proposed and 
discussed at the conference but did not previously or adequately present in writing. This 
additional information must be submitted by letter with a penalties of perjury statement in the 
form described in section 13.10 of this revenue procedure. 

The taxpayer must also send a copy of the additional information to the Key District 
Director or the Chief, Appeals Office, for comment. Any comments must be furnished 
promptly to the appropriate branch in the National Office. If the Key District Director or the 
Chief, Appeals Office, does not have any comments, he or she must notify the branch 
representative promptly. 

If the additional information would have a significant impact on the facts in the request for 
technical advice, the National Office will ask the Key District Director or the Chief, Appeals 
Office, for comments on the facts contained in the additional information submitted. The Key 
District Director or the Chief, Appeals Office, will give the additional information prompt 
attention. 

If the additional information is not received from the taxpayer within 21 days, the technical 
advice memorandum will be issued on the basis of the existing record. 

An extension of the 21-day period may be granted only if the taxpayer justifies it in writing, 
and the appropriate Branch Chief (or his or her delegate) approves the extension. Procedures 
for requesting an extension of the 21-day period and notifying the taxpayer of the Services's 
decision are the same as those in sections 11.03 and 11.04 of this revenue procedure. 

.11 Infrequently, taxpayers request that their conference of right be held by telephone. This 
may occur, for example, where a taxpayer wants a conference of right but believes that the 
issue does not warrant the expense of traveling to Washington, DC. If a taxpayer makes such a 
request, the Branch Chief, or his or her delegate of the branch to which the case is assigned, 
will decide if it is appropriate in the particular case to hold the conference of right by 
telephone. If the request is approved, the taxpayer will be advised when to call the Service 
representatives (not a toll-free call). 

.01 A taxpayer or the taxpayer's representative may obtain information on the status of the 
request for technical advice by contacting the Key District or Appeals Office that requested the 
technical advice. See section 13.08 of this revenue procedure concerning the time for 
discussing the tentative conclusion with the taxpayer's representative. See section 14.02 of this 
revenue procedure regarding discussions of the contents of the technical advice memorandum 
with the taxpayer or the taxpayer's representative . 

. 02 A Key District Director or a Chief, Appeals Office, will be given status updates on the 
technical advice quarterly by the National Office Branch Chief assigned to the request. In 
addition, a Key District Director or Chief, Appeals Office, may get current information on the 
status of the request for technical advice by calling the office of the appropriate Branch Chief. 
Those offices and their matters of responsibility are listed below: 

Official 

Chief, Employee Plans Rulings Branch 

Chief, Employee Plans Qualifications Branch 

Chief, Employee Plans Projects Branch 

Chief, Actuarial Branch 

Chief, Exempt Organizations 
Rulings Branch 1; Branch 2; Branch 3; Branch 4 

Telephone Numbers 
(Area Code 202) 

(not toll-free) 

622-8400 

622-6077 

622-8350 

622-8330 

622-8715, 622-8140, 
622-8120, and 622-8130 

See section 13.09 of this revenue procedure about discussing the final conclusions with the 
Key District or Appeals Office. Further, the Key District Director or the Chief, Appeals Office 
will be notified at the time the technical advice memorandum is mailed. 
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.01 The authority to issue technical advice on issues under the jurisdiction of the Assistant 
Commissioner (Employee Plans and Exempt Organizations) has largely been delegated to the 
Chief, Employee Plans Rulings Branch; Chief, Employee Plans Qualifications Branch; Chief, 
Employee Plans Projects Branch; Chief, Actuarial Branch; and Chiefs, Exempt Organizations 
Rulings Branches . 

. 02 Requests for technical advice generally are given priority and processed expeditiously. 
As soon as the request for technical advice is assigned, the technical employee analyzes the 
file to see whether it meets all requirements of sections 5 through 7 of this revenue procedure. 

However, if the request does not comply with the requirements of section 7.05 of this 
revenue procedure relating to the deletions statement, the Service will follow the procedure in 
the last paragraph of section 8.05 of this revenue procedure. 

.03 Usually, within 21 calendar days after the branch receives the request for technical 
advice, a representative of the branch telephones the Key District or Appeals Office to discuss 
the procedural and substantive issues in the request that come within the branch's jurisdiction. 

.04 If the technical advice request concerns matters within the jurisdiction of more than one 
branch, a representative of the branch that received the original technical advice request 
generally informs the Key District or Appeals Office within 21 calendar days of receiving the 
request that-

(1) the matters within the jurisdiction of another branch have been referred to the other 
branch or office for consideration, and 

(2) a representative of the other branch or office will contact the Key District or Appeals 
Office about the referral of the technical advice request within 21 calendar days after receiving 
it in accordance with section 13.03 above. 

.05 The branch representative will inform the Key District or Appeals Office that the case is 
being returned if substantial additional information is required to resolve an issue. Cases 
should be returned for additional information when significant unresolved factual variances 
exist between the statement of facts submitted by the Key District or Appeals Office and the 
taxpayer. They should also be returned if major procedural problems cannot be resolved by 
telephone. 

If only minor procedural deficiencies exist, the branch will request the additional 
information in the most expeditious manner without returning the case. 

.06 If all necessary information has been provided, the branch representative discusses with 
the Key District or Appeals Office his or her tentative conclusion. 

.07 If a tentative conclusion has not been reached because of the complexity of the issue, 
the branch representative informs the Key District or Appeals Office of the estimated date the 
tentative conclusion will be made. 

.08 Because the branch representative's tentative conclusion may change during the 
preparation and review of the technical advice memorandum, the tentative conclusion should 
not be considered final. Therefore, neither the branch representative nor the Key District 
Director or Appeals Office should advise the taxpayer or the taxpayer's representative of the 
tentative conclusion before the scheduling of the adverse conference. 

.09 In all cases, the branch representative should inform the EPIEO Specialist of the 
National Office's final conclusions. The EPIEO Specialist or the Appeals Officer should be 
offered the opportunity to discuss the issues and the National Office's final conclusions before 
the technical advice memorandum is issued. 

.10 If, following the initial contact referenced in section 13.03 of this revenue procedure, it 
is determined, after discussion with the appropriate Branch Chief or reviewer, that additional 
information is needed, a branch representative will obtain the additional information from the 
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taxpayer, the Key District Director, or the Chief, Appeals Office, in the most expeditious 
manner possible. Any additional information requested from the taxpayer by the National 
Office must be submitted by letter with a penalties of perjury statement within 21 calendar 
days after the request for information is made. 

Additional information submitted to the National Office must be accompanied by the 
following declaration: "Under penalties of perjury, I declare that I have examined this 
information, including accompanying documents, and to the best of my knowledge and belief, 
the facts represented are true, correct, and complete." This declaration must be signed and 
dated by the taxpayer, not the taxpayer's representative. 

A written request for an extension of time to submit additional information must be received 
by the National Office within the 21-day period, giving compelling facts and circumstances to 
justify the proposed extension. The appropriate Branch Chief (or his or her delegate) will 
determine whether to grant or deny the request for an extension of the 2I-day period. There is 
no right to appeal the denial of an extension request. 

If the National Office does not receive the additional information within the period of 21 
days, plus any extensions granted by the Branch Chief (or his or her delegate), the National 
Office will process the technical advice memorandum based on the existing record. 

.11 Any additional information submitted by the taxpayer should be sent to the National 
Office. 

Also, the taxpayer must send a copy to either the Key District Director or the Chief, 
Appeals Office, for comment. Any comments must be furnished promptly to the appropriate 
branch in the National Office. If the Key District Director or the Chief, Appeals Office, does 
not have any comments, he or she must notify the branch representative promptly. 

.12 Generally, before replying to the request for technical advice, the National Office 
informs the taxpayer orally or in writing of the material likely to appear in the technical advice 
memorandum that the taxpayer proposed be deleted but that the Service has determined should 
not be deleted. 

If so informed, the taxpayer may submit within 10 calendar days any further information or 
other arguments supporting the taxpayer's proposed deletions. 

The Services attempts, if possible, to resolve all disagreements about proposed deletions 
before the National Office replies to the request for technical advice. However, the taxpayer 
does not have the right to a conference to resolve any disagreements about material to be 
deleted from the text of the technical advice memorandum. These matters, however, may be 
considered at any conference otherwise scheduled for the request. 

.13 The National Office's reply to a technical advice request is in two parts. Each part 
identifies the taxpayer by name, address, identification number, and year or years involved. 

The first part of the reply is a transmittal memorandum (Form M-636I). In unusual cases it 
is a way of giving the Key District or Appeals Office administrative or other information that 
under the nondisclosure statutes, or for other reasons, may not be discussed with the taxpayer. 

The second part is the technical advice memorandum, which contains

(1) a statement of the issues; 

(2) a statement of the facts pertinent to the issues; 

(3) a statement of the pertinent law, tax treaties, regulations, revenue rulings, and other 
precedents published in the Internal Revenue Bulletin, and court decisions; 

(4) a discussion of the rationale underlying the conclusions reached by the National Office; 
and 

(5) the conclusions of the National Office. 

The conclusions give direct answers, whenever possible, to the specific issues raised by the 
Key District or Appeals Office. However, the National Office is not bound by the precise 
statement of the issues as submitted by the taxpayer or by the Key District or Appeals Office 
and may reframe the issues to be answered in the technical advice memorandum. The 
discussion of the issues will be in sufficient detail so the Key District or Appeals officials will 
understand the reasoning underlying the conclusion. 
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Accompanying a technical advice memorandum subject to section 6110 of the Code, is a 
notice under section 6110(f)(1) of intention to disclose the technical advice memorandum 
(including a copy of the version proposed to be open to public inspection and notations of 
third party communications under section 611O(d» . 

. 14 Replies to requests for technical advice are addressed to the Key District Director or the 
Chief, Appeals Office. Replies to requests from Appeals should be routed to the appropriate 
Appeals Office through the National Director of Appeals, CC:AP. 

.01 The Key District Director or the Chief, Appeals Office, must process the taxpayer's case 
on the basis of the conclusions in the technical advice memorandum unless-

(1) the Key District Director or the Chief, Appeals Office, decides that the conclusions 
reached by the National Office in a technical advice memorandum should be reconsidered, or 

(2) the Chief, Appeals Office, in the case of technical advice unfavorable to the taxpayer, 
decides to settle the issue in the usual manner under existing authority. 

In any event, with or without requesting reconsideration, the Key District Director must 
follow the conclusions in a technical advice memorandum as to all issues, and the Chief, 
Appeals Office, must follow the conclusions in a technical advice memorandum on issues of 
an organization's/plan's status or qualification. Thus, if the technical advice memorandum 
received by a Key District Director concerns an organization's/plan's status or qualification, 
the organization/plan has no appeal to the Appeals Office on those specific issues. 

.02 The National Office will not discuss the contents of the technical advice memorandum 
with the taxpayer or the taxpayer's representative until the taxpayer has been given a copy by 
the Key District or Appeals Office. 

.03 The Key District Director or the Chief, Appeals Office, only after adopting the technical 
advice gives the taxpayer (1) a copy of the technical advice memorandum described in section 
13.13, and (2) the notice under section 611O(f)(1) of the Code of intention to disclose the 
technical advice memorandum (including a copy of the version proposed to be open to public 
inspection and notations of third party communications under section 611O(d». 

This requirement does not apply to technical advice memorandums involving criminal or 
civil fraud investigations, or jeopardy or termination assessments, as described in section 8.06 
of this revenue procedure, or documents to which section 6104 of the Code (document open to 
public inspection) applies as described in section 7.03. 

.04 After receiving the notice under section 611O(f)(1) of the Code of intention to disclose 
the technical advice memorandum, the taxpayer may protest the disclosure of certain 
information in it. The taxpayer must submit a written statement within 20 calendar days 
identifying those deletions not made by the Service that the taxpayer believes should have 
been made. The taxpayer must also submit a copy of the version of the technical advice 
memorandum proposed to be open to public inspection with brackets around deletions 
proposed by the taxpayer that have not been made by the National Office. 

Generally, the National Office considers only the deletion of material that the taxpayer has 
proposed be deleted or other deletions as required under section 611 O( c) of the Code before 
the National Office reply is sent to the Key District Director or the Chief, Appeals Office. 
Within 20 days after it receives the taxpayer's response to the notice under section 6110(f)(1), 
the National Office must mail the taxpayer its final administrative conclusion about the 
deletions to be made. 

.05 In those cases in which the National Office tells the Key District Director or the Chief, 
Appeals Office, that a copy of the technical advice memorandum should not be given to the 
taxpayer, the Key District Director or the Chief, Appeals Office, will tell the taxpayer that no 
copy will be given if the taxpayer requests a copy. 



SEC. 15. WHAT IS THE 
EFFECT OF TECHNICAL 
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.01 A taxpayer may not rely on a technical advice memorandum issued by the Service for 
another taxpayer. 

.02 Except when stated otherwise, a holding in a technical advice memorandum is applied 
retroactively, unless the Assistant Commissioner (Employee Plans and Exempt Organizations) 
exercises discretionary authority under section 7805(b) of the Code to limit the retroactive 
effect of the holding. Section 15.06 below lists the criteria necessary for granting section 
7805(b) relief, and section 16 of this revenue procedure describes the effect of section 7805(b) 
relief. 

.03 A holding that modifies or revokes a holding in a prior technical advice memorandum is 
applied retroactively, with one exception. If the new holding is less favorable to the taxpayer 
than the earlier one, it generally is not applied to the period in which the taxpayer relied on 
the prior holding in situations involving continuing transactions. 

.04 If a technical advice memorandum relates to a continuing action or a series of actions, 
ordinarily it is applied until specifically withdrawn or until the conclusion is modified or 
revoked by enactment of legislation, ratification of a tax treaty, a decision of the United States 
Supreme Court, or the issuance of regulations (temporary or final), a revenue ruling, or other 
statement published in the Internal Revenue Bulletin. Publication of a notice of proposed 
rulemaking does not affect the application of a technical advice memorandum. 

.05 A taxpayer is not protected against retroactive revocation or modification of a technical 
advice memorandum involving a continuing action or a series of actions occurring after the 
material facts on which the technical advice memorandum is based have changed. 

.06 Generally, a technical advice memorandum that revokes or modifies a letter ruling or 
another technical advice memorandum or a determination letter is not applied retroactively 
either to the taxpayer to whom or for whom the letter ruling or technical advice memorandum 
or determination letter was originally issued, or to a taxpayer whose tax liability was directly 
involved in such letter ruling or technical advice memorandum or determination letter if-

(1) there has been no misstatement or omission of material facts; 

(2) the facts at the time of the transaction are not materially different from the facts on 
which the letter ruling or technical advice memorandum or determination letter was based; 

(3) there has been no change in the applicable law; 

(4) in the case of a letter ruling, it was originally issued on a prospective or proposed 
transaction; and 

(5) the taxpayer directly involved in the letter ruling or technical advice memorandum or 
determination letter acted in good faith in relying on the letter ruling or technical advice 
memorandum or determination letter, and the retroactive revocation would be to the taxpayer's 
detriment. For example, the tax liability of each employee covered by a letter ruling or 
technical advice memorandum or determination letter relating to a pension plan of an employer 
is directly involved in the letter ruling or technical memorandum or determination letter. 
However, the tax liability of members of an industry is not directly involved in a letter ruling 
or technical advice memorandum or determination letter issued to one of the members, and the 
holding in a revocation or modification of a letter ruling or technical advice memorandum or 
determination letter to one member of an industry may be retroactively applied to other 
members of the industry. By the same reasoning, a tax practitioner may not obtain the 
nonretroactive application to one client of a modification or revocation of a letter ruling or 
technical advice memorandum or determination letter previously issued to another client. 

When a letter ruling or determination letter to a taxpayer or a technical advice memorandum 
involving a taxpayer is revoked with retroactive effect, the notice to the taxpayer, except in 
fraud cases, sets forth the grounds on which the revocation is being made and the reason why 
the revocation is being applied retroactively. 
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.01 Under section 7805(b) of the Code, the Commissioner or the Commissioner's delegate 
has the discretion to prescribe the extent, if any, to which a technical advice memorandum will 
be applied without retroactive effect. 

.02 A taxpayer who has received a technical advice memorandum or for whom a technical 
advice request is pending may request that the Assistant Commissioner (Employee Plans and 
Exempt Organizations), the Commissioner's delegate, exercise the discretionary authority 
under section 7805(b) of the Code to limit the retroactive effect of any holding stated in the 
technical advice memorandum or to limit the retroactive effect of any subsequent modification 
or revocation of the technical advice memorandum . 

. 03 When a technical advice memorandum that concerns a continuing transaction is 
modified or revoked by, for example, a subsequent revenue ruling or final regulations, a 
request to limit the retroactive effect of the modification or revocation of the technical advice 
memorandum must be made in the form of a request for a letter ruling if submitted before 
examination of the return that contains the transaction that is the subject of the request for 
letter ruling. See Rev. Proc. 94-4. 

.04 When, during the course of an examination of a taxpayer's return by a Key District 
Director or consideration by the Chief, Appeals Office, a taxpayer is informed that the Key 
District Director or the Chief, Appeals Office, recommends that a technical advice 
memorandum be revoked or modified, a request to limit the retroactive application of the 
modification or revocation of the technical advice memorandum must itself be made in the 
form of a request for technical advice. See sections 5 through 7 of this revenue procedure and 
sections 16.07 and 16.08 below. 

The taxpayer must also submit a statement that the request is being made pursuant to section 
7805(b) of the Code. This statement must also indicate the relief requested and give the 
reasons and arguments in support of the relief requested. It must also be accompanied by any 
documents bearing on the request. The explanation should discuss the five items listed in 
section 15.06 of this revenue procedure as they relate to the taxpayer's situation. 

The taxpayer's request, including the statement that the request is being made pursuant to 
section 7805(b) of the Code, must be forwarded by the Key District Director or the Chief, 
Appeals Office, to the National Office for consideration. 

.05 A request to limit the retroactive effect of a holding in a technical advice memorandum 
that does not modify or revoke a technical advice memorandum may be made as part of that 
technical advice request, either initially, or at any time before the technical advice 
memorandum is issued by the National Office. In such a case, the taxpayer must also submit a 
statement in support of the application of section 7805(b) of the Code, as described in section 
16.04 above. 

.06 When a request for technical advice concerns only the application of section 7805(b) of 
the Code, the taxpayer has the right to a conference in the National Office in accordance with 
the provisions of section 11 of this revenue procedure. 

If the request for application of section 7805(b) is included in the request for technical 
advice on the substantive issues or is made before the conference of right on the substantive 
issues, the section 7805(b) issues will be discussed at the taxpayer's one conference of right. 

If the request for the application of section 7805(b) is made as part of a pending technical 
advice request after a conference has been held on the substantive issues, and the Service 
determines that there is justification for having delayed the request, then the taxpayer will have 
the right to one conference of right concerning the application of section 7805(b), with the 
conference limited to discussion of this issue. 

.07 Where the applicant has requested the Key District Director to seek technical advice on 
the applicability of section 7805(b) relief to a qualification issue under section 401 (a) of the 
Code pursuant to a determination letter request, the applicant's administrative remedies will 
not be considered exhausted until the National Office has a reasonable time to act on the 
request for technical advice. (See section 21 of Rev. Proc. 94-6.) 
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SEC. 17. WHAT 
SIGNIFICANT CHANGES 
HAVE BEEN MADE TO 
REV. PROC. 93-5? 

SEC. 18. WHAT IS THE 
EFFECT OF THIS 
REVENUE PROCEDURE 
ON OTHER DOCUMENTS? 

SEC. 19. EFFECTIVE DATE 

.OS Where technical advice has been requested pursuant to an exempt organization's request 
for section 7S05(b) relief from the retroactive application of an adverse determination within 
the meaning of section 742S(a)(1) of the Code, the exempt organization's administrative 
remedies will not be considered exhausted, within the meaning of section 742S(b)(2), until the 
National Office has a reasonable time to act on the request for technical advice. 

.0 I Section I is amended by clarifying that any reference in this revenue procedure to the 
Chief, Appeals Office, includes when appropriate, the Assistant Regional Director of Appeals 
(Large Case), and that any reference to Appeals Officer includes, when appropriate, the Team 
Chief. 

.02 Section 3.04 pertaining to mandatory areas of technical advice is clarified by 
distinguishing the 15-year requirement in the instance of a termination/reestablishment or spin
off termination from cases in which the Key District states that the Implementation Guidelines 
are not available . 

. 03 Section 7.02 is added to provide that the office requesting technical advice must include 
a statement pertaining to the statute of limitations in addition to filling in the appropriate 
portion of Form 5565 . 

. 04 Section 7.03 is added to provide information pertaining to disclosure under sections 
6104 and 6110 of the Code. In conjunction with the addition of section 7.03, section 7.04 is 
moved from section S . 

. 05 Section 7.05 is amended to provide that the deletions statement required by section 6110 
of the Code must be signed and dated by the taxpayer or the taxpayer's authorized 
representative . 

. 06 Section 7.0S is added to clarify that the Key District or Appeals Office will submit 
copies of the original documents (the administrative file) to the National Office accompanying 
the applicable Form 5565 and maintain the original documents including, if present, the power 
of attorney . 

. 07 Section S.07 is clarified to remind taxpayers that they are responsible for seeking an 
extension of the statute of limitations if, after a section 301.9100-1 request is filed but before 
a ruling is received, the statute of limitations for the year for which the election was to be 
made will expire . 

. OS Section 15.02 is clarified with respect to the retroactive application of any technical 
advice request. 

.09 Section 15.05 is redesignated as section 15.06 and a new section 15.05 is added to 
provide that if a technical advice memorandum relates to a continuing action or a series of 
actions and the material facts on which the technical advice memorandum is based are later 
changed, the technical advice memorandum does not apply to a continuing action or a series of 
actions that occurs after the change in material facts . 

. 10 Section 15.06 is clarified by including determination letters as eligible for section 
7S05(b) relief . 

. 11 Section numbers have been added to the bottom of each page to make the procedure 
more user friendly. 

Rev. Proc. 93-5 is superseded. 

This revenue procedure is effective January 3, 1994. 
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p. 537 

p. 538 
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In general 

Steps for exhausting administrative remedies 

Interested parties 

Deemed exhaustion of administrative remedies 

Service must act on appeal 

Effect of technical advice request 

Scope of determination letter 

Effect of determination letter on plan amendment 

Sections 12 and 13 of Rev. Proc. 94-6 applicable 

Effect of subsequent publication of revenue ruling, etc . 

Determination letter does not apply to taxability issues 

Superseded revenue procedure 

Modified revenue procedure 

.01 This revenue procedure sets forth the procedures of the various offices of the Internal 
Revenue Service for issuing determination letters on the qualified status of pension, profit
sharing, stock bonus, annuity, and employee stock ownership plans (ESOPs) under sections 
401, 403(a), 409 and 4975(e)(7) of the Internal Revenue Code of 1986, and the status for 
exemption of any related trusts or custodial accounts under section 501(a). 

.02 Part I of this revenue procedure contains instructions for requesting determination letters 
for various types of plans and transactions. Part II contains procedures for providing notice to 
interested parties and for interested parties to comment on determination letter requests. Part 
III contains procedures concerning the processing of determination letter requests and describes 
the effect of a determination letter. 

.01 This revenue procedure is a general update of Rev. Proc. 93-6, 1993-1 C.B. 430, which 
contained the Service's general procedures for determination letter requests. Most of the 
changes to Rev. Proc. 93-6 involve minor revisions, such as updating citations to other 
revenue procedures . 

. 02 Rev. Proc. 93-39, 1993-2 C.B. 513, sets forth additional procedures regarding 
applications for determination letters on the qualified status of pension, profit-sharing, and 
annuity plans under section 401(a) or 403(a) of the Code filed with the Service on or after 
October 12, 1993. It modifies Rev. Proc. 91-66, 1991-2 C.B. 870, and supersedes Rev. Proc. 
92-60, 1992-2 C.B. 413 . 

. 03 Rev. Proc. 94-8, page 544, this Bulletin, which supersedes Rev. Proc. 93-23, 1993-1 
C.B. 538, provides guidance on user fees, including a revised fee schedule, for requests for 
determination letters and similar requests . 

. 04 The filing of Form 5302 is no longer required. 
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PART I. PROCEDURES FOR DETERMINATION LETTER REQUESTS 

SEC. 3. ON WHAT 
ISSUES MAY TAXPAYERS 
REQUEST WRITTEN 
GUIDANCE UNDER THIS 
PROCEDURE? 

Types of requests .01 Determination letters may be requested on completed and proposed transactions as set 
forth in the table below: 

1. 

2. 

3. 

REV. PROC. 
TYPE OF REQUEST FORMS SECTION 

Initial Qualification, Restatement, Partial Termination, or Amendment 

a. Individually Designed Plans (other than collectively bargained) 5300 6 

b. ESOPs 5300, 5309 

c. Collectively Bargained Plans 5303 6 

d. Adoption of Master & Prototype or Regional prototype plans (including 5307 
a collectively bargained plan if no non-collectively bargained employees 
are in the plan) 

e. Volume Submitter Plans (including a collectively bargained plan if no 5307 8 
non-collectively bargained employees are in the plan) 

f. Multiple Employer Plans 5300 9 

g. Foreign Situs Trusts 5300 12 

h. Group Trusts Cover letter 13 

l. Section 420 determination letters Cover letter, 16 
Checklist, Appendix 

Minor Amendments 6406 10 

Termination 
a. In general 5310, 6088 11 

b. Multiemployer plan covered by PBGC insurance 5303, 6088 11 

Note: Form 531O-A, Notice of Merger/Consolidation or Transfer of Assets or Liabilities, generally must be filed not 
less than 30 days before the merger, consolidation or transfer of assets and liabilities, the filing of Form 5310-A 
will not result in the issuance of a determination letter. 

4. Special Procedures 
a. Affiliated Service Group Status (414(m», Leased Employees 414(n) 5300 

5300 

14 

15 b. Minimum Funding Waiver 
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.02 Determination letters issued in accordance with this revenue procedure do not include 
determinations on the following issues within the jurisdiction of the Assistant Commissioner 
(Employee Plans and Exempt Organizations): 

(1) Issues involving sections 72, 79, 105, 125, 127, 129, 402, 403 (other than 403(a», 404, 
409(1), 409(m), 412, 457, 511 through 515, and 4975 (other than 4975(e)(7», unless these 
determination letters are authorized under section 7 of Rev. proc. 94-4, page 458, this 
Bulletin. 

(2) Plans or plan amendments for which automatic approval is granted pursuant to section 
7.05 or section 19.05 below. 

(3) Plan amendments described below (these amendments will, to the extent provided, be 
deemed not to alter the qualified status of a plan under section 401(a) of the Code). 

(a) An amendment solely to permit a trust forming part of a plan to participate in a pooled 
fund arrangement described in Rev. Rul. 81-100, 1981-1 C.B. 326; 
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(b) An amendment that merely adjusts the maximum limitations under section 415 of the 
Code to reflect annual cost-of-living increases, other than an amendment that adds an 
automatic cost-of-living adjustment provision to the plan; and 

(c) An amendment solely to include language pursuant to section 403(c)(2) of Title I of the 
Employee Retirement Income Security Act of 1974 (ERISA) concerning the reversion of 
employer contributions made as a result of mistake of fact. 

(4) This section applies to determination letter requests with respect to plans that combine 
an ESOP (as defined in section 4975(e)(7) of the Code) with retiree medical benefit features 
described in section 401(h) ("HSOPs") 

(a) In general, determination letters will not be issued with respect to plans that combine an 
ESOP (as defined in section 4975(e)(7) of the Code) with retiree medical benefit features 
described in section 401(h) ("HSOPs") with respect to: 

(1) whether the requirements of section 4975(e)'(7) are satisfied; 

(2) whether the requirements of section 401(h) are satisfied; or 

(3) whether the combination of an ESOP with an HSOP in a plan adversely affects its 
qualification under section 401(a). 

(b) A plan is considered to combine an ESOP with an HSOP if it contains ESOP provisions 
and 401(h) provisions. 

(c) However, an arrangement will not be considered covered by section 3.02(4) of this 
revenue procedure if, under the provisions of the plan, the following conditions are satisfied: 

(1) No individual accounts are maintained in the section 401(h) account (except as required 
by section 401(h)(6»; 

(2) No employer securities are held in the section 401(h) account; 

(3) The section 401(h) account does not contain the proceeds (directly or otherwise) of an 
exempt loan as defined in section 54.4975-7(b)(1)(iii) of the Pension Excise Tax Regulations; 

(4) The amount of actual contributions to provide section 401(h) benefits (when added to 
actual contributions for life insurance protection under the plan) does not exceed 25 percent of 
the sum of: (i) the amount of cash contributions actually allocated to participants' accounts in 
the plan, and (ii) the amount of cash contributions used to repay principal with respect to the 
exempt loan, both determined on an aggregate basis since the inception of the section 401(h) 
arrangement. 

.01 Other procedures for obtaining rulings, determination letters, OpinIOn letters, etc., on 
matters within the jurisdiction of the Assistant Commissioner (Employee Plans and Exempt 
Organizations) are contained in the following revenue procedures: 

(1) National Office rulings, information letters, etc.: See Rev. Proc. 94-4. 

(2) Master and Prototype (M&P) Plans: See Rev. Proc. 89-9, 1989-1 C.B. 780, as modified 
by Rev. Proc. 90-21, 1990-1 C.B. 499, sections 8.03-8.08 of Rev. Proc. 91-66, and Rev. 
Proc. 92-41, 1992-1 C.B. 870. 

(3) Regional Prototype Plans: See Rev. Proc. 89-13, 1989-1 C.B. 801, as modified by Rev. 
Proc. 91-66. 

(4) Technical Advice Requests: See Rev. Proc. 94-5, page 490, this Bulletin . 

. 02 For the procedures for obtaining rulings, determinations letters, etc., on matters within 
the jurisdiction of the Associate Chief Counsel (Domestic), the Associate Chief Counsel 
(Employee Benefits and Exempt Organizations), and the Associate Chief Counsel 
(International), see Rev. Proc. 94-1, page 378, this Bulletin. 
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This section contains procedures that are generally applicable to all determination letter 
requests. Additional procedures for specific requests are contained in sections 6 through 16. 

.01 A trust created or organized in the United States and forming part of a pension, profit
sharing, stock bonus or annuity plan of an employer for the exclusive benefit of its employees 
or their beneficiaries that meets the requirements of section 401 of the Code is a qualified trust 
and is exempt from federal income tax under section 501(a) unless the exemption is denied 
under section 502, relating to feeder organizations, or section 503, relating to prohibited 
transactions, if, in the later case, the plan is one described in section 503(a)(1)(B) . 

. 02 A nontrusteed annuity plan that meets the applicable requirements of section 401 of the 
Code and other additional requirements as provided under section 403(a) and section 404(a)(2), 
(relating to deductions of employer contributions for the purchase of retirement annuities), 
qualifies for the special tax treatment under section 404(a)(2), and the other sections of the 
Code, if the additional provisions of such other sections are also met. 

.03 An applicant requesting a determination letter must file the material required by this 
revenue procedure with the appropriate Key District Director. The filing of the application, 
when accompanied by all information and documents required by this revenue procedure, will 
generally serve to provide the Service with the information required to make the requested 
determination. However, in making the determination, the Service may require the submission 
of additional information. Information submitted to the Service in connection with an 
application for determination may be subject to public inspection to the extent provided by 
section 6104 of the Code . 

. 04 Rev. Proc. 93-39 sets forth additional procedures for requesting determination letters for 
pension, profit-sharing, and annuity plans under sections 401(a) and 403(a) of the Code, as 
amended, and on the tax exempt status of any related trusts or custodial accounts under section 
501(a). These procedures are in addition to the Service's general determination letter 
procedures contained in this revenue procedure. 

.05 Section 9 of Rev. Proc. 94-4 is generally applicable to requests for determination letters 
under this revenue procedure. 

.06 The appropriate user fee must be paid according to the procedures of Rev. Proc. 94-8. 
Form 8717, User Fee for Employee Plan Determination Letter Request, should accompany 
each determination letter request submitted to a Key District Office. 

.07 The application must state whether the plan has been considered under the Voluntary 
Compliance Resolution program described in Rev. Proc. 92-89, 1992-2 C.B. 498, as modified . 

. 08 Before filing an application, the applicant requesting a determination letter must satisfy 
the requirements of section 3001(a) of ERISA, and section 7476(b)(2) of the Code and the 
regulations thereunder, which provide that an applicant requesting a determination letter on the 
qualified status of certain retirement plans must notify interested parties of such application. 
The general rules of the Service with respect to notifying interested parties of requests for 
determination letters relating to the qualification of plans involving sections 401 and 403(a) are 
set out below in sections 18, 19 and 20 of this revenue procedure. Section 19 provides rules 
with respect to the special notice required when certain master or prototype plans or regional 
prototype plans are adopted. 

.09 If the application for determination involves an issue where contrary authorities exist, 
failure to disclose or distinguish such significant contrary authorities may result in requests for 
additional information, which will delay action on the application. 

.10 Where a multiple employer plan that is maintained by more than one employer is 
submitted, separate coverage data must be filed by each employer. In contrast to 
multiemployer plans, multiple employer plans are not maintained pursuant to collective 
bargaining agreements. 
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.11 When, in connection with an application for a determination on the qualification of the 
plan, it is necessary to determine whether an employer-employee relationship exists, the Key 
District Director will make such determinations. In such cases, the application with respect to 
the qualification of the plan should be filed in accordance with the provisions of this revenue 
procedure, contain the information and documents in the instructions to the application, and be 
accompanied by a completed Form SS-8, Information for Use in Determining whether a 
Worker is an Employee for Federal Employment Taxes and Income Tax Withholding, and any 
information and copies of documents the organization deems appropriate to establish its status. 
The Service may, in addition, require further information that it considers necessary to 
determine the employment status of the individuals involved or the qualification of the plan. 
After the employer-employee relationships have been determined, the Key District Director 
may issue a determination letter as to the qualification of the plan. 

.12 If an applicant requesting a determination letter does not comply with all the required 
provisions of this revenue procedure, the Key District Director, in his or her discretion, may 
return the application and point out to the applicant those provisions which have not been met. 
The request will also be returned pursuant to Rev. Proc. 94-8 if the correct user fee is not 
attached. If such a request is returned to the applicant, the 27O-day period described in section 
7476(b)(3) of the Code will not begin to run until such time as the provisions of this section 
have been satisfied. 

.13 The Service may determine, based on the application form, the extent of review of the 
plan document. A failure to disclose a material fact or misrepresentation of a material fact on 
the application may adversely affect the reliance which would otherwise be obtained through 
issuance by the Service of a favorable determination letter. Similarly, failure to accurately 
provide any of the information called for on any form required by this revenue procedure may 
result in no reliance. 

.14 Requests for determination letters are to be addressed to the Key District Director 
specified below, except as indicated. 

(1) In the case of a plan of a single employer, the request is to be addressed to the Key 
District Director for the district in which the employer's principal place of business is located. 

(2) In the case of a multiemployer plan established or proposed by contributing employers 
with principal places of business located within the jurisdiction of more than one Key District 
Director, as an alternative to (1) above, the request may be addressed to the Key District 
Director for the district in which the trustee's principal place of business is located. If the plan 
has more than one trustee, the request may be addressed to the Key District Director for the 
district where the trustees usually meet. 

(3) In the case of a plan maintained by more than one employer, the applicant or plan 
administrator must file the appropriate determination letter form with the Key District Director 
for the Key District in which the principal place of business of the plan sponsor is located. 
This means the principal place of business of the association, committee, joint board of 
trustees or other similar group, or representatives of those who establish or maintain the plan. 

(4) In the case of related employers described in section 414(b), (c), or (m) of the Code, the 
request must be addressed to the Key District Director for the district where the principal place 
of business for the entity is located if the request involves one plan or several plans with 
substantially similar provisions. All future requests involving any member or members of the 
entity must be addressed to the same Key District Director. 

(5) In the case of a group trust arrangement under Rev. Rul. 81-100, the request on behalf 
of the master trust must be addressed to the Key District Director for the district where the 
principal place of business of the trustee is located. Requests on behalf of the participating 
trusts and related plans must be addressed as otherwise provided in this section . 

. 15 The applicant's request for a determination letter may be withdrawn by a written request 
at any time prior to the issuance of a final adverse determination letter. If an appeal to a 
proposed adverse determination letter is filed, a request for a determination letter may be 
withdrawn at any time prior to the forwarding of the proposed adverse action to the Chief, 
Appeals Office. In the case of a withdrawal, the Service will not issue a determination of any 
type. A failure to issue a determination letter as a result of a withdrawal will not be considered 
a failure of the Secretary or his delegate to make a determination within the meaning of 
section 7476 of the Code. However, the Service may consider the information submitted in 
connection with the withdrawn request in a subsequent examination. Generally, the user fee 
will not be refunded if the application is withdrawn. 
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.01 This section contains procedures for requesting determination letters for indi vidual!y 
designed defined contribution and defined benefit plans, including employee stock ownership 
plans and collectively bargained plans in the following circumstances: 

(1) Initial qualification 

(2) Amendment (other than minor amendments described in section 10 below for which 
Form 6406 is appropriate). 

(3) Restatement of plan. 

(4) Qualification of a plan in the event of a partial termination . 

. 02 A determination letter request for the items listed in section 6.01 is made by filing the 
appropriate form according to the instructions contained to the form and any prevailing 
revenue procedures, notices, and announcements. 

(1) Form 5300, Application for Determination for Employee Benefits Plan, must be filed to 
request a determination letter for plans other than collectively bargained plans. 

(2) Form 5303, Application for Determination for Collectively Bargained Plan, must be 
filed by a sponsor of a collectively bargained plan. If there is more than one plan, a separate 
Form 5303 must be filed for each plan. 

(3) Form 5309, Application for Determination of Employee Stock Ownership Plan, must be 
filed as an attachment with a Form 5300 or Form 5303 (if the ESOP is collectively bargained), 
in order to request a determination whether the plan is an ESOP under section 409 or 
4975(e)(7) of the Code. 

.03 For a controlled group of corporations as defined in section 414(b) of the Code, trades 
or businesses under common control as defined in section 414(c), an affiliated service group 
within the meaning of section 414(m), and entities utilizing the services of leased employees 
within the meaning of section 414(n), the coverage items on the application forms referred to 
in this revenue procedure must be completed as though the controlled group, commonly 
controlled trades or businesses, affiliated service group, etc., constitutes a single entity. Leased 
employees within the meaning of section 414(n) must be included as employees of the 
recipient entity (except in the case of a safe-harbor plan described in section 414(n)(5». 

.01 This section contains procedures for requesting determination letters relating to M&P 
plans or regional prototype plans. 

.02 Except as provided in section 7.05, the issuance of a favorable opinion letter or 
notification letter for an M&P plan or regional prototype plan does not constitute a 
determination that an employer adopting the sponsoring organization or sponsor's plan has 
reliance that the plan is qualified under section 401(a) of the Code. In order to have reliance, 
an employer must obtain a favorable determination letter according to this revenue procedure. 
In general, determination letters are requested for the employer's adoption of an M&P plan or 
regional prototype plan, or for a change by the employer in the choice of options offered by 
the sponsoring organization of an M&P plan or sponsor of a regional prototype plan. 

.03 Form 5307, Application for Determination for Adopters of Master or Prototype, 
Regional Prototype, or Volume Submitter Plan, must be filed to request a determination letter 
for the adoption of an M&P plan or a regional prototype plan. It may also be filed by adopters 
of pre-approved plans that are single employer collectively bargained plans that automatically 
satisfy the requirements of section 1.410(b)-2(b)(7) of the regulations. Plan sponsors of single
employer collectively bargained plans must submit a signed statement attached to the form 
stating that the plan benefits only collectively bargained employees described in section 
1.41O(b)-6(d)(2). In addition, such sponsors should conspicuously type "Single-Employer 
Collectively Bargained Plan-Not Applicable" within Item #10 "Coverage" on the Form 
5307 in lieu of completing Item #10. 
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.04 The determination letter request must include the following: 

(1) An executed adoption agreement showing which elections the employer is making with 
respect to the elective provisions contained in the plan; 

(2) A copy of the plan's most recent opinion letter or notification letter; 

(3) In the case of a determination letter request for a regional prototype plan, the application 
must include a certification by the sponsor that the notification letter has not been withdrawn 
and is still in effect with respect to the plan being submitted; and 

(4) In the case of a determination letter request for a regional prototype plan that uses a 
separate trust or custodial account, a copy of the employer's trust or custodial account 
document. 

.05 The following procedures apply for an employer's adoption of an M&P or regional 
prototype standardized form plan or paired plan. 

(1) An employer adopting a standardized form or paired plan may rely on that plan's 
opinion or notification letter, except as provided in section 7.05(2), (3), and (4) below, if the 
following conditions are satisfied: 

(a) The sponsoring organization or sponsor of such plan or plans has a currently valid 
favorable opinion or notification letter; 

(b) The employer has followed the terms of the plan(s), and the coverage and contributions 
or benefits under the plan(s) are not more favorable to highly compensated employees (as 
defined in section 414(q) of the Code) than for other employees; 

(c) The employer has properly notified all interested parties of the adoption of the plan(s) in 
accordance with sections 17, 18 and 19 of this revenue procedure; and 

(d) The employer has not received, within 120 days after the date of adoption of the plan(s), 
notice from the Service that the plan(s) will not be treated as qualified pursuant to this 
subsection. 

(2) Except in the case of a combination of paired plans, an employer may not rely on 
opinion letters for standardized form plans without obtaining a determination letter if the 
employer maintains at any time, or has maintained at any time, another plan, including a 
standardized form plan, that was qualified or determined to be qualified covering some of the 
same participants. For this purpose, a plan that has been properly replaced by the adoption of a 
standardized form plan is not considered another plan. The plan that has been replaced and the 
standardized form plan must be of the same type (e.g., both money purchase pension plans) in 
order for the employer to be able to rely on the standardized form plan's opinion or 
notification letter without obtaining a determination letter. 

(3) With respect to M&P plans, a standardized plan sponsored by a trade or professional 
organization which is adopted by an employer that is not a bona fide member of such 
organization will be considered an individually designed plan unless the following conditions 
are satisfied: 

(a) The trade or professional organization is exempt from federal income taxation under 
section 501(c)(6) of the Code; 

(b) The plan is a standardized defined contribution plan; 

(c) The trade or professional organization makes the plan available for adoption by 
nonmember employers by furnishing it to those of its members that independently qualify as 
sponsoring organizations; and 

(d) The requirements of section 5.01(2) through 5.01(5) of Rev. Proc. 90-21 are satisfied. 

(4) The Key District Director will evaluate comments received from interested parties and 
from the Secretary of Labor with respect to an employer's adoption of a standardized M&P 
plan or a regional prototype plan described in section 7.05. If the Key District Director 
determines that the matters mentioned cannot affect the qualification of the plan, the employer 
and the interested parties who commented will be so notified. If the Key District Director 
determines that the matters may affect the qualification of the plan, the Key District Director 
will inform the employer of the nature of these matters, and will notify the employer that the 
employer cannot rely on the provisions of section 7.05. The employer should then request a 
determination letter by submitting a written statement that discusses the matters raised and sets 
forth the reasons why it believes section 401(a) has been satisfied. However, an additional 
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notice to interested parties will not be required. If a determination letter is requested and the 
determination is favorable with respect to the qualification of the plan, the employer's ado~tion 
of the plan will thereafter be treated as any other adoption of an M&P plan or a regIOnal 
prototype plan described in section 7.05 . 

. 06 An employer that amends any provision of an M&P plan or regional prototype plan or 
its adoption agreement (other than to choose among the options offered by the sponsoring 
organization or sponsor if the plan permits or contemplates such options), or an employer that 
chooses to discontinue participation in such a plan as amended by its sponsoring organization 
or sponsor and does not substitute another approved plan referred to in section 7 is considered 
to have adopted an individually designed plan. The requirements stated in this revenue 
procedure relating to the issuance of determination letters for individually designed plans will 
then apply to such plan. 

.07 An application submitted by an employer with respect to an M&P plan or regional 
prototype plan will be treated as an application for an individually designed plan if it is 
submitted prior to the time the M&P plan or regional prototype plan is approved. 

.0 I This section contains procedures for requesting advisory letters and determination letters 
for volume submitter plans. 

.02 A volume submitter plan is a profit-sharing plan, (including a 401(k) plan) money 
purchase pension plan or defined benefit plan, the form of which meets certain criteria 
established by an individual Key District Office and which is submitted pursuant to procedures 
established by the Key District Office for filing requests for volume submitter advisory letters 
(with respect to the specimen plan) and requests for determination letters (with respect to the 
adoption of an approved specimen plan). The Service will not accept volume submitter 
requests with respect to ESOPs or stock bonus plans. 

.03 The volume submitter program enables Key District Offices to expedite the issuance of 
determination letters in response to applications for approval of individually designed plans. 
The program is administered locally by each Key District Office. 

.04 Under the volume submitter program, a practitioner who qualifies may request the 
Service to issue an advisory letter regarding a volume submitter specimen plan. A specimen 
plan is a sample plan of a practitioner (rather than the actual plan of an employer) that 
contains provisions which are identical or substantially similar to the provisions in plans that 
such practitioner's clients have adopted or are expected to adopt. Once the Service has 
approved the specimen plan, the practitioner will be able to file determination letter requests 
on behalf of employers adopting substantially similar plans. 

.05 Rev. Proc. 94-8, provides reduced user fees for requests under the volume submitter 
program if certain requirements are satisfied. For adopting employers to be entitled to file a 
request with the lower fees, the volume submitter practitioner must certify at the time of filing 
the specimen plan that at least 30 employers within any two regions of the Service are 
expected to adopt plans that are substantially similar in form to the specimen plan. Also, the 
volume submitter prllctitioner must be a representative of the employer when the employer's 
determination letter application is filed. Although the volume submitter is not required to 
submit a list of adopting employers, the Service reserves the right to request such a list. 

.06 With respect to advisory letters for volume submitter specimen plans: 

(1) A request for approval of a volume submitter specimen plan must be submitted to the 
Key District Office in which the practitioner has its principal place of business. The request 
must include the following: 

(a) A copy of the specimen plan and any related specimen trust instrument; 

(b) A cover letter requesting approval that includes the certification described in section 
8.05 above and indicates the type of plan for which approval is being requested; and 

(c) The required user fee submitted with Form 8717, User Fee for Employee Plan 
Determination Letter Request. 
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(2) A practitioner who has received approval of a volume submitter specimen plan in a Key 
District Office must receive separate approval of the plan from each other Key District Office 
in which there are clients adopting substantially similar plans. Once the practitioner has 
received approval from the Key District Office in which the practitioner's principal place of 
business is located, the practitioner may file for approval of the same specimen plan in other 
Key District Offices where there are employers who will adopt substantially similar plans. If 
the practitioner certifies at the time of filing with the second Key District Office that the 
specimen plan is identical to a specimen plan approved by another Key District Office with 
respect to that practitioner and attaches a copy of that office's advisory letter, then the user fee 
that would otherwise be charged for the specimen plan will not be charged. 

.07 With respect to determination letters for volume submitter plans: 

(1) Form 5307, Application for Determination for Adopters of Master or Prototype, 
Regional Prototype, or Volume Submitter Plan, is filed to request a determination letter on an 
employer's adoption of a volume submitter plan, including adopters of single-employer 
collectively bargained plans that automatically satisfy the requirements of section 1.41O(b)-
2(b)(7) of the regulations. 

(2) A copy of the advisory letter for the practitioner's volume submitter specimen plan must 
be submitted with each Form 5307. 

(3) The volume submitter practitioner must be the representative of the employer when the 
employer's determination letter application is filed. 

(4) All applications submitted by adopters of district approved volume submitter plans must 
be accompanied by a copy of the plan and trust instrument and by a written representation 
made by the volume submitter which states whether the plan is word-for-word, and if not, 
explains how the plan and trust instrument are not word-for-word identical to the Key District 
approved specimen plan and which describes the location, nature and effect of each difference 
from the language of the approved specimen plan. The extent to which the plan and trust 
instrument may differ from the approved specimen plan will be governed by the procedures of 
the appropriate Key District Office. 

(5) All applications submitted by adopters of district approved volume submitter plans must 
also be accompanied by any other information or material required by the Key District Office. 

(6) All applications for plans that have at any time in the past received a favorable 
determination letter must submit a copy of the plan's latest determination letter. 

.01 This section contains procedures for applications filed with respect to plans described in 
section 413(c) of the Code . 

. 02 An application filed with respect to a multiple employer plan must include a completed 
Form 5300 filed on behalf of one employer and a separate Form 5300 completed through line 
12 for each other employer maintaining the plan . 

. 03 Certain multiple employer plans have in the past received Service approval as M&P 
plans. In the case of such a plan that will continue to use an adoption agreement format, 
the application must also include a completed adoption agreement for each employer 
maintaining the plan. Regardless of whether an adoption agreement format continues to be 
used for such a plan, the rules of section 1.414(1)-1 of the regulations will apply in 
determining whether the plan is a single plan for which only one determination letter will be 
issued and which requires only one user fee . 

. 04 The complete application, including all Forms 5300 (and, if applicable, adoption 
agreements) for employers maintaining the plan as of the date of the application, must be filed 
as one package submission in the Key District Office where the association maintaining the 
plan, the trustees, or the plan administrators have their principle place of business. The 
application is to be directed to the attention of the Key District Office volume submitter 
coordinator . 

. 05 Multiple employer plan applicants who previously received Service approval for a plan 
as an M&P plan and who will continue to use an adoption agreement format are encouraged to 
request preliminary approval of the provisions of the plan, including the permitted adoption 
agreement elections, prior to making the submission described above. Preliminary approval 
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may be requested by submitting a copy of the plan and trust instrument, in~luding a .blank 
adoption agreement, and a copy of the latest opinion letter to the volume subm~tter COO~dl?ator 
for the Key District where the complete application will be filed, requestmg prehmmary 
approval pursuant to this procedure. The request should not include an application fo:m or user 
fee. The Key District will notify the applicant in writing if preliminary approval IS granted, 
and the complete application may then be filed. Adopting employers will not be entitled to rely 
on the preliminary approval as to the qualified status of the plan. If the applicant requests 
preliminary approval of the plan on or before November 14, 1990, the Service will treat the 
TRA '86 section 401(b) remedial amendment period for the plan as not expiring earlier than 
the date that is twelve months after the date of the Key District Office's preliminary approval. 

.06 The Service will mail a copy of the determination letter issued with respect to the plan 
to each employer maintaining the plan. 

.07 If other employers become participating employers under the plan after a favorable 
determination letter has been issued, the employers may not continue to rely on such favorable 
determination letter. However, an applicant may request a determination that the addition of 
new participating employers to the plan does not adversely affect the plan's qualified status by 
filing a completed Form 5300 for the plan in the name of the controlling member on the Form 
5300 filed pursuant to section 9.02 above, and a supplemental Form 5300 (and, if applicable, 
adoption agreement) for each new participating employer. The Service will send copies of such 
a determination only to the applicant and the new participating employers. 

.01 This section contains procedures for requesting determination letters on the effect of a 
minor plan amendment. 

.02 Form 6406, Short Form Application for Determination for Amendment of Employee 
Benefit Plan, must be filed to request a determination letter on a minor plan amendment, 
unless the applicant is an adopter of an M&P, regional prototype, or volume submitter plan. 
An adopter of an M&P, regional prototype, or volume submitter plan who is filing for a 
determination letter on the effect of a minor plan amendment, must use a Form 5307 and 
should print "MINOR PLAN AMENDMENT" on the top of the form. 

.03 All applications must be accompanied by a copy of the new amendments, a statement as 
to how the amendments affect or change the plan or any other plan maintained by the 
employer, and a copy of the latest determination letter. A copy of the plan or trust instrument 
should not be filed with the Form 6406 or Form 5307. Applications for a plan that is the 
subject of a favorable determination letter that takes into account all TRA issues must 
generally comply with the instructions of section 5 of Rev. Proc. 93-39, with the exception of 
sections 5.03 through 5.07, provided the plan amendment is otherwise eligible to be submitted 
under this section 10. 

.04 Since determination letters issued on minor amendments express an opinion only as to 
whether the amendments, in and of themselves, affect the qualification of employee plans 
under section 401 or 403(a) of the Code, the minor amendment procedures cannot be used for 
complex amendments that may affect other portions of the plan so as to cause plan 
disqualification. Thus, the minor amendment procedures may not be used for an amendment to 
add a 401(k) or an ESOP provision to a plan, or to restate a plan. In addition, the minor 
amendment procedures may not be used to obtain a determination letter on plan amendments 
involving plan mergers or consolidations, transfers of assets or liabilities, or plan terminations 
(including partial terminations). A determination letter on a complex amendment or on the 
entire plan may only be obtained by submitting an application on the appropriate 5300 series 
form in accordance with Rev. Proc. 93-39. 

.05 The Key District Office has discretion to determine whether a plan amendment may be 
submitted as a minor plan amendment. The Key District Office may request additional 
information, including the filing of a Form 5300 series application and the information 
required by section 5 of Rev. Proc. 93-39, if it determines that the application and the 
attachments filed under the minor amendment procedures do not contain sufficient information, 
or that the Form 6406 or Form 5307 is inappropriate. 
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.01 This section contains procedures for requesting determination letters involving plan 
termination or discontinuance of contributions. This section also contains procedures regarding 
required notice of merger, consolidation, or transfer of assets or liabilities. 

.02 Required Forms 

(1) A Form 5310, Application for Determination Upon Termination, is filed by plans other 
than multiemployer plans covered by the insurance program of the Pension Benefit Guaranty 
Corporation (PBGC). 

(2) Form 5303 is filed in the case of a multiemployer plan covered by PBGC insurance. 

(3) A Form 6088, Distributable Benefits from Employee Pension Benefit Plans, is also 
required of every sponsor or plan administrator of a defined contribution or defined benefit 
plan who files only an application for a determination letter regarding plan termination. For 
collectively bargained plans, a Form 6088 is required only if the plan benefits employees who 
are not collectively bargained employees within the meaning of section 1.41O(b)-6(d) of the 
regulations. A separate Form 6088 is required for each employer employing such employees. 

(4) Form 531O-A Notice of Merger Consolidation or Transfer of Assets or Liabilities, 
generally must be filed not later than 30 days before merger, consolidation or transfer of assets 
and liabilities. The filing of Form 531O-A will not result in the issuance of a determination 
letter. 

.03 In the case of plans subject to Title IV of ERISA, a favorable determination letter issued 
in connection with a plan's termination is conditioned on approval that the termination is a 
valid termination under Title IV of ERISA. Notification by PBGC that a plan may not be 
terminated will be treated as a material change of fact. 

.04 A plan that terminates after the effective date of a change in law, but prior to the date 
that amendments are otherwise required, must be amended to comply with the applicable 
provisions of law from the date on which such provisions become effective with respect to the 
plan. Because such a terminated plan would no longer be in existence by the required 
amendment date and therefore could not be amended on that date, such plan must be amended 
in connection with the plan termination to comply with those provisions of law that become 
effective with respect to the plan on or before the date of plan termination (such amendments 
include any amendments made after the date of plan termination that were required in order to 
obtain a favorable determination letter). In addition, annuity contracts distributed from such 
terminated plans also must meet all the applicable provisions of any change in law. However, 
see Notice 88-131, 1988-2 C.B. 546, Rev. Proc. 89-65, 1989-2 C.B. 86, Notice 89-92, 1989-
2 C.B. 410, Notice 90-73, 1990-2 C.B. 353, Notice 91-38, 1991-2 C.B. 636, and Notice 92-
36, 1992-2 C.B. 634. 

.01 This section contains procedures for requesting determination letters involving foreign 
situs trusts and foreign employers . 

. 02 A domestic employer adopting a foreign situs trust may request a determination letter 
regarding the qualification of its plan under section 401(a) of the Code by filing Form 5300, 
Form 5303 or Form 5307, whichever is appropriate . 

. 03 Such a request should be addressed to the District Director for the Key District ~ffice 
in which the employer's principal place of business is located. If there is a plan administrator, 
this material should be filed where the plan administrator is located. 
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.04 In the case of a foreign employer and U.S. possessions, the request should be addressed 
to the: 

Internal Revenue Service 
EP/EO Division 
P.O. Box 17288 
Baltimore, MD. 21203 

.01 This section provides special procedures for requesting a determination letter on the 
qualified status of a group trust under Rev. Rul. 81-100 . 

. 02 A request for a determination letter on the status of a group trust as described in Rev. 
Rul. 81-100 is made by submitting a written request demonstrating how the group trust 
satisfies the five criteria listed in Rev. Rul. 81-100, together with the trust instrument and 
related documents. 

.01 This section provides procedures for determination letter requests on affiliated service 
group status under section 4l4(m) of the Code, and the effect of leased employees on a plan's 
qualified status . 

. 02 An employer that is subject to section 4l4(m) or (n) of the Code may request a 
determination letter under the following circumstances: (1) with respect to the initial 
qualification of its plan, (2) on a plan amendment, and (3) in certain circumstances, even 
though the plan has not been amended (for example, where there has been a change in 
membership in the affiliated service group or where the employer did not previously have 
reliance) . 

. 03 Generally, a determination letter will cover section 4l4(m) or 4l4(n) of the Code only if 
the employer requests such determination, and submits with the determination letter application 
the information specified in section 14.09 below. 

.04 Form 5300 is submitted for a request on affiliated service group status or leased 
employee status. Form 5307 cannot be used for this purpose. 

.05 An employer is responsible for determining at any particular time whether it is a 
member of an affiliated service group and, if so, whether its planes) continues to meet the 
requirements of section 40l(a) of the Code after the effective date of section 4l4(m), including 
section 4l4(m)(5). An employer or plan administrator is also responsible for taking action 
relative to the employer's qualified plan if that employer becomes, or ceases to be, a member 
of an affiliated service group. An employer that is the recipient of services of leased 
employees within the meaning of section 4l4(n) of the Code is also responsible for 
determining at any particular time whether a leased employee is deemed to be an employee of 
the recipient for qualified plan purposes. 

.06 Failure to properly indicate that there is or may be an affiliated service group and to 
provide the information specified in section 14.09 of this revenue procedure, or failure to 
properly indicate that an employer is utlizing the services of leased employees and to provide 
the information specified in section 14.09( 11), is an omission of a material fact. The failure of 
the adopting employer to follow the procedures in this section will result in the employer 
being unable to rely on any favorable determination letter concerning the effect of section 
4l4(m) or 414(n) of the Code on the qualified status of the plan. 

.07 If the Service considers whether the plan of an employer satisfies the requirements of 
section 4l4(m) or 4l4(n) of the Code, the determination letter issued to the employer will state 
that questions arising under section 4l4(m) or 414(n) have been considered, and that the plan 
satisfies qualification requirements relating to that section. Absent such a statement pertaining 
to section 414(m) or 414(n), a determination letter does not apply to any qualification issue 
arising by reason of such provisions. 



M&P plans; regional 
prototype plans 

Required information 

.08 An employer that has adopted an M&P plan or a regional prototype plan (including a 
standardized form plan within the meaning of section 3.08 of Rev. Proc. 89-9 or a 
standardized regional prototype plan within the meaning of section 4.11 of Rev. Proc. 89-13) 
and wants a determination as to the effect of section 414(m) or 414(n) of the Code on the 
qualified status of its plan must attach the information required by section 14.09 of this 
revenue procedure to Form 5300 and submit the information, Form 5300, and any other 
materials necessary to make a determination to the appropriate Key District Office. 

.09 Required information. A determination letter issued with respect to a plan's qualification 
under section 401(a), 403(a), or 4975(e)(7) of the Code will be a determination as to the effect 
of section 414(m) upon the plan's qualified status only if the application includes: 

(1) A description of the nature of the business of the employer, specifically whether it is a 
service organization or an organization whose principal business is the performance of 
management functions for another organization, including the reasons therefor; 

(2) The identification of other members (or possible members) of the affiliated service 
group; 

(3) A description of the business of each member (or possible member) of the affiliated 
service group, describing the type of organization (corporation, partnership, etc.) and indicating 
whether the member is a service organization or an organization whose principal business is 
the performance of management functions for the other group member(s); 

(4) The ownership interests between the employer and the members (or possible members) 
of the affiliated service group (including ownership interests as described in section 
414(m)(2)(B)(ii) or 414(m)(6)(B) of the Code); 

(5) A description of services performed for the employer by the members (or possible 
members) of the affiliated service group, or vice versa (including the percentage of each 
member's (or possible member's) gross receipts and service receipts provided by such services, 
if available, and data as to whether such services are a significant portion of the member's 
business) and whether, as of December 13, 1980, it was not unusual for the services to be 
performed by employees of organizations in that service field in the United States; 

(6) A description of how the employer and the members (or possible members) of the 
affiliated service group associate in performing services for other parties; 

(7) In the case of a management organization under section 414(m)(5) of the Code: 

(a) a description of the management functions, if any, performed by the employer for the 
member(s) (or possible member(s» of the affiliated service group, or received by the employer 
from any other members (or possible members) of the group (including data explaining 
whether the management functions are performed on a regular and continuous basis) and 
whether or not it is unusual for such management functions to be performed by employees of 
organizations in the employer's business field in the United States; 

(b) if management functions are performed by the employer for the member (or possible 
members) of the affiliated service group, a description of what part of the employer's business 
constitutes the performance of management functions for the member (or possible member) of 
the group (including the percentage of gross receipts derived from management activities as 
compared to the gross receipts from other activities); 

(8) A brief description of any other planes) maintained by the members (or possible 
members) of the affiliated service group, if such other plan(s) is designated as a unit for 
qualification purposes with the plan for which a determination letter has been requested; 

(9) A description of how the plan(s) satisfies the coverage requirements of section 410(b) of 
the Code if the members (or possible members) of the affiliated service group are considered 
part of an affiliated service group with the employer; 

(10) A copy of any ruling issued by the National Office on whether the employer is an 
affiliated service group; a copy of any prior determination letter that considered the effect of 
section 414(m) of the Code on the qualified status of the employer's plan; and, if known, a 
copy of any such ruling or determination letter issued. to any other member (or possible 
member) of the same affiliated service group, accompamed by a statement as to whether the 
facts upon which the ruling or determination letter was based have changed. 
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(11) Unless the plan provides that all leased employees within the meaning of section 
414(n)(2) of the Code are treated as common law employees for all purposes under the plan, a 
determination letter issued with respect to the plan's qualification under section 401(a) or 
403(a) of the Code will be a determination as to the effect of section 414(n) upon the plan's 
qualified status only if the application includes: 

(a) A description of the nature of the business of the recipient organization; 

(b) A copy of the relevant leasing agreement(s); 

(c) A description of the function of all leased employees within the trade or business of the 
recipient organization (including data as to whether all leased employees are performing 
services on a substantially full-time basis) and whether it is not unusual for the services to be 
performed by employees of organizations in the recipient organization's business field in the 
United States; and 

(d) If the recipient organization is relying on any qualified plan(s) maintained by the 
employee leasing organization for purposes of qualification of the recipient organization's 
plan, a description of such plan(s) (including a description of the contributions or benefits 
provided for all leased employees which are attributable to services performed for the recipient 
organization, plan eligibility, and vesting). 

.01 This section provides procedures for defined contribution plans to request a waiver of 
the minimum funding standard account and to request a determination letter on any plan 
amendment required for the waiver. 

.02 The procedures of Rev. Proc. 83-41, 1983-2, C.B. 775, as modified by Rev. Proc. 88-5, 
1988-1 C.B. 587, and Rev. Proc. 88-29, 1988-1 C.B. 828, apply to the request for a waiver of 
the minimum funding requirement. 

.03 Under this section, both the request for a waiver ruling and the request for a 
determination letter on the effect of any amendment necessary to satisfy section 3 of Rev. Rul. 
78-223, 1978-1 C.B. 125, must be submitted by the taxpayer to the National Office where it 
will be treated as a mandatory request for technical advice. The request that is submitted to the 
National Office must include the following: 

(1) All the procedural requirements described in section 3.03 of Rev. Proc. 83-41 (as 
modified by Rev. Procs. 88-5 and 88-29) must be satisfied; 

(2) The submission must include a completed Form 5300 and all necessary documents, plan 
amendments, and information required by the Form 5300 and by this revenue procedure for 
approval of the plan amendments; 

(3) The request must indicate which Key District Office has audit jurisdiction over the 
return; and 

(4) The request and the applicable user fee (required by Rev. Proc. 94-8) for both the 
waiver request and the determination letter request should be sent to: 

Internal Revenue Service 
Assistant Commissioner (Employee Plans and Exempt Organizations) 
Attention: CP:E:EP:R 
P.O. Box 14073 
Ben Franklin Station 
Washington, D.C. 20044 

Additional information sent after the initial request should be sent to: 

Chief, Actuarial Branch 
CP:E:EP:A 
Internal Revenue Service 
1111 Constitution Ave., N.W. 
Washington, D.C. 20224 

.04 The waiver request will be handled by the National Office as follows: 

(1) The waiver request and supporting documents will be forwarded to the Actuarial 
Branch, which will treat the request as a technical advice on the qualification issue with 
respect to the plan provisions necessary to satisfy section 3 of Rev. Rul. 78-223. 



Interested party notice 
and comment 

When waiver request 
should be submitted 

SEC. 16. SECTION 420 
DETERMINATION 
LETTERS 

Scope 

Required Information 

(2) The appropriate Key District Office will be notified of the request. All materials relating 
to the determination letter request will be sent by the National Office to the Key District 
Director for consideration while the technical advice request is completed in order not to delay 
the processing of the request. 

(3) The National Office will consider both the application for a funding waiver and the 
proposed plan amendment. If a waiver is to be granted and if the National Office believes that 
qualification of the plan is not adversely affected by the plan amendment, the mandatory 
technical advice memorandum will be issued to the Key District Director. The Key District 
Director must decide within 10 working days from the date of the technical advice 
memorandum either to furnish the applicant with the technical advice memorandum and with a 
favorable advance determination letter, or to ask for reconsideration of the technical advice 
memorandum. This request must be in writing. An initial written notice of an intent to make 
this request may be submitted within 10 working days of the date of the technical advice 
memorandum and followed by a written request within 30 working days from the date of such 
written notice. If the Key District Director does not ask for reconsideration of the technical 
advice memorandum within 10 working days, the Actuarial Branch will issue the waiver 
ruling. This ruling will not contain the caveat described in section 3.02 of Rev. Proc. 83-41. 

.05 The notice and comment requirements for interested parties provided in sections 18, 19, 
and 20 of this revenue procedure must be satisfied. Comments are to be forwarded to the Key 
District Office that is considering the determination letter request for the plan amendments. 
With respect to the waiver request the notice requirements applicable to waiver requests found 
in Rev. Proc. 83-41 (as modified by Rev. Procs. 88-5 and 88-29) must be satisfied. 

.06 In the case of a plan other than a multiemployer plan, no waiver may be granted under 
section 412(d) of the Code with respect to any plan for any plan year unless an application 
therefor is submitted to the Service not later than the 15th day of the third month beginning 
after the close of such plan year. The Service may not extend this deadline. A request for a 
waiver with respect to a multi employer plan generally must be submitted no later than the 
close of the plan year following the plan year for which the waiver is requested. 

In seeking a waiver with respect to a plan year which has not yet ended, the applicant may 
have difficulty in furnishing sufficient current evidence in support of the request. For this 
reason it is generally advisable that such advance request be submitted no earlier than 180 
days prior to the end of the plan year for which the waiver is requested. 

.01 This section provides procedures for requesting determination letters on plan language 
that permits, pursuant to section 420 of the Code, the transfer of assets in a defined benefit 
plan to a health benefit account described in section 401(h) . 

. 02 The Key DistrictDirector will consider the qualified status of plan language designed to 
comply with section 420 of the Code only if the plan sponsor requests such consideration in a 
cover letter attached to the application form. The cover letter must specifically state (i) 
whether consideration is being requested only with regard to section 420, or (ii) whether 
consideration is being requested with regard to section 420 in addition to other matters under 
section 401(a). The cover letter must specifically state the location of a plan provision that 
satisfies each of the following requirements. The checklist in the Appendix of this revenue 
procedure may be used to identify the location of relevant plan provisions. 

(1) The plan must include a health benefits account as described in section 401(h). 

(2) The plan must provide that transfers shall be limited to transfers of "excess assets" as 
defined in section 420(e)(2). 

(3) The plan must provide that only one transfer may be made in a taxable year. However, 
for purposes of determining whether the r~le in the pr~ce.di~g sentence is met, a plan may 
provide that a transfer will not be taken mto account If It IS a transfer that: 

(a) is made after the close of the taxable year preceding the employer's first taxable year 
beginning after December 31, 1990, and before the earlier ~f (i) the due .. date (including 
extensions) for the filing of the return of tax for such precedmg year, or (n) the date such 
return is filed; and 
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(b) does not exceed the expenditures of the employer for qualified current retiree health 
liabilities for such preceding taxable year. 

(4) The plan must provide that the amount transferred shall not exceed the amount which is 
reasonably estimated to be the amount the employer will payout (whether directly or through 
reimbursement) of the health benefit account during the taxable year of the transfer for 
"qualified current retiree health liabilities", as defined in section 420(e)(1). 

(5) The plan must provide that no transfer will be made in any taxable year beginning after 
December 31, 1995. 

(6) The plan must provide that any assets transferred, and any income allocable to such 
assets, shall be used only to pay qualified current retiree health liabilities for the taxable year 
of transfer. 

(7) The plan must provide that any amounts transferred to a health benefits account (and 
income attributable to such amounts) which are not used to pay qualified current retiree health 
liabilities shall be transferred back to the defined benefit portion of the plan. 

(8) The plan must provide that the amounts paid out of a health benefits account will be 
treated as paid first out of transferred assets and income attributable to those assets. 

(9) The plan must provide that the accrued pension benefits for participants and 
beneficiaries must become nonforfeitable as if the plan had terminated immediately prior to the 
transfer (or in the case of a participant who separated during the I-year period ending on the 
date of transfer immediately before such separation). In the case of a transfer described in 
section 420(b)(4) that relates to a prior year, the plan must provide that the accrued benefit of 
a participant who separated from service during the taxable year to which such transfer relates 
will be recomputed and treated as nonforfeitable immediately before such separation. 

(10) The plan must provide that a transfer will be permitted only if each group health plan 
or arrangement under which health benefits are provided, provides that the "applicable 
employer cost" for each taxable year during the "cost maintenance period" shall not be less 
than the higher of the applicable employer costs for each of the two taxable years immediately 
preceding the taxable year of the qualified transfer. The plan must define "applicable 
employee cost" and "cost maintenance period" consistent with section 420(c)(3)(B) and (D). 
The plan may provide that costs may be determined separately with respect to individuals 
eligible for benefits under Title XVIII of the Social Security Act at any time during the taxable 
year and with respect to individuals not so eligible. 

(11) The plan must provide that transferred assets cannot be used for key employees (as 
defined in section 416(i)( 1)). 

PART II. INTERESTED PARTY NOTICE AND COMMENT 

.01 Persons who qualify as interested parties under section 1.7476-1(b) of the regulations, 
have the following rights: 

(1) To receive notice, in accordance with section 18 below, that an application for an 
advance determination will be filed regarding the qualification of plans described in sections 
401, 403(a), 409 and/or 4975(e)(7) of the Code, or, with respect to plans described in section 
7.05 above, to receive notice, in accordance with section 19 below, of the adoption or 
amendment of such plans; 

(2) To submit written comments with respect to the qualification of such plans to the 
Service; 

(3) To request the Department of Labor to submit a comment to the Service on behalf of the 
interested parties; and 

(4) To submit written comments to the Service on matters with respect to which the 
Department of Labor was requested to comment but declined. 
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.02 Comments submitted by interested parties must be received by the Key District Director 
by the 45th day after the day on which the application for determination is received by the 
Key District Director. (However, see sections 17.03 and 17.04 for filing deadlines where the 
Department of Labor has been requested to comment). Such comments must be in writing, 
signed by the interested parties or by an authorized representative of such parties (as provided 
in section 9.01(7) of Rev. Proc. 94-4), addressed to the Key District Director to whom the 
application for determination was submitted, and contain the following information: 

(1) The names of the interested parties making the comments; 

(2) The name and taxpayer identification number of the applicant for a determination; 

(3) The name of the plan, the plan identification number, and the name of the plan 
administrator; 

(4) Whether the parties submitting the comment are: 

(a) Employees eligible to participate under the plan, 

(b) Employees with accrued benefits under the plan, or former employees with vested 
benefits under the plan, 

(c) Beneficiaries of deceased former employees who are eligible to receive or are currently 
receiving benefits under the plan, 

(d) Employees not eligible to participate under the plan. 

(5) The specific matters raised by the interested parties on the question of whether the plan 
meets the requirements for qualification involving sections 401 and 403(a) of the Code, and 
how such matters relate to the interests of the parties making the comment; and 

(6) The address of the interested party submitting the comment (or if a comment is 
submitted jointly by more than one party, the name and address of a designated representative) 
to which all correspondence, including a notice of the Service's final determination with 
respect to qualification, should be sent. (The address designated for notice by the Service will 
also be used by the Department of Labor in communicating with the parties submitting a 
request for comment.) The designated representative may be one of the interested parties 
submitting the comment or an authorized representative. If two or more interested parties 
submit a single comment and one person is not designated in the comment as the representa
tive for receipt of correspondence, a notice of determination mailed to any interested party 
who submitted the comment shall be notice to all the interested parties who submitted the 
comment for purposes of section 7476(b)(5) of the Code . 

. 03 A request to the Department of Labor to submit to the Key District Director a comment 
pursuant to section 300l(b)(2) of ERISA must be made in accordance with the following 
procedures. 

(1) The request must be received by the Department of Labor by the 25th day after the day 
the application for determination is received by the Key District Director. However, if the 
parties requesting the Department to submit a comment wish to preserve the right to comment 
to the Key District Director in the event the Department declines to comment, the request must 
be received by the Department by the 15th day after the day the application for determination 
is received by the Key District Director. 

(2) The request to the Department of Labor to submit a comment to the Key District 
Director must: 

(a) Be in writing; 

(b) Be signed as provided in section 17.02 above; 

(c) Contain the names of the interested parties requesting the Department to comment and 
the address of the interested party or designated representative to whom all correspondence 
with respect to the request should be sent. See also section 17 .02( 6) above; 

(d) Contain the information prescribed in section 17.02(2), (3), (4), (5) and (6) above; 

(e) Contain the address of the Key District Director to whom the application was or will be 
submitted; 

(f) Contain a statement of the specific matters upon which the Department's comment is 
sought, as well as how such matters relate to the interested parties making the request; and 

1994-1 C.B. 529 



Right to comment 
if DOL declines 
to comment 

Confidentiality of 
comments 

Availability of 
comments 

When comments are 
deemed made 

SEC. 18. WHAT ARE THE 
GENERAL RULES FOR 
NOTICE TO INTERESTED 
PARTIES? 

Notice to interested 
parties 

Time when notice 
must be given 

530 1994-1 C.B. 

(g) Be addressed as follows: 

Deputy Assistant Secretary 
Pension and Welfare Benefits Administration 
U.S. Department of Labor, 
200 Constitution Avenue, N.W., 
Washington, D.C. 20210 
Attention: 3001 Comment Request 

.04 If a request described in 17.03 is made and the Department of Labor notifies the 
interested parties making the request that it declines to comment on a matter concerning 
qualification of the plan which was raised in the request, the parties submitting the request 
may still submit a comment to the Key District Director on such matter. The comment must be 
received by the later of the 45th day after the day the application for determination is received 
by the Key District Director or the 15th day after the day on which notification is given by the 
Department that it declines to submit a comment on such matter. (See section 17.07 for the 
date of notification.) In no event may the comment be received later than the 60th day after 
the day the application for determination was received. Such a comment must comply with the 
requirements of section 17.02 and include a statement that the comment is being submitted on 
matters raised in a request to the Department upon which the Department declined to 
comment. 

.05 For rules regarding the confidentiality of contents of written comments submitted by 
interested parties to the Service pursuant to section 17.02 or 17.04, see section 601.201 (0)(5) 
of the Statement of Procedural Rules . 

. 06 For rules regarding the availability to the applicant of copies of all comments on the 
application submitted pursuant to section 17.01(1), (2), (3) and (4) of this revenue procedure, 
see section 601.201(0)(5) of the Statement of Procedural Rules . 

. 07 An application for an advance determination, a comment to the Key District Director, or 
a request to the Department of Labor shall be deemed made when it is received by the Key 
District Director, or the Department. Notification by the Department that it declines to 
comment shall be deemed given when it is received by the interested party or designated 
representative. The notice described in section 18.01 below shall be deemed given when it is 
given in person, posted as prescribed in the regulations under section 7476 of the Code, or 
received through the mail. In any case where such an application, comment, request, 
notification, or notice is sent by mail, it shall be deemed received as of the date of the 
postmark (or if sent by certified or registered mail, the date of certification or registration), if 
it is deposited in the mail in the United States in an envelope or other appropriate wrapper, 
first class postage prepaid, properly addressed. However, if such an application, comment, 
request, notification, or notice is not received within a reasonable period from the date of 
postmark, the immediately preceding sentence shall not apply. 

.01 Notice that an application for an advance determination regarding the qualification of a 
plan described in sections 401, 403(a), 409 and 4975(e)(7) of the Code is to be made must be 
given to all interested parties in the manner set forth in section 1.7476-2(c) of the regulations 
and in accordance with the requirements of this section. 

.02 When the notice referred to in section 18.01 is given by posting or in person, such 
notice must be given not less than 7 days nor more than 21 days prior to the day the 
application for a determination is made. When the notice is given by mailing, it should be 
given not less than 10 days nor more than 24 days prior to the day the application for a 
determination is made. If, however, an application is returned to the applicant for failure to 
adequately satisfy the notification requirements with respect to a particular group or class of 
interested parties, the applicant need not cause notice to be given to those groups or classes of 
interested parties with respect to which the notice requirement was already satisfied merely 
because, as a result of the resubmission of the application, the time limitations of this 
subsection would not be met. 
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.03 The notice referred to in section 18.01 shall be in writing and shall contain the 
following information: 

(I) A brief description identifying the class or classes of interested parties to whom the 
notice is addressed (e.g., all present employees of the employer, all present employees eligible 
to participate); 

(2) The name of the plan, the plan identification number, and the name of the plan 
administrator; 

(3) The name and taxpayer identification number of the applicant for a determination; 

(4) That an application for a determination as to the qualified status of the plan is to be 
made to the Service, stating whether the application relates to an initial qualification, a plan 
amendment, termination, or a partial termination and the address of the Key District Director 
to whom the application will be submitted; 

(5) A description of the class of employees eligible to participate under the plan; 

(6) Whether or not the Service has issued a previous determination as to the qualified status 
of the plan; 

(7) A statement that any person to whom the notice is addressed is entitled to submit, or 
request the Department of Labor to submit, to the Key District Director described in section 
18.03(4), a comment on the question of whether the plan meets the requirements of sections 
401, or 403(a) of the Code; that two or more such persons may join in a single comment or 
request; and that if such persons request the Department of Labor to submit a comment and the 
Department of Labor declines to do so with respect to one or more matters raised in the 
request, the persons may still submit a comment to the Key District Director with respect to 
the matters on which the Department declines to comment. The PBGC may also submit 
comments. In every instance where there is either a final adverse termination or a distress 
termination, the Service formally notifies the PBGC for comments; 

(8) The specific dates by which a comment to the Key District Director or a request to the 
Department of Labor must be received in order to preserve the right of comment (see section 
17 above); 

(9) The number of interested parties needed in order for the Department of Labor to 
comment; and 

(10) Except to the extent that the additional informational material required to be made 
available by sections 18.05 through 18.09 are included in the notice, a description of a 
reasonable procedure whereby such additional informational material will be available to 
interested parties (see section 18.04). (Examples of notices setting forth the above information, 
in a case in which the additional information required by sections 18.05 through 18.09 will be 
made available at places accessible to the interested parties, are set forth in Exhibits • '1" and 
"II" attached to this Revenue Procedure.) 

.04 The procedure referred to in section 18.03(10), whereby the additional informational 
material required by sections 18.05 through 18.09 will (to the extent not included in the notice) 
be made available to interested parties, may consist of making such material available for 
inspection and copying by interested parties at a place or places reasonably accessible to such 
parties, or supplying such material in person or by mail, or by a combination of the foregoing, 
provided such procedure is immediately available to all interested parties, is designed to supply 
them with such additional informational material in time for them to pursue their rights within 
the time period prescribed, and is available until the earlier of: 1) the filing of a pleading 
commencing a declaratory judgment action under section 7476 of the Code with respect to the 
qualification of the plan; or 2) the 92nd day after the day the notice of final determination is 
mailed to the applicant. Reasonable charges to interested parties for copying and/or mailing 
such additional informational material are permissible . 

. 05 Unless provided in the notice, or unless section 18.06 applies, there shall be made 
available to interested parties under a procedure described in section 18.04: 

(1) An updated copy of the plan and the related trust agreement (if any); and 

(2) The application for determination. 
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.06 If there would be less than 26 participants in the plan, as described in the application 
(including, as participants, former employees with vested benefits under the plan, beneficiaries 
of deceased former employees currently receiving benefits under the plan, and employees who 
would be eligible to participate upon making mandatory employee contributions, if any), then 
in lieu of making the materials described in section 18.05 available to interested parties who 
are not participants (as described above), there may be made available to such interested 
parties a document containing the following information: 

(1) A description of the plan's requirements respecting eligibility for participation and 
benefits and the plan's benefit formula; 

(2) A description of the provisions providing for nonforfeitable benefits; 

(3) A description of the circumstances which may result in ineligibility, or denial or loss of 
benefits; 

(4) A description of the source of financing of the plan and the identity of any organization 
through which benefits are provided; 

(5) A description of any optional forms of benefits described in section 411(d)(6) of the 
Code which have been reduced or eliminated by plan amendment; and 

(6) Whether the applicant is claiming in the application that the plan meets the requirements 
of section 410(b)(1)(A) of the Code, and, if not, the coverage schedule required by the 
application in the case of plans not meeting the requirements of such section. However, once 
an interested party or designated representative receives a notice of final determination, the 
applicant must, upon request, make available to such interested party (whether or not the plan 
has less than 26 participants) an updated copy of the plan and related trust agreement (if any) 
and the application for determination. 

.07 Information of the type described in section 6104(a)(l)(0) of the Code should not be 
included in the application, plan, or related trust agreement submitted to the Service. 
Accordingly, such information should not be included in any of the material required by 
section 18.05 or 18.06 to be available to interested parties. 

.08 Unless provided in the notice, there shall be made available to interested parties under a 
procedure described in section 19.04, any additional document dealing with the application 
which is submitted by or for the applicant to the Service, or furnished by the Service to the 
applicant; provided, however, if there would be less than 26 participants in the plan as 
described in the application (including, as participants, former employees with vested benefits 
under the plan, beneficiaries of deceased former employees currently receiving benefits under 
the plan, and employees who would be eligible to participate upon making mandatory 
employee contributions, if any), such additional documents need not be made available to 
interested parties who are not participants (as described above) until they, or their designated 
representative, receive a notice of final determination. The applicant may also withhold from 
such inspection and copying information described in section 6104(a)(1)(C) and (0) of the 
Code which may be contained in such additional documents. 

.09 Unless provided in the notice, there shall be made available to all interested parties 
under a procedure described in section 18.04 the material described in sections 18.02 through 
18.07 above. 

.01 An employer who adopts or amends an M&P plan or regional prototype plan for which 
no determination will be issued (as described in section 7.05 above) must comply with the 
requirements for notification of interested parties described in section 18 above, except as 
otherwise provided by this section. 

.02 The reference in section 18.02 above to the day an application for determination is made 
should be read as a reference to the day that is 30 days after the day an M&P plan or regional 
prototype plan described in section 7.05 above is adopted or amended. Therefore, notice to 
interested parties must be given not earlier than 6 days, if by mail, (9 days, if by posting or in 
person) nor later than 20 days, if by mail, (23 days, if by posting or in person) after the day a 
M&P plan or regional prototype plan described in section 7.05 above is adopted or amended. 
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.03 The notice referred to in section 18.01 above must be in writing and contain the 
following information: 

(1) The name of the plan sponsor, if any; 

(2) The name and taxpayer identification number of the plan adopter; 

(3) The information described in sections 18.03(1), (2), (5), (6), (7), (9), and (10) above; 
and 

(4) The specific dates by which a comment to the Key District Director, or a request to the 
Department of Labor, must be received in order to preserve the right of comment. (See section 
17 above. References in section 17 above to the day an application for determination is made 
will be read as a reference to the date that is 30 days after the date a plan described in section 
7.05 above is adopted or amended.) 

.04 The procedure described in section 18.04 above, whereby additional informational 
material as described in sections 18.05 through 18.09 above will (to the extent not included in 
the notice) be made available to interested parties need only be made available until such time 
as the Service notifies the adopter of the plan pursuant to section 7.05(5) above that no 
determination letter need be requested, or, if the plan's adopter receives no notice from the 
Service, 120 days from the date the plan was adopted. 

.05 The reference to the application for determination in section 18.05(2) above is not 
applicable to plans described in section 7.05 above. 

.06 In determining the number of plan participants for purposes of section 18.06 above, the 
number of plan participants is to be determined as though an application for determination 
were to be made. The provisions of section 18.06(5) above are not applicable to plans 
described in section 7.05 above. 

.07 Information of the type described in section 6104(a)(1)(D) of the Code should not be 
included in the additional informational material made available pursuant to a procedure 
described in section 18.04 above . 

. 08 Unless provided in the notice, there shall be made available to interested parties under a 
procedure described in section 18.04 above any additional document dealing with the adoption 
of the plan described in section 7.05 above which is submitted by or for the plan's adopter to 
the Service, or furnished by the Service to the plan'S adopter; provided however, if there 
would be less than 26 participants in the plan (as determined by sections 18.06 above and 
19.06) such additional documents need not be made available to interested parties who are not 
participants (as described above) until the earlier of the date the Service notifies the plan's 
adopter, pursuant to section 7.05(5) above, that no determination letter request need be made, 
120 days from the date the plan was adopted, or, if the Service notifies the plan's adopter that 
a determination letter should be requested, the date a final determination is made. The plan's 
adopter may also withhold from such inspection and copying information described in section 
6104(a)(1)(C) and (D) of the Code which may be contained in such documents . 

. 09 Unless provided in the notice, there shall be made available to all interested parties 
under a procedure described in section 18.04 above the material described in sections 17.02, 
17.03 and 17.04 above, except that interested parties must be informed that any references in 
such sections to the date an application for determination is made should be read as references 
to the date that is 30 days from the date a plan described in section 5.05 above is adopted or 
amended. 

PART III. PROCESSING DETERMINATION LETTER REQUESTS 

.01 Oral advice. 

(1) The Service does not issue determination letters on oral requests. However, personnel in 
the Key District Offices ordinarily will discuss with taxpayers or their representatives inquiries 
regarding: substantive tax issues; whether the Service will issue a determination letter on 
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particular issues; and questions relating to procedural matters about submitting determination 
letter requests. Any discussion of substantive issues will be at the discretion of the Service on 
a time available basis, will not be binding on the Service, and cannot be relied upon as a basis 
of obtaining retroactive relief under the provisions of section 7805(b) of the Code. A taxpayer 
may seek oral technical assistance from a Taxpayer Service Representative in a district office 
or Service Center when preparing a return or report, under established procedures. Oral advice 
is advisory only, and the Service is not bound to recognize it in the examination of the 
taxpayer's return. 

(2) The advice or assistance furnished, whether requested by personal appearance, 
telephone, or correspondence, except as otherwise provided in section 19.02, will be limited to 
general procedures, or will direct the inquirer to source material, such as pertinent Code 
provisions, regulations, revenue procedures, and revenue rulings that may aid the inquirer in 
resolving the question or problem. 

.02 A Key District Director may grant a conference upon written request from a taxpayer or 
his representative, provided the request shows that a substantive plan, amendment, etc., has 
been developed for submission to the Service, but that special problems or issues are involved, 
and the Key District Director concludes that a conference would be warranted in the interest of 
facilitating review and determination when the plan, etc., is formally submitted. 

.03 Administrative Record 

(1) In the case of a request for a determination letter, the determination of the Key District 
Director or the Appeals office on the qualification or non-qualification of the retirement plan 
shall be based solely upon the facts contained in the administrative record. The administrative 
record shall consist of the following: 

(a) The request for determination, the retirement plan and any related trust instruments, and 
any written modifications or amendments made by the applicant during the proceedings within 
the Service; 

(b) All other documents submitted to the Service by, or on behalf of, the applicant with 
respect to the request for determination; 

(c) All written correspondence between the Service and the applicant with respect to the 
request for determination and any other documents issued to the applicant from the Service; 

(d) All written comments submitted to the Service pursuant to sections 17.01(1), (2), and (3) 
above, and all correspondence relating to comments submitted between the Service and persons 
(including the Pension Benefit Guaranty Corporation and the Department of Labor) submitting 
comments pursuant to sections 17.01(1), (2), and (3) above; 

(e) In any case in which the Service makes an investigation regarding the facts as 
represented or alleged by the applicant in the request for determination or in comments 
submitted pursuant to sections 17.01(1), (2), and (3) above, a copy of the official report of 
such investigation; 

(2) The administrative record shall be closed upon the earlier of the following events: 

(a) The date of mailing of a notice of final determination by the Service with respect to the 
application for determination; or 

(b) The filing of a petition with the United States Tax Court seeking a declaratory judgment 
with respect to the retirement plan. 

(3) Any oral representation or modification of the facts as represented or alleged in the 
application for determination or in a comment filed by an interested party, which is not 
reduced to writing shall not become a part of the administrative record and shall not be taken 
into account in the determination of the qualified status of the retirement plan by the Key 
District Director or the Appeals office. 

.04 In the case of final determination, the notice of final determination 

( 1) shall be the letter issued by the Key District Director or the Appeals office which states 
that the applicant's plan satisfies the qualification requirements of the Code. The favorable 
determination letter will be sent by certified or registered mail where either an interested party, 
the Department of Labor, or the Pension Benefit Guaranty Corporation has commented on the 
application for determination. 
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(2) shall be the letter issued, by certified or registered mail, by the Key District Director or 
the Appeals office subsequent to a letter of proposed determination, stating that the applicant's 
plan fails to satisfy the qualification requirements of the Code. 

.05 The Key District Director or the Appeals office will send the notice of final 
determination to the applicant, to the interested parties who have previously submitted 
comments on the application to the Service (or to the persons designated by them to receive 
such notice), to the Department of Labor in the case of a comment submitted by the 
Department, and to the Pension Benefit Guaranty Corporation if it has filed a comment. 

.06 Following are the 7 Key District Offices that issue determination letters and the areas 
covered by each: 

KEY DISTRICT 

Cincinnati 

Baltimore 

Chicago 

Brooklyn 

Atlanta 

Dallas 

Los Angeles 

IRS DISTRICTS COVERED 

Central Region 
Indiana, Kentucky, Michigan, Ohio, West Virginia 

Mid-Atlantic Region 
Delaware, District of Columbia, Maryland, New 
Jersey, Pennsylvania, Virginia and any u.S. 
Possession or foreign Country 

Midwest Region 
Illinois, Iowa, Minnesota, Missouri, Montana, 
Nebraska, North Dakota, South Dakota, Wisconsin 

North-Atlantic Region 
Connecticut, Maine, Massachusetts, New York, 
Rhode Island, Vermont 

Southeast Region 
Alabama, Arkansas, Florida, Georgia, Louisiana, 
Mississippi, North Carolina, South Carolina, 
Tennessee 

Southwest Region 
Arizona, Colorado, Kansas, Oklahoma, New 
Mexico, Texas, Utah, Wyoming 

Western Region 
Alaska, California, Hawaii, Idaho, Nevada, Oregon, 
Washington 

.01 For purpose of section 7476(b)(3) of the Code, a petitioner shall be deemed to have 
exhausted the administrative remedies available within the Service upon the completion of the 
steps described in sections 21.02, 21.03, 21.04, or 21.05 subject, however, to sections 21.06 
and 21.07. If applicants, interested parties, or the PBGC do not complete the applicable steps 
described below, they will not have exhausted their respective available administrative rem
edies as required by section 7476(b)(3) and will, thus, be precluded from seeking declaratory 
judgment under section 7476 except to the extent that section 21.05 or 21.08 applies . 

. 02 In the case of an applicant, with respect to any matter relating to the qualification of a 
plan, the steps referred to in section 21.0 I are: 

(1) Filing a completed application with the appropriate Key District Director pursuant to 
this revenue procedure; 

(2) Complying with the requirements pertaining to notice to interested parties as set forth in 
this revenue procedure and section 1.7476-2 of the regulations; and, 

(3) Appealing to the Appeals Office pursuant to paragraph 601.201(0)(6) of the Statement 
of Procedural Rules, in the event a notice of proposed adverse determination is issued by the 
Key District Director. 
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.03 Consideration of relief under section 7805(b) of the Code will be included as one of the 
applicant's steps in exhausting administrative remedies only if the applicant r~qu~s~s the Key 
District Director to seek technical advice from the National Office on the applIcabIlIty of such 
relief. The applicant's request must be made in writing according to the procedures for 
requesting technical advice (see section 16 of Rev. Proc. 94-5) . 

. 04 In the case of an interested party or the PBGC, the steps referred to in section 21.01 are, 
with respect to any matter relating to the qualification of the plan, submitting to the Key 
District Director a comment raising such matter in accordance with section 17.01 (1) above, or 
requesting the Department of Labor to submit to the Key District Director a comment with 
respect to such matter in accordance with section 17.01(2) and, if the Department of Labor 
declines to comment, submitting the comment in accordance with section 17.01(3) above, so 
that it may be considered by the Service through the administrative process . 

. 05 An applicant, an interested party, or the PBGC shall in no event be deemed to have 
exhausted administrative remedies prior to the earlier of: 

(1) The completion of those steps applicable to each as set forth in sections 21.01, 21.02, 
21.03, or 21.04, which constitute their administrative remedies; or, 

(2) The expiration of the 270 day period described in section 7476(b)(3) of the Code, which 
period shall be extended in a case where there has not been a completion of all the steps 
referred to in section 21.02 and the Service has proceeded with due diligence in processing the 
application for determination . 

. 06 The step described in section 21.02(3) will not be considered completed until the 
Service has had a reasonable time to act upon the appeal. 

.07 Where the applicant has requested the Key District Director to seek technical advice on 
the applicability of section 7805(b) relief, the applicant's administrative remedies will not be 
considered exhausted until the National Office has had a reasonable time to act upon the 
request for technical advice. 

.08 The step described in section 21.02(3) will not be available or necessary with respect to 
any issue on which technical advice has been obtained from the National Office. 

.01 A determination letter issued pursuant to this revenue procedure contains only the 
opinion of the Service as to the qualification of the particular plan involving the provisions of 
sections 401 and 403(a) of the Code and the status of a related trust, if any, under section 
501 (a). Such a determination letter is based on the facts presented to the Service in connection 
with the application for the determination letter and may not be relied upon after a change in 
material fact or the effective date of a change in law, except as provided. For example, a 
determination letter issued pursuant to this revenue procedure may not be relied upon after a 
significant change in plan coverage resulting from the operation of the plan. The Service may 
determine, based on the application form, the extent of review of the plan document. Failure to 
disclose a material fact or misrepresentation of a material fact may adversely affect the 
reliance which would otherwise be obtained through the issuance by the Service of a favorable 
determination letter. Similarly, failure to accurately provide any of the information called for 
on any form required by this revenue procedure may result in no reliance. 

.02 Determination letters issued on amendments to plans and trusts under this revenue 
procedure will merely express an opinion whether the amendment, in and of itself, affects the 
existing status of the plan's qualification and the exempt status of the related trust. In no event 
should such a determination letter be construed as an opinion on the qualification of the plan 
as a whole and the exempt status of the related trust as a whole. 

.03 Except as otherwise provided in this section, determination letters referred to in sections 
22.01 and 22.02 are governed, generally, by the provisions of sections 12 and 13 of Rev. Proc. 
94-4. 
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.04 The prior qualification of a plan as adopted by an employer will not be considered to be 
adversely affected by the publication of a revenue ruling, a revenue procedure, or an adminis
trative pronouncement within the meaning of section 1.6661-3(b)(2) of the regulations where: 

(1) The plan was the subject of a favorable determination letter and the request for that 
letter contained no misstatement or omission of material facts; 

(2) The facts subsequently developed are not materially different from the facts on which 
the determination letter was based; 

(3) There has been no change in the applicable law; and 

(4) The employer that established the plan acted in good faith in reliance on the 
determination letter. 

However, all such plans must be amended to comply with the published revenue ruling for 
subsequent years. The conforming amendment to an individually designed plan must be 
adopted before the end of the first plan year that begins after the revenue ruling, revenue 
procedure, or administrative pronouncement is published in the Internal Revenue Bulletin and 
must be effective, for all purposes, not later than the first day of the first plan year beginning 
after the revenue ruling is published. For the rule as to the conforming amendment to an M&P 
plan, see section 14 of Rev. Proc. 89-9 and Rev. Proc. 89-13, as modified by Rev. Proc. 90-
21, sections 8.03-8.08 of Rev. Proc. 91-66, and Rev. Proc. 92-41. 

.05 While a favorable determination letter may serve as a basis for determining deductions 
for employer contributions thereunder, it is not to be taken as an indication that contributions 
are necessarily deductible as made. This latter determination can be made only upon an 
examination of the employer's tax return, in accordance with the limitations, and subject to the 
conditions of, section 404 of the Code. 

.01 Rev. Proc. 93-6 is superseded. 

.02 Rev. Proc. 93-39 is modified so that references in that revenue procedure to Rev. Proc. 
93-6 should be read as references to the corresponding sections of this revenue procedure. 

This revenue procedure is effective January 3, 1994. 
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EXHIBITS I AND II: SAMPLE NOTICES TO INTERESTED PARTIES 

Exhibit I and Exhibit II, set forth below, may be used to satisfy the requirements of section 18 and section 19 of 
this revenue procedure. 

Exhibit I: Sample Notice to Interested Parties 

1. Notice To: __________ [describe class or classes of interested parties] 

An application is to be made to the Internal Revenue Service for an advance determination on the qualification 
of the following employee pension benefit plan: 

2. ______________________________________________________________________ __ 

(name of plan) 
3. ____________________________________________________________________ _ 

(plan number) 
4. __________________________________________________________________ _ 

(name and address of applicant) 
5. ________________________________________________________________ _ 

(applicant EIN) 

6. ______________________________________________________________________ _ 

(name and address of plan administrator) 

7. The application will be filed on with the Key District Director, Internal Revenue Service at 
__________ for an advance determination as to whether the plan meets the qualification requirements of 
section 401 or 403(a) of the Internal Revenue Code of 1986, with respect to the plan's [initial 
qualification, amendment, termination, or partial termination]. 

8. The employees eligible to participate under the plan are: 

9. The Internal Revenue Service _______ [has/has not] previously issued a determination letter with respect to the 
qualification of this plan. 

RIGHTS OF INTERESTED PARTIES 

10. You have the right to submit to the Key District Director, at the above address, either individually or jointly with other 
interested parties, your comments as to whether this plan meets the qualification requirements of the Internal Revenue 
Code. 

You may instead, individually or jointly with other interested parties, request the Department of Labor to submit, on 
your behalf, comments to the Key District Director regarding qualification of the plan. If the Department declines to 
comment on all or some of the matters you raise, you may, individually, or jointly if your request was made to the 
Department jointly, submit your comments on these matters directly to the Key District Director. 

REQUESTS FOR COMMENTS BY THE DEPARTMENT OF LABOR 

11. The Department of Labor may not comment on behalf of interested parties unless requested to do so by the lessor of 10 
employees or 10 percent of the employees who qualify as interested parties. The number of persons needed for the 
Department to comment with respect to this plan is . If you request the Department to comment, your 
request must be in writing and must specify the matters upon which comments are requested, and must also include: 

(1) the information contained in items 2 through 5 of this Notice; and 

(2) the number of persons needed for the Department to comment. 

A request to the Department to comment should be addressed as follows: 

Deputy Assistant Secretary 
Pension and Welfare Benefits Administration 
A TIN: 3001 Comment Request 
U.S. Department of Labor, 
200 Constitution Avenue, N.W. 
Washington, D.C. 20210 
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12. Comments submitted by you to the Key District Director must be in wntmg and received by him by 
----------. However, if there are matters that you request the Department of Labor to comment upon on 
your behalf, and the Department declines, you may submit comments on these matters to the Key District Director to be 
received by him within 15 days from the time the Department notifies you that it will not comment on a particular 
matter, or by , whichever is later, but not after . A request to the 
Department to comment on your behalf must be received by it by if you wish to preserve your 
right to comment on a matter upon which the Department declines to comment, or by if you 
wish to waive that right. 

ADDITIONAL INFORM A TION 

13. Detailed instructions regarding the requirements for notification of interested parties may be found in sections 17, 18, 
and 19 of Rev. Proc. 94-6. Additional information concerning this application (including, where applicable, an updated 
copy of the plan and related trust; the application for determination; any additional documents dealing with the 
application that have submitted to the IRS; and copies of section 17 of Rev. Proc. 94-6 are available at 
-------------------- during the hours of ] for inspection and copying. 
(There is a nominal charge for copying and/or mailing.) 

Exhibit II: Sample Notice to Interested Parties (where no application for determination is filed with the IRS) 

1. Notice To: __________ [describe class or lasses of interested parties] 

2. [name of adopter] has [adopted/amended] the employee pension 
benefit plan described below on ________ _ 

3. ________________________________________ _ 

(name of plan) 
4. _________________________________________________________________________ _ 

(plan identification number) 
5. _________________________________________________________________________ _ 

(opinion letter number) 
6. _________________________________________________________________________ _ 

(name and address of sponsor) 
7. ____________________________________________________________________ ___ 

(adopter's EIN) 
8. __________________________________________________________________________ _ 

(name and address of plan administrator) 

9. 
(address of Key District Director having jurisdiction of plan) 

10. It is not contemplated that the plan will be submitted to the Internal Revenue Service for an advance determination as to 
whether or not it meets the qualification requirements of section 401 or 403(a) of the Internal Revenue Code with 
respect to its [initial qualification, amendment]. 

11. The employees eligible to participate under the plan are: 
_____________________________________ [describe by class] 

12. The Internal Revenue Service __________ [has, has not] previously issued a determination letter with 
respect to the qualification of this plan. 

RIGHTS OF INTERESTED PARTIES 

13. You have the right to submit to the Key District Director, at the above address, either individually or jointly with other 
interested parties, your comments as to whether this plan meets the qualification requirements of the Internal Revenue 
Code. You may instead, individually or jointly with other interested parties, request the Department of Labor to submit, 
on your behalf, comments to the Key District Director regardin.g ~u~lification o.f ~he pl.an. If the Department declines to 
comment on all or some of the matters you raise, you may, mdlvldually, or Jomtly If your request was made to the 
Department jointly, submit your comments on these matters directly to the Key District Director. 
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REQUESTS FOR COMMENTS BY THE DEPARTMENT OF LABOR 

14. The Department of Labor may not comment on behalf of interested parties unless requested to do so by the lesser of 10 
employees or 10 percent of the employees who qualify as interested parties. The number of persons needed for the 
Department to comment with respect to this plan is . If you request the Department to 
comment, your comment must be in writing and must specify the matters upon which comments are requested, and must 
also include: 

(1) the information contained in items 2 through 9 of this Notice; and 

(2) the number of persons needed for the Department to comment. 

A request to the Department to comment should be addressed as follows: 

Deputy Assistant Secretary 
Pension and Welfare Benefits Administration 
ATTN: 3001 Comment Request 
U.S. Department of Labor 
200 Constitution Avenue, N.W. 
Washington, D.C. 20210 

COMMENTS TO THE INTERNAL REVENUE SERVICE 

15. Comments submitted by you to the Key District Director must be in wntmg and received by him by 
__________ . However, if there are matters that you request the Department of Labor to comment upon on 
your behalf, and the Department declines, you may submit comments on these matters to the Key District Director to be 
received by him within 15 days from the time the Department notifies you that it will not comment on a particular 
matter, or by , whichever is later, but not after . A request to the 
Department to comment on your behalf must be received by it by if you wish to preserve your 
right to comment on a matter upon which the Department declines to comment, or by if you 
wish to waive that right. 

ADDITIONAL INFORMATION 

16. Detailed instructions regarding the requirements for notification of interested parties may be found in sections 17, 18, 
and 19 of Revenue Procedure 94-6. Additional information concerning this [adoption, 
amendment] (including, where applicable, a description of the provisions providing for nonforfeitable benefits; a 
description of the circumstances which may result in ineligibility or loss of benefits; a description of the source 
of financing of the plan; and copies of section 17 of Revenue Procedure 94-6) are available at 
---------- during the hours of for inspection and copying. (There is a nominal 
charge for copying and/or mailing). 
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APPENDIX 

Checklist As part of a section 420 determination letter request described in section 16 of this revenue procedure the 
following checklist may be completed and attached to the determination letter request: 

ITEM CIRCLE 

1. Does the Plan contain a medical benefits account within the meaning of section 401(h) of the Yes No 
Code? If the medical benefits account is a new provision, items "a" through "h" should be 
completed. 

a. Does the medical benefits account specify the medical benefits that will be available and Yes No 
contain provisions for determining the amount which will be paid? 

b. Does the medical benefits account specify who will benefit? Yes No 

c. Does the medical benefits account indicate that such benefits, when added to any life Yes No 
insurance protection in the Plan, will be subordinate to retirement benefits? 

d. Does the medical benefits account maintain separate accounts with respect to contributions Yes No 
to key employees (as defined in section 416(i)(l» of the Code to fund such benefits? 

e. Does the medical benefits account state that amounts contributed must be reasonable and Yes No 
ascertainable? 

f. Does the medical benefits account provide for the impossibility of diversion prior to Yes No 
satisfaction of liabilities (other than item "7" below)? 

g. Does the medical benefits account provide for reversion upon satisfaction of all liabilities Yes No 
(other than item "7" below)? 

h. Does the medical benefits account provide that forfeitures must be applied as soon as Yes No 
possible to reduce employer contributions to fund the medical benefits? 

2. Does the Plan limit transfers to "Excess Assets" as defined in section 420(e)(2) of the Code? Yes No 

3. Does the Plan provide that only one transfer may be made in a taxable year (except with regard Yes No 
to transfers relating to prior years pursuant to section 420(b)(4) of the Code)? 

4. Does the Plan provide that the amount transferred shall not exceed the amount reasonably Yes No 
estimated to be paid for qualified current retiree health liabilities? 

5. Does the Plan provide that no transfer will be made in any taxable year beginning after Yes No 
December 31, 1995? 

6. Does the Plan provide that transferred assets and income attributable to such assets shall be Yes No 
used only to pay qualified current retiree health liabilities for the taxable year of transfer? 

7. Does the Plan provide that any amounts transferred (plus income) that are not used to pay Yes No 
qualified current retiree health liabilities shall be transferred back to the defined benefit portion 
of the Plan? 

8. Does the Plan provide that amounts paid out of a health benefits account will be treated as paid Yes No 
first out of transferred assets and income attributable to those assets? 

9. Does the Plan provide that participants' accrued benefits become nonforfeitable on a Yes No 
termination basis (i) immediately prior to transfer, or (ii) in the case of a participant who 
separated within 1 year before the transfer, immediately before such separation? 

a. In the case of transfers described in section 420(b)(4) of the Code relating to 1990, does Yes No 
the Plan provide that benefits will be recomputed and become nonforfeitable for 
participants who separated from service in such prior year as described in section 
420(c)(2)? 

10. Does the Plan provide that transfers will be permitted only if each group health plan or Yes No 
arrangement provides that the "applicable employer cost" during the "cost maintenance 
period" shall not be less than the higher of the applicable employer costs for each of the 2 
taxable years immediately preceding the taxable year of the transfer? 

a. Does the Plan define "applicable employer cost" and "cost maintenance period" Yes No 
consistently with section 420(c)(3) of the Code? 

11. Does the Plan provide that transferred assets cannot be used for key employees? Yes No 

SECTION 
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26 CFR 601.201: Rulings and detennination 
letters. 

Rev. Proc. 94-7 

SECTION 1. PURPOSE AND 
NATURE OF CHANGES 

.01 Purpose 
This revenue procedure updates Rev. 

Proc. 93-7, 1993-1 C.B. 465, as 
modified by Rev. Proc. 93-44, 1993-2 
C.B. 545 by providing a list of subject 
matters under the jurisdiction of the 
Associate Chief Counsel (International) 
in which the Internal Revenue Service 
(hereinafter "the Service") will not 
issue advance letter rulings or deter
mination letters. Rev. Proc. 94-3, this 
Bulletin, lists the subject matters under 
the jurisdiction of the Associate Chief 
Counsel (Domestic) in which the Serv
ice will not issue advance letter rulings 
or determination letters. 

SEC. 2. BACKGROUND AND 
SCOPE OF APPLICATION 

.01 Background 
Whenever appropriate to sound tax 

administration, the Service answers 
inquiries from individuals and organi
zations about their status for tax 
purposes and the tax effects of their 
acts or transactions, before the filing of 
returns or reports that are required by 
the Internal Revenue Code. There are, 
however, areas where the Service will 
not issue advance letter rulings or 
determination letters, either because the 
issues are inherently factual or for 
other reasons. This revenue procedure 
lists those areas. 

Section 3 gives areas in which 
advance letter rulings and determina
tions will not be issued under any 
circumstances. Section 4 gives areas in 
which they will not ordinarily be 
issued; in these areas, unique and 
compelling reasons may justify issuing 
a letter ruling or determination letter. A 
taxpayer who plans to request a letter 
ruling or determination letter in an area 
described in Section 4 should contact 
(by telephone or in writing) the Office 
of Associate Chief Counsel (Interna
tional) (hereinafter "the Office") prior 
to making such request and discuss 
with the Office the unique and compel
ling reasons that the taxpayer believes 
justify issuing such letter ruling or 
determination letter. While not re
quired, a written submission is en
couraged since it will enable Office 
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personnel to arrive more quickly at an 
understanding of the unique facts of 
each case. A taxpayer who contacts the 
Office by telephone may be requested 
to provide a written submission. The 
Service may provide a general informa
tion letter in response to inquiries in 
areas on either list. 

These lists are not all-inclusive. 
Future revenue procedures may add or 
delete items. The Service may also 
decline to rule on an individual case 
for reasons peculiar to that case; such 
decisions will not be announced in the 
Internal Revenue Bulletin. 

.02 Scope of Application 
This revenue procedure does not pre

clude District Directors, the Assistant 
Commissioner (International), or 
Chiefs, Appeals Offices from submit
ting requests for technical advice in the 
areas listed to the Office. 

SEC. 3. AREAS IN WHICH 
LETTER RULINGS OR 
DETERMINATION LETTERS WILL 
NOT BE ISSUED 

.01 Specific Questions and Problems 
1. Section 871 (g).-Special Rules 

for Original Issue Discount.-Whether 
a debt instrument having original issue 
discount within the meaning of § 1273 
of the Internal Revenue Code is not an 
original issue discount obligation 
within the meaning of §871(g)(l)(B)(i) 
when the instrument is payable 183 
days or less from the date of original 
issue (without regard to the period held 
by the taxpayer). 

2. Section 894.-Income Affected 
by Treaty.-Whether a person that is a 
resident of a foreign country and 
derives income from the United States 
is entitled to benefits under the United 
States income tax treaty with that 
foreign country pursuant to the limita
tion on benefits article. However, the 
Service may rule regarding the legal 
interpretation of a particular provision 
within the relevant limitation on bene
fi ts article. 

3. Section 954.-Foreign Base Com
pany Income.-The effective rate of 
tax that a foreign country will impose 
on income. 

4. Section 7701.-Definitions.
Whether a foreign arrangement that is a 
participant in a domestic arrangement 
classified as a partnership for United 
States tax purposes will itself be 
classified as a partnership. 

.02 General Areas. 

l. The prospective application of the 
estate tax to the property or the estate 
of a living person, except that letter 
rulings may be issued on any interna
tional issues in a ruling request ac
cepted pursuant to Rev. Proc. 88-50, 
1988-2 C.B. 711, and §5.05 of Rev. 
Proc. 94-1, page 378, this Bulletin. 

2. The federal tax consequences of 
proposed federal, state, local, munici
pal, or foreign legislation. 

3. Whether reasonable cause exists 
under Subtitle F (Procedure and Ad
ministration) of the Code. 

4. Whether a proposed transaction 
would subject a taxpayer to criminal 
penalties. 

5. Any area where the letter ruling 
request does not comply with the re
quirements of Rev. Proc. 94-1, page 
378, this Bulletin. 

6. Any area where the same issue is 
the subject of the taxpayer's pending 
request for competent authority assist
ance under a United States tax treaty. 

7. A "comfort" ruling will not be 
issued with respect to an issue that is 
clearly and adequately addressed by 
statute, regulations, decisions of a 
court, tax treaties, revenue rulings, or 
revenue procedures absent extraordin
ary circumstances (e.g., a request for a 
letter ruling required by a governmental 
regulatory authority in order to effectu
ate the transaction.) However, in such 
cases, a general information letter may 
be issued in response to the letter 
ruling request, which either indicates 
the Service's position with respect to 
the issue addressed in the ruling 
request or directs the taxpayer to 
published guidance relevant to the 
issue. 

SEC. 4. AREAS IN WHICH. 
LETTER RULINGS OR 
DETERMINATION LETTERS WILL 
NOT ORDINARILY BE ISSUED 

.01 Specific Questions and Problems. 
l. Section 367(a).-Transfers of 

Property from the United States.
Whether an oil or gas working interest 
is transferred from the United States 
for use in the active conduct of a trade 
or business for purposes of §367(a){3); 
and whether any other property is so 
transferred, where the determination 
requires extensive factual inquiry. 

2. Section 367{b).-Other Trans
fers.-Whether a foreign corporation is 
considered a corporation for purposes 
of any nonrecognition provision listed 



in §367(b), and related issues, unless 
the letter ruling presents a significant 
legal issue or subchapter C rulings are 
requested in the context of reorganiza
tions or liquidations involving foreign 
corporations. (These matters are dealt 
with in detail in §7.367(b) of the 
Temporary Income Tax Regulations.) 

3. Section 864.-Definitions and 
Special Rules.-Whether a taxpayer is 
engaged in a trade or business within 
the United States, and whether income 
is effectively connected with the con
duct of a trade or business within the 
United States; whether an instrument is 
a security as defined in §1.864-2(c)(2); 
whether a taxpayer effects transactions 
in the United States in stocks or securi
ties under § 1.864-2(c)(2); whether an 
instrument or item is a commodity as 
defined in § 1.864-2(d)(3); and for 
purposes of § 1.864-2(d)(1) and (2), 
whether a commodity is of a kind 
customarily dealt in on an organized 
commodity exchange, and whether a 
transaction is of a kind customarily 
consummated at such place. 

4. Section 871.-Tax on Nonresident 
Alien Individuals.-Whether the in
come earned on contracts that do not 
qualify as annuities or life insurance 
contracts because of the limitations 
imposed by §§72(s) and n02(a) is 
portfolio interest as defined in §871 (h). 

5. Section 881.-Tax on Income of 
Foreign Corporations Not Connected 
with United States Business.-Whether 
the income earned on contracts that do 
not qualify as annuities or life insur
ance contracts because of the limita
tions imposed by §§72(s) and n02(a) 
is portfolio interest as defined in 
§881(c). 

6. Section 892.-Income of Foreign 
Governments and of International 
Organizations.-Whether income re
ceived by local governmental au
thorities of the United Kingdom from 
certain United States investments of 
money allocable to their superannuation 
funds is exempt from federal income 
taxation. 

7. Section 892.-Income of Foreign 
Governments and of International 
Organizations.-Whether a foreign 
government is engaged in commercial 
activities for purposes of §892, and 
whether income received by a foreign 
government is derived from the con
duct of such commercial activities. 

8. Section 893.-Compensation of 
Employees of Foreign Governments 
and International Organizations.-

Whether a foreign government IS 

engaged in commercial activities for 
purposes of §893, and whether the 
services of an employee of a foreign 
government are primarily in connection 
with such commercial activities. 

9. Section 894.-Income Affected 
by Treaty.-Whether a taxpayer has a 
permanent establishment in the United 
States for purposes of any United 
States income tax treaty and whether 
income is attributable to a permanent 
establishment in the United States. 

10. Section 894.-Income Affected 
by Treaty.-Whether the income re
ceived by a nonresident alien student 
for services performed for a university 
or other educational institution is ex
empt from federal income tax or 
withholding under United States in
come tax treaties with Belgium, China, 
Cyprus, Egypt, Finland, France, Ice
land, Japan, Korea, Morocco, the 
Netherlands, Norway, Pakistan, the 
Philippines, Poland, Romania, and 
Trinidad and Tobago. Rev. Proc. 87-8, 
1987-1 C.B. 366, as modified by Rev. 
Proc. 93-22, 1993-1 C.B. 535, and as 
modified by Rev. Proc. 93-22A, 1993-
2 C.B. 343. 

11. Section 894.-Income Affected 
by Treaty.-Whether the income re
ceived by a nonresident alien perform
ing research or teaching at a university 
is exempt from federal income tax or 
withholding under United States in
come tax treaties with Belgium, China, 
Egypt, Finland, France, Hungary, Ice
land, Italy, Jamaica, Japan, Korea, 
Luxembourg, the Netherlands, Norway, 
the Philippines, Poland, Romania, Swe
den, Trinidad and Tobago, the former 
Union of the Soviet Socialist Re
publics, and the United Kingdom. Rev. 
Proc. 87-9, 1987-1 C.B. 368, as 
modified by Rev. Proc. 93-22, 1993-1 
C.B. 535, and as modified by Rev. 
Proc. 93-22A, 1993-2 C.B. 343. 

12. Section 894.-Income Affected 
by Treaty.-Whether the income re
ceived by a nonresident alien teaching 
at a university is exempt from federal 
income tax or withholding under 
United States income tax treaties with 
Austria, Denmark, the Federal Republic 
of Germany, Greece, Ireland, Pakistan, 
and Switzerland. Rev. Proc. 87-9, 
1987-1 C.B. 368, as modified by Rev. 
Proc. 93-22, 1993-1 C.B. 535, and as 
modified by Rev. Proc. 93-22A, 1993-
2 C.B. 343. 

13. Section 894.-Income Affected 
by Treaty.-Whether a foreign recip-

ient of payments made by a United 
States person is ineligible to receive the 
benefits of a United States tax treaty 
under the principles of Rev. Rul. 84-
152, 1984-2 C.B. 381, as modified by 
Rev. Rul. 85-163, 1985-2 C.B. 249, 
and modified and clarified by Rev. Rul. 
89-110, 1989-2 C.B. 275; and Rev. 
Rul. 84-153, 1984-2 C.B. 383, as 
modified by Rev. Rul. 85-163, 1985-2 
C.B. 249, and modified and clarified by 
Rev. Rul. 89-110, 1989-2 C.B. 275. 

14. Section 894.-Income Affected 
by Treaty.-Whether a recipient of 
payments is or has been a resident of a 
country for purposes of any United 
States tax treaty. Pursuant to § 1.884-
5(f), however, the Service may rule 
whether a corporation representing that 
it is a resident of a country is a 
qualified resident thereof for purposes 
of §884. 

15. Section 901.-Taxes of Foreign 
Countries and of Possessions of the 
United States.-Whether a person 
claiming a credit has established, based 
on all of the relevant facts and 
circumstances, the amount (if any) paid 
by a dual capacity taxpayer under a 
qualifying levy that is not paid in 
exchange for a specific economic bene
fit. See § 1.901-2A(c)(2). 

16. Sections 927, 936, 954, 993.
Manufactured Product.-Whether a 
product is manufactured or produced 
for purposes of §§927(a), 936(h)(5), 
954(d), and 993(c). 

17. Section 956.-Investment of 
Earnings in United States Property.
Whether a pledge of the stock of a 
controlled foreign corporation is an 
indirect pledge of the assets of that 
corporation. See § 1.956-2(c)(2). 

18. Section 985.-Functional 
Currency.-Whether a currency is the 
functional currency of a qualified busi
ness unit. 

19. Section 989(a).-Qualified Busi
ness Unit.-Whether a unit of the tax
payer's trade or business is a qualified 
business unit. 

20. Section 1058.-Transfers of Se
curities under Certain Agreements.
Whether the amount of any payment 
described in §1058(b)(2) or the amount 
of any other payment made in connec
tion with a transfer of securities de
scribed in § 1058 is from sources within 
or without the United States; the 
character of such amounts; and whether 
the amounts constitute a particular kind 
of income for purposes of any United 
States income tax treaty. 
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21. Section 2501.-Imposition of 
Tax.-Whether a partnership interest is 
intangible property for purposes of 
§2501(a)(2) (dealing with transfers of 
intangible property by a nonresident 
not a citizen of the United States). 

22. Section n01.-Tax on Nonresi
dent Alien Individuals.-Whether an 
alien individual is either a resident or a 
nonresident of the United States, in 
situations where the determination de
pends on facts that cannot be con
firmed until the close of the taxable 
year (including, for example, the length 
of the alien's stay or the nature of the 
alien's activities). 

23. Section n01.-Definitions.
Whether what is generally known as a 
foreign corporation will be classified as 
a partnership for United States tax 
purposes, if the taxpayer requests clas
sification as a partnership; and whether 
a foreign partnership will be classified 
as an association for United States tax 
purposes, if the taxpayer requests clas
sification as an association. Requests 
for advance letter rulings about the 
classification of foreign entities should 
be submitted according to Rev. Proc. 
94-1, this Bulletin. The Office of 
Associate Chief Counsel (Domestic) 
coordinates the response to such re
quests with the Office of Associate 
Chief Counsel (International). 

24. Section nOl.-Definitions.
Whether an estate or trust is a foreign 
estate or trust for federal income tax 
purposes. 

.02 General Areas. 
1. Whether a taxpayer has a business 

purpose for a transaction or arrange
ment. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 93-7 as modified by Rev. 
Proc. 93-44 is superseded. 

26 CFR 601.201: Rulings and determination 
letters. 
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SECTION 1. PURPOSE 

This revenue procedure provides up
to-date guidance, including a revised 
fee schedule, for complying with the 
user fee program of the Internal Reve
nue Service as it pertains to requests 
for letter rulings, determination letters, 
etc. on matters under the jurisdiction of 
the Assistant Commissioner (Employee 
Plans and Exempt Organizations), for 
complying with the voluntary com
pliance fee requirements of Revenue 
Procedure 92-89, 1992-2 C.B. 498, 
and Rev. Proc. 93-36, 1993-2 C.B. 
474, and for complying with the ad
ministrative scrutiny user fee require
ments of Rev. Proc. 93-41, 1993-2 
C.B. 536. The entire user fee program, 
with the schedule of fees applicable to 
requests for letter rulings, etc. on 
matters under the Chief Counsel's 
jurisdiction as well as the fees applica
ble to requests for letter rulings, deter
mination letters, etc. on matters under 
the jurisdiction of the Assistant Com
missioner (Employee Plans and Exempt 
Organizations), was previously set forth 
in a single revenue procedure, Rev. 
Proc. 93-23, 1993-1 C.B. 538. The 
user fee program as it pertains to 
requests for letter rulings, etc. on 
matters under the Chief Counsel's 
jurisdiction is now set forth separately 
in Rev. Proc. 94-1, page 378, this 
Bulletin. 

SEC. 2. BACKGROUND 

01. Legislation. Section 10511 of the 
Revenue Act of 1987 (Title X of the 
Omnibus Budget Reconciliation Act of 
1987), Public Law 100-203, enacted 
December 22, 1987, was amended by 
section 11319 of the Omnibus Budget 
Reconciliation Act of 1990, Pub. L. 
101-508, enacted November 5, 1990. 



(The two laws will be referred to 
together in this revenue procedure as 
the .• Act.") The Act provides that the 
Secretary of the Treasury or his dele
gate (" Secretary") shall establish a 
program requiring the payment of user 
fees for requests to the Service for 
rulings, opinion letters, determination 
letters, and similar requests, and that 
such fees shall apply with respect to 
requests made on or after February 1, 
1988 and before October 1, 1995. The 
fees charged under the program are to 
vary according to categories (or sub
categories) established by the Secre
tary; they are to be determined after 
taking into account the average time 
for, and difficulty of, complying with 
requests in each category and sub
category; and they are to be payable in 
advance. The Secretary is to provide 
for such exemptions and reduced fees 
under the program as the Secretary 
determines to be appropriate, but the 
average fee applicable to each category 
must not be less than the amount 
specified in the Act. 

02. Related Revenue Procedures. A 
list of revenue procedures relating to 
requests for letter rulings, opinion 
letters, etc. on matters under the 
jurisdiction of the Assistant Commis
sioner (Employee Plans and Exempt 
Organizations) that require payment of 
a user fee, and to requests under the 
Voluntary Compliance Resolution Pro
gram and the Standardized VCR Proce
dure, and to requests for administrative 
scrutiny determinations under Rev. 
Proc. 93-41, is set forth in the 
appendix to this revenue procedure. 

SEC. 3. CHANGES 

01. Fee Schedule. The revised fee 
schedule reflects modifications pro
vided for in revenue procedures pub
lished after Rev. Proc. 93-23, and also 
reflects the voluntary compliance fee 
under the new Standardized VCR 
Procedure. 

02. Modifications to Rev. Proc. 93-
23. 

(1) Rev. Proc. 93-39, 1993-2 C.B. 
513, contains procedures of the Service 
pertaining to the issuance of determina-

tion 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 Public Laws 99-509, 99-
514, 100-203, 100-647, 101-239, 102-
318 and 103-66 (collecti vel y referred 
as "TRA"). It modified section 6.09 of 
Rev. Proc. 93-23 by providing for a 
new graduated user fee schedule for 
applications filed for a determination 
letter. 

(2) Rev. Proc. 93-41, 1993-2 C.B. 
536, sets forth the procedures of the 
Service relating to the issuance of an 
administrative scrutiny determination as 
to whether a separate line of business 
satisfies the requirement of administra
tive scrutiny within the meaning of 
section 1.414(r)-6 of the Income Tax 
Regulations. It modified Rev. Proc. 93-
23 by adding new user fees that depend 
on the number of separate lines of 
business for which administrative scru
tiny determinations are requested. 

03. Standardized VCR Procedure. 
Rev. Proc. 93-36, 1993-2 C.B. 474, 
expands the types of defects that can 
be corrected under the Voluntary Com
pliance Resolution Program described 
in Rev. Proc. 92-89, 1992-2 C.B. 498, 
gives additional guidance concerning 
the specificity of VCR compliance 
statement requests, provides a standard
ized correction procedure for certain 
defects, and extends the last day of the 
VCR Program. If a plan sponsor uses 
the Standardized VCR Procedure 
(SVP), a voluntary compliance fee of 
$350 is applicable, regardless of the 
number of participants in the plan. 

SEC. 4. SCOPE 

01. Except as provided in section 
4.02 below, user fees apply to all 
requests for letter rulings, opinion 
letters, notification letters, determina
tion letters, and advisory letters sub
mitted by or on behalf of taxpayers, 
sponsoring organizations or other en
tities as described in this revenue 
procedure. Voluntary compliance fees 
applicable to requests under the Volun
tary Compliance Resolution Program 
described in Rev. Proc. 92-89, 1992-2 

C.B. 498, or the Standardized Volun
tary Compliance Procedure described in 
Rev. Proc. 93-36, 1993-2 C.B. 474, 
and administrative scrutiny determina
tion user fees described in Rev. Proc. 
93-41, 1993-2 C.B. 536, are collected 
through the user fee program. Requests 
to which a user fee, a voluntary com
pliance fee, or an administrative scru
tiny determination user fee is 
applicable must be accompanied by the 
appropriate fee as determined from the 
fee schedule set forth in section 6 of 
this revenue procedure. The fee may be 
refunded as set forth in section 7.10 
below. 

02. User fees do not apply to: 
(1) Submissions with respect to the 

model amendment described in section 
6 of Rev. Proc. 93-12, 1993-1 C.B. 
479. 

(2) Elections made pursuant to sec
tion 4 of Rev. Proc. 92-85, 1992-2 
C.B. 490, pertaining to automatic ex
tensions of time under section 
301.9100-1 of the Procedure and Ad
ministration Regulations. 

(3) Form 5305, Individual Retire
ment Trust Account. This model trust 
form may be used by an individual 
who wishes to adopt an individual 
retirement account under section 408(a) 
of the Code. It should not be filed with 
the Internal Revenue Service. 

(4) Form 5305-A, Individual Retire
ment Custodial Account. This model 
custodial account form may be used by 
an individual who wishes to adopt an 
individual retirement account under 
section 408(a) of the Code. It should 
not be filed with the Internal Revenue 
Service. 

(5) Requests for information letters. 
(6) Change in accounting period or 

method permitted to be made by a 
published automatic change revenue 
procedure. 

SEC. 5. DEFINITIONS 

The following terms as used in this 
revenue procedure have the same 
meaning as they have in the pertinent 
revenue procedure referred to below 
and described in the appendix: 

administrative scrutiny determination 
adoption agreement 

Rev. Proc. 93-41 
Rev. Procs. 89-9, 89-13 
Rev. Procs. 89-9, 94-6 
Rev. Procs. 89-9, 89-13 

advisory letter 
basic plan document 
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compliance statement 
determination letter 
group exemption letter 
information letter 
letter ruling 
mass submitter 
master plan 
mass submitter plan 
mass submitter regional prototype plan 
minor modification 
notification letter 
opinion letter 
prototype plan 
regional prototype plan sponsor 
sponsoring organization 
Standardized VCR Procedure 
VCR compliance statement 
volume submitter plan 
volume submitter specimen plan 
Voluntary Compliance Resolution Program 
word-for-word identical adoption 

SEC. 6. FEE SCHEDULE 

Rev. Proc. 92-89 
Rev. Procs. 90-27, 94-6 
Rev. Proc. 80-27 
Rev. Proc. 94-4 
Rev. Proc. 94-4 
Rev. Procs. 89-9, 89-13, 87-50 
Rev. Proc. 89-9 
Rev. Proc. 89-9 
Rev. Proc. 89-13 
Rev. Procs. 89-9, 87-50 
Rev. Procs. 89-13, 94-4 
Rev. Procs. 89-9, 94-4 
Rev. Proc. 89-9 
Rev. Proc. 89-13 
Rev. Procs. 89-9, 90-21 
Rev. Proc. 93-36 
Rev. Proc. 93-36 
Rev. Proc. 94-6 
Rev. Proc. 94-6 
Rev. Proc. 92-89 
Rev. Procs. 89-9, 87-50 

The amount of the user fee payable with respect to each category or subcategory of submission is as set forth in the 
following schedule. It should be noted that the schedule does not apply to any request involving any issue within the 
jurisdiction of the Associate Chief Counsel (Employee Benefits and Exempt Organizations). 

EMPLOYEE PLANS CATEGORY 

01. Employee Plans Letter Ruling Requests. 

Except for reduced fees for "all other letter rulings" in paragraph (8) below and exemptions provided in 
section 7.11 below, requests with respect to: 

FEE 

(1) Computation of exclusion for annuitant under section 72 $50 

(2) Change in plan year (Form 5308) $150 

NOTE: No user fee is required if the requested change is permitted to be made pursuant to the procedure for 
automatic approval set forth in Rev. Proc. 87-27, 1987-1 C.B. 769. 

(3) Change in funding method $275 

NOTE: No user fee is required if the requested change is made pursuant to the procedure for automatic approval 
set forth in Rev. Proc. 85-29, 1985-1 C.B. 581, as modified by Rev. Proc. 92-48, 1992-1 C.B. 987. 

(4) Approval to become a nonbank trustee (see section 1.401-12(n) of the Income Tax Regulations) 

(5) Waiver of minimum funding standard, under section 412(d) of the Code: 

(a) Waiver of $1,000,000 or more 

(b) Waiver of less than $1,000,000 

(6) Letter ruling under Rev. Proc. 90-49, 1990-2 C.B. 620 

(7) Individually designed simplified employee pension (SEP) 
(8) All other letter rulings 

Reduced Fees: 

(a) Letter ruling requests by or on behalf of eligible retirement plans (within the meaning of section 

$3,000 

$3,000 

$1,500 

$100 

$1,775 

$1,775 

402(a)(5)(E)(iv) of the Code) with assets of less than $150,000 $500 
(b) Letter ruling requests from U.S. citizens and resident alien individuals, domestic trusts, and domestic estates 

whose "total income" as reported on their federal income tax return (as amended) filed for a full (12 months) 
taxable year ending before the date the request is filed, plus any interest income not subject to tax under section 
103 (interest on state and local bonds) for that period, is less than $150,000 $500 

NOTE: In the case of a letter ruling request from a domestic estate or trust that, at the time the request is filed, 
has not filed an income tax return for a full taxable year, the reduced fee will be applicable if the decedent's or 
(in the case of an individual grantor) the grantor's total income as reported on the last return filed for a full 
taxable year ending before the date of death or the date of the transfer, taking into account any additions required 
to be made to total income described in this subparagraph, is less than $150,000. 
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(c) Letter ruling requests from organizations exempt from income tax under "Subchapter F-Exempt 
Organizations" of the Code with gross receipts of less than $150,000 $500 

NOTE: An organization exempt from income tax under Subchapter F of the Code must certify in its request for a 
letter ruling that its gross receipts for the last full taxable year before the request was filed were less than 
$150,000. 

02. Requests for Certain Administrative Exemptions. 
Requests for administrative exemptions for participant-directed transactions that are in compliance with the 

regulations under section 404(c) of the Employee Retirement Income Security Act of 1974 (ERISA) but may 
result in prohibited transactions under section 4975 of the Code 

NOTE: The provisions of Rev. Proc. 75-26, 1975-1 C.B. 722, are applicable to such requests. 

03. Administrative Scrutiny Determinations. 

(1) For the first separate line of business for which a determination is requested 

(2) For each additional separate line of business for which a determination is requested 

04. Opinion Letters and Advisory Letters on Master and Prototype Plans. 

(1) Mass submitter M & P plan, per basic plan document (new or amended, regardless of number of adoption 
agreements) 

(2) Sponsoring organization's word-for-word identical adoption of M & P mass submitter's basic plan docu-
ment (or an amendment thereof), per adoption agreement (mass submitters that are sponsoring organizations in 
their own right are liable for this fee) 

NOTE: If a mass submitter submits, in any 12-month period ending January 31, more than 300 applications on 
behalf of word-for-word adopters with respect to a particular adoption agreement, only the first 300 such 
applications will be subject to the fee; no fee will apply to those in excess of the first 300 such applications 
submitted within the 12-month period. 

(3) Sponsoring organization's minor modification of M & P mass submitter's plan document, per adoption 
agreement 

(4) Nonmass submission (new or amended) by M & P sponsoring organization, per adoption agreement 

(5) M & P mass submitter's request for an advisory letter with respect to the addition of optional provisions 
following issuance of a favorable opinion letter (see section 18.031(c) of Rev. Proc. 89-9), per basic document 
(regardless of the number of adoption agreements) 

(6) M & P mass submitter's addition of new adoption agreements after the basic plan document and associated 
adoption agreements have been approved, per adoption agreement 

(7) Assumption of sponsorship of an approved M & P plan, without any amendment to the plan document, by 
a new entity, as evidenced by a change of employer identification number 

(8) Adoption, by M & P mass submitter or non mass submitter, of nonmodel amendment pursuant to the limited 
amendment procedure described in Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(31) of the 
Code 

05. Notification Letters issued by National Office on Mass Submitter Regional Prototype Plans. 

(1) Mass submitter regional prototype plan, per basic plan document (new or amended, regardless of number of 
adoption agreements) 

NOTE: Separate notification letters are required for sponsors utilizing mass submitter regional prototype plans. 
Such notification letters are issued by key district offices. The applicable user fee is set forth in section 6.10(1) 
below. 

$1,775 

$2,750 

$875 

$3,000 

$100 

$400 

$3,000 

$400 

$400 

$400 

$400 

$3,000 

(2) Regional prototype plan mass submitter's addition of new adoption agreements after the basic plan 
document and associated adoption agreements have been approved, per adoption agreement $400 

(3) Regional prototype plan mass submitter's adoption of nonmodel amendment pursuant to the limited 
amendment procedure described in Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(31) of the 
Code (Form 4461 or 4461-A) $400 

06. Opinion Letters on Prototype Individual Retirement Accounts/Annuities and Simplified Employee Pensions, 
including Salary Reduction SEPs (SARSEPS). 

(1) Mass submitter plan, per plan document, new or amended $1,000 

(2) Sponsoring organization's word-for-word identical adoption of mass submitter's prototype IRA or SEP, per 
plan document or an amendment thereof $100 
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NOTE: If a mass submitter submits, in any 12-month period ending January 31, more than 300 applications on 
behalf of word-for-word adopters with respect to a particular adoption agreement, only the first 300 such 
applications will be subject to the fee; no fee will apply to those in excess of the first 300 such applications 
submitted within the 12-month period. 

(3) Sponsoring organization's minor modification of mass submitter's prototype IRA or SEP, per plan docu-
ment $400 

(4) Nonmass submission (new or amended) by sponsoring organization, per plan document (Form 5306 or 
Form 5306-SEP) $500 

(5) Amendment of an approved SEP or SARSEP by a mass submitter, an identical adopter, or other sponsoring 
organization solely by the adoption of the Model Amendment reproduced in the Appendix to Rev. Proc. 91-44, 
per plan document $100 

07. Voluntary Compliance Fee. 

(1) Request for a compliance statement under the Voluntary Compliance Resolution Program (Rev. Proc. 92-
89): 

(a) Plan sponsor with plan assets of less than $500,000 and no more than 1,000 plan participants $500 

(b) Plan sponsor with plan assets of at least $500,000 and no more than 1,000 plan participants $1,250 

(c) Plan sponsor with more than 1,000 plan participants but less than 10,000 plan participants $5,000 

(d) Plan sponsor with 10,000 or more plan participants $10,000 

(2) Request for a VCR compliance statement under the Standardized VCR Procedure (Rev. Proc. 93-36) $350 

08. Employee Plans Determination Letters. 

(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 $700 

(b) Form 5303 $700 

(c) Form 5310 $225 

(d) Form 5307 $125 

(e) Form 6406 $125 

(f) Multiple employer plan: 

(i) 2 to 10 employers 

(ii) 11 to 99 employers 

(iii) 100 to 499 employers 

(iv) Over 499 employers 

NOTE: In the case of a multiple employer plan, if any of the participating employers uses the average benefit! 
general test, the fees set forth in paragraph (2) below would apply to the initial submission. For each employer 
adopting the plan after the initial submission the fee would depend on whether the adopting employer uses the 
average benefit/general test: If the employer does not use that test, the fee would be $700; if the employer uses 
the test, the fee would be $1,250. 

(2) If the applicant is electing to receive a determination with respect to the average benefit test and/or any of 
the general tests: 

(a) Form 5300 or Form 5303 
(b) Form 5307 

(c) Form 5310 

(d) Multiple employer plan: 

(i) 2 to 10 employers 

(ii) 11 to 99 employers 

(iii) 100 to 499 employers 

(iv) Over 499 employers 

(3) Group trusts contemplated by Rev. Rul. 81-100, 1981-1 C.B. 326 

(4) Adoption of non model amendment by employer maintaining an individually designed plan, pursuant to the 
limited amendment procedure described in Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(31) 
of the Code (Form 6406) 
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$700 

$1,400 

$2,800 

$5,600 

$1,250 

$1,000 

$375 

$1,250 

$2,000 

$3,500 

$6,500 

$750 

$125 



(5) Adoption of non model amendment by employer who has previously adopted a volume submitter's specimen 
plan and wishes to utilize the version of the specimen plan that includes a nonmodel amendment, pursuant to the 
limited amendment procedure described in Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(3l) 
of the Code (Form 5307) $125 

09. Advisory Letters on Volume Submitter Plans. 

(I) Volume submitter specimen plans $1,500 

NOTE: A. practitioner that has received approval of a volume submitter specimen plan in a key district office 
must receIve separate approval of the plan from each other key district office in which there are clients adopting 
substantially similar plans. If the practitioner certifies at the time of filing with the second key district office that 
the specimen plan is identical to a specimen plan approved by another key district office with respect to that 
practitioner and attaches a copy of that office's advisory letter, then the user fee that would otherwise be charged 
for the specimen plan will not be charged. 

(2) Adoption of non model amendment by sponsor of volume submitter specimen plan pursuant to the limited 
amendment procedure described in Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(31) of the 
Code $400 

10. Notification Letters issued by Key District Offices with respect to Regional Prototype Plans. 

(1) Sponsor's identical adoption of mass submitter's regional prototype plan basic plan document, per adoption 
agreement (mass submitters that are sponsors in their own right are liable for this fee) (Form 4461-B) $100 

(2) Nonmass submission by sponsor of regional prototype plan, per adoption agreement (Form 4461 or 4461-
A) $1,500 

(3) Sponsor's adoption of nonmodel amendment pursuant to the limited amendment procedure described in 
Rev. Proc. 93-12, 1993-1 C.B. 479, to comply with section 401(a)(31) of the Code (Form 4461 or 4461-A) $400 

EXEMPT ORGANIZATIONS CATEGORY FEE 

II. Exempt Organizations Letter Rulings. 

Except for reduced fees as provided in "all other letter rulings" In paragraph (6) below and exemptions 
provided in section 7.11, applications with respect to: 

(1) Change in accounting period (Form 1128) $150 

NOTE: No user fee is charged if the procedure described in Rev. Proc. 85-58, 1985-2 C.B. 740, is used by 
timely filing the appropriate information return, or if the procedure described in Rev. Proc. 76-10, 1976-1 C.B. 
548, for organizations with group exemptions is followed. 

(2) Change in accounting method (Form 3115) $200 

NOTE: No user fee is charged if the method described in Rev. Proc. 92-74, 1992-2 C.B. 442, or that described in 
Rev. Proc. 92-75, 1992-2 C.B. 448, is used. Taxpayers complying timely with whichever of those revenue 
procedures is applicable will be deemed to have obtained the consent of the Commissioner of Internal Revenue to 
change their method of accounting. 

(3) Advance approval of scholarship grant-making procedures of a private foundation that has an agreement for 
the administration of the scholarship program with the National Merit Scholarship Corp., or similar organization 
administering a scholarship program shown to meet Service requirements 

(4) Request for a letter ruling as to whether an organization exempt from federal income tax is required to file 
an annual return under section 6033 of the Code 

(5) Request for a confirmation letter ruling dealing with private benefit/inurement issues on the tax-exempt 
status of the organization arising from proposed tax-exempt bond financing 

(6) All other letter rulings 

Reduced Fees: 

$100 

$100 

$100 

$1,775 

(a) Organizations with gross receipts less than $150,000 $500 

NOTE: An exempt organization seeking a reduced fee must certify in the letter ruling request that its gross 
receipts for the last taxable year before the request is filed were less than $150,000. 

(b) Letter ruling requests from U.S. citizens and resident alien individuals, domestic trusts, and domestic estates 
whose total "income" as reported on their federal income tax return (as amended) filed for a full (12 months) 
taxable year ending before the date the request is filed, plus any interest income not subject to tax under section 
103 (interest on state and local bonds) for that period, is less than $150,000 $500 

NOTE: In the case of a letter ruling request from a domestic estate or trust that, at the time the request is filed, 
has not filed an income tax return for a full taxable year, the reduced fee will be applicable if the decedent's or 
(in the case of an individual grantor) the grantor's total income as reported on the last return filed for a full 
taxable year ending before the date of death or the date of the transfer, taking into account any additions required 
to be made to total income described in this subparagraph, is less than $150,000. 
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(c) Letter ruling requests in which a taxpayer requests substantially identical letter rulings for multiple entities 
with a common member or activity, or multiple members of a common entity, for each additional letter ruling 
request after the $1,775 fee has been paid for the first letter ruling request $200 

12. Exempt Organizations Determination Letters and Requests for Group Exemption Letters. 

(1) Initial application for exemption under section 501 or section 521 from organizations (other than pension, 
profit-sharing, and stock bonus plans described in section 401) that have had annual gross receipts averaging not 
more than $10,000 during the preceding four years, or new organizations that anticipate gross receipts averaging 
not more than $10,000 during their first four years $150 

NOTE: Organizations seeking this reduced fee must sign a certification with their application that the receipts are 
or will be not more than the indicated amounts. 

(2) Initial application for exempt status from organizations otherwise described in paragraph (1) above whose 
actual or anticipated gross receipts exceed the $10,000 average annually $465 

NOTE: If an organization that is already recognized as exempt under section 501(c) of the Code seeks 
reclassification under another subparagraph of section 501(c), a new user fee will be charged whether or not a 
new application is required. An additional fee applies to organizations that seek recognition of exemption under 
section 501(c)(4) (unless requested at the time of the section 501(c)(3) application) for a period for which they do 
not qualify for exemption under section 501(c)(3) because their application was filed late and they do not qualify 
for relief under section 301.9100-1 of the Procedure and Administration Regulations. 

(3) Group exemption letters $500 

SEC. 7. PROCEDURAL MATTERS 

01. Submissions Involving Several 
Offices. If a request dealing with only 
one transaction involves more than one 
of the offices within the National 
Office of the Service (for example, one 
issue is under the jurisdiction of the 
Associate Chief Counsel (Domestic) 
and another issue is under the jurisdic
tion of the Assistant Commissioner 
(Employee Plans and Exempt Organiza
tions», only one fee applies, namely 
the highest fee that otherwise would 
apply to each of the offices involved. 

02. Submissions Involving Several 
Categories. If a request dealing with 
only one transaction involves more 
than one category, only one fee applies, 
namely the highest fee that otherwise 
would apply to each of the categories 
involved. 

03. Submissions Involving Several 
Issues. If a request dealing with only 
one transaction involves several issues, 
only one fee applies, namely the fee 
that applies to the particular category 
or subcategory involved. The addition 
of a new issue relating to the same 
transaction will not result in an addi
tional fee, unless the issue places the 
transaction in a higher fee category. 

04. Submissions Involving Several 
Unrelated Transactions. A separate fee 
will apply with respect to each unre
lated transaction where a request in
volves several unrelated transactions or 
the request is changed by the addition 
of an unrelated transaction not con
tained in the initial submission. 
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05. Submissions Involving Several 
Entities. Each entity involved in a 
transaction (for example, an exempt 
hospital reorganization) that desires a 
separate letter ruling in its own name 
must pay a separate fee regardless of 
whether the transaction or transactions 
may be viewed as related. However, 
see section 6.1l(6)(c) above, where a 
reduced fee is provided for in situations 
in which a taxpayer requests substan
tially identical letter rulings for multi
ple entities with a common member or 
activity, or multiple members of a 
common entity. 

06. Method of Payment. Each re
quest to the Service for a letter ruling, 
determination letter, opinion letter, etc., 
must be accompanied by a check or 
money order, payable to the Internal 
Revenue Service, in the appropriate 
amount. Requesters should not send 
cash. 

07. Mailing Address for Requesting 
Letter Rulings, Determination Letters, 
etc. 

(1) Requests should be sent to the 
appropriate address set forth below. 
Requests may be hand delivered to the 
drop box at the 12th Street entrance of 
1111 Constitution Avenue, N.W., 
Washington, D.C. No dated receipt will 
be given at the drop box. 

(a) Employee Plans Letter Rulings 
under Rev. Proc. 78-37, 79-18, 79-61, 
79-62, 83--41, 87-50, 90--49 or 94--4: 

Internal Revenue Service 
Attention: CP:E:EP:R 
P.O. Box 14073, Ben Franklin 

Station 
Washington, D.C. 20044 

(b) Employee Plans Opinion Letters, 
Advisory Letters, or Notification Letters 
(that is, Notification Letters with re
spect to Mass Submitters' Regional 
Prototype Plans) under Rev. Proc. 89-
9, 89-13 or 94--4: 

Internal Revenue Service 
Attention: CP:E:EP:Q 
P.O. Box 14073, Ben Franklin 

Station 
Washington, D.C. 20044 

(c) Employee Plans Compliance 
Statements under Rev. Proc. 92-89 or 
Rev. Proc. 93-36: 

Internal Revenue Service 
1111 Constitution Avenue, N.W. 
Employee Plans Rulings Branch 
Attention: CP:E:EP:VCR 
Room 6052 
Washington, D.C. 20224 

(d) Employee Plans Administrative 
Scrutiny Determinations under Rev. 
Proc. 93--41: 

Internal Revenue Service 
Employee Plans Qualifications 

Branch 
Attention: CP:E:EP:Q 
ADMINISTRATIVE SCRUTINY 
P.O. Box 14073 
Ben Franklin Station 
Washington, D.C. 20044 

(e) Exempt Organizations Letter 
Rulings: 

Internal Revenue Service 
Attention: CP:E:EO 
P.O. Box 120, Ben Franklin 

Station 
Washington, D.C. 20044 



(1.) A request for a determination 
letter submitted pursuant to Rev. Proc. 
91-66, 92-24, 92-60, or 94-6, a request 
for a notification letter submitted pur-

suant to Rev. Proc. 89-13 (other than 
with respect to a mass submitter's 
regional prototype plan), a request for 
an advisory letter with respect to a 

volume submitter specimen plan, or an 
application for recognition of exemption 
submitted pursuant to Rev. Proc. 90-27 
should be sent to the following address: 

EMPLOYEE PLANS APPLICATIONS 

If entity is in: 

Connecticut, Maine, 
Massachusetts, New Hampshire, 
New York, Rhode Island, 
Vermont 

Delaware, District of Columbia, 
Maryland, New Jersey, 
Pennsylvania, Virginia, any U.S. 
possession or foreign country 

Indiana, Kentucky, Michigan, 
Ohio, West Virginia 

Arizona, Colorado, Kansas, 
Oklahoma, New Mexico, Texas, 
Utah, Wyoming 

Alabama, Arkansas, Florida, 
Georgia, Louisiana, Mississippi, 
North Carolina, South Carolina, 
Tennessee 
Alaska, California, Hawaii, 
Idaho, Nevada, Oregon, 
Washington 

Illinois, Iowa, Minnesota, 
Missouri, Montana, Nebraska, 
North Dakota, South Dakota, 
Wisconsin 

Send request for determination 
letter, notification letter, or 
advisory letter to this address: 

Internal Revenue Service 
EPIEO Division 
P.O. Box 1680, GPO 
Brooklyn, NY 11202 

Internal Revenue Service 
EPIEO Division 
P.O. Box 17288 
Baltimore, MD 21203 

Internal Revenue Service 
EPIEO Division 
P.O. Box 3159 
Cincinnati, OH 45201 

Internal Revenue Service 
EPIEO Division 
Mail Code 4950 DAL 
1100 Commerce Street 
Dallas, TX 75242 
Internal Revenue Service 
EPIEO Division 
P.O. Box 941 
Atlanta, GA 30370 
Internal Revenue Service 
EP Application 
EPIEO Division 
McCaslin Industrial Park 
2 Cupania Circle 
Monterey Park, CA 91754-7406 

Internal Revenue Service 
EPIEO Division 
230 S. Dearborn DPN 20-6 
Chicago, IL 60604 

EXEMPT ORGANIZATIONS APPLICATIONS 

If entity is in: 

Connecticut, Maine, 
Massachusetts, New Hampshire, 
New York, Rhode Island, 
Vermont 
Delaware, District of Columbia, 
Maryland, New Jersey, 
Pennsylvania, Virginia, any U.S. 
possession or foreign country 

Indiana, Kentucky, Michigan, 
Ohio, West Virginia 

Send request for determination 
letter, notification letter, or 
advisory letter to this address: 

Internal Revenue Service 
EPIEO Division 
P.O. Box 1680, GPO 
Brooklyn, NY 11202 

Internal Revenue Service 
EPIEO Division 
P.O. Box 17010 
Baltimore, MD 21203 

Internal Revenue Service 
EPIEO Division 
P.O. Box 3159 
Cincinnati, OH 45201 
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Arizona, Colorado, Kansas, 
Oklahoma, New Mexico, Texas, 
Utah, Wyoming 

Internal Revenue Service 
EPIEO Division 
Mail Code 4950 DAL 
1100 Commerce Street 
Dallas, TX 75242 

Alabama, Arkansas, Florida, 
Georgia, Louisiana, Mississippi, 
North Carolina, South Carolina, 
Tennessee 

Internal Revenue Service 
EPIEO Division 
P.O. Box 941 
Atlanta, GA 30370 

Alaska, California, Hawaii, 
Idaho, Nevada, Oregon, 
Washington 

Internal Revenue Service 
EO Application 
EPIEO Division 
McCaslin Industrial Park 
2 Cupania Circle 
Monterey Park, CA 91754-7406 

Illinois, Iowa, Minnesota, 
Missouri, Montana, Nebraska, 
North Dakota, South Dakota, 
Wisconsin 

Internal Revenue Service 
EPIEO Division 
230 S. Dearborn DPN 20-5 
Chicago, IL 60604 

08. Transmittal Forms. Form 8717, 
User Fee for Employee Plan Deter
mination Letter Request, and Form 
8718, User Fee for Exempt Organiza
tion Determination Letter Request, are 
intended to be used as attachments to 
determination letter applications. Space 
is reserved for the attachment of the 
applicable user fee check or money 
order. No similar form has been 
designed to be used in connection with 
requests for letter rulings, opinion 
letters, notification letters, advisory 
letters, VCR compliance statements or 
administrative scrutiny determinations. 

09. Effect of Nonpayment or Pay
ment of Incorrect Amount. It will be 
the general practice of the Service that: 

(1) Except in the case of requests for 
determination letters or opinion letters 
as to the qualification of employee 
plans (see paragraph (2) below), the 
respective offices within the Service 
that are responsible for issuing letter 
rulings, determination letters, etc. will 
exercise discretion in deciding whether 
to immediately return submissions that 
are not accompanied by a properly 
completed check or money order or 
that are accompanied by a check or 
money order for less than the correct 
amount. In those instances where the 
submission is not immediately returned, 
the requester will be contacted and 
given a reasonable amount of time to 
submit the proper fee. If the proper fee 
is not received within a reasonable 
amount of time, the entire submission 
will then be returned. However, the 
respective offices of the Service, in 
their discretion, may defer substantive 
consideration of a submission until 
proper payment has been received. 

552 1994-1 C.B. 

(2) If a request for a determination 
letter or opinion letter as to the 
qualification of an employee plan is not 
accompanied by a properly completed 
check or money order (for example, a 
check has not been signed), or if the 
request is accompanied by a check or 
money order for less than the correct 
amount, the entire submission will be 
returned to the requester, along with 
the check or money order. 

(3) An application for a determina
tion letter will not be returned merely 
because Form 8717 or Form 8718 was 
not attached. 

(4) The return of a submission to the 
requester may adversely affect substan
tive rights if the submission is not 
perfected and resubmitted to the Serv
ice within 30 days of the date of the 
cover letter returning the submission. 
Examples of this are: (a) where an 
application for a determination letter is 
submitted prior to the expiration of the 
remedial amendment period under sec
tion 401(b) of the Code and is returned 
because no user fee was attached, the 
submission will be timely if it is 
resubmitted by the expiration of the 
remedial amendment period or, if later, 
within 30 days after the application 
was returned; and (b) where an applica
tion for exemption under section 
501(c)(3) is submitted before expiration 
of the period provided by section 
1.508-1(a)(2) of the Income Tax Reg
ulations and is returned because no 
user fee was attached, the submission 
will be timely if it is resubmitted 
before expiration of the period 
provided by section 1.508-1(a)(2) of 
the regulations or within 30 days, 
whichever is later. 

(5) If a check or money order is for 
more than the correct amount, the 
submission will be accepted and the 
amount of the excess payment will be 
returned to the requester. 

10. Refunds. In general, the fee will 
not be refunded unless the Service 
declines to rule on all issues for which 
a ruling is requested. 

(1) The following are examples of 
situations in which the fee will not be 
refunded: 

(a) The request for a letter ruling, 
determination letter, etc. is withdrawn 
at any time subsequent to its receipt by 
the Service, unless the only reason for 
withdrawal is that the Service has 
advised the requester that a higher user 
fee than was sent with the request is 
applicable and the requester is unwill
ing to pay the higher fee. 

(b) The request is procedurally defi
cient, although accompanied by the 
proper fee or an overpayment and is 
not timely perfected by the requester. 
Where there is a failure to timely 
perfect the request, the case will be 
considered closed and the failure to 
perfect will be treated as a withdrawal 
for purposes of this revenue procedure. 

(c) A letter ruling, determination 
letter, etc. is revoked in whole or in 
part at the initiative of the Service. The 
fee paid at the time the original letter 
ruling, determination letter, etc. was 
requested will not be refunded. 

(d) The request contains several is
sues and the Service rules on some, but 
not all, of the issues. The highest fee 
applicable to the issues on which the 
Service rules will not be refunded. 

(e) The requester asserts that a letter 
ruling the requester received covering a 



single issue is erroneous or not respon
sive (other than with respect to any 
issue on which the Service has declined 
to rule) and requests reconsideration. 
The Service, upon reconsideration, does 
not agree that the letter ruling is 
erroneous or not responsive. The fee 
accompanying the request for recon
sideration will not be refunded. 

(f) The situation is the same as 
described in subparagraph (e) imme
diately above except that the letter 
ruling covered several unrelated trans
actions. The Service, upon reconsidera
tion, does not agree with the requester 
that the letter ruling is erroneous or not 
responsive with respect to all of the 
transactions, but does agree that it is 
erroneous with respect to one transac
tion. The fee accompanying the request 
for reconsideration will not be refunded 
except to the extent applicable to the 
transaction with respect to which the 
Service agrees the letter ruling was in 
error. 

(g) The request is for a supplemental 
letter ruling, determination letter, etc. 
concerning a change in facts (whether 
significant or not) relating to the 
transaction ruled on. 

(h) The request is for reconsidera
tion of an adverse or partially adverse 
letter ruling or a final adverse deter
mination letter, and the requester sub
mits arguments and authorities not 
submitted before the original letter 
ruling or determination letter was 
issued. 

(2) The following are examples of 
situations in which the fee will be 
refunded: 

(a) In a situation to which section 
7.10(1 )(h) above does not apply, the 
requester asserts that a letter ruling the 
requester recei ved covering a single 
issue is erroneous or not responsive 
(other than with respect to any issue on 

which the Service declined to rule) and 
requests reconsideration. The Service 
agrees, upon reconsideration, that the 
letter ruling is erroneous or not respon
sive. The fee accompanying the reques
ter's request for reconsideration will be 
refunded. 

(b) In a situation to which section 
7.10(1 )(h) above does not apply, the 
requester requests a supplemental letter 
ruling, determination letter, etc. to 
correct a mistake that the Service 
agrees it made in the original letter 
ruling, determination letter, etc., such 
as a mistake in the statement of facts 
or in the citation of a Code section. 
Once the Service agrees that it made a 
mistake, the fee accompanying the re
quest for the supplemental letter ruling, 
determination letter, etc. will be 
refunded. 

(c) The requester requests and is 
granted relief under section 7805(b) of 
the Code in connection with the revo
cation in whole or in part, of a previ
ously issued letter ruling, determination 
letter, etc. The fee accompanying the 
request for relief will be funded. 

11. Exemptions. The user fee re
quirement of this revenue procedure 
shall not apply to: 

(I) Departments, agencies, or instru
mentalities of the United States that 
certify that they are seeking a letter 
ruling, determination letter, opinion 
letter or similar letter on behalf of a 
program or activity funded by federal 
appropriations. The fact that a user fee 
is not charged shall have no bearing on 
whether an applicant is treated as an 
agency or instrumentality of the United 
States for purposes of any provision of 
the Internal Revenue Code. 

(2) Requests submitted on Form SS-
8, Information for Use in Determining 
whether a Worker is an Employee for 
Federal Employment Taxes and Income 

Tax Withholding, or its equivalent. 
Such a request may be submitted in 
connection with an application for a 
determination on the qualification of a 
plan when it is necessary to determine 
whether an employer-employee rela
tionship exists. See section 5.11 of 
Rev. Proc. 94-6. In that case, although 
no user fee applies to the request 
submitted on Form SS-8, the ap
plicable user fee must be paid in con
nection with the application for deter
mination on the plan's qualification. 

(3) Requests for an opinion letter or 
a notification letter with respect to an 
amendment of a previously approved 
master or prototype plan or a pre
viously approved regional prototype 
plan, where the plan is being amended 
only to the extent necessary to meet the 
requirements of section 3 of Rev. Proc. 
93-10, 1993-1 C.B. 476 (relating to 
nonstandardized safe harbor plans). 

SEC. 8. QUESTIONS AS TO 
APPLICABILITY OR AMOUNT 
OF FEE 

A requester that believes the user fee 
charged by the Service for its request 
for a letter ruling, determination letter, 
etc. is either not applicable or incorrect 
and wishes to receive a refund of all or 
part of the amount paid (see Refunds in 
section 7.10 above) may request recon
sideration and, if desired, the oppor
tunity for an oral discussion by sending 
a letter to the Internal Revenue Service 
at the applicable Post Office Box or 
other address given in section 7.07 
above. Both the incoming envelope and 
the letter requesting such reconsidera
tion should be prominently marked 
"USER FEE RECONSIDERATION 
REQUEST." No user fee is required 
for such requests. The request should 
be marked for the attention of: 

If the matter involves primarily: Mark for the attention of 

National Office employee plans requests: 

Opinion letter and notification letter requests 

Minimum funding waiver requests, requests under Rev. 
Proc. 90-49, and requests for computation of the exclusion 
ratio under section 72 of the Code 

All other employee plans letter ruling requests 

Employee plans and/or exempt organizations determination 
letter requests 

Exempt organizations letter ruling requests 

Chief, Qualifications Branch CP:E:EP:Q 

Chief, Actuarial Branch CP:E:EP:A 

Chief, Rulings Branch CP:E:EP:R 

Chief, Technical/Review Staff 
___ Key District Office 
(Add name of key district office handling the request.) 
Chief. Systems and Support Branch CP:E:EO:S 
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SEC. 9. EFFECT ON OTHER 
DOCUMENTS 

01. Rev. Proc. 93-23 is superseded 
in part by this revenue procedure. Rev. 
Proc. 94-1, page 378, this Bulletin, 
supersedes the remaining part. There
fore, Rev. Proc. 93-23 is superseded in 
its entirety. 

02. The following revenue proce
dures, cited in the appendix, are 
modified by substituting for the refer
ences to Rev. Proc. 93-23 that they 
contain (as the result of their modifica
tion by Rev. Proc. 93-23) correspond
ing references to this revenue proce
dure: Rev. Procs. 90-21, 90-27, 90-49, 
91-22, 91-44, 92-20, 92-38, 92-60, 
92-89, 93-1, 93-4, 93-6, and 93-12. 

03. The following revenue proce
dures, cited in the appendix, are 
amplified to the extent that this revenue 
procedure provides for an additional re
quirement that must be satisfied in re
questing a letter ruling, opinion letter, 
etc.: Rev. Procs. 75-26, 78-37, 79-18, 
79-61, 79-62, 80-27, 83-41, and 87-
50. 

SEC. 10. EFFECTIVE DATE 

This revenue procedure is effective 
January 3, 1994. 

APPENDIX 

Following is a list of revenue proce
dures relating to requests for letter 
rulings, determination letters, etc. that 
require payment of a user fee, or to 
requests under the Voluntary Com
pliance Resolution Program or the 
Standardized VCR Procedure: 

A. Procedures applicable to both 
Employee Plans and Exempt 
Organizations: 

Rev. Proc. 94-4, page 458, this 
Bulletin, provides procedures for issu
ing letter rulings, information letters, 
etc. on matters relating to sections of 
the Code under the jurisdiction of the 
Assistant Commissioner (Employee 
Plans and Exempt Organizations). 

B. Procedures Applicable to 
Emplo.vee Plans Matters other than 
Actuarial Matters: 

Rev. Proc. 75-26, 1975-1 C.B. 722, 
sets forth the general procedures of the 
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Department of Labor and the Internal 
Revenue Service for the processing of 
applications for exemption under sec
tion 408(a) of the Employee Retirement 
Income Security Act of 1974 (ERISA) 
and section 4975(c)(2) of the Internal 
Revenue Code. 

Rev. Proc. 87-50, 1987-2 C.B. 647, 
as modified by Rev. Proc. 91-44, 
1991-2 C.B. 733, and by Rev. Proc. 
92-38, 1992-1 C.B. 859, sets forth the 
procedures of the Service relating to 
the issuance of rulings and opinion 
letters with respect to the establishment 
of individual retirement accounts and 
annuities (lRAs) under section 408 of 
the Code, the entitlement to exemption 
of related trusts or custodial accounts 
under section 408(e), and the accept
ability of the form of prototype sim
plified employee pension (SEP) agree
ments under sections 408(k) and 415. 

Rev. Proc. 89-9, 1989-1 C.B. 780, 
as modified by Rev. Proc. 90-21, 
1990-1 C.B. 499; Rev. Proc. 91-66, 
1991-2 C.B. 870 (sections 8.03-8.08); 
Rev. Proc. 92-41, 1992-1 C.B. 870; 
Rev. Proc. 93-9, 1993-1 C.B. 474; and 
Rev. Proc. 93-12, 1993-1 C.B. 479; 
and as supplemented by Rev. Proc. 93-
10, 1993-1 C.B. 476, sets forth the 
procedures of the Service pertaining to 
the issuance of opinion letters relating 
to master or prototype pension, profit
sharing and annuity plans involving 
sections 401 and 403(a) of the Code, as 
amended by the Tax Reform Act of 
1986 (TRA '86), the Omnibus Budget 
Reconciliation Act of 1986 (OBRA 
'86), the Omnibus Budget Reconcilia
tion Act of 1987 (OBRA ' 87), and the 
Technical and Miscellaneous Revenue 
Act of 1988 (T AMRA), and the status 
for exemption of related trusts or 
custodial accounts under section 
501(a). 

Rev. Proc. 89-13, 1989-1 C.B. 801, 
as modified by Rev. Proc. 90-21, Rev. 
Proc. 91-66 (sections 8.03-8.08), Rev. 
Proc. 92-41, Rev. Proc. 93-9, Rev. 
Proc. 93-12, and as supplemented by 
Rev. Proc. 93-10, sets forth the proce
dures of the Service for issuing noti
fication letters relating to the qualifica
tion, as to form, of certain regional 
prototype defined contribution plans 
and defined benefit plans, and provides 
guidance with respect to the issuance 
of determination letters to employers 
adopting such plans as to whether the 
plans as adopted qualify under sections 
401 and 403(a) of the Code and as to 
whether any related trusts or custodial 
accounts are exempt under section 
501(a). 

Rev. Proc. 90-21 modi fied Rev. 
Procs. 89-9 and 89-13 regarding cer
tain requirements for approval by the 
Service of master and prototype (M & 
P) pension, profit-sharing and annuity 
plans and regional prototype plans. 

Rev. Proc. 91-44, 1991-2 C.B. 733, 
modified Rev. Proc. 87-50 (section 
2.10) and Notice 87-62, 1987-2 C.B. 
374, to permit a mass submitter or 
sponsoring organization to o?tai~. an 
opinion letter for a prototype SImplified 
employee pension (SEP) agreement that 
provides for contributions pursuant to 
an employee's election as described in 
section 408(k)(6) of the Code. The 
revenue procedure provides a Model 
Amendment that a sponsor may use 
verbatim to add elective deferral provi
sions to an existing prototype SEP and 
also provides two other formats for 
sponsors to use to add elective deferral 
provisions to existing prototype SEPs 
or to use with new prototype SEPs that 
provide for elective deferrals. 

Rev. Proc. 91-66, 1991-2 C.B. 870, 
which was modified by Rev. Proc. 92-
60, Rev. Proc. 93-6 and Rev. Proc. 93-
10, set forth temporary procedures 
relating to the issuance of determina
tion letters on the qualified status of 
pension, profit-sharing, and annuity 
plans under sections 401 and 403(a) of 
the Code, as amended by the Tax 
Reform Act of 1986, the Omnibus 
Budget Reconciliation Act of 1986, the 
Omnibus Budget Reconciliation Act of 
1987, the Technical and Miscellaneous 
Revenue Act of 1988, and the Omnibus 
Budget Reconciliation Act of 1989. 
Rev. Proc. 91-66 has been superseded 
by Rev. Proc. 93-39, with the excep
tion of sections 8.03-8.08, relating to 
M & P and regional prototype plans. 

Rev. Proc. 92-24, 1992-1 C.B. 739, 
provides procedures for requesting de
termination letters on the effect on a 
plan's qualified status under section 
401(a) of the Code of plan language 
that permits, pursuant to section 420 of 
the Code, the transfer of assets in a 
defined benefit plan to a health benefits 
account described in section 401 (h). 

Rev. Proc. 92-38, 1992-1 C.B. 859, 
provides notice that individual retire
ment arrangement trusts, custodial ac
count agreements, and annuity con
tracts must be amended to provide for 
the required distribution rules in section 
408(a)(6) or (b)(3) of the Code. In 
addition, Rev. Proc. 92-38 modifies the 
guidance in Rev. Proc. 87-50 with 
regard to opinion letters issued to 
sponsoring organizations, including 



mass submitters and sponsors of proto
type IRAs. 

Rev. Proc. 92-89, 1992-2 C.B. 498, 
established the Voluntary Compliance 
Resolution Program, a temporary, ex
perimental program which, in general, 
permits employers to voluntarily cor
rect operational defects in their retire
ment plans and obtain a compliance 
statement which provides that the cor
rections are acceptable and that the 
Service will not pursue plan dis
qualification with respect to the opera
tional violations identified in the state
ment. The program only applies for 
plans that received a determination 
letter under the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), 
the Tax Reform Act of 1984 (DEFRA), 
and the Retirement Equity Act of 1984 
(REA). 

Rev. Proc. 93-12, 1993-1 C.B. 479, 
as modified by Rev. Proc. 93-39, 
provides a simplified method for mas
ter and prototype plan sponsoring orga
nizations or mass submitters, regional 
prototype plan sponsors or mass sub
mitters, volume submitter specimen 
plan sponsors, and sponsors of individ
ually designed plans which have re
ceived favorable opinion, notification, 
advisory, or determination letters to 
amend their plans to comply with 
section 401(a)(31) of the Code by 
adopting either a model amendment or 
a nonmodel amendment for approval by 
the Service. 

Rev. Proc. 93-36, 1993-2 C.B. 474, 
expands the types of defects that can 
be corrected under the Voluntary Com
pliance Resolution Program described 
in Rev. Proc. 92-89, gives additional 
guidance concerning the specificity of 
VCR compliance statement requests, 
provides a standardized correction pro
cedure (Standardized VCR Procedure 
(SVP)) for certain defects, and extends 
the last day of the VCR Program. If a 
plan sponsor uses the Standardized 
VCR Procedure (SVP), a voluntary 
compliance fee of $350 is applicable, 
regardless of the number of participants 
in the plan. 

Rev. Proc. 93-39, 1993-2 C.B. 513, 
as modified by Rev. Proc. 94-6, con
tains procedures of the Service pertain
ing to the issuance of determination 
letters on the qualified status of pen
sion, profit-sharing, and annuity plans 
under sections 401(a) and 403(a) of the 
Internal Revenue Code as amended by 
Public Laws 99-509, 99-514, 100-203, 
100-647, 101-239, 102-318 and 103-
66. It modifies section 6.09 of Rev. 

Proc. 93-23 by providing for a new 
graduated user fee schedule for applica
tions filed for a determination letter. 

Rev. Proc. 93-41, 1993-2 C.B. 536, 
sets forth the procedures of the Service 
relating to the issuance of an admin
istrative scrutiny determination as to 
whether a separate line of business 
satisfies the requirement of administra
tive scrutiny within the meaning of 
section 1.4l4(r)-6 of the Income Tax 
Regulations. It modifies Rev. Proc. 93-
23 by adding new user fees that depend 
on the number of separate lines of 
business for which administrative scru
tiny determinations are requested. 

Rev. Proc. 94-6, page 510, this 
Bulletin, provides procedures for issu
ing determination letters on the 
qualified status of employee plans 
under sections 40l(a), 403(a), 409, and 
4975(e)(7) of the Code. 

C. Employee Plans Actuarial Matters: 

Rev. Proc. 78-37, 1978-2 C.B. 540, 
sets forth the procedure by which a 
plan administrator or plan sponsor may 
obtain approval of the Secretary of the 
Treasury for a change in funding 
method as provided by section 
4l2(c)(5) of the Code and section 
302(c)(5) of the Employee Retirement 
Income Security Act of 1974 (ERISA). 

Rev. Proc. 79-18, 1979-1 C.B. 525, 
outlines the procedure by which a plan 
administrator or plan sponsor may file 
notice with and obtain approval from 
the Secretary of the Treasury for a 
retroactive plan amendment described 
in section 412(c)(8) of the Code and 
section 302(c)(8) of ERISA. 

Rev. Proc. 79-61, 1979-2 C.B. 575, 
outlines the procedure by which a plan 
administrator or plan sponsor may 
request and obtain approval for an 
extension of an amortization period in 
accordance with section 412( e) of the 
Code and section 304(a) of ERISA. 

Rev. Proc. 79-62, 1979-2 c.B. 576, 
outlines the procedure by which a plan 
sponsor or administrator may request a 
determination that a plan amendment is 
reasonable and provides for only de 
minimis increases in plan liabilities in 
accordance with section 412(f)(2)(A) of 
the Code and section 304(b)(2)(A) of 
ERISA. 

Rev. Proc. 83-41, 1983-1 C.B. 775, 
as modified by Rev. Proc. 88-5, 1988-
1 C.B. 587, and Rev. Proc. 88-29, 
1988-1 C.B. 828, outlines the proce
dures of the Service with respect to 

applications for waivers of the mini
mum funding standard under either 
section 412(d) of the Code or section 
303 of ERISA. Rev. Proc. 90-49, 
1990-2 C.B. 620, modifies and re
places Rev. Proc. 89-35, 1989-1 c.B. 
917, in order to extend the effective 
date to contributions made for plan 
years beginning after December 31, 
1989, to change the deadline for 
requesting rulings under the revenue 
procedure, to revise the information 
requirements for a ruling request made 
under the revenue procedure, to furnish 
a worksheet for actuarial computations, 
and to provide a special rule under 
which certain de minimis nondeductible 
employer contributions to a qualified 
defined benefit plan may be returned to 
the taxpayer without a formal ruling or 
disallowance from the Service. 

D. Procedures Applicable to Exempt 
Organizations Matters Only: 

Rev. Proc. 80-27, 1980-1 C.B. 677, 
provides procedures under which re
cognition of exemption from federal 
income tax under section 501(c) of the 
Internal Revenue Code may be ob
tained on a group basis for subordinate 
organizations affiliated with and under 
the general supervision or control of a 
central organization. This procedure 
relieves each of the subordinates cov
ered by a group exemption letter from 
filing its own application for recogni
tion of exemption. 

Rev. Proc. 90-27, 1990-1 C.B. 514, 
sets forth revised procedures with 
regard to applications for recognition of 
exemption from federal income tax 
under sections 501 and 521 of the 
Code. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part I. Section 42.) 

Rev. Proc. 94-9 

SECTION 1. PURPOSE 

This revenue procedure informs 
owners of low-income buildings how to 
make the election provided by § 13142-
(c)(1) of the Revenue Reconciliation 
Act of 1993 (RRA 1993), Pub. L. No. 
103-66, 107 Stat. 416, 439-40 (1993). 
The election is available to owners of 
low-income buildings not covered by 
§ 71 08( e)(1) of the Revenue Reconcilia-
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tion Act of 1989 (1989 Act), 1990-1 
C.B. 210, 220, and allows these owners 
to determine the gross rent limitation 
for rent-restricted units under the num
ber of bedrooms method of §42(g)(2)
(C) of the Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 71 08( e)( 1) of the 1989 Act 
changed the method for computing the 
maximum allowable gross rent in deter
mining if a unit is rent-restricted under 
§42(g)(2)(A). This 1989 Act amend
ment applies to allocations of housing 
credit dollar amounts (Allocations) 
made after 1989 (or, to bond-financed 
buildings placed in service after 1989, 
to the extent §42(h)( 4) applies to the 
building). Prior to the 1989 Act amend
ment of §42(g)(2), the maximum allow
able gross rent for a rent-restricted unit 
under §42(g)(2)(A) was determined on 
the basis of, and varied in accordance 
with, the actual number of individuals 
occupying the unit. Under that method, 
the maximum allowable rent for a rent
restricted unit varies in accordance with 
the number of individuals occupying 
the unit. 

For a building subject to § 7W8( e)(1) 
of the 1989 Act, a unit in a building is 
rent-restricted if the gross rent for the 
unit does not exceed 30 percent of the 
imputed income limitation applicable to 
the unit under §42(g)(2)(C). Section 
42(g)(2)(C) provides that the imputed 
income limitation applicable to a unit is 
the income limitation that would apply 
under §42(g)( 1) to individuals occupy
ing the unit if the number of in
dividuals occupying the unit were as 
follows: (i) for a unit that does not 
have a separate bedroom, 1 individual, 
and (ii) for a unit that has 1 or more 
separate bedrooms, 1.5 individuals for 
each separate bedroom. This method is 
known as the number of bedrooms 
method. 

Section 13142(c)(1) of the RRA 
1993 allows an owner of a low-income 
building not covered by §7W8(e)(1) of 
the 1989 Act to elect to determine the 
gross rent limitation under the number 
of bedrooms method of §42(g)(2)(C). 
Thus, owners of low-income buildings 
that received Allocations before 1990 
(or of bond-financed buildings placed 
in service before 1990, to the extent 
§42(h)( 4) applies to the building) can 
make the election provided for in 
§13142(c)(1) of the RRA 1993. 

Section 13142(c) of the RRA 1993 
places the following conditions on this 
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election: (1) the building owner must 
have met the requirements of §42(m)
(1)(B)(iii) (relating to state housing 
credit agency procedures for monitor
ing compliance with §42); (2) the 
owner must make the election during 
the 180 day period beginning on the 
date of enactment of the RRA 1993; 
(3) the owner can only apply the 
number of bedrooms method to tenants 
first occupying any rent-restricted unit 
in the building after the date of the 
election, and the building owner must 
apply the number of bedrooms method 
to all rent restricted units whose tenants 
first occupy any unit in the building 
after the date of the election; and (4) 
once made, neither the building owner 
nor any subsequent owner may revoke 
the election. 

SEC. 3. SCOPE 

This revenue procedure applies to 
owners of low-income buildings whose 
buildings were not subject to the 
amendments to §42(g)(2) made by 
§ 7W8( e)(1) of the 1989 Act. 

SEC. 4. ELECTION PROCEDURE 

To make the election to determine 
the gross rent limitation based on the 
number of bedrooms method, a build
ing owner must-

.01 By February 7, 1994, send a 
written statement signed under penalty 
of perjury to the Internal Revenue 
Service Center, P.O. Box 245, Phila
delphia, PA 19255, that states: 

(a) That the building owner elects to 
use the number of bedrooms method of 
§42(g)(2)(C); 

(b) That the building owner meets 
the requirements of the procedures of 
the compliance monitoring plan in 
effect on the date of the election that is 
implemented by the state housing credit 
agency responsible for monitoring the 
building; 

(c) That the building owner will 
only apply the elected method to 
tenants first occupying any unit in the 
building after the date of the election; 
and 

(d) The building identification num
ber assigned to the building, the build
ing or project name, the building or 
project address, and the owner's name 
and taxpayer identification number. 

.02 Simultaneously send a copy of 
the election document to the state 
housing credit agency responsible for 
monitoring the building. 

.03 Attach a copy of the election 
document to the building's Form 8609 
filed for the tax year in which the 
building owner made the election. 

.04 Keep a copy of the election 
document with the building's records. 
This copy must stay with the building's 
records regardless of any ownership 
transfer. 

SEC. 5. EFFECTIVE DATE OF 
ELECTION 

An election under section 4 of this 
revenue procedure made after publica
tion of the revenue procedure is effec
tive when filed with the Internal 
Revenue Service Center in Phila
delphia, PA. An election under § 13142-
(c)(1) to use the number of bedrooms 
method made before the publication of 
this revenue procedure is effective 
when made if: (1) the building owner 
complied with the requirements of 
§13l42(c) of the RRA 1993, and (2) 
the building owner perfects the election 
by following the requirements in sec
tion 4 of this revenue procedure. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
for elections made on or after August 
10, 1993. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; 
determination of correct tax liability. 
(Also Part 1, Sections 42, 142.) 

Rev. Proc. 94-10 

SECTION 1. PURPOSE 

This revenue procedure informs 
owners of low-income buildings how to 
make the election provided by § 13142-
(c)( 1) of the Revenue Reconciliation 
Act of 1993 (RRA 1993), Pub. L. No. 
103-66, 107 Stat. 416, 439-40 (1993). 
The election is available to owners of 
"deep rent skewed projects" not cov
ered by §7W8(n)(2) of the Revenue 
Reconciliation Act of 1989 (1989 Act), 
1990-1 C.B. 210, 223, and allows these 
project owners to satisfy the 200 
percent gross rent restriction for a deep 
rent skewed project for purposes of 
§42(g)(4) of the Internal Revenue 
Code. 

SEC. 2. BACKGROUND 

Section 42(g)(4) applies certain rules 
of § 142( d) for purposes of determining 



if a project is a qualified low-income 
housing project eligible for the low
income housing tax credit. Under §42-
(g)(4), a deep rent skewed project, as 
defined in §142(d)(4)(B), is a qualified 
low-income housing project. 

Section 142(d)(4)(B), as amended by 
the 1989 Act, defines a deep rent 
skewed project as a project whose 
owner elects to have § 142( d)( 4) apply 
and, at all times during the qualified 
project period, that meets the following 
requirements: (i) 15 percent or more of 
the low-income units in the project are 
occupied by individuals whose income 
is 40 percent or less of area median 
gross income, (ii) the gross rent for 
each low-income unit in the project 
does not exceed 30 percent of the ap
plicable income limitation that applies 
to individuals occupying the unit, and 
(iii) the gross rent for each low-income 
unit in the project does not exceed Y2 
of the average gross rent for units of 
comparable size that are not low
income units (market rate units). 

Section 7108(n) of the 1989 Act 
changed the market rate rent restriction 
of § 142( d)( 4 )(B )(iii) from Y3 to Y2 both 
for purposes of § 142(d) and, under 
§42(g)(4), §42. Section 7108(n) of the 
1989 Act applies to allocations under 
§42(h)(l) made after 1989 (or, to bond
financed buildings placed in service 
after 1989, to the extent §42(h)(4) 
applies to the building). 

For projects not subject to the 1989 
Act amendments, and for the period 
prior to the enactment of §13142(c)(l) 
of the RRA 1993, the gross rent for 
each low-income unit in a deep rent 
skewed project could not exceed Y3 of 
the average gross rent for a market rate 
unit of comparable size. 

Section 13142(c)(l) of the RRA 
1993 allows the owner of a project not 
covered by the 1989 Act amendments 
to elect to satisfy the Y2 (200 percent) 
market rate unit rent restriction of 
§ 142(d)( 4)(B)(iii). 

PURPOSE 

Section 13142(c) of the RRA 1993 
places the following conditions on this 
election: (1) the project owner must 
have met the requirements of §42(m)
(l)(B)(iii) (relating to state housing 
credit agency procedures for monitor
ing compliance with §42); (2) the 
project owner must make the election 
during the 180 day period beginning on 
the date of enactment of the RRA 
1993; (3) the project owner cannot 
increase the rent of existing low
income tenants as a result of this 
election; and (4) once made, neither the 
project owner nor any subsequent 
owner may revoke the election. 

SEC. 3. SCOPE 

This revenue procedure applies to 
deep rent skewed project owners whose 
buildings were not subject to the 
amendments to §42(g)(4) made by 
§7108(n)(2) of the 1989 Act. 

SEC. 4. ELECTION PROCEDURE 

To make the election to apply the 
changes made by §7108(n)(2) of the 
1989 Act to its project, a project owner 
must-

.01 By February 7, 1994, send a 
written statement signed under penalty 
of perjury to the Internal Revenue 
Service Center, P.O. Box 245, Phila
delphia, PA 19255, that states: 

(a) That the project owner elects to 
meet the Y2 (200 percent) market rate 
unit rent restriction of § 142( d)( 4 )(B)
(iii) as applicable under §42(g)(4); 

(b) That the project owner meets the 
requirements of the procedures of the 
compliance monitoring plan in effect 
on the date of the election that is 
implemented by the state housing credit 
agency responsible for monitoring the 
building; 

(c) That the project owner will not 
increase the rent of current occupants 
of low-income units as a result of the 
election; and 
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(d) The building identification num
ber assigned to the building, the build
ing or project name, the building or 
project address, and the owner's name 
and taxpayer identification number. 

.02 Simultaneously send a copy of 
the election document to the state 
housing credit agency responsible for 
monitoring the building. 

.03 Attach a copy of the election 
document to the building's Form 8609 
filed for the tax year in which the 
project owner made the election. 

.04 Keep a copy of the election 
document with the building's records. 
This copy must stay with the building's 
records regardless of any ownership 
transfer. 

SEC. 5. EFFECTIVE DATE OF 
ELECTION 

An election under section 4 of this 
revenue procedure made after publica
tion of this revenue procedure is effec
tive when filed with the Internal 
Revenue Service Center in Phila
delphia, P A. An election under § 13142-
(c)( 1) to use the 200 percent rent 
restriction of the 1989 Act made before 
the publication of this revenue proce
dure is effective when made if: (1) the 
project owner complied with the re
quirements of §13142(c) of the RRA 
1993, and (2) the project owner per
fects the election by following the 
requirements in section 4 of this 
revenue procedure. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
for elections made on or after August 
10, 1993. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part 1. Sections 6012. 6061; 1.6012-5. 
1.6061-1.) 
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SECTION 8 

SECTION 9 

SECTION 10 

SECTION 11 

SECTION 12 

SECTION 13 

SECTION 14 

INFORMA TION AN ELECTRONIC FILER MUST PROVIDE TO THE T AXPA YER 

DIRECT DEPOSIT OF REFUNDS 

REFUND ANTICIPATION LOANS 

BALANCE DUE RETURNS 
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MONITORING AND SUSPENSION OF AN ELECTRONIC FILER 
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SECTION 15 

SECTION 16 

SECTION 17 

EFFECT ON OTHER DOCUMENTS 

EFFECTIVE DATE 

INTERNAL REVENUE SERVICE OFFICE CONTACT 

SECTION 1. PURPOSE 

This revenue procedure informs 
those who participate in the Electronic 
Filing Program for Form 1040, U.S. 
Individual Income Tax Return, of their 
obligations to the Internal Revenue 
Service, taxpayers, and other partici
pants. This revenue procedure updates 
Rev. Proc. 93-8, 1993-1 C.B. 467. 

SEC. 2. BACKGROUND AND 
CHANGES 

.01 Section 1.6012-5 of the Income 
Tax Regulations provides that the 
Commissioner may authorize the use, 
at the option of a person required to 
make a return, of a composite return in 
lieu of any form specified in 26 CFR 
Part 1 (Income Tax), subject to the 
conditions, limitations, and special 
rules governing the preparation, execu
tion, filing, and correction thereof as 
the Commissioner may deem appropri
ate. The composite return shall consist 
of a form prescribed by the Commis
sioner and an attachment or attach
ments of magnetic tape or other ap
proved media. 

.02 An electronically filed Form 
1040 is a composite return consisting 
of electronically transmitted data and 
certain paper documents. The nonelec
tronic portion of the return consists of 
Form 8453, U.S. Individual Income 
Tax Declaration for Electronic Filing, 
and other paper documents that cannot 
be electronically transmitted. Form 
8453 must be received by the Service 
before any electronically filed return is 
complete. An electronically filed return 
must contain the same information that 
a return filed completely on paper 
contains. See section 7 for procedures 
for completing Form 8453. 

.03 The Service will periodically 
issue a publication that lists the forms 
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and schedules that can be electronically 
transmitted, as well as the forms, 
schedules, and other information that 
cannot be electronically filed. 

.04 A tax return cannot be electroni
cally filed after August 15, notwith
standing the fact that the taxpayer has 
been granted an extension to file. Form 
4868, Application for Automatic Exten
sion of Time To File U.S. Individual 
Income Tax Return, cannot be elec
tronically filed. 

.05 An amended tax return cannot be 
electronically filed. A taxpayer must 
file an amended tax return on paper in 
accordance with the instructions for 
Form 1040X, Amended U.S. Individual 
Income Tax Return. 

.06 A tax return that has a foreign 
address cannot be electronically filed. 
Army-Air Force (APO) and Navy 
(FPO) post offices are not considered 
foreign addresses. 

.07 This revenue procedure reflects 
changes in the Electronic Filing Pro
gram for the 1994 filing season. Sig
nificant changes to Rev. Proc. 93-8, 
which applied to the Electronic Filing 
Program for the 1993 filing season, are: 

(1) if there is a change to the Elec
tronic Filer's ownership structure, an 
Electronic Filer must file a new Form 
8633, Application to Participate in the 
Electronic Filing Program, (section 
4.01(3»; 

(2) knowingly and directly or in
directly employing or accepting assist
ance from any person who has been 
denied acceptance into the Electronic 
Filing Program or has been suspended 
from the Electronic Filing Program 
may result in the rejection of an 
application to participate in the 
Electronic Filing Program (section 
4.05(11 »; 

(3) knowingly and directly or in
directly accepting employment as an 

associate, correspondent, or as a sub
agent from, or sharing fees with, any 
person who has been denied acceptance 
into the Electronic Filing Program or 
has been suspended from the Electronic 
Filing Program may result in the re
jection of an application to participate 
in the Electronic Filing Program (sec
tion 4.05(12»; 

(4) an Electronic Filer who functions 
as a Transmitter must use the Elec
tronic Return Originator's (ERO's) 
Electronic Filing Identification Number 
(EFIN) on each return that the ERO 
submits to a Transmitter for transmis
sion (section 5.14); 

(5) additional methods of paying 
balance due returns are described (sec
tion 11.04); 

(6) modification of the recordkeep
ing requirements for those Electronic 
Filers who use radio or television 
broadcasting to advertise (section 
12.08); 

(7) addition of recordkeeping re
quirements for those Electronic Filers 
who use direct mail communications to 
advertise (section 12.09); 

(8) an Electronic Filer may be sus
pended for failure to properly use the 
standard/nonstandard W -2 indicator 
(section 13.06(13»; 

(9) an Electronic Filer may be sus
pended for failure to properly use the 
refund anticipation loan (RAL) indica
tor (section 13.06(14»; 

(10) a Transmitter may be suspended 
for failure to use the ERO's EFIN on a 
return that the ERO submits to the 
Transmitter for transmission (section 
13.06(15»; 

(11) in most instances, a denial of 
an application or a suspension from 
participation in the Electronic Filing 
Program will be effective for at least 
two years (section 13.09); 

(12) modifications to the administra
tive review process for the denial of an 



application to partiCipate in the 
Electronic Filing Program (section 14); 

(13) modifications to the administra
tive review process for suspension from 
the Electronic Filing Program (section 
15); and 

(14) the telephone contact number 
has been changed (section 18). 

SEC. 3. ELECTRONIC FILING 
PARTICIPANTS-DEFINITIONS 

.01 After acceptance into the 
Electronic Filing Program, as described 
in section 4, a participant is referred to 
as an "Electronic Filer." 

.02 An Electronic Filer is cate
gorized as follows: 

(1) ELECTRONIC RETURN ORIG
INATOR. An "electronic return orig
inator" (ERO) is either: (a) an 
"electronic return preparer" who pre
pares tax returns, including Forms 
8453, for taxpayers who intend to have 
their returns electronically filed; or (b) 
an "electronic return collector" who 
accepts completed tax returns, includ
ing Forms 8453, from taxpayers who 
intend to have their returns electroni
cally filed. 

(2) SOFTWARE DEVELOPER. A 
"software developer" develops soft
ware for the purposes of (a) formatting 
returns according to the Service's 
electronic return specifications; and/or 
(b) transmitting electronic returns di
rectly to the Service. A Software De
veloper may also sell its software. 

(3) TRANSMITTER. A "transmit
ter" transmits electronic returns di
rectly to the IRS Data Communications 
Subsystem. The transmitter may also 
accept tax returns from Electronic 
Filers and directly transmit those tax 
returns to the Service. An entity that 
provides a "bump-up" service is a 
transmitter. A "bump-up" service pro
vider increases the transmission rate or 
line speed of formatted or reformatted 
information that is being sent to the 
Service via a public switched telephone 
network. For example, a bump-up serv
ice provider may increase the transmis
sion rate or line speed of information 
from 2400 bits per second (BPS) to 
4800 BPS. Service specifications for 
electronic filing require a minimum 
speed of 4800 BPS. 

.03 The Electronic Filer categories 
are not mutually exclusive. For exam
ple, an ERO can, at the same time, be 
considered a Transmitter or Software 
Developer depending on the function(s) 
performed. 

SEC. 4. ACCEPTANCE IN THE 
ELECTRONIC FILING PROGRAM 

.01 To be accepted into, and con
tinue in, the Electronic Filing Program, 
any potential Electronic Filer must: 

(1) unless previously accepted into 
the Electronic Filing Program, file a 
properly completed Form 8633 (in
cludes a valid TIN for every entry in 
item l.d. of that form), Application to 
Participate in the Electronic Filing 
Program, with the service center that 
accepts electronically filed returns from 
the applicant's state; 

(2) if previously accepted into the 
Electronic Filing Program and Form 
8633 needs to be modified or supple
mented, as described in section 5.07, 
file a revised Form 8633; 

(3) file a new Form 8633 if there is 
a change to the Electronic Filer's 
ownership structure; 

(4) successfully complete the neces
sary testing at the appropriate service 
center(s) if the potential Electronic 
Filer intends to transmit electronic 
returns or has developed software for 
formatting or transmitting electronic 
returns; 

(5) pass a suitability check for the 
current filing season; 

(6) receive a letter of acceptance 
into the Electronic Filing Program for 
the current filing season; and 

(7) receive an Electronic Filing 
Identification Number (EFIN) and/or an 
Electronic Transmitter Identification 
Number (ETIN). 

.02 If an Electronic Filer is a Soft
ware Developer who performs no other 
function in the Electronic Filing Pro
gram but software development, that 
Software Developer does not need to 
pass a suitability check. 

.03 The applicant must include every 
electronic filing branch office on its 
Form 8633. An "electronic filing 
branch office": 

(1) is a business in which the 
applicant has an ownership interest; 

(2) uses applicant supplied hardware, 
software, and transmission services; 

(3) receives income tax returns for 
electronic filing; and 

(4) has direct contact with taxpayers. 
At a minimum, direct contact includes 
verifying money amounts on Forms 
8453, routing transit numbers, and 
depositor account numbers. 

.04 The applicant must include every 
electronic filing drop-off collection 

point on its Form 8633. An "electronic 
filing drop-off collection point" is a 
site in which the applicant mayor may 
not have an ownership interest and the 
activity on that site in connection with 
electronic filing is limited to collecting 
the fee for electronically filing an 
income tax return and insuring that 
Form 8453 is signed by the taxpayer. 
Although the applicant may not have 
an ownership interest in the drop-off 
collection point, the applicant usually 
has a written or oral agreement with an 
entity on that site that relates to 
electronic filing. 

.05 The following reasons may re
sult in the rejection of an application to 
participate in the Electronic Filing 
Program (this list is not all-inclusive): 

(1) conviction of any criminal of
fense under the revenue laws of the 
United States, or of any offense involv
ing dishonesty or breach of trust; 

(2) failure to file timely and accurate 
tax returns, both business and personal; 

(3) failure to timely pay personal or 
business tax liabilities; 

(4) assessment of penalties; 
(5) suspension/disbarment from 

practice before the Service; 
(6) other facts or conduct of a 

disreputable nature that would reflect 
adversely on the Electronic Filing 
Program; 

(7) misrepresentation on an 
application; 

(8) suspension or rejection from the 
program in a prior year; 

(9) unethical practices in return 
preparation; 

(10) stockpiling returns prior to offi
cial acceptance into the Electronic 
Filing Program; 

(11) knowingly and directly or indi
rectly employing or accepting assist
ance from any person who has been 
denied acceptance into the Electronic 
Filing Program or is suspended from 
the Electronic Filing Program; or 

(12) knowingly and directly or indi
rectly accepting employment as an 
associate, correspondent, or as a sub
agent from, or sharing fees with, any 
person who has been denied acceptance 
into the Electronic Filing Program or is 
suspended from the Electronic Filing 
Program. 

SEC. 5. RESPONSIBILITIES OF AN 
ELECTRONIC FILER 

.01 To ensure that complete returns 
are accurately and efficiently filed, an 
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Electronic Filer must comply with all 
the publications and notices of the 
Internal Revenue Service. Currently, 
these publications and notices include: 

(1) Handbook for Electronic Filers 
of Individual Income Tax Returns, 
Publication 1345; 

(2) Electronic Return File Specifica
tions and Record Layouts for Individ
ual Income Tax Returns, Publication 
1346; and 

(3) Electronic Filing System Bulletin 
Board (EFS Bulletin Board). 

.02 An Electronic Filer must ensure 
that no other entity uses its EFIN. An 
EFIN cannot be transferred by sale, 
loan, gift, or otherwise to another 
entity. 

.03 An Electronic Filer must main
tain a high degree of integrity, com
pliance, and accuracy. 

.04 An Electronic Filer may only 
accept returns for electronic filing 
directly from taxpayers, from drop-off 
collection sites accurately identified on 
Form 8633, or from another Electronic 
Filer. 

.05 If an Electronic Filer charges a 
fee for the electronic transmission of a 
tax return, the fee may not be based on 
a percentage of the refund amount. An 
Electronic Filer may not charge a 
separate fee for Direct Deposit. See 
section 9 for a discussion of Direct 
Deposit. 

.06 A potential Electronic Filer may 
not stockpile returns for electronic 
transmission prior to receiving official 
acceptance into the Electronic Filing 
Program. An Electronic Filer may not 
stockpile returns at any time. Stockpil
ing means collecting returns from 
taxpayers or from another Electronic 
Filer prior to official acceptance into 
the Electronic Filing Program, or wait
ing more than a few days to transmit a 
return after receiving the information 
necessary for an electronic transmission 
of a tax return. 

.07 A previously accepted Electronic 
Filer must submit a revised Form 8633 
to the appropriate service center to 
update information when there is any 
change to: 

(1) the Firm name or Doing Busi
ness As (DBA) name; 

(2) the contact representative's name 
or telephone number; 

(3) the electronic filing functions 
performed; 

(4) the applicant or branch office(s); 
or 
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(5) drop-off collection point(s). 
.08 An Electronic Filer must ensure 

that an electronic return is filed on or 
before the due date of the return. A tax 
return is not considered filed until the 
electronic portion of the tax return has 
been acknowledged as accepted for 
processing and a completed and signed 
Form 8453 has been received by the 
Service. However, if the electronic 
portion of a return is successfully 
transmitted on or shortly before the due 
date and the Electronic Filer complies 
with section 7.01 of this revenue 
procedure, the return will be deemed 
timely filed. If the electronic portion of 
a return is initially transmitted on or 
shortly before the due date and is 
ultimately rejected, but the Electronic 
Filer complies with section 5.12 of this 
revenue procedure, the return will be 
deemed timely filed. 

.09 If an acknowledgement of ac
ceptance for processing has not been 
received by the Transmitter within two 
work days of transmission or if a 
Transmitter receives an acknowledge
ment for a return that was not transmit
ted on the designated transmission, the 
Transmitter must immediately contact 
the Electronic Filing Unit at the appro
priate service center for further 
instructions. 

.10 An Electronic Filer who func
tions as an ERO must: 

(1) comply with the procedures for 
securing Forms 8453 described in 
section 7 of this revenue procedure; 

(2) furnish the taxpayer with a copy 
of the signed Form 8453, and in the 
case of a prepared or corrected return, 
the non-electronic portions of the 
return; 

(3) comply with the procedures de
scribed in section 11 for handling a 
balance due return; 

(4) retain the following material un
til the end of the calendar year in 
which the electronic return was filed 
unless otherwise notified by the 
Service: 

(a) a copy of the signed Form 8453; 
(b) a complete copy of the electronic 

portion of the return (may be retained 
on magnetic media) that can be readily 
and accurately converted into an 
electronic transmission that the Service 
can process; and 

(c) the acknowledgement file re
ceived from the Service or from a third 
party transmitter; and 

(5) identify the paid preparer (if 
there is one) in the appropriate field of 

the electronic return, in addition to 
insuring that the paid preparer signed 
Form 8453. 

.11 An ERO who is the paid pre
parer of an electronic tax return must 
also retain for the prescribed amount of 
time the materials described in section 
1.6107-1(b) of the regulations that are 
required to be kept by an income tax 
return preparer. 

.12 If the electronic portion of a 
taxpayer's return is acknowledged as 
rejected by the Service, the ERO must 
immediately advise the taxpayer that 
the taxpayer's return has not been filed. 
If the taxpayer chooses not to have the 
previously rejected return retransmitted 
or if the return cannot be accepted for 
processing, the taxpayer must file a 
paper return by the due date of the 
return. If the due date of the return has 
passed, the taxpayer must file a paper 
return as soon as possible with an 
explanation of why the return is being 
filed after the due date. 

.13 An Electronic Filer who func
tions as a Transmitter must: 

(1) transmit all electronic returns 
within a few days of receipt, retrieve 
the acknowledgement file within two 
work days of transmission, and initiate 
the communication of the acknowl
edgement file to the ERO (whether 
related or not) within two work days of 
retrieving the acknowledgement file; 

(2) match the acknowledgement file 
to the original transmission file and 
resubmit those returns that are not 
acknowledged as accepted for process
ing after corrections are made; 

(3) contact the appropriate service 
center Electronic Filing Unit for assist
ance if a return has been rejected after 
three transmission attempts, or if an 
acknowledgement is received for a 
return that was not in the original 
submission; 

(4) ensure the security of all trans
mitted data; 

(5) promptly correct any transmis
sion error that causes an electronic 
return to be rejected; 

(6) retain an acknowledgement file 
received from the Service until the end 
of the calendar year in which the 
electronic return was filed; 

(7) ensure that no other entity uses 
its ETIN. A Transmitter cannot transfer 
its ETIN by sale, loan, gift, or other
wise to another entity; and 

(8) not use software that has a 
Service assigned production password 
built into the software. 



.14 A Transmitter who provides 
transmission services to an unrelated 
Electronic Filer must, in addition to the 
items covered in section 5.13, only 
accept an electronic return for transmis
sion to the IRS Data Communications 
Subsystem from an accepted Electronic 
Filer. The Transmitter must use the 
ERO's EFIN on each return that the 
Transmitter accepts from an ERO. 

.15 An Electronic Filer who func
tions as a Software Developer must: 

(1) promptly correct any software 
error which causes an electronic return 
to be rejected; 

(2) promptly distribute any software 
correction; 

(3) ensure that any software package 
that will be used to transmit any 
returns from multiple Electronic Filers 
has the capability of combining returns 
from these Electronic Filers into one 
Service transmission file taking into 
account the sorting requirements of the 
Declaration Control Number (DCN); 

(4) ensure that no other entity uses 
its ETIN. A Software Developer cannot 
transfer by sale, loan, gift, or otherwise 
its ETIN to another entity; and 

(5) not incorporate into its software 
a Service assigned production pass
word. 

.16 In addition to the other respon
sibilities described in this section, an 
Electronic Filer that has branch offices 
must: 

(1) serve as the contact point be
tween the Service and a branch office 
for all correspondence including prob
lem resolution and report evaluation; 

(2) monitor electronic filing at each 
branch office, to the extent permitted 
by law, to ensure compliance with all 
Service requirements; and 

(3) give each branch office a copy 
of Publication 1345. 

.17 An Electronic Filer with a drop
off collection point is the ERO for that 
drop-off collection point. The ERO 
must clearly display its name at each 
drop-off collection point. 

.18 In addition to the specific re
sponsibilities described in this section, 
an Electronic Filer must meet all the 
requirements of this revenue procedure 
to keep the privilege of participating in 
the electronic filing program. 

SEC 6. PENALTIES 

.01 Penalties for Disclosure or Use 
of Information. 

(I) An Electronic Filer, except a 
Software Developer, is a tax return 
preparer under the definition of section 
301. 7216-1 (b) of the Regulations on 
Procedure and Administration. An 
Electronic Filer is subject to a criminal 
penalty for disclosure or use of tax 
return information, as described in 
section 301.7216-1(a). In general, that 
regulation provides that any pre parer 
who discloses or uses any tax return 
information for a purpose other than 
preparing, assisting in preparing, or 
obtaining or providing services in 
connection with the preparation of a 
tax return is guilty of a misdemeanor. 
In addition, section 6713 of the Internal 
Revenue Code provides for civil penal
ties that may be assessed against a 
preparer who makes an unauthorized 
disclosure or use of tax return 
information. 

(2) Under section 301.7216-2(h) of 
the regulations, disclosure among ac
cepted Electronic Filers for the purpose 
of preparing a return is permissible. 
For example, it is permissible for an 
ERO to pass on tax return information 
to a Transmitter for the purpose of 
having an electronic return formatted 
and transmitted to the Service. How
ever, if the tax return information is 
disclosed or used in any other way, the 
Transmitter may be guilty of a misde
meanor as described in section 6.01(1). 

.02 Other Preparer Penalties. 
(1) Preparer penalties may be as

serted against an individual or firm 
who meets the definition of an income 
tax return preparer under section 
7701(a)(36) of the Code and 301.7701-
15 of the regulations. Examples of 
preparer penalties that may be asserted 
under appropriate circumstances in
clude, but are not limited to, those set 
forth in sections 6694, 6695, and 6713 
of the Code. 

(2) Under section 301.7701-15(d) of 
the regulations, Electronic Return Col
lectors, Transmitters, and Software De
velopers are not income tax return 
preparers for the purpose of assessing 
most pre parer penalties as long as their 
services are limited to "typing, repro
duction, or other mechanical assistance 
in the preparation of a return or claim 
for refund." 

(3) If an Electronic Return Collector, 
Transmitter, or Software Developer 
alters the return information in a 
nonsubstantive way, this alteration will 
be considered to come under the 
"mechanical assistance" exception de
scribed in section 301.7701-15(d)(1) of 

the regulations. A nonsubstantive 
change is a correction or change 
limited to a transposition error, mis
placed entry, spelling error, or arithme
tic correction that falls within the 
following tolerances: 

(a) the Total Tax amount, Withhold
ing amount, Refund amount, or 
Amount Owed shown on Form 8453 
differs from the corresponding amount 
on the electronic tax return by no more 
than $7; 

(b) the Total Income amount shown 
on Form 8453 differs from the corre
sponding amount on the electronic tax 
return by no more than $25; or 

(c) dropping cents and rounding to 
whole dollars. 

(4) If a Transmitter or an Electronic 
Return Collector alters the return infor
mation in a substantive way, rather 
than having the taxpayer alter the 
return, the Transmitter or Electronic 
Return Collector will be considered to 
be a paid preparer for purposes of 
section 7701(a)(36) of the Code. 

(5) If an Electronic Return Collector 
or Transmitter, or the product of a 
Software Developer, goes beyond me
chanical assistance, any of these parties 
may be held liable for income tax 
return preparer penalties. Rev. Rul. 85-
189, 1985-2 CB. 341, describes a 
situation where a Software Developer 
was determined to be an income tax 
return preparer and subject to certain 
preparer penalties. 

.03 In addition to the above spec
ified provisions, the Service reserves 
the right to assert all appropriate 
preparer, nonpreparer, and disclosure 
penalties against an Electronic Filer as 
warranted under the circumstances. 

SEC 7. FORM 8453, U.S. 
INDIVIDUAL INCOME TAX 
DECLARATION FOR ELECTRONIC 
FILING 

.0 I Procedures for Completing Form 
8453. 

(I) An ERO prepares the return for 
electronic filing, computes the tax 
based on the information that the 
taxpayer provides, and accepts the 
return for the purposes of electronic 
filing, or collects an already prepared 
tax return for the purposes of electronic 
filing. 

(2) After the return has been pre
pared and before the return is elec
tronically transmitted, the taxpayer 
must verify the information on the 
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electronic return and on Form 8453 and 
sign Form 8453. Both spouses' signa
tures are required on a joint return 
prior to the electronic transmission of 
the tax return. An easily readable paper 
copy of the prepared return must be 
provided to the taxpayer at the time of 
signature. 

(3) An Electronic Filer must submit 
the taxpayer's Form 8453 to the ap
propriate service center one work day 
after the Electronic Filer receives ac
knowledgment that the electronic por
tion of the taxpayer's return has been 
accepted for processing. 

(4) An Electronic Filer must ensure 
that the Service receives by April 22 
all taxpayers' Forms 8453 for all 
transmissions the Electronic Filer has 
made as of April 15, whether or not 
acknowledged by the Service. 

(5) If an Electronic Filer functions 
as an ERO, the Electronic Filer must 
sign the ERO's Declaration on Form 
8453. 

(6) If the Electronic Filer is also the 
paid preparer, the Electronic Filer must 
check the "Paid Preparer" box and 
sign the ERO Declaration on Form 
8453. 

.02 Corrections to Form 8453. 
(1) If the ERO changes an electronic 

return after Form 8453 has been signed 
by the taxpayer, but before it is 
transmitted, the ERO must have all the 
necessary parties described above sign 
a new Form 8453 with the corrections 
if either of the following applies: 

(a) the "Total Income" (Form 8453, 
line I) differs from the amount on the 
electronic tax return by more than $25; 
or 

(b) the "Total Tax" (Form 8453, 
line 2), the "Refund" (Form 8453, line 
4), or the "Amount you owe" (Form 
8453, line 5), differs from the amount 
on the electronic tax return by more 
than $7. 

(2) A new Form 8453 is not re
quired for a nonsubstantive change. A 
non substantive change is limited to a 
correction within the above tolerances 
for arithmetic errors, a transposition 
error, a misplaced entry, or a spelling 
error. The incorrect nonsubstantive in
formation must be neatly lined through 
on the Form 8453 and the correct data 
entered next to the lined-through entry. 
Also, enter the initials or the name of 
the person making the correction. 

(3) Dropping cents and rounding to 
whole dollars does not constitute a 
substantive change or alteration to the 
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return unless the amount differs by 
more than the above tolerances. All 
rounding should be accomplished in 
accordance with the instructions in the 
Form 1040 tax package. 

.03 If the Service determines that a 
Form 8453 is missing, the ERO must 
provide the Service with a copy of the 
signed Form 8453 from the ERO's 
records. 

.04 If a substitute Form 8453 is 
used, it must be approved by the 
Service prior to use. See Rev. Proc. 
92-21, 1992-1 C.B. 709. 

SEC. 8. INFORMATION AN 
ELECTRONIC FILER MUST 
PROVIDE TO THE TAXPAYER 

.01 The ERO must furnish the tax
payer with a paper copy of the 
electronic material that was transmitted 
to the Service. This information can be 
contained on a replica of an official 
form or on an unofficial form. How
ever, on an unofficial form, data entries 
must be referenced to the line numbers 
on an official form. 

.02 The ERO must also provide the 
taxpayer with a copy of Form 8453, 
and in the case of a prepared or 
corrected return, the non-electronic por
tions of the taxpayer's return. 

. 03 The ERO must advise the tax
payer to retain a complete copy of the 
return and any supporting material. 

.04 The ERO must advise the tax
payer that an amended return, if 
needed, must be filed as a paper return 
and mailed to the service center that 
would handle the taxpayer's paper 
return. 

.05 The ERO must, upon request, 
provide the taxpayer with the DCN and 
the date the electronic portion of the 
taxpayer's return was acknowledged as 
accepted for processing by the Service. 

.06 If a taxpayer inquires about the 
status of a refund, the ERO must ad
vise the taxpayer to use the IRS Tele
Tax system. The ERO should also 
advise the taxpayer to wait three weeks 
from the acceptance date of the elec
tronic return before contacting the local 
IRS district office for assistance. 

.07 If a taxpayer chooses to use an 
Electronic Filer's address on his or her 
return, the Electronic Filer must inform 
the taxpayer that the Electronic Filer's 
address will become the taxpayer's 
"last known address" for all purposes 
of the Code. This means that all future 
written communications from the Serv-

ice to the taxpayer will be sent to the 
Electronic Filer's address rather than 
the taxpayer's home address. In par
ticular, the Service is required by the 
Code to send the following notices to a 
taxpayer's "last known address": 

(1) formal document request for the 
production of foreign-based documenta
tion (section 982( c)(1»; 

(2) notification of disclosure pro
ceedings (section 6110(f)(3)(B»; 

(3) notice of deficiency (section 
6212(b»; 

(4) notice and demand for tax (sec
tion 6303(a»; 

(5) notice of revocation of certifica
tion of release or nonattachment of a 
lien (section 6325(f)(2)(A»; 

(6) notice of intention to levy (sec
tion 6331 (d)(2)(C»; 

(7) copy of notice of levy with 
respect to a life insurance or endow
ment contract (section 6332(b)(1»; 

(8) notice of seizure and sale (sec
tion 6335(a) and (b»; 

(9) notice of liability in transferee 
cases (section 6901(g»; and 

(10) notice of third-party summons 
(section 7609(a)(2». See Rev. Proc. 
90-18, 1990-1 C.B. 491, for additional 
information about "last known 
address" . 

SEC. 9. DIRECT DEPOSIT OF 
REFUNDS 

.01 The Service does not guarantee a 
specific date by which a refund will be 
directly deposited into the taxpayer's 
financial institution account. Because 
of disclosure laws, the Service cannot 
provide information to the Electronic 
Filer about any delay or denial of a 
Direct Deposit without proper written 
authorization. 

.02 Neither the Service nor Financial 
Management Service (FMS) is respon
sible for the misapplication of a Direct 
Deposit that is caused by error, negli
gence, or malfeasance on the part of 
the taxpayer, Electronic Filer, financial 
institution, or any of their agents. 

.03 An ERO must: 
(1) ensure that the taxpayer is aware 

of all the general information regarding 
a Direct Deposit; 

(2) not charge a separate fee for a 
Direct Deposit; 

(3) accept any Direct Deposit elec
tion to any eligible financial institution 
designated by the taxpayer; 



· (~) ensure that the taxpayer is 
ehglble to choose Direct Deposit; 

(5) verify that the taxpayer has 
entered the Direct Deposit information 
requested on Part II of Form 8453 
correctly and that the information en
tered is the information transmitted 
with the electronic portion of the 
return; 

(6) caution the taxpayer that once an 
electronic 
return has been accepted for processing 
by the Service: 

(a) the Direct Deposit election can
not be rescinded; 

(b) the Routing Transit Number 
(RTN) of the financial institution can
not be changed; and 

(c) the taxpayer's account number 
cannot be changed. 

(7) notify the taxpayer if the Direct 
Deposit request will not be honored by 
the Service; 

(8) advise the taxpayer of the proce
dures to be followed if there is a need 
to contact the Service about a Direct 
Deposit request; 

(9) inform the taxpayer if the 
electronic portion of a return was 
acknowledged as accepted for process
ing by the Service, but the Direct 
Deposit request was not honored during 
initial processing; and 

(10) not mislead the taxpayer about 
why a Direct Deposit was denied. 

SEC. 10. REFUND ANTICIPATION 
LOANS 

.01 A Refund Anticipation Loan 
(RAL) is money borrowed by a tax
payer that is based on a taxpayer's 
anticipated income tax refund. The 
Service has no involvement in RALs. 
This is a contract between the taxpayer 
and the lender. An acknowledgement 
from the Service that a taxpayer's 
return is accepted for processing is not 
a guarantee to either the taxpayer or a 
lender that the taxpayer will receive a 
refund or what the amount of any 
refund might be. 

.02 Any entity that is involved in the 
Electronic Filing Program, including a 
financial institution that accepts direct 
deposits of income tax refunds, has an 
obligation to every taxpayer who ap
plies for an RAL to ensure that the 
taxpayer understands that an RAL is in 
fact a loan, and not a substitute for or a 
quicker way of receiving an income tax 
refund. Consequently, if a direct de-

posit is not made as originally antIcI
pated by the taxpayer, the taxpayer 
may be liable for additional interest or 
fees. 

.03 An Electronic Filer may assist a 
taxpayer in applying for an RAL. 

.04 An Electronic Filer may charge 
a flat fee to assist a taxpayer in 
applying for an RAL. The fee must be 
identical for all taxpayers and must not 
be related to the amount of the refund 
or RAL. The Electronic Filer must not 
accept a fee from a financial institution 
for any service connected with an RAL 
that is contingent upon the amount of 
the refund or RAL. 

.05 The Service has no responsibility 
for the payment of any fees associated 
with the preparation of a return, the 
electronic transmission of a return, or 
an RAL. 

.06 An Electronic Filer may disclose 
tax information to the lending financial 
institution in connection with an ap
plication for an RAL only with the 
taxpayer's written consent as specified 
in section 301.7216-3(b) of the 
regulations. 

.07 After an Electronic Filer has 
been informed that the Direct Deposit 
request will be granted, the request 
may be subsequently rejected due to 
special processing needs of the Service. 
The RAL must not guarantee the date 
the refund will be issued or the amount 
of the refund. An Electronic Filer must 
advise the taxpayer that if a Direct 
Deposit is not timely, the taxpayer may 
be liable for additional interest on the 
RAL. 

.08 An Electronic Filer that is also 
the return preparer, and the financial 
institution or other lender that makes 
an RAL, may not be related taxpayers 
within the meaning of section 267 or 
section 707 of the Code. 

.09 Section 6695(f) of the Code 
imposes a $500 penalty on a return 
preparer who endorses or negotiates a 
refund check issued to any taxpayer 
other than the return preparer. How
ever, a bank, as defined in section 581, 
may accept the full amount of a refund 
check as a deposit in the taxpayer's 
account for the benefit of the taxpayer. 
Section 1.6695-1 (f) of the regulations 
clarifies section 6695 of the Code by 
explaining that the prohibition on a 
return preparer negotiating a refund 
check is limited to a refund check for a 
return that the return preparer prepared. 
A preparer that is also a financial 
institution, but has not made a loan to 

the taxpayer on the basis of the 
taxpayer's anticipated refund, may (1) 
cash a refund check and remit all of the 
cash to the taxpayer or accept a refund 
check for deposit in full to a taxpayer's 
account, provided the bank does not 
initially endorse or negotiate the check; 
or (2) endorse a refund check for 
deposit in full to a taxpayer's account 
pursuant to a written authorization of 
the taxpayer. A preparer bank may also 
subsequently endorse or negotiate a 
refund check as part of the check
clearing process through the financial 
system after initial endorsement. Any 
income tax return preparer that violates 
this provision may be suspended from 
the Electronic Filing Program. 

SEC. 11. BALANCE DUE 
RETURNS 

.01 All service centers that accept 
electronically filed returns will accept 
electronically filed balance due returns. 

.02 An electronically filed balance 
due return is transmitted to the Service 
in the same manner that a refund or 
zero balance return is filed. A balance 
due return is not complete unless and 
until the Service receives Form 8453 
completed and signed by the taxpayer. 

.03 The Electronic Filer must furnish 
Form 9282, Form 1040 Electronic 
Payment Voucher, to a taxpayer who 
electronically files a balance due 
return. 

.04 To expedite the crediting of a 
tax payment, a taxpayer who elec
tronically files a balance due return 
should mail his or her tax payment 
with either (1) Form 9282, (2) the tear
off stub from the payment reminder 
notice, CP-14E, or (3) the scannable 
payment voucher that is included in 
some tax packages. Each of these op
tions has specific mailing instructions. 

.05 A taxpayer that electronically 
files a balance due return must make a 
full and timely payment of any tax that 
is due. Failure to make full payment of 
any tax that is due on or before April 
15 will result in the imposition of 
interest and penalties. 

SEC. 12. ADVERTISING 
STANDARDS FOR AN 
ELECTRONIC FILER AND A 
FINANCIAL INSTITUTION 

.01 An Electronic Filer shall comply 
with the advertising and solicitation 
provisions of 31 C.F.R. Part 10 (Treas-
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ury Department Circular No. 230). This 
circular prohibits the use or participa
tion in the use of any form of public 
communication containing a false, 
fraudulent, misleading, deceptive, un
duly influencing, coercive, or unfair 
statement or claim. In addition, adver
tising must not imply a special relation
ship with the Service, FMS, or the 
Treasury Department. Claims for faster 
refunds by virtue of electronic filing 
must be consistent with the language in 
official Service publications. 

.02 The use of the Service's name, 
"Internal Revenue Service," or "IRS" 
within a firm's name may result in 
immediate suspension from the 
Electronic Filing Program. 

.03 The use of improper or mislead
ing advertising in relation to the 
Electronic Filing Program (including 
the time frames for refunds and RALs) 
is grounds for suspension or rejection 
from the Electronic Filing Program. 

.04 Use of Direct Deposit name and 
logo. 

(1) The name "Direct Deposit" will 
be used with initial capital letters or all 
capital letters. 

(2) The logo/graphic for Direct De
posit will be used whenever feasible in 
advertising copy. 

(3) The color or size of the Direct 
Deposit logo/graphic may be changed 
when used in advertising pieces. 

.05 Advertising materials shall not 
carry the FMS or Treasury Seals. 

.06 Advertising for a cooperative 
electronic return project (public/private 
sector) must clearly state the names of 
all cooperating parties. 

.07 In advertising the availability of 
an RAL, an Electronic Filer and a 
financial institution must refer to or 
describe the funds being advanced as a 
loan, not a refund; that is, it must be 
made clear in the advertising that the 
taxpayer is borrowing against the an
ticipated refund and not obtaining the 
refund itself from the financial insti
tution. 

.08 If an Electronic Filer uses radio 
or television broadcasting to advertise, 
the broadcast must be pre-recorded. 
The Electronic Filer must keep a copy 
of the pre-recorded advertisement for a 
period of at least 36 months from the 
date of the last transmission or use. 

. 09 If an Electronic Filer uses direct 
mail communications to advertise, the 
Electronic Filer must retain a copy of 
the actual mailing, along with a list or 
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other description of persons to whom 
the communication was mailed or 
otherwise distributed for a period of at 
least 36 months from the date of the 
last mailing or distribution. 

.10 Acceptance to participate in the 
Electronic Filing Program does not 
imply endorsement by the Service or 
FMS of the software or quality of 
services provided. 

SEC. 13. MONITORING AND 
SUSPENSION OF AN ELECTRONIC 
FILER 

.01 The Service will monitor an 
Electronic Filer for conformity with 
this revenue procedure. Generally, the 
Service will issue a warning letter that 
describes specific corrective action for 
deviations from this revenue procedure. 
However, in certain situations immedi
ate suspension from the Electronic 
Filing Program may be appropriate. 

.02 The Service will monitor the 
timely receipt of Forms 8453, as well 
as monitoring their overall legibility 
(especially the recording of the DCN). 

.03 The Service will monitor the 
quality of an Electronic Filer's trans
missions throughout the filing season. 
The Service will also monitor 
electronic returns and tabulate rejec
tions, errors, and other defects. If 
quality deteriorates, the Electronic Filer 
will receive a warning from the 
Service. 

.04 The Service will monitor branch 
offices and advise an Electronic Filer 
of any problems the Service has 
encountered that originate in a branch 
office. If there are repeated or continu
ing problems with electronic filing 
from a particular branch office, the 
"parent" Electronic Filer will be re
quired to drop that office from the 
Electronic Filing Program. Failure to 
take corrective action with the problem 
branch will lead to the initiation of 
suspension against the "parent" 
Electronic Filer. If the Service initiates 
suspension action, it will apply to all 
returns filed by the "parent" 
Electronic Filer, including the branch 
offices. 

.05 The Service will monitor com
plaints about an Electronic Filer and 
issue a warning or suspension letter as 
appropriate . 

. 06 The Service reserves the right to 
rescind the electronic filing privilege of 
any Electronic Filer who violates any 
provision of this revenue procedure or 

who does not consistently transmit 
accurate returns. When suspended, the 
Electronic Filer may be counseled 
concerning the requirements for reac
ceptance into the Electronic Filing 
Program. The following reasons may 
lead to a warning letter and/or suspen
sion of an Electronic Filer from the 
Electronic Filing Program (this list is 
not all-inclusive): 

(1) the reasons listed in section 4.05; 
(2) deterioration in the format of 

individual transmissions; 
(3) unacceptable cumulative error 

rate; 
(4) untimely received, illegible, in

complete, missing, or unapproved sub
stitute Forms 8453; 

(5) stockpiling returns at any time 
while participating in the Electronic 
Filing Program; 

(6) failure on the part of a transmit
ter to retrieve acknowledgement files 
within two work days of transmission 
by the Service; 

(7) failure on the part of a transmit
ter to initiate the communication of 
acknowledgement files to clients within 
two work days of receipt of the 
acknowledgement files from the 
Service; 

(8) significant complaints about an 
Electronic Filer; 

(9) failure on the part of an 
Electronic Filer to ensure that no other 
entity uses its EFIN; 

(10) failure on the part of a Trans
mitter to ensure that no other entity 
uses its ETIN; 

(11) failure on the part of a Software 
Developer to ensure that no other entity 
use its ETIN; 

(12) failure on the part of an 
Electronic Filer to cooperate with the 
Service's efforts to monitor Electronic 
Filers and investigate electronic filing 
abuse; 

(13) failure on the part of an 
Electronic Filer to properly use the 
standard/non-standard W-2 indicator; 

(14) failure on the part of an 
Electronic Filer to properly use the 
refund anticipation loan (RAL) indica
tor; or 

(15) failure of the Transmitter to use 
the ERO's EFIN on a return that the 
ERO submits to the Transmitter for 
transmission . 

.07 The Service will list in the 
Internal Revenue Bulletin and on the 
EFS Bulletin Board the name of any 



entity that is suspended from the 
Electronic Filing Program and the 
effective date of that suspension. 

.08 A suspension from participation 
in the Electronic Filing Program or a 
revocation of the privilege to partici
pate in the Electronic Filing Program is 
effective as of the date of the letter 
informing the Electronic Filer of the 
suspension or revocation. 

.09 Most denials and revocations of 
participation in the Electronic Filing 
Program will result in at least a two
year period during which the Service 
will not consider any request to partici
pate in the Electronic Filing Program. 

SEC. 14. ADMINISTRATIVE 
REVIEW PROCESS FOR DENIAL 
OF AN APPLICATION TO 
PARTICIPATE IN THE 
ELECTRONIC FILING PROGRAM 

.01 An applicant who has been 
denied participation in the Electronic 
Filing Program has the right to an 
administrative review. 

.02 In response to the submission of 
a Form 8633, the appropriate district 
office will either (1) accept an appli
cant into the Electronic Filing Program, 
or (2) issue a proposed letter of denial 
that explains to the applicant why the 
district office proposes to reject the ap
plication to participate in the Electronic 
Filing Program. 

. 03 An applicant who receives a 
proposed letter of denial may respond, 
in writing, to the district office that 
sent the proposed letter of denial. The 
applicant's response must address the 
district office's explanation for propos
ing the denial to participate. The 
district office must receive the appli
cant's response within 30 days of the 
date of the proposed letter of denial. 

.04 Upon receipt of an applicant's 
written response, the district office will 
reconsider its proposed letter of denial. 
The district office may (1) withdraw its 
proposed letter of denial and admit the 
applicant into the Electronic Filing 
Program, or (2) finalize its proposed 
letter of denial and issue it to the 
applicant. 

.05 If an applicant receives a letter 
from the district office that denies the 
applicant participation in the Electronic 
Filing Program, the applicant is entitled 
to an appeal, in writing. to the Director 
of Practice. 

.06 The appeal must be filed with 
the district office that issued the denial 

letter within 30 days of the date of the 
denial letter. An applicant's written 
appeal must contain a detailed explana
tion. with supporting documentation, of 
why the denial should be reversed. In 
addition, the applicant must include a 
copy of the applicant's Form 8633 and 
a copy of the denial letter. 

.07 The district office whose denial 
letter is being appealed will, upon 
receipt of a written appeal to the 
Director of Practice, forward to the 
Director of Practice its file on the 
applicant and the material described in 
section 14.06 that the applicant has 
submitted to the district office. The 
district office will forward to the 
Director of Practice these materials 
within 15 calendar days of receipt of 
the applicant's written request for 
appeal to the Director of Practice. 

.08 Failure to respond within the 30-
day periods described in sections 14.03 
and 14.06 irrevocably terminates an 
applicant's right to an administrative 
review or appeal. 

SEC. 15. ADMINISTRATIVE 
REVIEW PROCESS FOR 
SUSPENSION FROM THE 
ELECTRONIC FILING PROGRAM 

.01 An Electronic Filer who has 
been suspended from participation in 
the Electronic Filing Program has the 
right to an administrative review . 

.02 If an Electronic Filer receives a 
suspension letter from a district office 
or a service center, the Electronic Filer 
is entitled to an appeal, in writing, to 
the Director of Practice. 

.03 The Electronic Filer must ensure 
that the district office or service center 
that issued the suspension letter re
ceives the Electronic Filers's written 
appeal for review by the Director of 
Practice within 30 days of the date of 
the suspension letter. The Electronic 
Filer's written appeal for review must 
contain a detailed explanation, with 
supporting documentation, of why the 
district office's or the service center's 
suspension should be reversed. In addi
tion, the Electronic Filer must include a 
copy of its Form 8633 and a copy of 
the suspension letter. 

.04 The district office or service 
center whose suspension letter is being 
appealed will, upon receipt of a written 
appeal to the Director of Practice. 
forward to the Director of Practice its 
file on the Electronic Filer and the 
material described in section 15.03 that 

the Electronic Filer has submitted to 
the district office or the service center. 
The district office or the service center 
will forward to the Director of Practice 
these materials within 15 calendar days 
of the receipt of an Electronic Filer's 
written request for appeal. 

.05 Failure to appeal within the 30-
day period described in section 15.03 
irrevocably terminates an Electronic 
Filer's right to an appeal. 

SEC. 16. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-8, 1993-1 C.B. 467, is 
superseded. 

SEC. 17. EFFECTIVE DATE 

This revenue procedure is effective 
January 1, 1994. 

SEC. 18. INTERNAL REVENUE 
SERVICE OFFICE CONTACT 

All questions regarding this revenue 
procedure should be directed to the 
Internal Revenue Service. The tele
phone number for this purpose is (202) 
283-0754 (not a toll-free number). 

26 CFR 601.204: Changes in accounting 
periods and in methods of accounting. 
(Also Part 1. Sections 442. 1502; 1.442-1. 
1.1 502-75. 1.1502-76. 1.1502-79.) 

Rev. Proc. 94-12 

SECTION I. PURPOSE 

This revenue procedure modifies sec
tion 4 (SCOPE) of Rev. Proc. 92-13, 
1992-1 C.B. 665, by adding a new 
condition which must be satisfied in 
order to obtain expeditious approval 
under the revenue procedure. The new 
section 4.01(14) prohibits the use of 
the revenue procedure by corporations 
which have an election in effect under 
section 936 of the Internal Revenue 
Code. 

SEC. 2. BACKGROUND 

.0 I Rev. Proc. 92-13 permits certain 
corporations to obtain expeditious ap
proval of a change in their annual 
accounting period. 

.02 Section 4.01 of Rev. Proc. 92-13 
identifies the corporations that are 
eligible under the revenue procedure to 
obtain expeditious approval of a change 
in their annual accounting period. 
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.03 Section 4.03 of Rev. Proc. 92-13 
provides that corporations which are 
unable to use the automatic provisions 
of the revenue procedure or section 
1.442-1(c) of the Income Tax Regula
tions must secure prior approval from 
the Commissioner for a change in 
annual accounting period pursuant to 
section 1.442-1 (b)(1). 

SEC. 3. APPLICATION 

A new subsection (14) is added to 
section 4.01 of Rev. Proc. 92-13 to 
read as follows: 

.01 This revenue procedure applies 
to a corporation that: 

(14) is not a corporation which has 
in effect an election under section 936 
of the Code. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for applications for change in annual 
accounting period filed on or after 
August 10, 1993. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-13 is modified. 

26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 94-13 

I. PURPOSE 

.01 The Omnibus Budget Recon
ciliation Act of 1993, Pub. L. No. 103-
66 ("OBRA '93") amended section 
401(a)(17) of the Internal Revenue 
Code to limit compensation taken into 
account under a plan in any year to 
$150,000, as adjusted for increases in 
the cost of living. 

.02 Part II of the revenue procedure 
provides guidance on the remedial 
amendment treatment for plans being 
amended for section 401(a)(l7) of the 
Code. In addition, section C of Part II 
provides guidance on the conditions 
under which a plan may be amended to 
comply retroactively with section 
401 (a)(l7), even if the amendment 
results in a reduction of a benefit 
protected under section 411(d)(6). 

.03 Part III of the revenue procedure 
provides guidance on the extent to 
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which section 204(h) of the Employee 
Retirement Income Security Act of 
1974 ("ERISA") will not apply to a 
plan amendment that limits an em
ployee's compensation taken into ac
count under the plan to the maximum 
permitted under section 401(a)(17) of 
the Code. 

.04 Part IV of the revenue procedure 
modifies the definition of "plans main
tained by tax-exempt organizations" 
contained in Section V of Notice 92-
36, 1992-2 C.B. 364, to provide that 
multiemployer plans may apply the 50-
percent employee determination con
tained in that definition on an 
employer-by-employer basis. 

.05 Part V of the revenue procedure 
provides a simplified method for spon
sors of master and prototype (M&P), 
regional prototype, volume submitter 
specimen, and individually designed 
plans (including volume submitter 
plans) and simplified employee pen
sions ("SEPs"), that have received 
favorable opinion, notification, ad
visory, determination, or ruling letters 
that take into account the Tax Reform 
Act of 1986, Pub. L. No. 99-514 
("TRA '86"), to amend their plans to 
comply with section 401(a)(17) of the 
Code as amended by OBRA '93 by 
adopting either model plan language or 
a non-model amendment for approval 
by the Internal Revenue Service. 

II. REMEDIAL AMENDMENT PERIOD 

A. BACKGROUND 

.01 The requirements of section 
401(a)(17) of the Code as amended by 
OBRA '93 are effective for most plans 
(including plans maintained by tax
exempt organizations) on the first day 
of the first plan year beginning on or 
after January 1, 1994. 

.011 Section 401(a)(l7) of the Code 
as amended by OBRA '93 is first ef
fective for plans maintained pursuant to 
collective bargaining agreements rati
fied before August 10, 1993 on the first 
day of the first plan year beginning on 
or after the earlier of (A) January 1, 
1997, or (B) the latest of (i) January 1, 
1994, (ii) the date on which the last of 
the collective bargaining agreements 
ratified before August 10, 1993, pur
suant to which the plan is maintained, 
terminates (without regard to any ex
tension, amendment, or modification 
after that date), or (iii) in the case of a 
plan maintained pursuant to collective 
bargaining under the Railway Labor 

Act, the date of execution of an exten
sion or replacement of the last of the 
agreements in effect on August 10, 
1993. 

.012 Section 401(a)(17) of the Code 
as amended by OBRA '93 is generally 
effective for governmental plans (with
in the meaning of section 414(d» for 
plan years beginning on or after 
January 1, 1996. OBRA '93 provides a 
transitional rule for eligible partici
pants, as defined in section 1.401 (a)
(17)-1(d)(4)(ii)(B) of the proposed reg
ulations, in governmental plans. 

.02 Section 1.401(b)-1 of the regula
tions provides that a plan that fails to 
satisfy the requirements of section 
401(a) of the Code solely as a result of 
a "disqualifying provision", as defined 
in section 1.401(b)-1(b)(2)(ii), need not 
be amended to comply with those re
quirements until the later of the due 
date for filing the employer's tax return 
for the 1989 tax year (including exten
sions) or the last day of the 1989 plan 
year (or, in the case of a plan main
tained by more than one ~mpJoyer, the 
last day of the tenth month" following 
the end of the 1989 plan year).; 

.021 A disqualifying proviaion is de
fined in section 1.401(b)-1{p':}C+)(ii) of 
the regulations as a plan pr-ovision (or 
the absence of a plan provision) that 
causes a plan to fail to satisfy the 
qualification requirements of the Code 
because of changes made by TRA ' 86, 
the Omnibus Budget Reconciliation Act 
of 1986, Pub. L. No. 99-509, ("OBRA 
'86"), and the Omnibus Budget Recon
ciliation Act of 1987, Pub. L. No. 100-
203 ("OBRA '87"), that are effective 
before the first day of the first plan 
year beginning after December 31, 
1989; a plan provision that is not 
required, but is integral to a qualifica
tion requirement changed by TRA ' 86, 
OBRA '86, or OBRA '87; or a plan 
provision that fails to satisfy any 
requirement that is treated, directly or 
indirectly, by the Service as if section 
1140 of TRA ' 86 applied to it. Section 
1140 provides for an extended amend
ment period for compliance with cer
tain requirements under TRA ' 86. 

.022 Section 1.401(b)-1(b)(2)(iii) of 
the regulations also defines a dis
qualifying provision as any plan provi
sion (or the absence of any plan pro
vision) that results in the failure of the 
plan to satisfy the qualification require
ments of the Code by reason of a 
change in those requirements made by 
amendments to the Code that are 
designated at the Commissioner's dis-



cretion as disqualifying provlSlons de
scribed in section 1.401(b)-I(b)(2). 

.023 Rev. Proc. 89-65, 1989-2 C.B. 
786, extended the section 401 (b) re
medial amendment period for dis
qualifying provisions described in sec
tion 1.401(b)-I(b)(2)(ii) of the 
regulations until the last day of the first 
plan year beginning on or after January 
1, 1991, and added to the definition of 
such disqualifying provisions changes 
in the qualification requirements of the 
Code made by the Technical and Mis
cellaneous Revenue Act of 1988, Pub. 
L. No. 100-647 ("TAMRA '88") and 
any plan provision that is not required, 
but is integral to a qualification re
quirement of T AMRA ' 88, and, with 
respect to collectively bargained plans, 
those provisions that became effective 
on or after January 1, 1990. Rev. Proc. 
89-65 also extended the expiration date 
of the remedial amendment period for 
plans adopted or amended after Decem
ber 31, 1987. 

.024 Notice 90-73, 1990-2 C.B. 
353, extended the section 401 (b) re
medial amendment period for dis
qualifying provisions described in sec
tion 1.401(b)-1 (b)(2)(ii) of the 
regulatioIlsuntil the last day of the first 
plan year b'eginning on or after January 
1, 1992, and added to the definition of 
such disqualifying provisions changes 
in the qualification requirements made 
by the Omnibus Budget Reconciliation 
Act of 1989, Pub. L. No. 101-239 
("OBRA '89"), and any plan provision 
that is not required, but is integral to a 
qualification requirement of OBRA '89. 
Notice 90-73 also extended the expira
tion date of the remedial amendment 
period for plans adopted or amended 
after December 31, 1987. 

.025 Notice 92-36 extended the sec
tion 401 (b) remedial amendment period 
for disqualifying provisions described 
in section 1.401(b)-I(b)(2)(ii) of the 
regulations until the last day of the first 
plan year beginning on or after January 
1, 1994. For plans maintained by tax
exempt organizations, the remedial 
amendment period for such disqualify
ing provisions was extended by Notice 
92-36 generally until the last day of 
the first plan year beginning on or after 
January 1, 1996. For governmental 
plans, the remedial amendment period 
was extended to the last day of the first 
plan year beginning on or after 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. Notice 92-36 also 
extended the expiration date of the 
remedial amendment period for plans 
adopted or amended after December 
31, 1987. 

.026 The Unemployment Compensa
tion Amendments of 1992, Pub. L. No. 
102-318 ("UCA"), added section 
401 (a)(31) to the Code. Section 523 of 
UCA and section lAOl(a)(31)-lT, 
Q&A 15 of the temporary regulations, 
provide that a qualified plan is not 
required to be amended for section 
401(a)(31) before 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 TRA ' 86 and re
lated provisions), provided that, in the 
interim period between the section 
401(a)(31) effective date of January 1, 
1993, and the date on which the plan is 
amended, the plan is operated in ac
cordance with the requirements of 
section 401(a)(31), and the amendment 
applies retroacti vel y to January 1, 
1993. 

.0261 Section 12 of Rev. Proc. 93-
39, 1993-2 C.B. 513, modified section 
4.01 of Rev. Proc. 93-12, 1993-1 C.B. 
479, to provide that sponsors of M&P, 
regional prototype, and volume submit
ter specimen plans that have received 
letters for TRA ' 86 amendments must 
amend their plans by December 31, 
1994, to include language that meets 
the requirements of section 40 I (a)(31) 
of the Code. Employers that have 
adopted individually designed plans, 
including volume submitter plans, and 
have received a determination letter for 
TRA ' 86 amendments 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 the last day by which 
amendments must be made to comply 
with TRA '86 and related provisions, 
as permitted in other administrative 
guidance of general applicability. 

.03 Rev. Proc. 94-6, page 510, this 
Bulletin, sets forth the procedures of 
the various offices of the Service for 
issuing determination letters on the 
qualified status of pension, profit
sharing, stock bonus, annuity, and 
employee stock ownership plans under 
sections 401, 403(a), 409, and 4975 of 
the Code, and the status for exemption 
of any related trusts or custodial 
accounts under section 50 I (a). 

B. ADDITIONS TO THE 
DEFINITION OF 
DISQUALIFYING PROVISION 

.0 I Pursuant to the authority of 
section 1.40 I (b )-1 (b )(2)(iii) of the reg
ulations, this revenue procedure 
provides that the definition of dis
qualifying provision under section 
1.401 (b)-1 (b)(2)(ii) includes a plan 
provision (or the absence of a plan 
provision) that causes a plan to fail to 
satisfy the qualification requirements of 
the Code because of changes made in 
such requirements by OBRA '93, or a 
plan provision that is not required, but 
is integral to a qualification require
ment changed by OBRA '93. Thus, 
plans that do not satisfy the require
ments of section 401 (a) or section 
403(a) because of such a disqualifying 
provision may be retroactively 
amended to meet such requirements at 
any time up to and including the last 
day of the 1994 plan year. 

.011 Further, plans that are main
tained by tax-exempt organizations as 
defined at Section V of Notice 92-36 
may be retroactively amended to com
ply with the requirements of OBRA '93 
at any time up to and including the last 
day of the 1996 plan year. 

.012 Governmental plans may be 
retroactively amended to comply with 
the requirements of OBRA '93 at any 
time up to and including the last day of 
first plan year beginning on or after 
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. 

.013 Plans maintained pursuant to 
collective bargaining agreements, in
cluding multi employer plans, need not 
be amended to comply with the re
quirements of OBRA '93 before the 
last day of the first plan year in which 
the OBRA '93 provisions are effective 
for such plans, if that date is later than 
the end of their remedial amendment 
period under Notice 92-36 for TRA 
'86 and subsequent legislation. 

.02 In addition, the definition of 
disqualifying provision under section 
1 A01(b)-I(b)(2)(ii) is modified to in
clude a plan provision (or the absence 
of a plan provision) that causes a plan 
to fail to satisfy the qualification 
requirements of the Code because of 
changes made in such requirements by 
UCA, or a plan provision that is not 
required, but is integral to a qualifica-
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tion requirement changed by UCA. 
Plans that do not satisfy the require
ments of section 401(a) or section 
403(a) because of such a disqualifying 
provision may be retroactively 
amended to meet such requirements in 
accordance with the provisions of 
section 1.401(a)(31)-lT, Q&A 15, and 
section 12 of Rev. Proc. 93-39, as 
described above. 

C. RETROACTIVE AMENDMENT 

Pursuant to section 1.411(d)-4, Q&A 
2(b) of the regulations, the Commis
sioner has determined that a plan may 
be amended to comply retroactively 
with section 401(a)(17) of the Code, 
even if that amendment results in the 
reduction of a benefit protected under 
section 411(d)(6), provided that the 
amendment is adopted within the plan's 
section 401 (b) remedial amendment 
period, and the reduction is made 
solely to the extent necessary to enable 
the plan to satisfy section 401(a)(17). 
Employers that maintain plans that are 
amended retroactively to comply with 
section 401(a)(17) in accordance with 
this revenue procedure are required to 
make all corrections that are necessary 
to bring the operation of the plan 
during the remedial amendment period 
into compliance with the terms of the 
plan as subsequently amended for 
section 401(a)(17). 

III. NOTICE REQUIREMENTS OF 
SECTION 204(h) OF ERISA 

Announcement 93-146, 1993-40 
I.R.B. 16, provided that the notice 
requirements of section 204(h) of 
ERISA are not applicable to amend
ments to plans described in section 
204(h)(2) of ERISA solely to limit 
compensation taken into account under 
the plan to the maximum permitted 
under section 401(a)(17) of the Code 
(including the amendments to section 
401(a)(17) made by OBRA '93). Ac
cordingly, notice under section 204(h) 
is not required for a plan amendment 
that reduces the rate of future benefit 
accrual solely because the amendment 
reduces compensation taken into ac
count under the plan to the maximum 
permitted under section 401(a)(17). 

IV. DEFINITION OF PLAN MAINTAINED 
BY A TAX-EXEMPT ORGANIZATION 

.01 Section V of Notice 92-36 pro
vides in part that, for purposes of that 
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notice and the effective date provisions 
of the section 401(a)(4) and related 
regulations for plans maintained by tax
exempt organizations, the Service will 
treat a multiple employer plan (within 
the meaning of section 413(c) of the 
Code) and a multiemployer plan (with
in the meaning of section 413(b» as a 
plan maintained by a tax-exempt orga
nization if 50 percent or more of all 
employees benefiting under the plan 
are employees of a tax-exempt organi
zation. That section also provides that, 
in the case of a multiple employer plan, 
if the multiple employer plan does not 
meet the 50-percent determination with 
regard to all employees that benefit 
under the plan, an employer may apply 
the 50-percent determination solely 
with regard to its employees that 
benefit under the multiple employer 
plan, and, if the 50-percent determina
tion is satisfied, the Service will treat 
the plan as maintained by a tax-exempt 
organization with regard to the em
ployees of that participating employer. 

.02 Section V of Notice 92-36 is 
modified to provide that multiemployer 
plans may also apply the 50-percent 
determination on an employer by 
employer basis. Consequently, the fifth 
sentence of the second paragraph of 
that section is modified to read as 
follows: "In the case of a multiple 
employer plan or a multiemployer plan, 
however, if the multiple employer plan 
or the multiemployer plan does not 
meet the 50-percent determination with 
regard to all employees that benefit 
under the plan, an employer may apply 
the 50-percent determination solely 
with regard to its employees that 
benefit under the multiple employer or 
the multi employer plan, and, if the 50-
percent determination is satisfied with 
regard to the employees of the par
ticipating employer, the Service will 
treat the plan as maintained by a tax
exempt organization with regard to the 
employees of that participating 
employer.' , 

V. SECTION 401 (a)(17) AMENDMENT 
PROCEDURES 

Section A of this Part V provides 
background information on plan 
amendments required under section 
401 (a)(17) of the Code. Section B 
provides special amendment dates for 
sponsors of M&P, regional prototype, 
and volume submitter specimen plans 
and SEPs. Section C provides general 
instructions for sponsors amending 

their plans to comply with section 
401(a)(17) as amended by OBRA '93. 
Section D provides instructions for use 
of the model amendment contained in 
the appendix to this revenue procedure. 
Section E provides alternative amend
ment procedures for sponsors who wish 
to use non-model language to comply 
with section 401(a)(17) as amended by 
OBRA '93. Section F provides for the 
coordination of the alternative amend
ment procedures of section E with 
amendments made pursuant to sections 
7 through 10 of Rev. Proc. 93-12. 
Section G describes the extended re
liance on opinion, notification, ad
visory, determination, or ruling letters 
for which certain plans amended in 
accordance with sections D, E, and F 
are eligible. 

A. BACKGROUND 

.01 In general, section 401(a)(17) of 
the Code as amended by OBRA '93 
requires a plan to limit compensation 
taken into account under the plan in 
any year to $150,000, as adjusted for 
increases in the cost of living. For most 
plans, this limitation applies to alloca
tions that are made and benefits that 
accrue in plan years beginning on or 
after January 1, 1994. A plan must 
expressly limit compensation taken into 
account for purposes of calculating 
allocations or accruals in compliance 
with section 401(a)(17), regardless of 
whether the plan currently covers 
employees with compensation in excess 
of the section 401(a)(17) limitation. In 
addition, if the plan includes compen
sation provisions related to non
discrimination testing, the plan must 
limit the compensation included for this 
purpose in accordance with section 
401(a)(17). 

.02 Prior to the OBRA '93 amend
ment, the limitation under section 
401(a)(17) of the Code was $200,000 
as adjusted for cost-of-living increases 
($235,840 for 1993). Section 401(a)
(17) was added to the Code by TRA 
'86. Under TRA '86, section 401(a)
(17) was effective for most plans in 
plan years beginning on or after 
January I, 1989. Pursuant to Notice 
92-36, these plans need not be 
amended for section 401(a)(l7), as 
enacted by TRA '86, until the last day 
of their section 401 (b) remedial amend
ment period. 



B. PLAN AMENDMENT DATES 
FOR M&P, REGIONAL 
PROTOTYPE, AND VOLUME 
SUBMITTER SPECIMEN PLANS, 
AND SEPs 

.01 Sponsors of M&P, regional pro
totype, and volume submitter specimen 
plans, and SEPs, that have received 
opinion, notification, advisory, or rul
ing letters, must amend their plans by 
December 31, 1994, to reflect the 
lower compensation limit under section 
40l(a)(17) of the Code as amended by 
OBRA '93. 

.02 Employers that have adopted 
volume submitter plans that have re
ceived determination letters generally 
must amend their plans to reflect the 
lower compensation limit under section 
40l(a)(17) of the Code as amended by 
OBRA '93 by the end of the section 
40l(b) remedial amendment period. 

C. GENERAL INSTRUCTIONS 
FOR PLAN AMENDMENTS 

.01 Pursuant to this revenue proce
dure, certain sponsors may adopt the 
model amendment, as described in 
section D, to comply with section 
40l(a)(17) of the Code as amended by 
OBRA '93. 

. 02 In lieu of the model amendment: 
(1) M&P, M&P mass submitter, and 

regional prototype mass submitter 
sponsors may adopt non-model lan
guage, as described in section E(1), to 
comply with section 40l(a)(17) of the 
Code. 

(2) Regional prototype sponsors may 
adopt non-model language, as described 
in section E(2), to comply with section 
40l(a)(17). 

(3) Volume submitter specimen plan 
sponsors may adopt non-model lan
guage, as described in section E(3), to 
comply with section 40l(a)(17). 

(4) Adopters of individually de
signed plans, including previously ap
proved volume submitter plans, may 
adopt non-model language, as described 
in section E(4), to comply with section 
40l(a)(17). 

(5) SEP sponsors may adopt non
model language, as described in section 
E(5), to comply with section 
40l(a)(17). 

.03 Use of the model amendment 
may not be appropriate for govern
mental plans, collectively bargained 
plans, or plans maintained by tax
exempt organizations, in light of the 

transitional rules, delayed effective 
dates, and remedial amendment treat
ment for such plans. However, spon
sors of these plans are not foreclosed 
from using the model amendment in 
accordance with section D of the 
revenue procedure. See section E for 
non-model amendment procedures. 

D. USE OF THE MODEL 
AMENDMENT 

.01 All plans-Sponsors described in 
paragraph .011 may amend their plans 
by adopting the model language in the 
appendix to this revenue procedure on 
a word-for-word basis, in accordance 
with the instructions in this revenue 
procedure, and no later than the end of 
the section 401 (b) remedial amendment 
period. If a sponsor to whom the model 
language is available pursuant to para
graph .011 adopts the model language, 
the model language as adopted will be 
deemed to satisfy the requirements of 
section 401(a)(17) of the Code as 
amended by OBRA '93, and neither 
application to the Service nor a user 
fee is required. The Service will not 
issue new opinion, notification, ad
visory, or determination letters for 
plans that are amended solely to add 
the model language described in this 
section. 

.011 The only sponsors to whom the 
model language is available are spon
sors of M&P, regional prototype, vol
ume submitter specimen, and individu
ally designed plans (including volume 
submitter plans) and SEPs, that have 
received favorable opinion, notification, 
advisory, determination, or ruling let
ters that take into account the require
ments of TRA '86, under Rev. Procs. 
89-9, 1989-1 C.B. 780, as modified, 
89-13, 1989-1 C.B. 801, as modified, 
90-20, 1990-1 C.B. 495, 91-41, 1991-
2 C.B. 697, 91-66, 1991-2 C.B. 870, 
or 87-50, 1987-2 C.B. 647, as 
modified. 

.02 Defined Benefit Plans and Use 
of Parts II and III of the Model 
Language-Except as otherwise pro
vided in paragraph .021, if a sponsor of 
a defined benefit plan adopts the model 
language and any participant in the 
plan is a section 401(a)(17) employee 
(as defined at section 1.401(a)(17)-
1(e)(2)(i) of the proposed regulations), 
the model language in Part II of the 
appendix must be adopted by the 
sponsor for determining the accrued 
benefit of section 401(a)(17) employees 
in plan years beginning on or after 
January 1, 1994. 

.021 The model language in Part II 
may not be adopted (i.e., may not be 
included as part of the model plan 
amendment) if other provisions of the 
plan apply one of the fresh-start 
formulas in section 1.401(a)(4)-13(c)
(4) of the regulations to determine the 
accrued benefit of each employee under 
the plan, including employees other 
than section 401(a)(17) employees, and 
use as the fresh-start date the same 
fresh-start date applicable to this sec
tion 401(a)(17) model amendment (i.e., 
the last day of the last plan year 
beginning before January 1, 1994). 

.022 Sponsors of individually de
signed plans that are adopting the 
model language in Part II of the 
appendix must select among options 1, 
2, or 3 of Part II for inclusion in their 
plans. M&P and regional prototype 
plan sponsors may adopt more than one 
option, and allow adopting employers 
to elect among those options in the 
adoption agreement. 

.023 The model language in Part III 
of the appendix is provided for defined 
benefit plan sponsors that wish to 
provide for an adjustment to the 
accrued benefit of a section 401(a)(17) 
employee frozen as of the last day of 
the last plan year beginning before 
January 1, 1994, to reflect increases in 
compensation after that fresh-start date . 

.03 M&P, Regional Prototype Spon
sors, and Prototype SEPs-M&P and 
regional prototype plan sponsors and 
sponsors of prototype SEPs that use the 
model language must send copies of 
the amended plan or, if more conven
ient, the changed pages, to the IRS 
National Office at the address in 
paragraph .06 below (in the case of 
M&P plans, mass submitter regional 
prototype plans, and prototype SEPs), 
and to the appropriate Key District 
Director (in the case of all M&P and 
regional prototype plans) in accordance 
with Rev. Procs. 89-9 and 89-13, to 
notify the Service that they are using 
the model language. Sponsors should 
include a copy of the opinion or 
notification letter previously issued 
with "401(a)(17) Model Amendment" 
printed clearly on the top of the copy 
of the letter. In addition, mass submit
ters must certify that all identical 
adopters of M&P mass submitter plans 
and regional prototype sponsors that 
utilize the regional prototype mass 
submitter's plan will adopt the plan as 
amended. Sponsors must notify all 
adopting employers of the changes to 
their plans by no later than December 
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31, 1994. Sponsors that either are 
identical adopters of an M&P mass 
submitter's plan or use a regional 
prototype mass submitter's plan must 
adopt the plan as amended by the mass 
submitter, or become individually 
designed. 

.04 Volume Submitter Specimen 
Plans-Sponsors of volume submitter 
specimen plans that use the model 
language must send copies of the 
amended plan or, if more convenient, 
changed pages, to the appropriate Key 
District Directors. Volume submitter 
specimen plan sponsors may only offer 
the amended specimen plan prospec
tively, as volume submitter specimen 
plan sponsors do not have the power to 
adopt amendments on behalf of adopt
ing employers. However, an employer 
that adopted a volume submitter speci
men plan prior to this amendment of 
the specimen plan may individually 
adopt the model amendment and will 
not need to obtain a new determination 
letter. 

.05 Model SEPs-Sponsors of model 
SEPs, Form 5305-SEP (Simplified 
Employee Pension-Individual Retire
ment Accounts Contribution Agree
ment) or Form 5305A-SEP (Salary 
Reduction and Other Elective Sim
plified Employee Pension-Individual 
Retirement Accounts Contribution 
Agreement), under Rev. Proc. 87-50, 
1987-2 C.B. 647 as modified by Rev. 
Proc. 91-44, 1991-2 C.B. 733, that use 
the model language in the appendix, 
should adopt only the first two para
graphs of the model language in Part I. 

.06 Submissions to the National Of
fice under paragraphs .03 of this 
section should be addressed to: 

Internal Revenue Service 
1111 Constitution Ave., N.W. 
Washington, D.C. 20224 
Attn: CP:E:EP:Q, Rm. 6554. 

E. ALTERNATIVE AMENDMENT 
PROCEDURES FOR NON-MODEL 
AMENDMENTS 

(1) LIMITED AMENDMENT 
PROCEDURES FOR M&P, 
M&P MASS SUBMITTER, AND 
REGIONAL PROTOTYPE 
MASS SUBMITTER PLANS 

. 01 This section provides a limited 
amendment procedure under which 
sponsors of M&P, M&P mass submit
ter, and regional prototype mass sub
mitter plans that have received favor-
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able opInIOn or notification letters can 
amend their plans to reflect section 
40 I (a)(17) of the Code, as amended, 
using non-model language. 

.02 An M&P, M&P mass submitter, 
or regional prototype mass submitter 
sponsor (other than an identical adopter 
of an M&P mass submitter plan) must 
apply to the National Office of the 
Service for approval of the non-model 
language. The application should in
clude both the pink and white copies of 
page 1 of Form 4461 or Form 4461-A 
with "401(a)(17) Amendment" printed 
clearly on the top of the white copy 
and a user fee of $400.00. For all plans 
submitted simultaneously by each spon
sor, only one user fee is required 
regardless of the number of plans 
affected. 

.03 All changes made to comply 
with section 401(a)(17) of the Code as 
amended by OBRA '93 must be clearly 
described in a cover letter. A copy of 
the plan or, if more convenient, 
changed pages, must also be submitted. 
In addition, a copy of the most recent 
opinion or notification letter must be 
included. All applicants must certify 
that no changes have been made other 
than those made to comply with section 
401(a)(17) as amended by OBRA '93 
or those made under the limited amend
ment procedures described in section F. 
Plans with amendments other than 
amendments provided in the preceding 
sentence will be returned to the spon
sor. In addition, mass submitters must 
certify that all identical adopters of 
M&P mass submitter plans, and re
gional prototype sponsors that utilize 
the regional prototype mass submitter's 
plan, will adopt the plan as amended. 

.04 Upon receipt of an application, 
the National Office will issue an 
acknowledgement letter that confirms 
receipt of the application and informs 
the sponsor that the Service will notify 
the sponsor if any changes need to be 
made to the non-model language. If the 
Service does not notify the sponsor 
within 90 days of the date of the 
acknowledgement letter that changes to 
the non-model language are necessary, 
the sponsor may treat the non-model 
language as approved. In this case, the 
sponsor will receive no further corre
spondence from the Serv: ~e regarding 
the non-model language. 

.05 Sponsors that either are identical 
adopters of an M&P mass submitter's 
plan or use a regional prototype mass 
submitter's plan, must adopt the plan as 
amended by the mass submitter. If the 

mass submitter's amendment is treated 
as approved under paragraph .04 above, 
the identical adopter may also treat the 
amendment as approved without sub
mitting a separate application. 

.06 Sponsors must notify all adopt
ing employers of the change to their 
plans, and must send copies of the 
amended plan or, if more convenient, 
changed pages, to the appropriate Key 
District Directors in accordance with 
Rev. Procs. 89-9 and 89-13. 

.07 Adopting employers must notify 
interested parties of the application to 
the Service for an advance determina
tion regarding the qualification of the 
amended plan in accordance with Sec
tion II of Rev. Proc. 94-6, page 510, 
this Bulletin. 

(2) LIMITED AMENDMENT 
PROCEDURE FOR REGIONAL 
PROTOTYPE PLANS 

.01 This section provides a limited 
amendment procedure under which 
sponsors of regional prototype plans 
that have received favorable notifica
tion letters can amend their plans to 
reflect section 401 (a)(17) of the Code 
as amended by OBRA '93 using non
model language. 

.02 A regional prototype sponsor 
must apply to the Key District Office 
that issued the plan's notification letter 
for approval of the non-model lan
guage. The application should be ad
dressed to the attention of the Volume 
Submitter Coordinator. The application 
should include both the pink and white 
copies of page 1 of Form 4461 or Form 
4461-A with "401(a)(17) Amend
ment" printed clearly on the top of the 
white copy, Form 8717, and a user fee 
of $400.00. Form 8717, User Fee for 
Employer Plan Determination Letter 
Requests, is currently being revised. 
Until the revised Form 8717 is avail
able, the applicant should submit Form 
8717 (Rev . May, 1993), and check box 
5j(1) "Regional Prototype Non-model 
Amendment (Section 401(a)(31»". 

.03 All changes made to comply 
with section 401(a)(17) of the Code as 
amended by OBRA '93 must be clearly 
described in a cover letter. A copy of 
the plan or, if more convenient, 
changed pages, must also be submitted . 
In addition, a copy of the most recent 
notification letter must be included. All 
applicants must certify that no changes 
have been made other than those made 
to comply with section 401(a)(17) as 



amended by OBRA '93 or those made 
under the limited amendment proce
dures described in section F. Plans with 
amendments other than amendments 
provided in the preceding sentence will 
be returned to the sponsor. 

.04 Upon approval of the non-model 
language submitted by a regional pro
totype sponsor, the Key District Office 
will issue a notification letter. 

.05 Sponsors must notify all adopt
ing employers of the change to their 
plans and must send copies of the 
amended plan or, if more convenient, 
changed pages, to the Key District 
Directors in accordance with Rev. Proc. 
89-13. 

.06 Adopting employers must notify 
interested parties of the application to 
the Service for an advance determina
tion regarding the qualification of the 
amended plan in accordance with Sec
tion II of Rev. Proc. 94-6. 

(3) LIMITED AMENDMENT 
PROCEDURE FOR VOLUME 
SUBMITTER SPECIMEN 
PLANS 

.01 This section provides a limited 
amendment procedure under which 
sponsors of volume submitter specimen 
plans that have received favorable 
advisory letters can amend their plans 
to reflect section 401(a)(17) of the 
Code as amended by OBRA '93 using 
non-model language. 

.02 A sponsor of a volume submitter 
specimen plan must apply to each of 
the Key District Offices that issued the 
original advisory letters for approval of 
the non-model language. The applica
tions should be addressed to the at
tention of the Volume Submitter Coor
dinators identified in the advisory 
letters, and must include a cover letter 
that has "401(a)(17) Amendment" 
printed clearly on the top, Form 8717, 
and a user fee of $400.00. Form 8717, 
User Fee for Employer Plan Determina
tion Letter Requests, is currently being 
revised. Until the revised Form 8717 is 
available, the applicant should submit 
Form 8717 (Rev. May, 1993), and 
check box 5i(1) "Non-model amend
ment (sec. 401(a)(31)" for volume 
submitter specimen plans. 

.03 All changes made to comply 
with section 401(a)(17) of the Code as 
amended by OBRA '93 must be clearly 
described in the cover letter. A copy of 
the plan or, if more convenient, 
changed pages, must also be submitted. 

In addition, a copy of the most recent 
advisory letter must be included. All 
applicants must certify that no changes 
have been made other than those made 
to comply with section 401(a)(17) as 
amended by OBRA '93 or those made 
under the limited amendment proce
dures described in section F. Plans with 
amendments other than amendments 
provided in the preceding sentence will 
be returned to the sponsor. 

.04 Upon approval of the non-model 
language submitted by a volume sub
mitter specimen plan sponsor, each Key 
District Office will issue an advisory 
letter. 

.05 Volume submitter specimen plan 
sponsors may offer the amended speci
men plan prospectively only, as volume 
submitter specimen plan sponsors do 
not have the power to adopt amend
ments on behalf of employers. How
ever, an employer that has adopted a 
volume submitter plan prior to this 
amendment of the specimen plan may 
individually adopt non-model language 
in accordance with section E( 4) of this 
revenue procedure. 

(4) LIMITED AMENDMENT 
PROCEDURES FOR 
ADOPTERS OF 
INDIVIDUALLY DESIGNED 
PLANS INCLUDING 
PREVIOUSLY APPROVED 
VOLUME SUBMITTER PLANS 

.01 This section provides a limited 
amendment procedure under which an 
employer that maintains an individually 
designed plan, including a previously 
approved volume submitter plan, that 
has received a favorable determination 
letter that takes into account TRA '86 
and later laws, can amend its plan to 
reflect section 401(a)(17) of the Code 
as amended by OBRA '93, using non
model language. 

. 02 An employer maintaining an in
dividually designed plan must apply to 
the Key District Director for the district 
in which the principal place of business 
of the employer (within the meaning of 
sections 414(b), (c), and (m) of the 
Code) is located for approval of the 
non-model language. If the employer's 
principal place of business is not 
located within the United States, notice 
should be filed with the District Direc
tor of the Baltimore Key District 
Office. The application should include 
both the pink and white copies of page 
1 of Form 6406 with "401(a)(17) 
Amendment" printed clearly on the top 

of the white copy, Form 8717, and a 
user fee of $125.00. Form 8717, User 
Fee for Employer Plan Determination 
Letter Requests, is currently being 
revised. Until the revised Form 8717 is 
available, the applicant should submit 
Form 8717 (Rev. May, 1993), and 
check box 5f, "Form 5307". For 
purposes of sections 10.02 and 10.03 of 
Rev. Proc. 93-39, an amendment that 
merely conforms a plan to the require
ments of section 401(a)(17) of the 
Code as amended by OBRA '93 is not 
considered a "complex amendment." 

.03 An employer that has previously 
adopted a volume submitter specimen 
plan, and that wishes to utilize the 
version of the specimen plan that 
includes the non-model amendment 
provided in section E(3), must apply to 
the Key District Office for the district 
in which the principal place of business 
of the employer (within the meaning of 
section 414(b), (c), or (m) of the Code) 
is located for approval of the non
model language. The application should 
include both the pink and the white 
copies of page 1 of Form 5307 with 
"401(a)(17) Amendment" printed 
clearly on the top of the white copy, 
Form 8717, and a user fee of $125.00. 
Until the revised Form 8717 is avail
able, the applicant should submit Form 
8717 (Rev. May, 1993), and check box 
5f, "Form 5307". 

.04 II changes to the plan must be 
clearly described in a cover letter. A 
copy of the plan or, if more conven
ient, changed pages, must also be 
submitted. In addition, a copy of the 
most recent determination letter must 
be included. All applicants tnust certify 
that no changes have been made other 
than those made to comply with section 
401(a)(17) as amended by OBRA '93 
or those made under the limited amend
ment procedures described in section F . 
Plans with amendments other than 
amendments provided in the preceding 
sentence will be returned to the 
sponsor. 

.05 Upon approval of the non-model 
language submitted by the employer, 
the Key District Office will issue a 
determination letter. 

.06 Adopting employers must notify 
interested parties of the application to 
the Service for an advance determina
tion regarding the qualification of the 
amended plan in accordance with Sec
tion II of Rev. Proc. 94-6. 
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(5) LIMITED AMENDMENT 
PROCEDURES FOR SEPS 

.01 This section provides limited 
amendment procedures under which 
sponsors of SEPs (other than employers 
that have adopted model SEP Form 
5305-SEP or 5305A-SEP) that have 
received favorable opinion or ruling 
letters can amend their plans to reflect 
section 401 (a)(17) of the Code as 
amended by OBRA '93 using non
model language. 

.02 A sponsor of a prototype SEP or 
SEP mass submitter must apply to the 
National Office of the Service for 
approval of the non-model language. 
The application should include the first 
page of Form 5306-SEP with "401(a)
(17) Amendment" printed clearly on 
the top of the Form and a user fee of 
$400.00. For all plans submitted simul
taneously by each sponsor, only one 
user fee is required regardless of the 
number of plans affected. 

.03 An employer that has adopted an 
individually designed SEP must apply 
to the National Office for a ruling letter 
on the non-model language in accord
ance with Rev. Proc. 87-50, as modi
fied by Rev. Proc. 91-44, and Rev. 
Proc. 94-4, page 458, this Bulletin, and 
pay a user fee of $400.00. The request 
should clearly indicate that the only 
item for which a ruling is being 
requested is an amendment intended to 
comply with section 401(a)(17) as 
amended by OBRA '93. 

.04 All changes to comply with 
section 401(a)(17) of the Code as 
amended by OBRA '93 must be clearly 
described in a cover letter. A copy of 
the SEP or, if more convenient, 
changed pages, must also be submitted. 
In addition, a copy of the most recent 
opinion or ruling letter or previously 
issued must be included. All applicants 
must certify that no changes have been 
made other than those made to comply 
with section 401(a)(17) as amended by 
OBRA '93. Plans with amendments 
other than amendments provided in the 
preceding sentence will be returned to 
the sponsor. 

.05 Upon receipt of an application 
for a SEP or SEP mass submitter, the 
National Office will issue an acknowl
edgement letter that confirms receipt of 
the application and informs the sponsor 
that the Service will notify the sponsor 
if any changes need to be made to the 
non-model language. If the Service 
does not notify the sponsor within 90 
days of the date of the acknowledge-
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ment letter that changes to the non
model language are necessary, the 
sponsor may treat the non-model lan
guage as approved. In this case, the 
sponsor will receive no further corre
spondence from the Service regarding 
the non-model language. 

.06 Sponsors who use a SEP mass 
submitter's plan must adopt the plan as 
amended by the mass submitter. If the 
mass submitter's amendment is treated 
as approved under paragraph .04 above, 
the identical adopter may also treat the 
amendment as approved without sub
mitting a separate application. 

.07 Sponsors must notify all adopt
ing employers of the change to their 
plans and must send copies of the 
amended plan or, if more convenient, 
changed pages, to the Key District 
Directors in accordance with Rev. Proc. 
87-50, as modified. 

F. PLANS AMENDED UNDER 
THE LIMITED AMENDMENT 
PROCEDURES OF REV. PROC. 
93-12 AND THIS REVENUE 
PROCEDURE 

Plans that are amended to reflect 
section 401(a)(17) of the Code as 
amended by OBRA '93 pursuant to the 
limited amendment procedures for non
model amendments in section E of Part 
IV of this revenue procedure, that are 
also amended to include plan language 
required under section 401(a)(31) pur
suant to the limited amendment proce
dures contained in sections 7 through 
10 of Rev. Proc. 93-12 may be 
submitted simultaneously. In such a 
case, only one application and the user 
fee for a single amendment need be 
submitted. Applicants should print 
clearly "401(a)(17) Amendment", and 
"401(a)(31) Amendment", as applica
ble, on the top of the second copy of 
page one (the white copy) of the 
application. 

G. RELIANCE 

Plans that are amended in accordance 
with sections D and E of this revenue 
procedure will not lose their otherwise 
applicable extended reliance period 
under Rev. Proc. 89-9 and Rev. Proc. 
89-13 as modified by Rev. Proc. 93-9, 
1993-1 C.B. 474, or Section l3 of Rev. 
Proc. 93-39. Employers entitled to rely 
on an opinion, notification, advisory, 
determination, or ruling letter will not 
lose reliance on the letter merely 
because of these amendments. 

VI. EFFECT ON OTHER 
DOCUMENTS 

Notice 92-36 and Rev. Procs. 89-9, 
89-13, and 94-6 are modified. 

APPENDIX 

MODEL LANGUAGE 

(Note to Sponsor: This model language 
is divided into three parts. The model 
language contained in Part I may be 
used to amend defined contribution 
and defined benefit plans to provide 
for the requirements of section 
401(a}(17) of the Code as amended by 
OBRA '93. The model language in Part 
II may be used to amend defined 
benefit plans to provide for rules for 
determining a section 401(a}(17) 
employee's accrued benefit in plan 
years beginning on or after January 1, 
1994. The model language in Part III 
may be used to amend defined benefit 
plans to provide adjustments to a 
section 401(a)(17) employee's ac
crued benefit frozen as of a fresh-start 
date for increases in compensation 
after that fresh-start date. Appropriate 
numbering and headings may be added 
to conform to the plan.) 

PART I. SECTION 401(a)(17) 
LIMITATION [MAY BE ADOPTED BY 
DEFINED CONTRIBUTION AND DEFINED 
BENEFIT PLANS] 

(Note to Sponsor: Sponsors of SEPs 
should adopt only the first two para
graphs of this Part I.) 

In addition to other applicable limita
tions set forth in the plan, and notwith
standing any other provision of the 
plan to the contrary, for plan years 
beginning on or after January 1, 1994, 
the annual compensation of each 
employee taken into account under the 
plan shall not exceed the OBRA '93 
annual compensation limit. The OBRA 
'93 annual compensation limit is 
$150,000, as adjusted by the Commis
sioner for increases in the cost of living 
in accordance with section 401(a)
(17)(B) of the Internal Revenue Code. 
The cost-of-living adjustment in effect 
for a calendar year applies to any 
period, not exceeding 12 months, over 
which compensation is determined (de
termination period) beginning in such 
calendar year. If a determination period 
consists of fewer than 12 months, the 
OBRA '93 annual compensation limit 



will be multiplied by a fraction, the 
numerator of which is the number of 
months in the determination period, and 
the denominator of which is 12. 

For plan years beginning on or after 
January 1, 1994, any reference in this 
plan to the limitation under section 
401(a)(17) of the Code shall mean the 
OBRA '93 annual compensation limit 
set forth in this provision. 

If compensation for any prior deter
mination period is taken into account in 
determining an employee's benefits 
accruing in the current plan year, the 
compensation for that prior determina
tion period is subject to the OBRA '93 
annual compensation limit in effect for 
that prior determination period. For this 
purpose, for determination periods be
ginning before the first day of the first 
plan year beginning on or after January 
1, 1994, the OBRA '93 annual com
pensation limit is $150,000. 

PART II. FRESH START RULES [MAY 
BE ADOPTED BY DEFINED BENEFIT 
PLANS ONLY] 

(Note to Sponsor: Except as provided 
below, the additional model language 
in Part II must be used by defined 
benefit plans with section 401(a)(17) 
employees in order to determine the 
accrued benefits of such employees 
after adoption of the model. 

PART II MAY NOT BE ADOPTED (i.e., 
may not be included as part of the 
model plan amendment) if the other 
provisions of the plan apply one of the 
fresh-start formulas in section 1.401-
(a)(4)-13(c)(4) of the regulations to 
determine the accrued benefit of each 
employee under the plan, including 
employees other than section 401(a)
(17) employees, and use as the fresh
start date the same fresh-start date 
applicable to this section 401(a)(17) 
model amendment (i.e., the last day of 
the last plan year beginning before 
January 1, 1994). 

The model language in Part II con
tains 3 separate optional provisions. 
M&P and regional prototype plan 
sponsors may adopt more than one 
option, and allow adopting employers 
to elect among those options in the 
adoption agreement. Sponsors of vol
ume submitter specimen plans may 
prospectively offer more than one 
option in their specimen plan for 
adopting employers. Sponsors of indi
vidually designed plans (including 
adopters of previously approved vol-

ume submitter plans) should adopt 
only one option.) 

Option 1 (formula with wear-away): 

Notwithstanding any other provision 
in the plan, each section 401(a)(17) 
employee's accrued benefit under this 
plan will be the greater of: 

(a) the employee's accrued benefit 
as of the last day of the last plan year 
beginning before January 1, 1994, 
frozen in accordance with section 
1.401(a)(4)-13 of the regulations, or 

(b) the employee's accrued benefit 
determined with respect to the benefit 
formula applicable for the plan year 
beginning on or after January 1, 1994, 
as applied to the employee's total years 
of service taken into account under the 
plan for purposes of benefit accruals. 

A section 401 (a)(17) employee 
means an employee whose current ac
crued benefit as of a date on or after 
the first day of the first plan year 
beginning on or after January 1, 1994, 
is based on compensation for a year 
beginning prior to the first day of the 
first plan year beginning on or after 
January 1, 1994, that exceeded 
$150,000. 

Option 2 (formula without wear
away): 

Notwithstanding any other provision 
in the plan, each section 401(a)(17) 
employee's accrued benefit under this 
plan will be the sum of: 

(a) the employee's accrued benefit 
as of the last day of the last plan year 
beginning before January 1, 1994, 
frozen in accordance with section 
1.401(a)(4)-13 of the regulations, and 

(b) the employee's accrued benefit 
determined under the benefit formula 
applicable for the plan year beginning 
on or after January 1, 1994, as applied 
to the employee's years of service 
credited to the employee for plan years 
beginning on or after January 1, 1994, 
for purposes of benefit accruals. 

A section 401 (a)(17) employee 
means an employee whose current 
accrued benefit as of a date on or after 
the first day of the first plan year 
beginning on or after January 1, 1994, 
is based on compensation for a year 
beginning prior to the first day of the 
first plan year beginning on or after 
January 1, 1994, that exceeded 
$150,000. 

Option 3 (formula with extended 
wear-away): 

Unless otherwise provided under the 
plan, each section 40 I (a)(17) em
ployee's accrued benefit under this plan 
will be the greater of the accrued 
benefit determined for the employee 
under 1 or 2 below: 

1. the employee's accrued benefit 
determined with respect to the benefit 
formula applicable for the plan year 
beginning on or after January 1, 1994, 
as applied to the employee's total years 
of service taken into account under the 
plan for the purposes of benefit ac
cruals, or 

2. the sum of: 
(a) the employee's accrued benefit 

as of the last day of the last plan year 
beginning before January 1, 1994, 
frozen in accordance with section 
1.401(a)(4)-13 of the regulations, and 

(b) the employee's accrued benefit 
determined under the benefit formula 
applicable for the plan year beginning 
on or after January 1, 1994, as applied 
to the employee's years of service 
credited to the employee for plan years 
beginning on or after January I, 1994, 
for purposes of benefit accruals. 

A section 401(a)(17) employee 
means an employee whose current 
accrued benefit as of a date on or after 
the first day of the first plan year 
beginning on or after January 1, 1994, 
is based on compensation for a year 
beginning prior to the first day of the 
first plan year beginning on or after 
January 1, 1994, that exceeded 
$150,000. 

PART III. ADJUSTED FROZEN 
ACCRUED BENEFIT FOR SECTION 
401(a)(17) EMPLOYEES [OPTIONAL] 

(Note to Sponsor: The following op
tional model language is provided for 
defined benefit plans that provide for 
adjustments to the accrued benefits of 
section 401(a)( 17) employees, frozen 
as of the fresh-start date. Method A 
below provides a method for determin
ing the accrued benefit of statutory 
section 40 1(a)( 17) employees in plan 
years beginning on or after January 1, 
1994. Method B below provides a 
method for determining the accrued 
benefit of section 40 1(a){ 17) 
employees other than statutory section 
401(a)(17) employees in plan years 
beginning on or after January 1, 
1994.) A statutory section 401(a)( 17) 
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employee means an employee whose 
current accrued benefit as of a date on 
or after the first day of the first plan 
year beginning on or after January 1, 
1994, is based on compensation for a 
year beginning prior to the first day of 
the first plan year beginning on or 
after January 1, 1989, that exceeded 
$200,000.) 

If this plan satisfies the requirements 
of section 1.401(a)(4)-13(d) of the 
regulations for a fresh-start as of the 
last day of the last plan year beginning 
before January 1, 1994, then, notwith
standing any other provisions of the 
plan, any section 401(a)(17) em
ployee's accrued benefit, frozen in 
accordance with section 1.401 (a)( 4 )-13 
of the regulations as of a fresh-start 
date, is adjusted to reflect increases in 
the employee's compensation after the 
fresh-start date. However, this adjust
ment may be made only if the adjust
ment will not cause the plan to fail to 
satisfy the consistency requirement of 
section 1.401(a)(4)-13(c), as modified 
by section 1.401(a)(17)-I(e) of the 
proposed regulations. 

In determining a section 401 (a)(17) 
employee's accrued benefit in any plan 
year beginning on or after January 1, 
1994, the portion of the employee's 
frozen accrued benefit attributable to 
plan years beginning before January 1, 
1994, will be determined in accordance 
with Method A for statutory section 
401(a)(17) employees and Method B 
for section 401(a)(17) employees other 
than statutory section 401 (a)(17) 
employees. 

A statutory section 401(a)(17) 
employee means an employee whose 
current accrued benefit as of a date on 
or after the first day of the first plan 
year beginning on or after January 1, 
1994, is based on compensation for a 
year beginning prior to the first day of 
the first plan year beginning on or after 
January 1, 1989, that exceeded 
$200,000. 

A section 401 (a)(17) employee 
means an employee whose current 
accrued benefit as of a date on or after 
the first day of the first plan year 
beginning on or after January 1, 1994, 
is based on compensation for a year 
beginning prior to the first day of the 
first plan year beginning on or after 
January 1, 1994, that exceeded 
$150,000. 
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Method A (statutory section 
40 1(a)( 17) employees): 

Step 1: Determine each statutory 
section 401 (a)(17) employee's accrued 
benefit as of the last day of the last 
plan year beginning before January 1, 
1989, frozen in accordance with section 
1.401 (a)( 4 )-13 of the regulations. 

Step 2: Adjust the amount in step 1 
up through the lastday of the last plan 
year beginning before the first plan 
year beginning on or after January 1, 
1994, under the method provided under 
the plan for increasing the amount in 
step 1 to take into account increases in 
compensation in plan years beginning 
on or after January 1, 1989. However, 
if the plan does not provide for such 
increases, the amount in step 2 shall be 
equal to the amount in step 1. 

Step 3: Determine the statutory 
section 401 (a)(17) employee's accrued 
benefit as of the last day of the last 
plan year beginning before January 1, 
1994, frozen in accordance with section 
1.401(a)(4)-13 of the regulations. 

Step 4: Subtract the amount deter
mined in step 2 from the amount 
determined in step 3. 

Step 5: Adjust the amount in step 4 
by multiplying it by the following frac
tion (not less than 1). The numerator of 
the fraction is the statutory section 
401(a)(17) employee's average com
pensation determined for the current 
year (as limited by section 401(a)(17», 
using the same definition and compen
sation formula in effect as of the last 
day of the last plan year beginning 
before January 1, 1994. The denomina
tor of the fraction is the employee's 
average compensation for the last day 
of the last plan year beginning before 
January 1, 1994, using the definition 
and compensation formula in effect as 
of the last day of the last plan year 
beginning before January 1, 1994. 

Step 6: Adjust the amount in step 1 
by multiplying it by the following frac
tion (not less than 1). The numerator of 
the fraction is the statutory section 
401 (a)(17) employee's average com
pensation for the current year (as 
limited by section 401 (a)(17», using 
the same definition of compensation 
and compensation formula in effect as 
of the last day of the last plan year 
beginning before January 1, 1989. The 
denominator of the fraction is the 
employee's average compensation for 
the last day of the last plan year 
beginning before January 1, 1989, 

using the definition and compensation 
formula in effect as of the last day of 
the last plan year beginning before 
January 1, 1989. 

Step 7: Add the amounts determined 
in step 5, and the greater of steps 6 or 
2. 

Method B (section 401(a)(17) 
employees other than statutory 
section 40 1(a)( 17) employees): 

Step 1: Determine the accrued bene
fit of each section 401 (a)(17) employee 
other than statutory section 401 (a)(17) 
employees as of the last day of the plan 
year beginning before January 1, 1994, 
frozen in accordance with section 
1.401(a)(4)-13 of the regulations. 

Step 2: Adjust the amount in step 1 
by multiplying it by the following frac
tion (not less than 1). The numerator of 
the fraction is the average compensa
tion of the section 401 (a)(17) employee 
who is not a statutory section 
401(a)(17) employee determined for the 
current year (as limited by section 
401 (a)(17», using the same definition 
and compensation formula in effect as 
of the last day of the last plan year 
beginning before January 1, 1994. The 
denominator of the fraction is the 
employee's average compensation for 
the last day of the last plan year 
beginning before January 1, 1994, 
using the definition and compensation 
formula in effect as of the last day of 
the last plan year beginning before 
January 1, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part 1. Section 842.) 

Rev. Proc. 94-14 

SECTION 1. PURPOSE 

This revenue procedure provides the 
domestic assetlliability percentages and 
domestic investment yields needed by 
foreign life insurance companies and 
foreign property and liability insurance 
companies to compute their minimum 
effectively connected net investment 
income under §842(b) of the Internal 
Revenue Code for taxable years begin
ning after December 31, 1992. Instruc
tions are provided for computing for
eign insurance companies' liabilities for 
the estimated tax and installment pay
ments of estimated tax for taxable 
years beginning after December 31, 



1992. For more specific guidance re
garding the computation of the amount 
of net investment income to be in
cluded by a foreign insurance company 
on its U.S. income tax return, see 
Notice 89-96, 1989-2 C.B. 417. For 
the domestic asset/liability percentage 
and domestic investment yield, as well 
as instructions for computing foreign 
insurance companies' liabilities for 
estimated tax and installment payments 
of estimated tax for taxable years 
beginning after December 31, 1991, see 
Rev. Proc. 92-95, 1992-2 C.B. 509. 

SEC. 2. CHANGES 

.01 DOMESTIC ASSETILIABILITY 
PERCENTAGES FOR 1993. The Sec
retary determines the domestic asset/ 
liability percentage separately for life 
insurance companies and property and 
liability insurance companies. For the 
first taxable year beginning after De
cember 31, 1992, the relevant domestic 
asset/liability percentages are: 

112.9 percent for foreign life insur
ance companies, and 

150.8 percent for foreign property 
and liability insurance companies. 

. 02 DOMESTIC INVESTMENT 
YIELDS FOR 1993. The Secretary is 
required to prescribe separate domestic 
investment yields for foreign life insur
ance companies and for foreign prop
erty and liability insurance companies. 
For the first taxable year beginning 
after December 31, 1992, the relevant 
domestic investment yields are: 

8.6 percent for foreign life insurance 
companies, and 

6.6 percent for foreign property and 
liability insurance companies. 

SEC. 3. APPLICATION
ESTIMATED TAXES 

To compute estimated tax and the 
installment payments of estimated tax 
due for taxable years beginning after 
December 31, 1992, a foreign insur
ance company must compute its esti
mated tax payments by adding to its 
income other than net investment in
come the greater of (i) its net invest
ment income as determined under 
§842(b)(5), that is actually effectively 
connected with the conduct of a trade 
or business within the United States for 
the relevant period, or (ii) the minimum 
effectively connected net investment 
income under §842(b) that would result 
from using the most recently available 

domestic asset/liability percentage and 
domestic investment yield. Thus, for 
installment payments due after the 
release of this revenue procedure, the 
domestic assetlliability percentages and 
the domestic investment yields pro
vided in this revenue procedure must 
be used to compute the minimum 
effectively connected net investment 
income. However, if the due date of an 
installment is less than 20 days after 
the date this revenue procedure is 
published in the Internal Revenue 
Bulletin, the asset/liability percentages 
and domestic investment yields pro
vided in Rev. Proc. 92-95 may be used 
to compute the minimum effectively 
connected net investment income for 
such installment. For further guidance 
in computing estimated tax, see Notice 
89-96. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for taxable years beginning after De
cember 31, 1992. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement: 
determination of correct tax liability . 
(Also Part 1. Section 911. 1.911-1.) 

Rev. Proc. 94-15 

SECTION 1. PURPOSE 

.01 This revenue procedure provides 
information to any individual who fails 
to meet the eligibility requirements of 
section 911(d)(1) of the Internal Reve
nue Code because adverse conditions in 
a foreign country precluded the individ
ual from meeting those requirements 
for taxable year 1992. 

.02 The Internal Revenue Service 
has previously listed countries for 
which the eligibility requirements of 
section 911(d)(1) of the Code are 
waived under section 911(d)(4) because 
of adverse conditions in those countries 
during the time periods stated. See 
Rev. Proc. 92-63, 1992-2 C.B. 421, 
Rev. Proc. 91-29, 1991-1 C.B. 562, 
Rev. Proc. 90-55, 1990-2 C.B. 638, 
Rev. Proc. 86-39, 1986-2 C.B. 701, 
and Rev. Proc. 81-23, 1981-1 C.B. 
693. This revenue procedure relists 
countries where the adverse conditions 
are still in effect, adds countries where 
periods of adverse conditions occurred 
after the publication of the list in Rev. 
Proc. 92-63, and removes countries 
where the adverse conditions ended 

after the publication of Rev. Proc. 92-
63. Rev. Proc. 92-63, Rev. Proc. 91-
29, Rev. Proc. 90-55, Rev. Proc. 86-
39, and Rev. Proc. 81-23 remain in full 
force and effect; the older periods 
listed therein are omitted from this 
revenue procedure solely for brevity. 

SEC. 2. BACKGROUND 

.01 Section 911(a) of the Code 
allows a "qualified individual," as 
defined in section 911(d)(l), to exclude 
foreign earned income and housing cost 
amounts from gross income. Section 
911(c)(3) allows a qualified individual 
to deduct housing cost amounts from 
gross income. 

.02 Section 911 (d)(1 ) of the Code 
defines the term "qualified individual" 
as an individual whose tax home is in a 
foreign country and who is (A) a 
citizen of the United States and 
establishes to the satisfaction of the 
Secretary of the Treasury that the 
individual has been a bona fide resident 
of a foreign country or countries for an 
uninterrupted period that includes an 
entire taxable year, or (B) a citizen or 
resident of the United States who, 
during any period of 12 consecutive 
months, is present in a foreign country 
or countries during at least 330 full 
days. 

.03 Section 911 (d)( 4) of the Code 
provides an exception to the eligibility 
requirements of section 911(d)(l). An 
individual will be treated as a qualified 
individual with respect to a period in 
which the individual was a bona fide 
resident of, or was present in, a foreign 
country if the individual left the 
country during a period for which the 
Secretary of the Treasury, after con
sultation with the Secretary of State, 
determines that individuals were re
quired to leave because of war, civil 
unrest, or similar adverse conditions 
that precluded the normal conduct of 
business. An individual must establish 
that but for those conditions the indi
vidual could reasonably have been ex
pected to meet the eligibility 
requirements. 

.04 For purposes of section 
9 I I (d)( 4) of the Code, the Secretary of 
the Treasury in consultation with the 
Secretary of State, has determined that 
war, civil unrest, or similar adverse 
conditions that precluded the normal 
conduct of business existed in the 
following countries during the specified 
periods: 
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Country 

Afghanistan 
Algeria 
Angola 

Date of Departure 

On or After On or Before 

Bosnia and Herzegovina 
Croatia 

April 23, 1979 
February 13, 1992 
October 31, 1992 
April 7, 1992 
April 7, 1992 
October 29, 1991 
September 1, 1978 
August 31, 1979 
October 20, 1992 
May 2, 1992 
December 21, 1990 
October 24, 1992 
June 13, 1992 

(still in effect) 
March 13, 1992 
March 1, 1993 
(still in effect) 
(still in effect) 
January 18, 1994 
(still in effect) 
(still in effect) 
February 16, 1993 
June 30, 1992 
(still in effect) 
February 19, 1993 
(still in effect) 
(still in effect) 
(still in effect) 
January 18, 1994 

Haiti 
Iran 
Lebanon 
Liberia 
Sierra Leone 
Somalia 
Tajikistan 
1) Macedonia 
2) Montenegro 
2) Serbia 
Zaire 

June 13, 1992 
June 13, 1992 
September 24, 1991 

1) Macedonia, formerly part of the Socialist Federal Republic of Yugoslavia, has 
proclaimed independent statehood but has not been formally recognized as a state by 
the United States. 

2) Montenegro and Serbia, formerly part of the Socialist Federal Republic of 
Yugoslavia, have asserted the formation of a joint independent state, but this entity 
has not been formally recognized as a state by the United States. 

.05 Accordingly, for purposes of 
section 911 of the Code, an individual 
who left one of the foregoing countries 
during the specified period shall be 
treated as a qualified individual with 
respect to the period during which that 
individual was a bona fide resident of, 
or present in, that foreign country if the 
individual establishes a reasonable ex
pectation of meeting the requirements 
of section 911(d) but for those 
conditions. 

.06 To qualify for relief under sec
tion 911(d)(4), an individual must have 
established residency or have been 
physically present in the foreign coun
try on or prior to the date that the 
Secretary of the Treasury determines 
that individuals were required to leave 
the foreign country. Individuals who 
establish residency or are first phys
ically present in the foreign country 
after the date that the Secretary pre
scribes, but during the period for which 
the Secretary determines that individ
uals were required to leave the foreign 
country, shall not be treated as 
qualified individuals under section 
911(d)(4) pursuant to section 911(d)(4) 
(C). For example, individuals who 
establish residency or are first phys
ically present in Iran after September 1, 
1978, are not eligible to qualify for the 
exemption prescribed in section 
911(d)(4). The same holds true with 
respect to individuals who move to 
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Afghanistan after April 23, 1979, or 
Lebanon after August 31, 1979. 

SEC. 3. INQUIRIES 

A taxpayer who needs assistance on 
how to claim this exclusion, or on how 
to file an amended return, should 
contact a local IRS Office or, for a 
taxpayer residing or traveling outside 
the United States, the nearest overseas 
IRS office. 

26 CFR 601.202: Closing agreements. 

Rev. Proc. 94-16 

SECTION 1. PURPOSE 

This revenue procedure describes the 
relationship between the Voluntary 
Compliance Resolution (VCR) Program 
set forth in Revenue Procedure 92-89, 
1992-2 C.B. 498 and modified by 
Revenue Procedure 93-36, 1993-2 
C.B. 474, and the Employee Plans 
Closing Agreement Program (CAP) 
implemented on December 21, 1991, 
and published in chapter 11 of Internal 
Revenue Manual 7(10)54. This revenue 
procedure explains the compliance op
tions and sanction limitations applica
ble to sponsors of employee retirement 
plans which voluntarily request consid
eration under CAP because of dis
qualifying defects that are not eligible 
for the VCR Program. 

SEC. 2. BACKGROUND 

.01 The Service currently has three 
administrative programs for correcting 
operational plan defects: 

(1) The Administrative Policy Re
garding Sanctions (APRS), imple
mented on March 26, 1991, and pub
lished in section 660 of the IRM 
7(10)54, provides that although any 
violation of section 401(a) of the Code 
is disqualifying, certain operational de
fects may be so minor that it is not 
productive for the Service to pursue 
disqualification. Under the APRS, a 
minor defect can be corrected without 
payment of a sanction. 

(2) CAP generally permits a plan 
sponsor whose plan has qualification 
defects that are not appropriate for 
resolution under APRS to enter into a 
closing agreement with the Service to 
correct the defects in all years and pay 
a monetary sanction negotiated with 
regard to the equities of the case and 
based on the total that the Service 
would collect as taxes upon plan 
disqualification. CAP is not generally 
available for defects that are repeated, 
deliberate or flagrant, or that involve 
the diversion of trust assets. CAP is 
available both to plan sponsors with 
plans under examination and to plan 
sponsors that discover plan defects 
before being examined. A Closing 
Agreement is a part of the Service's 



examination function, and constitutes 
an examination of a plan for the 
specific matter being addressed. 

(3) On November 16, 1992, the 
Service established the VCR Program 
as a temporary, experimental program 
ending on December 31, 1993. The 
VCR program permits eligible plan 
sponsors to correct qualification de
fects, provided that the plan has re
ceived a determination letter that con
sidered the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), 
the Tax Reform Act of 1984 (DEFRA), 
and the Retirement Equity Act of 1984 
(REA). Plan sponsors pay a voluntary 
compliance fee based upon the size of 
the plan and are not required to pay a 
monetary sanction. A plan is not 
eligible for the VCR program if it is 
under examination, or if it has viola
tions that are egregious. The VCR 
Program was extended for a year and 
modified by Revenue Procedure 93-36, 
1993-2 C.B. 474. 

.02 Sponsors of plans that are not 
eligible for the VCR program but are 
not under Employee Plans examination 
(as defined in section 3.03 of Rev. 
Proc. 92-89) have requested an oppor
tunity, similar to the VCR program, to 
voluntarily correct their plan defects. 
This revenue procedure gives general 
guidance for voluntary consideration 
under CAP and limits, but does not 
determine, the sanction that will be 
imposed on a plan that voluntarily 
requests consideration under CAP. 

SEC. 3. VOLUNTARY REQUESTS 
FOR CONSIDERATION UNDER 
CAP 

.01 If a plan sponsor voluntarily 
requests consideration under CAP with 
respect to a specific defect (or defects), 
the plan sponsor and the Service will 
enter into a Closing Agreement nego
tiation with respect to the correction of 
the defect(s) and the amount of the 
monetary sanction. Payment of the 
monetary sanction will generally be 
required at the time that the Closing 
Agreement is signed. The Closing 
Agreement is binding upon both the 
Service and the plan sponsor with 
respect to the specific matter, but does 
not preclude or impede an examination 
of the plan by the Service with respect 
to the taxable year (or years) involved 
with respect to matters that are outside 
the Closing Agreement. 

.02 The defects for which voluntary 
consideration under CAP is available 

include, but are not limited to, failure 
to follow the terms of the plan and 
failure to satisfy the qualification re
quirements in form or operation. In 
addition, certain defects that would not 
be eligible for correction under CAP if 
the plan is under Employee Plans 
examination will be eligible if brought 
in voluntarily. Thus, repeated, deliber
ate or flagrant violations will be 
eligible for consideration under CAP 
only if a voluntary request for CAP 
consideration is made before a plan is 
under Employee Plans examination. 
Plans with violations involving diver
sion of trust assets, however, continue 
to be ineligible for CAP. 

.03 A plan that is not eligible for the 
VCR Program, because the plan does 
not have a determination letter that 
considered TEFRA, DEFRA, and REA, 
the defect is not operational, or the 
violation is considered egregious, will 
be eligible to voluntarily request con
sideration under CAP, provided that the 
plan is not under an Employee Plans 
examination. If a plan sponsor requests 
a compliance statement under the VCR 
Program but does not have an deter
mination letter that considers TEFRA, 
DEFRA and REA, or the defect is not 
operational, the case will be returned to 
the employer without review, and the 
employer will be informed of the 
option to request CAP consideration on 
a voluntary basis. If a plan sponsor 
requests a compliance statement under 
VCR but has defects determined to be 
egregious, the plan sponsor will be 
notified of this conclusion and given 60 
days to voluntarily request CAP con
sideration in the appropriate Key Dis
trict Office (KDO). At the end of the 
60 day period, if a request for CAP 
consideration has not been received in 
the appropriate KDO, the VCR request 
will be forwarded to that KDO for 
examination consideration. 

.04 As with any CAP case, correc
tion of defects must be made for all 
years, not just open taxable years. The 
Service will consider the suggestions of 
the plan sponsor with respect to the 
method of correction, but will not be 
bound by those suggestions. 

.05 The monetary sanction required 
by the Closing Agreement Program will 
be limited to a significantly reduced 
percentage of the Maximum Payment 
Amount (described below) If the 
employer voluntarily requests consid
eration under CAP. The monetary 
sanction, as a percentage of the Max
imum Payment Amount, will not ex-

ceed the highest percentage indicated in 
section 4.02 below. 

.06 A request is voluntary if it is 
made before the plan sponsor, or a 
representative, has received verbal or 
written notification from the EP/EO 
Division of an impending Employee 
Plans examination or of an impending 
referral for Employee Plans examina
tion. 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 is considered to be under 
Employee Plans examination. CAP is 
available with respect to any other plan 
of the plan sponsor that is not aggre
gated (as defined in section 3.02 of 
Rev. Proc. 93-36) with the plan (or 
plans) under examination. A voluntary 
request for consideration under CAP 
may not be made as part of a determi
nation letter application. 

.07 If the Service discovers an unre
lated plan defect while considering the 
voluntary request, that violation may be 
outside the scope of the voluntary 
request for consideration under CAP 
because it was not voluntarily brought 
forward by the plan sponsor. If the 
additional defect is significant, all 
aspects of the plan may be examined. 

.08 If the Service and the plan 
sponsor cannot reach an agreement 
with respect to the correction of the 
defect(s) or the amount of the monetary 
sanction, all aspects of the plan may be 
examined. 

.09 The Closing Agreement con
stitutes an agreement between the plan 
sponsor and the Service with respect to 
the specific defects identified by the 
plan sponsor. This resolution shall have 
no effect on the rights of any party 
under any other law, including Title I 
of the Employee Retirement Income 
Security Act of 1974. 

.10 A plan that is eligible for the 
VCR Program is not eligible to volun
tarily request consideration under CAP. 

SEC. 4. SANCTION LIMITATIONS 
FOR VOLUNTARY REQUESTS 

.01 The actual monetary sanction In 

an individual Closing Agreement is 
based upon the Maximum Payment 
Amount and the facts and circum
stances in the case. 

.02 The highest percentage of the 
Maximum Payment Amount that may 

1994-1 C.B. 577 



be applied as a monetary sanction for 
defects for which the employer volun
tarily requested consideration under 
CAP is 40%, but a case with less 
severe defects may be subject to a 
smaller monetary sanction. Factors con
sidered in determining the sanction 
include (but are not limited to) the 
severity of the defect, the number and 
type of employees affected by the 
defect, the number of rank and file 
employees that would be hurt if the 
plan was disqualified, the extent to 
which the employer's own procedures 
found the error, and the cost of 
correction. The hazards that the Service 
or the employer may face if the case is 
litigated are not factors considered in 
determining the sanction. Depending on 
the factors, the actual monetary sanc
tion may range from 40% of the Maxi
mum Payment Amount to less than 5% 
of the Maximum Payment Amount. 
However, in no case will the monetary 
sanction be less than $1,000. 

.03 The Maximum Payment Amount 
is approximately equal to the tax the 
Service could collect upon plan dis
qualification for the open taxable years. 
It is the sum of the: 

(1) tax on the Trust (Form 1041), 

(2) additional income tax resulting 
from the loss of employer deductions 
for plan contributions (Form 1120 or 
1040), and 

(3) additional income tax resulting 
from income inclusion by the highly 
compensated employees (Form 1040). 

CENTRAL 

MID-ATLANTIC 

MIDWEST 

SEC. 5. PROCEDURES FOR A 
VOLUNTARY REQUEST FOR CAP 
CONSIDERA TION 

.01 This section sets forth the proce
dures for voluntarily requesting consid
eration under CAP. A request consists 
of a letter from the plan sponsor or the 
plan sponsor's representative to the 
appropriate Key District Office that 
contains a description of the defect(s), 
a description of the proposed method 
of correction, and other procedural 
items, and includes supporting informa
tion and documentation as described 
below. 

.02 The letter from the sponsor or 
the sponsor's representative must con
tain the following: 

(1) A complete description of the 
operational or form defects and the 
years in which the defects occurred, 
including closed years (that is, years 
for which the statutory period has 
elapsed). 

(2) A description of the current 
administrative procedures for the plan. 

(3) An explanation of how and why 
the defects arose. 

(4) A description of the methods for 
correcting the defects that the plan 
sponsor has implemented or proposes 
to implement. 

(5) A description of the measures 
that have been or will be implemented 
to ensure that the same operational 
defect will not occur again. 

(6) A statement that, to the best of 
the plan sponsor's knowledge, the plan 

is not currently under an Employee 
Plans examination (as defined in section 
3.03 of Revenue Procedure 92-89). 

(7) The status of any determination 
letter application with respect to the 
plan. 

.03 The submission must be accom
panied by the following documentation: 

(1) A copy of the most recently filed 
Form 5500 series return. 

(2) A copy of the relevant portions 
of the plan document. 

.04 The submission must be signed 
by the sponsor or the sponsor'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(11) of Rev. Proc. 94-4, 
page 458, this Bulletin. 

.06 The following declaration must 
accompany a CAP request and any 
factual information or change in the 
submission at a later time: "Under 
penalties of perjury, I declare that I 
have examined this submission, includ
ing accompanying documents, and, to 
the best of my knowledge and belief, 
the facts presented in support of the 
CAP submission are true, correct, and 
complete." The declaration must be 
signed by the plan sponsor, not the 
sponsor's representative. 

.07 The letter to the Service should 
be marked "CAP PROGRAM" in the 
upper right hand comer of the letter. 

.08 The submission should be mailed 
to the Closing Agreement Coordinator 
in the appropriate Key District Office: 

Walk-In Closing Agreement Coordinator 
Internal Revenue Service 
P.O. Box 2508 
Cincinnati, OH 45201 

Closing Agreement Coordinator 
Internal Revenue Service 
Technical Review Staff 
EPIEO Division 
P.O. Box 13163, Room 1616 
Baltimore, MD 21203 

Closing Agreement Coordinator 
Internal Revenue Service 
EPIEO Division, DPN 22-3 
230 S. Dearborn 
Chicago, IL 60604 

NORTH ATLANTIC Chief, EPIEO Branch II 
Internal Revenue Service 
10 Metro Tech Center 
625 Fulton Street 
Brooklyn, NY 11201 
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SOUTHEAST 

SOUTHWEST 

WESTERN 

SEC. 6. DISCLOSURE 

Because CAP is a compliance pro
gram, relating directly to the enforce
ment of qualification requirements, the 
information received or generated by 
the Service under the program is 
subject to the confidentiality require
ments of section 6103 of the Code. 

SEC. 7. EFFECTS ON OTHER 
DOCUMENTS 

Chapter II of IRM 7(10)54 is 
modified to limit the monetary sanction 
as provided in section 4 of this revenue 
procedure, and to permit closing agree
ments with respect to repeated, deliber
ate or flagrant violations that are 
voluntarily requested before the plan is 
under Employee Plans examination. 

SEC. 8. EFFECTIVE DATE 

This revenue procedure is effective 
January 12, 1994. 

26 CFR 601.602: Forms and instructions. 
(Also Part I. Section 6033; 1.6033-2.) 

Rev. Proc. 94-17 

SECTION I. PURPOSE 

This revenue procedure supplements 
Rev. Proc. 83-23, 1983-1 C.B. 687, by 
relieving certain foreign organizations 
(other than private foundations) from 
the requirement to file an annual 
information return on Form 990, Return 
of Organization Exempt from Income 
Tax. 

Closing Agreement Coordinator 
Internal Revenue Service 
EP/EO Division, Stop 516-D 
P.O. Box 1055 
Atlanta, GA 30370 

Internal Revenue Service 
EP Closing Agreement Specialist 
1100 Commerce Street 
Dallas, TX 75242 
M/C 4920 DAL 

Closing Agreement Coordinator 
Internal Revenue Service 
EPIEO Division 
McCaslin Industrial Park 
2 Cupania Circle 
Monterey Park, CA 91755 

SEC. 2. BACKGROUND 

01. Section 6033(a)(I) of the Inter
nal Revenue Code states that, with 
certain exceptions, every organization 
exempt from taxation under section 
50I(a) shall file an annual information 
return. 

02. Section 6033(a)(2)(B) of the 
Code provides that the Secretary may 
relieve any organization from the re
quirement to file a return where the 
Secretary determines that such filing is 
not necessary to the efficient admin
istration of the internal revenue laws. 
Section I.6033-2(g)(6) of the Income 
Tax Regulations delegates this au
thority to the Commissioner. 

03. Rev. Proc. 83-23, 1983-1 C.B. 
687, establishes a list of certain classes 
or groups of organizations exempt from 
federal income tax because they are 
described in section 501 (c) of the Code 
that are not required to file an annual 
information return on Form 990. Orga
nizations (other than private founda
tions) with gross receipts not normally 
in excess of $25,000 for tax years 
ending on or after December 31, 1982, 
are included in Rev. Proc. 83-23. 
However, the revenue procedure does 
not distinguish between foreign and 
domestic organizations. Further, it does 
not distinguish between receipts from 
sources within the United States and 
foreign receipts. 

04. Section 53.4948-1(b) of the 
Foundation Excise Tax Regulations 
provides that gifts, grants, contributions 
or membership fees received directly or 
indirectly by a foreign organization 
from a United States person, as defined 
in section nOI(a)(30) of the Code, are 
from sources within the United States. 

05. Sections 861 through 865 of the 
Code and the regulations thereunder 
determine what types of income will be 
treated as income from sources within 
the United States. 

06. For purposes of this revenue 
procedure, a foreign organization is any 
organization not described in section 
I70(c)(2)(A) of the Code. 

07. A number of foreign organiza
tions have asked the Service for relief 
from filing Form 990 on the grounds 
that since they have no receipts from 
United States sources or significant 
activity in the United States, the filing 
serves no useful purpose for tax 
administration but imposes a significant 
burden on the affected organizations. 

SEC. 3. SCOPE 

This revenue procedure applies to 
foreign organizations described in sec
tion 50 I (a) (other than private founda
tions) that normally do not have more 
than $25,000 in annual gross receipts 
from sources within the United States 
and have no significant activity in the 
United States. For purposes of the 
preceding sentence: (i) the tests set 
forth in section 5 of Revenue Proce
dure 82-23 apply to determine whether 
the annual gross receipts of an organi
zation are not normally more than 
$25,000; (ii) an organization's gifts, 
grants, contributions or membership 
fees are from sources within the United 
States if they would be so treated under 
section 53.4948-1 (b) of the regulations; 
and (iii) the source of an organization's 
other gross receipts are determined by 
applying rules similar to those provided 
in sections 861 through 865 of the 
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Code (relating to the source of taxable 
income). 

SEC. 4. PROCEDURE 

o I. A foreign organization (other 
than a private foundation) otherwise 
required to file Form 990 will be 
relieved from the filing requirement for 
any year in which it meets the follow
ing conditions: 

(I) it normally does not receive 
more than $25,000 in gross receipts 
annually, as defined in Rev. Proc. 83-
23, from sources within the United 
States, as defined in sections 861 
through 865 of the Code and the 
regulations thereunder and section 
53.4948-1 (b) of the regulations; and 

(2) it has no significant activity in 
the United States. For purposes of the 
second condition above, the term "sig
nificant activity" includes lobbying and 
political activity and the operation of a 
trade or business, but does not include 
investment activity. 

02. If at any time an organization 
ceases to meet one of the conditions 
described in 01., the organization is 
required to file the annual information 
return for the year in which it first 
ceased to qualify for relief under this 
procedure and for all subsequent years 
in which the organization does not 
qualify. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 83-23 is hereby 
supplemented. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure applies for 
tax years beginning after December 31, 
1992. 

26 CFR 601.602: Forms and instructions. 
(Also Part I. Sections 3504. 6011: 31.3504-1. 
31.6011(a)-I. 31.6011(a)-4.) 

Rev. Proc. 94-18 

SECTION I. PURPOSE 

.0 I The purpose of this revenue 
procedure is to provide a means 
whereby Reporting Agents preparing 
Form 941, Employer's Quarterly Fed
eral Tax Return, for groups of tax
payers can furnish the required infor
mation in the form of magnetic tape. 
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.02 This revenue procedure super
sedes Rev. Proc. 92-100, 1992-2 C.B. 
551. If a current Reporting Agent is 
unable to comply with the changes in 
specifications, they must contact the 
local Magnetic Tape Coordinator for 
Business Tax Returns for further 
instructions. 

SEC. 2. CHANGES 

.01 This revenue procedure reflects 
the current changes to the Tax Data 
"B" Record. The Schedule "B" Tax 
Liability Data Record "D" has been 
deleted. There will no longer be a "D" 
Record. The value of the Schedule B 
Indicator in the Tax Data "B" Record 
has changed. When you are using the 
Schedule "B" to report your taxes, 
which exceed $50,000 in a fixed 
twelve-month period or exceed 
$100,000 in any day during a month, 
enter a "I" in tape position 153 
otherwise enter a zero. The Schedule 
"B" Tax Liability fields have been 
moved to the Tax Data "B" Record 
(see Exhibit 12 tape positions 486-
1829). A new field has been added to 
the Tax Data "B" Record, Deposit 
State Code, with a table of the valid 
codes (see Exhibit 12 tape positions 
85-86). All references to 941E, Quar
terly Return of Withheld Federal In
come Tax and Medicare Tax, have 
been deleted. Form 941 E is no longer 
needed to report medicare wages and 
tips. This reporting must be handled on 
the Form 941. Non-payroll income tax 
withholding previously reported on 
Form 941E will be reported on the new 
Form 945, Annual Return of Withheld 
Federal Income Tax. The size of Total 
Social Security and Medicare Taxes 
and Adjusted Total of Social Security 
and Medicare Taxes has been increased 
to 14 positions (see Exhibit 12 tape 
positions 297-310 and 323-336, re
spectively). Section 12 "State Abbre
viations" is a new section along with 
Section 16 "Information a Reporting 
Agent Must Provide to the Taxpayer". 

.02 Important Regulation Changes 
for 1993. The Schedule A Tax Liability 
fields from the Tax Data "B" record 
have been deleted. Seven fields have 
been deleted from the Tax Data "B" 
record (see Exhibit 12). They are 
Adjustment Indicator Backup With
holding, Backup Withholding, Sign for 
Adjustment to Backup Withholding, 
Adjustment to Backup Withholding, 
Sign for Adjusted Total Backup With
holding, Adjusted Total of Backup 

Withholding and Schedule A Tax In
dicator. This is because the new Form 
945 is being developed for the report
ing of non-payroll items. 

SEC. 3. BACKGROUND 

.01 Section 31.60l1(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 941 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. 

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 
only covers Form 941 filed on mag
netic tape, the Letter of Application 
may cover Form 940, Employer's 
Annual Federal Unemployment (FUTA) 
Tax Return, as well. In addition, a 
separate but simultaneous letter may be 
submitted for permission to submit 
federal tax deposits (FTDs) on mag
netic tape for Forms 940, 941 and 943. 
Separate revenue procedures cover the 
filing of Forms 940 and the submission 
of federal tax deposits on magnetic 
tape. Contact the Magnetic Tape Coor
dinator for Business Tax Returns for 
current copies of the other revenue 
procedures. 

.02 The Letter of Application must 
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 17 of this revenue 
procedure. 

. 03 The Letter of Application must 
contain the following: 

1. Name, address and EIN 
(Employer Identification Number) of 
the person, organization, or firm mak
ing Letter of Application. 

2. Name, title and telephone number 
of the person to contact regarding the 
Letter of Application. 

3. The first tax period for which the 
Reporting Agent plans to file returns 
on magnetic tape. 

4. The estimated volume of returns 
the Reporting Agent plans to file by 
type of return (for example, 941 or 
940). 

5. An agreement by the Reporting 
Agent to keep copies of the Reporting 
Agent Authorization (RAA) on file at 
the Reporting Agent's principal place 
of business for examination by the 
Service upon request. Such copies must 
be retained until the period of limita
tion for assessment for the last return 
filed under its authority expires. 

6. An agreement by the taxpayer and 
Reporting Agent to fully pay the tax by 
FTDs. This revenue procedure does not 
restrict a non-financial organization 

Tax Period 
Quarter 

Jan.-Feb.-Mar. 
Apr.-May-June 
July-Aug.-Sept. 
Oct.-Nov.-Dec. 

A test tape does not constitute the filing 
of tax returns. 

.03 Submission of magnetic tapes 
which can be read on the Service's 
computers without a "job abort" and 
which have a 5 percent or less error 
rate generally constitutes approval of a 
Reporting Agent's Letter of Applica
tion and continuation of filing priv
ileges. If a Reporting Agent submits a 
bad test tape, the Magnetic Tape 
Coordinator will notify the Reporting 
Agent of the fact. The Reporting Agent 
must supply a new test tape within 30 
days of the coordinator's notification. 
If a Reporting Agent has not received 

that performs a payroll or tax service 
from being a Reporting Agent. See 
Rev. Proc. 89-48, 1989-2 C.B. 599, 
concerning 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 (only if Form 940 filing is part 
of Letter of Application request). 

8. Signature of the Reporting Agent 
or Reporting Agent's employee author
ized to prepare federal tax returns 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 Reporting Agents must submit a 
separate Letter of Application to each 
service center to which they intend to 
file returns. 

SEC. 5. REPORTING AGENT 
AUTHORIZATION 

A RAA must be submitted for each 

End of 
Tax Period Due Date 
Quarter of Return 

March 31 April 30 
June 30 July 31 
Sept. 30 October 31 
Dec. 31 January 31 

approval for magnetic tape filing by the 
end of the tax period quarter for which 
the returns will be filed, paper tax 
returns must be filed. The Reporting 
Agent may, however, submit a test tape 
for the subsequent tax period quarter. 

.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-

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 which meets the speci
fications identified 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 
APPLICATION 

.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 12, positions 
72-75 . 

.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 well in 
advance of the due date of the returns 
which will be filed on magnetic tape. 

Initial Test 
Tape must be 
Submitted by: 

January 31 
April 30 
July 31 
October 31 

nue procedure are met, and there are no 
equipment changes by the Reporting 
Agent. 

SEC. 7. 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 
their current magnetic tape filing 
inventory. 

.02 Under Section 6091 (b) of the 
Internal Revenue Code, federal tax 
returns must be filed at the Internal 
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Revenue service center serving the 
legal residence or principal business 
address of the taxpayer. Thus, Report
ing Agents must normally file a tax
payer's return 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 Reporting 
Agents to file at any service center that 
services their clients. If Reporting 
Agents wish to file at additional service 
centers, they must notify the Magnetic 
Tape Coordinator for Business Tax 
Returns of the service center where 
they originally applied 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 
Reporting Agent's Listing for taxpayers 
authorized to file on magnetic tape. 
This authorization will contain each 
taxpayer's EIN and 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 Reporting Agent's records and used 
in each taxpayer's Tax Data "B" 
Record (positions 72-75). 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: 

1. Form 4996, Magnetic Tape Filing 
Transmittal for Form 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 telephone 
number (including area code) of Re
porting Agent. 
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(b) Employer Identification Number 
of Reporting Agent. 

(c) Type of tax return filed on the 
magnetic tape (941). 

(d) Tax period (use YYMM of tax 
year-for example, 9406). 

(e) Number of tax returns filed on 
accompanying tape. 

(f) Total taxes reported. 
(g) Total taxes deposited. 

(h) Total Forms 941c and other 
attachments to support adjustments in
cluded in this shipment. 

(i) Number of revenue procedure 
used as basis for magnetic tape prepa
ration (for example, 94-18). 

(j) Service center where RAAs are 
filed. 

(k) Signature of Reporting Agent or 
authorized employee, title and date. 

2. Employers are required to send to 
the Service quarterly copies of all 
Forms W-4, Employee's Withholding 
Allowance Certificates, received during 
the quarter from employees still 
employed at the end of the quarter who 
claim the following: 

(a) More than 10 withholding ex
emptions, or 

(b) Exempt status and are expected 
to earn more than $200 a week. 

Employers are not required to send 
other Forms W-4 unless notified by the 
Service in writing to do so. Copies of 
Forms W-4 may be filed with a paper 
Form 941, or if Form 941 is filed on 
magnetic media, with a cover letter. 
The cover letter must provide the 
employer's name, address, employer 
identification number, and the number 
of copies of Form W-4 included. Con
sult Circular E, Employer's Tax Guide, 
(Pub. 15) for more information on 
sending certain Forms W-4 to the 
Service. 

Form W-4 information may be filed 
on magnetic media. Forms W-4 may 
be filed on 5 Y4 inch diskettes, 3 Y2 inch 
diskettes, or magnetic tape. See Rev. 
Proc. 92-80, 1992-2 C.B. 465, also 
published as Pub. 1245, which contains 
information concerning magnetic media 
filing. 

.06 Form 941 or 940 data must all 
be filed on separate magnetic tapes. 

.07 The Reporting Agent must notify 
the Magnetic Tape Coordinator for 
Business Tax Returns if the agent does 
not receive notification of receipt of the 
transmittal within 15 days from the 
date the transmittal was sent. 

.08 The Reporting Agent must notify 
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 
returning 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 Co
ordinator 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 
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 quarter 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 quarter. 

SEC. 8. 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 may returns with 
more than one due date be included on 
one tape file. 

SEC. 9. EFFECT ON PAPER 
RETURNS 

Authorization to file on magnetic 
tape does not prohibit the filing of 
paper 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), a Reporting Agent prefers 
to file a paper return in lieu of 
magnetic tape filing for a given tax
payer, the Reporting Agent may do so 
even after having been given authoriza
tion to file that taxpayer's returns on 
magnetic tape. 

SEC. 10. ADDING AND DELETING 
FILERS FROM MAGNETIC TAPE 
FILING SYSTEM 

.01 After a Reporting Agent has 



been notified by the Service that the 
Letter of Application for tape reporting 
has been approved, the Reporting 
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 
number for forms is 1-800-829-FORM. 

.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 in tape 
position 155 of the Tax Data "B" 
Record (see Exhibit 12) with an entry 
of "1". The taxpayer's address of 
record will then be updated with the 
information that is given in tape 
positions 87-152 of the Tax Data "B" 
Record. 

SEC. 12. STATE ABBREVIATIONS 

.01 You must use the following state 
abbreviations when developing the state 
code portion of address fields. 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
American Samoa 
California 

Code 

(AL) 
(AK) 
(AZ) 
(AR) 
(AS) 
(CA) 

State Code 

Colorado (CO) 
Connecticut (CT) 
Delaware (DE) 
District of Columbia (DC) 
Federated States of Micronesia (FM) 
Florida (FL) 
Georgia (GA) 
Guam (GU) 
Hawaii (HI) 
Idaho (10) 
Illinois (IL) 
Indiana (IN) 
Iowa (lA) 
Kansas (KS) 
Kentucky (KY) 
Louisiana (LA) 
Maine (ME) 
Marshall Islands (MH) 
Maryland (MD) 
Massachusetts (MA) 
Michigan (MI) 
Minnesota (MN) 
Mississippi (MS) 
Missouri (MO) 
Montana (MT) 
Nebraska (NE) 
Nevada (NV) 
New Hampshire (NH) 
New Jersey (NJ) 
New Mexico (NM) 
New York (NY) 
North Carolina (NC) 
North Dakota (NO) 
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 (SO) 
Tennessee (TN) 
Texas (TX) 
Utah (UT) 
Vermont (VT) 
Virginia (VA) 
Virgin Islands (VI) 
Washington (WA) 
West Virginia (WV) 
Wisconsin (WI) 

Wyoming (WY) 

.02 When reporting APO/FPO ad
dresses use the following format: 

EXAMPLE: 

Payee Name 
Mailing Address 

PVT John M. Doe 
Company F, PSC 

Box 100 
167 Infantry REGT 

Payee City 
*Payee State 
Payee ZIP 

Code 

APO (or FPO) 
AE, AA or AP 
098010100 

* AE is the designation for ZIPs begin
ning with 090-098, AA for ZIP 340 
and AP for ZIPs 962-966. 

SEC. 13. ADJUSTMENTS TO 941 
RETURNS 

.01 Adjustments may be made on 
returns submitted on magnetic tape. 

.02 Positions 312-321 of Tax Data 
"B" Record are used to report adjust
ment to social security and Medicare 
taxes reported. These positions must be 
used in conjunction with the social 
security and Medicare adjustment in
dicator tape position 163 of the Tax 
Data "B" Record (see Exhibit 12). If 
there is no adjustment of social security 
and Medicare taxes, the adjustment 
indicator must be zero. If there is an 
adjustment of social security and Medi
care taxes, the adjustment indicator 
must be set to 1, 2, 3 or 4 depending 
on the circumstances explained as 
follows: 

I. Fractions of cents. The social 
security and Medicare adjustment in
dicator must be set to I if the 
adjustment consists only of a difference 
between the total social security and 
Medicare taxes tape positions 297-310 
and the amount actually collected from 
your employees' wages because of 
fractions of cents added or dropped due 
to rounding. 

2. Adjustments of tax on tips. The 
social security and Medicare adjust
ment indicator must be set to 3 if the 
adjustment to social security and Medi
care taxes consists only of total un
collected employee social security and 
Medicare taxes on tips. 

3. Adjustment of tax on third-party 
sick pay. The social security and 
Medicare adjustment indicator must be 
set to 4 if the adjustment to social 
security and Medicare taxes consists 
only of social security and Medicare 
taxes on third-party sick pay for which 
the employer is not responsible. 

4. If the description for the adjust
ment to social security and Medicare 
taxes listed above is not applicable or 
the adjustment to social security and 
Medicare taxes is present for more than 
one reason, the social security and 
Medicare adjustment indicator must be 
set to 2, and a statement or Form 941 c 
must be submitted with the tape identi-

1994-1 C.B. 583 



fying the taxpayer and explaining the 
adjustment to social security and Medi
care taxes. If the second reason for a 
social security and Medicare adjust
ment is "FRACTIONS ONLY," then 
it may be ignored and either "social 
security and Medicare tip" or "sick 
pay" values may be used. 

.03 Adjustments to preceding quar
ters (income tax withholding adjust
ments) must be reported in tape posi
tions 199-208 of the Tax Data "B" 
Record (see Exhibit 12). Errors made 
in income tax withheld may be cor
rected for wages paid in earlier quarters 
of the same calendar year. Do not 
report adjustments to income tax with
holding for earlier years unless it is to 
correct an administrative error. Any 
magnetic tape return with an adjust
ment to preceding quarters must be 
supported by a statement or Form 941 c 
submitted with the magnetic tape. The 
statement must identify the taxpayer 
and explain the adjustment. The Ad
justment Indicator for Income Tax 
Withheld tape position 164 of the Tax 
Data "B" Record (see Exhibit 12) 
must be set to " 1 " if there is an 
adjustment or be set to zero if there is 
no adjustment. 

.04 Include all statements and Forms 
941c with the magnetic tape shipment 
for approval and subsequent adjustment 
action. Attach a cover letter that 
identifies the employer for each state
ment and Form 941c included with the 
magnetic media tape shipment. 

SEC. 14. FILING FORMS W-2 
(COpy A) WITH THE SOCIAL 
SECURITY ADMINISTRATION 

Forms W-2, Wage and Tax State
ments, must be filed directly with the 
Social Security Administration on mag
netic media or paper. For information 
on magnetic media reporting for Forms 
W-2, you may contact the Social 
Security Administration's Regional 
Magnetic Media Coordinators. See Ex
hibit 3 for the telephone numbers of 
the Social Security Administration's 
Regional Magnetic Media Coordinators. 

SEC. 15. RESPONSIBILITIES OF A 
REPORTING AGENT 

The following material must be 
retained for four years after the due 
date of the return: 

(a) a complete copy of the magnetic 
tape return (may be retained on mag
netic media), 
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(b) the notification of receipt of the 
transmittal received from the Service, 
and 

(c) a copy of the signed Form 4996, 
Magnetic Tape Filing Transmittal for 
Forms 941 and 940 Federal Tax 
Returns. 

SEC. 16. INFORMATION A 
REPORTING AGENT MUST 
PROVIDE TO THE TAXPAYER 

.01 The Reporting Agent must fur
nish 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 ad
vise the taxpayer to retain a complete 
copy of a return and any supporting 
material. 

.04 The Reporting Agent must, upon 
request, provide the taxpayer with the 
date the magnetic tape portion of the 
taxpayer's return was acknowledged as 
received by the service center. 

SEC. 17. ADDITIONAL 
INFORMATION 

Requests for additional copies of this 
revenue procedure, Letter of Applica
tions for magnetic tape filing, copies of 
Form 4996 and Form 8822, requests 
for copies of appropriate input record 
element specifications, and requests or 
tape filing information must 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 
Philadelphia Service Center 
11601 Roosevelt Blvd. 
Philadelphia, P A 19154 

Magnetic Media/Drop 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, UT 84201 

7. Western Region 
Fresno Service Center 
P.O. Box 12866 
Fresno, CA 93779 

SEC. 18. 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 Informa
tion Interchange). Specifically this calls 
for recognition of the following label 
types: VOLl, HDRl, HDR2, EOV1, 
EOV2, EOFl, and EOF2 (see Exhibits 
4 through 10 for specific label specifi
cations). 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 .01 
(1». An example as to their positioning 
is given in Section 19.02 of this 
revenue procedure. 

.02 Definitions. 



Element 

b 

Blocked 

Blocking 

EIN 

File 

FTD 

MMDD 

POA 

RAA 

Record 

Records 

Factors 

Record Mark 

Reel 

Reporting Agent 

Reporting Agent's List 

Special Character 

Tape Mark 

Taxpayer 

Unblocked Records 

YYDDD 

YYMM 

Description 

Denotes a blank position. 

Two or more records grouped together between interrecord 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. 

Federal Tax Deposit. 

Month, month, day, day in numeric format. For example, January 15th is 0115. May 1st is 
0501. 

Power of Attorney. 

Reporting Agent Authorization. 

A group of related fields of information, treated as a unit. 

Special character used either to limit the number of characters in data transfer or to separate 
blocked records on tape. 

A spool of magnetic tape. 

Person or organization preparing and filing magnetic tape equivalents of federal tax returns. 

A list of taxpayers to be added to or List deleted from the Magnetic Tape Filing System. 
The list may be submitted on tape or paper. 

Any character that is not a numeral, letter or blank. 

Special character that is written on tape. 

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 records. 

Single records written between interrecord gaps. 

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 a second quarter 1994 quarterly return is 9406. 

SEC. 19. 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 

Interrecord Gap 

Recording Mode 

Track 

Recording Format 

112 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 The following is an example of how the order of records may be submitted by the Reporting Agent with one reel: 
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VOLl 
HDRI 
HDR2 
TAPEMARK 
DATA RECORD A 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
DATA RECORD E 
TAPEMARK 
EOFI 
EOF2 
TAPEMARK 
TAPEMARK 

(U P to 100 occurrences * I * ) 

(Up to 100 occurrences * *) 

(U P to 100 occurrences * * ) 

.03 The following is an example of how the order of records may be submitted by the Reporting Agent with multiple 
reels: 

First and subsequent reels 

VOLl 
HDRI 
HDR2 
TAPEMARK 
DATA RECORD A * 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
TAPEMARK 
EOVI 
EOV2 
TAPEMARK 
TAPEMARK 
Last reel 
VOLl 
HDRI 
HDR2 
TAPEMARK 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD C 
DATA RECORD E * 
TAPEMARK 
EOFI 
EOF2 
TAPEMARK 
TAPEMARK 

(Up to 100 occurrences * *) 

(Up to 100 occurrences * *) 

(Up to 100 occurrences * * ) 

(Up to 100 occurrences * *) 

(Up to 100 occurrences * * ) 

(Up to 100 occurrences * *) 

* NOTE: Data Record "A" is only found on the first reel. Data Record "E" is only found on the last reel. 

* * Up to 100 Data Records "B" may be submitted per Data Record "C". Repeat the sequence of "B" and "C" 
Records, as needed. 
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.04 All records including headers 
and trailers, if used, must be written at 
the same density. 

.05 Affix an external label to each 
tape with the following information: 

1. Name of Reporting Agent. 
2. Number of tax returns submitted 

on this reel of tape. 
3. Payment period in YYMM (year, 

year, month, month) format. For exam
ple, 9406. 

4. Density (1600, 6250). 
5. Channel (9). 
6. Parity (odd). 

7. Sequence number of reel and total 
number of reels in file. For example, 1 
of 3). 

.06 Record Blocking Factor. The 
tape records prescribed in the specifica
tions must be blocked at one record per 
block. 

.07 Data. Only character data may 
be used. This means numeric fields 
cannot use overpunched signs and must 
be right justified with remaining un
used positions zero filled. All money 
fields must include two decimal posi
tions on the right. All numeric data 
must be in unsigned ASCII characters 
(no binary data). Where necessary, 
separate positions have been provided 
for signs, using "1" for plus and "0" 
(zero) for minus. All fields must have 
either numeric or alphabetic characters 
with the exception of the special 
characters which are allowed in the 
name and street address fields of the 
Agent "A" Record and Tax Data "B" 
Record. Special characters must be 
limited to hyphen (-) and slash (I) in 
the street address and hyphen (-) and 
ampersand (&) in the name control. 

.08 Agent "A" Record. The Agent 
.. A" Record (see Exhibit 11) identifies 
the Reporting Agent who prepares and 
transmits the tape file. Only Form 941 
data may be present on this magnetic 
tape. Form 940 data must be on 
separate tapes. The Agent "A" Record 
must be reported on the first reel of the 
file and precede the first Tax Data 
"B" Record. 

.09 Form 941 Tax Data "B" 
Record. 

(1) Tax Data "B" Records (see 
Exhibit 12) contain tax information for 
each filer reported by the Reporting 
Agent. The number of Tax Data"B" 
Records appearing on one tape reel will 
depend on the number of taxpayers 
represented (only one tax return for 
each EIN). 

(2) All Tax Data "B" Records must 
be for the current tax period. All 
money amount fields must contain 
dollars and cents, must be right justi
fied with zero filling on left and must 
be zero filled if an amount is not 
present. Fields identified as indicators 
or signs must always carry a value. 
Other non-money fields must be left 
justified and blank filled on right with 
blank filling of non-significant fields. 

(3) Schedule B Tax Liability (see 
Exhibit 12) will be used when your 
reported taxes during the fixed twelve
month period is more than $50,000 or 
if on any day during a month your 
reported tax exceeds $100,000. 

.10 Checkpoint Totals "C" Record. 
(1) Write this record after each 100 

or fewer (if less than 100 remain) Tax 
Data "B" Records. Each Checkpoint 
Totals "C" Record must contain a 

count of Tax Data "B" Records, the 
sum of Total Taxes, and the sum of the 
Total Amounts of FTDs for all Tax 
Data "B" Records which have not 
been summarized in preceding Check
point Totals "C" Records (see Exhibit 
13). 

(2) The Checkpoint Totals "C" 
Record must be followed by a Tax 
Data "B" Record except when the 
Checkpoint Totals "C" Record is at 
the end of the file. In that case, it will 
be followed by an End of File "E" 
Record. 

(3) All Checkpoint Totals "C" Rec
ords must be fixed length. All money 
amount fields will contain dollars and 
cents. The Checkpoint Totals "C" 
Records cannot be followed by a tape 
mark. 

.11 End of File "E" Record. Write 
this record after the last Checkpoint 
Totals "C" Record in the file. All 
money amounts must contain dollars 
and cents. All End of File "E" 
Records must be fixed length. This 
record must be followed only be a tape 
mark and trailer label. (See Exhibit 14). 

SEC. 20. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure supersedes 
Rev. Proc. 92-100, 1992-2 C.B. 551. 

SEC. 21. EFFECTIVE DATE 

This revenue procedure is effective 
for filing Forms 941 on magnetic tape 
for tax quarters beginning January I, 
1994. This revenue procedure can not 
be used to file Forms 941 for the fourth 
quarter of 1993. 
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Form 4996 
CRev. AlISult 1"0' 
Department of th' T,..aury 
r""mal R""nu, '-Ie. 

EXHIBIT 1 

Magnetic Tape Filing Transmittal for Form 941, 941E 

or 940 Federal Tax Returns 

PIli" compl.t. 2 copies of this form for .ach tapt fll. and .nclos. with the first box of flies In the shipm.nt. 

Rtpo"lng Agent'l Nlm. Ind Addrtll (S'INt, City, St,,,, ,ntI Z'/I Cod,} Employer Id.ntlflC8tlon Number T .. P.rlod Ended 

Telephone Number: ( 

Check the box Ihowlng the type of tax mum being tl'lnlnlinld 
(Check only 0ItI bo_} 

0141 0141E 0.40 

1. Numb.r of tlX r.turns filed on thllccompanylng t.pt ••••••••••••••••••••••••.•••••••••••••••• 

2. Totll taxts (ldd thllmount for thl. It,m on .11 t.x retumund ,nt" tot.1 hI,.,' .•....... , . , .........••• 

3: Totll tlXes deposited (ldd th, .mount for thl. hIm on .11 t.x mum. end 1M" tot,1 h,,.,, ....•..•.••..•••• 

4. Enter the r.venue procedure numb.r used for pr'Plring the magnetic tlpe ...............•....•.•••••• 

A Reporting Allent Authorization, Form 8655, for the filinll of fed.ral tax returns on the accompanying magnetic tapt has be.n filtd with 
______________________ 'nt.rnal R.venu. Service Cent.r. 

If Form 941 returns .r. filed on the mllln.tlc tape, .nt.r the total numb.r of Forms 941 C and other 
anlchmenu to support edjustm.nu Includ.d In this shipment ••••• , .•........••...............•.••• 

Not.: The IRS tlpt prOllram involve. only the tax dlta p.rt of the .mployer's Federll tlX r.turn (Forms 941, 941 E, 940). You m.y be 
required to fil. Form W·2 on mlgn.tic m.dia. If you file 250 or mort Forms W·2, you must r.port on m.gnatic media unless you hlv. 
betn grlnted I wliver by the IRS. You can IItt m.gn.tic media r.portlng specifications.t most Socill Security Adminiltr.tlon offices. 

Und.r pentltits of perjury, I decl.r. th.t the t.x returns .nd .ccomp.nylnglChedults .nd st.tem.nu on the .nclosed m.gnetic tlpt .r. to 
·th. best of my knowledll •• nd b.lI.f, tru., corr.ct, .nd compl.t.; and th.t, for Form 940 ttx r.turns on the .nclosed mlgn.tic tlpe; no 
.part of Iny Plym.nt mad. to • st.t. un.mploym.nt·fund claimed IS a credit was or is to b. deducted from the paym.nts to .mplovllS. 

IlgnatUN of '8'nt or .uthorlztd .mpIOY" Naponalbl. for PNpeNtlon of tlX mum. 

Tltl. 

D.pe"IMm of the T,..,ury 
Int.mal Revenue Service 
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FOtm 8822 
EXHIBIT 2 

Change 0' Address 
(Rev. May 1882) • Pl .... ~ or print. 
~ 0/.". T-.y 
~....., "-SetYiee • s.. Instructions on back. • Do not attach thl. form to your .. him. 

Com lete Thla Part· To Chan e Your Home Mallin Addre •• 
Check ALL boxes this changl .fleeta: 
1 0 Indiv/duallncome tax retuma (Forms 1040, 104QA. 1040ez, 1040NR, Itc,) 

~ If your last retum was ~ Joint retum and you are now establishing I residence Mparate 
from the spouse with Whom you filed that return, check here , , , , , , , ~ 0 

2 0 Employment tax. returns for household employe,. (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 aecu number 
4e YOIJIIIaIM (fil$t name, initial, and lut 1II/ftI) 

OMB No. 1545-1153 

ElcpjrM 5-31-85 

II Spou .... name (flt'lt name, initial, and Iut name) lib Spou .. •• ~lal MCUI'Ity number 

• Prior narne(.). s.. ~ 

78 Your old ecId,.. .. (no., ItIMI, eity or town. ltat., and ZIP COde). If • P.O. box or foreign acldr_, ... inStructions Apt. no. 

Ttl 1pouM'. old ~ .. , 1/ dllflt'lllt from line 7. (no., ItrMt, eity or town, 1111., and ZIP code). If • P.O. box or foreign acldr_, ... inltNCtions Apt. no. 

• New add,.. .. (no., IVMt, eity or town, ltata. end ZIP coa). If • P.O. box or tor.ign acid,... .... InJlNctionl Apt. no. 

I:liT'iIJI Complete this Part To Change Your Business Mailing Address or Business Location 

Check ALL boxes this change .~ec:ta: 
80 Employment, exclII. and other buslne .. returns (Forms 720. 941, 990.1041, '065. "20, etc.) 

100 Employ" plan ,.~urns_O=:orms .5500,5500 CIR. and 5500EZ) 
11 0 Business location 

12b Employer identification numb« 

,~ Old add,.. .. (no .• atr .. t. city or town, ltat., ItId ZIP COde). If. P.O. box or foreign IddrMI .... ln$Wctionl Room or sull. no. 

" New add ..... (no .. IVMt, city or town, .. , ItId ZIP COde). II • P.O. box or foreign add"!" .... i'IItNCUonI Room or sull. no. 

11 N.w bull"", location (no., .,., city or town. Ut', ItId ZJP code). II • forIigtI edcnII. ... ~ Roam or 1Uit. no. 

Daytime teiephonl no. at perton eo oorQc;1 (QCICIonII) .( ~ _ ...... ______ _ 

Please 
Sign ~ ---------1....::--Here , Y04It 1ignIlur. Du 

~ I 
, \I PII't ,. completed, signIturI'Oi ownet, oftIow, or ~ ou. , 

For Prfv'C)""' •• I spa waAII.=.: 1M NotSce, ... back of form. c.t. No. 1201tV FOtm 8822 (Rev. 5-82) 
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Form 8822 (Rev. 5-82) 

Privacy Act and Paperwork 
Reduction Act Notice 
We ask for this Information to carTY 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. 
We may also give it to cities. states, the 
District of Columbia, and U.S. 
commonwealths or possessions to carTY 
out their tax laws. ArId we may give It to 
foreign governments because of tax 
treaties they have with the United 
States. 

If you fail to provide the Intemal 
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. 
Paperwori< 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 
Internal 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: If you moved after you filfKJ your 
I8turn and you 118 expecting a refund, 
llso notify the post office serving your 
old addl8SS. 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. AlSQ, be sure to notify 
the Social Security Admlnlltretion of 
your new name 10 that It has the same 
name in its records that you have' on 
your tax return. This preventl delaY' in 
proceSSing your return and aafeguardJi 
your Mure social security benefits. 
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EXHIBIT 2 (continued) 

P.O. Box 
If your post office does not deliver mall 
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 
EXc.ption below applies. 

Exception. If the employee plan returns 
were filed with the same service center 
as your other returns Ondividual, 
business, employment, gift, .state, etc.), 
you do not have to use • separate Form 
8822. See Wh .... To FIle below. 

Where To File 
Send this form to the Int.mal R.venue 
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. 

lf~oIcI 
edchu_1n: 

~ 

New Jney. New York (New 

York City and counties of HoItsYilie. NY 00501 
Nauau. ~kIanct. Suffolk, 
and WIltCheltttl 
New YOII\ Call other 
counties). Connec:tic:ut. 
t.4ainI, t.4asuchuIettI. ArttJoYel. t.4A 05501 
New HamPlhn. Rhode 
1IIancI. vermont 

California (all OIIW F~. CA t3888 
CO\M'ItiIa). Hawaii 

Indiana. Kentucky. MiChigan. Cinc:iMlti. OH 45_ 
OhIo. Wilt VIrginia 

Kansas. New t.4exlco, Austin. 1)( 73301 
0kJah0ma. Tuu 
Delaware. 0iItrict of 
Columbia. t.4aIyIand. Philadelphia. PA 18255 
P-""Syfvania. Vwglnia 

Alabama. AtIWISaS. louisiana. 
Mississippi. North CarolIna. t.4emphil. TN 37501 
Tennessee 
1Dino1s. Iowa. MinneIOta. Kansas City. t.4O 6'_ 
Missouri. WlICOnIin 

Puerto Rico (01 If ucludlng 

Commissioner of 
RevenUi and T IUtion 

155 Wilt t.4atinI Dr. 
Agan&. au 8910 

Income under MC:tion 833) ~phIa, PA 111255 
Virgin IIIandI: 

Nonpermanent NSIdIntI 

V. I. Bureau of 
Virgin IaIIndI: Internal RIYIIIUI 

Permanent rMidenta Loc:ktIIIts GardIn No. 1A 
ChaI10ttl Amalie. 

St. Thornu. VI 00802 
Fcnign country. 

U.S. cltizenl and thole Philadllphla. PA 111255 
tiling Form 2555 01 
Form 4M3 

All A.P.O. and F.P.O. PhiladIIphia. PA 111255 
ICIdreIMI 

Employee Plan Returns ONLY 
(Form 5500 seri •• ) 
If the principe! ofIIce of 
the pr.n IPOMOI 01 the 

plan edmInInwtor 
_ In: UN INa .cIchII: 

~' ""IIIp' 

Connecticut. Delaware. 
DistriCt of Columbia. 
Foreign AddI'lSl. t.4ai1ll. 
t.4ary\Ind. MISSIChuMttI. 
New HamPlhn. New Holtsville. NY 00501 
J«wt. New York, 
PennlytVlllia. . Puerto Rico, 
Rhode 1IIancI. Vermont. 
VIrginia 

AI&bIma. AIuka. MIanIaI. 
Califomia. Florida. Georgia. 
HaWaii. Idaho. LouiIianI. 
Missi~. Nev8dl. North AIlanta. GA 38801 
CatoIina. Oregon. South 
CatoIina. TtnIIIIMI. 
Washington 

All Form 5500EZ tIM Art6oYeI. t.4A 05501 



EXHIBIT 3 

APPENDIX A: TELEPHONE NUMBERS FOR THE SOCIAL SECURITY ADMINISTRATION'S 
REGIONAL MAGNETIC MEDIA COORDINATORS 

Social Security personnel at these telephone numbers can give callers Information on how to submit W-2's OR W-2c's 
on magnetic media. THESE ARE NOT TOLL-FREE TELEPHONE NUMBERS. 

For Instructions on filing paper W-Za/W-3'. or any type of tax Information, extensions of time, or waivers, contact 
Internal Revenue Service at 1-(800)-829-1040. 

Calls from: Telephone: 
Alabama ... 0 ••••••• (404) 331-2587 (Atlanta) 

Alaska •••.••••.••. (206) 615-2125 (Seattle) 

American Samoa .•.. (415) 744-4559 (San Francisco) 

Arizona ...•..••••• (415) 744-4559 (San Francisco) 

Arkansas* ...•••••• (501) 324-5nl (LIttle Rock) 

CalHomla .....••••• (415) 744-4559 (San Francisco) 

Colorado •.•••••••• (303) 844-2364 (Denver) 

Colorado (24 Hours) •• (303) 844-3472 (Denver) 

Connecticut .•..• 0 •• (617) 565-2895 (Boston) 

Delaware .....•.••. (215) 597-4632 (philadelphia) 

Dlst. Columbia .••.•• (215) 597-4632 (Philadelphia) 

Aorlda . 0 •••••••••• (404) 331-2587 (Atlanta) 

Georgia o. 0 •••••••• (404) 331-2587 (Atlanta) 

Guam .. 0 •• 0 •••• 0 •• (415) 744-4559 (San Francisco) 

HawaII ... 0 0 • 0 •• 0 •• (415) 744-4559 (San Francisco) 

Idaho 0 0 0 •••• 0 ••• 0 • (206) 615-2125 (Seattle) 

Illinois . 0 0 •• 0 0 0 •••• (312) 353-6717 (Chicago) 

Indiana .. 0 0 0 •• 0 0 • 0 0 (312) 353-6717 (Chicago) 

Iowa o. 0 • 0 0 0 • 0 ••• 0 (816) 426-2095 (Kansas City) . 

Kansas 0 0 •••••••••• (816) 426-2095 (Kansas City) 

Kentucky . 0 • 0 0 0 •••• (404) 331-2587 (Atlanta) 

Loulslana-North* . 0 ••• (318) 676-3171 (Shreveport) 

Loulslana-South* •• 0 • (504) 389-0426 (Baton Rouge) 

Maine 0 ••••• 0 •••••• (617) 565-2895 (Boston) 

Maryland o. 0 ••••••• (215) 597-4632 (Philadelphia) 

Massachusetts . o •••• (617) 565-2895 (Boston) 

Michigan ...• 0 ••••• (312) 353-6717 (Chicago) 

Minnesota 0 0 0 0 0 •••• (312) 353-6717 (Chicago) 

MississippI 0.' 0 • 0 ••• (404) 331-2587 (Atlanta) 

Missouri 0 • 0 •••••• 0 0 (816) 426-2095 (Kansas City) 

Montana 0 0 •• 0 • • • • • • (303) 844-2364 (Denver) 

Nebraska ., ........ (816) 426-2095 (Kansas City) 

r.' 

Calls from: Telephone: 
Nevada . 0 0 •• 0 ••••• (415) 744-4559 (San Francisco) 

New Hampshire . 0 •• 0 (617) 565-2895 (Boston) 

New Jersey ........ (212) 264-0258 (New York) 

New Mexlco* ...... 0 (505) 262-6694 (Albuquerque) 

New York ....... 0 0 • (212) 264-0258 (New York) 

North Carolina . 0 0 •• 0 (404) 331-2587 (Atlanta) 

North Dakota 0 0 •• 0 •• (303) 844-2364 (Denver) 

Ohio o. 0 0 0 0 • 0 •• 0 0 0 (312) 353-6717 (Chicago) 

Oklahoma* ........ 0 (405) 231-4711 (Oklahoma City) 

Oregon ........... (206) 615-2125 (Seattle) 

Pennsylvania . 0 0 0 ••• (215) 597-4632 (Philadelphia) 

Puerto Rico ........ (809) 766-5574 (San Juan) 

Rhode Island ....... (617) 565-2895 (Boston) 

South Carolina ...... (404) 331-2587 (Atlanta) 

South Dakota . . . . . . . (303) 844-2364 (Denver) 

Tennessee ......... (404) 331-2587 (Atlanta) 

Texas-Central/South* . (210) 229-6433 (San Antonio) 

Texas-Dallas County* . (214) 767-6777 (Dallas) 

Texas-East* ........ (318) 676-3171 (Shreveport) 

Texas-North* ....... (817) 334-3123 (Fort Worth) 

Texas-Southeast* .... (713) 653-4900 (Houston) 

**(713) 653-4747 (Houston) 

Texas-West* ........ (505) 262-6694 (Albuquerque) 

Utah 0 ••• 0 0 • 0 • • • • •• (303) 844-2364 (Denver) 

Vermont . . . . . . . . . . . (617) 565-2895 (Boston) 

Virgin Islands ....... (809) 766-5574 (San Juan) 

Virginia .. 0 ••••••••• (215) 597-4632 (Philadelphia) 

Washington ........ (206) 615-2125 (Seattle) 

West Virginia ....... (215) 597-4632 (Philadelphia) 

Wisconsin ......... (312) 353-6717 (Chicago) 

Wyoming .......... (303) 844-2364 (Denver) 

* or Dallas (214) 767-7343 

** Effective October 1, 1993 

For questions regarl;iloi cttat90 flllnSI egntact the State Revenue Agency. 
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VOLl Label 

Character 
Position 

* 1-4 

5-10 

11-79 * 
80 * 

Acceptable values 

VOLl 

"6" digit reel number 

blanks 

EXHIBIT 4 

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 5 

Acceptable values 

HDRI 

This is the file identifier. The Reporting Agent must supply this information. Entries must be left justified 
and blank filled. Valid entry is "MGTO 10 1 ". (Form 941) 

"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) 

"01860" 

"01860" 

blanks 

"00" 

blanks 

EXHIBIT 6 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

EOF1 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 7 

Acceptable values 

EOF1 

This is the file identifier. The Reporting Agent must supply this information. Entries must be left justified 
and blank filled. Valid entry is "MGT0101". (Form 941) 

"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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EOF2 Label 

Character 
Position 

1-4 

5 

* 

6-10 * 
11-15 * 
16-50 * 
51-52 * 
53-80 * 

Acceptable values 

EOF2 

F (indicator for fixed length records) 

"01860" 

"01860" 

blanks 

"00" 

blanks 

EXHIBIT 8 

* 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 

1-4 * 

5-21 * 
22-27 

28-31 * 
32-35 

36-39 

40-41 

42-47 

48-53 

54 * 
55-60 * 
61-80 * 

EXHIBIT 9 

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 "MGT0101". (Form 941) 

"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 

1-4 * 
5 

6-10 

11-15 * 
16-50 * 
51-52 * 
53-80 * 

Acceptable values 

EOV2 

F (indicator for fixed length records) 

"01860" 

"01860" 

blanks 

"00" 

blanks 

EXHIBIT 10 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

Tape 
Position 

2-3 

4-5 

6-7 

8-16 

17-20 

21-26 

27 

28-67 

68-107 

108-147 

148-167 

168-169 

170-178 

179-1860 

Element Name 

Record Type 

Reserved 

Tax Period 

Reserved 

EIN-Reporting Agent 

Type of Return 

Reserved 

Reserved 

Name Line I-Reporting 
Agent 

Name Line 2-Reporting 
Agent 

Street Address-Reporting 
Agent 

City-Reporting Agent 

State-Reporting Agent 

Zip Code-Reporting 
Agent 

Reserved 

EXHIBIT 11 

AGENT "A" RECORD 

Entry or Definition 

Enter "A". Must be first character of each Agent "A" Record. 

Enter zeros. 

Enter YQ (Year, Qtr.). For example: tax period "43" represents the year 
1994 and the third quarter of the year. 

Enter zeros. 

Enter the 9 numeric characters of the Reporting Agent's EIN. DO NOT 
include the hyphen. 

Enter "941b". "b" means blank. 

For use by federal filers. All others enter zeros. 

Zero fill. 
Enter first name line of reporting agent. Left justify and fill with blanks. 

Enter second name line of the Reporting Agent. Left justify and fill with 
blanks. Fill with blanks if not required. 

Enter street address of the Reporting Agent. Include number, street and 
apartment or suite number (or P.O. Box number if mail is not delivered to 
street address). Left justify and fill with blanks. 

Enter city of the Reporting Agent. Include city, town or post office. Left 
justify and fill with blanks. 

Enter the official post office two character state code. See Section 12, State 
Abbreviations. 
Enter the nine (9) character zip code of the Reporting Agent, if available. If 
not, enter the five (5) character zip code left justify and leave the last four 
positions blank. 

Enter blanks. 
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Tape 
Position 

1 

2-36 

37-71 

72-75 

76-84 

85-86 

87-121 

122-141 

142-143 

144-152 

153 

154 

155 

156 

157-162 

163 

Element Name 

Record Type 

First Name Line-
Employer 

Second Name Line-
Employer 

Name Control 

EIN-Employer 

Deposit State Code 

EXHIBIT 12 

TAX DATA "B" RECORD 

Entry or Description 

Enter "B". Must be first character of each Form 941 Tax Data "B" Record. 

Enter 1st name line of taxpayer. Left justify and fill with blanks. First five 
positions cannot be blank. 

Enter 2nd name line of taxpayer. Left justify and fill with blanks. 

Enter the name control, in upper case format, from the validated Reporting 
Agent's List. Blanks may be present in the low order position(s). 

Enter the 9 numeric characters of the EIN. DO NOT enter a hyphen. Blanks 
are not acceptable. Enter EINs in ascending order. 

Enter the postal abbreviation code for state in which deposits were made, if 
different from the State Code-Employer (tape positions 142-143). If deposits 
were made in more than one state enter MU. See Section 12, State 
Abbreviations. 

Street Address-Employer Enter the street address of the taxpayer. The first position must be a 
significant character. No more than one blank position may be used between 
significant characters. 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. 

City-Employer Enter the city, town or post office in which the taxpayer is located. The first 
position must be a significant character. No more than one blank position may 
be used between significant characters. Foreign address: Enter name of 
country. Left justify and fill remaining unused positions with blanks. 

State Code-Employer Enter the official post office two character state code. Foreign address: Enter 
". ". See Section 12. 

Zip Code-Employer Enter the nine (9) character zip code, if available. If not, enter the five (5) 
character zip code left justified and leave the last four positions blank. 
Foreign address: Blank fill. 

Schedule B Enter "1" if the Schedule "B" is used. Otherwise, enter zero. 
Indicator 

Intermittent 
Filer Indicator 

Address Change 
Indicator 

Final Return 
Indicator 

Date Final Wages Paid 

Adjustment Indicator 
Social Security and 
Medicare 

Enter "1" if seasonal filer. Otherwise zero fill. 

Enter " 1 " if the taxpayer has requested a change of address and the 
taxpayer's new address has been given in tape positions 85-150 of this 
record. Otherwise, enter zero. 

Enter "I" if this is a final return. Otherwise zero fill. 

Enter date final wages paid if a final return, in MMDDYY format (Month, 
Day, Year). For example: 030194. Otherwise zero fill. 

Enter zero if no adjustments and to social security and Medicare. Enter "3" 
if "social security and Medicare tip" only (Employee previously reached 
maximum limitation through combination of wages and tips). 
Enter "4" if adjustment only for "third party" sick pay for which the 
employer is not responsible. 
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Tape 
Position 

164 

165-171 

172-183 

184-197 

198 

199-208 

209 

210-223 

224-237 

238-250 

251-260 

261-269 

270-283 

284-296 

297-310 

Element Name 

Adjustment Indicator 
Income Tax Withheld 

Total Number of 
Employees 

Total Wages and Tips 

Amount of Income Tax 
Withheld 

Sign for Adjustment to 
Preceding Quarters 

Adjustment of Withheld 
Income Tax for 
Preceding Quarters 

Sign for Adjusted Total 
Tax Withheld 

Adjusted Total Income 
Tax Withheld 

Taxable Social Security 
Wages 

Tax on Taxable Social 
Security Wages 

Taxable Social Security 
Tips 

Tax on Taxable Social 
Security Tips 

Taxable Medicare Wages 
and Tips 

Tax on Medicare Wages 
and Tips 

Total Social Security and 
Medicare Taxes 

EXHIBIT 12-Continued 

Entry or Description 

Enter "2" for any other social security and Medicare adjustments including 
combinations of "3" and "4". 

ALL ADJUSTMENTS OF "2" and "3" CATEGORIES MUST BE 
SUPPORTED BY PAPER DOCUMENTATION SENT IN WITH MAG
NETIC TAPE TRANSMITTAL. Enter" 1" if "Fractions Only" (i.e., social 
security and Medicare tax adjustments are only the result of rounding 
differences between tax collected from employees and social security and 
Medicare tax on wages). 

If social security and Medicare tax adjustments are a combination of "I" and 
"3" or a combination of "1" and "4" reasons, reason "I" (fractions only) 
may be ignored and a value of "3" or "4" may be used as appropriate. 

Enter zero if there is no adjustment. Enter "1" if there is an adjustment. 

Enter the total of employees in pay period that includes March 12. Do not 
include household employees, persons who received no pay during the period, 
pensioners, or members of the Armed Forces. Applicable to the January
March calendar quarter only. Otherwise fill with zeros. 

Total wages and tips subject to withholding, plus other compensation. 

Total income tax withheld from wages, tips, and sick pay. 

Enter" I" if there is a positive adjustment to withholding. Enter zero if there 
is a negative adjustment. Enter "1" if there is no adjustment. 

Enter zeroes if there is no Adjustment to Withheld Income Tax. Right justify 
and zero fill if there is an amount. 

Enter "I" if there is a positive Adjusted Total Tax Withheld. Enter zero if 
there is a negative Adjusted Total Tax Withheld. Enter "I" if there is no 
amount in the Adjusted Total of Income Tax Withheld field. 

Enter zeroes if there is no amount. Right justify and zero fill if there is an 
amount. This field is the result of the addition of the Amount of Income Tax 
Withheld field and the Adjustment of Withheld Income Tax for Preceding 
Quarters field. 

Wages subject to the social security tax that the employer paid to employees. 
Stop reporting when an employee's wages (including tips) reach the current 
year's wage base. However, continue to withhold income tax on wages and 
tips for the rest of the year. 

Tax paid on Taxable Social Security Wages. 

All tips reported by employees. Stop reporting when an employee's tips and 
wages reach the current year's wage base. 

Tax paid on Taxable Social Security Tips. 

Report all wages and tips subject to the Medicare portion of social security. 

Tax paid on Taxable Medicare Wages and Tips. 

This field is a result of the addition of the fields known as Tax on Taxable 
Social Security Wages, Tax on Taxable Social Security Tips, and Tax on 
Medicare Wages and Tips. 
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Tape 
Position 

311 

312-321 

322 

323-336 

337-351 

352-361 

362-376 

377-391 

392-401 

402-412 

413 

414-428 

Element Name 

Sign for Adjustment to 
Social Security and 
Medicare Taxes 

Adjustment to Social 
Security and Medicare 
Taxes 

Sign for Adjusted Total 
of Social Security and 
Medicare Taxes 

Adjusted Total of Social 
Security and Medicare 
Taxes 

Total Taxes 

Advanced Earned Income 
Credit 

Net Taxes 

Total Taxes Deposited 
plus Overpayment from 
Previous Quarter 

Overpayment from 
Previous Quarter 

Excess 

Credit Elect Indicator 

Total Taxes Deposited 
for this Quarter 

EXHIBIT l2-Continued 

Entry or Description 

Enter "1" if the Adjustment to Social Security and Medicare Taxes is 
positive. Enter zero if Adjustment to Social Security and Medicare Taxes is 
negative. Enter "1" if there is no Adjustment to Social Security and 
Medicare Taxes. 

Enter zeroes if there is no amount. Right justify and zero fill if there is an 
amount. 

Enter "1" if the Adjusted Total of Social Security and Medicare Taxes is 
positive. Enter zero if the Adjusted Total of Social Security and Medicare 
Taxes is negative. Enter "1" if there is no amount in the Adjusted Total of 
Social Security and Medicare Taxes. 

Enter zeroes if there is no amount. Right justify and zero fill if Social 
Security and Medicare Taxes are present. This field is the result of the 
addition of Total Social Security and Medicare Taxes and the Adjustment to 
Social Security and Medicare Taxes. 

Enter zeroes if there is no amount. Right justify and zero fill if there is an 
amount. Total Taxes is the result of the addition of the fields known as 
Adjusted Total Tax Withheld and Adjusted Total Social Security and 
Medicare Taxes. 

Advanced payment of EIC during the quarter. Must contain zeroes if no 
amount paid. 

Enter zeros if there is no amount. Right justify and zero fill if there is an 
amount. Net Taxes is the result of the subtraction of the Advanced Earned 
Income Credit from Total Taxes. 

FTDs plus overpayment from prior quarter. 

Right justify and zero fill if there is an amount. 

Amount that Total Taxes Deposited plus Overpayment from Previous Quarter 
exceeds Net Taxes. 

Enter zero if credit is to be applied to next return. Enter "1" if amount is to 
be refunded or if Excess (tape positions 402-412) is zero. 

Enter the sum of Total Amount of FTDs in dollars and cents made by this 
taxpayer during the current tax period. Right justify and zero fill if there is an 
amount. 

Note: The Monthly Summary of Federal Tax Liability, positions 429-484, is used if reported taxes in a fixed twelve-month 
period are not more than $50,000. The Schedule "B" Indicator must be set to zero. 

1). If Net Taxes (362-376) is less than $500.00, zero fill positions 429-484. 

2). If reported taxes in a fixed twelve-month period exceeds $50,000, the Schedule B is used and positions 429-484 must be 
zero filled. 

3). If on any day of a month tax liability of $100,000 or more is reported, the Schedule B is used and positions 429-484 
must be zero filled. 

429-442 

443-456 

457-470 

471-484 

485 

598 

Liability First Month 

Liability Second Month 

Liability Third Month 

Total Liability For 
the Quarter 

Reserved 

1994-1 C.B. 

Enter the tax liability for the first month of the quarter. 

Enter the tax liability for the second month of the quarter. 

Enter the tax liability for the third month of the quarter. 

Enter the total tax liability for the first, second and third months of the 
quarter. 

Zero fill. 



EXHIBIT 12-Continued 

Tape 
Position Element Name Entry or Description 

Note: The Schedule B, Employer's Record of Federal Tax Liability, positions 486-1829, is used if reported taxes in a fixed 
twelve-month period exceed $50,000 or if on any day during a month your reported tax exceeds $100,000. The Schedule 
"B" Indicator must be set to "1". 

1). If Net Taxes (362-376) is less than $500.00, zero fill positions 486-1829. 

2). If reported taxes in a fixed twelve-month period are $50,000 or less, the Monthly Summary of Federal Tax Liability is 
used and positions 486-1829 must be zero filled. 

486-499 

500-513 

514-527 

528-541 

542-555 

556-569 

570-583 

584-597 

598-611 

612-625 

626-639 

640-653 

654-667 

668-681 

682-695 

696-709 

710-723 

724-737 

738-751 

752-765 

766-779 

Schedule B Tax Liability 
Month 1 Day 1 

Schedule B Tax Liability 
Month 1 Day 2 

Schedule B Tax Liability 
Month 1 Day 3 

Schedule B Tax Liability 
Month 1 Day 4 

Schedule B Tax Liability 
Month 1 Day 5 

Schedule B Tax Liability 
Month 1 Day 6 

Schedule B Tax Liability 
Month 1 Day 7 

Schedule B Tax Liability 
Month 1 Day 8 

Schedule B Tax Liability 
Month 1 Day 9 

Schedule B Tax Liability 
Month 1 Day 10 

Schedule B Tax Liability 
Month 1 Day 11 

Schedule B Tax Liability 
Month 1 Day 12 

Schedule B Tax Liability 
Month 1 Day 13 

Schedule B Tax Liability 
Month 1 Day 14 

Schedule B Tax Liability 
Month 1 Day 15 

Schedule B Tax Liability 
Month 1 Day 16 

Schedule B Tax Liability 
Month 1 Day 17 

Schedule B Tax Liability 
Month 1 Day 18 

Schedule B Tax Liability 
Month 1 Day 19 

Schedule B Tax Liability 
Month 1 Day 20 

Schedule B Tax Liability 
Month 1 Day 21 

Enter the Schedule B Tax Liability for 1st day of the 1st month. If none zero 
fill. 

Enter the Schedule B Tax Liability for the 2nd day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 3rd day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 4th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 5th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 6th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 7th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 8th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 9th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 10th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 11th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 12th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 13th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 14th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 15th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 16th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 17th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 18th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 19th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 20th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 21st day of the 1st month. If none 
zero fill. 
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Tape 
Position Element Name 

780-793 Schedule B Tax Liability 
Month 1 Day 22 

794-807 Schedule B Tax Liability 
Month 1 Day 23 

808-821 Schedule B Tax Liability 
Month 1 Day 24 

822-835 Schedule B Tax Liability 
Month 1 Day 25 

836-849 Schedule B Tax Liability 
Month 1 Day 26 

850-863 Schedule B Tax Liability 
Month 1 Day 27 

864-877 Schedule B Tax Liability 
Month 1 Day 28 

878-891 Schedule B Tax Liability 
Month 1 Day 29 

892-905 Schedule B Tax Liability 
Month 1 Day 30 

906-919 Schedule B Tax Liability 
Month 1 Day 31 

920-933 Schedule B Tax Liability 
Month 1 Total 

934-947 Schedule B Tax Liability 
Month 2 Day 1 

948-961 Schedule B Tax Liability 
Month 2 Day 2 

962-975 Schedule B Tax Liability 
Month 2 Day 3 

976-989 Schedule B Tax Liability 
Month 2 Day 4 

990-1003 Schedule B Tax Liability 
Month 2 Day 5 

1004-1017 Schedule B Tax Liability 
Month 2 Day 6 

1018-1031 Schedule B Tax Liability 
Month 2 Day 7 

1032-1045 Schedule B Tax Liability 
Month 2 Day 8 

1046-1059 Schedule B Tax Liability 
Month 2 Day 9 

1060-1073 Schedule B Tax Liability 
Month 2 Day 10 

1074-1087 Schedule B Tax Liability 
Month 2 Day 11 

1088-1101 Schedule B Tax Liability 
Month 2 Day 12 
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EXHIBIT 12-Continued 

Entry or Description 

Enter the Schedule B Tax Liability for the 22nd day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 23rd day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 24th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 25th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 26th day of the 1st month. If none 
zero fill. 

Enter the Schedule B tax Liability for the 27th day of the 1st month. If none 
zero fill. 

Enter the Schedule B tax Liability for the 28th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 29th day of the 1 st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 30th day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 31st day of the 1st month. If none 
zero fill. 

Enter the Schedule B Tax Liability Total for the 1st month. If none zero fill. 

Enter the Schedule B Tax Liability for the 1 st day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 2nd day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 3rd day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 4th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 5th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 6th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 7th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 8th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 9th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 10th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 11 th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 12th day of the 2nd month. If none 
zero fill. 



Tape 
Position 

1102-1115 

1116-1129 

1130-1143 

1144-1157 

1158-1171 

1172-1185 

1186-1199 

1200-1213 

1214-1227 

1228-1241 

1242-1255 

1256-1269 

1270-1283 

1284-1297 

1298-1311 

1312-1325 

1326-1339 

1340-1353 

1354-1367 

1368-1381 

1382-1395 

1396-1409 

1410-1423 

Element Name 

Schedule B Tax Liability 
Month 2 Day 13 

Schedule B Tax Liability 
Month 2 Day 14 

Schedule B Tax Liability 
Month 2 Day 15 

Schedule B Tax Liability 
Month 2 Day 16 

Schedule B Tax Liability 
Month 2 Day 17 

Schedule B Tax Liability 
Month 2 Day 18 

Schedule B Tax Liability 
Month 2 Day 19 

Schedule B Tax Liability 
Month 2 Day 20 

Schedule B Tax Liability 
Month 2 Day 21 

Schedule B Tax Liability 
Month 2 Day 22 

Schedule B Tax Liability 
Month 2 Day 23 

Schedule B Tax Liability 
Month 2 Day 24 

Schedule B Tax Liability 
Month 2 Day 25 

Schedule B Tax Liability 
Month 2 Day 26 

Schedule B Tax Liability 
Month 2 Day 27 

Schedule B Tax Liability 
Month 2 Day 28 

Schedule B Tax Liability 
Month 2 Day 29 

Schedule B Tax Liability 
Month 2 Day 30 

Schedule B Tax Liability 
Month 2 Day 31 

Schedule B Tax Liability 
Month 2 Total 

Schedule B Tax Liability 
Month 3 Day 1 

Schedule B Tax Liability 
Month 3 Day 2 

Schedule B Tax Liability 
Month 3 Day 3 

EXHIBIT 12-Continued 

Entry or Description 

Enter the Schedule B Tax Liability for the 13th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 14th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 15th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 16th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 17th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 18th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 19th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 20th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 21st day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 22nd day of the 2nd month. If 
none zero fill. 

Enter the Schedule B Tax Liability for the 23rd day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 24th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 25th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 26th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 27th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 28th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 29th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 30th day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 31st day of the 2nd month. If none 
zero fill. 

Enter the Schedule B Tax Liability Total for the 2nd month. If none zero fill. 

Enter the Schedule B Tax Liability for the 1st day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 2nd day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 3rd day of the 3rd month. If none 
zero fill. 
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Tape 
Position Element Name 

1424-1437 Schedule B Tax Liability 
Month 3 Day 4 

1438-1451 Schedule B Tax Liability 
Month 3 Day 5 

1452-1465 Schedule B Tax Liability 
Month 3 Day 6 

1466-1479 Schedule B Tax Liability 
Month 3 Day 7 

1480-1493 Schedule B Tax Liability 
Month 3 Day 8 

1494-1507 Schedule B Tax Liability 
Month 3 Day 9 

1508-1521 Schedule B Tax Liability 
Month 3 Day 10 

1522-1535 Schedule B Tax Liability 
Month 3 Day 11 

1536-1549 Schedule B Tax Liability 
Month 3 Day 12 

1550-1563 Schedule B Tax Liability 
Month 3 Day 13 

1564-1577 Schedule B Tax Liability 
Month 3 Day 14 

1578-1591 Schedule B Tax Liability 
Month 3 Day 15 

1592-1605 Schedule B Tax Liability 
Month 3 Day 16 

1606-1619 Schedule B Tax Liability 
Month 3 Day 17 

1620-1633 Schedule B Tax Liability 
Month 3 Day 18 

1634-1647 Schedule B Tax Liability 
Month 3 Day 19 

1648-1661 Schedule B Tax Liability 
Month 3 Day 20 

1662-1675 Schedule B Tax Liability 
Month 3 Day 21 

1676-1689 Schedule B Tax Liability 
Month 3 Day 22 

1690-1703 Schedule B Tax Liability 
Month 3 Day 23 

1704-1717 Schedule B Tax Liability 
Month 3 Day 24 

1718-1731 Schedule B Tax Liability 
Month 3 Day 25 

1732-1745 Schedule B Tax Liability 
Month 3 Day 26 
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EXHIBIT 12-Continued 

Entry or Description 

Enter the Schedule B Tax Liability for the 4th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 5th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 6th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 7th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 8th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 9th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 10th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 11 th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 12th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 13th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 14th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 15th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 16th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 17th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 18th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 19th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 20th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 21st day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 22nd day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 23rd day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 24th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 25th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 26th day of the 3rd month. If none 
zero fill. 



Tape 
Position 

1746-1759 

1760-1773 

1774-1787 

1788-1801 

1802-1815 

1816-1829 

1830-1860 

Tape 
Position 

2-7 

8-23 

24-30 

31-46 

47-1860 

Tape 
Position 

2-7 

Element Name 

Schedule B Tax Liability 
Month 3 Day 27 

Schedule B Tax Liability 
Month 3 Day 28 

Schedule B Tax Liability 
Month 3 Day 29 

Schedule B Tax Liability 
Month 3 Day 30 

Schedule B Tax Liability 
Month 3 Day 31 

Schedule B Tax Liability 
Month 3 Total 

Reserved 

EXHIBIT 12-Continued 

Entry or Description 

Enter the Schedule B Tax Liability for the 27th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 28th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 29th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 30th day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability for the 31 st day of the 3rd month. If none 
zero fill. 

Enter the Schedule B Tax Liability Total for the 3rd month. If none zero fill. 

Enter blanks. 

EXHIBIT 13 

CHECKPOINT TOTALS "c" RECORD 

Element Name 

Record Type 

Number of Tax Data 
"B" Records 

Total Taxes 

Reserved for future use 

Total Amount of FTDs 

Reserved 

Element Name 

Record Type 

Number of Tax Data 
"B" Records 

Entry or Description 

Enter "C". Must be first character of the Checkpoint Totals "C" Record. 

Enter number of Tax Data "B" Records processed since last Checkpoint 
Totals "c" Record or Agent "A" Record has been written. Right justify and 
zero fill if less than six positions are required. 

Enter the sum of Total Taxes in dollars and cents from Tax Data "B" 
Records in the preceding 100 or fewer records (tape positions 337-351). Right 
justify and zero fill. 

Zero fill. 

Enter the sum of the Total Amount of FTDs in dollars and cents for Tax Data 
"B" Records in the preceding 100 or fewer records (tape positions 414-428). 
Right justify and zero fill. 

Enter blanks. 

EXHIBIT 14 

END OF FILE "E" RECORD 

Entry or Description 

Enter "E". Must be the first character of the End of File "E" Record. 

Enter total number of Tax Data "B" Records which are reported on the tape 
file. Only one Tax Data . 'B" Record is permissible for each taxpayer. Right 
justify and zero fill if less than six positions are required. 

1994-1 C.B. 603 



Tape 
Position 

8-23 

24-30 

31-46 

47-1860 

Element Name 

Total Taxes 

Reserved for future use 

Total Amount of FTDs 

Reserved 
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EXHIBIT 14-Continued 

Entry or Description 

Enter the sum of Total Taxes in dollars and cents for all Tax Data 
Records reported on the tape file (tape positions 337-351). This must b, 
to Total Taxes accumulated in Checkpoint Totals "C" Records 
positions 8-23). Right justify and zero fill. 

Zero fill. 

Enter the sum of the Total Amount of FTDs in dollars and cents from al 
Data "B" Records on the tape file (tape positions 414-428). This 
balance to Total Amount of FTDs accumulated in Checkpoint Totals 
Records (tape positions 31-46). Right justify and zero fill. 

Enter blanks. 



26 CFR 601.202: Closing agreements. 

Rev. Proc. 94-19 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to extend the closing date of the 
temporary closing agreement program 
described in Rev. Proc. 92-16, 1992-1 
C.B. 673, as modified by Rev. Proc. 
93-14, 1993-1 C.B. 485, to settle 
certain tax liabilities that arise out of 
transactions between an employer
sponsor and the trust of a qualified 
defined contribution plan. 

SEC. 2. BACKGROUND 

. 01 Section 3 of Rev. Proc. 92-16 
sets forth a temporary closing agree
ment program that was scheduled to 
expire on February 1, 1993. The 
temporary closing agreement program 
is available to an employer that makes 
conditional payments to its otherwise 
qualified defined contribution plan on 
account of plan assets that are invested 
in certain contracts issued by a life 
insurance company within the meaning 
of section 816(a) of the Internal Reve
nue Code that has been placed in state 
insurer delinquency proceedings. 

.02 Section 3 of Rev. Proc. 93-14 
extends the program described in sec
tion 2.01 above and states that requests 
for closing agreements must be submit
ted to the National Office of the 
Internal Revenue Service on or before 
February 1, 1994. 

SEC. 3. EXTENSION OF 
TEMPORARY CLOSING 
AGREEMENT PROGRAM 

The temporary closing agreement 
program described in Rev. Proc. 92-16 
is extended to requests for closing 
agreements submitted to the National 
Office of the Internal Revenue Service 
on or before February 1, 1995. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-16 is modified and 
Rev. Proc. 93-14 is superseded. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
February 2, 1994. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I. Sections 25, 103, 143; 1. 25-4T, 
1.103-1, 6a.103A-2.) 

Rev. Proc. 94-20 

SECTION 1. PURPOSE 

This revenue procedure provides 
issuers of qualified mortgage bonds, as 
defined in § 143(a) of the Internal 
Revenue Code, and issuers of mortgage 
credit certificates, as defined in § 25(c), 
with a list of the average annual aggre
gate principal amount of mortgages 
executed during the calendar years 
1989, 1990, and 1991 for each state, 
the District of Columbia, Guam, Puerto 
Rico, and the Virgin Islands . 

SEC. 2. BACKGROUND 

.01 Section 143(a)(1) provides that 
the term "qualified mortgage bond" 
means a bond that is issued as part of a 
"qualified mortgage issue." 

.02 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 
§ 143; (iii) the issue does not meet the 
private business tests of paragraphs (1) 
and (2) of § 141(b); and (iv) with 
respect to amounts received more than 
10 years after the date of issuance, 
repayments of $250,000 or more of 
principal on financing provided by the 
issue are used not later than the close 
of the first semi-annual period begin
ning after the date the prepayment (or 
complete repayment) is received to re
deem bonds that are part of the issue. 

.03 An issue of bonds meets the 
requirements of § 143(h) of the Code 
only if a sufficient portion of the bond 
proceeds is made available for owner
financing of targeted area residences 
for at least the required one-year 
period. The portion made available 
must be equal to or greater than an 
amount that is the lesser of (1) 20 
percent of the proceeds of the issue 
that are devoted to providing owner
financing, or (2) 40 percent of the 
average annual aggregate principal 
amount of mortgages executed during 

the immediately preceding 3 calendar 
years for single-family, owner-occupied 
residences in targeted areas within the 
jurisdiction of the issuing authority. A 
targeted area residence is a residence in 
either a qualified census tract or an 
area of chronic economic distress. 

.04 When determining the portion of 
the proceeds that must be made avail
able for owner financing of targeted 
area residences under the 40-percent 
limitation in § 143(h)(2) of the Code, 
issuers of mortgage revenue bonds may 
rely upon the amount produced by a 
formula described in § 6a.103A-2(h)(3) 
of the temporary Income Tax Regula
tions (issued under former § 103A(h) 
of the Code). One component of the 
formula is the average annual mortgage 
originations for the state in which the 
issuing jurisdiction is located. 

.05 Section 25(c)(2)(A)(ii) provides 
that a state or a political subdivision 
thereof may elect to exchange all or 
part of its qualified mortgage bond 
authority for authority to issue mort
gage credit certificates as described in 
§ 25(c) of the Code. The election must 
be in accordance with § 1.25-4T(c) of 
the temporary regulations. 

.06 Section 25(a) of the Code pro
vides, in general, that the recipient of a 
mortgage credit certificate may claim a 
credit against income tax equal to the 
product of the certificate credit rate and 
the interest paid or accrued by the tax
payer during the taxable year on the re
maining principal of the certified in
debtedness amount. 

.07 Section 25(b )(2) defines the cer
tified indebtedness amount as the 
amount of indebtedness that is incurred 
by the taxpayer to acquire the tax
payer's principal residence, as a 
qualified home improvement loan, or as 
a qualified rehabilitation loan, and is 
specified in the mortgage credit 
certificate. 

.08 Section 25(c)(2)(A)(iii)(V) of the 
Code provides that the indebtedness 
certified by mortgage credit certificates 
must meet the requirements of § 143(h) 
concerning the portion of loans to be 
placed in targeted areas. 

.09 The average annual mortgage 
originations for 1988, 1989, and 1990 
were published in Rev. Proc. 92-45, 
1992-1 C.B. 876. Section 5.01 of Rev. 
Proc. 92-45 provides that issuers may 
continue to rely on the average annual 
mortgage originations in Rev. Proc. 
92-45 until those averages are rendered 
obsolete by a new revenue procedure, 
such as this one. 
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.10 The average annual mortgage 
originations are developed by HUD for 
publication by the Service. The mort
gage originations are based on data and 
procedures that are employed in the 
HUD-coordinated surveys of mortgage 
lending activity for 1- to 4-fami1y 
dwellings. The estimates of mortgage 
volume for 1- to 4-family dwellings in 

State 

Alabama ........................... 
Alaska ............................ 
Arizona ........................... 
Arkansas .......................... 
California .......................... 
Colorado ........................... 
Connecticut ........................ 
Delaware .......................... 
District of Columbia ................ 
Florida ............................ 
Georgia ........................... 
Hawaii ............................ 
Idaho ............................. 
Illinois ............................ 
Indiana ............................ 
Iowa .............................. 
Kansas ............................ 
Kentucky .......................... 
Louisiana .......................... 
Maine ............................. 
Maryland .......................... 
Massachusetts ...................... 
Michigan .......................... 
Minnesota ......................... 
Mississippi ......................... 
Missouri ........................... 
Montana ........................... 
Nebraska ............... " ......... 
Nevada ............................ 
New Hampshire .................... 
New Jersey ........................ 
New Mexico ....................... 
New york ......................... 
North Carolina ..................... 
North Dakota ...................... 
Ohio .............................. 
Oklahoma .......................... 
Oregon ............................ 
Pennsylvania ....................... 
Rhode Island ....................... 
South Carolina ..................... 
South Dakota ...................... 
Tennessee .......................... 
Texas ............................. 
Utah .............................. 
Vermont ........................... 
Virginia ........................... 
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each state are adjusted from a special 
tabulation of the HUD-sponsored An
nual Housing Survey to reflect only the 
amount of mortgages originated that 
were secured by owner-occupied 
residences. 

SEC. 3. APPLICATION 

inations based on mortgage loan orig
inations secured by owner-occupied 
residences during 1989, 1990, and 1991 
for each state, the District of Columbia, 
Guam, Puerto Rico, and the Virgin 
Islands are listed below (dollars in 
millions). 

The average annual mortgage orig-

Average 
Gross Mortgage Originations Three- Annual 
for Owner-Occupied Homes Year Mortgage 

1989 1990 1991 Total Originations 

3,667 4,395 5,705 11,232 3,744 
1,034 1,137 1,536 2,865 955 
7,138 6,883 8,944 19,537 6,512 
2,502 2,604 2,980 6,692 2,231 

80,920 83,446 77,329 240,574 80,191 
8,021 12,537 10,361 25,264 8,421 
7,309 5,368 8,065 20,576 6,859 
1,043 926 1,559 2,651 884 
1,257 1,185 810 3,487 1,162 

22,231 24,375 27,881 63,671 21,224 
8,856 10,276 14,268 25,718 8,573 
2,581 3,021 3,662 8,229 2,743 
2,280 2,431 2,543 6,332 2,111 

15,982 16,717 19,548 45,022 15,007 
6,841 7,526 11,086 19,400 6,467 
2,083 2,256 2,915 5,784 1,928 
2,791 3,229 4,587 8,140 2,713 
3,304 3,709 5,216 9,651 3,217 
3,440 3,360 3,236 9,433 3,144 
1,282 1,130 1,783 3,814 1,271 
9,149 10,203 15,102 27,704 9,235 

11,391 5,980 8,645 28,727 9,576 
8,604 10,131 14,681 25,341 8,447 
8,317 9,476 13,489 22,897 7,632 
2,058 1,944 2,501 5,567 1,856 
5,724 6,071 7,758 16,288 5,429 

862 897 1,457 2,323 774 
1,488 1,818 2,605 4,329 1,443 
2,413 2,486 3,679 6,620 2,207 
1,130 858 1,600 3,682 1,227 

10,037 10,385 12,863 34,912 11,637 
1,667 1,532 3,083 4,964 1,655 

24,906 21,509 21,154 67,607 22,536 
8,540 8,252 11,940 23,696 7,899 

616 607 1,451 1,668 556 
12,159 13,622 17,360 36,267 12,089 
3,894 4,536 3,826 10,331 3,444 
2,308 2,805 4,830 6,828 2,276 

10,206 12,516 18,724 32,932 10,977 
2,062 1,354 2,971 5,156 1,719 
3,615 4,013 4,955 10,504 3,501 

509 464 996 1,398 466 
6,649 6,704 8,899 17,921 5,974 

25,457 25,387 23,440 63,005 21,002 
2,553 3,035 4,393 7,477 2,492 

628 627 874 1,856 619 
12,109 12,037 19,809 35,908 11,969 



State 

Washington ....................... . 
West Virginia ..................... . 
Wisconsin ........................ . 
Wyoming ......................... . 
Guam ............................ . 
Puerto Rico ....................... . 
Virgin Islands ..................... . 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 92-45 is obsolete except 
as provided in § 5.02 of this revenue 
procedure. 

SEC. 5. EFFECTIVE DATES 

.0 I Issuers of qualified mortgage 
bonds or mortgage credit certificates 
may rely on this revenue procedure 
during the period beginning February 
22, 1994, the date of publication of this 
revenue procedure in the Internal Reve
nue Bulletin, and ending on the date as 
of which this revenue procedure is 
rendered obsolete by a new revenue 
procedure. 

.02 With respect to qualified mort
gage bonds sold, and bond authority 
elected to be exchanged for authority to 
issue mortgage credit certificates, be
fore March 24, 1994, 30 days after the 
publication of this Rev. Proc. 94-20 in 
the Internal Revenue Bulletin, issuers 
may continue to rely on the list of 
average annual mortgage originations 
that is contained in Rev. Proc. 92-45. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1. Sections 25, 103, 143; 1.25-4T. 
1.103-1. 6a.103A-2.) 

Rev. Proc. 94-21 

SECTION I. PURPOSE 

This revenue procedure provides 
guidance concerning the United States 
and area median gross income figures 
that are to be used by issuers of 
qualified mortgage bonds, as defined in 
§ 143(a) of the Internal Revenue Code, 
and issuers of mortgage credit certifi
cates, as defined in § 25(c), in comput
ing the housing cost/income ratio de
scribed in § 143(f)(5). 

Average 
Gross Mortgage Originations Three- Annual 
for Owner-Occupied Homes Year Mortgage 

1989 1990 1991 Total Originations 

10,223 9,688 13,450 26,986 8,995 
1,197 1,306 1,832 3,459 1,153 
4,132 4,859 6,503 12,835 4,278 

575 504 950 1,484 495 
32 21 76 82 27 

2,406 3,319 3,073 7,055 2,352 
22 85 

SEC. 2. BACKGROUND 

.0 I Section I 03( a) of the Code 
provides that, except as provided in 
§ I 03(b), gross income does not 
include interest on any state or local 
bond. Section I 03(b)( I) provides that 
§ 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" includes any 
private activity bond that (I) is a 
qualified mortgage bond, (2) meets the 
volume cap requirements under § 146, 
and (3) meets the applicable require
ments under § 147. 

.02 Section 143(a)(l) provides that 
the term "qualified mortgage bond" 
means a bond that is issued as part of a 
"qualified mortgage issue." Section 
143(a)(2)(A) provides that the term 
"qualified mortgage issue" means an 
issue of one or more bonds by a state 
or political subdivision thereof, but 
only if (i) all proceeds of the issue 
(exclusive of issuance costs and a 
reasonably required reserve) are to be 
used to finance owner-occupied re
sidences; (ii) the issue meets the 
requirements of subsections (c), (d), 
(e), (f), (g), (h), (i), and (m)(7) of 
§ 143; (iii) the issue does not meet the 
private business tests of paragraphs (I) 
and (2) of § 141(b); and (iv) with re
spect to amounts received more than 10 
years after the date of issuance, repay
ments 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 beginning after the 
date the prepayment (or complete re
payment) is received to redeem bonds 
that are part of the issue. 

.03 Section 143(f) of the Code im
poses eligibility requirements concern
ing the maximum income of mort
gagors for whom financing may be 
provided by qualified mortgage bonds. 
Section 25(c)(2)(A)(iii)(IV) provides 
that recipients of mortgage credit cer-
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tificates must meet the income require
ments of § 143(f). Generally, under 
§§ 143(f)(l) and 25(c)(2)(A)(iii)(IV), 
these income requirements are met only 
if all owner-financing under a qualified 
mortgage bond and all certified in
debtedness amounts under a mortgage 
credit certificate program are provided 
to mortgagors whose family income is 
liS percent or less of the applicable 
median family income. Under 
§ 143(f)(6), the income limitation is 
reduced to 100 percent of the applica
ble median family income if there are 
fewer than three individuals in the 
family of the mortgagor. 

.04 Section 143(f)(4) provides that 
the term "applicable median family 
income" means the greater of (A) the 
area median gross income for the area 
in which the residence is located or (B) 
the statewide median gross income for 
the state in which the residence is 
located. 

.05 Section 143(f)(5) of the Code 
provides for an upward adjustment of 
the income limitations in certain high 
housing cost areas. Under § 143(f)(5)
(C), a high housing cost area is a 
statistical area for which the housing 
cost/income ratio is greater than 1.2. 
The housing costlincome ratio is deter
mined under § 143(f)(5)(D) by dividing 
(a) the applicable housing price ratio 
by (b) the ratio that the area median 
gross income bears to the median gross 
income for the United States. The 
applicable housing price ratio is the 
new housing price ratio (new housing 
average purchase price for the area 
divided by the new housing average 
purchase price for the United States) or 
the existing housing price ratio (exist
ing housing average area purchase 
price divided by the existing housing 
average purchase price for the United 
States), whichever results in the hous
ing cost/income ratio being closer to I. 
This income adjustment applies only to 
bonds issued and nonissued bond 
amounts elected after December 31, 
1988. 
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.06 The Department of Housing and 
Urban Development (HUD) has com
puted the median gross income for the 
United States, the states, and statistical 
areas within the states. The income 
information was released to the HUD 
regional offices on March 22, 1993, 
and may be obtained by calling the 
HUD reference service at 
800-245-2691 or, in the Washington, 
D.C., area, at 301-251-5154. The Inter
nal Revenue Service annually publishes 
only the median gross income for the 
United States. 

.07 The most recent nationwide 
average purchase prices and average 
area purchase price safe harbor limita
tions were published on May 4, 1992, 
in Rev. Proc. 92-34, 1992-1 C.B. 782. 

SEC. 3. APPLICATION 

.01 When computing the housing 
cost/income ratio under § 143(f)(5) of 
the Code, issuers of qualified mortgage 
bonds and mortgage credit certificates 
must use $39,700 as the median gross 
income for the United States. See 
§ 2.06 of this revenue procedure. 

.02 When computing the housing 
cost/income ratio under § 143(f)(5) of 
the Code, issuers of qualified mortgage 
bonds and mortgage credit certificates 
must use the area median gross income 
figures released by HUD on March 22, 
1993. See § 2.06 of this revenue 
procedure. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

.01 Rev. Proc. 92-61, 1992-2 C.B. 
419, is obsolete except as provided in 
§ 5.02 of this revenue procedure. 

.02 This revenue procedure does not 
affect the effective date provisions of 
Rev. Rul. 86-124, 1986-2 C.B. 27. 
Those effective date provisions will 
remain operative at least until the 
Service publishes a new revenue ruling 
that conforms the approach to effective 
dates set forth in Rev. Rul. 86-124 to 
the general approach taken in this 
revenue procedure. 

SEC. 5. EFFECTIVE DATES 

.01 Issuers must use the United 
States and area median gross income 
figures specified in § 3 of this revenue 
procedure for commitments to provide 
financing that are made, or (if the 
purchase precedes the financing com-
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mitment) for residences that are pur
chased in the period that begins on 
March 22, 1993, the date HUD released 
the income figures, and ends on the 
date when these United States and area 
median gross income figures are ren
dered obsolete by a new revenue 
procedure. 

.02 Notwithstanding § 5.01 of this 
revenue procedure, issuers may con
tinue to rely on the United States and 
area median gross income figures spec
ified in Rev. Proc. 92-61 with respect 
to bonds originally sold and nonissued 
bond amounts elected not later than 
March 24, 1994, if the commitments or 
purchases described in § 5.01 are made 
not later than May 23, 1994. 

26 CFR 601.601: Rules and regulations. 

Rev. Proc. 94-22 

SECTION I. PURPOSE 

This revenue procedure provides in
structions and information on the Inter
nal Revenue Service's use of the letter
forwarding program. This program is 
made available to private individuals, 
companies and organizations, as well as 
state and federal agencies who are 
attempting to locate missing individ
uals. This program may be useful in 
particular to Plan Administrators or 
sponsors of qualified retirement plans 
who are attempting to locate plan 
participants. 

SEC. 2. BACKGROUND 

Policy Statement P-I-187 has 
established a program whereby the 
Service will forward a letter to an 
unlocatable individual on behalf of a 
private individual, company or govern
ment agency. The purpose must fall 
under a humane situation or consist of 
beneficial information which could not 
otherwise be relayed to the individual. 

SEC. 3. SCOPE 

The Service will forward letters that 
serve a "humane purpose," (e.g., from 
a family member who is trying to 
reunite with a relative, or from a 
company or organization who controls 
assets that may be due a taxpayer, 
including Plan Administrators or spon
sors of qualified retirement plans who 
are attempting to locate missing plan 
participants). The Service will also 

forward letters for state and federal 
agencies to be of assistan~e in l?cating 
an individual. The SerVIce wIll not 
attempt to trace family trees, nor will it 
forward letters seeking reparation. Let
ter forwarding is offered/performed 
only if it will not interrupt other 
Service activities or conflict with prior 
Service commitments. In no case is 
confidential tax information, such as an 
address or even the fact an address 
exists in Service files, disclosed to the 
requester. 

SEC. 4. PROCEDURE 

01. The requester should submit a 
written request briefly explaining the 
need for letter forwarding, the social 
security number (SSN) for the individ
ual being sought, and the letter to be 
forwarded. The SSN is the key element 
used to access the appropriate tax 
account and retrieve a mailing address. 
Therefore, the SSN for the missing 
individual must be furnished by the 
requester. If no SSN is furnished, the 
request cannot be processed. 

02. If an address for the recipient is 
located, the letter will be forwarded in 
a Service envelope. The recipient will 
be advised that (I) the Service is 
forwarding the letter in accordance 
with current policy; (2) the Service has 
not divulged the recipient's address, 
nor any other tax information, or the 
fact that the letter has even been 
forwarded; (3) the Service has no 
involvement in the matter aside from 
forwarding the letter; and (4) the 
decision of whether to respond is 
entirely up to the recipient. 

03. The Service cannot provide the 
requester with information concerning 
the results of its efforts. The requester 
will only be advised that we will 
attempt to forward the letter if an 
address for the individual is located. If 
the requester provides their most cur
rent address for a recipient, and it is 
the same address as in Service files, the 
Service will not forward the letter. 
Furthermore, all undeliverables will be 
destroyed. 

04. Requests for letter forwarding 
assistance involving 49 or fewer recip
ients should be forwarded to the 
attention of the Disclosure Officer at 
the Service's district office nearest the 
requester. (Where the recipient last 
resided is irrelevant under this pro
gram.) A complete listing of addresses 
for the district offices can be found in 
the Service's Appendix B of 31 CFR 



Part I, and are also listed in local 
telephone directories. Handling of these 
requests will be based on overall 
workload of the Disclosure Officer (see 
Sec. 2. Background). There is no 
charge for this service. 

05. Requests involving 50 or more 
potential recipients, including multiple 
requests from a single entity that can 
reasonably be aggregated to meet the 
50 recipient threshold, will be proc
essed under Project 753, Computerized 
Mailout Program. Project 753 is per
formed on a first-in first-out request 
basis. Mailouts are "queued" at our 
service centers for processing. Gener
ally, it will take 90 days from the 
Service's acknowledgement of the re
quest, before the mailout can be per
formed. The requester will be charged 
for this service. The charge for Project 
753 requests is subject to change but 
currently is approximately a flat 
$1,750.00 fee per request, plus $.01 per 
address search, and $.50 per letter 
forwarded. 

06. Requests for service under Proj
ect 753 should be sent to: Internal 
Revenue Service, Director, Office of 
Disclosure, CP:EX:D - Room 1603, 
1111 Constitution Avenue, NW, Wash
ington, DC 20224. 

The request should contain (1) a 
brief explanation of the need for letter 
forwarding; (2) an approximate number 
of potential recipients; (3) a statement 
that the requester has the SSN for each 
individual, and is aware there is a 
charge for this service (although the 
SSNs are required to be submitted on 
magnetic tape for processing, the tape 
will be requested once a reimbursable 
contract has been issued by the Serv
ice); and (4) one copy of the letter to 
be forwarded. It should be general in 
nature (not individually addressed be
cause the Service cannot associate with 
specific envelopes); no more than three 
typewritten pages; and contain the 
following disclaimer language: 

"In accordance with current policy 
the Internal Revenue Service has 
agreed to forward this letter because 
we do not have your current address. 
The Service has not disclosed your 
address or any other tax information 
and has no involvement in the matter 
aside from forwarding this letter." 

This statement should be conspicuously 
placed in the letter, preferably in bold 
print and/or in the opening to imme
diately catch the attention of the 
recipient. 

SEC. 5. EFFECTIVE DATE 

Concurrent with the date of 
publication. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit, or abatement; 
determination of correct tax liabilitv. 
(Also Part 1, Section 1362; 1.1362~.) 

Rev. Proc. 94-23 

SECTION 1. PURPOSE 

This revenue procedure provides 
automatic inadvertent termination relief 
under § 1362(f) of the Internal Reve
nue Code to corporations whose S 
corporation status has been terminated 
because the stock of the corporation 
was transferred to a trust whose current 
income beneficiary (or the legal repre
sentative of the current income bene
ficiary) inadvertently failed to file a 
timely election to be a "qualified sub
chapter S trust" (QSST) under § 1361-
(d)(2). 

SEC. 2. BACKGROUND 

Section 1361 (a)(l) defines an "S 
corporation" as a small business corpo
ration for which an S election is in 
effect. 

Section 1361 (b) defines "small busi
ness corporation" as a domestic corpo
ration that is not an ineligible corpora
tion and that does not (A) have more 
than 35 shareholders, (B) have as a 
shareholder a person (other than an 
estate and other than a trust described 
in § 1361(c)(2» who is not an individ
ual, (C) have a nonresident alien as a 
shareholder, and (D) have more than 
one class of stock. 

Section 1361(d)(l)(A) provides that 
in the case of a qualified subchapter S 
trust with respect to which a benefici
ary makes an election under § 1361 (d)
(2), the trust will be treated as a trust 
described in § 1361(c)(2)(A)(i) (relat
ing to trusts that may be a shareholder 
of a "small business corporation" 
under § 1361(b)(1». 

Section 1361(d)(3) sets forth the pro
visions a trust instrument must contain 
for a trust to qualify as a QSST. Under 
§ 1361(d)(3)(A), the trust must require 
that: (i) during the life of the current 
income beneficiary, there is only one 
income beneficiary; (ii) any corpus 
distributed during the life of the current 
income beneficiary may be distributed 

only to that beneficiary; (iii) the current 
income beneficiary's income interest 
terminates on the earlier of the bene
ficiary's death or the trust's termina
tion; and (iv) if the trust terminates 
during the current income beneficiary's 
life, the trust assets must be distributed 
to that beneficiary. In addition, 
§ 1361(d)(3)(B) requires that the trust 
must distribute all of its income (within 
the meaning of § 643(b» currently to 
one individual who is a United States 
resident or citizen. 

Section 1361(d)(2) provides for the 
time and manner in which a beneficiary 
of a qualified subchapter S trust may 
elect to have the provIsIOns of 
§ 1361(d) apply. Included is the 
requirement that the QSST election be 
filed within 2 months and 16 days of 
the receipt of S corporation stock. 

Section 1362(d)(2) provides that an S 
election terminates whenever (at any 
time on or after the first day of the first 
taxable year for which the corporation 
is an S corporation) the corporation 
ceases to be a small business 
corporation. 

Section 1362( f) provides that if (1) 
an election under § 1362(a) by any 
corporation was terminated under 
§ 1362(d)(2) or (3), (2) the Secretary 
determines that the termination was 
inadvertent, (3) no later than a reason
able period of time after discovery of 
the event resulting in the termination, 
steps were taken so that the corporation 
is once more a small business corpora
tion, and (4) the corporation and each 
person who was a shareholder of the 
corporation at any time during the 
period specified pursuant to § 1362(f) 
agree to make the adjustments (consis
tent with the treatment of the corpora
tion as an S corporation) as may be 
required by the Secretary with respect 
to the period, then, notwithstanding the 
terminating event, the corporation will 
be treated as continuing to be an S 
corporation during the period specified 
by the Secretary. 

Section 1.1362-4 of the Income Tax 
Regulations sets forth additional guid
ance regarding inadvertent termination 
relief. Section 1.1362-4(b) provides 
that the corporation has the burden of 
establishing that under the relevant 
facts and circumstances the Commis
sioner should determine that the termi
nation was inadvertent. The fact that 
the terminating event was not reason
ably within the control of the corpora
tion and was not part of a plan to 
terminate the election, or the fact that 
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the event took place without the 
knowledge of the corporation, notwith
standing its due diligence to safeguard 
itself against such an event, tends to 
establish that the termination was in
advertent. Section 1. 1362-4( c) provides 
that inadvertent termination relief may 
be requested in the form of a ruling 
request. Section 1. I 362-4( d) provides 
that the Commissioner may condition 
the granting of a ruling request on any 
adjustments that are appropriate. Sec
tion 1.1362-4( e) requires the corpora
tion and all persons who were share
holders of the corporation at any time 
during the period specified by the 
Commissioner to consent to any adjust
ments that the Commissioner may 
require. 

SEC. 3. SCOPE 

This revenue procedure only applies 
to corporations that, but for a trust 
beneficiary's inadvertent failure to 
make a timely QSST election, would 
otherwise continue to meet the criteria 
for S corporation status. Section 4 of 
this revenue procedure contains an 
automatic grant of inadvertent termina
tion relief for certain corporations that 
satisfy the criteria therein. This revenue 
procedure does not address situations in 
which the corporation fails to elect S 
corporation status because a QSST 
beneficiary fails to file a QSST election 
contemporaneously with the Selection. 

SEC. 4. INADVERTENT 
TERMINATION RELIEF 

.01 Prerequisites for Automatic 
Relief 

(1) The corporation terminated its S 
corporation status solely because the 
beneficiary of a QSST (or his legal 
representative) failed to file a timely 
QSST election pursuant to § 1361(d)
(2); 

(2) All taxpayers whose tax liability 
and tax returns would be affected by 
the QSST election (including the bene
ficiary of the QSST) have reported 
their income (on all affected returns) 
consistent with the S election for the 
year the QSST election should have 
been made, as well as for any subse
quent year; 

(3) The failure to file a timely QSST 
election was inadvertent; and 

(4) Within 2 years of the original 
due date, the beneficiary of the QSST 
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files the election pursuant to this 
revenue procedure. 

.02 Procedural Requirements for 
Automatic Relief 

The current income beneficiary of 
the trust or the legal representative of 
the current income beneficiary (or a 
natural or an adoptive parent of the 
current income beneficiary if a legal 
representative has not been appointed 
and the current income beneficiary is a 
minor) must sign and file a QSST 
election with the service center where 
the corporation files its income tax 
return. This QSST election must state 
at the top of the document "FILED 
PURSUANT TO REV. PROC. 94-23" 
and include the following material: 

(1) The name, address, and taxpayer 
identification number of the current 
income beneficiary, the trust, and the 
corporation; 

(2) A statement identifying the elec
tion as an election under § 1361(d)(2); 

(3) The date on which the stock of 
the corporation was originally trans
ferred to the trust; 

(4) Documentation to show that the 
trust satisfies the QSST requirements of 
§ 1361(d)(3): for § 1361(d)(3)(A)(i) 
through (iv), copies of all relevant trust 
pages (including the first or title page); 
and for § 1361(d)(3)(B), either copies 
of the relevant trust pages or an 
affidavit from the trustee(s) stating that 
the income distribution requirements 
have been and will continue to be met; 

(5) An affidavit from the current 
income beneficiary stating that the 
failure to file the QSST election was 
inadvertent and that the current income 
beneficiary acted diligently to correct 
the mistake upon its discovery; 

(6) An affidavit from the corporation 
stating that to the best of its knowledge 
all taxpayers whose tax liability and tax 
returns would be affected by the QSST 
election (including the beneficiary of 
the QSST) have reported their income 
(on all affected returns) consistent with 
the S election for the year the QSST 
election should have been made and for 
any subsequent year; 

(7) Affidavits from all shareholders 
during the termination period (includ
ing the beneficiary of the QSST) 
stating that they have reported their 
income (on all affected returns) consis
tent with the S election for the year the 
QSST election should have been made 
and for any subsequent year; and 

(8) A dated declaration, signed by 
the current income beneficiary, which 
states: "Under penalties of perjury, I 
declare that, to the best of my knowl
edge and belief, the facts presented in 
support of this election are true, cor
rect, and complete." 

.03 Inadvertent Termination Relief 

( 1) Corporations that satisfy the re
quirements of sections 4.01 and .02 of 
this revenue procedure will auto
matically be granted inadvertent termi
nation relief pursuant to the provisions 
of § 1362(f). Thus, the corporation will 
be treated as continuing to be an S 
corporation from the point of termina
tion until the date the completed QSST 
election is filed, and thereafter, unless 
the S election is otherwise terminated 
under § 1362(d). In addition, during the 
termination period, the trust will be 
treated as a trust described in 
§ 1361(c)(2)(A)(i), and the beneficiary 
of the trust will be treated, for purposes 
of § 678, as the owner of that portion 
of the trust consisting of S corporation 
stock. 

The procedure provided herein is in 
lieu of the letter ruling procedure that 
is usually followed to obtain inadver
tent termination relief under § 1362(f). 
Accordingly, user fees do not apply to 
corrective action under this revenue 
procedure. 

(2) Corporations that do not satisfy 
the requirements of sections 4.01 and 
.02 of this revenue procedure may 
request inadvertent termination relief in 
accordance with the usual procedures 
under § 1362(f) and § 1.1362-4. In 
each of these cases, a letter ruling is 
required to obtain inadvertent termina
tion relief, and the corporation must 
submit the appropriate user fee. 

SEC. 5. EXAMPLES 

.01 Beneficiary Fails to File. In 
1992, A is the sole beneficiary of a 
trust that receives S corporation stock. 
But for the missing QSST election, the 
trust would have qualified as an 
eligible S corporation shareholder. A 
was unaware that a QSST election was 
necessary for the trust to qualify as an 
S corporation shareholder. Because A 
failed to file a proper QSST election, 
the corporation's S status terminated. 
Nevertheless, A reported A's pro rata 
share of S corporation income in a 
manner consistent with having made 
the QSST election. In 1993, A hires an 



accountant to prepare A's 1992 return. 
The accountant discovers that the 
QSST election had not been filed. A 
and the corporation make a timely 
request for relief in accordance with 
this revenue procedure. Consequently, 
the S corporation is granted inadvertent 
termination relief. 

.02 Trustee Attempts to File. In 
1992, B is the sole beneficiary of a 
trust that receives S corporation stock. 
The trustee of the trust signs and files a 
QSST election. The trustee is an un
related third party who is not a legal 
representative of B. But for B's failure 
to sign the election, the trust would 
have qualified as a QSST. B did not 
know that the beneficiary's signature 
was required for a valid QSST election. 
Because B failed to file a proper QSST 
election, the corporation's S status 
terminated. Nevertheless, B reported 
B's pro rata share of S corporation 
income in a manner consistent with 
having made the QSST election. In 
1993, B discovers that a proper QSST 
election had not been filed. B and the 
corporation make a timely request for 
relief in accordance with this revenue 
procedure. Consequently, the S corpo
ration is granted inadvertent termina
tion relief. 

SEC. 6. EFFECTIVE DATE 

Section 4 of this revenue procedure, 
concerning automatic inadvertent termi
nation relief, is effective for all ap
plications for relief filed within 2 years 
of the original due date of the QSST 
election, including those applications 
now being considered by the Service. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I. Section 3406; 31. 3406(d}-5. 
35a.3406-3.) 

Rev. Proc. 94-24 

SECTION I. PURPOSE 

This revenue procedure implements 
the prototype of an Internal Revenue 
Service on-line Taxpayer Identification 
Number (TIN) matching program under 
the backup withholding provisions of 
section 3406(a)(1)(A) and (B) of the 
Internal Revenue Code. Under the pro
totype, 200 randomly selected payors 
and one or more federal government 
payors will be allowed to match a 
payee's TIN electronically with records 
maintained by the Service before filing 
the relevant information return. The 

primary reasons for starting this pro
gram with a prototype are to (I) 
measure the projected costs and bene
fits of the program, and (2) identify 
and study any problems that might 
arise during its operation. The antici
pated benefits are a reduction of (I) the 
number of notices sent to start backup 
withholding, and (2) the number of 
penalties for filing information returns 
and furnishing statements with respect 
to incorrect TINs. 

SEC. 2. BACKGROUND 

Under section 3406(a)(1) of the 
Code, backup withholding applies, in 
part, when a reportable payment is 
made to an account if (A) the payor 
has not received the TIN of the payee 
at the time of the payment, or (B) the 
TIN furnished by the payee to the 
payor has been determined to be 
incorrect and the payee has not fur
nished the correct TIN in a timely 
manner. See section 31.3406(d)-5 of 
the Employment Tax Regulations for 
the specific rules regarding incorrect 
TINs. 

SEC. 3. DEFINITIONS 

.01 The term "payee" means the 
person with respect to whom a report
able payment (as defined in section 
3406(b)(1) of the Code) is likely to be 
made by a payor, as determined by the 
payor at the time the payee establishes 
a new account. 

.02 The term "payor" means a 
person who files an information return 
that reflects a reportable payment made 
by that person. 

.03 The term "account" means any 
account, instrument, or other relation
ship with a payor with respect to which 
a payor is likely to make a reportable 
payment. See section 35a.3406-3(e) of 
the temporary Employment Tax Regu
lations. 

SEC. 4. SCOPE 

This revenue procedure describes (I) 
the procedures for selecting, notifying, 
and accepting payors for the prototype, 
and (2) the operation and duration of 
the prototype authorized under section 
35a.3406-3 of the temporary regula
tions. The prototype only applies to 
accounts opened on or after the date 
announced by the Service as the 
commencement of the prototype. 

SEC. 5. THE PROTOTYPE 

.0 I Selection. To participate in the 
prototype, a payor must (I) have pre
viously filed information returns re
flecting reportable payments; and (2) 
be either one of the 200 payors 
randomly selected by the Service or a 
federal government payor selected by 
the Service. A payor that has not been 
selected by the Service may not partici
pate in the prototype. 

.02 Notification. To notify each 
payor of its selection for participation 
in the prototype, the Service will send 
a letter no later than March 31, 1994, 
using the address that the payor has 
used on information returns reflecting 
reportable payments that it has filed 
with the Service. Once notified, a 
selected payor's participation in the 
prototype is completely voluntary. 

.03 Acceptance. To be accepted for 
participation in the prototype, a payor 
that receives the notification described 
in section 5.02 above and desires to 
participate in the prototype must sign 
and return to the Service a memoran
dum of understanding and two security 
agreements that provide the rules under 
which the prototype will be admin
istered. The Service will send the 
memorandum of understanding as an 
enclosure to the notification described 
in section 5.02. above. Upon accept
ance, the two security agreements will 
be sent to each payor, each in separate 
mailings. The Service will inform a 
payor of its identification number, its 
password, and the telephone number of 
the prototype's data base. 

.04 Memorandum of understanding 
and two security agreements. 

(I) The memorandum of understand
ing will include the following terms 
and conditions: 

(a) a limitation on the types of 
payments with respect to which the 
payor may access the data base; 

(b) a requirement that the payor 
comply with certain confidentiality and 
privacy safeguards and execute agree
ments to that effect; 

(c) a requirement that the memoran
dum of understanding and two security 
agreements be executed by duly author
ized representatives of the payor; 

(d) a requirement that the payor will 
provide necessary information to the 
Service for it to measure the effective
ness of the prototype; and 

(e) any other requirements necessary 
to carry out this prototype. 
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(2) The two security agreements will 
include the following terms and 
conditions: 

(a) restrictions prohibiting the sale, 
lease, assignment, loan, gift, or other 
transfer of the password and identifica
tion number to the data base of the 
prototype; 

(b) requirements concerning the su
pervision and control of the individuals 
authorized to use the prototype's data 
base; 

(c) requirements concerning the se
curity of the payor's equipment used to 
access the prototype's data base and 
the storage of records received from it; 

(d) requirements to comply with cer
tain confidentiality and privacy safe
guards; and 

(e) any other security requirements 
necessary to carry out this prototype. 

(3) The terms and conditions of the 
memorandum of understanding and the 
two security agreements will be non
negotiable. 

.05 Operation. A payor that partici
pates in the prototype may only use it 
for accounts opened on or after Febru
ary 1, 1994. To use the prototype, each 
participating payor must contact the 
prototype's data base using a dial-up 
modem and input a payee's namelTIN 
combination and a payor-assigned ac
count number. The data base will elec
tronically identify, by such account 
number, any namelTIN combination 
that does not match. The specific 
reason for the nonmatching will not be 
provided. The prototype will contain 
appropriate controls to prevent un
authorized use of its data base. 

SEC. 6. DURATION AND 
EFFECTIVE DATE 

The prototype will operate for a 
period of one to two years (as de
termined by the Service), beginning on 
the date announced by the Service as 
the commencement of the prototype. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part 1. Section 3221; 31.3221-3.) 

Rev. Proc. 94-25 

SECTION 1. PURPOSE 

This revenue procedure establishes 
the safe harbor number for taxpayers to 
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use in calculating the supplemental tax 
under the Railroad Retirement Tax Act 
for calendar years beginning after 
December 31, 1993. Use of the safe 
harbor number is not mandatory. Tax
payers may use actual work-hours as 
described in § 31.3221-3 of the 
Employment Tax Regulations. 

SEC. 2. BACKGROUND 

.01 Section 3221(c) of the Internal 
Revenue Code imposes an excise tax 
on every employer, as defined in 
section 3231 (a), with respect to indi
viduals employed by the employer. The 
tax is imposed for each work-hour for 
which the employer pays compensation, 
as defined in section 3231 (e), for 
services rendered to the employer 
during a calendar quarter. 

.02 Section 31.3221-3(d) of the reg
ulations establishes a safe harbor cal
culation for an employer to use in lieu 
of calculating the work-hours sepa
rately for each employee. The safe 
harbor treats each employee of the 
employer as receiving monthly com
pensation for a number of hours equal 
to the safe harbor number. To deter
mine the number of work-hours for a 
month, the employer multiplies the safe 
harbor number by the number that 
equals the total number of employees 
to whom the employer paid compensa
tion during the month. 

.03 Under § 31.3221-3(d)(2)(i) of 
the regulations, the safe harbor number 
is the number established in guidance 
of general applicability promulgated by 
the Commissioner. This revenue proce
dure is such guidance. 

SEC. 3. SAFE HARBOR NUMBER 

The safe harbor number is 164. This 
safe harbor number will remain in 
effect until a new safe harbor number 
or new safe harbor numbers are pub
lished by the Commissioner. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for calendar years beginning after 
December 31, 1993. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part 1. §§ 61. 108; 1.61-12. 1.108-1.) 

Rev. Proc. 94-26 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance on whether an exchange of 
common stock for unsecured indebted
ness of a debtor that is insolvent or in 
a title 11 proceeding is nominal or 
token for purposes of § 108(e)(8)(A) of 
the Internal Revenue Code. 

SEC. 2. BACKGROUND 

.01 Section 61(a)(l2) provides that 
gross income includes income from the 
discharge of indebtedness. 

.02 Section 108(a)(l)(A) and (B) 
generally excludes discharged indebted
ness from a taxpayer's gross income if 
the discharge occurs when the taxpayer 
is bankrupt or insolvent. Section 
108(a)(3) limits the amount of income 
excluded by reason of insolvency under 
§ 108(a)(l)(B) to the amount by which 
the taxpayer is insolvent. Section 
1 08(b) requires bankrupt and insolvent 
debtors to reduce certain tax attributes 
in an amount equal to the excluded 
amount of discharge of indebtedness 
income. 

.03 The courts have formulated an 
exception (the "stock-for-debt excep
tion") to discharge of indebtedness 
income if the debtor exchanges its 
stock for its indebtedness. E.g., Com
missioner v. Motor Mart Trust, 156 
F.2d 122 (1st Cir. 1946), acq., 1947-1 
C.B. 3. If the stock-for-debt exception 
applies, no reduction of the debtor's 
tax attributes is required. 

.04 Section 108(e)(l0)(A) provides 
that if the stock-for-debt exception does 
not apply, the debtor is treated as 
satisfying the indebtedness with an 
amount of money equal to the fair 
market value of the stock issued in 
exchange for the indebtedness. 

.05 Section 108(e)(IO)(B)(i) limits 
the stock-for-debt exception to a debtor 
in a title 11 case or to an insolvent 
debtor outside of a title 11 case to the 
extent of the insolvency. In addition, 
§ 108(e)(1O)(B)(ii) provides that the 
stock-for-debt exception does not apply 
to an exchange of disqualified stock for 
indebtedness. Section 108( e)(I O)(B )(ii) 
defines disqualified stock as stock with 
a stated redemption price if the stock 
has a fixed redemption date, the issuer 
of such stock has the right to redeem 
such stock at one or more times, or the 
holder of such stock has the right to 
require its redemption at one or more 
times. 



.06 Section 108(e)(8)(A) provides 
that the stock-for-debt exception does 
not apply to the issuance of nominal or 
token shares. Section 1 08( e)( 8 )(B) re
quires that, with respect to an un
secured creditor, the ratio of the value 
of the stock received by such un
secured creditor to the amount of his 
indebtedness cancelled or exchanged 
for stock in the workout is at least 50 
percent of a similar ratio computed for 
all unsecured creditors participating in 
the workout. 

.07 The stock-for-debt exception was 
repealed by § 13226 of the Omnibus 
Budget Reconciliation Act of 1993 
(OBRA of 1993) for stock issued for 
indebtedness after December 31, 1994. 
The amendments made by § 13226 of 
OBRA of 1993 do not apply to stock 
transferred in satisfaction of any in
debtedness if such transfer is in a title 
II or similar case (as defined In 

§ 368(a)(3)(A)) that was filed on or 
before December 31, 1993. 

SEC. 3. APPLICATION 

.01 If common stock is issued for 
outstanding unsecured indebtedness in 
a title II case or insolvency workout, 
the Service will not treat the issuance 
of common stock as nominal or token 
under § 108(e)(8)(A) of the Code if the 
stock to total stock ratio is equal to at 
least IS percent. The stock to total 
stock ratio is the ratio of (i) the value 
of all common stock issued for un
secured indebtedness in the title II 
case or insolvency workout to (ii) the 
value of all stock of the corporation 
outstanding after the title II case or 
insolvency workout (including pre
ferred stock and disqualified stock). 
The terms "common stock," "pre
ferred stock," "unsecured indebted
ness," and "indebtedness" are defined 
in § 1.108-1 of the Income Tax Regu
lations. The term "disqualified stock" 
is defined in § 108(e)(lO)(B)(ii). 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
with respect to any issuance of stock 
for indebtedness: 

(1) Pursuant to a plan confirmed by 
the court in a title II case after May 
17, 1994 (the effecti ve date of § 1.1 08-
I of the regulations); or 

(2) If there is no title II case, 
pursuant to an insolvency workout. in 
which all issuances of stock for In-

debtedness occur after May 17, 1994 
(the effective date of § \.108-1 of the 
regulations). No inference is intended 
concerning the interpretation of 
§ 108(e)(8)(A) prior to the effective 
date of this revenue procedure. 

Because OBRA of 1993 repealed the 
stock-for-debt exception for stock 
issued for indebtedness after December 
31, 1994, this revenue procedure is not 
effective with respect to any issuance 
of stock for indebtedness after Decem
ber 31, 1994, unless the stock was 
transferred in satisfaction of any in
debtedness in a title II or similar case 
(as defined in § 368(a)(3)(A)) that was 
filed on or before December 31, 1993. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part I. Section 461; 1.461-1.) 

Rev. Proc. 94-27 

SECTION I. PURPOSE 

In order to minimize possible dis
putes regarding the deductibility of 
points paid in connection with the 
acquisition of a principal residence, the 
Internal Revenue Service will, as a 
matter of administrative practice, treat 
amounts as points that are deductible 
for the taxable year during which they 
are paid by a cash basis taxpayer if the 
requirements of this revenue procedure 
are satisfied. 

SEC. 2. BACKGROUND 

.01 Section 461 (g)( I) of the Internal 
Revenue Code provides that interest 
that is paid by a cash basis taxpayer 
and that is properly allocable to any 
period (A) with respect to which the 
interest represents a charge for the use 
or forbearance of money, and (B) 
which is after the close of the taxable 
year in which the interest is paid, must 
be capitalized and treated as if it were 
paid in the period to which it is 
allocable. 

.02 Section 461(g)(2) of the Code 
provides that the rules of section 
461 (g)(l) do not apply to points paid in 
connection with indebtedness that is 
incurred in connection with the pur
chase or improvement of, and that is 
secured by, the principal residence of 
the taxpayer to the extent that, under 
regulations prescribed by the Secretary, 
the payment of points is an established 
business practice in the area in which 

the indebtedness is incurred and the 
amount of points paid does not exceed 
the amount generally charged in that 
area. 

SEC. 3. APPLICATION 

The Service will, as a matter of 
administrative practice, treat as deduct
ible points any amounts paid by a cash 
basis taxpayer during the taxable year 
in cases where all of the following 
requirements are satisfied: 

.01 Designated on Uniform Settle
ment Statement. The Uniform Settle
ment Statement prescribed under the 
Real Estate Settlement Procedures Act 
of 1974, 12 U.s.c. sections 260 I et 
seq. (i.e., the Form HUD-I) must 
clearly designate the amounts as points 
payable in connection with the loan, for 
example as "loan origination fees" 
(including amounts so designated on 
Vetefans Affairs (VA) and Federal 
Housing Administration (FHA) loans), 
"loan discount," "discount points," or 
"points." The amounts designated as 
points on the Form HUD-I may be 
shown as paid from either the bor
rower's or the seller's funds at 
settlement. 

.02 Computed As Percentage of 
Amount Borrowed. The amounts must 
be computed as a percentage of the 
stated principal amount of the indebted
ness incurred by the taxpayer. 

.03 Charged Under Established 
Business Practice. The amounts paid 
must conform to an established busi
ness practice of charging points for 
loans for the acquisition of principal 
residences in the area in which the 
residence is located, and the amount of 
points paid must not exceed the amount 
generally charged in that area. Thus, if 
amounts designated as points are paid 
in lieu of amounts that are ordinarily 
stated separately on the settlement 
statement (such as appraisal fees, in
spection fees, title fees, attorney fees, 
and property taxes), those amounts are 
not deductible as points under this 
revenue procedure. 

.04 Paid for Acquisition of Principal 
Residence. The amounts must be paid 
in connection with the acquisition of 
the taxpayer's principal residence, and 
the loan must be secured by that 
residence. See sections 4.02 through 
4.04 of this revenue procedure for 
examples of points that do not satisfy 
this requirement. 

.05 Paid Direct(>; by Taxpa.ver. The 
amounts must be paid directly by the 
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taxpayer. An amount is so paid if the 
taxpayer provides, from funds that have 
not been borrowed for this purpose as 
part of the overall transaction, an 
amount at least equal to the amount 
required to be applied as points at the 
closing. The amount provided may 
include down payments, escrow de
posits, earnest money applied at the 
closing, and other funds actually paid 
over by the taxpayer at the closing. In 
addition, for purposes of this section 
3.05, points paid by the seller (includ
ing points charged to the seller) in 
connection with the loan to the tax
payer will be treated as paid directly by 
the taxpayer from funds that have not 
been borrowed for this purpose, pro
vided the taxpayer subtracts the amount 
of any seller-paid points from the 
purchase price of the residence in 
computing the basis of the residence. 
See section 1.1273-2(g)(5), Example 3, 
of the Income Tax Regulations. 

SEC. 4. LIMITATIONS 

This revenue procedure does not 
apply to the following amounts: 

.01 Points paid in connection with 
the acquisition of a principal residence, 
to the extent that the points are 
allocable to an amount of principal in 
excess of the aggregate amount that 
may be treated as acquisition indebted
ness under section 163(h)(3)(B)(ii) of 
the Code. 

.02 Points paid for loans the pro
ceeds of which are to be used for the 
improvement, as opposed to the ac
quisition, of a principal residence. 

.03 Points paid for loans to purchase 
or improve a residence that is not the 
taxpayer's principal residence, such as 
a second home, vacation property, 
investment property, or trade or busi
ness property. 

.04 Points paid on a refinancing 
loan, home equity loan, or line of 
credit, even though the indebtedness is 
secured by a principal residence. 

SEC. 5. EFFECTIVE DATE 

.01 General rule. This revenue pro
cedure is effective for points paid by 
cash basis taxpayers during taxable 
years beginning after December 31, 
1990. 

.02 Transition rule. For taxpayers 
purchasing principal residences after 
December 31, 1990, and before April 
4, 1994 (the effective date of section 
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1.1273-2 of the regulations), the basis
reduction requirement in connection 
with seller-paid points in section 3.05 
is mandatory only to the extent, if any, 
that the taxpayer deducts the seller-paid 
points. 

.03 Amended Returns. Cash basis 
taxpayers may change their method of 
accounting for points paid during tax
able years beginning after December 
31, 1990, and before January I, 1994, 
if the points meet the requirements of 
this revenue procedure and have not 
previously been deducted. This change 
of accounting method is to be effected 
by filing an amended federal income 
tax return on Form 1040X for the 
appropriate taxable year(s). Taxpayers 
who have not filed their 1993 federal 
income tax return may claim a deduc
tion for points paid in 1993 by in
cluding the amount paid on line 9a of 
Schedule A of their 1993 Form 1040 if 
the points were reported to the taxpayer 
on Form 1098, or on line 10 if the 
points were not reported on Form 1098. 
Taxpayers filing an amended return 
with respect to seller-paid points should 
write "Seller-Paid Points" in the top 
right margin of the amended return, 
and should attach a copy of the 
applicable Form HUD-l (or other 
settlement statement) showing the 
amount of points paid by the seller in 
connection with the transaction. 

.04 Reporting of Seller-Paid Points. 
Taxpayers required to report under the 
information reporting requirements of 
section 6050H of the Code and Rev. 
Proc. 92-11, 1992-1 C.B. 662, need 
not apply those requirements to seller
paid points received prior to January I, 
1995. 

SEC. 6. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-12, 1992-1 C.B. 663, 
as modified by Rev. Proc. 92-12A, 
1992-1 C.B. 664, is modified, and, as 
modified, is superseded. Rev. Rul. 57-
541, 1957-2 C.B. 319, and Rev. Rul. 
67-297, 1967-2 C.B. 87, which 
provide for the treatment of loan 
origination fees on FHA and V A loans, 
will not apply to cash basis borrowers 
who satisfy the requirements of this 
revenue procedure with respect to loan 
origination fees paid during taxable 
years beginning after December 31, 
1990. 

26 CFR 601.204: Changes in accounting 
periods and in methods of accounting. 
(Also Part 1. §§ 163. 446. 483. 1272. 1273; 
1.163-7. 1.446-1. 1.446-2. 1.483-1. 1.1272-1. 
1.1273-1. 1.1273-2.) 

Rev. Proc. 94-28 

SECTION 1. PURPOSE 

This revenue procedure provides pro
cedures for taxpayers to change their 
methods of accounting to comply with 
the final regulations dealing with origi
nal issue discount (OlD) and other 
related matters (T.D. 8517, page 38, 
this Bulletin). The revenue procedure 
defines a "cut-off date" for the 
change, and a taxpayer makes the 
change only for debt instruments 
issued, or lending transactions, sales, or 
exchanges that occur, on or after this 
date. The year of change is the taxable 
year that includes the cut-off date. In 
general, this revenue procedure applies 
only to changes in methods of account
ing in taxable years that end on or after 
December 22, 1992, or begin on or 
before April 4, 1994. In the case of de 
minimis OlD, it also applies to a 
change in method of accounting in a 
taxpayer's first taxable year that begins 
after April 4, 1994. 

SEC. 2. BACKGROUND 

.01 On February 2, 1994, the Service 
published final rules for the treatment 
of OlD, de minimis OlD, stated inter
est, and unstated interest. See generally 
§§ 1.163-7, 1.446-2, 1.483-1 through 
1.483-3, 1.1001-1(g), 1.1012-1(g), and 
1.1271-0 through 1.1275-5 of the In
come Tax Regulations. 

.02 Section 1.163-7 and §§ 1.1271-
o through 1.1275-5 provide final rules 
for the treatment of OlD, including de 
minimis OlD. In general, the regula
tions apply to debt instruments issued 
on or after April 4, 1994. Taxpayers, 
however, may rely on the regulations 
for debt instruments issued on or after 
December 22, 1992, and before April 
4, 1994. Sections 1.163-7(e) and 
1.1271-O(a). 

.03 Section 1.446-2 provides final 
rules for determining the amount of 
interest that accrues during an accrual 
period and for determining the portion 
of a payment that consists of accrued 
interest. Section 1.446-2, however, 
does not apply to interest that is taken 
into account under certain other provi
sions of the Code and regulations, such 



as § 1272 and § 1.1272-1. Section 
1.446-2 applies to debt instruments 
issued on or after April 4, 1994, and to 
lending transactions, sales, and ex
changes that occur on or after April 4, 
1994. Taxpayers, however, may rely on 
the regulations for debt instruments 
issued, or for lending transactions, 
sales, and exchanges that occur, on or 
after December 22, 1992, and before 
April 4, 1994. Section 1.446-2(j). 

.04 Sections 1.483-1 through 1.483-
3 provide final rules for the treatment 
of unstated interest on certain contracts 
for the sale or exchange of nonpublicly 
traded property. Sections 1.483-1 
through 1.483-3 apply to sales and 
exchanges that occur on or after April 
4, 1994. Taxpayers, however, may rely 
on the regulations for sales and ex
changes that occur on or after Decem
ber 22, 1992, and before April 4, 1994. 
Sections 1.483-1(f), 1.483-2(d), and 
1.483-3(c). 

.05 Section 1.1272-3 allows a holder 
of a debt instrument to elect to use a 
constant yield method to account for all 
interest that accrues on the instrument. 
For purposes of this election, interest 
includes stated interest, acquisition dis
count, OlD, de minimis OlD, market 
discount, de minimis market discount, 
and unstated interest, as adjusted by 
any amortizable bond premium or 
acquisition premium. A holder may 
make the election only for a debt 
instrument acquired on or after April 4, 
1994. Section 1.1272-3(d) provides 
rules for the time and manner of 
making the election under § 1.1272-3. 

.06 Rev. Proc. 94-29, page 616, this 
Bulletin, permits certain taxpayers to 
use the principal-reduction method of 
accounting, which is an aggregate 
method of accounting for de minimis 
OlD, including de minimis OlD at
tributable to points. See generally 
§ 1.1273-2(g) (concerning the effect of 
certain cash payments on the issue 
price of a debt instrument). 

.07 Under section 5.03 of this reve
nue procedure, if a taxpayer changes its 
methods of accounting for OlD, de 
minimis OlD, stated interest and un
stated interest, no change is made in 
the accounting for loans held by the 
taxpayer as of the "cut-off date" 
prescribed by this revenue procedure. 
Rev. Proc. 94-29 also provides that a 
change in method of accounting ~o~ ~e 
minimis OlD, including de mlnlmlS 
OlD attributable to points, may be 
made only for loans acquired on or 
after the cut-off date prescribed in that 

revenue procedure. Rev. Proc. 94-30, 
page 621, this Bulletin, provides proce
dures for taxpayers to change their 
methods of accounting for points on 
certain debt instruments acquired be
fore the applicable cut-off date. 

.08 Section 446( e) and § 1.446-1 (e) 
state that, except as otherwise provided, 
a taxpayer must obtain the consent of 
the Commissioner to change a method 
of accounting for federal income tax 
purposes. 

.09 Section 1.446-1(e)(3)(i) requires 
that, in order to obtain the Commis
sioner's consent to change a method of 
accounting, a Form 3115, Application 
for Change in Accounting Method, 
generally must be filed within 180 days 
after the beginning of the taxable year 
in which the proposed change is to be 
made. 

.10 Section 1.446-1(e)(3)(ii) author
izes the Commissioner to prescribe 
administrative procedures setting forth 
the limitations, terms, and conditions 
deemed necessary to permit a taxpayer 
to obtain consent to change its method 
of accounting in accordance with 
§ 446(e). 

.11 When taxable income for a tax
able year is computed under a method 
of accounting that is different from the 
method used to compute taxable in
come for the preceding taxable year, 
§ 481(a) requires the taxpayer to take 
into account those adjustments neces
sary to prevent amounts from being 
duplicated or omitted. 

.12 The Commissioner may deter
mine that certain changes in methods 
of accounting are to be effected on a 
cut-off basis. If a change is made on a 
cut-off basis, only the items arising on 
or after the beginning of the year of 
change (or other operative date) are 
accounted for under the new method of 
accounting. Any items arising prior to 
that date continue to be accounted for 
under the former method of accounting. 
When a change is made on a cut-off 
basis, no items of income or deduction 
are duplicated or omitted, and, there
fore, no § 481(a) adjustment is neces
sary. Section 2.05(3) of Rev. Proc. 92-
20, 1992-1 C.B. 685, 689. 

SEC. 3. SCOPE 

.01 Except as provided in sectio.n 
3.02 of this revenue procedure, thiS 
revenue procedure applies to a taxpayer 
if: 

(1) The taxpayer is changing .its 
methods of accounting to comply With 

§§ 1.163-7, 1.446-2, 1.483-1 through 
1.483-3, and 1.1271-0 through 1.1275-
5; and 

(2) The taxpayer's year of change 
includes one of the potential cut-off 
dates listed in section 7 of this revenue 
procedure. 

.02 This revenue procedure does not 
apply to a taxpayer that is seeking to 
change its method of accounting in 
reliance on the decision in Albertson's, 
Inc. v. Commissioner, 12 F.3d 1529 
(9th Cir. 1993), rev'g 95 T.e. 415 
(1990), reh'g granted, Nos. 91-70380, 
91-70381 (9th Cir. Mar. 31, 1994) (re
lating to the timing of the deduction for 
amounts credited to the account of a 
participant in the taxpayer's non
qualified deferred compensation plan). 

SEC. 4. PROCEDURES TO OBTAIN 
EXPEDITIOUS CONSENT 

.01 Except as provided in section 
4.02 of this revenue procedure, a 
taxpayer that desires to change its 
method of accounting pursuant to this 
revenue procedure must attach a state
ment to its timely filed (including 
extensions) federal income tax return 
for the year of change. The statement 
must identify the cut-off date chosen 
by the taxpayer for purposes of the 
change in method of accounting. 

.02 If a taxpayer desires to change 
its method of accounting pursuant to 
this revenue procedure, and if the 
taxpayer's federal income tax return for 
the year of change is filed before June 
17, 1994, the taxpayer must file an 
amended return for the year of change 
no later than December 31, 1994. The 
taxpayer must attach a statement to the 
amended return identifying the cut-off 
date chosen by the taxpayer for pur
poses of the change in method of 
accounting. The new method must be 
appropriately reflected on the amended 
return for the year of change and on 
returns (or amended returns filed by 
December 31, 1994) for taxable years 
after the year of change. 

SEe. 5. CONSENT TO CHANGE 
AND MANNER OF CHANGE 

.01 In accordance with § 1.446-1(e)
(3)(ii), the requirement to file an 
application on Form 3115 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 
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change in method of accounting under 
this revenue procedure is granted the 
Commissioner's consent to make the 
change for debt instruments issued, or 
lending transactions, sales, or ex
changes that occur, on or after the cut
off date. This consent is granted, 
however, only if the taxpayer follows 
the procedures in section 4 of this 
revenue procedure. 

.03 The method of accounting for 
debt instruments issued before the cut
off date, or for lending transactions, 
sales, and exchanges that occur before 
the cut-off date, is not changed under 
this revenue procedure. Therefore, no 
§ 481(a) adjustment is permitted or 
required under this revenue procedure. 
In addition, a taxpayer that receives 
consent to change its method of ac
counting under this revenue procedure 
does not thereby obtain audit protection 
for debt instruments issued before the 
cut-off date or for lending transactions, 
sales, or exchanges that occur before 
the cut-off date. 

SEC. 6. EFFECT OF NON
COMPLIANCE WITH CONDITIONS 

If a taxpayer to which this revenue 
procedure applies changes its method 
of accounting without following the 
procedures in section 4 of this revenue 
procedure, the taxpayer has initiated 
the change in method of accounting 
without obtaining the permission of the 
Commissioner required by § 446(e). 

SEC. 7. DEFINITIONS 

.01 Except as provided in section 
7.02 of this revenue procedure, the 
"cut-off date" is the date chosen by 
the taxpayer under section 4 of this 
revenue procedure from among the 
following potential cut-off dates: 

SECTION I. PURPOSE 

SECTION 2. BACKGROUND 

(1) December 22, 1992; 

(2) The first day of any taxable year 
beginning after December 22, 1992, 
and before April 4, 1994; or 

(3) April 4, 1994. 

.02 If a taxpayer is changing its 
method of accounting for de minimis 
OlD, including de minimis OlD attribu
table to points, the "cut-off date" for 
that change is the date chosen by the 
taxpayer under section 4 of this reve
nue procedure from among the follow
ing potential cut-off dates: 

(1) December 22, 1992; 
(2) The first day of any taxable year 

beginning after December 22, 1992, 
and before April 4, 1994; 

(3) April 4, 1994; or 

(4) The first day of the taxpayer's 
first taxable year beginning after April 
4, 1994. 

.03 Except to the extent explicitly 
provided in this revenue procedure, the 
following terms have the meaning 
given to them by Rev. Proc. 92-20 (or 
its then-current successor): 

(1) Taxpayer (See section 3.01 of 
Rev. Proc. 92-20); 

(2) Year of change (See section 3.03 
of Rev. Proc. 92-20); and 

(3) Filed (See section 3.04 of Rev. 
Proc. 92-20). 

SEC. 8. SPECIAL RULES FOR 
ANY CHANGE IN METHOD OF 
ACCOUNTING FOR DE MINIMIS 
OlD 

.01 If a taxpayer desires to change 
its method of accounting for de min
imis OlD, including de minimis OlD 
attributable to points, the following 
rules apply: 

(1) For years of change that include 
one of the cut-off dates described in 
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section 7.02 above, this revenue proce
dure and Rev. Proc. 94-29 provide the 
exclusive procedures for a taxpayer to 
make the change for loans acquired at 
origination on or after the cut-off date. 
The National Office will return any 
Form 3115 requesting a change in 
method of accounting with respect to 
de minimis OlD that was filed with the 
National Office before April 18, 1994, 
along with any user fee, and the 
taxpayer may use the automatic provi
sions of this revenue procedure to 
effect the change. See Rev. Proc. 94-
30, which provides the exclusive proce
dures for a taxpayer to change its 
method of accounting for points on 
loans acquired before the applicable 
cut-off date. 

(2) For a year of change not de
scribed in section 8.01(1) above, the 
taxpayer must request to make the 
change either under Rev. Proc. 92-20 
or, if the taxpayer wants to use the 
principal-reduction method of account
ing, under Rev. Proc. 94-29. If a 
taxpayer receives consent to change its 
method of accounting for de minimis 
OlD under Rev. Proc. 92-20, the 
change will apply to debt instruments 
that are issued on or after April 4, 
1994, and thus the § 481 (a) adjustment 
will be computed only with respect to 
those instruments. 

SEC. 9. EFFECTIVE DATE 

This revenue procedure IS effective 
on April 4, 1994. 

26 CFR 601.204: Change in accounting 
periods and in methods of accounting. 
(Also Part I. §§ 446. 451. 1273; 1.446-1. 
1.451-1. 1.1273-1. 1.1273-2.) 

Rev. Proc. 94-29 

SECTION 3. SCOPE OF THE PRINCIPAL-REDUCTION METHOD AND OTHER DEFINITIONS 
.01 Loans 
.02 Terms defined in the general method change revenue procedure 

SECTION 4. APPLICATION 
.01 Use of the principal-reduction method 
.02 Standard categories of loans 
.03 Additional categories of loans 
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SECTION 5. PRINCIPAL-REDUCTION METHOD OF ACCOUNTING 

SECTION 6. EXAMPLE 

SECTION 7. CONSENT 
.01 Waiver 
.02 Consent 
.03 Exclusive procedure 
.04 Compliance with conditions 

SECTION 8. CUT-OFF PROCEDURE FOR CHANGE 
.01 General provisions 
.02 No audit protection 
.03 Special provisions if the year of change contains December 22, 1992, or April 4, 1994 

SECTION 9. HOW TO REQUEST A CHANGE TO THE PRINCIPAL-REDUCTION METHOD 
.01 Filing of the Form 3115 
.02 Additional information, representations, and conditions 

(1) Written statement 
(2) Labeling the Form 3115 
(3) Signature for the Form 3115 
(4) Authorized taxpayer representative 

.03 Amended return 

SECTION 10. EFFECT ON OTHER DOCUMENTS 

SECTION 11. EFFECTIVE DATE 

SECTION 1. PURPOSE 

This revenue procedure allows a tax
payer to use the principal-reduction 
method of accounting-an aggregate 
method of accounting for de minimis 
original issue discount on certain loans 
originated by the taxpayer. The 
principal-reduction method is based on 
the rule that, if a taxpayer holds a debt 
instrument with de minimis original 
issue discount, the taxpayer must in
clude that discount in income as stated 
principal payments are made. See 
§ 1.1273-1(d)(5) of the Income Tax 
Regulations. The revenue procedure 
also describes how eligible taxpayers 
may change to the principal-reduction 
method for loans acquired on or after a 
"cut-off date." In addition, the revenue 
procedure obsoletes several revenue 
rulings, including the revenue rulings 
that allowed the composite method and 
the loan liquidation method of account
ing for discount. Thus, a taxpayer may 
no longer rely on these rulings for any 
loan required to be accounted for in 
accordance with the final regulations 
dealing with original issue discount and 
other related matters (T.D. 8517, page 
38, this Bulletin). 

SEC. 2. BACKGROUND 

.01 A debt instrument (loan) is 
issued with original issue discount 
(OlD) if the loan's issue price is less 

than its stated redemption price at 
maturity. See § 1273( a)(l) of the 
Internal Revenue Code. In some cases, 
although a loan is issued with OID, the 
amount of OlD is treated as zero. See 
§ 1273(a)(3) and § 1.1273-1 (d) (con
cerning de minimis OID). 

.02 Points treated as paid when a 
loan is originated generally reduce the 
issue price of the loan. See § 1.1273-
2(g) (concerning the effect of certain 
cash payments on the issue price of a 
loan). Thus, all points charged on a 
loan create or increase OlD on the 
loan. As used in this revenue proce
dure, the term "points" refers only to 
amounts charged for the use or for
bearance of money. 

.03 Section 1.1272-3 allows a holder 
of a debt instrument to elect to use a 
constant yield method to account for all 
interest that accrues on the instrument. 
For purposes of this election, interest 
includes stated interest, acquisition dis
count, OID, de minimis OID, market 
discount, de minimis market discount, 
and unstated interest, as adjusted by 
any amortizable bond premium or 
acquisition premium. A holder may 
make the election only for a debt 
instrument acquired on or after April 4, 
1994. Section 1.1272-3( d) provides 
rules for the time and manner of 
making the election under § 1.1272-3. 

.04 Section 446(e) and § 1.446-I(e) 
state that, except as otherwise provided, 
a taxpayer must obtain the consent of 

the Commissioner to change a method 
of accounting for federal income tax 
purposes. 

.05 Section 1.446-1(e)(3)(i) requires 
that, in order to obtain the Commis
sioner's consent to change a method of 
accounting, a Form 3115, Application 
for Change in Accounting Method, 
generally must be filed within 180 days 
after the beginning of the taxable year 
in which the proposed change is to be 
made. 

.06 Section 1.446-1(e)(3)(ii) author
izes the Commissioner to prescribe 
administrative procedures setting forth 
the limitations, terms, and conditions 
deemed necessary to permit a taxpayer 
to obtain consent to change its method 
of accounting in accordance with 
§ 446(e). 

.07 When taxable income for a tax
able year is computed under a method 
of accounting that is different from the 
method used to compute taxable in
come for the preceding taxable year, 
§ 481 (a) requires the taxpayer to take 
into account those adjustments neces
sary to prevent amounts from being 
duplicated or omitted. 

.08 The Commissioner may deter
mine that certain changes in methods 
of accounting are to be effected on a 
. 'cut-off" basis. If a change is made on 
a cut-off basis, only the items arising 
on or after the beginning of the year of 
change (or other operative date) are 
accounted for under the new method of 
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accounting. Any items ansmg prior to 
that date continue to be accounted for 
under the former method of accounting. 
When a change is made on a cut-off 
basis, no items of income or deduction 
are duplicated or omitted, and therefore 
no § 481 (a) adjustment is necessary. 
Section 2.05(3) of Rev. Proc. 92-20, 
1992-1 C.B. 685, 689. 

. 09 Section 6001 and the regulations 
thereunder require taxpayers to keep 
permanent books of account or records 
to establish the amount of gross income 
for a taxable year. 

. 10 Rev. Proc. 94-28, page 614, this 
Bulletin, provides procedures for tax
payers to effect timely changes in their 
methods of accounting to comply with 
the final regulations dealing with OlD 
and other related matters. 

SEC. 3. SCOPE OF THE 
PRINCIPAL-REDUCTION METHOD 
AND OTHER DEFINITIONS 

.01 Loans. 
The principal-reduction method (de

scribed in section 5 below) applies only 
to loans that-

(1) Are acquired by the taxpayer at 
origination, 

(2) Do not have OlD or, because the 
OlD is de minimis under § 1.1273-
led), are treated as not having OlD, 

(3) Are not issued at a premium, 
(4) Are not subject to the election 

under § 1.1272-3, and 
(5) Produce ordinary gain or loss 

when sold or exchanged by the 
taxpayer. 

.02 Terms defined in the general 
method change revenue procedure. 

Except to the extent explicitly 
provided in this revenue procedure, the 
following terms have the meaning 
given to them by Rev. Proc. 92-20 (or 
its then-current successor): 

• Taxpayer (See section 3.01 of 
Rev. Proc. 92-20), 

• Under examination (See section 
3.02 of Rev. Proc. 92-20), 

• Year of change (See section 3.03 
of Rev. Proc. 92-20), and 

• Filed (See section 3.04 of Rev. 
Proc. 92-20). 

SEC. 4. APPLICATION 

.01 Use of the principal-reduction 
method. 

The principal-reduction method of 
accounting, which is described in sec-
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tion 5 of this revenue procedure, is a 
permissible method for use by tax
payers to account for de minimis OlD 
(discount) on one or more categories of 
loans described in section 4.02 or 
section 4.03. If the principal-reduction 
method is used to account for any loans 
in a category of loans, the method must 
be used for the entire category of loans. 
As is more fully described in section 5, 
if the method is used for more than one 
category, separate data for each cate
gory must be kept, and the computa
tions must be made separately for each 
category . 

If a taxpayer desires to change its 
method of accounting to the principal
reduction method, the taxpayer must 
follow the instructions in sections 8 
and 9 of this revenue procedure. 

If a taxpayer does not already have a 
method of accounting for discount on 
one or more categories of loans, the 
taxpayer may adopt the principal
reduction method for discount on any 
or all of those categories of loans by 
using it on a federal income tax return. 
The taxpayer must attach to this return 
a statement identifying the categories 
of loans to which the new method will 
apply and describing any "additional 
categories" permitted under section 
4.03 of this revenue procedure. 

.02 Standard categories of loans. 
The standard categories are: 
Category (1) Loans that are secured 

by 1- to 4-family residential real 
property and are not home equity lines 
of credit or construction loans. 

Category (2) Loans that are con
struction loans with original terms not 
greater than three years. 

Category (3) Loans that are secured 
by real property, are not contained in 
Category (1) or Category (2), and are 
not home equity lines of credit. 

Category (4) Loans that are con
sumer loans with original terms not 
greater than seven years, are not 
secured by real property, and are not 
revolving credit loans. 

.03 Additional categories of loans. 
The principal-reduction method also 

may be used for discount on loans that 
are described in section 3.01 but are 
not in one of the standard categories 
described in section 4.02. This use is 
permissible, however, only if the tax
payer defines one or more additional 
categories of loans that are sufficiently 
homogeneous so that use of the 
principal-reduction method for those 
additional categories clearly reflects the 

taxpayer's income. In particular, each 
additional category must consist solely 
of loans of comparable duration. For 
this purpose, duration means the 
weighted average time to expected 
payments of principal (including ex
pected prepayments of principal). The 
weighted average is computed using 
the present value at issue of the 
expected payments and prepayments . 

SEC. 5. PRINCIPAL-REDUCTION 
METHOD OF ACCOUNTING 

Under the principal-reduction method 
of accounting for discount-

.01 As of the date each loan in a 
category is acquired, the taxpayer's 
basis in the loan is deemed to be the 
loan's stated principal amount. All of 
the gain represented by the discount on 
the loan is recognized solely under the 
principal-reduction method described in 
this revenue procedure. 

.02 The required computations must 
be made monthly. Thus, the computa
tion period referred to below is the 
month (or that portion of a month that 
falls within a short taxable year). 

.03 At the start of each computation 
period, the taxpayer must record and 
retain the following information for 
each category of loans for which the 
taxpayer is using the principal
reduction method: 

(1) Unpaid stated principal as of the 
end of the prior period of all loans in 
the category that were held at the end 
of the prior period (Starting Principal). 

(2) Unrecognized discount as of the 
end of the prior period (Starting 
Discount). 

For the initial computation period, 
Starting Principal and Starting Discount 
are zero. 

.04 During each computation period, 
the taxpayer must record and retain the 
following information for each category 
of loans for which the taxpayer is using 
the principal-reduction method: 

(1) The stated principal amount at 
the time of acquisition of all loans in 
the category that were acquired at 
origination by the taxpayer at any time 
during the period, whether or not they 
are still held by the taxpayer at the end 
of the period (Current Principal). This 
amount includes loans in the category 
that are acquired as refinancings of, or 
in exchange for, loans previously held 
by the taxpayer. Thus, if a loan 
(whether or not in the category) is 
modified and the modification results 



under § 100 I in a deemed sale or 
exchange of the old loan for a new one 
that is in the category, the stated 
principal amount of the new loan is 
included in Current Principal. 

(2) The aggregate discount (includ
ing discount attributable to points) at 
the time of acquisition on all loans 
described in section 5.04(1) of this 
revenue procedure (Current Discount). 

(3) The unpaid stated principal 
amount of all loans in the category that 
are still held by the taxpayer at the end 
of the period (Ending Principal). Thus, 
Ending Principal does not include the 
stated principal amount of loans dis
posed of in refinancings or exchanges 
during the period. Ending Principal 
does not include rights (such as mort-

gage servicing rights) that are retained 
on the sale of a loan, except to the 
extent that those rights represent a 
participation interest in the stated prin
cipal amount of the original loan. 
Ending Principal does not include the 
stated principal amount of any loan to 
the extent charged off by the taxpayer 
during the period. Except as provided 
in the following sentence, if the tax
payer has foreclosed on the property 
securing a loan, neither the unpaid 
stated principal on the loan nor any 
remaining deficiency on the loan is 
counted as part of Ending Principal. If 
property securing a loan is acquired in 
a transaction governed by § 595 and 
the property has not been disposed of 
before the end of the period, Ending 

Principal includes the unpaid stated 
principal of the loan immediately be
fore the transaction in which the 
property was acquired. 

.05 The discount taken into account 
as gain (Recognized Discount) during 
each computation period is the portion 
of total discount that corresponds to the 
portion of principal recovered during 
the period. For this purpose, Recog
nized Discount is the product of the 
sum of Starting Discount plus Current 
Discount times a fraction the de
nominator of which is the sum of 
Starting Principal plus Current Princi
pal and the numerator of which is the 
excess of the denominator over Ending 
Principal. 

This section 5.05 can be restated as: 

R = (DStart + Dcurrent) X ([PStart + PCurrent - PEnd] / [PStart + PCurrent]) 

where-

P Start 
DStart 
PCurrent 
DCurrent 
PEnd 

and 

= Starting Principal 
= Starting Discount 
= Current Principal 
= Current Discount 

Ending Principal 

R = Recognized Discount 

.06 The unrecognized discount at the 
end of the period (Ending Discount) is 
the excess of the sum of Starting 
Discount plus Current Discount over 
Recognized Discount. This amount 
must be used as Starting Discount for 
the next period. 

This section 5.06 can be restated as: 

DEnd = DStart + DCurrent - R. 

where-

DEnd = Ending Discount 

.07 Ending Principal for the current 
period must be used as Starting Princi
pal for the following period. 

.08 The discount recognized as gain 
during a taxable year is the sum of the 
Recognized Discount for all computa
tion periods comprising the year. 

.09 For each period, the amounts 
referred to above must be recorded and 
separately retained as part of the tax
payer's tax books and records. See 
§ 6001 and the regulations thereunder. 
These records must be maintained as 
separate tax records and not merely as 
a set of adjustments to book figures. 
These records must affirmatively dem
onstrate the period-to-period consis-

tency required by subsections .06 and 
.07 above. 

SEC. 6. EXAMPLE 

.01 T properly adopts the method 
described in section 5 for all of the 
loans that it acquires that are described 
in Category (I) in section 4.02. 

.02 For Ts first month in operation, it 
acquired at origination loans in Category 
(1) with an aggregate stated principal 
amount of $10,000,000 at the time of 
acquisition. The sum of the discount 
with which these loans were acquired is 
$400,000. At the end of the month, 
$9,000,000 was the outstanding stated 
principal amount on the Category (I) 
loans still held by T. Thus, the discount 
recognized during the month is $40,000. 
That figure is derived as follows: 

R = (DStart + DCurrent) X ([P Start + P Current - PEnd] / [P Start + P Current]) 

= ($0 + $400,000) X ([$0 + $10,000,000 - $9,000,000] / [$0 + $10,000,000]) 

= ($400,000) X ($1,000,000/$10,000,000) 

= $400,000 X 0.1 

= $40,000 

The amount of unrecognized discount at the end of the month is $360,000. This figure is derived as follows: 
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D End = D Start + DCurrent - R 

= $0 + $400,000 - $40,000 

= $360,000 

.03 In the second month of operation, T acquired at ongmation $23,000,000 in Category (1) loans with a total of 
$760,000 in discount at the time of acquisition. At the end of the month, $28,000,000 was the outstanding stated principal 
amount on Category (1) loans still held by T. Thus, the discount recognized during the second month is $140,000. This 
figure is derived as follows: 

R = (DStart + DCurrent) x ([PStart + PCurrent - PEnd] / [PStart + PcurrentD 

= ($360,000 + $760,000) X ($9,000,000 + $23,000,000 - $28,000,000) / ($9,000,000 + $23,000,000) 

= $1,120,000 X ($4,000,000/$32,000,000) 

= $1,120,000 X 0.125 

= $140,000 

The amount of unrecognized discount at the end of the month is $980,000 of discount. This figure is derived as follows: 

D End = D Start + DCurrent - R 

= $360,000 + $760,000 - $140,000 

= $980,000 

SEC. 7. CONSENT 

.01 Waiver. For method changes re
quested under this revenue procedure, 
under the authority in § 1.446-1(e)(3)
(ii), the Commissioner waives the 
provision in § 1.446-1(e)(3)(i) that 
otherwise would have required the 
taxpayer to file an application within 
180 days after the beginning of the 
taxable year for which the change is to 
be made. See section 9 below for the 
time by which this application must be 
filed. 

.02 Consent. Under § 1.446-1(e)(2)
(i), the Commissioner grants consent 
for a taxpayer to change to the 
principal-reduction method described in 
section 5 for one or more categories of 
loans described in section 4.02 or 4.03 
of this revenue procedure, using the 
cut-off procedure described in section 
8. This consent is granted for the tax
able year (year of change) for which 
the taxpayer makes a request in the 
manner described in section 9. The 
taxpayer also must comply with the 
provisions of this revenue procedure in 
all other respects. See subsection .04 
below. Consent is not granted, how
ever, if the taxpayer, at the time for 
filing the Form 3115 required under 
section 9 of this revenue procedure, is 
the subject of a criminal investigation 
or proceeding concerning (1) directly 
or indirectly, any issue relating to the 
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taxpayer's federal tax liability for any 
taxable year, or (2) the possibility of 
false or fraudulent statements made by 
the taxpayer with respect to any issue 
relating to its federal tax liability for 
any taxable year. 

.03 Exclusive procedure. This reve
nue procedure is the exclusive way for 
taxpayers to obtain the Commissioner's 
consent to change to the principal
reduction method. 

.04 Compliance with conditions. If a 
taxpayer to which this revenue proce
dure applies changes to the principal
reduction method without authorization 
or without complying with all the 
provisions of this revenue procedure, 
the taxpayer has initiated a change in 
method of accounting without obtaining 
the consent of the Commissioner re
quired by § 446( e). 

SEC. 8. CUT-OFF PROCEDURE 
FOR CHANGE 

.01 General provisions. 
If a taxpayer is changing to the 

principal-reduction method for one or 
more categories of loans, the taxpayer 
must employ the "cut-off" procedure 
described in this section 8. A taxpayer 
may request as the year of change any 
taxable year ending on or after Decem
ber 22, 1992, for which the taxpayer 
has the information that sections 5, 8, 
and 9 require it to record and retain. 

(1) Except as provided in section 
8.03, the cut-off date is the first day of 
the year of change. 

(2) The principal-reduction method 
applies only to loans that were acquired 
on or after the cut-off date. This 
revenue procedure does not grant con
sent to a taxpayer to change its prior 
method of accounting for discount on 
loans that were acquired before the cut
off date. The taxpayer must maintain 
books and records sufficient to satisfy 
the District Director that old and new 
loans have been adequately segregated. 
See Rev. Proc. 94-30, page 621, this 
Bulletin for procedures to be followed 
by taxpayers that want to change their 
method of accounting for points on the 
old loans. 

.02 No audit protection. 
A taxpayer that receives consent to 

change one or more methods of ac
counting under this revenue procedure 
does not thereby obtain audit protection 
with respect to its method of account
ing for discount on loans acquired prior 
to the cut-off date. 

.03 Special provisions if the year of 
change contains December 22, 1992, or 
April 4, 1994. 

Notwithstanding section 8.01(1) of 
this revenue procedure-

(1) If the year of change contains 
December 22, 1992, the taxpayer must 
choose December 22, 1992, as the cut
off date. 



(2) If the year of change contains 
April 4, 1994, the taxpayer may choose 
April 4, 1994, as the cut-off date. 

SEC. 9. HOW TO REQUEST A 
CHANGE TO THE PRINCIPAL
REDUCTION METHOD 

. 01 Filing of the Form 3115. A 
taxpayer requesting to change to the 
principal-reduction method described in 
section 5 must complete and file in 
duplicate a current Form 3115. Except 
as provided in section 9.03 below, the 
original of the Form 3115 must be 
attached to the taxpayer's timely filed 
(including extensions) federal income 
tax return for the year of change. A 
copy of the Form 3115 must be filed 
with the National Office of the Internal 
Revenue Service, addressed to the 
Commissioner of Internal Revenue, 
CC:DOM:IT&A, P.O. Box 7604, Ben
jamin Franklin Station, Washington, 
D.C. 20224. This copy must be filed no 
later than the date the Form 3115 is 
filed with the federal income tax 
return. No user fee is required for a 
filing under this section 9.01. A Form 
3115 filed pursuant to this revenue 
procedure will not be acknowledged. 

.02 Additional information, repre
sentations, and conditions. 

(1) Written statement. On a signed 
written statement attached to the Form 
3115, the taxpayer must (a) identify the 
cut-off date, (b) identify the categories 
of loans to which the new method will 
apply, (c) describe any "additional 
categories" permitted under section 
4.03 of this revenue procedure, and (d) 
state that it agrees to all the conditions 
of this revenue procedure. 

(2) Labeling the Form 3115. In 
order to assist in the processing of the 
change in method of accounting and to 

SECTION I. 

SECTION 2. 

SECTION 3. 

SECTION 4. 

PURPOSE 

BACKGROUND 

SCOPE 

DEFINITIONS 
.01 Cut-off date 

ensure proper handling, reference to 
this revenue procedure must be made a 
part of the Form 3115 by either typing 
or legibly printing the following state
ment at the top of page 1 of Form 
3115: "AUTOMATIC CHANGE 
FILED UNDER REV. PROC. 94-29." 

(3) Signature for the Form 3115 . 
The Form 3115 must be signed by or 
on behalf of the taxpayer requesting the 
change by an individual with the 
authority to bind the taxpayer in such 
matters. For example, an officer must 
sign on behalf of a corporation. See the 
signature requirements in the General 
Instructions for Form 3115. If the 
taxpayer is a member of a consolidated 
group, a Form 3115 submitted on be
half of the taxpayer must be signed by 
a duly authorized officer of the com
mon parent. See § 1.1502-77. 

(4) Authorized taxpayer representa
tive. If an agent is authorized to 
represent the taxpayer before the Serv
ice, to receive the original or a copy of 
correspondence concerning the request, 
or to perform any other act(s) regarding 
the Form 3115 on behalf of the tax
payer, a power of attorney reflecting 
that authorization should be attached to 
the Form 3115. A taxpayer's represent
ative without a power of attorney to 
represent the taxpayer will not be given 
any information regarding the Form 
3115. 

.03 Amended return. 
If the federal income tax return for 

the year of change is filed before June 
17, 1994, the taxpayer must file an 
amended return for the year of change 
no later than December 31, 1994. The 
taxpayer must attach the Form 3115 to 
the amended return for the year of 
change. The principal-reduction method 
must be appropriately reflected on the 
amended return for the year of change 

CONTENTS 

.02 Current inclusion method 

.03 Deferred recognition method 

and on returns (or amended returns 
filed by December 31, 1994) for tax
able years after the year of change. 

SEC. 10. EFFECT ON OTHER 
DOCUMENTS 

The following revenue rulings are 
obsolete: 

• Rev. Rul. 216, 1953-2 C.B. 38 
(concerning the "composite" 
method of accounting for mort
gage acquisition costs); 

• Rev. Rul. 54-367, 1954-2 C.B. 
109 (concerning the "composite" 
method of accounting for 
discount); 

• Rev. Rul. 64-278, 1964-2 C.B. 
120 (concerning the "liquidation" 
method of accounting for 
discount); 

• Rev. Rul. 70-540, 1970-2 C.B. 
101 (concerning the treatment of 
points, commitment fees, and serv
ice fees by the lender) to the 
extent of any discussion concern
ing the treatment of points by the 
lender; and 

• Rev. Rul. 74-607, 1974-2 C.B. 
149 (concerning the treatment of 
points by a lender that uses the 
accrual method of accounting). 

SEC. 11. EFFECTIVE DATE 

This revenue procedure is effective 
on April 4, 1994. 

26 CFR 601.204: Change in accounting 
periods and in methods of accounting. 
(Also Part 1. §§ 446. 481. 1272. 1273: 1.446-
1. 1.481-1. 1.1272-1. 1.1273-1. 1.1273-2.) 

Rev. Proc. 94-30 

.04 Terms defined in the general method change revenue procedure 

SECTION 5. METHOD TO BE USED 
.01 Points accounted for on the current inclusion method 
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.02 Points accounted for on a deferred recognition method 

.03 Revised loan liquidation method 

SECTION 6. MANNER OF EFFECTING THE CHANGE 
.01 Year of change 
.02 Points accounted for on the current inclusion method 

(1) Section 481 (a) adjustment 
(2) Section 481 (a) adjustment period 

.03 Points accounted for on a deferred recognition method 

.04 Audit protection 

SECTION 7. CONSENT 
.01 Waiver 
.02 Consent 
.03 Exclusive procedure 
.04 Compliance with conditions 
.05 Books and records 

SECTION 8. PROCEDURES FOR REQUESTING CONSENT 
.01 Filing of the Form 3115 
.02 Additional information, representations, and conditions 

(1 ) Labeling the Form 3115 
(2) Written statement 
(3) Signature for the Form 3115 
(4) Authorized taxpayer representative 

.03 No user fee 

SECTION 9. EFFECTIVE DATE 

SECTION 1. PURPOSE 

Rev. Proc. 94-28, page 614, this 
Bulletin, and Rev. Proc. 94-29, page 
616, this Bulletin, provide procedures 
for taxpayers to change their methods 
of accounting for de minimis original 
issue discount, including de minimis 
original issue discount attributable to 
points. Under those procedures, how
ever, the new methods of accounting 
apply only to loans acquired on or after 
certain "cut-off dates." This revenue 
procedure applies to loans acquired 
before the applicable cut-off dates and 
prescribes the only methods of account
ing to which taxpayers may change for 
these loans. This revenue procedure 
also provides an exclusive automatic 
consent procedure for taxpayers that 
want to change to one of these 
methods. 

SEC. 2. BACKGROUND 

.01 On February 2, 1994, the Service 
published final rules for the treatment 
of original issue discount (OlD), de 
minimis OlD, stated interest, and un
stated interest. See generally §§ 1.163-
7, 1.446-2, 1.483-1 through 1.483-3, 
1.1001-1(g), 1.1012-l(g), and 1.1271-
o through 1.1275-5 of the Income Tax 
Regulations (T.D. 8517, page 38, this 
Bulletin). 
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.02 Section 1.163-7 and §§ 1.1271-
o through 1.1275-5 provide final rules 
for the treatment of OlD, including de 
minimis OlD. In general, the regula
tions apply to debt instruments issued 
on or after April 4, 1994. Taxpayers, 
however, may rely on the regulations 
for debt instruments issued on or after 
December 22, 1992, and before April 
4, 1994. Sections 1.163-7(e) and 
1.1271-0(a). 

.03 Points treated as paid when a 
loan is originated generally reduce the 
issue price of the loan. See § 1.1273-
2(g) (concerning the effect of certain 
cash payments on the issue price of a 
loan). Thus, all points charged on a 
loan create or increase OlD on the 
loan. As used in this revenue proce
dure, the term "points" refers only to 
amounts charged for the use or for
bearance of money. 

.04 Rev. Proc. 94-28 provides pro
cedures for taxpayers to effect timely 
changes in their methods of accounting 
to comply with the final regulations 
dealing with OlD and other related 
matters. Because these changes are 
made on a cut-off basis, a method of 
accounting used prior to the adoption 
of the method provided in the final 
regulations is not changed for loans 
issued prior to the cut-off date that is 
chosen by the taxpayer under section 4 
of Rev. Proc. 94-28. 

.05 Rev. Proc. 94-29 permits certain 
taxpayers to use the principal-reduction 
method of accounting-an aggregate 
method of accounting for discount on 
loans that do not have OlD or, because 
the OlD is de minimis under § 1.1273-
l(d), are treated as not having OlD. 
Rev. Proc. 94-29 also describes how 
eligible taxpayers may change to the 
principal-reduction method. Because 
the change to the principal-reduction 
method is made on a cut-off basis, a 
method of accounting used prior to the 
adoption of the principal-reduction 
method is not changed for loans 
acquired prior to the cut-off date that is 
chosen by the taxpayer under section 8 
of Rev. Proc. 94-29. 

.06 Rev. Rul. 70-540, 1970-2 c.B. 
101, amplified by Rev. Rul. 74-607, 
1974-2 C.B. 149, provided guidance 
concerning when points charged by a 
lending institution in connection with 
making real estate mortgage loans were 
to be included in the income of the 
lending institution. The holdings in 
these rulings concerning the treatment 
of points by lenders were made ob
solete by Rev. Proc. 94-29. 

.07 For a bank or similar taxpayer 
using the cash receipts and disburse
ments method of accounting, Rev. Rul. 
64-278, 1964-2 C.B. 120, provided the 
"liquidation method" of accounting to 
determine the amount of interest taken 



into account from loans made at a 
discount. Under the liquidation method, 
the taxpayer took into account unrecog
nized discount in the same proportion 
that the amount of loan principal 
liquidated during each month bore to 
the total loan principal outstanding at 
the beginning of the month. Rev. Rul. 
64-278 was made obsolete by Rev. 
Proc. 94-29. 

.08 Rev. Rul. 216, 1953-2 C.B. 38, 
permitted mutual savings banks, build
ing and loan associations, and coopera
tive banks to amortize mortgage ac
quisition costs on a composite basis. 
Rev. Rul. 54-367, 1954-2 C.B. 109, 
permitted mutual savings banks that 
were carrying large numbers of 
interest-bearing mortgages purchased at 
a discount to elect to report those 
purchase discounts on a composite 
basis. Rev. Rul. 216 and Rev. Rul. 54-
367 were made obsolete by Rev. Proc. 
94-29. 

. 09 Section 446(e) and § 1.446-1 (e) 
state that, except as otherwise provided, 
a taxpayer must obtain the consent of 
the Commissioner to change a method 
of accounting for federal income tax 
purposes. 

.l0 Section 1.446-1(e)(3)(i) requires 
that, in order to obtain the Commis
sioner's consent to change a method of 
accounting, a Form 3115, Application 
for Change in Accounting Method, 
generally must be filed within 180 days 
after the beginning of the taxable year 
in which the proposed change is to be 
made. 

.11 Section 1.446-1(e)(3)(ii) author
izes the Commissioner to prescribe 
administrative procedures setting forth 
the limitations, terms, and conditions 
deemed necessary to permit a taxpayer 
to obtain consent to change its method 
of accounting In accordance with 
§ 446(e). 

.12 When taxable income for a tax
able year is computed under a method 
of accounting that is different from the 
method used to compute taxable in
come for the preceding taxable year, 
§ 481 (a) requires the taxpayer to take 
into account those adjustments neces
sary to prevent amounts from being 
duplicated or omitted. 

.13 Section 481(c) and § 1.481-5 
provide that the adjustme~ts required 
by § 481 (a) may be take.n mto a~count 
in determining taxable mcome In the 
manner and subject to the conditions 
agreed to by the Commissioner and the 
taxpayer. 

.14 The Commissioner may deter
mine that certain changes in methods 
of accounting are to be effected on a 
cut-off basis. If a change is made on a 
cut-off basis, only the items arising on 
or after the beginning of the year of 
change (or other operative date) are 
accounted for under the new method of 
accounting. Any items arising prior to 
that date continue to be accounted for 
under the former method of accounting. 
When a change is made on a cut-off 
basis, no items of income or deduction 
are duplicated or omitted, and therefore 
no adjustment is necessary under 
§ 481(a). Section 2.05(3) of Rev. Proc. 
92-20, 1992-1 C.B. 685, 689. 

.15 Section 6001 and the regulations 
thereunder require taxpayers to keep 
permanent books of account or records 
to establish the amount of gross income 
for a taxable year. 

SEC. 3. SCOPE 

.0 I Except as provided in sections 
3.02 and 3.03, a taxpayer is eligible to 
use this revenue procedure to change 
its method of accounting if the 
taxpayer-

(1) Is changing its method of ac
counting for de minimis OlD under 
Rev. Proc. 94-29 and the year of 
change under that revenue procedure is 
not later than the first taxable year 
beginning after April 4, 1994; or 

(2) Is changing its method of ac
counting for de minimis OlD under 
Rev. Proc. 94-28 (under which the year 
of change may be no later than the first 
taxable year beginning after April 4, 
1994). 

.02 This revenue procedure does not 
apply to a taxpayer that, at the time of 
the filing of the Form 3115 required by 
section 8.01 below, is the subject of a 
criminal investigation or proceeding 
concerning (1) directly or indirectly, 
any issue relating to the taxpayer's 
federal tax liability for any taxable 
year, or (2) the possibility of false or 
fraudulent statements made by the tax
payer with respect to any issue relating 
to its federal tax liability for any 
taxable year. 

.03 In the case of loans that are 
being accounted for under a deferred 
recognition method, as defined in sec
tion 4.03 below, this revenue procedure 
may not be used to change the method 
of accounting for those loans if, at the 
time of the filing of the Form 3115 
required by section 8.01 below, the 

taxpayer is described in one of the 
following paragraphs-

(1) The taxpayer is under exami
nation for any taxable year. However, 
if the taxpayer is not under examina
tion on April 4, 1994, or on that date 
the taxpayer was eligible to file a Form 
3115 to change from that deferred 
recognition method under section 6 of 
Rev. Proc. 92-20, this section 3.03(1) 
does not prevent this revenue procedure 
from applying to the taxpayer if the 
taxpayer complies with section 8.01 (3) 
below. 

(2) The taxpayer is before an ap
peals office of the Internal Revenue 
Service with respect to an examination 
of its federal income tax return(s) for 
any taxable year, unless the taxpayer 
obtains a statement from the appeals 
officer that there is no objection to the 
proposed change in method of account
ing and attaches this statement to the 
Form 3115. See section 4.02 of Rev. 
Proc. 92-20 . 

(3) The taxpayer is before any fed
eral court with respect to an income tax 
issue arising in any taxable year, unless 
the taxpayer obtains a statement from 
counsel for the government that there is 
no objection to the proposed change in 
method of accounting and attaches this 
statement to the Form 3115. See 
section 4.03 of Rev. Proc. 92-20. 

SEC. 4. DEFINITIONS 

.01 Cut-off date. If a taxpayer is 
changing its method of accounting for 
de minimis OlD under Rev. Proc. 94-
29 and the year of change is not later 
than the first taxable year beginning 
after April 4, 1994, the cut-off date for 
purposes of this revenue procedure is 
the cut-off date chosen by the taxpayer 
under that revenue procedure. Other
wise, the cutoff date for purposes of 
this revenue procedure is the cut-off 
date chosen by the taxpayer under Rev. 
Proc. 94-28 (under which the year of 
change may be no later than the first 
taxable year beginning after April 4, 
1994). 

.02 Current inclusion method. The 
current inclusion method is a method 
that was used by certain lenders to 
account for points treated as paid at the 
origination of a loan. Under this 
method, the lender included the points 
in income in the taxable year they were 
treated as paid. 

.03 Deferred recognition method. 
The deferred recognition method is any 
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method other than the current inclusion 
method used by a lender to account for 
points (for example, the loan liquida
tion method or the composite method). 

.04 Terms defined in the general 
method change revenue procedure. Ex
cept to the extent explicitly provided in 
this revenue procedure, the following 
terms have the meaning given to them 
by Rev. Proc. 92-20 (or its then-current 
successor): 

• Taxpayer (See section 3.01 of 
Rev. Proc. 92-20), 

• Under examination (See section 
3.02 of Rev. Proc. 92-20), 

• Year of change (See section 3.03 
of Rev. Proc. 92-20), and 

• Filed (See section 3.04 of Rev. 
Proc. 92-20). 

SEC. 5. METHOD TO BE USED 

.01 Points accounted for on the cur
rent inclusion method. If a taxpayer 
described in section 3.01 was using the 
current inclusion method to account for 
points on some or all of its loans, the 
only method for those loans to which 
the taxpayer may change is either: 

(1) a method under which the dis
count (including discount attributable to 
points) on each loan is accounted for as 
stated principal payments on that loan 
are made, or 

(2) the revised loan liquidation 
method (described in section 5.03 
below). 

.02 Points accounted for on a de
ferred recognition method. 

If a taxpayer described in section 
3.01 was using a deferred recognition 
method (including the loan liquidation 
or the composite method) to account 
for points on some or all of its loans, 
the only method for those loans to 
which the taxpayer may change is the 
revised loan liquidation method (de
scribed in section 5.03 below). 

.03 Revised loan liquidation method. 
Under the revised loan liquidation 
method-

(1) The amount of discount income 
taken into account in any taxable year 
is the product of the unrecognized 
discount (including deferred points) re
maining at the end of the prior taxable 
year and the fraction described in the 
following sentence. The numerator of 
the fraction is the excess of the 
outstanding stated principal at the end 
of the prior year over the outstanding 
stated principal at the end of the 
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current year, and the denominator of 
the fraction is the outstanding stated 
principal at the end of the prior year. 
Accordingly, all unrecognized discount 
is taken into account no later than the 
taxable year in which the taxpayer no 
longer holds any of the loans that it 
held at the close of the day before the 
cut-off-date and that were being ac
counted for under the taxpayer's cur
rent inclusion or deferred recognition 
method. 

(2) Outstanding stated principal at 
the end of a year includes only out
standing stated principal on loans that 
were held by the taxpayer at the close 
of the day before the cut-off date, that 
continue to be held at the end of the 

. year, and that, immediately before the 
cut-off date, were being accounted for 
under the taxpayer's current inclusion 
or deferred recognition method. Out
standing stated principal at the end of 
the year does not include principal on 
loans that have been subject to any of 
the following during the year: refinanc
ings, exchanges, foreclosures not sub
ject to § 595, charge-offs (to the extent 
charged off), or dispositions for tax 
purposes (whether or not they are 
treated as dispositions for regulatory or 
financial accounting purposes), includ
ing dispositions of foreclosed security 
if the foreclosure was not previously 
treated as a liquidation of the underly
ing loan. In the case of a refinancing or 
exchange on or after the cut-off date, 
the new loan is accounted for as a loan 
acquired on the date of the refinancing 
or exchange and is not included in 
outstanding stated principal at the end 
of the year. Thus, the balance of out
standing stated principal declines as 
loans are liquidated and is not in
creased for any reason. 

SEC. 6. MANNER OF EFFECTING 
THE CHANGE 

.01 Year of change. The year of 
change is the taxable year that includes 
the cut-off date, as defined in section 
4.01 of this revenue procedure. 

.02 Points accounted for on the cur
rent inclusion method. In the case of 
points accounted for on the current 
inclusion method, a taxpayer effects the 
change under the following principles: 

(1) Section 481(a) adjustment. The 
§ 481 (a) adjustment is equal to: 

(a) The amount of discount that 
would have been taken into account up 
to the cut-off date if the new method of 

accounting (provided by section 5 
above) had been applied to discount on 
all loans that are included in the 
balance of outstanding stated principal 
at the end of the day before the cut-off 
date, minus 

(b) The amount of discount taken 
into account by the taxpayer up to the 
cut-off date under its current inclusion 
method with respect to all loans that 
are included in the balance of outstand
ing stated principal at the end of the 
day before the cut-off date. 

(2) Section 481 (a) adjustment 
period. A taxpayer changing its method 
of accounting for discount under this 
revenue procedure is treated as a 
taxpayer changing from a category B 
method. Accordingly, the § 481(a) 
adjustment must be taken into account 
ratably over a period not to exceed six 
taxable years, beginning with the year 
of change. The adjustment period is 
subject to being shortened under princi
ples similar to those in section 8 of 
Rev. Proc. 92-20. 

.03 Points accounted for on a de
ferred recognition method. In the case 
of points accounted for on a deferred 
recognition method, for purposes of the 
year-of-change computations under the 
revised loan liquidation method (de
scribed in section 5.03), the remaining 
unrecognized discount under the de
ferred recognition method as of the end 
of the day prior to the cut-off date 
must be used as the "unrecognized 
discount remaining at the end of the 
prior taxable year." If the cut-off date 
is other than the beginning of the year 
of change, the discount income for the 
year of change includes any discount 
accruing before the cut-off date under 
the taxpayer's deferred recognition 
method. Because the revised loan liqui
dation method is applied only to the 
remaining balance of unrecognized dis
count, there is no § 48l(a) adjustment. 

.04 Audit protection. If a taxpayer 
changes its method of accounting pur
suant to this revenue procedure, an 
examining agent may not propose that 
the taxpayer change the same method 
of accounting for any period prior to 
the cut-off date. The § 48l(a) adjust
ment allowed under section 6.02 above, 
however, is subject to verification by 
the District Director. 

SEC. 7. CONSENT 

.01 Waiver. In accordance with 
§ 1.446-1(e)(3)(ii), the Commissioner 



hereby waives the provision in 
§ 1.446-I(e)(3)(i) that otherwise would 
have required the taxpayer to file an 
application within 180 days after the 
beginning of the taxable year for which 
the change is to be made. 

.02 Consent. Under § 1.446-1(e)(2)
(i), the Commissioner grants consent 
for a taxpayer to change to a method 
described in section 5 of this revenue 
procedure for loans that were held by 
the taxpayer on the cut-off date and 
that were being accounted for under the 
taxpayer's current inclusion or deferred 
recognition method. This consent is 
granted for the taxable year (year of 
change) for which the taxpayer makes a 
request in the manner described in 
section 8 of this revenue procedure. 
The taxpayer also must comply with 
the provisions of this revenue proce
dure in all other respects. 

.03 Exclusive procedure. This reve
nue procedure is the exclusive way for 
taxpayers described in section 3 of this 
revenue procedure to obtain the Com
missioner's consent to change the 
method of accounting for points on 
loans acquired before the cut-off date. 

.04 Compliance with conditions. If a 
taxpayer to which this revenue proce
dure applies changes to a method de
scribed in section 5 of this revenue 
procedure without authorization or 
without complying with all of the pro
visions of this revenue procedure, the 
taxpayer has initiated a change in 
method of accounting without obtaining 
the consent of the Commissioner re
quired by § 446(e). 

.05 Books and records. The taxpayer 
must maintain books and records suffi
cient to satisfy the District Director that 
loans subject to this revenue procedure 
have been adequately segregated from 
all other loans. 

SEC. 8. PROCEDURES FOR 
REQUESTING CONSENT 

.01 Filing of the Form 3115. A 
taxpayer that desires to change its 
method of accounting pursuant to this 
revenue procedure must satisfy the 
following requirements: 

(1) The taxpayer must file a current 
Form 3115 for the taxable year (year of 
change) that includes the cut-off date. 

(2) Except as provided in section 
8.0 I (3) of this revenue procedure, t.he 
taxpayer must file the Form 3115 wIth 
its timely filed (mcludmg extenslOns) 
federal income tax return for the year 

of change. If the taxpayer, however, 
has filed a federal income tax return 
for the year of change prior to June 17, 
1994, the Form 3115 may be attached 
to an amended return for the year of 
change, provided the amended return is 
filed not later than December 31, 1994, 
and provided the new method is ap
propriately reflected on returns (or 
amended returns filed by December 31, 
1994) for taxable years after the year 
of change. 

(3) If a taxpayer is under examina
tion on April 4, 1994, or becomes a 
taxpayer under examination after April 
4, 1994, and before the Form 3115 is 
filed but the taxpayer is nevertheless 
eligible to file the Form 3115 under 
this revenue procedure, the taxpayer 
must deliver the original Form 3115 to 
the District Director for the district 
with jurisdiction over the most recent 
taxable year before an examining agent. 
The Form 3115 must be delivered by 
the later of July 17, 1994, or 90 days 
after the taxpayer becomes a taxpayer 
under examination. A taxpayer that has 
so delivered the Form 3115 must, at 
the time the original Form 3115 is 
delivered, (a) deliver a copy of the 
Form 3115 to the principal examining 
agent or team coordinator examining 
the return for the most recent taxable 
year before any examining agent; and 
(b ) deliver a copy of the Form 3115 to 
the District Director for any other 
district that is examining one of the 
taxpayer's taxable years. In addition, 
the taxpayer must comply with section 
8.01(2) of this revenue procedure, 
substituting a copy of the Form 3115 
for the original that section 8.01(2) 
would otherwise have required, and the 
return (or returns) described in that 
section must reflect the change. If the 
year of change begins after the original 
Form 3115 is filed under this section 
8.01(3), the application must be com
pleted in all respects except for the 
amount of the § 481 (a) adjustment, if 
any, the gross receipts and taxable 
income amounts for the year imme
diately preceding the year of change, 
and the statement required by section 
8.02 below. However, this information 
must be included with the copy of the 
Form 3115 that is filed to comply with 
section 8.01(2). 

.02 Additional information, repre
sentations, and conditions. 

(l) Labeling the Form 3115. In 
order to assist in the processing of the 
change in method of accounting and to 
ensure proper handling, reference to 

this revenue procedure must be made a 
part of the Form 3115 by either typing 
or legibly printing the following state
ment at the top of page 1 of Form 
3115: "AUTOMATIC CHANGE 
FILED UNDER REV. PROC. 94-30." 

(2) Written statement. On a signed 
written statement attached to the Form 
3115, the taxpayer must (a) identify the 
cut-off date, (b) identify the outstand
ing stated principal and unrecognized 
discount as of the cut-off date with 
respect to all loans that the taxpayer 
will account for pursuant to this 
revenue procedure, and (c) state that it 
agrees to all the conditions of this 
revenue procedure. 

(3) Signature for the Form 3115. 
The Form 3115 must be signed by or 
on behalf of the taxpayer requesting the 
change by an individual with the 
authority to bind the taxpayer in such 
matters. For example, an officer must 
sign on behalf of a corporation. See the 
signature requirements in the General 
Instructions for Form 3115. If the 
taxpayer is a member of a consolidated 
group, a Form 3115 submitted on be
half of the taxpayer must be signed by 
a duly authorized officer of the com
mon parent. See § 1.1502-77. 

(4) Authorized taxpayer representa
tive. If an agent is authorized to 
represent the taxpayer before the Serv
ice, to receive the original or a copy of 
correspondence concerning the request, 
or to perform any other act(s) regarding 
the Form 3115 on behalf of the tax
payer, a power of attorney reflecting 
that authorization should be attached to 
the Form 3115. A taxpayer's represent
ative without a power of attorney to 
represent the taxpayer will not be given 
any information regarding the Form 
3115. 

.03 No user fee. No user fee is 
required for an application made under 
this revenue procedure. 

SEC. 9. EFFECTIVE DATE 

This revenue procedure is effective 
on April 4, 1994. 

26 CFR 601.105: Examination of returns alld 
claims for refund. credit. or abatemellt; 
determillatioll of correct tax liability. 
(Also Part 1. § 911. 1.911-1) 

Rev. Proc. 94-31 

SECTION 1. PURPOSE 

01. This revenue procedure provides 
information to any individual who 
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failed to meet the eligibility require
ments of § 911(d)(l) of the Internal 
Revenue Code because adverse condi
tions in a foreign country precluded the 
individual from meeting those require
ments for taxable year 1993. 

02. The Internal Revenue Service 
previously has listed countries for 
which the eligibility requirements of 
§ 911(d)(l) of the Code are waived 
under § 911(d)(4) because of adverse 
conditions in those countries during the 
time periods stated. See Rev. Proc. 94-
15, page 575, this Bulletin, Rev. Proc. 
92-63, 1992-2 C.B. 421, Rev. Proc. 
91-29, 1991-1 C.B. 562, and Rev. 
Proc. 90-55, 1990-2 C.B. 638. This 
revenue procedure relists countries 
where the adverse conditions are still in 
effect, adds countries where periods of 
adverse conditions occurred after the 
compilation of the list in Rev. Proc. 
94-15, and removes countries where 
the adverse conditions ended after com
pilation of the list in Rev. Proc. 94-15. 
Rev. Proc. 94-15, Rev. Proc. 92-63, 
Rev. Proc. 91-29, and Rev. Proc. 90-
55 remain in full force and effect; the 

Country 

Afghanistan 
Algeria 
Angola 
Bosnia and 
Herzegovina 
Congo 
Croatia 
Haiti 
Iran 
Lebanon 
Liberia 
Somalia 
Tajikistan 
1) Macedonia 
2) Montenegro 
2) Serbia 
Sudan 
Zaire 

older periods listed therein are omitted 
from this revenue procedure solely for 
brevity. 

SEC. 2. BACKGROUND 

01. Section 911(a) of the Code 
allows a "qualified individual," as de
fined in § 911 (d)(l), to exclude foreign 
earned income and housing cost 
amounts from gross income. Section 
911 (c )(3) allows a qualified individual 
to deduct housing cost amounts from 
gross income. 

02. Section 911(d)(l) of the Code de
fines the term "qualified individual" as 
an individual whose tax home is in a 
foreign country and who is (A) a citizen 
of the United States and establishes to 
the satisfaction of the Secretary of the 
Treasury that the individual has been a 
bona fide resident of a foreign country 
or countries for an uninterrupted period 
that includes an entire taxable year, or 
(B) a citizen or resident of the United 
States who, during any period of 12 
consecutive months, is present in a 
foreign country or countries during at 
least 330 full days. 

Date of Departure 

03. Section 911(d)(4) of the Code 
provides an exception to the eligibility 
requirements of § 911 (d)(1). An in
dividual will be treated as a qualified 
individual with respect to a period in 
which the individual was a bona fide 
resident of, or was present in, a foreign 
country if the individual left the 
country during a period for which the 
Secretary of the Treasury, after con
sultation with the Secretary of State, 
determines that individuals were re
quired to leave because of war, civil 
unrest, or similar adverse conditions 
that precluded the normal conduct of 
business. An individual must establish 
that but for those conditions the indi
vidual could reasonably have been ex
pected to meet the eligibility 
requirements. 

04. For purposes of § 911(d)(4) of 
the Code, the Secretary of the Treasury 
in consultation with the Secretary of 
State, has determined that war, civil 
unrest, or similar adverse conditions 
that precluded the normal conduct of 
business existed in the following coun
tries during the specified periods: 

On or After 

April 23, 1979 
December 10, 1993 
October 31, 1992 
April 7, 1992 

On or Before 

(still in effect) 
(still in effect) 
March 1, 1993 
(still in effect) 

June 15, 1993 
April 7, 1992 
October 29, 1991 
September 1, 1978 
August 31, 1979 
October 20, 1992 
December 21, 1990 
October 24, 1992 
June 13, 1992 
June 13, 1992 
June 13, 1992 
August 21, 1993 
September 24, 1991 

August 14, 1993 
(still in effect) 
January 18, 1994 
(still in effect) 
(still in effect) 
February 16, 1993 
(still in effect) 
February 19, 1993 
(still in effect) 
(still in effect) 
(still m effect) 
(still in effect) 
January 18, 1994 

.1) Macedonia, formerly part of the Socialist Federal Republic of Yugoslavia, has proclaimed 
mdependent statehood but has not been formally recognized as a state by the United States. 

2) Montenegro and Serbia, formerly part of the Socialist Federal Republic of Yugoslavia, have 
asserted the formation of a joint independent state, but this entity has not been formally recognized as 
a state by the United States. 
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.05 Accordingly, for purposes of 
§ 911 of the Code, an individual who 
left one of the foregoing countries 
during the specified period shall be 
treated as a qualified individual with 
respect to the period during which that 
individual was a bona fide resident of, 
or present in, that foreign country if the 
individual establishes a reasonable ex
pectation of meeting the requirements 
of § 91l(d) but for those conditions. 

.06 To qualify for relief under § 911-
(d)(4), an individual must have 
established residency or have been 
physically present in the foreign coun
try on or prior to the date that the 
Secretary of the Treasury determines 
that individuals were required to leave 
the foreign country. Individuals who 
establish residency or are first phys
ically present in the foreign country 
after the date that the Secretary pre
scribes, but during the period for which 
the Secretary determines that individ
uals were required to leave the foreign 
country, shall not be treated as quali
fied individuals under § 911(d)(4) pur
suant to § 911(d)(4)(C). For example, 
individuals who establish residency or 
are first physically present in Iran after 
September 1, 1978, are not eligible to 
qualify for the exemption prescribed in 
§ 911(d)(4). The same holds true with 
respect to individuals who move to 
Afghanistan after April 23, 1979, or 
Lebanon after August 31, 1979. 

SEC. 3. INQUIRIES 

A taxpayer who needs assistance on 
how to claim this exclusion, or on how 
to file an amended return, should 
contact a local IRS Office or, for a 
taxpayer residing or traveling outside 
the United States, the nearest overseas 
IRS office. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 81-23, 1981-1 c.B. 693, 
and Rev. Proc. 86-39, 1986-2 C.B. 
701 are obsoleted. 

26 CFR 601.204: Changes in accounting 
periods and in methods of accounting. 
(Also Part 1. Sections 446. 461; 1.446-1. 
1.461-1.) 

Rev. Proc. 94-32 

SECTION 1. PURPOSE 

This revenue procedure extends the 

provisions of Rev. Proc. 92-28, 1992-1 
C.B. 745, to accrual method taxpayers 
that wish to make or revoke an election 
to ratably accrue real property taxes 
under § 461 (c) of the Code for their 
first taxable year beginning after De
cember 31, 1992. An accrual method 
taxpayer that complies with this reve
nue procedure is deemed to have ob
tained the Commissioner's consent to 
make or revoke the election without 
regard to time requirements otherwise 
applicable to requests to make or 
revoke an election under § 461(c). 

SEC. 2. BACKGROUND 

.01 Section 461 (c) provides that, for 
any real property tax that is related to a 
definite period of time, an accrual 
method taxpayer may elect to accrue 
the tax ratably over that period. 

.02 Section 461(h) provides that, in 
determining whether an amount has 
been incurred with respect to any item, 
the all events test is not treated as met 
any earlier than when economic per
formance with respect to the item 
occurs. In the case of taxes, § 1.461-
4(g)(6)(i) of the Income Tax Regula
tions provides that economic perform
ance generally occurs as the tax is paid 
to the governmental authority that im
posed the tax. The payment rule for 
taxes is effective for taxable years 
beginning after Dece,mber 31, 1991. 

.03 Section 1.461'-4(g)(6)(iii) pro
vides an exception to the general rule 
that economic performance for taxes 
occurs as the taxes are paid. This 
exception provides that the taxpayer's 
accrual for real property taxes is deter
mined under § 461(c) if the taxpayer 
has made a valid election under that 
section. 

.04 Section 481(a) requires that 
those adjustments necessary to prevent 
amounts from being duplicated or 
omitted be taken into account when the 
taxpayer's taxable income is computed 
under a method of accounting different 
from the method used to compute tax
able income for the preceding taxable 
year. Section 481(c) and § 1.481-5 
provide that the adjustment required by 
§ 481 (a) may be taken into account in 
determining taxable income in the 
manner and subject to the conditions 
agreed to by the Commissioner and the 
taxpayer. 

.05 Section 1.461-7T provides guid
ance concerning the effective dates for 
§ 461 (h) and special transition rules for 

effecting a change in method of ac
counting required by § 461(h). 

.06 Rev. Proc. 92-28 provides auto
matic procedures under which tax
payers may make or revoke an election 
to ratably accrue real property taxes 
under § 461 (c). Section 3 of that 
procedure provides that it applies to 
taxpayers making or revoking an elec
tion under § 461 (c) for anyone of the 
following three years (the "year of 
change "): (1) the first taxable year 
beginning after December 31, 1989, (2) 
the first taxable year beginning after 
December 31, 1990, or (3) the first 
taxable year beginning after December 
31, 1991. Under sections 4 and 5 of 
that procedure, taxpayers are permitted 
to make or revoke the election by at
taching a statement to their timely filed 
original return (with extensions) for the 
year of change or to an amended return 
for that year that is filed on or before 
October 6, 1992. Sections 4 and 5 of 
that procedure describe the information 
that should be included in the election 
or revocation statement. 

SEC. 3. SCOPE 

This revenue procedure applies only 
to requests to make or revoke an 
election to ratably accrue real property 
taxes under §461(c) for the taxpayer's 
first taxable year beginning after 
December 31, 1992 (the "year of 
change"), provided the taxpayer other
wise complies with all the conditions, 
requirements, and procedures of Rev. 
Proc. 92-28 to the extent those condi
tions, requirements, and procedures are 
not inconsistent with this revenue 
procedure. 

SEC. 4. PROCEDURE 

.01 A taxpayer that complies with 
this revenue procedure is granted the 
consent of the Commissioner to make 
or revoke an election to ratably accrue 
real property taxes under § 461(c) for 
the year of change. 

.02 Taxpayers may make or revoke 
an election to ratably accrue real 
property taxes under § 461 (c) by 
attaching a statement to their timely 
filed original return (with extensions) 
for the year of change or an amended 
return for that year that is filed on or 
before September 15, 1994. 

.03 For taxpayers that wish to elect 
ratable accrual of real property taxes, 
the heading of the statement should 
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read "REQUEST TO CHANGE TO 
THE RATABLE ACCRUAL 
METHOD FOR REAL PROPERTY 
T AXES UNDER REV. PROC. 94-
32." If the election results in a section 
481(a) adjustment the heading of the 
statement should read "REQUEST TO 
CHANGE TO THE RATABLE AC
CRUAL METHOD FOR REAL PROP
ERTY TAXES UNDER REV. PROC. 
94-32 WITH SECTION 481(a) AD
JUSTMENT." The statement should 
set forth the information described in 
paragraphs (1) through (6) of section 
4.02 of Rev. Proc. 92-28. 

.04 For taxpayers that wish to re
voke their election to ratably accrue 
real property taxes the heading of the 
statement should read "REQUEST TO 
REVOKE THE ELECTION TO 
RATABLY ACCRUE REAL PROP
ERTY TAXES UNDER REV. PROC. 
94-32." If the election results in a 
section 481 (a) adjustment the heading 
of the statement should read "RE
QUEST TO REVOKE THE ELEC
TION TO RATABLY ACCRUE REAL 
PROPERTY TAXES UNDER REV. 
PROC. 94-32 WITH SECTION 481(a) 
ADJUSTMENT." The statement 
should set forth the information de
scribed in paragraphs (1) through (4) of 
section 5.02 of Rev. Proc. 92-28. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 92-28 IS hereby ampli
fied. 

SEC. 6. EFFECT ON PENDING 
REQUESTS FOR CONSENT 

The National Office will not process 
requests for changes in method of 
accounting that qualify to use the 
automatic provisions of this revenue 
procedure. Taxpayers that submit, or 
have submitted, such requests will be 
informed that their requests for a 
method change will be returned and 
that they may use the automatic provi
sions of this revenue procedure to 
make the method change. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; 
determination of correct tax liability. 
(Also Part 1. Section 6662.) 
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SECTION I. PURPOSE 

This revenue procedure provides 
guidance regarding the rules that 
should be followed for taxable years 
ending after November 5, 1990, but 
beginning before January 1, 1994, in 
determining whether there is a substan
tial or gross valuation misstatement 
under sections 6662(e) and (h) of the 
Internal Revenue Code. 

SEC. 2. BACKGROUND 

.01 Section 6662(a) of the Code 
imposes a penalty in the amount of 20 
percent of any underpayment of tax to 
which the section applies. Section 
6662(b) lists the types of underpay
ments to which section 6662(a) applies. 
One such underpayment is an under
payment attributable to any substantial 
valuation misstatement under chapter 1 
of the Code. Section 6662(e) describes 
the circumstances under which a sub
stantial valuation misstatement exists. 
In the case of a gross valuation mis
statement, the amount of the penalty is 
increased to 40 percent of any under
payment of tax to which the section 
applies. Section 6662(h) describes the 
circumstances under which a gross 
valuation misstatement exists. 

.02 On January 21, 1993, the IRS 
published a notice of proposed rule
making in the Federal Register (58 FR 
5304) that proposed amendments to the 
Income Tax Regulations under sections 
6662(e) and (h) and section 6664(c) of 
the Code. Those proposed regulations 
were to be applicable to tax years 
beginning after April 21, 1993. Those 
proposed regulations provided, in part, 
that to avoid imposition of the penalty, 
a taxpayer must make a reasonable 
effort to accurately determine its proper 
tax liability and demonstrate that it 
reasonably believed that its transfer 
pricing methodology produced an arm's 
length result. See § 1.6662-5(j)(5) of 
the proposed regulations. Whether the 
taxpayer made a reasonable effort to 
accurately determine its proper tax 
liability would be evaluated with refer
ence to contemporaneous documenta
tion. See § 1.6662-5(j)(5)(ii) of the 
proposed regulations. The proposed 
regulations required taxpayers to pro
vide that documentation to the Service 
within 30 days of the Service's request. 
See § 1.6662-5(j)(5)(ii) of the proposed 
regulations. 

.03 Sections 6662( e) and (h) of the 
Code recently were amended by section 
13236 of the Omnibus Budget Recon
ciliation Act of 1993 ("OBRA 1993") 
(Pub. L. 103-66, 107 Stat. 312). Ac
cordingly, proposed regulations 
§ 1.6662-5 (e) and (j) and § 1.6664-
4(d), published on January 21, 1993, 
have been withdrawn. See Withdrawal 
of notice of proposed ruiemaking, 
published in the Federal Register on 
February 2, 1994. 

.04 New temporary and proposed 
regulations under sections 6662( e) and 
(h) (as amended by OBRA 1993) and 
section 6664(c) were published on 
February 2, 1994. See Notice of pro
posed rule making by cross reference to 
temporary regulations and temporary 
regulations published in the Federal 
Register on February 2, 1994. Those 
regulations are effective for taxable 
years beginning after December 31, 
1993. 

SEC. 3. PROCEDURE 

For taxable years ending after 
November 5, 1990, but beginning prior 
to January 1, 1994, the Treasury 
Department considers the proposed reg
ulations published on January 21, 1993, 
to be a reasonable interpretation of 
section 6662(e). Because taxpayers 
could not anticipate the importance of 
contemporaneous documentation in 
establishing reasonable cause and good 
faith under those proposed regulations, 
contemporaneous documentation is not 
mandatory for taxable years beginning 
prior to April 22, 1993. However, for 
tax years beginning after April 21, 
1993 (the effective date of the pro
posed regulations issued on January 21, 
1993), but beginning before January 1, 
1994, taxpayers can establish that they 
acted with reasonable cause and in 
good faith only if they produce con
temporaneous documentation. Regard
less of the taxable year, the existence 
of contemporaneous documentation is a 
relevant factor in determining whether 
the taxpayer had reasonable cause and 
good faith, particularly for transactions 
after April 21, 1993. 

26 CFR 601.602: Tax forms and instructions. 
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PART A. GENERAL 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to provide the general require
ments and conditions for the 
development, printing, and approval of 
all substitute tax forms to be acceptable 
for filing in lieu of official IRS 
produced and distributed forms. All 
IRS tax forms, whether or not specifi
cally mentioned herein by title or form 
number, are covered by this general 
revenue procedure. Certain unique, spe
cialized forms require the use of other 
additional revenue procedures to sup
plement this publication (see Part A, 
Sections 16 and 17 for a list of revenue 
procedures). Persons wanting to submit 
substitute Forms W -2 should first read 
Publication 1141, General Rules and 
Specifications for Private Printing of 
Substitute Forms W-2 and W-3. 

SEC. 2. SCOPE 

.01 The Service accepts quality sub
stitute tax forms that are consistent 
with the official forms they represent, 
and that do not have an adverse impact 
on our processing. The IRS Substitute 
Forms Program administers the formal 
acceptance and processing of these 
forms nationwide. While this program 
deals primarily with paper documents, 
it also interfaces with other processing 
and filing media such as magnetic tape, 
optical character recognition, electronic 
filing, etc., within a totally integrated 
tax administration system. 

. 02 Only those substitute forms that 
comply fully with the requirements set 
forth herein are acceptable. 
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.03 The following forms are covered 
by this revenue procedure: 

1 Tax returns and their related forms 
and schedules. 

2 Applications for permission to file 
returns electronically and forms submit
ted as required documentation for 
electronically -filed returns. 

3 Powers of Attorney. 
4 Estimated tax payment vouchers. 
5 Forms and schedules relating to 

partnerships, exempt organizations, and 
employee plans. 

.04 The following forms are not 
covered: 

1 Federal Tax Deposit (FTD) 
coupons. 

2 Requests for information or docu
mentation initiated by the Service. 

3 Forms used internally by the 
Service. 

4 State tax forms. 
.05 Exhibit L-l lists the form num

bers mentioned in this document and 
their titles. 

.06 This revenue procedure is up
dated as required to reflect pertinent 
tax year form changes and to meet 
processing and/or legislative require
ments. 

SEC. 3. NATURE OF CHANGES 

.01 Various editorial changes have 
been made. Organizational symbols and 
addresses have been updated. 

.02 References to other Revenue 
Procedures listed in Part A, Section 16 
were updated where appropriate. 

.03 Lists specifying forms covered 
and not covered by this revenue proce
dure have been added. 

.04 An exhibit listing the titles of all 
forms referenced in the document has 
been added. 

.05 The statement reflecting annual 
updates to this revenue procedure has 
been revised to "as required". 

.06 Definitions of computer-gener
ated return and computer-generated 
form have been combined. 

.07 The reference to "exact textual 
and graphic reproduction' , has been 
replaced by "conform to the physical 
layout of the corresponding Service 
form" with allowances for minor 
revisions. 

.08 Section on Form 1040PC re
places section on PIPER program. 
Definition of Computer-Generated An
swer Sheet format and other references 
to Form 1040PC have been added. 

.09 Emphasis increased on submit
ting substitute returns based on ad
vanced proofs. 

.10 Emphasis placed on submitting 
all pages of a multi-page return in the 
same request. 

.11 Provision made for answering 
request with checksheet supplied by the 
originator. 

.12 Clarification of duration of 
approval. 

.13 Change to number of requested 
copies from eleven to one. 

.14 Substitutes for electronically 
filed returns will now receive the same 
Forms Approval Number as other 
forms. 

.15 Clarifications of items required 
in bottom margin . 

.16 Exhibits of Schedules A and B 
in the back of this revenue procedure 
are no longer to be used as acceptable 



substitutes without approval. However 
they are still valid as examples of 
acceptable substitute forms. 

. 17 Information on ordering repro
duction proofs revised. 

.18 Sections added on the Reader 
List Program and the Electronic Tax 
Forms Bulletin Board. 

.19 Sections and other instructions 
removed pertaining to actual prepara
tion of tax returns. 

.20 Section added outlining the 
Service's intentions for future process
ing of Form 1040. 

.21 Form 941 (Schedule B) included 
as OCR scannable document. 

.22 Effective dates included for re
quired submission of scannable Forms 
1040EZ and 941 and Schedule B (Form 
941) per the specifications in this 
revenue procedure. Black and white 
reproductions will no longer be ac
cepted as substitutes after these dates. 

.23 Statement included that Forms 
8453 will not be accepted as substitutes 
if printed in a style that will not allow 
the inclusion of all IRS-approved 
wording. 

SEC. 4. DEFINITIONS 

.01 Substitute Form. A tax form (or 
related schedule) that differs in any 
way from the official version and is 
intended to replace the entire form that 
is printed and distributed by the Serv
ice. This term also covers those ap
proved substitute forms exhibited in 
this revenue procedure. 

.02 Printed (or Preprinted) Form. A 
form produced using conventional 
printing processes. Also, a printed form 
which has been reproduced by photo
copying or similar processes. 

.03 Preprinted Pin-Fed Form. A 
printed form that has marginal perfora
tions for use with automated and high
speed printing equipment. 

.04 Computer-Prepared Substitute 
Form. A preprinted form in which the 
taxpayer's tax entry information has 
been inserted by a computer, computer
printer or other computer type equip
ment, such as word-processing equip
ment. 

.05 Computer-Generated Substitute 
Tax Return or Form. A tax return or 
form that is entirely designed and 
printed by the use of a computer 
printer, such as a laser printer, etc., on 
plain white paper. This return or form 
must conform to the physical layout of 

the corresponding Service form al
though the typeface may differ. The 
text should match the text on the 
officially-published form as closely as 
possible; condensed text and abbrevia
tions will be considered on a case-by
case basis. Exception: All jurats (per
jury statements) must be reproduced 
verbatim. 

.06 Manually-prepared form. A pre
printed reproduced form in which the 
taxpayer's tax entry information is 
entered by an individual using a pen, 
pencil, typewriter, or other non
automated equipment. 

.07 Computer-Generated Answer 
Sheet Format Tax Return. A tax return 
that contains the taxpayer's significant 
line entries only, and is formatted three 
columns per page with tax form head
ings, a summary, and jurat. This return 
is printed on plain white paper using a 
computer printer. 

.08 Graphics. Those parts of a 
printed tax form that are not tax 
amount entries nor called-for informa
tion. Generally, these are line numbers, 
captions, shadings, instructions, special 
indicators, borders, rules, and strokes 
created by typesetting, photographics, 
photocomposition, etc. 

.09 Acceptable Reproduced Form. A 
legible photocopy of an original form 
or of an unchanged reproduction proof 
supplied by the Service. (A reproduc
tion proof is not a substitute form, but 
may subsequently be used as a 
computer-prepared substitute.) 

.10 Supporting Statement (Supple
mental Schedule). A document provid
ing detailed information to support an 
entry for a line(s) on an official or 
approved substitute form and filed with 
(attached to) a tax return. (A support
ing statement is not a tax form and 
does not take the place of an official 
form, unless specifically permitted else
where in this procedure.) 

.11 Specific Forms Terms. The fol
lowing terms are used throughout this 
revenue procedure in reference to all 
substitute forms, with the exception of 
the 1040PC "answer sheet format" tax 
return. 

1 Format. The overall physical ar
rangement and general layout of a 
substitute form. 

2 Sequence. The same numeric and 
logical placement order of data, as 
reflected on the official form version. 
Sequence is an integral part of the total 
format requirement. 

3 Line Reference (Code). The line 
numbers, letters or alpha-numerics used 

to identify each captioned line. on the 
official forms; and printed to the 
immediate left of each caption or data 
entry field . 

4 Item caption. The textual portion 
of each line on the form, identifying 
the specific data elements required. 

5 Data Entry Field. All areas desig
nated on a form for the insertion of 
data, such as dollar amounts, quantities, 
responses, check-boxes, etc. 

SEC. 5. STATEMENT OF INTENTION
FUTURE FORM 1040 PROCESSING 

.01 Background. In order to stream
line the processing of returns in the 
service centers and more quickly issue 
refunds, the Service will require that 
individual tax returns be filed in one of 
the following formats: 

1 Electronically filed returns; 
2 Computer-Prepared Form 1040PC 

Format Returns); 
3 IRS-published Forms 1040, 

1040A, and 1040EZ and their respec
tive forms and schedules (or exact 
duplicates, including ink type and 
color). 

.02 Application for Permission. You 
must receive the permission of the 
Service before you can file returns 
electronically (see Part B, Sec. 21) or 
distribute software that produces Form 
1040PC (see Part B, Sec. 14). Refer to 
Publication 1345, Handbook for Elec
tronic Filers of Individual Income Tax 
Returns, for additional information on 
electronic filing. Refer to Publication 
1678, Handbook for 1040PC Format 
Preparers, and Publication 1630, Proj
ect 1040PC, Specification for Software 
Developers, for additional 1040PC 
information. 

.03 Exact Duplicates. Exact dupli
cates of Forms 1040, 1040A, and 
1040EZ and their forms and schedules 
must match the published form in 
typeface, ink type, and color. Laser and 
dot-matrix duplicates will not be ac
cepted. In the event that dropout ink is 
used, the Service will notify the forms/ 
software community as to the specifica
tions required. 

.04 Effective Date. The changes in 
this section are scheduled to be effec
tive for Tax Year 1995. However, the 
electronic filing and Form 1040PC 
programs are currently operational and 
we encourage your participation in 
them. 
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SEC. 6. GENERAL REQUIREMENTS 
FOR APPROVAL 

.01 If you plan to change or modify 
any tax returns or forms per Section 
7.01 below, you can, without further 
approval, generate your own substitutes 
of the tax forms. See Agreement in 
Section 21. 

.02 If your changes are more exten
sive, you must get official approval 
before using substitute forms. These 
changes include the use of typefaces 
other than those found on the offical 
form and the condensing of line item 
descriptions in order to save space. 

. 03 Schedules 
(a) Schedules are considered to be 

an integral part of a complete tax 
return when assigned consecutive page 
numbers and printed contiguously with 
page one of the return. Form 706, 
United States Estate (and Generation
Skipping Transfer) Tax Return, is an 
example of this situation, where Sched
ules A through S have pages numbered 
as part of the basic return. For a Form 
706 to be approved, the entire form 
including Schedules A through S must 
be submitted. 

(b) However, Schedules 1, 2, and 3 
of Form 1040A are examples of when 
schedules can be separately computer
generated. Although IRS-printed as a 
continuation of Form 1040A, the two 
pages of each of these schedules do not 
have consecutive page numbers, and 
may, therefore, be separated from Form 
1040A and submitted as computer
generated substitute schedules. 

.04 The Service is continuing a 
program to identify and contact tax 
return preparers, forms developers, and 
software publishers who use or dis
tribute unapproved forms that do not 
conform to this revenue procedure, and 
thus impede processing of the returns. 

SEC. 7. HIGHLIGHTS OF PERMITTED 
CHANGES AND REQUIREMENTS 

.0 I METHODS OF REPRODUC
ING INTERNAL REVENUE SERV
ICE PRINTED T AX FORMS TO 
MAKE SUCH REPRODUCTIONS 
SUITABLE FOR USE AS SUB
STITUTE TAX FORMS WITHOUT 
PRIOR APPROVAL. 

I You can photocopy most tax 
forms and use them instead of the 
official ones. The entire substitute 
form, including entries, must be legi
ble. However, some Service forms 
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should never be reproduced as photo
copies, or submitted on carbon copies, 
for use as substitute forms. These 
forms are input through OCR scanning 
equipment and substitutes must meet 
the specifications found in Part B of 
this revenue procedure or the appropri
ate revenue procedure referred to in 
Part A, Section 16. 

(a) Forms W-2, W-2G, W-2AS, W-
2GU, W-3, 1096, 1098, 1099-A, 
1099-B, 1099-DIV, 1099-G, 1099-
INT, 1099-MISC, 1099-0ID, 1099-
PATR, 1099-R, 1099-S, 5498, 8109, 
and 8109-B are the major forms that 
fall in this excluded category. 

(b) In addition, the payment 
vouchers for Forms 940, 940-EZ, 941, 
942, 943, and 2290 may not be re
produced in any format. The laser
printed forms sent to the taxpayer must 
be submitted. 

(c) Most of these forms have provi
sions for assessment of penalties for 
submitting non-OCR scannable sub
stitute versions. For further informa
tion, see Publication 1179, Specifica
tions for Paper Document Reporting 
and Paper Substitutes for Forms 1096, 
1098, 1099 Series, 5498, and W-2G 
(revised annually). 

2 You can reproduce any current tax 
form as cut sheets, snapsets, and 
marginally-punched, pin-fed forms so 
long as you use an official Service 
version as the master copy. Official 
versions are supplied by the Service, 
such as those in the taxpayer's tax 
package, those in Package X, those 
printed in revenue procedures, repro
duction proofs sold by the Service, and 
over-the-counter forms available at IRS 
and other governmental public offices 
or buildings. 

3 If you reproduce either Form 
1040, 1040A or 1040EZ as described 
in the preceding paragraph, you can 
adjust the graphics on specified areas 
to allow for computer-printed or word 
processor fill-in. Only the areas listed 
in Part B of this revenue procedure 
may be adjusted without specific prior 
approval. 

4 You can reproduce a "signature 
form" as a valid substitute form. Many 
tax forms (including returns) have a 
taxpayer signature requirement as part 
of the form layout. The jurat/perjury 
statement/signature line areas must be 
retained and worded exactly as on the 
official form. The requirement for a 
signature by itself does not prohibit a 
tax form from being properly 
computer -generated. 

5 You can computer-generate An
swer Sheet Format Tax Returns on 
plain bond paper using IRS-accepted 
software for the 1040PC format for 
return types 1040EZ, 1040, 1040A, and 
attachments, forms, and schedules. 

.02 THINGS YOU CANNOT DO 
TO INTERNAL REVENUE SERVICE 
PRINTED TAX FORMS TO MAKE 
THEM SUITABLE FOR USE AS 
SUBSTITUTE TAX FORMS. 

1 You cannot, without prior Service 
approval, change any Internal Revenue 
Service tax forms or use your own 
(non-approved) versions, unless specifi
cally permitted by this revenue 
procedure . 

2 You cannot adjust any of the 
graphics on Forms 1040, 1040A and 
1040EZ (except in those areas specified 
in Part B of this revenue procedure) 
without prior approval from the 
Service. 

3 You cannot use your own pre· 
printed label on tax returns filed with 
the Service, unless you fully comply 
with the exception criteria specified in 
Part A, Section 15.02. 

SEC. 8. APPROVAL 

.01 Basic Requirements. Preparers 
who desire to file substitute privately 
designed and printed tax forms and/or 
computer-generated and computer
prepared tax forms must develop such 
substitutes using these guidelines. 
These substitutes, unless excepted by 
revenue procedure, must be approved 
by the Service before being filed. A 
software developer who wants to mar
ket, distribute, or use for its own 
clientele, a tax preparation package 
featuring the 1040PC tax return format, 
must first file an application to partici
pate in the program. Only after suc
cessfully fulfilling test requirements 
will a developer's software package be 
accepted by the Service to produce 
1040PC tax returns. 

.02 Requests for Approval 
1 The Service cannot grant final 

approval of your substitute form until 
the official form has been published. 
However, the Service usually releases 
advance proof copies of selected major 
tax forms that are subject to further 
changes and OMB approval before 
their release in final format for printing 
and distribution to the public. We 
encourage submission of proposed sub
stitutes of these advance proof forms, 
and will grant conditional approval 



based solely on these early proofs. 
These advance proofs are subject to 
significant change before forms are 
finalized. If these advance proofs are 
used as the basis for your substitute 
forms, you will be responsible for 
subsequently updating your final forms 
to agree with the final official version 
before use. These revisions need not be 
submitted for further approval. 

2 Submission of substitute forms 
must be based on the appropriate 
revenue procedures. There is a list in 
Part A, Section 16. Any alteration of 
forms must be within the limits accept
able to the Service. It is possible that, 
from one filing period to another, a 
change in law or a change in internal 
need (processing, audit, compliance, 
etc.) may change the allowable limits 
for the alteration of the official form. 

3 When specific approval of any 
substitute form (other than an 
Employee Plan application described in 
Part B, Section 19, or forms for which 
different instructions are published in 
other revenue procedures) which should 
be submitted to the appropriate address 
is desired, a sample of the proposed 
substitute should be forwarded for con
sideration by letter to the Internal 
Revenue Service, Attention: Substitute 
Forms Program Coordinator, T:I:F, 
P.O. Box 969, Oxon Hill, MD 20750 
(if delivered by courier, use the follow
ing address: 6710 Oxon Hill Road, 
Ox on Hill, MD 20745). To expedite 
multiple forms approval, we prefer that 
your proposed forms be submitted in 
separate sets by return. For example, 
Forms 1040 and their normally related 
schedules or attachments should be 
submitted separately from Forms 1120, 
1065, 5500 Series, etc., if at all 
possible. Schedules and forms (e.g., 
Forms 3468, 4136, etc.) that can be 
used with more than one type of return 
(e.g., 1040,1041,1120, etc.) should be 
submitted only once for approval, re
gardless of the number of different tax 
returns with which they may be ul
timately associated. In addition, all 
pages of a multi-page form or return 
should be submitted in the same 
package. 

4 As no Service office except the 
ones specified in Section 8.02.3 above 
are authorized to approve substitute 
forms, unnecessary delay may result if 
forms are sent elsewhere for approval. 
All forms submitted to any other office 
must be forwarded to the above address 
for formal control, review, and official 
approval. No IRS office is authorized 

to allow deviations from this revenue 
procedure. 

5 The Service does not review or 
approve the logic of specific software 
programs, nor confirm the calculations 
entered on forms output from these 
programs that are submitted for ap
proval. The accuracy of the program 
itself remains the responsibility of the 
software package developer, distributor, 
or user. The Substitute Forms Program 
is primarily concerned with the pre
filing quality review of the final forms 
output, produced by whatever means, 
that are expected to be processed by 
IRS field offices. For the above rea
sons, it is suggested that you submit 
forms without including any "tax
payer" information such as names, 
addresses, monetary amounts, etc. 

.03 When to Send Proposed Sub
stitutes. Proposed substitutes which are 
required to be submitted per this 
Revenue Procedure should be sent to 
the address listed in .02 above, as 
much in advance of the filing period 
for the form as possible. This is to 
allow adequate time for analysis and 
response. Quarterly filed forms, such as 
the Form 941, must be submitted by 
the first day of the last month of the 
quarter. 

.04 Accompanying Statement. When 
the sample substitute is submitted, 
there should be an accompanying state
ment that lists the form number of each 
substitute requested and detail those 
items that deviate from the official 
form in position, arrangement, ap
pearance, line numbers, additions, dele
tions, etc. Included with each of the 
items should be a detailed reason or 
justification for the change and an 
approximation of the number of forms 
expected to be filed. 

.05 Approval/Non-Approval Letter. 
The Service will send either a formal 
letter of approval/non-approval or, 
when provided by the originator, a 
checksheet for the forms included in 
the package, provided no lengthy ex
planations are required. Approval let
ters may contain qualifications for use 
of the substitutes. Non-approval letters 
may specify the changes required for 
approval, but also may require resub
mission for approval. Telephone con
tact is used when possible. 

.06 Duration of Approval 
1 Most signature tax returns and 

many of their schedules and related 
forms have the tax (liability) year 
printed in the upper righthand corner. 

Approvals for these forms are usually 
good for one calendar year (January 
through December of the year of filing) 
or, in the case of corporation tax forms 
(with the exception noted below), for 
the remainder of the quarters in the 
calendar year. Exception: Quarterly tax 
forms in the 94 X series (Forms 941, 
942, etc.) are approved only for one 
quarter. Each new quarter requires a 
new approval. 

2 If the preprinted year is the only 
change made to a form described in 1 
above, the form for the upcoming year 
is not subject to review. Otherwise 
each new filing season requires a new 
approval. Limited continued use of a 
change approved for one tax year may 
be allowed for the same form in the 
following tax year. See .07 below for 
the limitations and for other require
ments. Examples of such changes are 
the use of abbreviated words, revised 
form spacing, compressed text lines, 
shortened captions, etc., which do not 
change the consistency of lines or text 
on the official forms. 

3 Other forms have expiration dates 
displayed in the upper righthand cor
ner. Approval of these forms is usually 
valid through the expiration date. Occa
sionally, these forms or their instruc
tions will be revised before the expira
tion date. If substantial change is made 
to the form, new substitutes must be 
submitted for approval. If the expira
tion date changes due to revisions to 
the instructions, minor editorial 
changes to the form or to extend the 
date without revision to the form, it is 
not subject to review. 

.07 Limited Continued Use of an 
Approved Change 

1 If you received written approval of 
a previous tax year substitute form 
governed by this revenue procedure 
and continue to use the approved 
change on your current tax year sub
stitute form, you may revise your form 
to include this change and, without 
additional written approval, use it as a 
current tax year substitute form, 
provided you comply with the require
ments in this revenue procedure. See 
exception in 3 below. 

2 If you received written approval 
for a specific change on a specific form 
last year, such as deleting the vertical 
lines used to separate dollars and cents 
on some forms and schedules e.g., 
Schedules A & B of Form 1040, you 
may again make the same change on 
the same form this year if the item 
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changed is present on this year's 
official form. Thus, the change allowed 
in last year's approved substitute 
Schedule A, for example, can be con
tinued in your new substitute for this 
year. The new substitute does not have 
to be sent to the IRS and written 
approval is not required. However, the 
new substitute must conform to the 
official current year IRS form in other 
respects: date, Office of Management 
and Budget (OMB) approval number, 
sequence number, Paperwork Reduction 
Act Notice Statement, arrangement, 
item caption, line number, line refer
ence, data sequence, etc. It must also 
comply with this revenue procedure
which may have eliminated, added to, 
or otherwise changed the guideline(s) 
which affected the change approved 
last year. Additionally, you will be 
bound by the "Agreement" in Section 
21. 

3 Exception: Those written ap
provals which state that the approved 
change or form would not be allowed 
in any other tax year, or for a 
temporary, limited, or interim approval 
pending resolution of a failure to meet 
one or more Service-prescribed require
ments. 

4 This authorization for continued 
use of an approved change is limited to 
the continuation of design logic from 
an immediately prior tax year substitute 
form to a current tax year substitute 
form. 

.08 Requested Copies. Generally, 
you must send us one copy of each 
form being submitted for approval. 
However if you are producing forms 
for different computer systems (e.g., 
IBM (or compatible) vs. MacIntosh) or 
different types of printers (laser vs. dot 
matrix), and these forms differ signifi
cantly in appearance, submit one copy 
for each type of system or printer. 

.09 Responsibility. Following the re
ceipt of initial approval for a substitute 
forms package, or of a software output 
program to print substitute forms, it is 
the responsibility of the originator 
(designer or distributor) to provide each 
subsequent client firm or individual 
with the pertinent Service forms re
quirements which must be met for 
continuing acceptability. Examples of 
this responsibility include the use of 
prescribed print paper, font size, legi
bility, state tax data deletion, the legal 
requirements of the Paperwork Reduc
tion Act Notice for informing all users 
of substitute forms of the official use 
and collection requirements stated in 
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the instructions for the official IRS 
forms, completion of documents, etc. 

.10 Forms Approval Number. The 
Substitute Forms Program Coordinator 
Office, T:I:F, will assign a unique 
forms approval number to each firm 
that submits substitute paper forms for 
approval. This will be a permanently 
assigned control number that should be 
used on every form created by a 
particular firm. 

1 This number should be printed at 
the bottom left margin area on the first 
page of every approved substitute paper 
form. 

2 The Forms Approval Number for 
paper returns consists of 4-6 positions, 
set out in the following example 
configuration: (H9432) 

(a) The first position (an alpha 
character) identifies the individual as
signing the number within the Service. 

(b) The second position (a numeric 
digit) identifies the year of issue of a 
number. 

(c) The third position (a numeric 
digit) identifies the IRS Service Center 
with responsibility within the geo
graphic location of the firm's home or 
national office location. 

(d) The fourth, fifth, and sixth posi
tions will be used as required to 
identify the assigned numeric approval 
number (i.e., 1, 22, or 333, etc.). 

3 This number should not be used 
on optically scanned (OCR) forms, 
except for certain specified Forms 
1040-ES. 

.11 Forms Approval Number for 
Electronically Filed Returns. In pre
vious years, the Electronic Filing Sys
tems Office assigned unique forms 
approval numbers to companies re
questing approval of substitute forms 
included in the Electronic Filing Pro
gram. Effective immediately, these 
companies will be assigned Forms 
Approval Numbers per .10 above. If 
the company has already been assigned 
such a number, it should continue to 
use the same number on documents 
submitted in support of the Electronic 
Filing Program. 

SEC. 9. OFFICE OF MANAGEMENT 
AND BUDGET (OMB) REQUIREMENTS 
FOR ALL SUBSTITUTE FORMS 

.01 Legal Requirements of the Pa
perwork Reduction Act of 1980. Public 
Law 96-511 requires that: (1) OMB 
approve all Service tax forms, (2) each 
IRS form contains (in the upper right 

comer) the OMB approval number and 
any expiration date, and (3) each IRS 
form (or its instructions) state why IRS 
is collecting the information, how it 
will be used, and whether or not the 
information is required to be furnished. 
This information must be provided to 
every user of any official or substitute 
tax forms. 

.02 Application of Act to Substitute 
Forms. 

1 Approval Number and Date Is Re
quired. All substitute forms must con
tain in the upper right comer (see 
marginal Printing, Part A, Sec. 
13.02.I(c» the OMB number and any 
expiration date that is on the official 
form. 

2 Format Required (2 options). 
(a) OMB No. XXXX-XXXX (Pre

ferred) or OMB # XXXX-XXXX 
(b) OMB No. XXXX-XXXX (Pre

ferred) Expires XXXXXX (mmddyy) 
or OMB # XXXX-XXXX Expires 
XXXXXX (mmddyy) 

3 Required Explanation to Users of 
Substitute Forms. You must also in
form the users of your substitute forms 
of the Service use and collection 
requirements stated in the instructions 
for the official Service form. If you 
provide your users or customers with 
the official IRS instructions, page 1 of 
each form must retain the Paperwork 
Reduction Act Notice Statement as on 
the official forms (usually in the lower 
left comer of the forms). Otherwise, 
you must duplicate the material in the 
statement and add the phrase, "For 
Paperwork Reduction Act Notice, See 
Separate Instructions." 

(a) If the Service instructions are not 
provided to users of your forms, the 
exact text of the Paperwork Reduction 
Act Notice must be furnished sepa
rately. This notice reads, in part, "We 
ask for this information to carry out the 
Internal Revenue laws of the United 
States. You are required to give us the 
information. We need it to insure that 
you are complying with these laws and 
to allow us to figure and collect the 
right amount of tax. . .. " 

(b) If Service instructions are not 
provided, a copy of the alternative 
statement provided to users of your 
forms must be included with the forms 
you submit for approval. 

.03 Obtaining OMB Number, Date 
and Statement. The OMB approval 
number, expiration date, and Paperwork 
Reduction Act Notice may be obtained 
from the official printed form (or its 



instructions}, the reproduction proof (or 
instructions), or from the Service. 

SEC. 10. GENERAL GUIDELINES 

. 01 The Official Form is the Stand
ard. Because a substitute form is a 
variation from the official form, you 
should know the requirements of the 
official form for the year of use before 
you modify it to meet your needs. The 
Service provides several means of 
obtaining the most frequently used tax 
forms. These include the distribution of 
reproduction proofs, the publication of 
reader copies (pre-reproduction proof 
drafts), and access to an electronic 
forms bulletin board (See Part A, 
Section 18-20). 

. 02 Design. Each form must follow 
the design of the official form as to 
format arrangement, item caption, line 
numbers, line references, and sequence. 

.03 State Tax Information Pro
hibited. State tax information must not 
appear (be visible) on the federal tax 
return or associated form or schedule 
which is filed with the Internal Reve
nue Service, except where amounts are 
claimed on or required by the federal 
return, e.g., line 5, Schedule A (Form 
1040). (See Part A, Sec. 14.03 Block 
Out Methods.) 

.04 Federal and State Columns. 
When a form is designed with both 
federal and state columns, the federal 
column must be to the left of the state 
column and adjacent to the line cap
tion. Again, state tax information must 
not be on a federal tax form. 

.05 Vertical Alignment of Amount 
Fields. 

1 When a form is to be computer
prepared, you may remove the vertical 
line in the amount field that separates 
dollars from cents. When a form is to 
be computer-generated, vertically align 
the amount entry fields where possible. 
You must also use one of the ten
character amount formats shown in Part 
B, Sec. 3.04. 

2 If the possibility exists that a form 
may be manually prepared, the federal 
column must have a vertical line or 
some type of indicator in the amount 
field to separate dollars from cents if 
the official form has a vertical line. 
The cents column must be at least 211 0 
inch wide. 

.06 Attachment Sequence Number. 
Please note that most forms have an 
"attachment sequence number" located 
just below the year designation in the 

upper right comer of the form. The 
Service uses this number to indicate the 
order in which forms are processed 
when filed with a return. On computer
prepared forms it must be printed in no 
less than 12-point bold-face type and 
centered below the form's year desig
nation. On computer-generated forms, 
place the sequence number following 
the year designation for the tax form 
and separate with an asterisk. It is not 
necessary to duplicate the "Attachment 
Sequence Number" wording, except 
for the actual number. (See Forms 
Exhibits at end of this Revenue 
Procedure.) 

.07 Attachment Sequence Numbers 
Required. The attachment sequence 
number is required on most IRS forms . 
Please note that some of the numbers 
necessarily change each year. The 
specific sequence numbers used on 
official IRS forms must be duplicated 
on the representative substitute form. If 
a sequence number is not provided on 
the official form, it is not required on a 
substitute of that form either. 

.08 Paid Preparer's Information and 
Signature Area. 

1 On Forms 1040A, 1040, and 1120, 
etc., the "Paid Preparer's Use Only" 
area may not be rearranged or relo
cated. You may, however, add three 
extra lines to the paid preparer's 
address area without prior approval. 
This applies to other tax forms as well. 

2 On Form 1040EZ this information 
must be provided at the bottom of the 
form below the taxpayer's signature 
area. As an alternative, the printed Paid 
Preparer's Information and Signature 
Area from either a Form 1040 or 
1040A may be attached to the bottom 
of Form 1040EZ. 

.09 Assembly of Forms. If develop
ing software or forms for use by others, 
please inform your customers/clients 
that the order in which the forms are 
arranged may affect the processing of 
the package. A return must be arranged 
in this order: (1) the tax return, (2) 
Form 1040-schedules and forms in 
sequence number order, (3) all others 
(Forms 1120, 1120S, 1065, 1041, 
etc.}-Iettered schedules (Schedule D, 
etc.) in alphabetical order and num
bered forms in numerical order (Forms 
2220, 4626, etc.), (4) supporting state
ments in the same sequence as the 
forms they support, and (5) additional 
information required or voluntarily sub
mitted. In this way, they are received 
in the order in which they must be 

processed. If you do not send them to 
us in this order, the Service has to 
delay the return package to disassemble 
them and place them in this order 
before processing is continued . 

SEC. 11. PHYSICAL ASPECTS AND 
REQUIREMENTS: PAPER 

.01 Paper Content. The paper must 
be: 

1 Chemical wood writing paper that 
is equal to or better than the quality 
used for the official form; 

2 at least 18 pound (17" X 22", 500 
sheets) or 

3 at least 45 pound (25" X 38", 500 
sheets). 

.02 Paper Prohibited. Carbon-bonded 
paper is prohibited from use for all 
substitute forms filed with the Service. 

.03 Paper with Chemical Transfer 
Properties-Limited Use. Chemical 
transfer paper for all substitute forms 
may be used only when the following 
specifications are met. 

1 Each ply within the chemical 
transfer set of forms must be labeled. 

2 Only the top ply (ply one and 
white in color), the one which contains 
chemical on the back only (coated 
back), may be filed with the Service. 
For example, a set containing three 
plies would be constructed as follows: 
ply one (coated back), "Federal Re
turn, File with IRS"; ply two (coated 
front and back), "Taxpayer's copy", 
and ply three (coated front), "Pre
parer's copy." 

3 The file designation, "Federal Re
turn, File with IRS," for ply one must 
be printed in the bottom right margin 
(just below the last line of the form) in 
12-point, bold-face type. It is not 
mandatory, but recommended, that the 
file designation, "Federal Return, File 
with IRS," be printed in a contrasting 
ink for visual emphasis. 

4 Carbon Paper. We prefer that you 
do not attach any carbon paper to any 
return you file with the Service. 

.04 Paper and Ink Color. We prefer 
that the color of paper substantially 
duplicates that of the original form. 
This means that your substitute must be 
printed in black ink and may be on 
white or on the color paper the Service 
form is printed on. (See Part B for 
exceptions regarding scannable docu
ments). Forms 1040A and 1040 sub
stitute reproductions may be in black 
ink without the colored shading. The 
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only exception to this rule is Form 
1041-ES, which should always be 
printed with a very light gray shading 
in the color screened area. This is 
necessary to assist us in expeditiously 
separating this form from the very 
similar Form 1040-ES. 

. 05 Page Size. Substitute or re
produced forms and computer prepared/ 
generated substitutes may be the same 
size as the official form (8" X II", in 
most cases) or they may be the 
standard commercial size (8W' X II") 
exclusive of pin-feed holes. The thick
ness of the stock cannot be less than 
. 003 inch. 

SEC. 12. PHYSICAL ASPECTS AND 
REQUIREMENTS: PRINTING 

.01 Printing Medium. The private 
printing of all substitute tax forms must 
be by conventional printing processes, 
photocopying, computer-graphics, or 
similar reproduction processes. 

.02 Legibility. All forms must have 
a high standard of legibility, both as to 
printing and reproduction and as to fill
in matter. The Service reserves the 
right to reject those with poor legi
bility. The ink and printing method 
used must ensure that no part of a form 
(including text, graphics, data entries, 
etc.) develops "smears" or similar 
quality deterioration, including any 
subsequent copies or reproductions 
made from an approved master sub
stitute form, either during preparation 
or during Service processing. 

. 03 Type Font. Many federal tax 
forms are printed using "Helvetica" as 
the basic type font. We request that 
you use this type font when composing 
substitute forms. 

.04 Print Spacing. Substitute forms 
should be printed using a 6 lines/inch 
vertical print option. They should also 
be printed horizontally in 1 0 pitch pica 
(i.e., 10 print characters per inch) or 12 
pitch elite (i.e., 12 print positions per 
inch). 

.05 Image Size. The image size of 
printed substitute forms should be as 
close as possible to that of the official 
form. You may omit any text on both 
computer-prepared and computer-gener
ated forms that is solely instructional. 

.06 Title Area Changes. To allow a 
large top margin for marginal printing 
and more lines per page (see Sec. 13 
below), the title line( s) for all substitute 
forms (not including the form's year 
designation and sequence number, 
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when present), may be photographically 
reduced by 40 percent or reset as one 
line of type. When reset as one line, 
the type size may be no smaller than 
l4-point. You may omit "Department 
of the Treasury, Internal Revenue Serv
ice" and all reference to instructions in 
the form's title area . 

.07 Remove Government Printing 
Office Symbol. When privately printing 
substitute tax forms, the Government 
Printing Office symbol and/or jacket 
number must be removed. In the same 
place, using the same type size, print 
the Employer Identification Number 
(EIN), the Social Security Number 
(SSN) of the printer or designer, or the 
IRS assigned Forms Approval Number. 
(We prefer this last number be printed 
in the lower left area of the first page 
of each form.) Also remove the IRS 
Catalog Number, if one is present in 
the bottom center margin. 

.08 Printing On One Side of Paper. 
While it is preferred that both sides of 
the paper be used for substitute and 
reproduced forms, resulting in the same 
page arrangement as that of the official 
form or schedule, the Service will not 
object if only one side of the paper is 
used. 

.09 Photocopy Equipment. The Serv
ice does not undertake to approve or 
disapprove the specific equipment or 
process used in reproducing official 
forms. Photocopies of forms must be 
entirely legible and satisfy the condi
tions stated in this and other revenue 
procedures. 

.10 Reproductions. Reproductions of 
official forms and substitute forms 
which do not meet the requirements of 
this revenue procedure may not be filed 
instead of the official forms. Illegible 
photocopies are subject to being re
turned to the filer for resubmission of 
legible copies. 

.11 Removal of Instructions. You 
may remove all references to instruc
tions. No prior approval is needed. One 
exception is that the statement, "For 
Paperwork Reduction Act Notice, See 
Instructions", must be retained or a 
similar statement provided on each 
form. 

SEC. 13. PHYSICAL ASPECTS AND 
REQUIREMENTS: MARGINS 

. 01 Margin Size. 
1 The format of a reproduced tax 

return when printed on the page must 
have margins on all sides at least as 

large as the margins on the offic.ial 
form. This allows room for Service 
employees to make the necessary en
tries on the form during process mg. 

2 A one-half to one-quarter inch 
margin must be maintained across the 
top, bottom, and both sides (exclusive 
of any pin-fed holes) of all computer
generated substitutes. The margin area 
is also used by Service employees to 
make necessary entries on the form 
during processing. 

3 The marginal, perforated strips 
containing the pin-fed holes must be 
removed from all forms prior to filing 
with the Service . 

.02 Marginal Printing. 
I Non-Tax Material Allowed in 

Limited Areas. 
(a) On any 8 or 8Yz-inch-wide Serv

ice or substitute form, you may print 
your logo, company or firm name, 
identifying and collation symbols, etc., 
in the left half of the top margin. 

(b) With the exception of the actual 
tax return forms (i.e., Forms 1040, 
1040A, 1040EZ, 1120, 940, 941, etc.), 
you may also print in the left vertical 
margin and in the left half of the 
bottom margin, except for the Forms 
Approval Number, which must be 
placed in the lower left area of Page I. 

(c) Printing is never allowed in the 
right half of the top of the tax return 
form (i.e., Forms 1040, 1040A, 
1040EZ, 1120, 940, 941, 5500 Series, 
etc.). The Service uses this area to 
imprint a Document Locator Number 
for each return . 

2 Prior Approval Not Required. 
Prior approval is not required for the 
marginal printing allowed in 1 above 
when printed on an official form, on a 
photocopy of an official form, or on an 
(unchanged) IRS reproduction proof. 

3 Prior Approval Required. The 
marginal printing allowance in I above 
is also the guide for the preparation of 
acceptable substitute forms. There is no 
exception to the requirement that no 
printing is allowed in the right half of 
the top margin of the tax return form. 

SEC. 14. EXAMPLES OF APPROVED 
FORMATS 

.01 Examples. Two sets of exhibits 
(Exhibits A-I, B-1, A-2 and B-2) are 
at the end of this revenue procedure . 
These are examples of how the guide
lines in this revenue procedure may be 
used in some specific cases. Vertical 
spacing is six (6) lines to the inch. 



These examples are from a prior year 
and are not to be used as substitute 
forms. 

.02 No State Tax Information. No 
state tax information can appear on 
these forms when filed with the Form 
1040. The state column may be present 
but the state tax information must not 
be visible when filed with the Service. 
We prefer that the entire state column 
be completely blocked out. 

.03 BLOCK OUT METHODS. A 
suggested method to block out state tax 
information is: (1) place the substitute 
form in a clear plastic folder, (2) on the 
folder, place a strip of opaque material 
the exact width and length of the 
column you wish to block out, then (3) 
photocopy the substitute form while 
still in the folder. The result will be a 
form with only the federal tax informa
tion visible. Another method is to take 
a black marking pen and, using either 
vertical or horizontal strokes, cross out 
the state figures. Carbon interleaved 
sets may be used where the amounts 
entered in the state column are filled in 
with black carbon overprint. This copy 
may be filed with the return. 

.04 Examples of acceptable 
computer-generated formats are also 
shown in the Exhibits section of this 
revenue procedure. The exhibits are for 
Schedules A and B. Vertical spacing is 
six (6) lines to the inch. You may also 
refer to them as examples of how the 
guidelines in this revenue procedure 
may be used in specific cases. 

1 A combination of upper and lower 
case print fonts is acceptable in produc
ing the computer-generated forms in
cluded in this procedure. 

2 This same logic for computer
generated forms can be applied to any 
Service form that is normally reproduc
ible as a substitute form, with the 
exception of tax return forms as 
discussed elsewhere. 

SEC. 15. SPECIFICATIONS FOR FILING 
SUBSTITUTE FORMS 

. 01 Filing Substitute Forms. To be 
acceptable for filing, a substitute return 
or form must print out in a format that 
will allow the party submitting the 
return to follow the same instructions 
as for filing official forms. These 
instructions are in the taxpayer's tax 
package, or in the related form instruc
tions. The form must be on the ap
propriate size paper, be legible, and 
include a jurat where one appears on 
the published form. 

1 Note to software publishers: The 
Service has received returns produced 
by software packages with approved 
output where either the form heading 
was altered or the lines were spaced 
irregularly. This produces an illegible 
or unrecognizable return or a return 
with the wrong number of pages. We 
realize that many of these problems are 
caused by individual printer differences 
but they may delay input of return data 
and, in some cases, generate corre
spondence to the taxpayer. Therefore, 
in the instructions to the purchasers of 
your product, both individual and pro
fessional, please stress that their returns 
will be processed more efficiently if 
they are properly formatted. This 
includes: 

(a) having the correct form numbers 
and titles at the top of the return and 

(b) submitting the same number of 
pages as if the form were an official 
IRS form, with the line items on the 
proper pages. 

.02 Use Preaddressed Internal Reve
nue Service Label. If you are a 
practitioner filling out a return for a 
client or a software publisher who 
prints instruction manuals, stress the 
use of the preaddressed label provided 
in the tax package the Service sent to 
the taxpayer, when available. The use 
of this label (or its precisely duplicated 
label information) is extremely impor
tant for the efficient, accurate, and 
economical processing of a taxpayer's 
return. Labeled returns indicate that a 
taxpayer is an established filer and 
permits us to automatically accelerate 
processing of those returns. This results 
in quicker refunds, accurate names/ 
addresses and postal deliveries, and 
less manual review by IRS functions. 

1 If you are producing a software 
package that generates name and ad
dress data onto the tax return, do not 
under any circumstances program either 
the Service preprinted check digits or a 
practitioner-derived Name Control to 
appear on any return prepared and filed 
with the Service . 

2 If programming to print forms, use 
only the following label information 
format for single filers: 

000-00-0000 
JOHN Q. PUBLIC 
310 OAK DRIVE 
HOMETOWN, STATE 94000 

3 Use only the following informa
tion for joint filers: 

000-00-0000 000-00-0000 
JOHN Q. PUBLIC 
MARY I. PUBLIC 
310 OAK DRIVE 
HOMETOWN, STATE 94000 

SEC. 16. GUIDANCE FROM OTHER 
REVENUE PROCEDURES 

.01 Guidance for the substitute tax 
forms not covered in this revenue 
procedure and the revenue procedures 
which govern their use, are as follows: 

1 Revenue Procedure 88-55, IRS 
Publication 1355, Requirements and 
Conditions for the Reproduction, Pri
vate Design, and Printing of Substitute 
Forms 1040-ES. 

2 Revenue Procedure 93-18, IRS 
Publication 1141, General Rules and 
Specifications for Private Printing of 
Substitute Forms W-2 and W-3. 

3 Revenue Procedure 93-24, IRS 
Publication 1179, Specifications for 
Paper Document Reporting and Paper 
Substitutes for Forms 1096, 1098, 1099 
Series, 5498, and W-2G. 

4 Revenue Procedure 93-16, IRS 
Publication 1187, Specifications for 
Filing Form 1042-S, Foreign Person's 
U.S. Source Income Subject to With
holding, on Magnetic Tape. 

5 Revenue Procedure 93-31, IRS 
Publication 1220, Specifications for 
Filing Forms 1098, 1099, 5498, and 
W-2G Magnetically or Electronically. 

6 Revenue Procedure 83-63, IRS 
Publication 1223, Specifications for 
Private Printing of Substitute Forms 
W-2c and W-3c. 

SEC. 17. ORDERING PUBLICATIONS 

.01 If you receive Publication 1045, 
Information for Tax Practitioners, you 
may use the Form 3975, Tax Practi
tioner Annual Mailing List Application! 
Update, contained therein to order the 
following publications: 

1 Pub. 1167, the revenue procedure 
on substitute printed, computer
prepared, and computer-generated tax 
forms and schedules. 

2 Pub. 1220, the revenue procedure 
on electronic or magnetic tape and 
magnetic diskette reporting for infor
mation returns (Forms 1098, 1099 
series, 5498, and W-2G). 

3 Pub. 1345, Handbook for 
Electronic Filers of Individual Income 
Tax Returns (Tax Year 1993). (This is 
an annual publication; tax year is 
subject to change.) 
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.02 The following publications can 
now only be ordered individually. They 
are no longer in the Practitioner 
Program. 

I Pub. 1141, the revenue procedure 
on specifications for private printing 
for Forms W-2 and W-3. 

2 Pub. 1355, the revenue procedure 
on the requirements for substitute Form 
1040-ES. 

3 Pub. 1179, the revenue procedure 
on paper substitute information returns 
(Forms 1096, 1098, 1099 series, 5498, 
and W-2G). 

4 Pub. 1192, Catalog of Reproduc
ible Forms and Instructions. 

5 Pub. 1223, the revenue procedure 
on substitute Forms W-2c and W-3c. 

6 Pub. 1239, Specifications for Fil
ing Form 8027, Employer's Annual 
Information Return of Tip Income and 
Allocated Tips, on Magnetic Tape 
(Rev. Proc. 92-81). 

7 Pub. 1245, Magnetic Tape Report
ing for Forms W-4 (Rev. Proc. 92-80). 

.03 The revenue procedures listed 
above in .02 may be obtained by 
calling 1-800-TAX-FORM (1-800-
829-3676). Be sure to order using IRS 
Publication number. If you are mailing 
your order, the address to use is 
determined by your location. If you are 
located in: 

1 Alaska, Arizona, California, Colo
rado, Hawaii, Idaho, Kansas, Montana, 
Nevada, New Mexico, Oklahoma, 
Oregon, Utah, Washington, Wyoming, 
Guam, Northern Marianas, or American 
Samoa, mail your request to: 

Western Area Distribution Center 
Rancho Cordova, CA 95743-0001 

2 Alabama, Arkansas, Illinois, Indi
ana, Iowa, Kentucky, Louisiana, Michi
gan, Minnesota, Mississippi, Missouri, 
Nebraska, North Dakota, Ohio, South 
Dakota, Tennessee, Texas, or Wiscon
sin, mail your request to: 

Central Area Distribution Center 
P.O. Box 8903 
Bloomington, IL 61702-8903 

3 Connecticut, Delaware, District of 
Columbia, Florida, Georgia, Maine, 
Maryland, Massachusetts, New Hamp
shire, New Jersey, New York, North 
Carolina, Pennsylvania, Rhode Island, 
South Carolina, Vermont, Virginia, 
West Virginia, as well as all foreign 
countries and Puerto Rico, mail your 
request to: 
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Eastern Area Distribution Center 

P.O. Box 85074 

Richmond, V A 23261-5074 

4 Taxpayers in the Virgin Islands 
should mail their requests to: 

V.1. Bureau of Internal Revenue 

Lockhart Gradens No. I-A, 

Charlotte Amalie, St. Thomas, 
VI 00802 

SEC. 18. ORDERING REPRODUCTION 
PROOFS 

.01 The Service provides for the 
public camera-ready reproduction 
proofs of many of its printed tax forms. 
These reproduction proofs can only be 
ordered by using Form 6747, Order for 
Reproduction Proofs, which is found in 
the back of IRS Publication 1192. 
Publication 1192, Catalog of Reproduc
ible Forms and Instructions, can be 
obtained from the Eastern Area Dis
tribution Center (EADC) (see address 
above). 

1 Subscription information is avail
able and may be accessed by dialing 
(804) 329-1056 (not toll-free). This 
number provides for the receipt of 
forms requests and inquiries. 

. 02 Basic specifications such as mar
gins, pagination, etc., will be printed in 
the margins of the reproduction proofs 
and must be removed before printing. 
The official reproduction proof margins 
across the top, bottom, and sides must 
be maintained on all reproductions and 
substitute forms. 

.03 A charge of $2.00 per page will 
be made for each reproduction proof 
regardless of page size. Remittance is 
to be submitted with your order on 
Form 6747 for reproduction proofs. 

SEC. 19. READER LIST PROGRAM 

.01 Approximately once each week 
all forms which have been approved for 
print will be produced in pamphlet 
form and mailed to a list of sub
scribers. Reader copies will be mailed 
on a weekly basis beginning the first 
week in September and continuing 
through February. For March through 
August they will be mailed on a 
monthly basis. This product is intended 
to provide "'reader copies" of items for 
those requiring specific knowledge of 
content. It will be a "'quick print" 
product that is NOT intended to be of 
reproduction proof quality. 

.02 This product may be obtained by 
completing the order form (6747A) in 
the back of Publication 1192, Catalog 
of Reproducible Forms and Instruc
tions, and submitting it along with an 
annual fee of $125.00. You will be 
placed on a special mailing list once 
your order and payment have been 
received. Orders received after the 
program begins will not receive prior 
issues. 

.03 All orders should be sent to the 
EADC at the address shown on the 
order form. 

SEC. 20. ELECTRONIC TAX FORMS 
BULLETIN BOARD 

.01 The Service also provides 
electronic print files from a computer 
bulletin board based at the Detroit 
Computing Center. These files include 
the forms and instructions for all input 
tax documents. This service is free 
except for phone charges while con
nected. The bulletin board operates at 
2400 and 9600 baud. For more infor
mation, please write to: 

Internal Revenue Service 

1111 Constitution Ave., N.W . 

(PC:PS:E) Room 1231 Attn: ETFD 

Coordinator 

Washington, DC 20224 

SEC. 21. AGREEMENT 

Any person or company who uses 
substitute forms and makes all or part 
of the changes specified in this revenue 
procedure, agrees to the following 
stipulation: The Service presumes the 
changes are made in accordance with 
these procedures and, as such, will be 
non interruptive to the processing of the 
tax return. Should any of the changes 
prove to be not exactly as described, 
and as a result become disruptive to the 
Service during processing of the tax 
return, the person or company agrees to 
accept the determination of the Service 
as to whether or not the form may 
continue to be used during the filing 
season, and also agrees to work with 
the Service in correcting noted defi
ciencies. Notification of deficiencies 
may be made by letter, phone contact, 
or both and may include the return of 
unacceptable forms for resubmission of 
acceptable forms. 



PART B. SPECIFIC 

SECTION 1. GENERAL 

The specifications contained in this 
part of the revenue procedure define 
specific, detailed requirements for cer
tain forms and conditions. These speci
fications must be adhered to in produc
ing acceptable substitute forms as 
defined herein. 

SEC. 2. CONDITIONS-TAX RETURNS 
(FORMS 1040, 1040A, 1120, ETC.) 

. 01 Acceptable Forms. 
1 Computer-Generated Versions. 

Computer-generated versions of a tax 
return form (e.g., Form 1040, 1040A, 
1120, etc., which requires a signature 
and that establishes tax liability) are 
permitted under the following condi
tions: 

(a) These substitute returns must be 
printed on plain white paper. 

(b) Substitute returns and forms 
must conform to the physical layout of 
the corresponding Service form al
though the typeface may differ. The 
text should match the text on the 
officially-published form as closely as 
possible; condensed text and abbrevia
tions will be considered on a case-by
case basis. Exception: All jurats (per
jury statements) must be reproduced 
verbatim. No text can be added, de
leted, or changed in meaning. It must 
be readily identifiable as a valid tax 
return. 

(c) Various computer-graphic print 
media such as laser printing, dot matrix 
addressable printing, etc., may be uti
lized to produce the substitute forms. 

(d) The substitute return must be the 
same exact number of pages, and con
tain the same line text as the official 
return. 

(e) All computer-generated tax re
turns MUST be submitted for approval 
prior to their original use. Should you 
receive an approval letter for a return 
and the following year's return has no 
changes except the preprinted year, the 
latter return is not subject to approval. 
Exception: If the approval letter spec
ifies a one-time exception for your 
return, the next year's return must be 
approved. 

(f) See Exhibit CG-1040 in this 
revenue procedure for examples of 
acceptable type substitute computer
generated tax returns. 

2 The instructions in this section do 
not apply to Form 1040EZ, which must 

be provided in a scannable format as 
specified in Part B, Section 13. 

3 Computer Generated Condensed 
Format Versions. The accepted con
densed print format version for individ
ual returns is the 1040PC "answer 
sheet format" tax return. 

.02 Prohibited Forms. 
1 Tax returns (e.g., Forms 1040, 

etc.) CANNOT be computer-generated 
on lined or color-barred paper, using 
the basic non-graphic layouts accept
able for all other (non-tax return) 
substitute forms and schedules . 

2 Tax returns that differ from the 
official IRS forms in a manner that 
makes them non-standard or un
processable. 

.03 Changes Permitted To 
The Forms 1040 and 1040A. 

1 Certain changes (listed below) are 
permitted to the graphics of the form 
without prior approval, but these 
changes apply only to preprinted forms 
as described in .01 above. 

2 Changes not requiring prior ap
proval are good only for the annual 
filing period, which is the current Tax 
Year. Such changes are valid in subse
quent years only if the official form 
does not change. 

3 Other Changes Not Listed. All 
changes not listed here require prior 
approval from the Service BEFORE the 
form may be filed with the Service. 

SEC. 3. CHANGES PERMITTED TO 
GRAPHICS (FORMS 1040A AND 1040) 

.01 Adjustments 
You may make minor vertical and 

horizontal spacing adjustments to allow 
for computer or word-processing print
ing. This includes widening the amount 
columns or tax entry areas so long as 
the adjustments do not exceed other 
provisions stated in revenue proce
dures. No prior approval is needed for 
these changes. However, the users of 
forms with such changes are bound by 
the "Agreement" in Part A, Section 
2l. 

.02 Name and Address Area. 
1 The horizontal rules and instruc

tions within the name and address area 
may be removed and the entire area left 
blank; no line or instruction can remain 
in the area. However, the statement 
regarding use of the IRS mail label 
should be retained. 

2 The heavy ruled border (when 
present) that outlines the name and 

address area must not be removed, 
relocated, expanded or contracted. 

3 Required Format 
(a) When the name and address area 

is left blank, as provided in 1 above, 
the following format must be used 
when printing the taxpayer's name and 
address. Otherwise, unless the tax
payer's preprinted label is affixed over 
the information entered in this area, the 
lines must be filled-in as shown 

1 st name line (35 characters 
maximum) 

2nd name line (35 characters 
maximum) 

In-care-of name line (35 characters 
maximum) 

City, State (24 char. max.), one 
blank char., & ZIP (five char.) 

(b) When there is no in-care-of 
name line, the name and address will 
consist of only three lines (single filer) 
or four lines Uoint filer). Examples of 
the formats follow: 

Example of name and address Uoint 
filer) with no in-care-of name line: 

JOHN Z. JONES 
MARY I. JONES 
1234 ANYWHERE ST., APT 111 
ANYTOWN, STATE 12321 

Example of name and address (single 
filer) with in-care-of name line: 

JOHN Z. JONES 
C/O THOMAS A. JONES 
4311 SOMEWHERE AVE. 
SAMETOWN, STATE 54345 

.03 Social Security Number (SSN) 
and Employer Identification Number 
(EIN) Area. 

1 The vertical lines separating the 
format arrangement of the SSNIEIN 
may be removed. 

2 When the vertical lines are re
moved, the SSN and EIN formats must 
be 000-00-0000 or 00-0000000, 
respectively. 

.04 Cents Column. 
1 You may remove the vertical rule 

that separates the dollars from the 
cents. 

2 All entries in the amount column 
should have a decimal point following 
the whole dollar amounts whether or 
not the vertical line that separates the 
dollars from the cents is present. 

3 You may omit printing the cents, 
but all amounts entered on the form 
must follow a consistent format. You 
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are strongly urged to round off the 
figures to whole dollar amounts,. fol
lowing the official return instructIOns. 
Where several amounts are summed to
gether, the total should ?~ rou~ded ?ff 
subsequent to the addltIon (I.e., m
divdual amounts should not be rounded 
off for computation purposes). 

4 When printing money amounts, 
you must use one of the following ten
character formats: (a) 0,000,000. (b) 
000,000.00 

5 When there is no entry for a line 
leave the line blank. 

.05 "Paid Preparer's Use Only" 
Area. 

1 On all forms, where present, the 
paid preparer's information area may 
not be rearranged or relocated. 

2 You may add three lines and re
move the horizontal rules in the pre
parer's address area. 

3 Form 1040EZ preparers must sign 
the return and provide all other re
quired information. This information 
should be provided at the bottom of the 
form below the taxpayer's signature 
area. (See Part A, Section 10.) 

SEC. 4. CHANGES PERMITTED TO 
FORM 1040A GRAPHICS 

No prior approval is needed for ~he 
following changes (for use wlth 
computer-prepared forms only): 

.01 Line 4. 
This line may be compressed ver

tically (to allow for same line entry for 
the name of the qualifying child) by 
using the following caption: "Head of 
household; child's name" (name field). 

.02 Other Lines. 
Any line whose caption takes up two 

or more vertical lines may be com
pressed to one line by using contrac
tions, etc., and by removing instruc
tional references. 

.03 Page 2 (Form 1040A). 
All lines must be present and num

bered in the order shown on the official 
form. These lines may also be com
pressed as in .02 above. 

.04 Color Screening. 
It is not necessary to duplicate the 

color-screening used on the official 
form. A substitute Form 1040A may be 
printed in black and white only, with 
no color screening. 

SEC. 5. OTHER CHANGES PROHIBITED 

No other changes to the Form 1040A 
graphics are allowed without prior 
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approval, except for the remova~ of in
structions and references to mstruc
tions. 

SEC. 6. CHANGES PERMITTED TO 
THE FORM 1040 GRAPHICS 

No prior approval is needed for ~he 
following changes (for use wlth 
computer-prepared forms only): 

.01 Line 4. 
This line may be compressed hori

zontally (to allow for a larger entry 
area for the name of the qualifying 
child) by using the following caption: 
"Head of household; child's name" 
(name field). 

.02 Line 6c. 
The vertical lines separating columns 

(1) through (5) may be removed. The 
captions may be shortened to allow a 
one-line caption for each column. 

.03 Other Lines. 
Any other line whose caption takes 

up two or more vertical lines may. be 
compressed to one line by usmg 
contractions, etc., and by removing 
instructional references. 

.04 Line 22. 
1 This line may be expanded ver

tically to a maximum of 3 lines. 
2 The amount entry box must re

main a single entry. 
.05 Line 38. 
You may change the line caption to 

read "Tax" and computer-print either 
the words "FROM T AX TABLE," 
"T AX RATE SCHEDULES," 
"SCHEDULE D TAX WORKSHEET" 
OR "FORM 8615" as the appropriate 
text. 

.06 Line 39. 
You may change the caption to read: 

"Additional taxes from Form" and 
computer-print only the form(s) that 
apply. 

.07 Line 44 
You may change the caption to read: 

"Other credits from Form" and 
computer-print only the form(s) that 
apply. 

.08 Line 49. 
You may change the caption to read: 

"Recapture taxes from Form" and 
computer-print only the form(s) that 
apply. 

.09 Color Screening. 
It is not necessary to duplicate the 

color-screening used on the official 
form. A substitute Form 1040 may be 
printed in black and white only, with 
no color screening. 

SEC. 7. OTHER CHANGES PROHIBITED 

No other changes to the Form 1040 
graphics are permitted without prior 
approval except for the removal of 
instructions and references to 
instructions. 

SEC. 8. ACCEPTABLE FORMATS FOR 
COMPUTER-GENERATED FORMS AND 
SCHEDULES 

.01 Exhibits of acceptable computer
generated formats for the schedules 
usually attached to the For~ 1040 a~e 
shown in the Exhibits sectlOn of thls 
revenue procedure. 

.02 Use of Acceptable Formats. If 
your computer-generated forms app~ar 
exactly like the exhibits, no pnor 
authorization is needed. 

SEC. 9. COMPUTER-GENERATED 
FORMS NOT SHOWN AS EXHIBITS IN 
THIS REVENUE PROCEDURE 

.01 Those desiring to computer
generate forms not shown here may do 
so, but they must design such forms 
themselves by following the manner 
and style of those in the Exhibits 
section of this revenue procedure, and 
by taking care to observe other require
ments and conditions stated here. 

.02 Computer-generated forms so 
designed do not require prior approval 
from the Service. However, the user of 
such forms is bound by the "Agree
ment" in Part A, Sec. 21 above. The 
Service encourages the submission of 
all proposed forms for review and 
approval. 

.03 If you wish, you may submit any 
substitute form to the Service for 
approval consideration, if the propo~ed 
form is covered in Part A, SectlOn 
2.03. 

SEC. 10. INSTRUCTIONS FOR 
FORMATTING COMPUTER-GENERATED 
SUBSTITUTES 

.01 Format Arrangement 
The format of each substitute sched

ule or form must follow the format of 
the official schedule or form as to item 
captions, line references, line numbers, 
sequence, form arrangement and for
mat, etc. Basically try to make the 
form look like the official one, with 
readability and consistency being pri
mary factors. You may use periods 
and/or other similar special characters 



to separate the various parts and 
sections of the form. DO NOT use 
alpha or numeric characters for these 
purposes. With the exceptions in .02 
below, all line numbers and items must 
be printed even though an amount is 
not entered on the line. 

.02 Line Numbers. 

1 When a line on an official form is 
designated by a number or a letter, that 
designation (reference code) must be 
used on a substitute form. 

2 The reference code must be 
printed to the left of the corresponding 
captioned line and also immediately 
preceding the data entry field even if 
there is no reference code immediately 
preceding the data entry field on the 
official form. If an entry field contains 
multiple lines but shows the line 
references only one time on the left 
and right side of the form, do not use 
more than the same number of line 
references on the substitute return. 

3 In addition, the reference code that 
is immediately before the data field 
must either be followed by a period or 
enclosed in parentheses. There also 
must be at least two blank spaces 
between the period or the right paren
thesis and the first digit of the data 
field. (See example below.) 

4 A decimal point (i.e., a period) 
should be used for each money amount 
regardless of whether the amount is 
reported in dollars and cents or in 
whole dollars, or whether or not the 
vertical line that separates the dollars 
from the cents is present. The decimal 
points must be vertically aligned when 
possible. 

Example: 

5 STATE & LOCAL INC. 
TAX .................. 5. 495.00 

6 REAL ESTATE 
TAXES ................ 6. 

7 OTHER TAXES (LIST) 7. 198.00 

or 

5 STATE & LOCAL INC. 
TAX .................. (5) 495.00 

6 REAL ESTATE 
TAXES ................ (6) 

7 OTHER TAXES (LIST) (7) 198.00 

.03 Multiple Page Forms. 

When submitting multiple page 
forms, send all pages of the form in the 
same packag~ 

SEC. 11. ADDITIONAL INSTRUCTIONS 
FOR ALL FORMS 

.0 I Internal control numbers and 
identifying symbols of the computer 
preparer may be shown on the sub
stitute, if the use of such numbers or 
symbols is acceptable to the taxpayer 
and the taxpayer's representative. If 
shown, such information must not be 
printed in the top one-half inch clear 
area, from the center to the right edge, 
of any form or schedule requiring a 
signature. With the exception of the 
actual tax return form (i.e., Forms 
1040, 1120, 940, 941, 5500 Series, 
etc.), you may also print in the left 
vertical and bottom left margins. The 
bottom left margin you may use ex
tends 3 Y2 inches from the left edge of 
the form. (See Part A, Sec. 13 for more 
information on this subject.) 

.02 Descriptions for captions, lines, 
etc., appearing on the substitute forms 
may be limited to one print line by 
using abbreviations and contractions, 
and by omitting articles, prepositions, 
etc. However, sufficient key words 
must be retained to permit ready 
identification of the caption, line or 
item. 

I Explanatory detail and/or inter
mediate calculations for derivation of 
final line totals, may be included on the 
substitute. We prefer that such calcula
tions be submitted in the form of a 
supporting statement. If intermediate 
calculations are included on the sub
stitute, the line on which they appear 
may not be numbered or lettered. 
Intermediate calculations may not be 
printed in the right column. This 
column is reserved for official num
bered and lettered lines that correspond 
to the ones on the official form. If a 
supporting statement is submitted, in
termediate calculations or subtotals 
may be formatted at the preparer's 
option. 

2 Text prescribed for the official 
form, which is solely instructional in 
nature, e.g., "Attach this schedule to 
Form 1040," "See instructions," etc., 
may be omitted from the substitute 
form. 

3 Information for more than one 
schedule or form may not be shown on 
the same printout page. It is strongly 
recommended that a substitute form not 
exceed the same number of pages used 
for the official form. 

(a) Both sides of the paper may be 
printed for multiple page official forms; 

but it is unacceptable to intermix singl, 
page schedules of forms, except fo 
Schedules A and B which are printe( 
back to back by the Service. Fo 
example, Schedule E can be printed or 
both sides of the paper, because th( 
official form is multiple page, witt 
page two continued on the back 
However, for example, do not prinl 
Schedule E on the front page and 
Schedule SE on the back, or Schedule 
A on the front and Form 3903 on the 
back, etc. Both pages of a substitute 
form must match the official form 
version it represents, except that the 
back page may be blank if the Service 
form only contains the instructions 
thereon. 

4 Identify all computer-prepared 
substitutes clearly; print the form desig
nation one-half inch from the top 
margin and one and one-half inches 
from the left margin; print the title 
centered on the first line of print; and 
print the taxable year and, where 
applicable, the sequence number on the 
same line one-half to one inch from 
right margin. Include the taxpayer's 
name and SSN on all forms and at
tachments. Also print the OMB number 
and (when applicable) the forms ex
piration date, as reflected on the 
official form. 

5 The state tax column may be 
present, but the state tax information 
must NOT be visible on the copy filed 
with the Service. When a form is 
designed with both federal and state 
columns, the federal column must be to 
the left of the state column and 
adjacent to the line caption. 

6 Attach all payments (check or 
money order-no cash) to the front of 
the tax return, on top of any Forms 
W-2, W-2G or 1099-R. 

7 Negative (or loss) monetary 
amount entries should be enclosed in 
brackets, or signed minus, to assist in 
the accurate computation and input of 
form data. On many official forms the 
Service pre-prints brackets in selected 
negative data fields, and these designa
tions should be retained or inserted on 
affected substitute forms. 

SEC. 12. FILING SUBSTITUTE FORMS 
WITH THE SERVICE 

Instruct the taxpayer to follow the 
same instructions as for filing official 
forms, unless filing the forms as a tax 
preparer. These instructions are in the 
taxpayer's tax package. 
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SEC. 13. SPECIAL FORM 1040EZ 
OPTICAL CHARACTER RECOGNITIONI 
IMAGE CHARACTER RECOGNITION 
(OCRlICR) REQUIREMENTS 

. 01 The Form 1040EZ is designed in 
OCRlICR format. IRS has the capa
bility to machine read this form by 
optical character recognitionlimage 
character recognition (OCR/ICR) 
equipment (Scan-Optics-System 540, 
Recognition Equipment Inc.-Input 80 
Model B Scanner, or Scan-Optics 9000 
Series). Effective with forms to be filed 
for tax year 1994, all paper Forms 
1040-EZ must be produced only in 
OCR/ICR scannable format. Form 
1040-EZ data may also be filed 
electronically or on Form 1040-PC. 

Paragraph deleted allowing black
and-white 1040EZ. 

.02 An acceptable substitute OCR! 
ICR Form 1040EZ must generally be 
an exact replica of the official OCR! 
ICR reproduction proof with respect to 
layout, content and required OCRlICR 
characteristics. 

.03 The specific paper requirements 
which must be met for the development 
of a substitute (privately printed) OCR! 
ICR Form 1040EZ include the follow
ing: 

1 Color and quality of paper-Paper 
must be white, OCRlICR grade bond, 
with no fluorescent additives or water 
marks, and with zero rag content. 

2 Reflectivity of paper-Must be 
80% or greater. 

3 Opacity-The paper opacity ratio 
must be 80% or more. 

4 Paper Weight-Specified paper 
weight is 20 lb. OCR/ICR bond 
(.0035"). 

5 Dirt-Must not exceed 10 parts 
per million. 

6 Finish (smoothness)-Must be be
tween 90 and 160 units (Sheffield). 

7 Porosity-Paper should have a 
Gurley reading between 15 and 95. 

8 Gloss-Paper with shiny or lus
trous appearance (glossy) should be 
avoided. 

9 Size-Form trim size must be 8" 
XII". 

.04 The specific ink requirements 
which must be met for this form 
include the following: 

1 Print Color-The face of the form 
prints in black and green, the back 
prints in black only (70% screen). 

2 Ink-Green ink used must be 
highly reflective OCRlICR type, such 
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as Flint J-27975, or an exact match. 
Black ink used must be non-reflective. 

3 Face Registration-Black to green 
must be .02" (plus or minus) both 
horizontally and vertically . 

4 Face Screen-Forms contain a 
green screened background equal to a 
15% tone of llO-line screen. Follow 
registration marks on repro-proof for 
screen positioning. Handprinted boxes 
are included on Page 1 of the reproduc
tion proof and should be printed as a 
50% value of the recommended OCR! 
ICR green ink. Inks used for hand
printed boxes must reflect at least 90% 
of the background on which it is 
printed as measured in the visible 
range. 

5 Face Margins-Approximately %" 
head from top trimmed edge to screen 
(W' to black image). W' outside from 
trimmed edges to screen. Exact margins 
are provided with reproduction proofs. 

6 Back Margins-W' head, 5f16" foot, 
and 5/16" sides. 

7 Back Screen-Back copy should 
be screened for 70% tone value. 

.05 Typography 
Type must be substantially identical 

in both size and shape with correspond
ing type on the official form reproduc
tion proof. 

.06 To assure proper alignment and 
position of hand-printed characters rep
resenting return lines 1 through 1 0 tax 
data, they must be handprinted (en
tered) into the preprinted amount field 
boxes on the form. A #2 lead wooden 
pencil, or blue, and/or black ink pen 
(ball point, fountain, or felt-tipped) is 
recommended as the writing tool which 
will consistently provide the required 
stroke width and print contrast on 
entered characters. 

.07 Reading of handprinted charac
ters requires adherence to the following 
techniques. 

1 Enter numeric amount digits care
fully and clearly. Fill at least 2J3 of the 
individual character box height, keep
ing the character within the box with 
no overlapping or touching characters. 
Specific required digit constraints are 
shown below. 

2 When entering "fours", keep the 
top open. 

3 When entering "ones", do not use 
serifs. 

4 When entering , 'twos", do not 
add extra loops. 

5 All character lines must be con
nected, with no gaps. 

.08 All the general and detailed 
provisions of this Re~enue ~~ocedure 
apply (in addition to thIS speCIfIC OCR! 
ICR Section) for the development of 
substitute OCRlICR Forms 1040EZ. 

SEC. 14. COMPUTER GENERATED 
ALTERNATIVE RETURNS, FORM 
1040PC FORMAT RETURN 

.01 The Internal Revenue Service is 
offering a new approach for filing 
individual income tax returns. The 
1040PC Format Return is an alternative 
to the conventional preprinted tax 
return. The 1040PC is an answer sheet 
return, generated on a personal com
puter, in three columnar format that 
prints only tax data that is input into 
the software. Tax returns are filed by 
tax preparers and taxpayers using com
mercially available tax preparation soft
ware packages that include the 1040PC 
Format Return print option. 

1 1040PC Format Returns are 
computer-prepared, printed on plain 
white paper, signed and mailed to the 
designated processing center and are 
processed like any other conventionally 
filed return. 

2 Preparers, or taxpayers, must pur
chase IRS accepted tax preparation 
software packages that include the 
1040PC print option. All that is neces
sary to participate in 1040PC is a 
personal computer, accepted software, a 
printer, and plain white paper. 1040PC 
is attractive to tax preparers and 
taxpayers who might not be interested 
or capable of Electronic Filing. 

3 The Direct Deposit option is avail
able to taxpayers filing 1040PC returns. 
Balance due returns may also be filed 
using 1040PC. The payment may be 
forwarded to the Service Center with a 
separate payment voucher (Form 9282). 

4 All software used to generate the 
1040PC Format Return must be tested 
and accepted by the Internal Revenue 
Service. Testing will validate l040PC 
returns generated by the software and 
that the software program is in com
pliance with validity and consistency 
checks in the IRS 1040PC Project 
specifications. Software developers 
who wish to participate in the 1040PC 
program must submit Form 9356, Ap
plication to Participate in the 1040PC 
Project for 1993 Individual Income Tax 
Returns, to the Future Developments 
Section. 

5 Upon successful completion of 
software acceptance testing, the soft-



ware developer will be issued a soft
ware acceptance code. This is not the 
same as the Forms Approval Number 
which is referenced in Part A, Section 
8, or the approval number which is 
generated for OCR Scannable Applica
tion Forms for Employee Plans in Part 
B, Section 19. 

6 The Internal Revenue Service be
lieves that 1040PC will prove benefi
cial to taxpayers, tax preparers, and the 
Service. For specific information about 
the alternative computer generated 
1040PC Format Return, refer to Pub
lication 1678, Project 1040PC, Hand
book for 1040PC Format Preparers and 
Publication 1630, Project 1040PC, 
Specifications for Software Developers. 
You may also call (202) 283-0270 or 
write: 

Internal Revenue Service 
1040PC Project Office, T:I:A:F 
1111 Constitution Ave. NW 
Washington, DC 20224 

SEC. 15. SPECIAL FORM 941 
OPTICAL CHARACTER RECOGNITION 
(OCR) REQUIREMENTS 

.01 The Form 941 is designed in 
OCRlICR format. The Service has the 
capability to machine read this form by 
optical character recogni tionlimage 
character recognition (OCR/ICR) 
equipment (Recognition Equipment 
Inc.-Input 80 Model B Scanner, Scan
optics 9000 Series), if submitted in 
acceptable OCRlICR format. 

.02 Effective with forms filed for the 
first quarter of 1995, Schedule B (Form 
941), Employer's Record of Federal 
Tax Liability, as well as the Form 941 
should be produced only in OCRlICR 
scannable format. The following spe
cific criteria apply if the substitute 
form is to be produced for OCR 
processing. 

. 03 An acceptable substitute OCRI 
ICR Form 941 must be an exact replica 
of the official reproduction proof with 
respect to layout, content, and required 
OCRlICR characteristics. 

.04 The specific paper requirements 
which must be met for the development 
of substitute (privately printed) forms 
generally duplicate those specified in 
Part B, Section 13, with the following 
exception: 

1 Size-Form 941 trim size must be 
8l;l' X II". 

.05 The specific ink requirements 
which must be met for these forms 
include the following: 

1 Print Color-Black and Red 
2 Ink-Red ink must be a highly 

reflective (not less than 80%) OCRI 
ICR type ink, such as Sinclair/ 
Valentine J6983 or an exact match. 
Black ink reflectance must not be 
greater than 15%. 

3 Handprinted Boxes (including the 
numbers outside the boxes)-These 
handprinted boxes (for IRS entries and 
use only) are included on the reproduc
tion proof, and should be printed as a 
50% screen value of the recommended 
OCRlICR red ink. Inks used for hand
printed boxes must be 15% or less 
when tested using the MacBeth or 
Kidder testers (see #5 below). 

4 Face Margins-Minimum margins 
require Yl' head; center sides; and 5j16" 

foot. 
5 Testers-The following two print 

testers may be used for Form 941. Any 
other type tester must first be approved 
by the IRS. 

(a) MacBeth PCM-II 
Use "c" scale. The Print Contrast 

Signal (PCS) must range between .01 
minimum to .06 maximum. 

(b) Kidder 082 A 
Use infrared scale. PCS values must 

fall in the range of .12 minimum to .21 
maximum. White calibration disk must 
be set at 100%. Sensitivity must be set 
at "1". 

SEC. 16. PAPER SUBSTITUTES FOR 
FORM 1042-S 

.01 Paper substitutes for Form 1042-
S, Foreign Person's U.S. Source In
come Subject to Withholding, that 
totally conform to the specifications 
contained in this procedure may be 
privately printed without prior approval 
from the Internal Revenue Service. 
Proposed substitutes not conforming to 
these specifications must be submitted 
for consideration. 

1 The request should be submitted 
by November 15 of the year prior to 
the year the form is to be used. This is 
to allow the Service adequate time to 
respond and the submitter adequate 
time to make any corrections. These 
requests should contain a copy of the 
proposed form, the need for the spe
cific deviation(s), and the number of 
information returns to be printed. 

2 Form 1042-S is subject to annual 
review and possible change. Withhold
ing agents and form suppliers are 
cautioned against overstocking supplies 
of the privately printed substitutes. 

3 Copies of the official form for the 
reporting year may be obtained from 
most Service offices. The Service 
provides only cut sheets (no carbon 
interleaves) of these forms. Continuous 
fan-fold/pin-fed forms are not provided. 

.02 Instructions for Withholding 
Agents 

1 Only original copies may be filed 
with the Service. Carbon copies and 
reproductions are not acceptable. 

2 The term "Recipient's U.S. tax
payer identification number," for an 
individual means the social security 
number (SSN), consisting of nine digits 
separated by hyphens as follows: 000-
00-0000. For all other recipients, the 
term means employer identification 
number (EIN). The EIN consists of 
nine digits separated by one hyphen as 
follows: 00-0000000. The taxpayer 
identification number must be in one of 
these formats. 

3 Withholding agents are requested 
to type or machine print whenever 
possible, provide quality data entries on 
the forms (that is, use black ribbon, 
insert data in the middle of blocks well 
separated from other printing and 
guidelines), and take other measures to 
guarantee a clear, sharp image. With
holding agents are not required, how
ever, to acquire special equipment 
solely for the purposes of preparing 
these forms. 

4 On corrected returns, the words 
CORRECTED RETURN must be typed 
in all capital letters in the top Y4 inch, 
right of center margin. All required 
information must be completed on a 
corrected return since it replaces and 
supersedes the information return pre
viously filed. 

5 Substitute forms prepared in con
tinuous or strip form must be burst and 
stripped to conform to the size spec
ified for a single form before they are 
filed with the Service. The dimensions 
are found below . 

(a) Computer cards are acceptable, 
provided they meet all requirements 
regarding layout, content, and size. 

.03 Substitute Forms Format 
Requirements. 

1 Privately printed substitute Forms 
1042-S must be exact replicas of the 
official forms with respect to layout 
and contents. Only the dimensions of 
the substitute form may differ and the 
printing of the Government Printing 
Office symbol must be deleted. The 
exact dimensions are found below. 

2 Line I must be present, line 2 may 
be omitted if it is not needed. If line 2 
is omitted, also omit line 3. 
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3 None of the boxes can be omitted. 
Each box (a through h) must be present 
and in the exact order. The box for 
each payment amount must contain the 
appropriate caption. 

4 Color and Quality of paper. 
(a) Paper for Copy A must be white 

chemical wood bond, or equivalent, 20 
pound (basis 17 X 22-500), plus or 
minus 5 percent; or offset book paper, 
50 pound (basis 25 X 38-500). No 
optical brighteners may be added to the 
pulp or paper during manufacture. The 
paper must consist of principally 
bleached chemical woodpulp or re
cycled printed paper. It also must be 
suitably sized to accept ink without 
feathering. 

(b) Copies B, C, D (for Recipient), 
and E (for Withholding Agent) are pro
vided in the official assembly solely for 
the convenience of the withholding 
agent. Withholding agents may choose 
the format, design, color and quality of 
the paper used for these copies. 

5 Color and Quality of Ink-All 
printing must be in a high quality non
gloss black ink. Bar codes should be 
free from picks and voids. 

6 Typography-Type must be sub
stantially identical in size and shape to 
corresponding type on the official 
form. All rules on the document are 
either I point (0.015 inch) or 3 point 
(0.045 inch). Vertical rules must be 
parallel to the left edge of the docu
ment; horizontal rules, parallel to the 
top edge. 

7 Dimensions-The official form is 
8 inches wide X 51/2 inches deep, 
exclusive of a 1J2 snap stub on the left 
side of the form. The snap feature is 
not required on substitutes. 

(a) The width of a substitute Copy A 
must be a minimum of 7 inches and a 
maximum of 8 inches, although ad
herence to the size of the official form 
is preferred. If the width of the 
substitute Copy A is reduced from that 
of the official form, the width of each 
field on the substitute form must be 
reduced proportionately. The left mar
gin must be 1/2 inch and free of all 
printing other than that shown on the 
official form. 

(b) The depth of a substitute Copy A 
must be a minimum of 51J6 inches and a 
maximum of 5 1/2 inches. 

8 Carbonized forms or "spot car
bons" are not permissible. Interleaved 
carbons, if used, must be of good 
quality to preclude smudging and 
should be black. 
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9 Other Copies-Copies B, C, and D 
are required to be furnished for the 
convenience of payees who are re
quired to send a copy of the form with 
other federal and state returns they file. 
Copy E may be desired as a withhold
ing agent's record/copy. 

.04 Additional Instructions 
I Arrangement of Assembly-If all 

five parts are present, the parts of the 
assembly shall be arranged from top to 
bottom as follows: Copy A (Original) 
"For Internal Revenue Service," 
Copies B, C, and D "For Recipient," 
and Copy E "For Withholding Agent." 

SEC. 17. SPECIFICATIONS FOR FILING 
SUBSTITUTE SCHEDULES K-l 

Prior approval is NOT required for a 
substitute Schedule K-I that accom
panies Form 1065 (for partnership), a 
Form 1120S (for small business corpo
ration), or a Form 1041 (for fiduciary) 
when the substitute Schedule K-l 
meets all of the following require
ments. 

.01 The Schedule K-I must contain 
the payer and recipient's name, address 
and SSN/EIN. 

.02 The Schedule K-I must contain 
all line items required for use by the 
taxpayer. 

.03 The line items must be in the 
same order and arrangement as those 
on the official form. 

.04 The line items must be num
bered, titled, and/or captioned exactly 
as shown on the official form. 

.05 Each taxpayer's information 
must be on a separate sheet of paper. 
Therefore, all continuously printed sub
stitutes must be separated, by taxpayer, 
before filing with the Service. 

.06 Schedules K-I for recipients 
must have instructions for required line 
items attached. 

.07 You may be subject to penalties 
if you file Schedules K-l with the 
Service and furnish Schedules K-l to 
partners, shareholders, or beneficiaries 
that do not conform to the specifica
tions of this revenue procedure. 

.08 The amount of each partner's, 
shareholder's or beneficiary's share of 
each line item must be shown. The 
furnishing of a total amount for each 
line item and a percentage (or decimal 
equivalent) to be applied to such total 
amount by the partner, shareholder, or 
beneficiary does not satisfy the law and 
the specifications of this revenue 
procedure. 

.09 If you file Schedules K-I not 
conforming to the above specifications, 
IRS may consider these as not process
able and return them to you to be filed 
correctly. You may also be subjected to 
the penalty as mentioned in .07 above. 

SEC. 18. PROCEDURES FOR PRINTING 
INTERNAL REVENUE SERVICE 
ENVELOPES 

.01 Organizations are now permitted 
to produce substitute tax return en
velopes. Use of substitute return en
velopes that comply with the require
ments set forth in this section will 
assist in delivery of mail by the U.S. 
Postal Service and facilitate internal 
sorting once the envelopes are received 
at the Internal Revenue Service Cen
ters. The permanent five digit ZIP 
codes assigned to the ten service 
centers are listed below. These ZIP 
codes must be utilized when mailing 
returns to the prescribed service center: 

ATLANTA GA 39901 
KANSAS CITY MO 64999 
AUSTIN TX 73301 
PHILADELPHIA PA 19255 
MEMPHIS TN 37501 
ANDOVER MA 05501 
CINCINNA TI OH 45999 
HOLTSVILLE NY 00501 
OGDEN UT 84201 
FRESNO CA 93888 

.02 The sorting of returns by form 
type is accomplished by the preprinted 
bar codes on return envelopes that are 
included in each specific type of form 
or package mailed to the taxpayer. The 
32 bit bar code located on the left and 
above the address on each envelope 
identifies the type of form that person 
is filing and assist the Service in 
consolidating like returns together for 
processing. Failure to use the envelopes 
furnished by the Service results in 
additional processing time and effort, 
and possibly delays the timely deposit 
of funds, processing of returns, and 
issuance of refund checks. 

.03 The Internal Revenue Service 
will not furnish or sell bulk quantities 
of preprinted tax return envelopes to 
taxpayers or tax practitioners. A suita
ble alternative has been developed 
which will accommodate the sorting 
needs of both the IRS and the U.S. 
Postal Service. The new alternative is 
based on the use of ZIP + 4 or 9 digit 
ZIP codes for mailing various types of 



tax returns to the different area service 
centers. Essentially, the Postal Service 
will utilize the last four digits to 
identify and sort the various form types 
into separate groups for processing. 
The list of add-on four digits or + 4 
portion of the 9 digit ZIP codes with 
the related form designations is pro
vided below and is to become a 
permanent part of the five digit service 
center ZIP codes shown above. 

FORM ZIP + 
FOUR 

XXXXX-OOOI 
XXXXX-0002 
XXXXX-0003 
XXXXX-0005 
XXXXX-0006 
XXXXX-0007 
XXXXX-0008 
XXXXX-OOII 
XXXXX-0012 
XXXXX-0013 
XXXXX-0014 
XXXXX-0015 
XXXXX-0020 
XXXXX-0024 
XXXXX-0027 
XXXXX-0031 
XXXXX-0044 

PACKAGE 

Reserved 
1040 Non-Bus 
1040 Bus & Farm 
941 
940 
942 
943 
1065 
1120 
1120S 
1040EZ 
1040A 
5500-C/R 
5500EZ 
990 
2290 
5500 

.04 The Internal Revenue Service 
will produce position/design sheets, 
OCR readable addresses with the ap
propriate ZIP + FOUR code(s) and 
POSTNET bar code(s) as Reproduction 
Proofs. Position sheet specifications 
must be followed as to size, stock, 
printing positions, clear areas and ink. 
Orders for each specific forrnJpackage 
ZIP code proof will be processed under 
Part A, Section 21 of this Revenue 
Procedure. 

I Any deviations from the specifica
tions outlined on the position/design 
sheets must be approved in advance. 
Use of preparer company names, ad
dresses, and logos are permissible so 
long as prescribed clear areas are not 
invaded. Use of carbon based ink is 
essential for effective address and bar 
code reading. Envelope construction 
can be of side seam or diagonal seam 
design. Continuous pin-fed construction 
is not desirable, but is permissible if 
the glued edge is at the top. This re
quirement is firm as mail opening 
equipment is designed to slice or other
wise open the bottom edge of each 
envelope. 

. 05 The above procedures or 
guidelines are written for the user 
having envelopes preprinted. Many 

practitioners may not wish to have 
volumes of the different envelopes with 
differing ZIP codes/form designations 
preprinted for reasons of low volume, 
warehousing, waste, etc. In this case, 
the practitioner can type or machine 
print the addresses with the appropriate 
ZIP codes to accommodate sorting. If 
the requirements/guidelines outlined in 
this section cannot be met, then use of 
only the appropriate five digit service 
center ZIP code is needed. 

SEC. 19. SPECIFICATIONS FOR OCR 
SCANNABLE APPLICATION FORMS FOR 
EMPLOYEE PLANS 

.01 Forms 4461, 4461-A, 4461-B, 
5300, 5303, 5307, 5310, 5310-A, and 
6406 are OCR scannable documents 
submitted to key district offices for 
employee plans matters. They may be 
submitted as Computer-generated sub
stitute forms if the requirements of this 
section are satisfied. 

.02 An OCR data sheet must be 
generated according to the following 
requirements: 

I Set at least 1" margin at top, 
bottom, and both sides. 

2 A data element consists of a less 
than sign, information or at least 5 
blank spaces, and a greater than sign 
(delimiters). All data elements from 
page one of the application forms in 
.01 above must be printed on the OCR 
data sheet, even if no information is 
entered between the delimiters. 

3 Add at least 2 spaces before and 
after each delimiter. 

4 Each data element must start at the 
left margin. 

5 One line for each data field, 
except employer and plan name fields 
may be two lines. However, only one 
set of delimiters may bracket the field, 
even if the field is on two lines. 

6 Each data element must appear on 
the OCR data sheet in the same 
sequence as printed on the preprinted 
form, reading top to bottom and from 
left to right. 

7 Each data field must be sequen
tially numbered at left commencing 
with I. See Notice 90-38 for examples 
of the acceptable format. 

8 The data sheet must be printed on 
8W' X II" white nonrecycled paper 
suitable for use with printing equip
ment and duplicating machines. A 
photocopy is not acceptable. Heavy
weight bond paper and onion skin 
paper are not acceptable. 

9 Use 10 pitch type in a standard 
business font (e.g., courier. elite, pica). 

10 Add at least two spaces before 
and after each less than and greater 
than sign (delimiters). 

II Do not fold or staple the OCR 
data sheet. It may remain loose, or be 
paper or spring clipped to the 
application. 

12 At the top of the OCR data sheet 
add the heading "OCR Data Sheet, 
File With Application Form, Approval 
Number (leave nine spaces for approval 
number)" . 

.03 The OCR data sheet must be 
submitted for approval to: EP OCR 
Forms Coordinator, E:FC:C2, Room 
2235, IIII Constitution Ave., N.W., 
Washington, DC 20224. 

.04 The OCR data sheet must be 
submitted with a complete word-for
word identical copy of the application 
form except as described in .05 below. 
This copy may be a photocopy, or a 
Computer-Generated Substitute Form. 
Computer-generated substitute forms 
may be submitted for approval to the 
address in .03 above. However, except 
for the OCR data sheet, such approval 
is not required if the requirements of 
this Revenue Procedure are satisfied. If 
approval is requested, leave nine spaces 
for the approval number above the 
OMB approval number. 

.05 The OCR data sheet replaces one 
copy of page one of the application 
which must otherwise be submitted in 
duplicate. To avoid confusion when 
generating the OCR data sheet, the 
following wording should be deleted 
from the first page of the application, 
"File page I of the form in duplicate" 
and "Both copies of this page must be 
signed". If the Procedural Require
ments Checklist is being generated, the 
following line items should be modi
fied as indicated. Item (e) or (f) "Have 
you submitted page I in duplicate?" 
should be modified to read, "Have you 
submitted the OCR data sheet?", and 
item (f) or (g) "Have you signed both 
copies of page I of the application?" 
should be modified to read, "Have you 
signed the application?" 

.06 Nonscannable EP application 
forms, e.g., Form(s) 5305 and 5306. 
may be computer-generated. They need 
not be submitted for approval if the 
requirements of this Revenue Procedure 
are satisfied. If approval is desired . 
these forms may be submitted to the 
address in .03 above. 
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SEC. 20. PROCEDURE FOR 
SUBSTITUTE FORM 5471 AND 
FORM 5472 

.0 I Instructions for Preparing Sub
stitute Forms 5471, Information Return 
of U.S. Persons With Respect To 
Certain Foreign Corporations, and their 
accompanying Schedules M, N, 0, and 
P, and Forms 5472, Information Return 
of a 25% Foreign-Owned U.S. Corpo
ration, or a Foreign Corporation 
Engaged In a U.S. Trade or Business 
(Under Sections 6038A and 6038C of 
the Internal Revenue Code). 

1 Paper and Computer-Generated 
Substitutes for Form 5471 and the 
accompanying Schedules M, N, 0, and 
P, and Form 5472 that totally conform 
to the specifications contained in this 
procedure may be privately printed, but 
must have prior approval and are 
subject to annual review from the 
Internal Revenue Service. 

2 Copies of the official forms for the 
reporting year may be obtained from 
most Service offices. The Service 
provides only cut sheets of these forms. 
Continuous fan-folded/pin-fed forms 
are not provided. 

3 The Service will accept QUALITY 
substitute tax forms that are consistent 
with the official forms they represent, 
AND that do not have an adverse 
impact on our processing. Therefore, 
only those substitute forms that con
form to, and do not deviate from the 
corresponding official forms, are 
acceptable. 

.02 Computer-Prepared Tax Forms 
If the substitute returns and sched

ules meet the guidelines prescribed 
herein, the Service will for filing 
purposes accept computer-prepared 
Forms 5471 and 5472 filled in by a 
computer, word processing equipment 
or similar automated equipment or a 
combination of computer-prepared/ 
generated and filled in information 
filed separately or attached to individ~ 
ual or business income tax returns. 

.03 Format Arrangement 
1 The substitute must follow the 

design of the official form as to format, 
arrangement, item caption, line num
bers, line references, and sequence. It 
must be an exact textual and graphic 
MIRROR image of the official form for 
it to be acceptable. 

2 The filer must use one of the of
ficial ten character amount formats. All 
entries in the amount column should 
have a decimal point following the 
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whole dollar amounts whether or not 
the vertical line that separates the 
dollars from the cents is present. It 
must follow a consistent format. 

3 The reference code must be 
printed to the left of the corresponding 
captioned line and also immediately 
preceding the data entry field EVEN if 
there is no reference code preceding 
the data entry field on the official 
form. The reference code that is 
immediately before the data field must 
either be followed by a period or 
enclosed in parentheses. There also 
must be at least two blank spaces 
between the period or the right paren
thesis and the first digit of the data 
field. 

4 The size of the page must be the 
same as the official form (8Y2" XII"). 

5 The acceptable print is 
"Helvetica" . 

6 The spacing of the print must be 6 
lineslinch vertical, 10 or 12 print 
characters per inch horizontally. 

7 A 1/2 to Y4 inch margin must be 
maintained across the top, bottom, and 
both sides (exclusive of any pin feed 
holes). 

8 The substitute form must be of the 
same number of pages as the official 
one. 

9 The preprinted brackets in the 
money fields should be retained. 

10 The filer must COMPLETELY 
fill in all the specified numbers or 
referenced lines as they appear on the 
official form, (not just totals), BEFORE 
attaching any supporting statement. 

11 Supporting statements are 
NEVER to be used until the required 
official form they support are first 
totally filled in (completed). A blank or 
incomplete form that refers to a sup
porting statement, in lieu of completing 
a tax return is unacceptable. 

12 Descriptions for captions, lines, 
etc., appearing in the substitute forms 
m~y be limited to one print line by 
usmg abbreviations and contractions 
and by omitting articles, prepositions: 
etc. However, sufficient key words 
must be retained to permit ready 
identification of the caption, line or 
item. 

13 Text prescribed for the official 
form, which is solely instructional in 
nature, e.g., "Attach this schedule to 
Form 1040", "See instructions" etc., 
may be omitted from the form~ 

.04 Filing Instructions 
Instructions for filing substitute 

forms are the same as for filing official 
forms. 

SEC. 21. FORMS FOR 
ELECTRONICALLY FILED RETURNS 

.0 I Since the 1986 filing season, the 
Service has been accepting current 
processing year electronically filed re
fund returns. Since tax year 1991, we 
accept balance due returns that are filed 
electronically. Electronic filing is a 
method by which qualified filers trans
mit tax return information directly to 
an IRS Service Center over telephone 
lines, in the format of the official 
Internal Revenue Service forms. 

Anyone wishing to participate in the 
Electronic Filing Program for indi
vidual income tax returns must submit 
a Form 8633, Application to Participate 
in the Electronic Filing Program. (Note: 
For Business returns, prospective par
ticipants must submit a Form 9041, 
Application for Electronic/Magnetic 
Media Filing of Forms 1041, 1065, 
5500, 5500-C/R, and 5500-EZ.) 

.02 The taxpayer signature does not 
appear on the electronically transmitted 
tax return and is obtained by the qual
ified electronic filer on Form 8453, 
U. S. Individual Income Tax Declara
tion for Electronic Filing, for Forms 
1040, 1040A and 1040EZ. Form 8453, 
which serves as a transmittal for the 
associated non-electronic (paper) docu
ments, such as Forms W-2, W-2G, and 
1099-R, is a one-page form and can 
only be approved through the Sub
stitute Forms Program in that format. 
For specific information about elec
tronic filing, refer to Publication 1345, 
Handbook for Electronic Filers of 
Individual Income Tax Returns. (NOTE: 
For Business returns, the electronic/ 
magnetic media participants must use 
the official Form 8453-E, F or P, or an 
approved substitute that duplicates the 
official form in language, format, con
tent, color and size.) 

.03 A participant in the electronic 
filing program who wants to develop a 
substitute form should follow the 
guidelines for preparing substitute 
forms throughout this publication, and 
send a sample of the form for approval 
to the Substitute Forms Coordinator at 
the address in Part A, Section 8. Forms 
8453 prepared using a font where all 
IRS-approved wording will not fit on a 
single page will not be accepted as 
substitute forms. This applies primarily 
to dot-matrix printers, although forms 
prepared similarly on laser and inkjet 
printers will also be rejected. 
PLEASE NOTE: Use of unapproved 
forms could result in suspension of the 



participant from the electronic filing 
program. 

SEC. 22. flO MAGNETIC TAPE 
PAYMENTS 

.01 REVENUE PROCEDURE 89-48 
(IRS PUBLICA nON 1315) provides 
the requirements and instructions for 
reporting agents who submit Federal 
Tax Deposits (FTD) payment informa-

tion on magnetic tape. Magnetic tape 
submissions for FTD can be made for 
Forms 940, 941, 942, 943, 720, CT-I, 
990-PF, 990-T, 990-C, 1042, 1120, 
and Schedule A (Form 941) Backup 
Withholding. 

.02 Revenue Procedure 89-49 (Pub. 
1374) provides the requirements and 
instructions for certain banks and 
fiduciaries to submit quarterly Form 

1041-ES payments on magnetic tape 
through the Federal Tax Deposit (FTD) 
system. 

SEC. 23. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure supersedes 
Revenue Procedure 92-21, 1992-1 
C.B. 709. 

1994-1 C.B. 647 



Exhibit A·l (Pr.f.rred Form.t) 

SCHEDULES MB Schedule A-Itemized Deductions 
(Form 1040) 

(Schedule B Is on back) 
Oe~r1menl olllle Tr,u..wy m 
Internal R,v,nue Setvoet ~ Attach to Form 1040. ~ See Instructions for Schedules A and B 

Name(sl shown on Form 1040 

Medical 
and 
Dental 
Expenses 

Taxes You 
Paid 
(See 
page 38.) 

Interest 
You Paid 
(See 
page 39.) 

Note: 
Personal 
interest is 
no longer 
deductible. 

Gifts to 
Charfty 
(See 
page 40.) 

Caution: Do not include expenses reimbursed or paid by others. 
1 Medical and dental expenses. (See 38.) . 
2 Enter amount from Form 1040, line 32 
3 Multiply line 2 above by 7.5% (.075) . . . . 
4 line 3 from line 1. Enter the result. If less than 

5 State and local income taxes . • • • . . . . . 
8 Real estate taxes . • . • • . . . . . • . . 
7 Other taxes. (Ust-include personal property taxes.) ~ 

8 Add lines 5 TnnnlJr,n 7. Enter the tota~ . . . . . . 

9a Home mortgage interest and pOints reported to you on Form 1098 
b Home mortgage interest not reported to you on Form 1098. (If 

paid to an individual, show that person's name and address.) ~ 

10 Points not reported to you on Form 1098. (See 
instructions for special rules.) . . • . . . . . . 

11 Investment interest (attach Form 4952 if required). (See 
page 40.). . • • . . . . . . . . . . . . 

1 Add Ii 11. the total. . . . . . 

Caution: If you made a charitable contribution· and 
received a benefit in return, see page 40. 

13 Contributions by cash or check . . . • . . . . 

14 Other than cash or check. (You MUST attach Form 8283 
if over $500.). . . . . . . . . . 

15 Carryover from prior year. . . . . . . . . . . 
16 Add lines 13 . Enter the total. . . . . . 

17 , ... ,,, ''''TV or theft loss(es) (attach Form 4684). (See page 40.). 

18 Movi Form 3903 or 

Job Expenses 19 
and Most Other 
Miscellaneous 

Unreimbursed employee expenses-job travel, union 
dues, job education, etc. (You MUST attach Form 2106 
if required. See instructions.) ~ .......................... . 

Deductions 20 

(See 
page 41 for 
expenses to 
deduct here.) 21 

22 
23 
24 

Other 25 

Other expenses Onvestment, tax preparation, safe 
deposit box, etc.). Ust type and amount ~ ............ .. 

Add lines 19 and 20 . . . . . 
Enter amount from Form 1040, line 32. L.==-.J.-----'---f"...:""""1 
Multiply line 22 above by 2% (.02~ . . . . . . . 

line 23 from line 1. Enter the result. If less than 

Other (from list on page 41 of instructions). Ust type and amount ~ ............. .. 

OMS No. 1545-0074 

07 

Miscellaneous 
Deductions ............................................................................................. ~ 

Total 
Itemized 
Deductions 

26 • If the amount on Form 1040, line 32, is $100,000 or less ($50,000 or } 
less if married filing separately), add lines 4,8, 12, 16, 17, 18,24, and 
25. Enter the total here. . ~ 

• If the amount on Form 1040, line 32, is more than $100,000 (more than 
$50,000 if married filing separately), see page 42 for the amount to enter. 

Caution: Be sure to enter on Form 1040, line 34, the LARGER of the 
amount on line 26 above or your standard deduction. 

For Paperwork Reduction Act Notice, ... Form 1040 Instruction .. 
648 1994-1 C.B. 

Schedule A (Form 1(40) 1891 



bhlblt A·2 (Acceptable Formlt) 

SCHEDULES A&B Schedule A-Itemized Deductions 
(Form 1040) 

(Schedule B is on back) 
Department of In.. Treasury 
Int"",.1 Revenue s.rv",e (T) • Attach to Fonn 1040 .• See Instructions for Schedules A and B 
Name(s) shown on Form 1040 

Medical 
and 
Dental 
Expenses 

Taxes You 
Paid 
(See 
page 38.) 

Interest 
You Paid 
(See 
page 39.) 

Note: 
Personal 
interest is 
no longer 
deductible. 

Gifts to 
Charity 

(See 
page 40.) 

Moving 
Ex .... ""· ...... • .. 

Caution: Do not include expenses reimbursed or paid by others. 
1 Medical and dental expenses. (See 38.) . 
2 Enter amount from Form 1040. line 32 
3 Multiply line 2 above by 7.5% (.075) . . . . 
4 line 3 from line 1. Enter result. If less than 

5 State and local income taxes . . . . . . . . . 
6 Real estate taxes . . . . . . . . . . . . . 
7 Other taxes. (List-include personal property taxes.) ~ 

8 Add ·Iine·s·s· .. ······ -'7: 'E~t~~ 'the- tc;ta~''':''':'':'' -'-' -: -'-. 
9a Home mortgage interest and points reported to you on Form 1098 

b Home mortgage interest not reported to you on Form 1098. (If 
paid to an individual, show that person's name and address.) ~ 
................... __ .... _---_ .. __ ._------- .. -- ...... _-_ ...... __ ..... 

10 Points not reported to you on Form 1098. (See 
instructions for special rules.) . . . . . . . . . 

11 Investment interest (attach Form 4952 if required). (See 
page 40.). . . . . . . . . . . . . . . . 

12 Add lines 9a 1 1. Enter the total. . . . . . 

Caution: If you made a charitable contribution and 
received a benefit in return, see page 40. 

13 Contributions by cash or check . . . . . . . . 

14 Other than cash or check. (You MUST attat:h Form 8283 
if over $500.). . . . . . . . . . 

15 Carryover from prior year. . . . . . 
16 Add lines 13 Enter the total. 

17 Casualty or theft loss(es) (attach Form 4684). (See page 40.). 

18 Movi Form 3903 or 3903 

Job Expenses 19 
and Most Other 
Miscellaneous 

Unreimbursed employee expenses-job travel, union 
dues, job education, etc. (You MUST attach Form 2106 
if required. See instructions.) ~ .... _ .............. ___ .. __ _ 

Deductions 20 

(See 
page 41 for 
expenses to 
deduct here.) 21 

22 
23 
24 

Other 25 
Miscellaneous 
Deductions 

Total 
Itemized 
Deductions 

26 

Other expenses (investment, tax preparation, safe 
deposit box, etc.). List type and amount .. _ .. -.... _ .... -

.................................... -.... -_ ... -_ .... -_.---_ ....................... .. 
Add lines 19 and 20 . • • . . 
Enter amount from Form 1040, line 32. L:~----......L..--f"'·~~/1 
Multiply line 22 above by 2% (.02i . . 

line 23 from line 21. Enter the result. If less than 

Other (from list on page 41 of instructions). List type and amount ~ ............. .. 
_ .... _. _ .... --_ ... -_ .... -_ ....... _. -... -_., -- .. _. -_ .. , _ ..... -_ ............... -.... -- _. _. _ .... ~ 

• If the amount on Form '040, line 32, is $100,000 or less ($50,000 or } 
less if married filing separately), add lines 4, 8, 12,16,17,18,24, and 
25. Enter the total here. 

• If the amount on Form 1040, line 32, is more than $100,000 (more than 
$50,000 if married filing separately), see page 42 for the amount to enter. 

Caution: Be sure to enter on Form 1040, line 34, the LARGER of the 
amount on line 26 above or your standard deduction. 

For Paperwor" Red"ctio ., .&d ~ ... ~nn 1040 instructions. 

OMS No. 1545-0074 

Schedule A (Fonn 1040) 1991 

1994-1 C.B. 649 



Exhibit 8·1 (Preferred Formlt) 
Schedules MB (Form 1040) 1991 OMB No. 1545-0074 Page 2 
Name(s) shown on Form 1040. (Do not enter name and social security number It shown on otl1er side.) Your social security number 

Part I 
Interest 
Income 

(See 
pages 15 
and 43.) 

Note: If you 
received a Form 
1099-INT, Form 
1099-010, or 
substitute 
statement, from 
a brokerage firm, 
list the firm's 
name as the 
payer and enter 
the total interest 
shown on that 
form. 

Part II 
Dividend 
Income 

(See 
pages 16 
and 43.) 

Note: If you 
received a Form 
1099-01V, or 
substitute 
statement, from 
a brokerage 
finm, list the 
firm's name as 
the payer and 
enter the total 
dividends 
shown on that 
fonm. 

Part III 
Foreign 
Accounts 
and 
Foreign 
Trusts 
(See 
page 43.) 

Schedule B-Interest and Dividend Income 
Attachment 
Sequence No. 08 

11 you received more than $400 in taxable interest income, or you are claiming the exclusion of interest from 
series EE U.S. savings bonds issued after 1989 (see page 43), you must complete Part I. List ALL interest received 
in Part I. 11 you received more than $400 in taxable interest income, you must also complete Part III. If you received, 
as a nominee, Interest that actually belongs to another person, or you received or paid accrued interest on securities 
transferred between Interest payment dates, see page 43. 

Interest Income Amount 

1 Interest income. (List name of payer-if any interest income is from 
seller-financed mortgages, see instructions and list this interest first.) ~ ....... : 

1 

2 Add the amounts on line 1 . . . 2 

3 Enter the excludable savings bond interest, if any, from Form 8815, line 14. 
Attach Form 8815 to Form 1040 . . . . .. ......... 1---=3~ ____ ---1f--_ 

4 Subtract line 3 from line 2. Enter the result here and on Form 1040 line 8a. ~ 4 
If you received more than $400 In gross dividends andlor other distributions on stock, you must complete Parts 
II and III. If you received, as a nominee, dividends that actually belong to another person, see page 43. 

5 Dividend income. (List name of payer-include on this line capital gain 
distributions, nontaxable distributions, etc.) ~ .................................... _. 

.. _ ........ _ .. _ .. _.......................................................................... 5 

6 Add the amounts on line 5 . . . . . . . . . . 
7 Capital gain distributions. Enter here and on Schedule O· . !---'7"-t-----i __ 
8 Nontaxable distributions. (See the inst. for Form 1040, line 9.). 1.....::.-1...-___ .......1 __ 

9 Add lines 7 and 8 . . . . . . . . . . . . . . . . . . . . . 
10 Subtract line 9 from line 6. Enter the result here and on Form 1040, line 9 . ~ 

·If you received capital gain distributions but do not need Schedule D to'report any other gains or losses, 
see the instructions for Form 1040, lines 13 and 14. 

11 you received more than $400 of interest or dividends, OR if you had a foreign account or were a 
grantor of, or a transferor to, a foreign trust, you must answer both questions in Part III. 

118 At any time during 1991, did you have an interest in or a signature or other authority over a financial 
account in a foreign country (such as a bank account, securities account, or other financial 
account)? (See page 43 for exceptions and filing requirements for Form TO F 90-22.1.) 

b If "Yes," enter the name of the foreign country ~ ................................................. _ .... . 

Yes No 

12 Were you the grantor of, or transferor to, a foreign trust that existed during 1991, whether or not w.w~~$.~ 
have beneficial interest in it? If have to file Form 3520 352 926 

For Paperwo!1( Reduction Act Notice, ... Fonn 1040 instnletions. Schedule B (Fonn 104011991 
650 1994-1 C.B. 



Exhibit B·2 (Acctpt.blt Form.t) 
Schedules MS (Form 1040) 1991 OMS No. 1545·0074 Page 2 
Name(s) shown on Form 1040. (Do not enter name and social security number If shown on other side.) Your sociel security number 

Part I 
Interest 
Income 

(See 
pages 15 
and 43.) 

Note: If you 
received a Form 
1099·INT, Form 
1099-010, or 
substitute 
statement, from 
a brokerage firm. 
list the firm's 
name as the 
payer and enter 
the total Interest 
shown on that 
form. 

Part II 
Dividend 
Income 

(See 
pages 16 
and 43.) 

Note: If you 
received a Form 
'099-DIV, or 
substitute 
statement, from 
a brokerage 
firm, list the 
firm's name as 
the payer and 
enter the total 
dividends 
shown on that 
form. 

Part III 
Foreign 
Accounts 
and 
Foreign 
Trusts 
(See 
page 43.) 

Schedule B-Interest and Dividend Income 

Interest Income 

1 Interest income. (List name of payer-if any interest income is from 
seiler-financed mortgages, see instructions and list this interest first.) •........ 
............................................................................................................ 
................................................................................................. 
.......................................................................................................... 
........................................................................................................................ 
........................................................................................................ 
. ........................................................................................................... . 
........................................................................................................... 
............................................................................................................ 
.................................................................................................... 

1 

Attachment 08 
Sequence No. 

Amount 

2 Add the amounts on line 1 . . . . . . . . . . . . . . . . . . !--=2~ ____ --I 

3 Enter the excludable savings bond interest, If any, from Form 8815, line 14. 
Attach Form 8815 to Form 1040 . . . . . . . . . . . . . . . . t---3-+-----i 

4 Subtract line 3 from line 2. Enter the result here and on Form 1040 line 8a. • 4 
If you received more than $400 in gross dividends anellor other distributions on stock, you must complete I 
II and III. If you received, as a nominee, dividends that actually belong to another set page 43. 

5 Dividend income. (List name of payer-include on this line capital gain 
distributions, nontaxable distributions, etc.) ...................................... . 

............................................................................................ 5 

.......................................................................................................... 

.............................................................................................................................. 

....... _. -............................................................................................................ . 

................................................................................................................ 

........................................................................................................................ 

.............. -............................................................ -............................. .. 
6 Add the amounts on line 5 . . . . . . . . . . 
7 Capital gain distributi0,ns. Enter here and on Schedule O' . ~!..--I------4--
8 Nontaxable distributions. (See the inst. for Form 1040,line 9.). W~ ____ ...l-_ 

9 Add lines 7 and 8 . . • • . . . . . • . . . 
10 Subtract line 9 from line 6. Enter the result here and on Form 1040, line 9 .• 

°If you received capital gain distributions but do not need Schedule D to'report any other gains or losses, 
see the instructions for Form . 13 and 14. 

If you received more than $400 of interest or dividends, OR if you had a f~reig~ account or were a 
grantor of, or a transferor to, a foreign trust, you must answer both questions In Part III. 

11a At any time during 1991, did you have an interest in or a signature or other authority over a financial 
account in a foreign country (such as a bank account. securities account. or other financial 
account)? (See page 43 for exceptions and filing requirements for Form TO F 90-22.1.) 

b If "Yes," enter the name of the foreign country ....................................................... . 
12 Were you the of, or transferor to, a foreign trust that existed during 1991. whether or not 

have . interest in it? If "Yes" have to file Form r 926 . 

For P.perwo~ A ....... .., Me Hotiow; ... f1lnn 1040 Instructions. Sch.clule B (Form 1040) le91 

1994-1 C.B. 651 



SCHEDULES 

EXHIBIT CG - A (SCHEDULE A) 
SCHEDULE A ITEMIZED DEDUCTIONS OMB No. 1545-0074 

1991 07 
----- MEDICAL AND DENTAL EXPENSES ------------------------------------

CAUTION: Do not include expenses reimbursed or paid by others. 
1 Medical and dental expenses .................... 1 0 
2 Amount from Form 1040, line 32 ......... 2 0 
3 Multiply line 2 by 7.5% (.075) ................. 3 0 
4 TOTAL MEDICAL & DENTAL. Subtract L3 from L1 (or zero) .... 4 0 

----- TAXES YOU PAID -------------------------------------------------
5 State and local income taxes ................... 5 0 
6 Real estate taxes •............................. 6 0 
7 Other taxes (list-personal property tax, etc.): 

o •.•••.. 7 
=-~~-=~~----~~~--~~~----~~------8 TOTAL TAXES. Add lines 5 through 7 ....................... 8 0 

----- INTEREST YOU PAID ----------------------------------------------
9a Home mortgage interest & points on Form 1098 ... 9a 0 

b Home mortgage interest not on F1098 (name & address) 

....... 9b 0 
=-~~----~----~--~~--------~----~~-10 Points not reported to you on Form 1098 ....... 10 0 

11 Investment interest (Form 4952) ............... 11 0 
12 TOTAL INTEREST. Add lines 9a through 11 ................. 12 0 
----- GIFTS TO CHARITY -----------------------------------------------
13 Contributions by cash or check ................ 13 0 
14 Other than cash (Form 8283 if over $500) ...... 14 0 
15 Carryover from prior year ..................... 15 0 
16 TOTAL CONTRIBUTIONS. Add lines 13 through 15 .......... , .16 0 
----- CASUALTY AND THEFT LOSSES --------------------------------------
17 Total casualty or theft loss(es) (Form 4684) ............ 17 0 
----- MOVING EXPENSES ------------------------------------------------
18 Total moving expenses (Form 3903 or 3903F) .............. 18 0 
----- JOB EXPENSES & MOST OTHER MISCELLANEOUS DEDUCTIONS -------------
19 Unreimbursed employee business expenses (2106)19 0 

20 Other expenses (list type and amount) ......... 20 o 
o 
o 

21 Add lines 19 and 20 ........................... 21 0 
22 Amount from Form 1040, line 32 ........ 22 0 
23 Multiply line 22 by 2% (.02) .................. 23 0 
24 Subtract line 23 from line 21 (not less than zero) ...... 24 
25 Other miscellaneous deductions (list type and amount) ... 25 

o 
o 

----- TOTAL ITEMIZED DEDUCTIONS --------------------------------------
26 Add lines 4, 8, 12, 16, 17, 18, 24 & 25 or spec. calc ... 26 0 
------------------------------------------------------------------------
H9432 For Paperwork Reduction Ac~ Notice, see separate instructions 

652 1994-1 C.B. 



SCHEDULES 

EXHIBIT CG - B (SCHEDULE B) 

SCHEDULE B INTEREST AND DIVIDEND INCOME OMB No. 1545-0074 
1991 08 

---------------- PART I INTEREST INCOME -----------------------------
1 Interest.income (List name of payer - if any interest income from 

seller-f1nanced mortgages, list this interest first. AMOUNT 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 

2 Add the amounts on line 1 ................................ 2 0 
3 Excludable savings bond interest (from 8815, L14) ........ 3 0 
4 Subtract line 3 from line 2. Enter on 1040, line 8a ...... 4 0 

--------------- PART II DIVIDEND INCOME -----------------------------
5 Dividend income including distributions (list name of payer): 

o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 
o 

6 Add amounts on line 5 .................................... 6 0 
7 Capital gain distributions. (to Schedule D) ...... 7 0 
8 Nontaxable distributions ......................... 8 0 
9 Add 1 ines 7 and 8 ........................................ 9 0 

10 Subtract line 9 from line 6. Enter on 1040, line 9 ...... 10 0 
----------- PART III FOREIGN ACCOUNTS AND FOREIGN TRUSTS -----------
Answer both lla & llb, if you received more t~an $400 in interest or 
dividends or if you had a foreign account. YES NO 

11a Bank account in a foreign country during 1991? (] ( 
b If yes, name of foreign country 

12 Grantor of, or transferor to, a foreign trust? ( 
------------------------------------------------------------------------
H9432 For Paperwork Reduction Act Notice, see separate instructions 

1994-1 C.B. 653 



l:XlIurr CCi-l()w'() (l) 

tr 1040 O~I oIl ... T.--r ..... 
I
-' .......... s.rw. 1991 , 

t u.s. In dlvldual Income Tax Return 1-~~-!.....L---------'--O::'M::-I-:-II'-::'''':'':''''''''':o7.o,:'''.--

UaelRS label 

Otherwise. 
pleas. print 

or type. 

Pre sJ dential 

EleC1lon Cam pal an 
... 00 you want $' to go to this fund? •••••••••• 
" H joint return. does YIM IDOlISe want $1 to 00 to 

.'"1. ...... .It 
LISt IIImI '"' M(i.1 "".11, ...... 

LISt /IImC II di 1111 em 

ee page l1J 

IDrllgn Iddress. hi ..-;e llJ 

......... _ ......... 1 I y~ Rllf 1 No I 
19 1Y~ 1!i~Kl I No I unu, .......... .. 

Ap-.. nD. 

I h .... ·1 Mei.1 .. ca.il, ... 

For Privacy Actilld 
Plper_ork Reductioll 
Act Notice, ... 
instructions . 

." " .. ,, ,. .. III II I."" , • ., III .... , 
Filing StatUI Z 

~ Singl. 

~ Marri.d lling joint return (..,.n. only Ont 

Married filing separate return. em. SPOUl t--

orne) 

set. no. Ibo'e 1M full NIne here. ~ ________ ~:---_--Check only , 
IIIlifYllIg person is a dlilcllMn IIOt YOlir dependent, enter this dlilcf's 

onebCIL 

Exemptions 

Income 
"I lase amen 

CO;ly B c1 ycur 

forms W-2. 
W-2G.and 

109~ here. 

tt you did net 
get a W-~ lie 

pag.10. 

Abch ctlect 

or money 
order on 
tcpc1any 

FomwW-2, 
W-2G, or 
1Q9I;-R. 

Adjustments 
to Income 

AGI 

• 
S 

H __ .I "-..... 11.11 ..,IIrlng "'_ ill r- c 

~ 'OuarrMno widow'er) with dlGendent chil 

I 

I I 
, I 

d If r_r '''illl 110.,,'110 ••• 0'" 1011 11,,1 i. c..,,,,.IIU Y"" .... "'0 ... ----..:...._-------___ ---
. I'" " ""tI .... ·111$ '~If'."1 "'" I", ~ e Teal num=:>~' :r. 'Ie~::ltons e lomew ......... . 
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II •. ,I'liel 
CI.O ... I •• 
•• , h 

110. ,I ,.., 
C'iI'IIA ••• , 
.11: 
eli,., .il. fl. __ _ 

•• i ... ·1 II" Wilt. 
,.. ,., II ,i ... " 
" .... 1110" 
lu, .. ,.1'1 __ _ 

II •.• 1 ..... 
........ 11 

'" ., 
" ....... 'IS r-. 
.1I.t" .,;, .... , r 

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 'r. S4OO). • • • • . • • • • • • • • • Ia I 
• I Taxabll inter.s: Income (1150 ameh Seneaule B H , on lint la I Ib I ... ...; ... ;;; .. :....1,--------

bTu-4xempt interes1 income. DONi include on line ~). • • . • • • • • • • • • . • • t ';1 
, Dividend income (also luach Seh.dule B "over ~ y. from worttshMt on page 16 . J.....:':..o~I--------

10 Taxable refunds c1 Slall and local income tue. H a .. . . . . ~'.;.' ...... _______ ___, 
11 Alimony received ........................ ••• • • • • • • 1-'.::2~-------.Jj 
12 Business income or (IO$S) (ana:h Schedule C) ••• • • • • • •• • 1-.::'3~~------_ 
13 Capital gain or (IO$S) (attach Schedul. 0) •...•. page 17) • • • • r-.;.;'''~f--------
14 Capital gain distritlutions not reponed on int 13 .• .••• ••••••••••••••• .....,:.;'1=--1-______ _ 
15 Other gains or (IOSIe) (daCh,FOrm 47W) •••••• ,., Taxable ~nt ca .. DA,' '7) ...,:.'=Ib=-+ _______ _ 
16 a TctaJ IRA dis1rit)utiON ••• - 16& I 17b TDabIt cnount 11 ...... '71 ...,:;1.;.7b:;..;. _______ _ 
17 a Total pensions and annullie I 17a I -,h Schedule E) • • • • • • • • • • • • •• 11 
1. Rems, royalties, partnlrships, estates, ~ •. (al ••••••••••••••••••••• • .....,:.;'t~~--------,l 
,. Farm income or (loss) (auach' SchedYit F) •••••• I)..................... ""20==-+-______ _ 
ZD Unemploymerrt ~.nsationf(inauranotl ). . • • • . . 2,b TDabIt IITIOUnt Ii",...") 1-:.2'::b:..j... ______ _ 
Z1 a Social Security b.ntftts ••• Z1a ... 22=.-J-______ _ 
ZZ ~ ... Income tr. .. ....... and amount) i::W:':,:: wu. ,lie, .,.. _____ ••••• ______ •• _ •••••••••••••• _ ••• _ !1!!~:r!lll: 

___________________ .711'11\122. This ilvourtDlalIncom •• 23 

Z3 Add the amounts shown in the far right coIln'f'I for Ii gt Z) or 21 2 .. 
...,:..;~------24 aVour IRA deduction ••• •• •••••••• 0 ....... • 010.,1' •• 1-=2Cb..=.+-______ _ 

~Spo"'e'l IRA dedllCtion ••••••••••••••••••• 

IS One-half of M1f-erTllIO)mlnt tax ••••••••••••• 

ZI SeII-'"'4>I~ health II'IIIAnCD dldUClion ••••• 
%I Keogh rrirtmlnt pI&n and aeIf~l~ SEP did 

. . . . . 
~"''''''''Zl 
lion. ... . 

. . . . 

2S 

• 
"D 
21 

ZI Penally on early withdrawal CJf aaYingl •• • • • • • • • 21 ~;: 
a a.r. ...... -. ..... id. Recipient's SSN. ______ -1.... ',:;l;i;;:::; 

-' ........ , r-- ••••••••••••••••• _ •••• __ ••••• __ 'Ihh," .... 

------------------- tmentI .•..•.••••.... .• 30 
'OU Income. n this amount lal.a 

- - - - - - - - - - - - - - - - - 7 _~ 0 Inc! out II you can CiaIrn l1'li 
30 Add line 2 .. throUQl'l29. Thesl are )'011' ~:,,~~~ .. - ....... ,.:. . ..,; ........ ..:.' .... ..,; ....... ,.:. • ..,; ........ ..:.' .... _ ...... ..;,..; ...... ..:. •• ::;..:..:3:.;':.....J'-______ _ 
31 Sub1rlct ~nl 30 from line 23. This is ~ acflUSted 

Fe..., '040 """ 
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EXHIBIT CG-~ (2) 

Credits 

Other 
Tues 

Anadl 
Forms W-2 
W-2G.llld 
tD9S-R to 
front. 

R.fv"d 0' 
AmOI"t 
'ova •• 

JZ Amount trom lilll 31l1djUStld.,oss incomeJ 
33, Chick if: OT •• we,e IS or .'de, D.,ind: 

Add fie lIIIIftber ,f kus d)e~.d eOYe ... d erne, tile -~ .. -, hit •.• ~ ........... 33a _ .. _~,~ 
II If your ,.-ent 1,1' SlllllIne "se) CIII cl,im 'flU IS , dIeck her. ••••• .. ~ 
• If you we lNrTitd filing I npntt 'etum _ YN --. a.mz. dedUC1i~ 

., you •• , dlolll-S1ItIIS "ien. 'see pege 23 .. cIIect ... • ..................... SIc Cl 

{ 

I .. mild .I.IC. fl.OIlI (frDl'll Sdledul, A. .. . OR } 
Enter fie St,,,d.r. 4ed .. t1011 w.own below f., lID&. CalIon: If you ch"ed "'t., an, ~Il III line 33, or •• 
• f dleckedllll 33c. your IIIndird dldllClion. 

• Single - $3.400 ' "ur: • Merried filing jointly or IlUllifyinl wi~IIrMI"'-'--
• Mlfri" filinl '_ttely - $2.150 .. 

15 Subtrac:t line 3' f,om line 32 
U If line 32 is $75.DOO" less, multi"" $2,150" flnltll .•• ~ •...••..•. ; . . . . . • . . • • • • •.. ...,.::~ ______ _ 

line &e. If lift' 32 il OYer $75.000, Ste l1li' 24 for the _a..,rm.· CII .. ~". Claimed on lin. 
n f ••• bll Iftcom •. Sulltl'ac:t Ii", 31 from linl 35. Of line 1D.., .............. e' ....... ~:;,;;..+-______ _ 
• Ente,1IX. Check If from • o Til Tele •• 0Ta -, ......... ,.,." ........... b-;;;,..;-------

.,. DFartn 1S15 Isee PIle 24'. tAmollllt" if my. or 0 Schedule D. or 
3S Additio",1 \lael (see JIIIe 24'.ChcCt if from i 0 , ...... ~~. ~~;-______ _ 
40 Add lines 31 end 39 

" Credit for child and depe~dent ewe upenSeS Cm.ach Form "':"';":--'-":.oro":":'~""''':'':'''''''--:'';''':'':'':'~-i-~..,...------~ 
U Credit for 1tIi elderly ir the diSlllled IInIch Sdledule III 
43 Foreiln \la credit lINCh Firm "'61 ............. " ............ . 
6C Other credits. Check if from 10 Form 3100 

• 0 Form 1396 C 0 Form 1101 .• 0 Farm (sDI:ciH~ 
45 

46 
47 
48 Alternltiye minimum til lIr .. cn Farm 6251) •. . ... .~~ ................ . 

50 Socii 1 security and Medicwe 111 Oft tip income not rI,,!,an~ 
Til on en IRA or , ouelifiell retirement plen ImIch Form 

.. ....... ~:....:...------

55 1991 eS'timlled till plYmentS end .-nount IPpl;e. from 199tf..:..;:~;.;.:....::-:-..:..;.~~~..:...:..;.:..::.:.:...:..;.;.;..+,;;;;.,-------

56 lIrn.d inc om. credit liNCh Sched"le Elel 

57 Amount p.id with Form 4161 (lltension re .. "ad ............ .. 
58 bcess S1ci,' security. Medicwe, 11111 RRTA Ql .iflll,ld 
59 Other pymems. CIII~k if from'. 0 Form 2439 • 
10 Add 
11 
IZ 
13 

" TNs is fl. ami you OVERPAID ...... ~.;....;. ______ _ 
. ... ... e.... .................... h==~------

.••• • U:....l_~ ___ ~-=---
____ ~.5:;._:~~~~~~~~~~~~~~:":::::E3. il1he AMOUHTYOU OWE~ 
Silll 
lI.r. 

-... ... ,.-.,,.. Rovlnuo Sarvic.·. Write your 
.,umot ... and '1W1 Form 1040' on It 

Keep I COllY 

If1tlisrenwn ~ ~U;~j.U..,m1 ... ~~~~ .... ~-------1I;;;;~;;~~~;;~~~~~~~~~~~~~~-~ for YOII' .. .,..1181_-"". WIG 10 '" •• ftlol Illy lno.,.oge"" 
records. ..... Oft .. lIIr_I-".f _IIlell pr_or .... .,.., _ .... ge. 

,.id ,,,,.,.,', 
Use Only 

Dolo you, ..... 1a!! 

"rII'S ... Cor" ... -~---------:-:-7:-:-:-----1l----~~':':'"'---b=:'d--T;;:=::-.;~;;;:;;;,;n;i;:-,..,. a .. ,,- . 'y 'OCI&' ,",,1111-.... ,." ...... ,. .. 
Z"'_ 
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EXHIBIT L-1 LIST OF FORMS REFERRED TO IN REVENUE PROCEDURE 

FORM 

706 
720 
940 
940EZ 
941 Sch. A 
941 Sch. B 
941 
942 
943 
990C 
990PF 
990T 
1040 
1040-ES 
1040A 
1040EZ 
1041 
1041-ES 
1042 
1042-S 
1065 
1096 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 

1099-S 
1120 
2290 
3468 
3975 
4136 
4461 
4461-A 
4461-B 

5300 
5302 
5303 
5305 
5306 
5307 
5310 
5310-A 
5498 
5500 
5500 CIR 
5500-EZ 
6406 
8109 
8109-B 
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TITLE 

United States Estate (and Generation-Skipping Transfer) Tax Return 
Quarterly Federal Excise Tax Return 
Employer's Annual Federal Unemployment (FUTA) Tax Return 
Employer's Annual Federal Unemployment (FUTA) Tax Return 
Record of Federal Backup Withholding Tax 
Employer's Record of Federal Tax Liability 
Employer's Quarterly Federal Tax Return 
Employer's Quarterly Tax Return for Household Employees 
Employer's Annual Tax Return for Agricultural Employees 
Farmer's Cooperative Association Income Tax Return 
Return of Private Foundation or Section 4947(a)(l) Trusts Treated as a Private Foundation 
Exempt Organization Business Income Tax Return 
U.S. Individual Income Tax Return 
Estimated Tax for Individuals 
U.S. Individual Income Tax Return 
Income Tax Return for Single and Joint Filers with No Dependents 
U.S. Fiduciary Income Tax Return 
Estimated Tax for Fiduciaries 
Annual Withholding Tax Return for U.S. Source Income of Foreign Persons 
Foreign Person's U.S. Source Income Subject to Withholding 
U.S. Partnership Return of Income 
Annual Summary and Transmittal of U.S. Information Returns 
Mortgage Interest Statement 
Information Return for Acquisition of Abandonment of Secured Property 
Proceeds from Broker and Barter Exchange Transactions 
Dividends and Distributions 
Certain Government Payments 
Interest Income 
Miscellaneous Income 
Original Issue Discount 
Taxable Distributions Received from Cooperatives 
Distributions from Pensions, Annuities, Retirement, or Profit-Sharing Plans, IRAs, Insurance 
Contracts, Etc. 
Proceeds from Real Estate Transactions 
U.S. Corporation Income Tax Return 
Heavy Vehicle Use Tax Form 
Investment Credit 
Tax Practitioner Annual Mailing List Application Update 
Credit for Federal Tax Paid on Fuels 
Application for Approval of Master or Prototype Defined Contribution Plan 
Application for Approval of Master or Prototype Defined Benefit Plan 
Application for Approval of Master or Prototype Plan, or Regional Prototype Plan Mass Submitter 
Return Adopting Sponsor 
Application for Determination for Employee Benefit Plan 
Employee Census 
Application for Determination for Collectively-Bargained Plan 
Individual Retirement Trust Account 
Application for Approval of Prototype or Employer-Sponsored IRA 
Short Form Application for Determination for Employee Benefit Plan 
Application for Determination Upon Termination 
Notice of Merger, Consolidation or Transfer of Plan Assets or Liabilities 
Individual Retirement Arrangement Information 
Annual Return/Report of Employee Benefit Plan (with 100 or more participants) 
Annual Return/Report of Employee Benefit Plan (with fewer than 100 participants) 
Annual Return of One-Participant (Owners and Their Spouses) Pension Benefit Plan 
Short Form Application for Determination For Amendment of Employee Benefit Plan 
Federal Tax Deposit Coupon 
Federal Tax Depost Coupon 



8453 
8633 
CT-l 
W-2 
W-2G 
W-3 

EXHIBIT L-l LIST OF FORMS REFERRED TO IN REVENUE PROCEDURE (Continued) 

U.S. Individual Income Tax Declaration for Electronic Filing 
Application to Participate in the Electronic Filing Program 
Employer's Annual Railroad Retirement and Unemployment Repayment Tax Return 
Wage and Tax Statement 
Certain Gambling Winnings 
Transmittal of Income and Tax Statements 
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26 CFR 601.602: Forms and instructions. ' 
(Also Part 1, Sections 408, 6041, 6041A, 6042, 6043, 6044, 6045, 6047, 6049, 6050A, 60508, 6050D, 6050E, 6050H, 6050J, 6050N, 6050P; 
1.408-5, 1.408-7, 1.6041-1, 7.6041-1, 1.6042-2, 1.6042-4, 1.6044-2, 1.6044-5, 1.6045-1, 5/6045-1, 1.6045-2, 1.6045-4. 1.6047-1. 1.6049-4. 
1.6049-6. 1.6049-7. 1.6050A-l. 1.60508-1, 1.6050D-l. 1.6050E-l. 1.6050H-l. 1.6050H-2. 1. 6050J-l T. 1.6050P-IT.J 

Rev. Proc. 94-35 

PART A. GENERAL 

SECTION 1. 

SECTION 2. 

SECTION 3. 

SECTION 4. 

SECTION 5. 

SECTION 6. 

SECTION 7. 

CONTENTS 

PURPOSE 

NATURE OF CHANGES 

REQUIREMENTS FOR ACCEPTABLE SUBSTITUTE FORMS 1096, 1098, 1099,5498, AND W-2G 

DEFINITIONS 

INSTRUCTIONS FOR PREPARING PAPER FORMS THAT WILL BE FILED WITH THE IRS 
(COPY A) 

MAGNETIC MEDIA AND ELECTRONIC FILING 

SUBSTITUTE STATEMENTS TO RECIPIENTS AND FORM RECIPIENT COPIES 

PART B. SPECIFICATIONS FOR SUBSTITUTE FORMS TO BE FILED WITH IRS (EXCEPT W-2G) 

SECTION 1. 

SECTION 2. 

GENERAL 

SPECIFICATIONS FOR FORM 1096 AND COpy A OF FORMS 1098, 1099, AND 5498 

PART C. SPECIFICATIONS FOR SUBSTITUTE FORMS W-2G TO BE FILED WITH IRS 

SECTION 1. 

SECTION 2. 

GENERAL 

SPECIFICATIONS FOR COpy A FOR FORMS W-2G 

PART D. ADDITIONAL INSTRUCTIONS FOR FORMS 1098, 1099, 5498, AND W-2G 

SECTION 1. 

SECTION 2. 

SECTION 3. 

SECTION 4. 

PART E. EXHIBITS 

EXHIBIT A. 

EXHIBIT B. 

EXHIBIT C. 

EXHIBIT D. 

EXHIBIT E. 

EXHIBIT F. 

EXHIBIT G. 

EXHIBIT H. 

EXHIBIT I. 

EXHIBIT J. 

EXHIBIT K. 

EXHIBIT L. 

EXHIBIT M. 

EXHIBIT N. 

EXHIBIT O. 

OTHER COPIES 

OMB REQUIREMENTS 

REPRODUCTION PROOFS 

EFFECT ON OTHER REVENUE PROCEDURES 

FORM 1098 

FORM 1099-A 

FORM 1099-B 

FORM 1099-C 

FORM 1099-DIV 

FORM 1099-G 

FORM 1099-INT 

FORM 1099-MISC 

FORM 1099-0ID 

FORM 1099-PATR 

FORM 1099-R 

FORM 1099-S 

FORM W-2G 

FORM 5498 

FORM 1096 
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PART A. GENERAL 

SECTION 1. PURPOSE 

.01 The purpose of this revenue procedure is to set forth the requirements for: 
1. Using official Internal Revenue Service (IRS) forms to file information returns with IRS, 
2. preparing acceptable substitutes of the official IRS forms to file information returns, and 

3 .. ~sin~ such official or a~cept.able substitute forms to furnish information to a recipient. This revenue procedure contains 
specIfIcatIOns for the followmg mformation returns: 

(a) Form 1098 Mortgage Interest Statement; 

(b) Form 

(c) Form 

(d) Form 

1099-A 

1099-B 

1099-C 

Acquisition or Abandonment of Secured Property; 

Proceeds From Broker and Barter Exchange Transactions; 

Cancellation of Debt; 

(e) Form 1099-DIV Dividends and Distributions; 

(f) Form 1099-G Certain Government Payments; 

(g) Form 1099-INT Interest Income; 

(h) Form 1099-MISC Miscellaneous Income; 

(i) Form 1099-0ID Original Issue Discount; 

(j) Form 1099-PATR Taxable Distributions Received From Cooperatives; 

(k) Form 1099-R Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance 
Contracts, etc.; 

(1) 

(m) 

(n) 

Form 1099-S 

Form W-2G 

Form 5498 

Proceeds From Real Estate Transactions; 

Certain Gambling Winnings; 

Individual Retirement Arrangement Information; and 

(0) Form 1096 Annual Summary and Transmittal of U.S. Information Returns. 

.02 For the purpose of this revenue 
procedure, a substitute form or state
ment is one that is not printed by the 
IRS. For a substitute form or statement 
to be acceptable to the IRS, it must 
conform to the official form or the 
specifications outlined in this revenue 
procedure. DO NOT SUBMIT ANY 
SUBSTITUTE FORMS OR ST ATE
MENTS TO IRS FOR APPRO V AL. 
Private printers cannot state "This is 
an IRS approved form." Only those 
forms that conform to the official form 
or comply with the specifications set 
forth herein are acceptable. See Part A, 
Section 7, for the specifications that 
apply to form recipient statements 
(generally Copy B). 

.03 Filers who make payments to 
certain persons (payees) (or in some 
cases receive payments) during a calen
dar year are required by the Internal 
Revenue Code (lRC) to file informa
tion returns with the IRS reflecting 
these payments. Further, as discussed 
below, these filers must provide this 
information to their payees. 

. 04 In general the manner in which a 
filer must file an information return is 
governed by section 6011 of the IRe. 

Typicall y, a filer must file information 
returns on magnetic media or on paper. 
Under section 6011 of the IRC a filer 
who is required to file 250 or more 
information returns (of anyone type) 
during a calendar year must file those 
returns on magnetic media. Filers re
quired to file less than 250 returns 
during a calendar year may, but are not 
required to, file such information re
turns on magnetic media (small volume 
filers). The IRS explains these legal 
requirements for filing information re
turns (and providing a copy to a payee) 
in the annual publication of Instructions 
to Filers of Forms 1099, 1098, 5498, 
and W-2G (Package 1099). 

.05 Copies of the official forms for 
the reporting year and the instruction 
booklet may be obtained by calling our 
toll-free number 1-800-TAX-FORM 
(1-800-829-3676). 

.06 The IRS prints and provides the 
forms on which various payments must 
be reported. Alternatively, filers may 
prepare substitute copies of these IRS 
forms and use such forms to report 
payments to the IRS . 

.07 IRS has instituted a centralized 
call site, located at the Martinsburg 

Computing Center (MCC), to answer 
questions related to information returns. 
The call site phone number is 
304-263-8700. The number for Tele
communications Device for the Deaf 
(TDD) is 304-267-3367. These are not 
toll-free numbers. 

.08 IRS has established a personal 
computer based Information Reporting 
Bulletin Board System (IRP-BBS) at 
MCe. This system provides informa
tion about forms and publications in
cluding this revenue procedure, news of 
the latest changes, answers to ques
tions, access to shareware, and other 
features. The IRP-BBS is available for 
public use and can be reached by 
dialing 304-263-2749. The IRP-BBS 
is compatible with most modems. For 
more information concerning this sys
tem, call MCC at 304-263-8700 (not 
a tall-free number) Monday through 
Friday 8:30 A.M. to 4:30 P.M. eastern 
time. 

SEC. 2. NATURE OF CHANGES 

.01 The text and exhibits were up
dated for tax year 1994. 

.02 On Form I099-R the state and 
local boxes (l0-I5) have been divided 
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in half so that .two states and two 
localities can be reported on one form. 
The titles of boxes lO, 11, and 13 have 
been reworded to accommodate the 
split. See Exhibit K. 

.03 A new Form 1099-C, Cancella
tion of Debt has been added. See 
Exhibit D. 

.04 Box 5, Discharge of indebted
ness, on Form 1099-G was eliminated. 
See Exhibit F. 

. 05 The instructions for the payer 
that appeared on the back of Copy A 
were moved to the back of Copy C, the 
copy for the payer to retain. There they 
can be printed in regular black ink 
rather than the 70% screened ink 
required on the back of Copy A to 
prevent bleeding. This change is appli
cable to all forms in this revenue 
procedure. 

.06 Proposed new requirements for 
substitute information returns. See 
PART A SEC. 3.03 (1), (2), and (3). 

.07 If the CORRECTED box is 
marked on a statement to a recipient, a 
date may be, but is not required to be, 
entered beside the box. See PART A 
SEC. 7.0l. 

.08 The statement mailing require
ments, formerly in PART A SEC. 7.01 
were removed. Please refer to the 
Instructions for Forms lO99, lO98, 
5498, and W-2G (Package lO99) for 
information about these requirements. 

SEC. 3. REQUIREMENTS FOR 
ACCEPTABLE SUBSTITUTE FORMS 
1096, 1098, 1099, 5498, and W-2G 

.01 Paper substitutes for Form lO96 
and Copy A of Forms lO98, lO99, 
5498, and W-2G that totally conform 
to the specifications contained in this 
revenue procedure may be privately 
printed and filed as returns with the 
IRS. The reference to the Department 
of the Treasury-Internal Revenue 
Service should be included on all such 
forms. The Catalog Number (Cat. No.) 
shown on the 1994 Forms lO96, lO98, 
1099, 5498, and W-2G is used for IRS 
distribution purposes and should not be 
printed on any substitute forms. 

If you are uncertain of any specifica
tion set forth herein and want that 
specification clarified, you may submit 
a letter citing the specification in 
question, giving your understanding 
and interpretation of the specification, 
and enclosing an example of the form 
(if appropriate) to: 
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Internal Revenue Service 

ATTN: T:C:I (lRP Coordinator) 

1111 Constitution Avenue, N.W. 
Washington, DC 20224 

NOTE: Allow at least 45 days for the 
IRS to respond. 

.02 Copy B (Form lO98-For Payer, 
Form lO99-A-For Borrower, Form 
lO99-C-For Debtor, Form lO99-S
For Transferor, other Forms lO99-For 
Recipient, Form 5498-For Participant, 
and Forms W-2G and lO99-R-To Be 
Attached To the Federal Tax Return), 
and Copy C-(Form 1099-R For Re
cipient's Records and Form W-2G For 
Winner's Records), must contain the 
information specified in PART A Sec
tion 7 in order to constitute a "state
ment" or "official form" under the 
applicable provisions of the Internal 
Revenue Code. The format of this 
information is at the discretion of the 
filer with the exception of the com
posite Form lO99 statement specified 
in PART A Sections 7.02 and 7.04. 

.03 Forms lO96, lO98, lO99, 5498, 
and W-2G are subject to annual review 
and possible change. The IRS is 
considering new requirements for pri
vate printing of Forms lO96, lO98, 
1099, 5498, and W-2G. The following 
are PROPOSED new requirements for 
tax year 1995: 

(1) All substitutes must contain the 
tax year (e.g., 1995), form number 
(e.g., Form lO99-INT), and form name 
(e.g., Interest Income) prominently dis
played together in one area of the 
statement. For example, the tax year, 
form number, and form name could be 
shown in the upper right part of the 
statement. 

(2) The practice of furnishing a 
sheet that contains instructions to the 
recipient for multiple forms and multi
ple OMB numbers would no longer be 
allowed. For example, if you are 
furnishing a Form 1099-INT statement 
to a recipient, you must furnish only 
the instructions and OMB number for 
Form 1099-INT, not a sheet containing 
all OMB numbers and instructions for 
Form 1099-INT, Form 1099-010, 
Form lO98, etc. However, if you are 
using a composite statement to furnish 
both Forms 1099-INT and 1099-DIV 
information, for example, you may 
furnish the instructions for those two 
forms on one sheet of paper. 

(3) The quality of carbon used to 
produce statements to recipients must 
meet new standards as follows: 

a.) All copies must be CLEARLY 
LEGIBLE; 

b.) all copies must have the ca
pability to be photocopied; 

c.) fading must not be of such a 
degree as to preclude legibility and the 
ability to photocopy. 

In general, black chemical transfer 
inks are preferred; other colors are 
permitted only if the above standards 
are met. "Spot carbons" are NOT 
permitted . 

The IRS would be performing com
pliance checks with selected providers 
to determine their conformance with 
the substitute statement requirements. 
However this would be done in the 
spirit of cooperation, and no penalties 
would be assessed at that time. Filers 
are cautioned, therefore, against over
stocking supplies of privately printed 
substitutes. THE SPECIFICATIONS 
CONTAINED IN THIS REVENUE 
PROCEDURE APPLY TO 1994 
FORMS ONLY. 

.04 Proposed substitutes for Copy A 
that do not conform to the specifica
tions in this revenue procedure are not 
acceptable. Further, if you file such 
forms with IRS, you may be subject to 
a penalty for failure to file an informa
tion return under section 6721 of the 
Internal Revenue Code (IRC). Gener
ally, the penalty is $50 for each failure 
to file a form (up to $250,000) that the 
IRS can not accept as a return because 
it does not meet the provisions in this 
revenue procedure. No IRS office is 
authorized to allow deviations from this 
revenue procedure. 

SEC. 4. DEFINITIONS 

.0 I The term "form recipient" 
means the person to whom you are re
quired by law to furnish a copy of the 
official form or information statement: 
i.e., for Form 1098, the recipient is the 
"payerlborrower"; Form 1099-A, the 
"borrower"; Form 1099-C, the 
"debtor"; Form 1099-S, the "trans
feror"; other Forms 1099, the payment 
recipient; Form 5498, the "partici
pant"; and Form W-2G, the 
"winner" . 

.02 The term "filer" means the 
person or organization required by law 
to file a form listed in PART A Section 
1.0 I with the IRS. Thus, a filer may be 
a payer, a creditor, a recipient of 
mortgage interest payments, a broker, a 
barter exchange, a person reporting real 
estate transactions, a trustee or issuer 



of an individual retirement arrangement 
(including an IRA or SEP), or a lender 
who acquires an interest in secured 
property or who has reason to know 
that the property has been abandoned. 

. 03 A corrected (or amended) return 
is one that corrects information pre
viously reported to IRS. (A voided 
return will not correct previously re
ported information.) 

. 04 The term "substitute form" 
means a paper substitute of Copy A of 
an official form listed in PART A 
Section 1.01 that totally conforms to 
the provisions in this revenue 
procedure. 

.05 The term "substitute form recip
ient statement" means a paper state
ment of the information reported on a 
form listed in PART A Section 1.01 
that must be furnished to a person 
(form recipient), as so defined under 
the applicable provisions of the Internal 
Revenue Code and the applicable 
regulations. 

.06 A composite substitute statement 
is one in which two or more required 
statements (e.g. Forms 1099-INT and 
1099-DIV) are furnished to the recip
ient on one document. However, each 
statement must be separately designated 
and must contain all the requisite Form 
1099 information except as provided in 
Part A Section 7. A composite state
ment CANNOT be filed with the IRS. 
See PART A Section 7.02 and 7.04 for 
more information on composite state
ments. 

SEC. 5. INSTRUCTIONS FOR 
PREPARING PAPER FORMS THAT WILL 
BE FILED WITH THE IRS (Copy A) 

.01 The form recipient's name, street 
address, city, state, and ZIP code 
information should be TYPED OR 
MACHINE PRINTED IN BLACK INK 
on separate lines. Carbon copies and 
photocopies are not acceptable. The 
city, state, and ZIP code must be on the 
same line. 

.02 The name of the appropriate 
form recipient must be shown on the 
first or second name line in the area on 
the form provided for the form recip
ient's name and address. No descriptive 
information or other name should pre
cede the form recipient's name. Only 
ONE form recipient's name should 
appear on the first name line of the 
form. If the names of multiple recip
ients must be set forth on the form, on 
the first name line insert the recipient 

name that corresponds to the taxpayer 
identification number (TIN) used for 
information reporting purposes. Place 
the other form recipients name, on the 
succeeding name line (up to 2 name 
lines are allowable). Because certain 
states require that trust accounts be 
provided in a different format, gener
ally filers should provide information 
returns reflecting payments to trust 
accounts with (1) the trust's employer 
identification number (EIN) in the 
recipient's TIN area, (2) the trust's 
name on the recipient's first name line, 
and (3) the name of the trustee on the 
recipient's second name line. 

.03 You should use the account 
number box for an account number 
designation. This number must not 
appear anywhere else on the form, and 
this box may not be used for any other 
item. Showing the account number is 
optional. However, it may be to your 
benefit to include the recipient's ac
count number or designation on paper 
documents if your system of records 
uses the account number or designation 
in conjunction with, or rather than, the 
name, social security number, or 
employer identification number for 
identification purposes. If you furnish 
the account number, the IRS will 
include it in future notices to you about 
backup withholding. If you use window 
envelopes and reduced rate mail to 
mail statements to recipients, be sure 
the account number does not appear in 
the window. Otherwise the Postal Serv
ice may not accept them for mailing. 

.04 Filers should TYPE OR MA
CHINE PRINT data entries, insert data 
in the middle of blocks well separated 
from other printing and guidelines, and 
take other measures to guarantee a 
clear, dark black, sharp image. 

.05 Machine printed forms should be 
printed using a 6 lines/inch option. 

.06 Machine printed forms should be 
printed in 10 pitch pica (i.e., 10 print 
positions per inch) or 12 pitch elite 
(i.e., 12 print positions per inch). 
Proportional spaced fonts are 
unacceptable. 

.07 To correct returns, enter an "X" 
within the checkbox located at the top 
of the form making the correction, to 
the left of the word "CORRECTED." 
DO NOT type the words CORRECTED 
RETURN on the Form 1096, 1098, 
1099, 5498, or W-2G. See "Corrected 
and Void Returns" located in the 1994 
"Instructions for Forms 1099, 1098, 
5498, and W-2G" (Package 1099). 

.08 If you make an error while 
typing or printing a Form 1098, 1099, 
or 5498, enter an "X" in the "VOID" 
box at the top of the form. An entry in 
the "VOID" box will not correct 
previously filed information returns . 

.09 Use only computer print or a 
typewriter. DO NOT use a felt tip 
marker. The machine used to "read" 
paper forms generally cannot "read" 
this ink type . 

.10 Substitute forms prepared in 
continuous or strip form must be burst 
and stripped to conform to the size 
specified for a single sheet before they 
are filed with IRS. The size specified 
does not include pinfeed holes. Pinfeed 
holes MUST NOT be present on forms 
filed with the IRS. 

.11 Use decimal points to indicate 
dollars and cents. DO NOT use dollar 
signs ($), ampersands (&), asterisks 
(*), commas (,), or other special 
characters in the numbered money 
boxes. Example: 200.00 is acceptable. 

.12 DO NOT FOLD Forms 1096, 
1098, 1099, or 5498 being mailed to 
IRS. Mail these forms flat in an 
appropriately sized envelope or box. 
Folded documents cannot be readily 
moved through the scanner transport 
used in IRS processing. 

.13 DO NOT STAPLE Forms 1096 
to the returns being transmitted. Staple 
holes in the vicinity of the return code 
number reduce the IRS's ability to 
machine scan the type of documents. 

.14 DO NOT type other information 
on Copy A. DO NOT cut or separate the 
individual forms on the sheet of forms 
of Copy A (except Forms W-2G). 

.15 MAIL completed paper forms to 
the IRS service center specified on the 
back of Form 1096 and in the 1994 
Instructions for Forms 1099, 1098, 
5498, and W-2G (Package 1099). 
CAUTION: SEE NEW "WHERE TO 
FILE" ADDRESSES, for tax year 
1994. Specific information needed to 
complete the forms in this revenue 
procedure is given in those instructions. 
A chart is included in those instructions 
glVlng a quick guide to which form 
must be filed to report a particular 
payment. 

SEC. 6. MAGNETIC MEDIA AND 
ELECTRONIC FILING 

.01 All forms listed in Section 1.01 
(except Form 1096) may be filed 
magnetically or electronically. The IRS 
encourages all filers including nomi-
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nees (hereafter collectively referred to 
as filers) to file information returns on 
magnetic media or electronically in
stead of on paper forms. 

. 02 Any person who is required to 
file 250 or more (of anyone type of 
form) information returns for one cal
endar year MUST file on magnetic 
media unless an undue hardship waiver 
is requested and received. To request a 
one year waiver of the magnetic media 
filing requirements, for the current tax 
year only, submit Form 8508, Request 
for Waiver From Filing Information 
Returns on Magnetic Media. See Pub
lication 1220 Part A, Sec. 5, for more 
information. Specifications for filing 
information returns on magnetic media 
are contained in Publication 1220, 
"Specifications for Filing Forms 1098, 
1099, 5498, and W-2G Magnetically or 
Electronically." Copies of this publica
tion may be obtained by calling 1-800-
TAX-FORM (1-800-829-3676). Payers 
who do not comply with the magnetic 
media filing requirements and who are 
not granted a waiver may be subject to 
certain penalties. Note: Filing elec
tronically will satisfy the magnetic 
media filing requirements. 

SEC. 7. SUBSTITUTE STATEMENTS 
TO FORM RECIPIENTS AND FORM 
RECIPIENT COPIES 

(If you are not using the official IRS 
form to furnish statements to recip
ients) A substitute statement must 
comply with the rules in this section. In 
general see Notice 87-17, 1987-1 C.B. 
454 and Notice 87-70, 1987-2 C.B. 
380 on the manner in which certain 
statements must be provided to payers. 

.01 SUBSTITUTE STATEMENTS 
TO RECIPIENTS-Forms 1099-INT, 
DIY, OlD, and PATR ONLY.-The 
requirement to furnish form recipients 
with an official Form 1099-INT, DIV, 
OlD, or PATR may be met by furnishing 
Copy B of the official form or by 
furnishing a substitute Form 1099 
(form recipient statement) if it contains 
the same language as that of the of
ficial IRS form (such as aggregate 
amounts paid to the form recipient, any 
Federal income tax withheld under 
section 3406 of the IRC, the name, 
address, and TIN of the person making 
the return, and any other information 
required by the official form). Gener
ally, information not required by the 
official form should not be included on 
the form. However, applicable state tax 
withholding information may be in-
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cluded. You may enter a total of the 
individual accounts listed on the form 
only if they have been paid by the 
same payer. For example, if you are 
listing interest paid on several accounts 
in one financial institution on Form 
1 099-INT, you may also enter the total 
interest amount. You may also enter a 
date next to the corrected box if that 
box is checked. 

A mutual fund complex may sepa
rately state on one document (e.g., one 
piece of paper) the dividend income 
earned by a recipient from each fund as 
required by Form 1099-DIV. Each fund 
and the earnings from each must be 
separately stated. The form must con
tain an instruction to the recipient that 
each fund name, not the name of the 
mutual fund complex, must be reported 
on the recipient's tax return. The form 
cannot contain an aggregate total of all 
funds. 

The form recipient statement, e.g., 
Copy B of a substitute form for 1099-
INT, 1099-DIV, 1099-01D, and 1099-
PATR, must contain the information 
listed below: 

(1) Box captions and numbers that 
are applicable must be clearly identi
fied, using the same wording and 
numbering as on the official form. 
However on Form 1099-INT, if box 3 
is not on your substitute form, you may 
drop "not included in box 3" from the 
box 1 caption. 

(2) The form recipient statement 
must contain all applicable form recip
ient instructions provided on the front 
and back of the official IRS form. 
Those instructions may be provided on 
a separate sheet of paper. 

(3) The form recipient statement 
must contain the following statement in 
bold and conspicuous type, "This is 
important tax information and is being 
furnished to the Internal Revenue Serv
ice. If you are required to file a return, 
a negligence penalty or other sanction 
may be imposed on you if this income 
is taxable and the IRS determines that 
it has not been reported." 

(4) The caption "Federal income tax 
withheld" must be in bold face type on 
the form recipient statement. 

(5) The form recipient statement 
must contain the Office of Management 
and Budget (OMB) number as shown 
on the official IRS form. See Part D, 
Section 2. 

(6) The form recipient statement 
must show the title and number of the 
official IRS Form 1099 for which it 

substitutes (such as Form 1099-INT, 
Interest Income), and each copy must 
be appropriately labeled (such as Copy 
B, For Recipient) (see PART D Section 
1.02 for applicable labels of forms) . 
The year for which the payment is 
reported must be shown in a prominent 
location. IRS would prefer the words 
"Substitute for" or "In lieu of" not 
appear on the form recipient statement. 

(7) If the form recipient statement 
contains all the information listed in (1) 
through (6) above, layout and format of 
the form is at the discretion of the filer. 
However, IRS encourages the use of 
statements with boxes so that the 
statement has the appearance of a form 
and can be easily distinguished from 
other nontax statements. IRS is moving 
toward uniformity of all tax forms to 
reduce taxpayer confusion on reporting 
tax information. 

(8) With respect to mutual funds 
furnishing a statement as a single filer, 
each fund and the earnings from each 
must be separately stated. The form 
must contain an instruction to the 
recipient that each fund name, not the 
name of the mutual fund complex, is to 
be reported on the shareholder's tax 
return. The form cannot contain an 
aggregate total of all funds. 

.02 COMPOSITE SUBSTITUTE 
STATEMENTS-FORMS 1099-INT, 
DIV, OlD, AND PATR ONLY.-A com
posite form recipient statement is per
mitted for reportable payments of inter
est, dividends, original issue discount, 
and/or patronage dividends (Forms 
1099-INT, DIV, OlD or PATR) when one 
payer is reporting more than one of 
these payments during a calendar year 
to the same form recipient. Generally, 
do not include any other Form 1099 
information (e.g., 1098, 1099-A), on a 
composite statement with the forms 
listed above. Exception: A filer may 
include Form 1099-B information on a 
composite form with the forms listed 
above. Although the composite form 
recipient statement may be on one 
sheet, the format of the composite form 
recipient statement must satisfy the 
following requirements in addition to 
the requirements listed in Section 7.0 I 
above. 

(I) All information pertaining to a 
particular type of payment must be 
located and blocked together on the 
form and must be separate from any 
information covering other types of 
payments included on the form. For 
example, if you are reporting interest 
and dividends, the Form 1099-INT in-



formation must be presented separately 
from the Form 1099-DIV information. 

(2) The titles and numbers of the 
official IRS forms for which the 
composite form recipient statement 
substitutes must be shown at the 
beginning of each appropriate block of 
information. 

(3) Any information required by the 
official IRS forms that would otherwise 
be repeated in each information block 
is only required to be listed once in the 
first information block on the com
posite form. For example, there is no 
requirement to report the name of the 
filer in each information block. This 
rule does not apply to any money 
amounts, e.g., Federal income tax 
withheld, or to any other information 
that applies to money amounts. 

(4) A composite statement shall be 
considered an acceptable substitute of a 
required statement only if the type of 
payment and the recipient's tax obliga
tion with respect to the payment are no 
less clear than if such statement were 
furnished separately on an official 
form. 

.03 SUBSTITUTE STATEMENTS 
TO RECIPIENTS-FORMS 1098, 
1099-A, 1099-B, 1099-C, 1099-G, 
1099-MISC, 1099-R, 1099-S, 5498, 
W-2G, AND CERTAIN FORMS 
1099-INT AND 1099-DIV. Statements 
to form recipients of payments report
able on Forms 1098, 1099-A, 1099-B, 
1099-C, 1099-G, 1099-MISC, 1099-
R, 1099-S, 5498, 1099-DIV only for 
section 404(k) dividends reportable 
under section 6047, and 1099-INT 
only for payments of $600.00 or more 
made in the course of a trade or 
business reportable under section 
6041 can be, but are not required to 
be, copies of the official forms. If you 
do not use the official form as the form 
recipient statement, the substitute form 
recipient statement must meet the fol
lowing requirements: 

(1) The form number and title must 
be the same as the official form. The 
filer and form recipient identifying 
information required on the official IRS 
form must be included. 

(2) All applicable money amounts 
and information, including box num
bers, required to be reported to the 
form recipient must be titled on the 
form recipient statement in substan
tially the same manner as those on the 
official IRS form. The caption "Fed
eral income tax withheld" must be in 
bold face type on the form recipient 

statement. Exception: If you are report
ing a payment as "Other Income" in 
box 3, Form 1 099-MISC, you may 
substitute appropriate explanatory lan
guage for the box title. For example, 
for payments of accrued wages and 
leave to a beneficiary of a deceased 
employee (required by Rev. Rul. 
86-109 to be reported on Form 1099-
MISC), you might change the title of 
box 3 to "Beneficiary payments" or 
something similar. 

(3) Appropriate instructions to the 
form recipient, similar to those on the 
official IRS form, must be provided to 
aid in the proper reporting of the items 
on the form recipient's income tax 
return. For payments reported on Form 
1099-B, the requirement to include 
instructions that are substantially sImI
lar to those on the official IRS form 
may be satisfied by providing form 
recipients with a single set of instruc
tions with respect to all statements 
required to be furnished in a calendar 
year. NOTE: If Federal income tax 
withheld is shown on Form 1099-R, 
Copy B (to be attached to the tax 
return) and Copy C (for taxpayer's 
records) must be furnished to the 
recipient. If Federal income tax with
held is not shown on Form 1099-R, 
only Copy C is required to be fur
nished, but the instructions similar to 
those contained on the back of the 
official Copy B and Copy C must be 
furnished to the recipient. For conven
ience, you may choose to provide both 
Copies Band C to the recipient. 

(4) A mutual fund complex may 
separately state on one document (e.g. 
one piece of paper) the Form 1099-B 
information for a recipient from each 
fund as required by Form 1099-B. The 
gross proceeds, from each transaction, 
etc., within a fund must be separately 
stated. The form must contain an 
instruction to the recipient that each 
fund name, not the name of the mutual 
fund complex, must be reported on the 
recipient's tax return. The form cannot 
contain an aggregate total of all funds. 

(5) For Form 1099-S, Proceeds 
From Real Estate Transactions, you 
may use a Uniform Settlement State
ment under the Real Estate Settlement 
Procedures Act of 1974 (RESPA), as 
the written statement to the transferor if 
it is conformed by including on the 
statement the legend described in (7)(e) 
and by designating which information 
on the Uniform Settlement Statement is 
being reported to IRS on Form 1099-S. 

(6) Form recipient statements must 
contain the following legends: 

(a) Form 1098-(i) "The informa
tion in boxes 1, 2 and 3 is important 
tax information and is being furnished 
to the Internal Revenue Service. If you 
are required to file a return, a negli
gence penalty or other sanction may be 
imposed on you if the IRS determines 
that an underpayment of tax results 
because you overstated a deduction for 
this mortgage interest or for these 
points or because you did not report 
this refund of interest on your return." 
(ii) "The amount shown may not be 
fully deductible by you on your Federal 
income tax return. Limitations based on 
the cost and value of the secured 
property may apply. In addition, you 
may only deduct an amount of mort
gage interest to the extent it was 
incurred by you, actually paid by you, 
and not reimbursed by another 
person." 

(b) Form 1099-A and 1099-C
"This is important tax information and 
is being furnished to the Internal 
Revenue Service. If you are required to 
file a return, a negligence penalty or 
other sanction may be imposed on you 
if taxable income results from this 
transaction and the IRS determines that 
it has not been reported." 

(c) 1099-B, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, and W-2G 
(Copy C)-"This is important tax 
information and is being furnished to 
the Internal Revenue Service. If you 
are required to file a return, a negli
gence penalty or other sanction may be 
imposed on you if this income is 
taxable and the IRS determines that it 
has not been reported." Copy B of 
Form W-2G must state "This informa
tion is being furnished to the Internal 
Revenue Service. Report this income 
on your Federal tax return. If this form 
shows Federal income tax withheld in 
box 2, attach this copy to your return." 

(d) Form 1 099-R-"Report this in
come on your Federal tax return. If this 
form shows Federal income tax with
held in box 4, attach this copy to your 
return. This information is being fur
nished to the Internal Revenue 
Service. " 

(e) Form 1099-S-"This IS Impor
tant tax information and is being 
furnished to Internal Revenue Service. 
If you are required to file a return, a 
negligence penalty or other sanctions 
may be imposed on you if this item is 
required to be reported and the IRS 
determines that it has not been 
reported.' , 
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(f) Form 5498-"The information in 
boxes 1, 2, 3, and 4 is being furnished 
to the Internal Revenue Service." Note: 
If the trustee does not issue Form 5498 
to a participant because no contribu
tions were made to an IRA for the 
year, a year-end statement issued to the 
participant reporting the fair market 
value of the account must contain a 
similar legend designating which infor
mation is being furnished to IRS. 

.04 COMPOSITE SUBSTITUTE 
STATEMENT-FORMS SPECIFIED 
IN 7.03 ONLY.-A composite form 
recipient statement for forms specified 
in 7.03 is permitted when one filer is 
reporting more than one of the related 
payments during a calendar year to the 
same form recipient. A composite 
statement is not allowable for a com
bination of forms listed in 7.01 above 
and forms listed in 7.03 except that a 
filer may report Form 1099-B informa
tion on a composite form with the 
forms as described in 7.02 above. 
Although the composite form recipient 
statement may be on one sheet, the 
format of the composite form recipient 
statement must satisfy the requirements 
listed in items (1), (2), (3) and (4) of 
7.02 above in addition to the require
ments specified in 7.03. Further, a 
composite statement shall be consid
ered an acceptable substitute of a 
required statement only if the type of 
payment and the recipient's tax obliga
tion with respect to the payment are no 
less clear than if such statements were 
furnished separately. A composite 
statement of Forms 1098 and 1099-
INT (for interest reportable under sec
tion 6049) IS NOT ALLOWABLE. 

PART B-SPECIFICATIONS FOR 
SUBSTITUTE FORMS TO BE FILED 
WITH IRS (EXCEPT FORM W-2G) 

SECTION 1. GENERAL 

.01 The following specifications pre
scribe the format requirements for 
Forms 1096 and Copy A of Forms 
1098, 1099, and 5498. 

. 02 The form identifying number 
(e.g., 9191 for Form 1099-DIV) must 
be printed in non-reflective black 
carbon-based ink in print positions 15 
through 19 using an OCR A font. The 
checkboxes located to the right of the 
form identifying number must be 10-
point boxes, the void checkbox is in 
print position 25 and the corrected 
checkbox in position 33. These meas
urements are from the left edge of the 
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pa~er, not including the perforated 
strIp. 

SEC. 2. SPECIFICATIONS FOR FORMS 
1096 AND COPY A OF FORMS 1098 
1099 AND 5498 ' 

.01 The substitute form must be an 
exact replica of the official IRS repro
duction proof with respect to layout 
and contents. "Spot carbons" are not 
permitted for Copy A. Use of chemical 
transfer paper for Copy A is accept
able. The Government Printing Office 
(GPO) symbol must be deleted. Speci
fications for Copy A are provided in 
Exhibits A through N. Specifications 
for Form 1096 are provided in Exhibit 
O. 

.02 Color and quality of paper for 
Copy A (cut sheets and continuous 
pinfeed forms) as specified by JCP 
Code 0-25, dated November 29, 1978, 
must be white 100% bleached chemical 
wood, optical character recognition 
(OCR) bond produced in accordance 
with the following specifications: 

NOTE: Reclaimed fiber in any per
centage is permitted provided the re
quirements of this standard are met. 

(1) Acidity: Ph value, aver-
age, not less than ..... . 

(2) Basis Weight 17 x 22 
500 cut sheets ........ . 
Metric equivalent-g/m2 
A Tolerance of +5 pct. 
shall be allowed. 

(3) Stiffness : Average, each 
direction, not less than-
milligrams ........... . 

(4) Tearing strength: Aver
age, each direction, not 
less than-grams ...... . 

(5) Opacity: Average, not 
less than-percent ..... . 

(6) Thickness: Average
inch-0.0038 
Metric equivalent-mm-
0.097 
A tolerance of +0.0005 
inch (0.0127 mm) shall 
be allowed. 
Paper shall not vary more 
than 0.0004 inch (0.0102 
mm) from one edge to 
the other. 

(7) Porosity: Average, not 

4.5 

18-20 
75 

50 

40 

82 

less than-seconds ..... 10 
(8) Finish (smoothness): 

A verage, each side-
seconds ............... 20-55 
For information only, the 
Sheffield equivalent-
units ................. 170-100 

(9) Dirt: Average, each side, 
not to exceed-parts per 
million ............... 8 

.03 All printing on Forms 1098, 
1099, and 5498 must be in red OCR 
dropout ink, Flint J-6983 (formerly 
Sinclair-Valentine) or an exact match, 
except for the 4-digit form identifying 
numbers, which must be printed in 
non-reflective carbon-based black ink. 
The shaded area of any substitute form 
should generally correspond to that 
present on the official form. Printing 
on Form 1096 above the statement 
"Please return this entire page to the 
Internal Revenue Service. Photocopies 
are NOT acceptable." Must be in red 
OCR dropout ink (except for the 4 digit 
form identifying number 6969). All 
printing including and below this state
ment may be in any shade or tone of 
black ink. Black ink should only appear 
on the lower portion of the reverse side 
of Form 1096 where it would not bleed 
through and interfere with scanning. 
The instructions to filers are printed on 
the back of the copy designated for the 
Payer, Recipient for 1098, Lender for 
Form 1099-A, Creditor for 1099-C, 
Filer for 1099-S, or Trustee or Issuer 
for Form 5498 in any ink color or tone. 
Separation between fields must be 0.1 
inch. Other than the Form 1099-R, the 
numbered captions are printed as a 
solid with no shaded background. Other 
printing requirements are discussed 
below. 

OCR Specifications 

The contractor must have or initiate 
a quality control program to assure 
OCR ink density. In addition, the 
contractor must have access to either a 
MacBeth PCM-II tester or a Kidder 
082A tester to evaluate the ink at 
regular intervals throughout a shift. 

Paper and Ink 

Readings will be made when printed 
on approved 20 lb. white OCR bond 
with a reflectance of not less than 80% . 
Black ink used must not have a 
reflectance greater than 15 %. These 
readings are based on requirements of 
the "REI Input 80 Model C 1 & D" 
Optical Scanner using Flint Ink (for
merly known as Sinclair-Valentine J-
6983 red ink) or equal. 

MacBeth PCM II Tester 

The tested Print Contrast Signal 



(PCS) values when using the MacBeth 
PCM-II tester on the "C" scale must 
range from .01 minimum to .06 
maximum. 

Kidder 082A Tester 

The tested Print Contrast Signal 
(PCS) values when using the Kidder 
082A tester on the Infra Red OR) scale 
must range from .12 minimum to .21 
maximum. White calibration disc must 
be 100%, sensitivity must be set at one 
(l ). 

Alternative Tester 

If an alternative tester is used it must 
be approved by the Government so that 
tested (PCS) values can be established 
with this equipment. Approval may be 
obtained by writing to the following 
address: 

Commissioner of Internal Revenue 

Attn: HR:F:P:P Room 1237 
Tax Forms Procurement Analyst 

1111 Constitution Avenue, N.W. 
Washington, DC 20224 

Printing exceeding the maximum 
screen density will cause the forms to 
be nonprocessable. If this happens, the 
filer may be subject to a $50 penalty 
under section 6721 of the Internal 
Revenue Code for each such form 
submitted in a non processable format. 
Thus, the filer should resubmit accept
able forms promptly to reduce or avoid 
the penalty. 

.04 Typography-Type must be sub
stantially identical in size and shape 
with corresponding type on the official 
form. All rules are either I/2- point or %
point. Rules must be identical to that 
on the official IRS form. NOTE: The 
form identifying number must be non
reflective carbon-based black ink in 
OCR A Font. 

.05 Dimension-Three Forms 1098, 
1099, or 5498 (Copy A) are contained 
on a single page, except Form 1099-R 
which contains two documents per 
page, which is 8 inches wide (exclusive 
of any snap-stubs and/or pinfeed holes) 
by II inches deep. There is a .33 inch 
top margin from the top of the cor
rected box, and there is a .25 inch right 
margin. There is a 1/12" (0.0313") 
tolerance for the right margin. These 
measurements are constant for all 
Forms 1098, 1099 and 5498. The 
measurements will be shown only once 
in the exhibit section of this publica-

tion, on the Form 1098. Exceptions to 
these measurements will be shown on 
the remainder of exhibits. If the right 
and top margins are properly aligned, 
the left margin for all forms will be 
correct. All margins must be free of all 
printing. See Exhibits A through 0 in 
thiS publication for the correct form 
measurements. 

.06 The depth of the individual trim 
size of each form on a page must be 
(3 2

/3 inches except 51/2 inches for Form 
1099-R) the same as that of the official 
form. 

.07 The words "For Paperwork Re
duction Act Notice and instructions for 
completing this form, see Instructions 
for Forms 1099, 1098, 5498, and W-
2G" must be printed on Copy A (and 
Copy C). 

.08 The OMB Number must be 
printed on Copies A and Form 1096 in 
the same location as that on the official 
form. 

.09 Privately printed continuous sub
stitute forms (Copy A) must be perfo
rated at each 11" (3 per page, or 2 per 
page for 1099-R) page depth. No 
perforations are allowed between the 
32/3" forms (or 5W' for Form 1099-R) 
on a single copy page of Copy A. 

.10 The words "Do NOT Cut or 
Separate Forms on This Page" must 
be printed in red dropout ink (as 
required by form specifications) be
tween the three, or two for Forms 
1 099-R. NOTE: Perforations are re
quired between all the other individual 
copies (Copies Band C, and Copies I 
and 2 for Form 1099-R and Form 
1099-MISC, and Copy D for Form 
1099-R) included in the set. 

.11 Chemical transfer paper is per
mitted for Copy A only if the following 
standards are met: 

(I) Only chemically backed paper is 
acceptable for Copy A. 

(2) Carbon coated forms are not 
permitted. Front and back chemically 
treated paper cannot be processed 
properly by machine. 

(3) Chemically transferred images 
must be black in color. 

.12 Hot wax spot carbons are NOT 
permitted for Copy A. Interleaved 
carbon should be black and must be of 
good quality to assure legibility of 
information on all copies to preclude 
smudging. All copies must be 
CLEARL Y LEGIBLE. Fading must not 
be of such a degree as to preclude 
legibility. 

.13 Printer' s symbol-The GPO 
symbol must not be printed on sub
stitute Copy A. Instead, the employer 
identification number (EIN) of the 
forms printer must be entered in the 
bottom margin on the face of each 
individual form of Copy A, or the 
bottom margin on the reverse side of 
each Form 1096. The form must not 
contain the statement "IRS approved." 

.14 A postal indicia may be used (if 
it meets the following criteria:) a) it is 
printed in the OCR ink color prescribed 
for the form; and b) no part of the 
indicia is within I print position of the 
scannable area. 

PART C. SPECIFICATIONS FOR 
SUBSTITUTE FORMS W-2G TO BE 
FILED WITH IRS 

SECTION 1. GENERAL 

.01 The following specifications pre
scribe the format requirements for Form 
W-2G-COPY A ONLY. 

.02 A filer may file a substitute 
Form W-2G with the IRS (hereinafter 
referred to as substitute Copy A). The 
substitute form (filed with the IRS) 
must be an exact replica of the official 
form with respect to layout and 
contents. 

SEC. 2. SPECIFICATIONS FOR COPY A 
FOR FORMS W-2G 

.01 Color and Quality of Paper
Paper for Copy A must be white 
chemical wood bond, or equivalent, 20 
pound (basis 17 X 22-500), plus or 
minus 5 percent. The paper must 
consist substantially of bleached chemi
cal wood pulp and be free from 
unbleached or ground wood pulp or 
recycled printed paper. It also must be 
suitably sized to accept ink without 
,feathering. 

.02 Color and Quality of Ink-All 
printing must be in a high quality non
gloss black ink. Bar codes should be 
free from picks and voids. 

.03 Typography-The type must be 
substantially identical in size and shape 
with that on the official form. All rules 
on the document are either 1/2 point 
(.007 inch). I point (0.0 IS inch), or 3 
point (0.045). Vertical rules must be 
parallel to the left edge of the docu
ment; horizontal rules. parallel to the 
top edge. 

.04 Dimensions-The official form 
is 8 inches wide x 32/1 inches deep. 
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exclusive of a 2/, inch snap stub on the 
left side of the form. The snap feature 
is not required on substitutes. The top 
and right margins must be 1j4 inch plus 
or minus .0313. If the top and right 
margins are properly aligned, the left 
margin for all forms will be correct. 
All margins must be free of any 
printing. If the substitute forms are in 
continuous or strip form, they must be 
burst and stripped to conform to the 
size specified for a single form. 

(I) The width of a substitute Copy 
A must be 8 inches. The left margin 
must be free of all printing other than 
that shown on the official form. 

(2) The depth of a substitute Copy A 
must be 3213 inches. 

.05 Carbonized forms or "hot wax 
spot carbons" -Carbonized forms and 
"hot wax spot carbons" are not 
permitted. Interleaved carbons, if used, 
should be black and good quality to 
preclude smudging. 

.06 Printer' s Symbol-The Govern
ment Printing Office (GPO) symbol 
must not be printed on substitute Forms 
W-2G. Instead the employer identifica
tion number (EIN) of the forms printer 
must be printed in the bottom margin 
on the face of each individual form of 
Copy A of such substitute forms. The 
form must not contain the statement 
"IRS approved." 

PART D. ADDITIONAL INSTRUCTIONS 
FOR FORMS 1098, 1099, 5498, AND 
W-2G 

SECTION 1. OTHER COPIES 

.01 Copies B, C, and in some cases 
D, I, and 2, are included in the official 
assembly for the convenience of the 
filer. There is no legal requirement that 
privately printed substitute forms in
clude all these copies, Copies B, and in 
some cases Copies C, will satisfy the 
requirement of the law and regulations 
concerning the statement of information 
that is required to be furnished to the 
form recipient. NOTE: If Federal income 
tax withheld is shown on Form W-2G 
or 1099-R, Copy B (to be attached to 
the tax return) and Copy C must be 
furnished to the recipient. Copy D 
(Forms 1099-R and W-2G) may be 
desired as a filer record copy. Only 
Copy A should be filed with the IRS. 

. 02 Arrangement of Assembly-The 
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parts of the assembly must be arranged, 
from top to bottom, as follows: (a) All 
forms-Copy A "For Internal Revenue 
Service Center." (b) Form I 098-Copy 
B "For Payer"; Copy C "For Recip
ient." (c) Form 1099-A-Copy B 
"For Borrower"; Copy C "For 
Lender." (d) Form 1099-C Copy B 
"For Debtor"; Copy C "For Credi
tor"; (e) Forms 1099-B, 1099-DIV, 
1099-G, 1099-INT, 1099-0ID, and 
1099-PA TR-Copy B "For Recip
ient"; Copy C "For Payer." (f) Form 
1099-MISC-Copy I "For State Tax 
Department"; Copy B "For Recip
ient"; Copy 2 "To be filed with 
recipient's state income tax return, 
when required."; Copy C "For 
Payer." (g) Form 1099-R-Copy I 
"For State, City, or Local Tax Depart
ment"; Copy B "Report this income 
on your Federal tax return. If this form 
shows Federal income tax withheld in 
box 4, attach this copy to your 
return."; Copy C "For Recipient's 
Records"; Copy 2 "File this copy with 
your state, city, or local income tax 
return, when required."; Copy D "For 
Payer." (h) Form 1099-S-Copy B 
"For Transferor"; Copy C "For 
Filer." (i) Form 5498-Copy B "For 
Participant"; Copy C "For Trustee or 
Issuer." (j) Form W-2G-Copy I 
"For State Tax Department"; Copy B 
"Report this income on your Federal 
tax return. If this form shows Federal 
income tax withheld in box 2, attach 
this copy to your return." Copy C 
"For Winner's Records"; Copy 2 
"Attach this copy to your state income 
tax return, if required."; Copy D "For 
Payer. " 

.03 Perforations are required be
tween forms on all copies except Copy 
A to enable the separation of individual 
forms. 

SEC. 2. OMB REQUIREMENTS 

.01 Office of Management and 
Budget (OMB) Requirements for Sub
stitute Forms-Public Law 96-511 re
quires that: (1) OMB approve Internal 
Revenue Service tax forms, (2) each 
form show (in the upper right corner) 
the OMB approval number, and (3) the 
form (or its instructions) state why IRS 
is collecting the information, how it 
will be used and whether it must be 
given to IRS. The official IRS forms. or 
instructions contain this informatIOn 
and any substitute must contain it also . 

.02 The OMB requirements for sub
stitute IRS forms are: 

(l) All substitute forms, including 
substitute statements to recipients, must 
show the OMB number as it appears on 
the official IRS form; 

(2) For Copy A, the OMB number 
must appear exactly as shown on the 
official IRS form; 

(3) For any copy other than Copy A, 
the OMB number must use one of the 
following formats: 

(a) OMB No. XXXX-XXXX (pre
ferred) or; 

(b) OMB # XXXX-XXXX. 
(4) All substitute forms must set 

forth the reasons for IRS collection, 
use, and requirements, as stated in the 
"Instructions for Forms 1099, 1098, 
5498, and W-2G" (Package 1099). 

.03 The official OMB numbers may 
be obtained from reproduction proofs 
or official IRS printed forms. 

SEC. 3. REPRODUCTION PROOFS 

.0 I Reproduction Proofs-IRS Pub
lication 1192, Catalog of Reproducible 
Forms and Instructions, containing 
order blanks and a list of items 
available for reproduction proofs are 
mailed annually to requesters of record 
and to other users upon request. 
Printers and others wishing to obtain 
reproduction proofs may send their 
requests to: 

Internal Revenue Service 
Attn: Repro Coordinator 
4300 Carolina Ave 
Richmond, VA 23222 

.02 Pub. 1192 states the appropriate 
charge for each form, instruction, and 
publication. Order blanks must be filled 
out and submitted along with a total 
payment for all items ordered. Orders 
will be filled as the reproduction proofs 
become available. Orders without the 
correct payment will be returned. 

SEC. 4. EFFECT ON OTHER REVENUE 
PROCEDURES 

Revenue Procedure 93-24, 1993-1 
C.B. 555, covering paper returns and 
statements for payments made during 
the 1993 calendar year is hereby 
superseded. 



Exhibit A 

Form 1098 
"4 7 

RECIPIENT'S FedltllldenUflcallon 

PAYER'SIBORROWER'S name 

Slreel address pncludlng apl. no., 

Clly, stale. and ZIP code 

Accounl numbef' 'optional) 

Form 1098 

~®94 

PAYER'S IOCLiI ucunly number 

Mortgage 
Interest 

Statement 

Copy A 
For 

Internal Revenue 
Service Center 
with Form lU~"'."_'4I 

For Paperwor .25" 
Reduction Act 

Notlca and 
Instructions lor 

completing this lorm, 
aee Instructlona lor 
Forma 1099. 1098. 

5498, and W-2Q, 

Mortgage 
Interest 

Statement 

PAYER'S IOCLilaecunly number Copy A 

For 
PoIn .. paid dlrecUy by payer(s)lborrower,s, on purchase Internal Revenue 
of principal residence Service Center 

with Form 1098. 

For Paperwork 
Reduction Act 

Notice and 
Instructions lor 

.r.omnIIAllrll1thls lorm, 
see Inatructlons for 
Forma 1099, 1098, 

5498, and W-2Q, 

Cat. No. 14402K Departmenl 0' lhe Treasury - 1n18lNl Revenue Service 

Do NOT Cut or Separate Forms on This Page 

OMS No. 1545-0901 

~®94 
Mortgage 

Interest 
Statement 

Copy A 

~~;rs~~0INi~~;;~r-------------------1Ii1~~~dr.~~~~~;;~~;;;;;1 Fw r name Internal Revenue 

Clly. slale, and ZIP code 4 

Accounl numbef' (opllonal) 

Form 1098 Cat. No. 14402K 

Service Center 
with Form 1098. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form. 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Department 0' the Treasury· Internal "'.avenue Service 
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Exhibit B 

8080 0 

LENDER'S Fed,ral IdlntlflcaUon number 

BORROWER'S name 

~@94 
Acquisition or 

Abandonment of 
Secured Property 

Copy A 
For 

Internal Revenue 
Service Center 

--__ oIfllle with Form 1098. 

For Paperwork 
,....,~--'-1.4 • Red, 'ctlan j(i;' 

~-~-~~-:----------------.J----~--------l~1III!ii!:!:::::!::::!a!:::=t1 8- ~IIIIIIIII" 
CIIy, stltl, Ind ZIP code II DelCliptlon 01 property • Instructions for 

Street addrtl .. ~ncludlng ~t, no., 

Account number (optlonaq 

Form 1099-A 

8080 

Cat. No. 14<4120 

completing this form, 
see Instructions for 
Forma 1099, 1098, 

54118, and W-20, 

Department 01 the Treasury • Intemal Revenue ServIce 

Do NOT Cut or Separate Fonns on This Page 

o 
LENDER'S name, Itreet addrtlu, city, ltat .. Ind ZIP code 

~@94 
Acquisition or 

Abandonment of 
Secured Property 

LENDER'S Ftd,ralldlnllllcldon number BORROWER'S identification number 
Copy A 

For 
Internal Revenue 

Service Center BORROWER'S name 

Stree •• ddre .. Qnciudlng ~t. no., 

CIIy, Itlte, and code 

Accounl number (optlonaq 

Form 

LENDER'S Fed,ralldlntlllcadon number 

BORROWER'S name 

Street address Qncludlng ~t. no., 

It.t., and ZIP code 

Account number loptionaQ 

Form 1099-A 

668 1994-1 C.B. 

II Description 01 property 

File with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions lor 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G, 

Cal. No. 144120 Departmen' 01 Ihe Treasury • Inlemal Revenue Service 

Do NOT Cut or Separate Fonns on This Page 

OMB No. 1545-0877 

~@94 
2 Balance 01 principal 

ou'ltanding 

$ 
GrOM lorecloaure proceeds 4 Appraisal value 

$ 
5 Is borrower per1OII8Ily liable lor 

, Deacrlptlon 01 properly 

Acquisition or 
Abandonment of 

Secured Property 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this lorm. 
see Instructions for 
Forma 1099, 1098, 

549B, and W-2G, 

Cat. No. 144120 Department 01 lhe Treasury - Intemal Revenue Service 



Exhibit c 
7979 OVOID o CORRECTED 

PAYER'S name. slreel address. city. slale. and ZIP code 1. Dale of sale (MMDDyy) OMS No. 1545·0715 Proceeds From 

~@94 
Broker and 

lb CUSIP No. Barter Exchange 
Transactions 

2 Siocks. bonds. olc. RePO~ed } 0 G.!3" proce.d, • 
$ 10 IRS lJ Gross proceeds less r 1.9 ,ns ond opllOn p,,;;t::s 

PAYER'S Federal idenlificatlon numbor I RECIPIENT'S Identrlicaiion number ~ Bartering IlFederl3.9Ae lax withheld "'~n .. ..J\ 

$' 
For 

RECIPIENTS name 5 Description Internal Revenue 
Service Center 

Regulated Futures Contracts File with Form 1096. 

Sireel address Qncluding apl. no.) e Profil or ~oss) realized In 7 Unrealized profil or (loss) on For Paperwork 
1994 

1.4" 
open cor1.4• ·12131193 Reduclion Act 

Notice and 
Clly. stalo. and ZIP code $ $ instruclions for 

8 Unrealized prolit or (loss) on II Aggregale profit or (loss) compleling Ihis form. 

Accounl number (optional) j2ndO NOI 
open conlracls-I2131/94 see Instructions lor 

2.8" 1> -'"- 4.1" 
Forms 1099. 1098, 

. ....,.. 
Form 1099-8 ... Jedl. No. 14411V Oepar1ment of the Treasury. Internal Revenue Service 

Do NOT .60· r Separate Forms on This Page 

7979 OVOID o CORRECTED 
PAYER'S name. alreel address. city. slale. and ZIP code 1. Dale of sale (MMDDyy) OMS No. 1545·0715 Proceeds From 

~@94 
Broker and 

lb CUSIP No. Barter Exchange 
Transactions 

2 Siocks. bonds. elc. RcPO~ed I 0 Gros. pro ..... d. 

$ to IRS 0 Gross proceeds less commlSSkms and opllon prenllurm 

PAYER'S Federalldenlificalion number I RECIPIEtfl·S Identlficallon number 3 Bartering 4 Federal Income lax withheld Copy A 
$ $ 

For 
RECIPIENTS name 5 Description Internal Revenue 

Service Center 

Regulated Futures Contracts File with Form 1096. 

Sireet address Oncluding apl. no.) e Profit or ~oss) realized In 7 Unrealized profit or ~oss) on For Paperwork 
1994 open conlracls-I2131193 Reduction Act 

Notice and 
City. sial •. and ZIP code $ $ Instructions lor 

8 Unrealized prolit or ~) on II Aggregale profit or (loss) completing this lorm. 

12nd[j Nol 
open contracls-I2131/1101 see Instructions lor 

Accounl number (optional) Forms 1 099, 1096, 
$ $ 5496, and W-2G. 

Form 1099-8 Cal. No. 14411V Departmenl of Ihe Treasury· Internal Revenue Service 

Do NOT Cut or Separate Fonns on This Page 

7979 OVOID o CORRECTED 
PAYER'S name. slreel address. city. state. and ZIP code 1. Oale of sale (MMDDYY) OMS No. 1545·0715 Proceeds From 

~@94 
Broker and 

lb CUSIP No. Barter Exchange 
Transactions 

2 Stocks. bonds. eiC. Repo~ed I 0 GlOSS proceedS 

$ 10 IRS 0 OIOSI PlocudlllSl commIIIIonIli\d 0!>11On P"mlums 

PAYER'S Federalldentlfleatlon number I RECIPIENT'S IdenUfical10n number 3 Bartering 4 FoderailncomI \ax withheld Copy A 
$ $ 

For 

RECIPIENT'S name 5 OeIcrIpllon Internal Revenue 
Service Center 

Regulated Future. Contracta File with Form 1096. 

Sireel address ~ncludlng apt. no.) e Profit or ~oss) realized In 7 Unrealized prolit or (loss) on For Paperwork 
1994 open conlrlcts-I2131193 Reduction Act 

$ $ Notice and 
City. slale. and ZIP code Instructions for 

8 Unrealized prolil or ~ss) on II Aggregate prolil or (loss) completing this form. 

12ndO Nol 
open conlracls-I2131/94 see Instructions lor 

Accounl number (optionaQ 
$ 

Forms 1099, 1098, 
$ 5498, and W·2G. 

Form 1099-8 Cat. No. 14411V Departmenl of the Treasury· Inlernal Revenue Service 
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Exhibit D 

8585 

CREDITOR'S Fedlral IdlnUlicalion 

~@94 

DEBTOR'S identification number 

Cancellation 
of 

Debt 

1-+------3.40·--------I~ 

Copy 
For 

Internal Revenue 
Service Center 

File with Fonn 1098. 

Street address ~ncllJdlng apt, no,) 

City, ,tate, Ind ZIP code 

Account number (optlon.~ 

Form 1099-C 

8585 

CREDITOR'S FedmlldlnUllcalion 

DEBTOR'S name 

Street address pncludlng apt. no.) 

Clly. siale, and ZIP code 

$ 
5 Debt description 

• Check here II the debt wa. discharged 

.. ~ 0 In bankruptcy. 

Cat. No, 28280W Department 0' the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forms on this Page 

o 

DEBTOR'S Identification number 

3 Interest Included In box 2 

$ $ 
5 Debt descrlpllon 

~@94 

costs Included In box 2 

Cancellation 
of 

Debt 

Copy A 
For 

Internal Revenue 
Service Center 

File with Fonn 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions 'or 

completing this 'orm, 
1----------------------+------------------1 see Instructions lor 

Accounl number (opllona~ • Check here If lhe debl was discharged Fonne 1099, 1098, 

Form 

8585 

CREDITOR'S Fldml Idlnllflcatlon 

DEBTOR'S name 

In bankruplcy. • • • • , • • • • ~ 0 5498, and W-2G. 

Cat. No. 26280W Department of the Treasury· Internal Revenue ServIce 

Do NOT Cut or Separate Forms on thIs Page 

~®94 

DEBTOR'S Identification number 01 debt canceled 

Cancellation 
of 

Debt 

Copy A 
For 

Internal Revenue 
Service Center 

File with Fonn 1096. 

r.s~lr-ee~l-a~dd~r-es-s~p-nc~lu-d~I~-a-Pt-.no-.)-------------~~--~~---~~-------~ F~P~rwork 
Reduction Act 

Notice and 
Instructions lor 

completing this lorm, 
I-:------------------------/-----:-:~__:___:_-__:__:_-_:__-----~ see Instructions for 
Accounl number (optlonan 8 Check here If the debt was discharged 0 Fonna 1099, 1098, 

Clly, 5lale, and ZIP code 

In bankruptcy. • • • • , • ~ 5498, and W-2G. 

Form 1099-C Cal. No. 26280W Deparlmenl of the Treasury· Inlemal Revenue Service 

670 1994-1 C.B. 



Exhibit E 

9191 OVOID o CORRECTED 
PA YER'S nam •• street addr .... city. ltat •• and ZIP cod. II Gross dividends and other OMS No. 1545-0110 

dlstrlbutJons on stock (Total 
of lb. Ie. Id. Ind Ie) 

Dividends and $ 
Ib Ordinary dividends ~®94 Distributions 

1.4" 
$ 

PAYER'S Federaf IdenUfk:atlon number I RECIPIENT'S Identification number 1 c CapItal galn distributions 2 Federaf Income tax wllhheld Copy A 
$ $ 

For 
RECIPIENT'S name 1 d Nontaxable dlatrlbutlons 3 Foreign tax paid Internal Revenue 

Service Center 

$ $ File with Form 1096. 
Street Iddr ... ~ncludlng IPt. no.) 1. Inv .. tment expenses 4 FOIlIon country 01 U.s. possession For Paperwork 

$ Reduction Act 

CIty. atat., and ZIP cod. Notice end 

Liquidation Distributions Instructions for 
completing this form, 60· lie Instruction. for Account number (optional) I~· .... ,lal 5 Cash 8 Noncash (Fair market value) Forma 1099, 1098, 2.8" I . [J ..... l'" 4.1" , anu .~. 

Form 1099-0IV Cat. No. 14415N Depar1ment of the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Fonna on This Page 

9191 OVOID o CORRECTED 
PAYER'S name. atreet Iddre ... city. atat •• and ZIP cod. II GrOll dividends and other OMS No. 1545-0110 

da.tr1butJons on stock (Total 
of lb, Ie. Id. and Ie) Dividends and $ 

1 b Ordinary dividends ~®94 Distributions 

$ 
PAYER'S FederalldenUfk:atlon numbtt I RECIPIENT'S identification number 10 Capital galn dlatrlbutlons 2 Feder .. Income tax withheld Copy A 

$ $ For 
RECIPIENT'S name 1 d Nontaxabl. distribution. 3 Foreign tax paid Internal Revenue 

Service Center 

$ $ FII. with Form 1096. 

Street addr ... ~nctudlng apt. no.) 1. Investment expenses 4 FOI.lon country 01 U.S. possession For Paperwork 

$ Reduction Act 
Notice and 

CIty. atat •• end ZIP cod. 
liquidation Distributions Instructions for 

completing this form. 

Account number (optionaQ 
1
2nd

[jNot. 
5 Cash 8 Noncash (fair market value) see Instruction. for 

Forms 1099, 1098, 
$ $ 5498, and W-2G. 

Form 1099-0IV Department of the Treasury' Internal Revenue Service 

Do NOT Cut or Separate Fonns on This Page 

9191 OVOID o CORRECTED 
PAYER'S name. atreet addre ... city, atate. end ZIP cod. ,. GrOll dividends and other 

dlstr1butJons on stock (Total 
OMS No. 1545-0110 

of lb. Ie. Id. and II) Dividends and $ 

~®94 Distributions 1 b Ordinary dlvldenda 

$ 
PA YER'S Federaf identification numbtt I REClPIENT'S identification number lc CapIlli galn dlatrlbutlons 2 Feder .. Income tax withheld Copy A 

$ $ For 
RECIPIENT'S name Id Nontaxable dlatrlbutlons 3 Foreign We paid Internal Revenue 

Service Center 

$ $ File with Form 1096. 

Street eddr ... ~nr ludlng apt. no.) 1. Investment expen ... 4 fOIeton COI/IVy 01 U.s. poauaIon For Paperwork 

$ Reduction Act 
Notice end 

CIty. atat •• end ZIP code 
liquidation Distributions Instructions for 

completing this form. 

12nd
[jNot. 

5 CIsh 8 Noncash (fair market value) S88 Instruction. for 
Account number (optional) Forml 1099, 1098, 

$ $ 5498, and W-2G. 

Form 1099-0IV Cat. No. 14415N Depar1ment of lhe Treasury· Internal Revenue ServIce 

1994-1 C.B. 671 



Exhibit F 

8686 

PAVER'S Federilidentiliulion number 

RECIPIENT'S name 

Street address ~ncludlng apl. no,) 

City, atatl, and ZIP code 

Account number (optionaQ 

Form 1099-G 

8 

federalldenliliution number 

RECIPIENT'S name 

Street address Oncludlng apt. no.) 

City, ltatl, and ZIP code 

Account number (oplionaQ 

FOim 1099-G 

PAVER'S Federal ldentHlution number 

RECIPIENT'S name 

Street address Oncludlng apl. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-G 

672 1994-1 C.B. 

1.--1.4·-~ 

Identilicalion number 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 

Cat. No. 14436M Department 01 the Treasury' Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

compensallon OMB No. 1545-0120 

2 State 01 local Income tax 
relunds, credits, or ollsets ~®g4 

federallncom. lax wlthh.,d 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 
~".---,--,-~-~ 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Cat. No. 14438M Department 01 the Treaauty - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

1 UnemplOYlTllnt compensation OMB No. 1545-0120 

~®94 

RECIPIENT'S Identlflcatlon number 4 F.dml lax withheld 

e Taxable grants 

:;q....;~-:-:-:--.--I 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this lorm, 
see Instructions for 
Forms 1099, 1098, 

end W-2G. 

Cat. No. 14438M Department 01 the Treasury - Internal Revenue Service 



Exhibit G 

D 

Identlf~tlon number RECIPIENT'S Identification number 

RECIPIENT'S name 

Street address pncludlng apt. no.) 

City, state, and ZIP code 

(optional) 

2.8 
Form 1099-INT Cat. No. U410K 

OMS No. 1 S45-0112 

~@94 Interest Income 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

DCORRECTED 
Payer'. RTN (optional) OMS No. 1545-0112 

~@94 Interest Income 

PAYER'S Federal identification numbel' RECIPIENT'S Identification numbel Interest InCome not Included In box 3 Copy A 

RECtPIENT'S name 2 early withdrawal penalty 

Street address (Including apt. no.) 

City, stale, and ZIP code 5 Foreign tax paid 

Account numbel (optlona9 

Form 1099-INT Cat. No. 14410K 

For 
3 Interest on U.S. Savings Internal Revenue 

Bonds and Traas. obligations Service Center 

• Foreign country or U.S. 
poueaslon 

File with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions lor 
Forms 1099, 1098, 

5498, snd W·2Q. 

Departmenl of lhe Treasury - Inlernal Reyenue Service 

Do NOT Cut or Separate forms on This Page 

CORRECTED 
Payer'. RTN (optlona9 

PAYER'S FedaralldentlflcaUon numbel' RECIPIENT'S ldentillcation numbel 

RECIPIENT'S name 

51reet address Pncludlng apt. no.' 

City, state, and ZIP code 5 Foreign 1&x paid 

Account number (optlonaQ 

Form 1099·INT Cat. No. H410K 

OMS No. 1545-0112 

~®94 Interest Income 

Copy A 
For 

3 Interest on U.S, Sayings Internal Revenue 
BondI and Treas. obIlgaUonl Service Center 

with Form 1096, 

For Paperwork 
Reduction Acl 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Department of the Treasury - Internat Revenue Service 

1994-1 C.B, 673 



Exhibit H 

9595 OVOID o CORRECTED 
PAYER'S name, street address, city, Itate, and ZIP code 1 Rents OMS No, 15045-0115 

I$" 1.4· 
2 Royaltlel 

~@94 
Miscellaneous 

$ Income 
3 Other Income 

$ 
PAYER'S Federal ldenUflcation number I RECIPIENrS Identification number .. Federal Income tax withheld 5 Fishing boat proceeds Copy A 

$ $ For 
RECIPIENrs name e Medical and hea~h care payments 7 Nonemp!oyee compensation Internal Revenue 

$ $ Service Center 

8 SubsUMe payments In lI.u of II Payer mad. direct sales of File with Form 1096, 

Street address ~ncludlng apt, no,) dlvld.ndl or Inter"t 55,000 01 mort of consumer 
For Paperwork products to a buyer 0-

$ (recipient) for resale ~ --1.15·~ 
,.vllce and 

City, state, and ZIP code o Crop Insurance proceeds 11 State Income tax withheld Instructions for 

.60· $ $ completing this form, 
see Instructions for 

Account number (optlona~ 
~r r 

2 StatelPayer's state number Forms 1099, 10i8, 
2.8' 4.1· O'tIlO, ana yy-;tU, 

Form 1099-MISC Cat. No. 1~~25J Department of the Treasury· tnternal Revenue Service 

Do NOT Cut or Separate Forma on this Page 

9595 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code 1 Rent. OMB No. 15045-0115 

$ 
2 Royalties 

~@94 
Miscellaneous 

$ Income 
3 Other Income 

$ 
PAYER'S Federal identification number I RECtPIENrS Identification number .. Federal Income tax withheld 5 Fishing boat proceeds Copy A 

$ $ For 
RECIPIENrS name e Medical and hu~h carl paymenl! 7 NonempIoyee compensation Internal Revenue 

$ $ Service Center 

e SubsUtull payments In U.u of II Pay.r m.ad. dlr.ct sal .. of File wtth Form 1096, 
Street addresa ~nctudlng apt. no.) dlvld.ndl or IntlltSt 55,000 or moll of coneumer 

For Paperwork products to I buyer 
$ (reclpl.nt) for resale ~ 0 Reduction Act 

Notice and 
City, ltate, and ZIP code o Crop Insurance proceeds 11 State Income tax withheld Instructions for 

$ $ completing this form, 

Account number (optional) 
12ndONot. 2 StateIPayer'1 atate number 

see Instructions for 
Forms 1099, 1098, 

5498, end W·2G, 

Form 1099-MISC Cat. No. 14425J Department of the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forma on This Page 

9595 OVOID o CORRECTED 
PAYER'S name, Itreet addreaa, City, ltate, and ZIP code 1 Rents OMS No, 15045-0115 

$ 
2AoyaJtIeI 

~@94 Miscellaneous 
$ Income 
3 Other Income 

$ 
PAYER'S Federal IdenUflcation nwnber I AECIPIENrS identification number .. Fedni Income till withheld 5 Flahlng boat proceeda Copy A 

$ $ For 
RECIPIENT'S name • Medical and hIIIth WI paymenll 7 NontmpIoy .. com_tIon Internal Revenue 

$ $ Service Center 

• Substllull paYmlnll In leu of II PaYII m.adl dlr.ct salat of File wtth Form 1096, 
Street addr,,, ~nCiudlng apt, no.) dlYldtnda or inti .... $5,000 or mort of coneumlr 

For Paperwork pi'odud. to I buyll 
$ (reclplenl) for reSIle ~ 0 Reduction Act 

Notice and City, state, and ZIP code o Crop Insurance proceedl 11 State Income tax withheld Instructions for 

$ $ completing this form, 

Account number (optlon~ ·12nd O Not. 2 StataIPayer'l ltate number 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G, 

Form 1099-MISC Cal. No. 1 ~~25J Department of the Treasury· Internal Revenue Service 

674 1994-1 C.B. 



Exhibit I 

9696 OVOID 
PAYER'S name, street address, city, state, and ZIP code 

ECTED 
I Original Issue discount 

for t994 

1+--1.4" --It~ 

2 Other periodic Int ... est 

PAYER'S Federal Identification number RECIPIENT'S Identification numb ... Early withdrawal penalty 

RECIPIENT'S name 5 Description 

Street address (Including apt. no.) 

City, state, and ZIP code 

t4------2.8"------I~ 

Form 1099-010 Cat. No. 14421R 

~@94 

Federal Income tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096. 

Department of the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9696 OVOID 
PAYER'S name, street address, city, state, and ZIP code 

o CORRECTED 
I OrtgJnaI Issue discount 

for 1994 

2 Other petlodlc Inlerest 

PAYER'S Fed ... alldentlflcatlon number RECIPIENT'S Identification number Early withdrawal penalty 

RECIPIENT'S name 5 OUcrIptlon 

Streel address ~ncludlng apt. no.) 

City, Itate, and ZIP code 

Account numb ... (optional) 

Form 1099-010 Cat. No. 14421R 

OMB No. 1545-011 

~@94 

Federal Income tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Fonns 1099, 1096, 

5498, and W-20. 

Department of the Treasury - Intemal Revenue Service 

Do NOT Cut or Separate Forma on This Page 

2 Other periodic tnt ... est 

PAYER'S Federal identification numbel' RECIPIENT'S Identification number Early withdrawal penalty 

RECIPIENT'S name 5 OUcrIptlon 

Street address ~ncludlng apt. no.) 

City. Itate. and ZIP code 

AccOunt number (optlona~ 

Form 1099-0m Cat. No. 14421 R 

~@94 

Fed .. allncomI tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 

Fila with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
88e Instructions for 
Fonns 1099, 1098, 

and W-2G. 

Department of the Treasury· tnt .. nal Revenue Service 

1994-1 C.B. 675 



Exhibit J 

9797 o D 
name, IlrMI addr ... , city, ltale, and ZIP code 

PAYER'S Fed .. llidentlflcalion number 

name 

Sir eel address ~ncludlno apt. no., 

City. stale. and ZIP code 

2.8-
Form 1099-PATR Cal. No. 14435F 

OMB No. 1545-0118 

~@94 

Taxable 
Distributions 

Received From 
Cooperatives 

Copy A 
For 

Internal Revenue 
Service Center 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1098, 

Departmenl of Ihe Treasury· Inlernal Revenue Se<vlce 

Do NOT Cut or Separate Forms on this Page 

PAYER'S FederaildenUfical10n number RECIPIENT'S Idenllficatlon number 

RECIPIENrs name 

Sireel address ~ncludlng apt. no., 

City. siale, and ZIP code 

Accounl number (optional) 

Form 1099-PATR Cal. No. U435F 

OMB No. 1545-011 

~@94 

Taxable 
Distributions 

Received From 
Cooperatives 

Copy A 
For 

Internal Revenue 
Service Center 

Fila with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W·2G. 

Departmenl of the Treasury· Int..".1 Revenue ServIce 

Do NOT Cut or Separate Forms on This Page 

979 OVOID 
PAYER'S name. IlrMt addrUl, city, ltate, and ZIP code 

PAYER'S Federal 

RECIPIENrS name 

Street address ~ncludlng apt. no., 

City. state. and ZIP code 

Accounl number (optional, 

Form 1099-PATR 

676 1994-1 C.B. 

$ 
Not. 

Cal. No. U435F 

OMB No. 1545-0118 

~@94 

Taxable 
Distributions 

Received From 
Cooperatives 

Copy A 
For 

Internal Revenue 
Service Center 

FDa with Form 1096. 

For Peperwork 
Reduction Act 

Notice and 
Instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, end W·2G. 

Department of Ihe Treasury· Inlernal Revenue ServIce 



Exhibit K 

98 OVOID o 
slreel address, clly, slale, and ZIP code 

Slale lax withheld 

Cal. No.1 44360 

OM8 No. 1545-0119 

~®94 

Distributions From 
Pensions, Annuities, 

Retirement or 
Profit-Sharing 

Plans, IRAs, 
Insurance 

Contracts, etc. 

.4" 

with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 
completing this 

form, see 
InstrucUons for 

~grAlIi 10IQ, 
1098,5498, 
and W-2G. 

Department 01 the Treasury - Internal Revenue Service Form 1099-R 
5.50" 
f 1 Do NOT Cut or Separate Forms on This Page 

9898 OVOID 
PAYER'S name, street address, city, state, and ZIP code 1 Groes distribution 

RECIPIENT'S name 

Street address Oncludlng apt. no.) 

City, state, and ZIP code 

Slale tax withheld 

Form 1099-R Cal. No. 144360 

OM8 No. 1545-0119 

~®94 

Distributions From 
Pensions, Annuities, 

Retirement or 
Profit-Sharing 

Plans, IRAs, 
Insurance 

Contracts, etc. 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 

8 Net unrealized 
appreciation In 
employer'. securities 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 
completing this 

form, see 

11 StatalPayer', atata no. 

14 Name of locality 

Instruct/ons for 
Forms 1099, 
1098,5498, 
and W-2G. 

Department 01 the Treasury - Internal Revenue Service 

1994-1 C.B. 677 



Exhibit L 

7575 OVOID o CORRECTED 
FILER'S name. street addr .... city. atate. and ZIP cod. 1 Dati 01 closing (MMOOYV) OMS No. 1 S<45-0997 

1.4" Proceeds From Real -
2 GrOll prOCeedl ~®94 Estate Transactions 

$ 
FILER'S Fed81al Identllicatlon number I TRANSFEROR'S IdentHlcatlon number 3 Address or legal description pncJudlng city. stale. and ZIP code Copy A 

1.7" 1.7u For 
TRANSFEROR'S name Internal Revenue 

Service Center 

2.8" File with Form 1096. 

Street address Oncludlng apt. no.) For Paperwork 
Reduction Act 

Notice and 
City. state. and ZIP code 4 Check her. II the transleror received or will receive 

D 
In~trllc:tlons for 

property or services as part of the consJderaUon. • ~1.15"~ 
Buyer'a part of real estate tax 

S88 1110" """,.Ions for 
Account number (optionaQ 5 Forms 1099, 1098, 

$ 5496, and W-2G. 

Form 1099-5 Cat. No. 84292E Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

7575 OVOID o CORRECTED 
FILER'S name. street .ddr .... city. atatl. and ZIP codl 1 Dale 01 closing (MMOOyv) OMS No. 1 S<4S-0997 

~®94 
Proceeds From Real 

2 GrOll procMda Estate Transactions 

$ 
FILER'S Fedetalldentilication n~ I TRANSFEROR'S ldentlflcatlon nwnber 3 Address or IegII description (including city. stat .. and ZIP coda Copy A 

For 
TRANSFEROR'S rIIme Internal Revenue 

Service Center 
File with Form 1096. 

Street addr ... Oncludlng apl. no.) For Paperwork 
Reduction Act 

Notice and 
City. atate, end ZIP code 4 Check het. If the trlllsieror received or wiD receive Instructions for 

propet1y or servIcea u part of the consIderaUon. • 0 COO1pleting this form. 

AccoYnt number (optionaQ 5 Buyer'a part of real .. tata tax 
88e Instructions tor 
Forma 1099, 1098, 

$ 5498, and W-2Q. 

Form 1099-8 Cat. No. 84292E Departmenl of the Treasury - InlerNl Revenu. Service 

Do NOT Cut or Separate Forms on This Page 

7575 OVOID o CORRECTED 
FILER'S name. street addr .... city. state. and ZIP code 1 Date of closing (MMOOyv) OMS No. 1545-0997 

~®94 
Proceeds From Real 

2 Gross proceeds Estate Transactions 

$ 
FILER'S Fed81al Identllicatlon number I TRANSFEROR'S Id.nlilication numb« S Address or legal description PncJudlng city. atlte. and ZIP coda Copy A 

For 
TRANSFEROR'S name Internal Revenue 

Service Center 
File with Form 1096. 

StrHI address Oncludlng apl. no.) For Psperwork 
Reduction Act 

Notice and 
Clly. lIale. and ZIP code 

4 Check here II the transleror received Of wUI receive InstrUctions for 
property Of services IS part 01 the COO$lderatlOn. ~ 0 completing this form. 

see Instructfons for 
Account number (opllonal) 5 Buyer's part 01 real estale tax Forms 1099. 1098, 

$ 5498, and W-2G. 

Form 1099-8 Cat. No. 64292E Department 01 Ihe Treasury - Inlernal Revenue Service 

678 1994-1 C.B. 



Exhibit M 

3232 o CORRECTED 
PAYER'S name 1 Oro" winning. 2 Federal Income lax withheld 

1.45" 1.45" 
Slreel address 3 Type 01 wager 4 Dale won 

3.0" 
Clly. siale, and ZIP code a Transaction II Race 

Federal Idenlilication number 
2.8" 7 Winnings Irom identical wagers a Cashier 

WINNER'S name II WInner',IUPiYer Idlnllflcatlon no. 10 Window 

Sireel address Oncludlng apt no.) 11 Flrsl 1.0. 12 Second 1.0. 

Clly, Iiale, and ZIP code 13 SllleIP'Y"', ,1311 klenU11ca1ion no. 14 Siale Income lax wllhheld 

Under pellilties of perjury, I declare thaI, 10 lhe besl 01 my knowledge and beliel, lIle name, addreS$, and taxpayer ldenlUlc:allon number lIlall hive lumlshed 
corrlClly IeIlntlty me IS Ihl reclplanl oIlhls payment and any paymenlslrom ldenlltal wagar!, Ind lhil no other parson Is enlilled 10 any pa~ oIlheSi paymenls. 

Signatura ~ Data ~ 

~ 

OMS No. 1545-023 8 

~@g 4 
Certai 

Gamblin 
n 
g 

Winnings 
1.4" ~ 

r", Paperwork 
Reduction Act Notice 

and Inslructlons lor 
completing this lorm, 
aee Instructions tor 
Form. 1099, 1098, 

5498, and W-2G, 

Fila with Form 1096. 

Copy A 
For Internal Revenue 

Service Center 

Form W-2G Cal. No. 10138V Deparlmenl 01 lhe Treasury - Inlernal Revenue Service 

3232 o CORRECTED 
PAYER'S name 1 Grou winnings 2 Federallnoome tax withheld OMS No. 1545-02 38 

Sireel addreu 3 Type 01 wager 4 Dale won ~@g 4 
Certain 

Clly, Sla18, and ZIP code a Transaction II Race 
Gambling 

Federal Identification number 7 Winning. !rom identical WlQlfI • CUhIer 
Winnings 

For Paparwork 
WINNER'S name II W\Mer',1UpI)'W IdriIIcaIIon no. 10 WIndow Reductio," Act Notice 

and Instructions lor 

Street address Oncludlng apt no.) 11 Firat 1.0. 12 Second 1.0. 
completing this lorm, 
aee Instructiona tor 
Forms 1099, 1098, 

City, state, and ZIP code 13 SIaIliP~'III" ldentillcallon no. 14 State Income ta. withheld 
5498, and W-2G. 

FIle with Form 1096. 

Under PeIWUU 01 perjury, I declare tha~ to IhtI be£1 01 my knowledge and bellel, IhtI naml, address, and taxpayer Idenllllc:alion number thaI I hive lurnlshed Copy A corrlClly identity m. u IhtI recipient 0111111 paym.nt and Iny paymentslrom ldenlltal wagar!, and thl! no OIher PIlson II enlltltd \0 any pa~ 01 that paymsnts. 
For Internal Revenue 

Stgnature ~ Data ~ Service Center 

Form W-2G Cal. No. lOI38V Oepertment 01 the Treasury - Internal Revenue Service 

3232 o CORRECTED' 
PAYER'S name 1 Oro" winnings 2 Federal lnoome talC withheld OMB No. 1545-0238 

Street eddre" , Type of wager 4 Date won ~@94 

Clly, stale, and ZIP code S Transaction 
Certain 

8 Race 
Gambling 

Federal Idenliflcatlon number 7 WIMlnga from idlfltlcal wag'" I CashIer Winnings 

For Paperwork 

WINNER'S name II WlMer'IIUpI)'W IdIntJIItaIIon no. 10 Window Reduction Act Notice 
and Instructions tor 

Str ... .cIdreu Oncludlng apt. no.) 11 First 1.0. 12 Second 1.0. 
completing this lorm. 
lee Instructlona tor 
Forms 10119, 1098, 

City, state, and ZIP code 13 SlIlIiPayer'SSI311 identification no. 14 Sta .. Income tax wllhheld 54118, and W-2G. 

Flta with Form 1096. 

Under penaltiH 01 perjury, I declire lhat. to lIle best 01 my knowledge and bellel, lIle name. address, and taxpayer Idenllllc:allon number lIlat I hive lurnlshed Copy A 
correclly identity mill the reclplenl 01 this paymenl and .ny paymenls Irom Identical wagers, and lhal no other person Is enlilled 10 any pa~ 01 these paymenls. 

For Internal Revenue 

Signature ~ Date ~ Service Center 

Form W-2G Cat. No. 10138V Department of the Treasury· Internal Revenue Service 

1994-1 C.B. 679 



Exhibit N 

2828 OVOID o CORRECTED 
mUSTEE'S or ISSUER'S name, .treet address, city, 'tate, and ZtP coda I Regular 1M contribution, OMB No, 1545-0747 

made in 1~ and 199~ Individual 
!;0I1994 1.4_ Retirement -
I RaIov.- IRA contributions ~®94 Arrangement 

Information 
$ 

TRUSTEE'S 01 ISSUER'S FtdIrII ~ no. r PAATlCIPANT"S social MCUr1ly number 3 UI. InIurInct coat Included In box 1 Copy A 
$ For 

PARTICIPANT'S name 4 Fair marl<tl valu. 01 account Internal Revenue 
Service Center 

$ Fli. with Form 10i1e. 

Street addren ~ncludlng apt. no.) For Paperwork 
Reduction Act 

Nollca and 
City, ,talt, and ZIP code Instructions lor 

cornplallng this lorm, 
see Instructions lor 

Account number (optional) Forms 1099, 1098, 
5498, .nd W-2G, 

Form 5498 Cat. No. 500100 Oepar1ment 01 the Treasury· Internal Revenue Servlce 

Do NOT Cut or Separate Forms on This Page 

2828 OVOID o CORRECTED 
mUSTEE'S or ISSUER'S name, street address, city, state, and ZIP code I Regular IRA contributions OMS No. 1545-0747 

made In 1994 and 1995 Individual lor 1994 
Retirement $ 

2 RoIloy., IRA contributions ~@94 Arrangement 
Information 

$ 
TRUSTE£'S or ISSUER'S fldtralldnllbllon no I PARTICIPANrS social security number 3 Ule Insurance cosl Included In box 1 Copy A 

$ For 
PARTICIPANT'S name 4 Fair mar1<et yalue 01 account Internal Revenue 

Service Center 

$ File with Form 1096. 

Street address ~ncludlng apt. no.) For Paperwork 
Reduction Act 

Notice and 
City. state, and ZIP code Instructions lor 

completing this lorm, 
sae Instructions lor 

Account number (optional) Forms 1099, 1098, 
5498, and W-2G. 

Form 5498 Cat. No. 500100 Department ollht Treasury - Inte<naJ Revenue ServIce 

Do NOT Cut or Separate Forms on This Page 

2828 OVOID o CORRECTED 
TRUSTEE'S or ISSUER'S name. street address, city, state, and ZIP code I Regular IRA contrtbutlons OMB No. 1545-0747 

made In 1994 and 1995 Individual lor 1994 

$ Retirement 
2 RoIIove< IRA contrlbutlona ~®94 Arrangement 

Information 
$ 

TRUSTErs ()( ISSUER'S fldtralldnlllalion no. \ PARTICIPANT"S social MCUrity rn.nber 3 Ule lnaurance COlt Included In box 1 Copy A 
$ For 

PARTICIPANT'S name 4 Fait marl<et valua 01 account Internal Revenue 
Service Center 

$ FII. with Form 1098. 
Street address Qnctudlng apt. no.) For Paperwork 

Reduction Act 
Notice and 

Clly, slale. end ZIP code Instructions lor 
completing this lorm, 

Accounl number (optlonaij 
sea Instructions lor 
Forms 1099, 1098, 

5498, and W-2G, 

Form 5498 Cal. No. 50010C Department 01 the Treasury· Internal Revenue ServIce 

680 1994-1 C,B, 



Exhibit 0 

st· 
DO NOT ITAPLI 6969 't 

OMe No. 1 S45'() 108 

FOtm 1096 Annual Summa y and Transmittal of 
Dopartmont 01 ... T......-y U.S. Infor Inatlon Returns ~®94 
In\emll Rewnue SoMe. 

• r FILER'S name 
, 

1 , 
• 0 
N 

7.25" 
• Street address Qncludlng room 0 2.25" • suite number) 

= 
1.33" 

~ 
City, state, and ZIP code ; 

• L ~ J 
3.9" • Name of perse ~ to contact If the IRS For Official ~se Only If you are not using a preprinted label, enter In 

box 1 or 2 below the Identification number you need, more In oonatlon tD I I I I 1 J DJ;r used as the flier on the Information returns being Telephone nun ber .33" 
transmitted. Do not fill In both boxes 1 and 2. ( ) 
1 Employ ... lcIentKlcalion 1I\lfT1)tr.12 Social l8Cu~ty number 

1.4" 1.4" 
3 .:,,~~. number 1 

1.2" 
4 Foderll Income talC wllhheld 15 Tot., IITIClUIII ronnrtOli with INa Form 1086 

~ 1 .4" ~ I ~ 1.9" 
~.SO"l "X" In only one box below to Indicate the type of form being led. If this 18 your FINAL retum, enter an "X" here • ~D .25" 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 
10+-

W-20 1098 lQ99·A 1088-8 10&&-C 1000-ON 109&.0 1000-INT 10&&-1.I1SC 109&.()IO 1000.pATR 100&·R 1000-S 5~&8 

32 81 80 7& 85 &1 88 &2 &5 &8 &7 &8 75 28 

Please return this entire page to the Internal Rev nue Service. Photocopies are NOT acceptable, 

Under penalties 01 perjury. I decI.,. that I have ... mlned this r.turn and accon panytng document •. and, to the best of my knowledg. and bellel. they are true. 
correct. and complete. 

" 
8.00" 

Signature ~ Title ~ Oat. ~ 

Instructions Box 1 or 2.-Complete only If you are not using 8 preprinted 
IRS label. Individuals not In a trade or business must entar their 

Purpo .. of Form.-Use this form to transmit paper Forms 1099, social security number In box 2; sole proprletora and all others 
1098,5498, and W-2G to the Internal Revenue Service. DO NOT must enter their employer identification number In box 1. 
USE FORM 1096 TO TRANSMIT MAGNETIC MEDIA. See Form However, sole proprietors who do not have an employer 
4804, Transmlttal of Information Retums Reported identification number must enter their social security number In 
MagnetlcallylElectronlcally. box 2. 
U .. of Preprinted label.-If you received a preprinted label Box 3.-Enter the number of forms you are transmitting with this 
from the IRS with Package 1099, place the label In the name Form 1096. Do not Include blank or voided forms or the Form 
and address area of this form Inside the brackets. Make any 1096 In your total. Enter the number of correctly completed 
necessary changes to your name and address on the label. forms, not the number of pages, being transmitted. For example, 
However, do not UN the label If the taxpayer Identification If you send one page of three-ta-a-page Forms 5498 with a 
number (TIN) shown Is Incorrect. Do not prepare your own Form 1096 and you have correctly completed two Forms 5498 
label. Use only the IRS-prepared labal that came with your on that page, enter "2" In box 3 of Form 1096. 
Paekag. 1099. Box 4.-Enter the total Federal Income tax withheld shown on 

If you are not using a preprinted label, enter the filer's name, the forms being transmitted with this Form 1096. 
address (Including r~, suite. or other unit number). and TIN In Box 5.-No entry Is required If you are filing Form 1099-A or 
the spaces provided on the form. 1099-G. For all other forms, enter the total of the amounts from 
Fller.-Th. nam., address, and TIN 0' the flier on this 'orm the specifiC boxes of the forms listed below: 
must be the same as those you enter In the upper lett area Form W-2G Box 1 0' Form 1099, 1098, 5498, or W-2Q. A filer Includes a payer, a • 

Fo~ 1098 Boxes 1 and 2 recipient of mortgage Interest payments (Including points), a 11.0 
broker, a barter exchange, a creditor, a person reporting real Form 1099-B Boxes 2 and 3 
estate transactions, a trustee or Issuer of an Individual retirement Form 1099-C Box 2 
arrangement (Including an IRA or SEP), and a lender who Form 1099-DIV Boxes 1 a, 5, and 6 
acquires an Interest In secured property or who has reason to Form 1099-INT Boxes 1 and 3 
know that the property has been abandoned. 

Form 1099-MISC Boxes 1. 2, 3, 5, 6, 7, 8. and 10 
Transmitting to the IRS.-Send the forms In a flat mailing (not 

Form 1099-010 Boxes 1 and 2 folded). Group the forms by form number and transmit each 
group with a .. parate Form 1096. For example, If you must file Fo~ 1099-PATR Boxes 1. 2, 3, and 5 
both Forms 1098 and 1099-A. complete one Form 1096 to Fo~ 1099-R Box 1 
transmit your Forms 1098 and another Form 1096 to transmit Form 1099-5 Box 2 
your Forms 1099-A. You need not submit original and corrected 

Fo~ 5498 Boxes 1 and 2 
returns separately. 

For mort Informltlon Ind the Plperwork Reduction Act Notice, 8ee the s\rUctlona for FO/11l8 1099. 1098, 5498, end W-2Q. Form 1096 (1994) 

Cat. No. 44000 

, 
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26 CFR 601.105: Examination of returns and 
claims for refund. credit or abatement; 
determination of correct tax liability. 
(Also Part 1. §§ 6662. 6694; 1.6662-2. 
1.6694-1.) 

Rev. Proc. 94-36 

SECTION I. PURPOSE 

.01 This revenue procedure updates 
Rev. Proc. 92-23, 1992-1 CB. 737, as 
extended by Rev. Proc. 93-33, 1993-2 
CB. 470, and identifies circumstances 
under which the disclosure on a tax
payer's return of a position with re
spect to an item is adequate for the 
purpose of reducing the understatement 
of income tax under § 6662(d) of the 
Internal Revenue Code (relating to the 
substantial understatement aspect of the 
accuracy-related penalty), and for the 
purpose of avoiding the preparer pen
alty under § 6694(a) (relating to under
statements due to unrealistic positions). 
This revenue procedure does not apply 
with respect to any other penalty provi
sion (including the negligence or disre
gard provisions of the § 6662 accuracy
related penalty). 

.02 This revenue procedure applies 
to any return filed on 1993 tax forms 
for a taxable year beginning in 1993, 
and to any return filed on 1993 tax 
forms in 1994 for short taxable years 
beginning in 1994. 

SEC 2. CHANGES FROM REV. 
PROC 92-23 

.01 Section 3.04 has been modified 
to identify only those revenue proce
dures providing guidance for returns 
filed in the immediately preceding 
three years (1991, 1992, and 1993). 

.02 Section 4 has been modified to 
eliminate any reference to the General 
Business Credit Carryforward: Line 5 
of Form 3800, General Business Credit. 
Disclosure concerning a general busi
ness credit is not required in a carryfor
ward year, but is only required in the 
year the credit arises. See § 1.6662-
4(f)(4) of the Income Tax Regulations. 

.03 Section 4 has been clarified to 
indicate that this revenue procedure 
does not apply to legal expenses that 
are nondeductible lobbying or political 
expenditures. 

.04 Section 4 has been expanded to 
include Form 5472, Part IV, Monetary 
Transactions Between Reporting Cor
porations and Foreign Related Party, 
lines 7 and 18. 
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.05 Sections 3.03 and 5 have been 
expanded to include changes made by 
the Omnibus Budget Reconciliation Act 
of 1993. 

SEC. 3. BACKGROUND 

.0 I If § 6662 of the Code applies to 
any portion of an underpayment of tax 
required to be shown on a return, an 
amount equal to 20 percent of the 
portion of the underpayment to which 
the section applies is added to the tax. 
(The penalty rate is 40 percent in the 
case of certain gross valuation misstate
ments.) Under § 6662(b)(2), § 6662 
applies to the portion of an underpay
ment that is attributable to a substantIal 
understatement of income tax. 

.02 Section 6662(d)(1) of the Code 
provides that there is a subs~antial 

understatement of income tax If the 
amount of the understatement exceeds 
the greater of 10 percent of the amount 
of tax required to be shown on the 
return for the taxable year or $5,000 
($10,000 in the case of a corporation 
other than an S corporation or a 
personal holding company). Section 
6662(d)(2) defines an understatement 
as the excess of the amount of tax 
required to be shown on the return for 
the taxable year over the amount of the 
tax that is actually shown on the return 
reduced by any rebate (within the 
meaning of § 6211 (b )(2)). 

.03 In the case of an item not attrib
utable to a tax shelter, § 6662(d)(2)
(B)(ii) of the Code, as amended by 
§ 13251(a) of the Omnibus Budget 
Reconciliation Act of 1993, provides 
that the amount of the understatement 
is reduced by the portion of the 
understatement attributable to any item 
with respect to which the relevant facts 
affecting the item's tax treatment are 
adequately disclosed on the return or 
on a statement attached to the return, 
and there is a reasonable basis for the 
tax treatment of such item by the 
taxpayer. 

.04 In general, this revenue proce
dure provides guidance in determining 
when disclosure is adequate for pur
poses of § 6662(d) of the Code. For 
purposes of this revenue procedure,. the 
taxpayer must furnish all reqUlred 
information in accordance with the 
applicable forms and instructions, and 
the money amounts entered on these 
forms must be verifiable. Guidance 
under § 6662( d) for returns filed in 
1991, 1992, and 1993 is provided in 
Rev. Proc. 91-19, 1991-1 CB. 523, 

Rev. Proc. 92-23, 1992-1 CB. 737, 
and Rev. Proc. 93-33, 1993-2 CB. 
470, respectively. 

SEC 4. PROCEDURE 

.01 Additional disclosure of fa~ts 
relevant to, or positions taken wlth 
respect to, issues involving any of the 
items set forth below is unnecessary for 
purposes of reducing any understate
ment of income tax under § 6662(d) of 
the Code provided that the forms and 
attachments are completed in a clear 
manner and in accordance with their 
instructions. The money amounts en
tered on the forms must be verifiable, 
and the information on the return must 
be disclosed in the manner described 
below. For purposes of this revenue 
procedure, a number is verifiable if, on 
audit, the taxpayer can demonstrate the 
origin of the number (even if that 
number is not ultimately accepted by 
the Internal Revenue Service) and the 
taxpayer can show good fait.h in 
entering that number on the apphcable 
form. 

(1) Form 1040, Schedule A, 
Itemized Deductions: 

(a) Medical and Dental Expenses: 
Complete lines 1 through 4, supplying 
all required information. 

(b) Taxes: Complete lines 5 through 
8, supplying all required information. 
Line 7 must list each type of tax and 
the amount paid. 

(c) Interest Expense: Complete lines 
9a through 12, supplying all required 
information. This section of the proce
dure does not apply to (i) amounts 
disallowed under § 163(d) of the Code 
unless Form 4952, Investment Interest 
Expense Deduction, is completed, or 
(ii) amounts disallowed under § 265 of 
the Code. 

(d) Contributions: Complete lines 13 
through 16, supplying all required 
information. Merely entering the 
amount of the donation on Schedule A, 
however, will not constitute adequate 
disclosure if the taxpayer receives a 
substantial benefit from the donation 
shown. If a contribution of property 
other than cash is made and the amount 
claimed as a deduction exceeds $500, a 
properly completed Form 8283, Non
cash Charitable Contributions, must be 
attached to the return. 

(e) Casualty and Theft Losses: Com
plete Form 4684, Casualties and Thefts, 
and attach to the return. Each item or 
article for which a casualty or theft loss 



is claimed must be listed on Form 
4684. 

(f) Moving Expenses: Complete 
Form 3903, Moving Expenses, or Form 
3903-F, Foreign Moving Expenses, and 
attach to the return. 

(2) Certain Trade or Business Ex
penses (including, for purposes of this 
revenue procedure, the following six 
expenses as they relate to the rental of 
property): 

(a) Casualty and Theft Losses: The 
procedure outlined in (l)( e) above must 
be followed. 

{b) Legal Expenses: The amount 
claimed must be stated. This revenue 
procedure does not apply, however, to 
amounts properly characterized as capi
tal expenditures, personal expenses, or 
nondeductible lobbying or political ex
penditures, including amounts that are 
required to be (or that are) amortized 
over a period of years. 

(c) Specific Bad Debt Charge-off: 
The amount written off must be stated. 

(d) Reasonableness of Officers' 
Compensation: Fonn 1120, Schedule E, 
Compensation of Officers, must be 
completed when required by instruc
tions. The time devoted to business 
must be expressed as a percentage as 
opposed to "part" or "as needed." 
This section 4.01(2)(d) does not apply 
to "golden parachute" compensation 
prohibited by § 280G of the Code. 

(e) Repair Expenses: The amount 
claimed must be stated. This revenue 
procedure does not apply, however, to 
any repair expenses properly charac
terized as capital expenditures or per
sonal expenses. 

(f) Taxes (other than foreign taxes): 
The amount claimed must be stated. 

(3) An item clearly identified on 
Form 1120, Schedule M-l, Reconcilia
tion of Income (Loss) per Books With 
Income per Return, is adequately dis
closed only if: 

(a) The amount of the deviation 
from the financial books and records is 
not the result of a computation that 
includes the netting of items; and 

(b) The information provided reason
ably may be expected to apprise the 
Service of the nature of the potential 
controversy concerning the tax treat
ment of the item. 

(4) Other: 
(a) Sale or Exchange of Your Main 

Home: Complete Form 2119, Sale of 
Your Home, and attach to the return. 

(b) Employee Business Expenses: 
Complete Form 2106, Employee Busi
ness Expenses, and attach to the return. 

(c) Fuels Credit: Complete Form 
4136, Credit for Federal Tax Paid on 
Fuels, and attach to the return. 

(d) Investment Credit: Complete 
Form 3468, Investment Credit, and 
attach to the return. 

(5) Foreign Tax Items: 
(a) International Boycott Transac

tions: Transactions disclosed on Form 
5713, International Boycott Report. 

(b) Intercompany Transactions: 
Transactions and amounts shown on 
Schedule M (Form 5471), Transactions 
Between Controlled Foreign Corpora
tion and Shareholders or Other Related 
Persons, lines 9 and 18, and Form 
5472, Part IV, Monetary Transactions 
Between Reporting Corporations and 
Foreign Related Party, lines 7 and 18. 

SEC. 5. EFFECTIVE DATE 

.01 Sections 1 through 4 of this 
revenue procedure apply to any return 
filed on 1993 tax forms for a taxable 
year beginning in 1993, and to any 
return filed on 1993 tax forms in 1994 
for short taxable years beginning in 
1994, except to the extent provided by 
this § 5 to reflect changes made to the 
law by the Omnibus Budget Recon
ciliation Act of 1993, as follows: 

(1) Section 4.01 (l)( d). Contribu
tions: This revenue procedure will not 
apply to any contribution of $250 or 
more made after December 31, 1993, 
unless the contemporaneous written 
acknowledgement requirement is 
satisfied. 

(2) Section 4.01(1)(f). Moving Ex
penses: This revenue procedure applies 
only to a taxpayer's moving expenses 
for travel, lodging (excluding meals), 
and transportation of household goods 
incurred after December 31, 1993, 
provided the new place of employment 
meets the new 50-mile test, if 
applicable. 

(3) Section 4.01(2)(d). Reasonable
ness of Officers' Compensation: This 
revenue procedure will not apply to the 
extent that remuneration paid or in
curred in taxable years beginning after 
December 31, 1993, exceeds the $1 
million employee remuneration limita
tion, if applicable. 

(4) Section 4.01(4)(b). Employee 
Business Expenses: This revenue pro
cedure applies only to 50 percent of a 
taxpayer's meal and entertainment ex
penses paid or incurred after December 
31, 1993. However, this revenue proce
dure does not apply to club dues, or to 

travel expenses for any non-employee 
accompanying the taxpayer on a trip. 
paid or incurred after December 31. 
1993. 

26 CFR 601.201: Rulings and determination 
leiters. 

Rev. Proc. 94-37 

SECTION 1. PURPOSE 

.01 This revenue procedure modifies 
the Service's procedures, contained in 
Rev. Proc. 93-39, 1993-2 C.B. 513, for 
issuing detennination letters on the 
qualified status of pension, profit
sharing, and annuity plans under sec
tion 401(a) or 403(a) of the Internal 
Revenue Code. 

.02 The three modifications in this 
revenue procedure are being made in 
order to simplify the process of obtain
ing determination letters. The first 
modification will generally reduce the 
amount of information that determina
tion letter applicants must provide to 
the Service for a determination to be 
made as to whether benefits, rights, and 
features under a plan satisfy the current 
availability requirement of section 
1.401 (a)(4)-4(b) of the Income Tax 
Regulations. The second modification 
will limit the circumstances under 
which applicants must provide informa
tion concerning plan provisions and 
amendments that provide for past serv
ice, pre-participation service, and im
puted service. The third modification 
will reduce the information that must 
be provided by adopters of standard
ized master or prototype (M&P) or 
regional prototype plans that are apply
ing for determination letters (e.g., 
because they maintain another plan or 
are terminating the standardized plan). 

SEC. 2. MODIFICATION OF REV. 
PROC. 93-39 

.01 Determination Letter Reliance 
Regarding the Current 
Availability of Benefits, Rights, 
and Features. 

(I) Background. Section 4.04 of 
Rev. Proc. 93-39 provides that a 
determination letter may be relied on 
with respect to whether a plan satisfies 
the requirements of section 1.40 I (a)
(4 )-4(b) of the regulations. relating to 
the current availability of benefits. 
rights, and features. only with respect 
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to those specific benefits, rights, and 
features for which the applicant has 
provided information relevant to the 
determination. This provision was de
signed to allow applicants to ask the 
Service to determine whether specific 
benefits, rights, and features satisfy the 
current availability requirement without 
being required to provide information 
relative to such a determination for all 
benefits, rights, and features under the 
plan. 

(2) Modification of Rev. Proc. 93-
39. Section 4.04 of Rev. Proc. 93-39 is 
modified to read as follows and the old 
section 4.041 is renumbered as section 
4.042: 

".04 Any determination letter that 
expresses an opinion that the plan 
satisfies the minimum coverage re
quirements of section 41 O(b) of the 
Code also will express an opinion that 
the plan satisfies the nondiscriminatory 
current availability requirements of sec
tion 1.401 (a)( 4 )-4(b) of the regulations 
with respect to those benefits, rights, 
and features that are currently available 
within the meaning of section 1.401 (a)
(4 )-4(b )(2) to all employees in the 
plan's coverage group. The plan's 
coverage group consists of those 
employees who are treated as currently 
benefiting under the plan (within the 
meaning of section 1.41 O(b )-3(a» for 
purposes of demonstrating that the plan 
satisfies the minimum coverage re
quirements of section 41O(b). 

.041 Applications will not be re
viewed for (and determination letters 
may not be relied on with respect to) 
whether the plan satisfies the require
ments of section 1.401 (a)( 4 )-4(b) of 
the regulations with respect to any 
benefit, right, or feature other than 
those described in section 4.04 above, 
except those that are specified by the 
applicant and for which the applicant 
has provided information relevant to 
the determination. If the applicant 
requests a determination regarding 
other specified benefits, rights, or 
features, the determination letter also 
will express an opinion that the spec
ified benefits, rights, or features satisfy 
the current availability requirements." 

The reliance described in this para
graph regarding benefits, rights, and 
features that are currently available to 
all employees in the plan's coverage 
group will apply to determination let
ters issued under Rev. Proc. 93-39 
even if the letter either does not 
contain the statements described in this 
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paragraph or contains the caveat that 
was described in section 4.04 of Rev. 
Proc. 93-39 prior to this modification. 

(3) Effect. The effect of this modi
fication is that determination letter 
applicants who demonstrate that their 
plan satisfies section 41 O(b) of the 
Code will not need to provide demon
strations for any benefits, rights, and 
features that are currently available to 
all employees in the plan's coverage 
group for a determination to be made 
that the plan satisfies the requirements 
of section 1.401(a)(4)-4(b) with respect 
to such benefits, rights, and features. If 
the applicant wishes to obtain reliance 
that the plan satisfies the requirements 
of section 1.401(a)(4)-4(b) of the reg
ulations with respect to any benefit, 
right, or feature that is not currently 
available to all employees in the plan's 
coverage group, the applicant will still 
have to specify the benefit, right, or 
feature and provide the appropriate 
demonstration. 

.02 Information Required Regarding 
Past Service, Pre-participation 
Service, and Imputed Service. 

(1) Background. Sections 5.07(8) 
and 5.07(9) of Rev. Proc. 93-39 
generally require determination letter 
applicants to identify plan provisions 
that provide for certain past service, 
pre-participation service, and imputed 
service. The purpose of these require
ments is to identify past service that 
could discriminate significantly in favor 
of highly compensated employees and 
pre-participation and imputed service 
that could be ineligible to be taken into 
account in determining whether a plan 
satisfies section 1.401 (a)( 4 )-1 (b )(2) of 
the regulations or that could otherwise 
discriminate in favor of highly compen
sated employees. However, sections 
5.07(8) and 5.07(9) of Rev. Proc. 93-
39 have also had the effect of requiring 
applicants to provide information con
cerning a plan's other service crediting 
provisions, including provisions that 
are required to satisfy certain other 
qualification requirements. 

(2) Modification of Rev. Proc. 93-
39. Sections 5.07(8) and 5.07(9) of 
Rev. Proc. 93-39 are modified to read 
as follows: 

"(8) if any plan amendment, or plan 
provision in the case of an initial 
determination letter, provides for a 
period of past service (other than the 
minimum service required to satisfy the 

plan qualification requirements listed in 
section 1.401(a)(4)-II(d)(3)(v) of the 
regulations) that exceeds the period set 
forth in the safe harbor provided in 
section 1.401 (a)(4)-5(a)(3), a descrip
tion of the nature of such grant of past 
service and the location of the various 
plan provisions providing for the grant
ing of such past service; and 

(9) if any plan provision or amend
ment provides for pre-participation 
service or imputed service as defined in 
section 1.401(a)(4)-II(d)(3)(ii) of the 
regulations (other than the minimum 
service required to satisfy the plan 
qualification requirements listed in sec
tion 1.401(a)(4)-1l(d)(3)(v», a descrip
tion of the nature of such service, 
whether it is being taken into account 
in determining whether the plan satis
fies section 1.401(a)(4)-I(b)(2), and the 
location of the various plan provisions 
providing for the granting of such 
service.' , 

(3) Effect. The effect of this modi
fication is that sections 5.07(8) and 
5.07(9) of Rev. Proc. 93-39 will no 
longer require determination letter ap
plicants to provide information con
cerning any provisions that credit serv
ice solely to the extent necessary to 
satisfy certain other qualification 
requirements. 

.03 Special Instructions for 
Adopters of Standardized Plans. 

(1) Background. Adopters of stand
ardized M&P and regional prototype 
plans generally may rely on the spon
soring organization's opinion or noti
fication letter and need not request a 
determination letter to obtain reliance. 
However, if the employer maintains 
another plan, the employer must re
quest a determination letter to have 
reliance. Under certain other circum
stances, for example, when the plan is 
terminated, the employer that has main
tained a standardized plan may request 
a determination letter. Under section 9 
of Rev. Proc. 93-39, M&P and re
gional prototype plan adopters that are 
requesting determination letters are 
generally required to provide the at
tachment and other information de
scribed in section 5 of Rev. Proc. 93-
39. (Special instructions apply in the 
case of nonstandardized safe harbor 
plans approved under Rev. Proc. 93-
10, 1993-1 C.B. 476.) Because stand
ardized plans must benefit all of the 
employer's nonexcludable employees 



and must satisfy the design-based non
discrimination safe harbors in the reg
ulations under section 40 I (a)(4), the 
information required by section 5 of 
Rev. Proc. 93-39 is redundant. 

(2) Modification of Rev. Proc. 93-
39. Section 9.01 of Rev. Proc. 93-39 is 
modified to read as follows: 

".0 I Procedures Apply to Pre
Approved Plans-Except as provided in 
sections 9.02 and 9.03, the instructions 
in this revenue procedure apply to 
applications involving adoptions of and 
amendments to M&P, regional pro
totype, and volume submitter plans." 

The following new section 9.03 is 
added and the old section 9.03 is 
renumbered as section 9.04: 

".03 Special Instructions for Adop
ters of Standardized Plans-Adopters 
of standardized M&P and regional 
prototype plans that are applying for 
determination letters should identify the 
plan as a standardized plan on the 
attachment required by section 5.03 by 
using the model attachment in Appen
dix A and entering the letter 'T' in 
Part I of the attachment. The applicant 
should not provide the other informa
tion or demonstrations required by 
sections 5.04 through 5.07. This special 
instruction also applies to any applica
tion for determination on termination of 
a standardized M&P or regional proto
type plan that is filed on Form 5310. 
Applicants should indicate the reason 
for filing the determination letter ap
plication on the cover letter submitted 
with the application." 

(3) Effect. The effect of this modi
fication is that adopters of standardized 
M&P and regional prototype plans that 
are requesting determination letters will 
not be required to submit the other 
information that is generally required 
of other applicants. 

.04 Conforming Modification of 
Appendix A. 

(I) Background. Appendix A of 
Rev. Proc. 93-39 contains a model 
attachment that determination letter 
applicants may use to provide the 
information required by sections 5.04 
through 5.06 of Rev. Proc. 93-39. As a 
result of the other modifications of 
Rev. Proc. 93-39 in this section, 
conforming modifications of Appendix 
A are required. 

(2) Modification Of Rev. Proc. 93-
39. Part I of Appendix A of Rev. Proc. 
93-39 is modified to read as follows: 

"Part I 

--- = Enter the letter (A-I) that 
describes the plan from the notes fol
lowing Part IV. Enter one letter only. If 
you have entered A, B, or I, do not 
complete the rest of this attachment." 

The notes in Appendix A are modified 
as follows. The notes for Part I are 
modified by replacing the three sen
tences following "H = The plan is not 
described above" with the following: 

"I = The plan is a standardized M&P 
or regional prototype plan. If the plan 
is described in A, B, or I, 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.' , 

The notes for Part II are modified by 
replacing the notes for lines 3 and 10 
with the following: 

"3. Determination letters generally 
provide reliance that certain benefits, 
rights, and features under a plan satisfy 
the nondiscriminatory current avail
ability requirement of section 1.401(a)
(4 )-4(b) of the regulations. Refer to 
section 4.04 of Rev. Proc. 93-39 to 
identify those benefits, rights, and 
features for which the determination 
letter will automatically provide re
liance. Answer this question "yes" 
only if you are requesting a determina
tion that any other specified benefit, 
right, or feature meets the non
discriminatory current availability re
quirement of section 1.401 (a)(4)-4(b) 
of the regulations. Otherwise, answer 
"no." If you answer "yes," a separate 
demonstration must generally be pro
vided for each other benefit, right, and 
feature you wish considered. See Ap
pendix B, Demo 3, for guidelines 
relating to this demonstration." 

"10. Answer this question "yes" if 
any plan provision provides for pre
participation or imputed service as 
defined in section 1.40 I (a)( 4 )-11 (d)(3)
(ii) of the regulations. 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 1.40l(a)
(4)-5(a)(3). If you answer "yes," you 
must attach a schedule that includes the 

following: (I) a description of the 
nature of the grant of past service or 
pre-participation or imputed service, (2) 
the location of the various plan provi
sions that provide for the granting of 
the service, and, (3) 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)
l(b)(2). Do not answer "yes" if past 
service, pre-participation service, or 
imputed service is provided under the 
plan solely to the extent necessary to 
satisfy one or more of the following: 
(I) the service crediting rules under 
section 410(a) (eligibility), 411(a) 
(vesting), 413 (collectively bargained 
plans), or 414(a) (service for predeces
sor employer), (2) the hour of service 
or elapsed time service-crediting 
methods under sections 29 CFR section 
2530.200b-2 and 1.41O(a)-7, respec
tively, and (3) the limit on double 
proration of service and compensation 
in 29 CFR section 2530.204-2(d)." 

SEC. 3. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-39 is modified. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
on May 23, 1994; however, determina
tion letter applicants may also follow 
these procedures in preparing applica
tions that are submitted prior to this 
date. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part 1, Sections 6012. 6061: 1.6012-5, 
1.6061-1.) 
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SECTION 1. PURPOSE 

This revenue procedure informs 
those who participate in the Magnetic 
Media Filing Program for Form 
1040NR, U.S. Nonresident Alien In
come Tax Return ("Program"), of 
their obligations to the Internal Reve
nue Service, taxpayers, and other par
ticipants. This revenue procedure up
dates Rev. Proc. 93-25, 1993-1 C.B. 
579. 

SEC. 2. BACKGROUND 

.01 Section 1.6012-5 of the Income 
Tax Regulations provides that the 
Commissioner may authorize the use, 
at the option of a person required to 
make a return, of a composite return in 
lieu of any form specified in 26 CFR 
Part 1 (Income Tax), subject to the 
conditions, limitations, and special 
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rules governing the preparation, execu
tion, filing, and correction thereof as 
the Commissioner may deem appropri
ate. The composite return shall consist 
of a form prescribed by the Commis
sioner and an attachment or attach
ments of magnetic tape or other ap
proved media. 

.02 A magnetically filed Form 
1040NR is a composite return consist
ing of data transmitted on magnetic 
tape or floppy disk (magnetic media) 
and certain paper documents. The non
magnetic media portion of the return 
consists of Form 8453-NR, U.S. Non
resident Alien Income Tax Declaration 
for Magnetic Media Filing, and other 
paper documents that cannot be trans
mitted on magnetic media. Form 8453-
NR must be received by the Service 
before any magnetically filed return is 
complete. A magnetically filed return 
must contain the same information that 
a return filed completely on paper 
contains. See section 8 for procedures 
for completing Form 8453-NR. 

.03 The Magnetic Media Project Of
fice ("Project Office", see section 17 
for address and telephone numbers) 
will periodically issue a list of the 
forms and schedules that can be mag
netically transmitted, as well as forms, 
schedules, and other information that 
cannot be magnetically filed. 

.04 A tax return with a zero balance, 
balance due, or refund due may be 
filed on magnetic media. 

.05 A tax return cannot be filed on 
magnetic media after December 5, not
withstanding the fact that the taxpayer 
has been granted an extension to file. 
Form 4868, Application for Automatic 
Extension of Time To File U.S. Indi
vidual Income Tax Return, or Form 
2688, Application for Additional Ex
tension of Time To File U.S. Individual 
Income Tax Return, cannot be filed on 
magnetic media. 

.06 An amended tax return cannot be 
filed on magnetic media. A taxpayer 
must file an amended tax return on 
paper in accordance with the instruc
tions for Form 1040X, Amended U.S. 
Individual Income Tax Return. 

.07 Upon request, the Project Office 
will provide technical information (i.e., 
file specifications, record layouts, and 
testing procedures) for magnetic media 
filing. 

SEC. 3. SIGNIFICANT CHANGES FROM 
REV. PROC. 93-25 

.01 Sections 1, 2.03 and 4 have been 
amplified to provide simplified termi-

nology for use In this revenue 
procedure. 

.02 Section 5.03(11) provides an 
additional reason for rejection of an 
application to participate in the Pro
gram when the applicant knowingly 
and directly or indirectly employs or 
accepts assistance from any person who 
has been denied acceptance into the 
Program or has been suspended from 
the Program. 

.03 Section 5.03(12) provides an 
additional reason for rejection of an 
application to participate in the Pro
gram when the applicant knowingly 
and directly or indirectly accepts 
employment as an associate, correspon
dent, or subagent from, or shares fees 
with, any person who has been denied 
acceptance into the Program or has 
been suspended from the Program. 

.04 Section 6.14(3) provides an addi
tional requirement that a Transmitter 
use its assigned Magnetic Tape Filer 
Identification Number (MTFIN) when 
filing returns. 

.05 Section 11.07 which describes 
the recordkeeping requirements for 
Filers who use radio or television 
broadcasting to advertise, has been 
modified. 

.06 Section 11.08 describes the new 
recordkeeping requirements for those 
Filers who use direct mail communica
tions to advertise. 

.07 Section 12.05(10) provides an 
additional reason for a warning letter or 
suspension from the Program when a 
Filer fails to properly use the standard/ 
nonstandard W-2 indicator. 

.08 Section 12.05(11) provides an 
additional reason for a warning letter or 
suspension from the Program when a 
Transmitter fails to use its assigned 
MTFIN when filing returns. 

.09 Section 12.08 has been added to 
notify the public that a denial of an 
application for, or a suspension of, 
participation in the Program will usu
ally be for at least two years. 

.10 Section 13 has been modified to 
describe the appeal process for the 
denial of a person's application to 
participate in the Program. 

.11 Section 14 has been added to 
describe the appeal process for the 
suspension of a person from the 
Program. 

SEC. 4. MAGNETIC MEDIA FILING 
PARTICIPANTS-DEFINITIONS 

.01 After acceptance into the Pro
gram, as described in Section 5, a 



participant is referred to as a Magnetic 
Media Filer ("Filer"). 

.02 A Filer is categorized as follows: 
(I) RETURN ORIGINATOR. A 

Magnetic Media Return Originator 
("Return Originator") is either (a) a 
Magnetic Media Return Preparer ("Re
turn Preparer") who prepares tax re
turns, including Forms 8453-NR, for 
taxpayers who intend to have their 
returns magnetically filed; or (b) a 
Magnetic Media Return Collector 
("Return Collector") who accepts 
completed tax returns, including Forms 
8453-NR, from taxpayers who intend 
to have their returns magnetically filed. 

(2) SOFTWARE DEVELOPER. A 
Magnetic Media Software Developer 
("Software Developer") develops soft
ware for the purposes of (a) formatting 
a return according to the Service's 
magnetic media return specifications; 
and/or (b) transmitting a magnetic 
media return directly to the Service. A 
Software Developer may also sell its 
software. 

(3) TRANSMITTER. A Magnetic 
Media Transmitter (' 'Transmitter") 
submits a magnetic media return di
rectly to the Service. The Transmitter 
may also accept a tax return from 
Filers and directly submit that tax 
return to the Service. 

.03 The Filer categories are not 
mutually exclusive. For example, a 
Return Originator can, at the same 
time, be considered a Transmitter or 
Software Developer depending on the 
function(s) performed. 

SEC. 5. ACCEPTANCE INTO THE 
PROGRAM 

.01 To be accepted into the Program, 
any potential Filer must: 

(I) file a properly completed ap
plication using Form MAR-8980 with 
the Project Office, unless previously 
accepted into the Program; 

(2) successfully complete the neces
sary testing with the Project Office if 
the potential Filer intends to transmit a 
magnetic media return or has devel
oped software for formatting or trans
mitting magnetic media returns; and 

(3) receive a letter of acceptance 
into the Program. 

.02 Once accepted into the Program, 
a Filer must submit a revised Form 
MAR-8980 if there is any change to 
the information previously submitted 
on that form. 

.03 The following reasons may re
sult in a rejected application for par
ticipation in the Program (this list is 
not all-inclusive): 

(1) conviction of any criminal of
fense under the revenue laws of the 
United States, or of any offense involv
ing dishonesty or breach of trust; 

(2) failure to file timely and accurate 
tax returns, either business or personal; 

(3) failure to pay personal or busi
ness tax liabilities; 

(4) assessment of penalties; 
(5) suspension/disbarment from 

practice before the Service; 
(6) other facts or conduct of a 

disreputable nature that would reflect 
adversely on the Program; 

(7) misrepresentation on an 
application; 

(8) suspension or rejection from the 
Program in a prior year; 

(9) unethical practices in return 
preparation; 

(10) stockpiling returns (section 
6.06) prior to official acceptance into 
the Program; 

(11) knowingly and directly or indi
rectly employing or accepting assist
ance from any person who has been 
denied acceptance into the Program or 
is suspended from the Program; or 

(12) knowingly and directly or indi
rectly accepting employment as an 
associate, correspondent, or subagent 
from, or sharing fees with, any person 
who has been denied acceptance into 
the Program or is suspended from the 
Program. 

SEC. 6. RESPONSIBILITIES OF A 
FILER 

.01 To ensure that a complete return 
is accurately and efficiently filed, a 
Filer must comply with all publications 
and notices of the Project Office. 
Currently, these publications and 
notices include: 

(I) Procedures for Magnetic Media 
Filing of U.S. Nonresident Alien In
come Tax Returns, Form 1040NR; and 

(2) File Specifications and Record 
Layouts for Magnetic Media Filing of 
U.S. Nonresident Alien Income Tax 
Returns, Form 1040NR. 

.02 A Transmitter must ensure that 
no other entity uses its assigned Mag
netic Tape Filer Identification Number 
(MTFIN). A MTFIN cannot be trans
ferred by sale, loan, gift, or otherwise 
to another entity. 

.03 A Filer must maintain a high 
degree of integrity, compliance, and 
accuracy. 

.04 A Filer may only accept a return 
for magnetic media filing directly from 
a taxpayer or from a Return Originator. 

.05 If a Filer charges a fee for the 
submission of a magnetic media tax 
return, the fee may not be based on a 
percentage of the refund amount. A 
Filer may not charge a separate fee for 
Direct Deposit. See section 10 for a 
discussion of Direct Deposit. 

.06 A potential Filer may not stock
pile tax returns for magnetic transmis
sion prior to receiving official accept
ance into the program. A Filer may not 
stockpile returns at any time. Stockpil
ing means collecting a tax return from 
a taxpayer or from a Return Originator 
prior to official acceptance into the 
Program. After official acceptance into 
the Program, stockpiling for a Return 
Originator means waiting for more than 
three days after receiving the necessary 
information to submit a tax return to a 
Transmitter, and stockpiling for a 
Transmitter means waiting for more 
than ten days after receiving the neces
sary information to submit a tax return. 

.07 A previously accepted Filer must 
submit a revised Form MAR-8980 to 
update information when there is any 
change to: 

(1) the Firm name or Doing Busi
ness As (DBA) name; 

(2) the contact representative's name 
or telephone number; or 

(3) the magnetic media filing 
category. 

.08 A Filer must ensure that a 
magnetic media return is filed on or 
before the due date of the tax return. A 
magnetic media return is not consid
ered filed until the magnetic media 
portion of the tax return is acknowl
edged as accepted for processing and a 
signed Form 8453-NR is received by 
the Service. 

.09 If an acknowledgement of a 
magnetic media return's acceptance for 
processing has not been received by the 
Transmitter within 14 days of transmis
sion or if a Transmitter receives an 
acknowledgement for a return that was 
not transmitted on the designated trans
mission, the Transmitter must imme
diately contact the Project Office for 
further instructions. 

.10 A Return Originator must: 
(I) comply with the procedures for 

completing Form 8453-NR described 
in section 8; 
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(2) furnish the taxpayer with a copy 
of the signed Form 8453-NR and, in 
the case of a prepared or corrected 
return, the non-magnetic portions of the 
return; and 

(3) retain the following material un
til the end of the calendar year in 
which the magnetic media return was 
filed, unless otherwise notified by the 
Service: 

(a) a copy of the signed Form 8453-
NR and the non-magnetic portion of 
the taxpayer's return; 

(b) a complete copy of the magnet
ically transmitted portion of the tax
payer's return (may be retained on 
computer media) that can be readily 
and accurately converted into a mag
netic media that the Service can 
process; and 

(c) the acknowledgement file re
ceived from the Service or from a 
Transmitter. 

.11 A Return Originator who is also 
the paid preparer of a magnetic media 
return must comply with § 1.6107-
1 (b). This section of the regulations 
describes the tax return materials that 
must be retained and the retention 
periods for these materials. 

.12 If a taxpayer's magnetic media 
return is acknowledged as rejected by 
the Service, the Return Originator must 
immediately advise the taxpayer that 
the taxpayer's return has not been filed. 
If the taxpayer chooses to have the 
rejected return resubmitted on magnetic 
media, and the Return Originator suc
cessfully works with the Project Office 
to correct the problems causing the 
return to be rejected, the return will be 
accepted as timely filed. If the Project 
Office determines that a magnetic 
media return cannot be accepted for 
processing or the taxpayer chooses not 
to have the rejected return resubmitted 
on magnetic media, the taxpayer must 
file a paper return. If the due date (with 
regard to any extensions of time to file) 
of the return has passed, the taxpayer 
must file a paper return within ten days 
of the rejection along with an explana
tion of why the return is being filed 
after the due date. A paper return filed 
in good faith under any of these cir
cumstances will be accepted as timely 
filed. 

.13 A Transmitter must: 
(1) transmit all magnetic media re

turns within ten days of receipt and 
forward the acknowledgement files to 
the Return Originators within five days 
after receipt of the acknowledgments 
from the Service; 
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(2) match the acknowledgement file 
to the original transmission file and 
resubmit any return that was not 
acknowledged as accepted for process
ing after necessary corrections are 
made within seven days of receiving 
the acknowledgement file; 

(3) contact the Project Office for 
assistance if a return has been rejected 
after three attempts, or if an acknowl
edgement is received for a return that 
was not in the original submission; 

(4) ensure the security of all trans
mitted data; 

(5) promptly correct any transmis
sion error that causes a magnetic media 
return to be rejected; and 

(6) retain the acknowledgement file 
received from the Service until the end 
of the calendar year in which the 
magnetic media return was filed. 

.14 A Transmitter who provides 
transmission services to another Filer 
must, in addition to the items covered 
in section 6.13, also: 

(1) only accept a magnetic media 
return for transmission to the Service 
from an accepted Filer; 

(2) provide each client with the 
acknowledgement file for the transmit
ted return within five days after receipt 
of the acknowledgment from the Serv
ice; and 

(3) use its assigned MTFIN when 
filing returns. 

.15 A Software Developer must: 
(1) promptly correct any software 

error that causes a magnetic media 
return to be rejected; and 

(2) promptly distribute any software 
correction made to its software pack
ages to all Filers utilizing these 
packages. 

. I 6 In addition to the specific re
sponsibilities described in this section, 
a Filer must meet all the requirements 
of this revenue procedures to keep the 
privilege of participating In the 
Program. 

SEC. 7. PENALTIES 

.01 Penalties for Disclosure or Use 
of Information. 

(1) A Filer, except a Software De
veloper, is a tax return preparer under 
the definition of § 301.72 I 6-1 (b) of the 
Regulations on Procedure and Admin
istration. A Filer is subject to a 
criminal penalty for disclosure or use 
of tax return information, as described 
in § 301.72l6-1(a). In general, that 

regulation provides that any preparer 
who discloses or uses any tax return 
information for a purpose other than 
preparing, assisting in preparing, or 
obtaining or providing services in 
connection with the preparation of a 
tax return is guilty of a misdemeanor. 
Section 6713 of the Internal Revenue 
Code also provides civil penalties that 
may be assessed against a preparer who 
makes an unauthorized disclosure or 
use of tax return information. 

(2) Under § 301.7216-2(h), dis
closure among accepted Filers for the 
purpose of preparing a return is permis
sible. For example, it is permissible for 
a Return Originator to pass on tax 
return information to a Transmitter for 
the purpose of having a magnetic re
turn formatted and transmitted to the 
Service. However, if the tax return 
information is disclosed or used in any 
other way, the Transmitter may be 
guilty of a misdemeanor as described 
in paragraph (1) above. 

.02 Other Preparer Penalties. 
(I) Preparer penalties may be as

serted against an individual or firm 
who meets the definition of an income 
tax return preparer under § 7701(a)(36) 
and § 301.7701-15. Examples of pre
parer penalties that may be asserted 
under appropriate circumstances in
clude, but are not limited to, those set 
forth in §§ 6694, 6695, and 6713. 

(2) Section 301.7701-15(d) provides 
that Return Collectors, Software De
velopers, and Transmitters are not 
income tax return pre parers for the 
purpose of assessing most preparer 
penalties as long as their services are 
limited to "typing, reproduction, or 
other mechanical assistance in the 
preparation of a return or claim for 
refund." 

(3) If the Return Collector, Software 
Developer, or Transmitter alters the 
return information in a nonsubstantive 
way, this alteration will be considered 
to come under the "mechanical assist
ance" exception described in 
§ 301.7701-15(d)(1). A nonsubstantive 
change is a correction or change 
limited to a transposition error, mis
placed entry, spelling error, or arithme
tic correction that falls within one of 
the following tolerances: 

(a) the Total Tax amount, Total Pay
ments amount, Refund amount, or the 
Amount You Owe shown on Form 
8453-NR differs from the correspond
ing amount on the magnetic media 
return by no more than $5; 



(b) the Total Income amount shown 
on Form 8453-NR differs from the 
corresponding amount on the magnetic 
media return by no more than $25; or 

(c) dropping cents and rounding to 
whole dollars. 

(4) If a Transmitter or Return Col
lector alters the return information in a 
substantive way, rather than having the 
taxpayer alter the return, the Transmit
ter or Return Collector will be consid
ered to be the paid pre parer for 
purposes of § 7701 (a)(36). 

(5) If it can be determined that the 
role of a Return Collector or Transmit
ter, or that the product of a Software 
Developer, goes beyond mechanical as
sistance, any of these parties may be 
held liable for income tax return pre
parer penalties. Rev. Rul. 85-189, 
1985-2 C.B. 341, describes a situation 
where a Software Developer was deter
mined to be an income tax return 
preparer and subject to certain preparer 
penalties. 

.03 In addition to the above spec
ified provisions, the Service reserves 
the right to assert all appropriate 
preparer, nonpreparer, and disclosure 
penalties against a Filer as warranted 
under the circumstances. 

SEC. 8. FORM 8453-NR, U.S. 
NONRESIDENT ALIEN INCOME TAX 
DECLARATION FOR MAGNETIC MEDIA 
FILING 

.01 Procedures for Completing Form 
8453-NR. 

( 1) A Return Originator prepares the 
return for magnetic media filing, com
putes the tax based on the information 
that the taxpayer provides, and accepts 
the return for purposes of magnetic 
media filing, or collects an already 
prepared tax return for purposes of 
magnetic media filing. 

(2) After the magnetic media return 
has been prepared and before the return 
is submitted, the taxpayer must verify 
the information on the magnetic media 
return and on Form 8453-NR and sign 
Form 8453-NR. An easily readable file 
copy of the prepared return must be 
provided to the taxpayer at the time of 
signature. 

(3) A Filer must submit a Form 
8453-NR to the Project Office with 
each magnetically filed return. A single 
Form 8453-NR (inscribed with the 
language "See attached Multiple Re
turn Information Listing") may be used 
for a multiple return filing if the person 

who signs Form 8453-NR has proper 
authorization to sign each of the returns 
included in the multiple return filing. A 
person who makes a mUltiple return 
filing must attach to Form 8453-NR an 
information page(s) titled "Form 8453-
NR for Multiple Returns-Tax Return 
Information Listing" at the top of the 
pages(s). Below the title, the multiple 
return filer must provide his or her 
name and address. The next item on 
the page(s) must be a list that includes 
every taxpayer's name control, tax
payer identification number, and the 
information shown on lines one 
through five on Form 8453-NR, for 
each return included in a multiple 
return filing. 

(4) A Filer must ensure that the 
Service receives by April 15 all the 
returns of individuals who were 
employees and who received wages 
subject to U.S. income tax withholding. 
For those individuals who did not 
receive wages as an employee that 
were subject to U.S. income tax with
holding, the Service must receive the 
returns by June 15. However, section 
2.05 of this revenue procedure provides 
that a magnetic media return cannot be 
filed after December 5. 

(5) If a Filer functions as a Return 
Originator, the Filer must sign the 
Return Originator's Declaration on 
Form 8453-NR. 

(6) If the Filer is also the paid 
preparer, the Filer must check the 
"Paid Pre parer ' s" box and sign the 
Return Originator Declaration on Form 
8453-NR. 

.02 Corrections to Form 8453-NR. 
(1) If the Return Originator makes 

changes to a magnetic media return 
after Form 8453-NR has been signed 
by the taxpayer, but before it is 
transmitted, the Return Originator must 
have all the necessary parties described 
above sign a new Form 8453-NR with 
the corrections if either of the follow
ing applies: 

(a) the "Total Income" (Form 
8453-NR, line 1) differs from the 
amount on the magnetic media return 
by more than $25; or 

(b) the "Total Tax" (Form 8453-
NR, line 2), the "Refund" (Form 
8453-NR, line 4), or the "Amount 
Owed" (Form 8453-NR, line 5), dif
fers from the amount on the magnetic 
media return by more than $5. 

(2) A new Form 8453-NR is not 
required for a nonsubstantive change. A 
nonsubstantive change is limited to a 

correction within the above tolerances 
for an arithmetic error, transposition 
error, misplaced entry, or a spelling 
error. The incorrect nonsubstantive in
formation must be neatly lined through 
on Form 8453-NR and the correct data 
entered next to the lined-through entry. 
Also, the initials or the name of the 
person making the correction must be 
entered. 

(3) Dropping cents and rounding to 
whole dollars does not constitute a 
substantive change or alteration to the 
return unless the amount differs by 
more than the above tolerances. All 
rounding should be accomplished in 
accordance with the instructions in the 
Form 1040NR tax package. 

.03 If the Service determines that a 
Form 8453-NR is missing, the Return 
Originator must provide the Service 
with a copy of the signed Form 8453-
NR from the Return Originator's 
records. 

.04 If a substitute Form 8453-NR is 
used, it must be approved by the 
Service prior to use. See Rev. Proc. 
92-21, 1992-1 C.B. 709, or its suc
cessor procedures. 

SEC. 9. OBLIGATIONS OF A RETURN 
ORIGINATOR TO THE TAXPAYER 

A Return Originator must: 
(1) furnish the taxpayer with a paper 

copy of the magnetic media material 
that was transmitted to the Service. 
This information can be contained on a 
replica of an official form or on an 
unofficial form. However, on an unoffi
cial form, data entries must be refer
enced to the line numbers on an 
official form. 

(2) provide the taxpayer with a 
paper copy of the paper portion of the 
taxpayer's return; 

(3) advise the taxpayer to retain a 
complete copy of the return and any 
supporting material; 

(4) advise the taxpayer that an 
amended return, if needed, must be 
filed as a paper return and mailed to 
the Philadelphia Service Center; 

(5) provide, upon request, the tax
payer with the date the magnetic media 
portion of the taxpayer's return was 
acknowledged as accepted for process
ing by the Service; and 

(6) inform the taxpayer that the 
address reported on the return will 
become the taxpayer's "last known 
address" for all purposes of the Code, 
if, for purposes of filing the return, a 
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taxpayer chooses to use an address 
other than his or her home address (or 
other usual mailing address). This 
means that all future written communi
cations from the Service to the tax
payer will be sent to the address 
reported on the return rather than to the 
taxpayer's home address (or other usual 
mailing address). In particular, the 
Service is required by the Code to send 
the following notices to a taxpayer's 
"last known address": 

(a) formal document request for the 
production of foreign-based documenta
tion (§ 982(c)(l»; 

(b) notification of disclosure pro
ceedings (§ 6110(f)(3)(B»; 

(c) notice of deficiency (§ 6212(b»; 
(d) notice and demand for tax 

(§ 6303(a»; 
(e) notice of revocation of certifica

tion of release or non attachment of a 
lien (§ 6325(f)(2)(A»; 

(f) notice of intention to levy 
(§ 6331 (d)(2)(C»; 

(g) copy of notice of levy with re
spect to a life insurance or endowment 
contract (§ 6332(b)(l»; 

(h) notice of seizure and sale 
(§ 6335(a) and (b»; 

(i) notice of liability in transferee 
cases (§ 6901 (g»; and 

U) notice of third-party summons 
(§ 7609(a)(2». See Rev. Proc. 90-18, 
1990-1 C.B. 491, for additional infor
mation about "last known address." 

SEC. 10. DIRECT DEPOSIT OF 
REFUNDS 

.01 The Service does not guarantee a 
specific date that a refund will be 
directly deposited into the taxpayer's 
financial institution account. The tax
payer's account must be with a finan
cial institution located in the United 
States. Because of disclosure laws, the 
Service cannot provide information to 
the Filer about any delay or denial of a 
Direct Deposit without proper written 
authorization. 

.02 Neither the Service nor the 
Financial Management Service (FMS) 
is responsible for the misapplication of 
a Direct Deposit that is caused by error 
or negligence on the part of the tax
payer, Filer, financial institution, or any 
of their agents. 

.03 A Return Originator must: 
(I) ensure that the taxpayer is aware 

of all the general information regarding 
a Direct Deposit; 
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(2) not charge a separate fee for 
Direct Deposit; 

(3) accept any Direct Deposit elec
tion to any eligible financial institution 
designated by the taxpayer; 

(4) ensure that the taxpayer is 
eligible to choose Direct Deposit; 

(5) verify that the taxpayer has 
entered the Direct Deposit information 
requested on Part II of Form 8453-NR 
correctly and that the information en
tered is the information transmitted on 
magnetic media; 

(6) caution the taxpayer that once a 
magnetic media return has been ac
cepted for processing by the Service: 

(a) the Direct Deposit election can
not be rescinded; 

(b) the Routing Transit Number of 
the financial institution cannot be 
changed; and 

(c) the taxpayer's account number 
cannot be changed; 

(7) notify the taxpayer if the Direct 
Deposit request will not be honored by 
the Service; 

(8) inform the taxpayer if the mag
netic media portion of a return was 
acknowledged as accepted for process
ing by the Service, but the Direct 
Deposit request was not honored during 
initial processing; and 

(9) not mislead the taxpayer about 
why a Direct Deposit was denied. 

SEC. 11. ADVERTISING STANDARDS 
FOR A FILER AND A FINANCIAL 
INSTITUTION 

. 01 A Filer shall comply with the 
advertising and solicitation provisions 
of 31 C.F.R. Part 10 (Treasury Depart
ment Circular No. 230). This circular 
prohibits the use or participation in the 
use of any form of public communica
tion containing a false, fraudulent, 
misleading, deceptive, unduly influenc
ing, coercive, or unfair statement or 
claim. In addition, advertising must not 
imply a special relationship with the 
Service, FMS, or the Treasury Depart
ment. Claims for faster refunds by 
virtue of magnetic media filing must be 
consistent with the language in official 
Service publications. 

.02 The use of the Service's name, 
"Internal Revenue Service," or "IRS" 
within a firm's name may result in 
immediate suspension from the 
Program. 

.03 The use of improper or mislead
ing advertising in relation to the 

Program (including the time fra~es for 
refunds) is grounds for suspensIOn or 
rejection from the Program. 

.04 Use of Direct Deposit name and 
logo. 

(l) The name "Direct Deposit" will 
be used with initial capital letters or all 
capital letters. 

(2) The logo/graphic for Direct De
posit will be used whenever feasible in 
advertising copy. 

(3) The color or size of the Direct 
Deposit logo/graphic may be changed 
when used in advertising pieces. 

.05 Advertising materials shall not 
carry the FMS or Treasury Seals. 

.06 Advertising for a cooperative 
electronic return project (public and/or 
private sector) must clearly state the 
names of all cooperating parties. 

.07 If a Filer uses radio or television 
broadcasting to advertise, the broadcast 
must be pre-recorded. The Filer must 
keep a copy of the pre-recorded adver
tisement for a period of at least 36 
months from the date of the last 
transmission or use. 

.08 If a Filer uses direct mail 
communications to advertise, the Filer 
must retain a copy of the actual 
mailing, along with a list or other 
description of persons to whom the 
communication was mailed or other
wise distributed, for a period of at least 
36 months from the date of the last 
mailing or distribution. 

.09 Acceptance to participate in the 
Program does not imply endorsement 
by the Service or FMS of the software 
or quality of services provided . 

SEC. 12. MONITORING AND 
SUSPENSION OF A FILER 

.01 The Service will monitor a Filer 
for conformity with this revenue proce
dure. The Service will issue a warning 
letter that describes specific corrective 
action for deviations from this revenue 
procedure. 

.02 The Service will monitor the 
timely receipt of Forms 8453-NR, as 
well as monitoring their overall 
legibility. 

.03 The Service will monitor the 
quality of the Filer's submissions 
throughout the filing season. The Serv
ice will also monitor magnetic media 
returns and tabulate rejections, errors, 
and other defects. If quality deterio
rates, the Filer will receive a warning 
from the Service. 



.04 The Service will monitor com
plaints about a Filer and issue a 
warning or suspension letter as 
appropriate. 

.05 The Service reserves the right to 
rescind the magnetic media filing priv
ilege of any Filer who violates any 
provision of this revenue procedure or 
who does not consistently submit accu
rate returns. When suspended, the Filer 
may be counseled concerning the re
quirements for reacceptance to the 
Program. The following conditions may 
lead to a warning letter or suspension 
from the Program (this list is not all
inclusive): 

(1) the reasons listed in section 5.03; 
(2) deterioration in the format of 

individual submissions; 
(3) unacceptable cumulative error 

rate; 
(4) untimely received, illegible, 

missing, or unapproved substitute 
Forms 8453-NR; 

(5) the stockpiling of returns while 
participating in the Program; 

(6) failure of a Transmitter to 
provide clients with acknowledgement 
files within five days after receipt from 
the Service; 

(7) significant complaints about a 
Filer; 

(8) failure of a Transmitter to ensure 
that no other entity uses its assigned 
MTFIN; 

(9) failure of a Filer to cooperate 
with the Service's efforts to monitor 
Filers and investigate magnetic media 
filing abuse; 

(10) failure of a Filer to properly use 
the standard/non-standard W -2 indica
tor; or 

(11) fail ure of a Transmitter to use 
its assigned MTFIN when filing 
returns. 

.06 The Service will list in the 
Internal Revenue Bulletin the name of 
any entity that is suspended from the 
Program and the effective date of that 
suspension. 

.07 A suspension from participation 
in the Program or a revocation of the 
privilege to participate in the Program 
is effective as of the date of the letter 
informing the Filer of the suspension or 
revocation. 

.08 A denial of an application for, or 
a suspension of, participation in the 
Program will usually result in at least a 
two-year period during which the Serv
ice will not consider any request to 
participate in the Program. 

SEC. 13. APPEAL PROCESS FOR 
DENIAL OF AN APPLICATION TO 
PARTICIPATE IN THE PROGRAM 

.01 An applicant who has been 
denied participation in the Program 
may appeal that decision. 

.02 In response to the submission of 
the applicant's Form MAR-8980, the 
Service will either (1) accept an 
applicant into the Program, or (2) issue 
a proposed letter of denial that explains 
to the applicant why the Service 
proposes to reject the application to 
participate in the Program. 

.03 An applicant who receives a pro
posed letter of denial may respond, in 
writing, to the Project Office. The 
applicant's response must address the 
reason given for denying the appli
cant's request. The applicant's response 
must be received within 30 days of the 
date of the proposed letter of denial. 

.04 Upon receipt of an applicant's 
written response, the Service will issue 
its decision within ten days to either 
(1) withdraw its proposed letter of 
denial and admit the applicant into the 
Program, or (2) finalize its proposed 
letter of denial and issue it to the 
applicant. 

.05 If an applicant receives a letter 
from the Service that denies the appli
cant participation in the Program, the 
applicant is entitled to appeal that 
decision. 

.06 The appeal must be in writing 
and filed with the Project Office within 
30 days of the date of the denial letter. 
An applicant's written appeal must 
contain a detailed explanation, with 
supporting documentation, of why the 
denial should be reversed. In addition, 
the applicant must include a copy of its 
Form MAR-8980 and a copy of the 
denial letter. 

. 07 The Project Office will, within 
15 days of the receipt of the applicant's 
written request, forward to the Director 
of Practice the materials described in 
section 13.06 submitted by the 
applicant. 

. 08 Failure to respond within the 
30-day periods described in sections 
13.03 and 13.06 irrevocably terminates 
an applicant's right to appeal the 
decision to deny the applicant par
ticipation in the Program. 

SEC. 14. APPEAL PROCESS FOR 
SUSPENSION FROM THE PROGRAM 

.01 A Filer who has been suspended 
from participation in the Program may 
appeal that decision. 

.02 The appeal must be in writing 
and filed with the Project Office within 
30 days of the date of the suspension 
letter. A Filer's written appeal must 
contain a detailed explanation, with 
supporting documentation, of why the 
suspension should be reversed. In addi
tion, the Filer must include a copy of 
its Form MAR-8980 and a copy of the 
suspension letter. 

.03 The Project Office will, within 
15 days of the receipt of the Filer's 
written request for appeal, forward to 
the Director of Practice its file on the 
Filer and the materials described in 
section 14.03 submitted by the Filer. 

.04 Failure to appeal within the 30-
day period described in section 14.03 
irrevocably terminates a Filer's right to 
appeal the decision to suspend the Filer 
from participation in the Program. 

SEC. 15. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-25, 1993-1 C.B. 579, 
is superseded. 

SEC. 16. EFFECTIVE DATE 

This revenue procedure IS effective 
May 9, 1994. 

SEC. 17. PROJECT OFFICE 
INFORMATION 

All questions regarding this revenue 
procedure should be directed to: 

Internal Revenue Service 
Philadelphia Service Center 
ATTN: DP-115-Magnetic Media 

Project Office 
11601 Roosevelt Blvd. 
Philadelphia, PA 19154 
U.S.A . 

The telephone number of this office is 
(215) 969-7533 (not a toll-free number) 
or 800-829-6945 (a toll-free number). 

26 CFR 601.602: Forms and instructions . 
(Also Part I. Sections 6011. 6041. 6051. 6071. 
6081. 6091; 1.6041-1. 1.6041-2. 31.6051-1. 
31.6051-2. 31.6071(a)-I. 31.6081(a)-I.) 

Rev. Proc. 94-39 

PART A. GENERAL 

SECTION I. PURPOSE 

.01 The purpose of this revenue 
procedure is to provide the general 
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rules for filing and to state the 
requirements of the Internal Revenue 
Service (IRS) and the Social Security 
Administration (SSA) for reproducing 
paper substitutes for Form W-2, Wage 
and Tax Statement, and Form W-3, 
Transmittal of Wage and Tax State
ments, for amounts paid during the 
1994 calendar year. The information 
reported on Forms W-2 and W-3 is 
required to establish tax liability for 
employees and their eligibility for 
Social Security and Medicare benefits. 

.02 Forms W-2 and W-3 have only 
minor changes for 1994. Please see 
"Nature of Changes" (Section 2, be
low) and the exhibits at the end of this 
revenue procedure for changes to the 
Form W-2 and W-3. 

. 03 For the purpose of this revenue 
procedure, a substitute form is one that 
is not printed by IRS. A substitute 
Form W-2 or W-3 MUST conform to 
the specifications in this revenue 
procedure to be acceptable to the IRS. 
Preparers should also refer to the 
separate instructions for Forms W-2 
and the instructions on Form W-3 for 
details on how to complete these forms. 
See Part B, Sec. 1.03, for information 
on ordering the official IRS forms and 
instructions. See Part B, Sec. 2, for 
requirements for substitute forms fur
nished to employees. 

.04 IRS has instituted a centralized 
call site to answer questions related to 
information returns (Forms W-2, W-3, 
1099, etc.). The call-site phone number 
is 304-263-8700 (not a toll-free num
ber). The number for Telecommunica
tion Device for the Deaf (TDD) is 
304-267 -3367 (not a toll-free number). 

.05 IRS has established a personal 
computer based Information Reporting 
Program Bulletin Board System (IRP
BBS) at the Martinsburg Computing 
Center (IRSIMCC). This system pro
vides access to the forms and publica
tions relating to information returns, 
news of the latest changes, the ability 
to receive answers to specific ques
tions, access to shareware, and other 
features. The IRP-BBS is available for 
public use and can be reached by dial
ing 304-263-2749 (not a toll-free num
ber). The IRP-BBS is compatible with 
most modems. For more information 
concerning this system, call IRSIMCC 
at 304-263-8700 (not a toll-free 
number). 

.06 Employers are reminded that 
under Section 6722 of the Internal 
Revenue Code (lRC) they can be as-
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sessed a penalty of $50 per Form W-2 
that is not furnished to an employee on 
a form acceptable to the IRS (up to 
$100,000). To be acceptable to IRS, the 
Form W-2 must be either the "offi
cial" form or a substitute form with 
the core data placed exactly as spec
ified in Part B., Section 2.04 of this 
Revenue Procedure. No IRS office is 
authorized to allow deviations from this 
Revenue Procedure. 

.07 This revenue procedure super
sedes Rev. Proc. 93-18, 1993-1 C.B. 
509. (Reprinted as Publication 1141, 
Revised 3-93). 

SEC. 2. NATURE OF CHANGES 

.01 The text and exhibits were up
dated for tax year 1994 . 

.02 A change in the IRS address to 
which a letter should be submitted 
when uncertain of any specification set 
forth herein has been added. See Part 
B, Section 3.01, below, for the new 
address. 

.03 Changes have been added to 
cover employees who are not subject to 
Social Security but are subject to 
Railroad Retirement Tax Tier I and II. 
See Part B Section 2 for the suggested 
layout for Railroad employees who fall 
under this category. 

.04 The Catalog Number, shown on 
the 1994 Form W-2 as "Cat. No. 
10134D" is used for IRS distribution 
purposes and should not be printed on 
substitute Forms W-3 or W-2 (Copy A 
or employee copies). 

.05 Information has been added rec
ommending that if employment ends 
before December 31, 1994, that the 
payee receive a copy of their W-2 any 
time after employment ends. Also, if 
the employee requests their Form W-2 
it should be given within 30 days of 
the request or the final wage payment, 
whichever is later. See Part A, Section 
3.06, below for new information. If the 
business closes, Copy "A" of the 
Form W-2 may be filed with the Social 
Security Administration as soon as they 
are completed. It is not necessary to 
wait until January 1 of the following 
year to file them. 

Note: There are currently proposed 
regulations that will require W-2 issu
ance 30 days after the employer ceases 
business being considered by the Treas
ury Department. 

.06 The reference to the Department 
of the Treasury-Internal Revenue 

Service should be included on all 
copies of Form W-2. It is recom
mended (but not required) that this 
information be located on the bottom 
right of Form W-2. 

.07 All copies of Forms W-2 must 
clearly show the form number, the 
form title, and the TAX YEAR. It is 
recommended (but not required) that 
the title of Form W-2 "Wage and Tax 
Statement" be located on the bottom 
left of Form W-2, that the designation 
"Form W-2" be located on the lower 
left of Form W-2, and that the tax year 
be located to the right of the form title 
on the lower left of the Form W-2. 

.08 Labeled Forms W-2 MUST con
tain the following descriptions: Copy 
A, for the Social Security Administra
tion (unless Form W-2 reports will be 
filed on magnetic media), Copy B, to 
be filed with the employee's Federal 
tax return, and Copy C, for the 
employee's records. It is recommended 
(but not required) that this be located 
on the lower left of Form W-2, below 
the Form W-2 designation. 

.09 The OMB number has been re
located to the top of the official Form 
W-2. The placement of this number is 
now consistent with the other Form W-
2 series. It is recommended (but not 
required) that this information be lo
cated on the top right of Form W-2. 

.10 The "void" box (formerly lo
cated at the top of Form W-2 between 
the OMB number and the control 
number) has been removed from all 
copies of Form W-2 except Copy A. 

.11 On Form W-3 the brackets for 
the placement of the name, address, 
and EIN label have been relocated. 
Please see Exhibit B for the new loca
tion of the label bracket for Form W-3. 

.12 On Form W-3 box b, Kind of 
Payer, the label 9411941E changed to 
941. Form 94lE is obsolete. 

.13 The size of box c, Total number 
of statements, and box d, Establishment 
number were changed. Box e, 
Employer's identification numbec was 
extended to the same size as box f, 
Employers name. 

.14 Recognition Equipment, Inc. has 
been renamed. The new name is 
Recognition International, Inc. The 
phone number for Recognition Interna
tional, Inc. has changed. The new 
number is (214) 579-6927. This is a 
voice mail number. If a message is left, 
the analyst will return your call. 

.15 On Form W-2 the width of Box 
20 has been increased one print posi-



tion to accommodate larger wages. Box 
19 has decreased by one print position 
to accomplish this. 

.16 The printer of Forms W-2 and 
W-3 are required to print their 
Employer Identification Number (EIN) 
to the left of the designation "Depart
ment of the Treasury" on each type 
form. 

.17 All paper Forms W-2 and W-3 
must be sent to SSA's Wilkes-Barre 
Data Operations Center for processing. 
Forms sent to any other location will 
be returned to the filer. 

.18 Various editorial changes were 
made. 

SEC. 3. GENERAL RULES FOR 
FILING FORMS W-2 

.01 Employers and payers (hereafter 
and where applicable collectively re
ferred to as payers) MUST use mag
netic media for filing with SSA if the 
payer will prepare and file 250 or more 
1994 Forms W-2 (Copy A). This re
quirement applies unless: 

1 The payer can establish that filing 
on magnetic media will result in undue 
hardship, AND 

2 The payer is granted a waiver of 
the requirement by IRS. 

To request a waiver of the magnetic 
media filing requirement, for the cur
rent tax year only, submit Form 8508, 
Request for Waiver From Filing Infor
mation Returns on Magnetic Media, to: 

If by Postal Service: 
Internal Revenue Service 
Martinsburg Computing Center 

P.O. Box 1359 
Martinsburg, WV 25401-1359 

Or, if by truck or air freight: 
IRS - Martinsburg Computing 

Center 
Magnetic Media Reporting 
Route 9 and Needy Road 
Martinsburg, WV 25401. 

Forms may also be FAXED to the IRSI 
MCC at (304) 264-5196. 

Form 8508 may be obtained by 
calling 1-800-829-3676. Form 8508 
also may be obtained directly from the 
IRS Martinsburg Computing Center 
(lRS/MCC) at the above address or by 
calling 304-263-8700 (not a toll-free 
number). The number for Telecom
munication Device for the Deaf (TDD) 
is 304-267-3367 (not a toll-free num
ber). It is recommended that completed 

requests for waivers (Form 8508) be 
submitted at least 45 days before but 
no later than the due date of the return 
(see Sec. 3.06, below). The requestor 
will receive an approval or denial letter 
from IRS, but must allow at least 30 
days for IRS to respond. If you have 
any questions concerning Form 8508, 
contact IRS/MCC at the address or 
phone number shown above. Payers 
who do not comply with the magnetic 
media filing requirements for Form W-
2 and who are not granted a waiver 
may be subject to certain penalties. 
Since many states and local govern
ments accept Forms W-2 data on 
magnetic media, savings may be ob
tained if magnetic media is used for 
filing with both SSA and state or local 
governments. You must contact each 
individual state or local taxing agency 
to receive approval and make arrange
ments to file on magnetic media. 

PAYERS WHO FILE FORM W-2 
INFORMA TION ON MAGNETIC 
MEDIA WITH SSA MUST NOT 
SEND THE SAME DATA TO SSA 
ON PAPER FORMS W-2. This would 
result in duplicate reporting and may 
subject the filer to penalties imposed 
by the IRS. 

.02 Payers can design their own 
statements to give to employees. This 
applies to both payers who file with 
SSA either on magnetic media or paper 
Forms W-2, Copy A. Payers who file 
paper Copy A, Form W-2, with SSA 
are required to use a substitute Copy A 
that exactly meets the specifications set 
forth in this revenue procedure (or use 
the official IRS printed form) for 
submission to SSA. Payee statements 
designed by payers must comply with 
the requirements shown in Parts Band 
C, below. 

NOTE: Copy A must not be filed on 
paper with SSA when the same Form 
W-2 information is filed on magnetic 
media. Therefore, magnetic media filers 
who use the official IRS printed form 
or any other pre-printed form are 
advised not to print Copy A, or to 
discard a printed Copy A, to prevent 
duplicate information from being sub
mitted to SSA. 

.03 TIB-4, Magnetic Media Report
ing, Submitting Annual W-2 Copy A 
Information to the Social Security 
Administration, (SSA Pub. No. 42-007, 
revised Oct., 1993) contains the specifi
cations and procedures for filing Form 
W-2 information on magnetic media 
with SSA. Specifications for both tape 

and diskette reporting for Forms W-2 
are included in this Technical Instruc
tions Bulletin (TIB-4). 

.04 TIB-4 may be obtained by 
writing to: 

Social Security Administration 
OCRO, DEA 
Attn: Resubmittal Unit 
300 North Greene Street 
Baltimore, MD 21201. 

Employers may call their local SSA 
Magnetic Media Coordinator (MMC) to 
obtain the TIB-4 (see list of Magnetic 
Media Coordinators' telephone num
bers in Appendix A). The TIB-4 is 
also on the SSA Annual Wage Report
ing Bulletin Board System! A WRBBS. 
The number for the A WRBBS is (410) 
965-1133 (not a toll-free number). 
Payers using magnetic media are cau
tioned to obtain the most recent revi
sion of the TIB-4 and supplements due 
to possible changes in the specifica
tions and procedures. 

.05 Payers not using magnetic media 
must file a paper Copy A of Form W-2 
with SSA on either the IRS printed 
official form or a privately printed sub
stitute paper form that exactly meets 
the specifications shown in Parts Band 
C. 

.06 1994 Forms W-2, whether filed 
on magnetic media or paper, must be 
submitted to SSA on or before Febru
ary 28, 1995. In addition, the payee 
copies must be furnished to the em
ployee on or before January 31, 1995. 
If employment ends before December 
31, 1994, the payee may be furnished 
their copy any time after employment 
ends. If the payee requests Form W-2, 
furnish him or her the completed 
copies within 30 days of the request or 
the final wage payment, whichever is 
later. This requirement is met if the 
form is properly addressed, mailed, and 
postmarked on or before the due date. 
If the business closes, Copy A of the 
Form W-2 may be filed with the Social 
Security Administration as soon as they 
are completed. It is not necessary to 
wait until after January 1st of the 
following year to file them. Failure to 
timely file with SSA or to timely 
provide the employee copies may sub
ject the payer to penalties. Payers 
needing additional time to file Form 
W-2 information (paper or magnetic 
media) with SSA may request an 
extension of time to file by submitting 
Form 8809, Request for Extension of 
Time to File Information Returns. to 
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the IRS Martinsburg Computing Center 
(lRSIMCC), at the address (or alterna
tive address) listed in Sec. 3.01, above. 
The extension request should be filed 
as early as possible, but must be post
marked no later than the due date of 
the forms (February 28, 1995). Forms 
may be FAXED to the IRSIMCC at 
(304) 264-5196 (not a toll-free 
number). 

NOTE: APPROVAL OF THE EX
TENSION IS NOT AUTOMATIC. Ap
proval or denial is based on administra
tive criteria and guidelines. The 
requestor will receive an approval or 
denial letter from IRS and must allow 
at least 30 days for IRS to respond. 
Form 8809 may be obtained by calling 
1-800-829-3676, or by contacting IRS/ 
MCC (See the address and phone 
number in Sec. 3.01, above). 

.07 If requesting extensions of time 
for more than 10 payers, IRS encour
ages filers to submit the request on 
tape, tape cartridge, 51/4 or 3 Y2- inch 
diskette, or electronically through the 
Information Reporting Program Bul
letin Board System (IRP-BBS). Trans
mitters who submit requests for multi
ple payers will receive one approval 
letter with an attached list of payers 
covered under that approval. Publica
tion 1220, Specifications for Filing 
Forms 1098, 1099, 5498 and W-2G 
Electronically or on Magnetic Media, 
provides information on how to file 
requests for extensions of time on tape, 
diskette, or electronically. 

NOTE: Approval of extensions to file 
(disclosure of return information) will 
be made only to those third party filers 
and/or transmitters for whom IRS has 
received disclosure authorization. 

SEC. 4. GENERAL RULES FOR 
FILING FORM W-3 

.01 Employers and payers (hereafter 
and where applicable collectively re
ferred to as payers) submitting Forms 
W-2 (Copy A) on paper to SSA must 
transmit Forms W-2 with Form W-3. 

.02 Form W-3 must be the same 
width (i.e., 7 inches, 7.5 inches, or 8 
inches) as the Forms W-2 filed. 

.03 Form W-3 should only be used 
to transmit paper Forms W-2 (Copy 
A). Magnetic media filers do not file 
Form W-3. Payers using magnetic 
media must transmit Form W-2 data 
with Form 6559, Transmitter Report 
and Summary of Magnetic Media, (and 
Form 6559-A, Continuation Sheet for 
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Form 6559, if necessary). These forms 
may also be obtained by calling either 
your SSA MMC (see listing in Appen
dix A) or by calling IRS at 
1-800-829-3676. 

PART B. REQUIREMENTS FOR 
FILING PAPER SUBSTITUTES 

SECTION 1. REQUIREMENTS FOR 
SUBSTITUTE "PRIV ATEL Y 
PRINTED" FORMS SUBMITTED 
TO SSA (FORMS W-2, COPY A, 
AND FORMS W-3) 

.01 Payers may file privately printed 
substitute Forms W-2 and W-3 with 
SSA. The substitute form must be an 
exact replica of the IRS printed form 
(or official reproduction proof) with 
respect to layout and contents because 
it will be read by machine. The 
dimensions of a substitute form may 
differ as far as width (see Sec. 1.05, 
below). The Government Printing Of
fice (GPO) symbol must be deleted 
(see Sec. 1.16, below). The specifica
tions and allowable tolerances for the 
Copy A of substitute Forms W-2 are 
provided later in this Revenue Proce
dure. See Exhibits A, C, and D for 
Form W-2 specifications. The specifi
cations and allowable tolerances for 
Forms W-3 are provided in Exhibits B, 
E, and F. 

NOTE: Printers of Forms W-2 that 
are wider than 7 inches must provide 
Forms W-3 that are the same width as 
the Forms W-2 (i.e., 7If/' Forms W-3 
with 7If/' width Forms W-2; 8" width 
Forms W-3 with 8" width Forms W-2). 

.02 Paper for substitute Forms W-2, 
Copy A, and Form W-3 (cut sheets and 
continuous pinfeed forms) that are to 
be filed with SSA must be white 100% 
bleached chemical wood, 18-20 pound 
paper only, optical character recogni
tion (OCR) bond produced in accord
ance with the specifications shown as 
follows: 

Paper Requirements 

1 Acidity: pH value, aver-
age, not less than ..... . 

2 Basis Weight 17 X 22 
500 cut sheets ........ . 
Metric equivalent grams 
per. sq. meter ........ . 
A tolerance of ± 5 pct. 
shall be allowed. 

3 Stiffness: Average, each 
direction, not less than 
Gurley milligrams-
Cross direction ........ . 

4.5 

18-20 

60-75 

50 

Machine direction ...... 80 
4 Tearing Strength: Aver-

age, each direction, not 
less than-Grams ...... 40 

5 Opacity: Average, not 
less than-percent ...... 82 

6 Reflectivity: Average not 
less than-percent ..... . 68 

7 Thickness: 
Average ............ inch 0.0038 
Metric equivalent ..... mm 0.097 
A tolerance of ±0.0005 
inch (0.0127mm) shall 
be allowed. Paper shall 
not vary more than 
0.0004 inch (0.012mm) 
from one edge to the 
other. 

8 Porosity: Average, not 
less than-seconds ..... 10 

9 Finish (smoothness): 
Average, each side-
seconds ............... 20-55 
(For information only, 
the Sheffield equivalent 
unit) .................. 170-dlOO 

10 Dirt: Average, each side, 
not to exceed-Parts per 
million. . . . . . . . . . . . . . . . 8 

NOTE: Reclaimed fiber in any per
centage is permitted, provided the re
quirements of this standard are met. 

.03 All printing for Copy A (of 
Forms W-2) and Form W-3 will be in 
red OCR dropout ink, as specified 
below, except for the form identifying 
numbers '22222' or '33333' at the top 
of the form and the descriptive infor
mation at the bottom (see Exhibits G 
and H) that will be printed in non
reflective black ink. All other printing 
will be in red OCR dropout ink meet
ing, or comparable to, the specifica
tions in this paragraph. The OCR drop
out ink for paper Forms W-2, Copy A, 
and W-3 is specified as Flint Ink (for
merly Sinclair and Valentine) J-6983 
red ink or equivalent. This is the same 
ink that is used for Copy A of the 
Form 1099 series. The use of this is re
quired for 1994 Forms W-3 and W-2, 
Copy A. 

NOTE: Printing in any other red OCR 
dropout ink must be cleared by contact
ing the Recognition International, Inc., 
P.O. Box 660204, MS-77, Attn: Forms 
Designer & Analyst, Dallas, TX 75266 
(214-579-6927-This is a voice mail 
number. Leave a message and your call 
will be returned). 

.04 Type must be substantially iden
tical in size and shape with correspond
ing type on the official form. The form 



identifying number MUST be printed in 
black ink using an OCRA font; 10 
characters per inch. 

I On Form W-3 and Copy A of 
Forms W-2, all the perimeter rules 
must be I-point (0.014 inch), while all 
other rules must be one-half point 
(0.007 inch). 

2 Vertical rules must be parallel to 
the left edge of the form; horizontal 
rules parallel to the top edge. 

.05 Two official Forms W-2 (Copy 
A), or one official Form W-3 are 
contained on a single page that is 7 
inches wide (exclusive of any snap
stubs) by 11 inches deep. The form 
identifying number for the official 
forms (7 inches wide) is '22222' (5 
digits) for Form W-2 and '33333' (5 
digits) for Form W-3. Although ad
herence to the size of the official page 
is preferred, the width of privately 
printed substitute pages may be 7 
inches, 7 1/2 inches, or 8 inches, exclu
sive of any left or right snap-stubs, or 
pin-feed holes. If a 7 inch form is 
produced, the image must be an exact 
copy of the IRS printed Form W-2. If 
the width of the substitute page is 
increased, the width of specified fields 
on the substitute page must be in
creased in accordance with Exhibits C, 
D, E, and F. The top margin for 1994 
Forms W-3 and W-2, Copy A is .375 
inch (% inch). The right margin must 
be .15 inch and the left margin .35 inch 
(plus or minus .0313 inch). The mar
gins are unchanged from 1993. Margins 
must be free of all printing. For Forms 
W-2, Copy A, the combination width 
of Box I, "Control number", and the 
box containing the form identifying 
number (22222) must always be 2.0 
inches, for Form W-3 this must always 
be 2.2 inches. 

1 When the width of Form W-2, 
Copy A, is increased to 8 inches, 
exclusive of any left or right snap-stubs 
or pin-feed holes, the form identifying 
number must be shown as '222' (3 
digits) for Form W-2 and '333' (3 
digits) for Form W-3. This number 
tells the scan equipment used by SSA 
which information document it is read
ing, the width, and the position of 
individual data fields (see Exhibits C 
and E). 

2 When the width of Copy A is 
increased to 7lf2 inches, exclusive of 
any left or right snap-stubs or pin-feed 
holes, the form identifying must be 
shown as '2222' (4 digits) for Form 
W-2 and '3333' (4 digits) for Form 

W-3. This number tells the scan 
equipment used by SSA which infor
mation document it is reading, the 
width, and the position of individual 
data fields (see Exhibits D and F). 

NOTE: All form identifying numbers are 
to be printed in black ink, using OCRA 
font, printed 10 characters per inch. 

.06 The depth of the individual 
image on a page must be the same as 
that of the IRS printed forms. For Form 
W-2, the depth is 5.5 inches (see 
Exhibit A). The depths of the Form W-
3 on a page must be 3.37 inches (see 
Exhibit B). The depths are the same for 
the 7 inch, 71/2 inch, and 8 inch wide 
forms. 

.07 The words "Do NOT Cut or 
Separate Forms on This Page" must 
be printed in red OCR dropout ink 
between the two Forms W-2 on Copy 
A only (see Exhibit A), and must also 
be present on 7lf2 inch and 8 inch wide 
substitute Forms W-2. Perforations are 
required on all copies (except Copy A) 
to enable the separation of individual 
forms. 

. 08 The words . 'For Paperwork Re
duction Act Notice, see separate in
structions." must be printed on Forms 
W-2, Copy A, (see Exhibit A for 
format and location) and must also be 
present on 7lf2 inch and 8 inch wide 
substitute Forms W-2. 

.09 The Office of Management and 
Budget (OMB) Number must be printed 
on each ply of Form W-2 and W-3 
(see Exhibits A and B for format and 
location) and must also be present on 
7 1/2 inch and 8 inch wide substitute 
Forms W-2 or W-3. 

. 10 The statement "Please return 
this entire page with the accompanying 
Forms W-2 to the Social Security 
Administration, Data Operations Cen
ter, Wilkes-Sarre, PA. 18769. House
hold employers filing Forms W-2 for 
household employees should send the 
forms to the same address shown 
above." The SSA addresses must be 
printed on Forms W-3 (see Exhibit B), 
whether Forms W-3 are 7 inches wide, 
7lf2 inches wide, or 8 inches wide. 

Note: Beginning with 1994 tax year, 
all Forms W-2 and W-3 (including 
forms for household employees) should 
be sent to SSA's Wilkes-Barre Data 
Operations Center. Forms W-2 and/or 
W-3 that are sent to Albuquerque or 
Salinas will be returned to the filer. 

.11 The Paperwork Reduction Act 
Notice must be printed on Form W-3 

(see Exhibit B for format and location), 
whether Forms W-3 are 7 inches wide, 
71/2 inches wide, or 8 inches wide. 

.12 Privately printed continuous sub
stitute Forms W-2, Copy A, must be 
perforated at each 11" page depth. No 
perforations are allowed between the 
individual forms (51/2 inch Forms W-2) 
on a single copy page of Copy A. 
Perforations are required between all 
the other individual copies on a page 
(Copy 1, B, C, 2, and D) included in 
the set. 

.13 The back of a substitute Form 
W-2, Copy A, and Form W-3 (page 1) 
must be free of all printing. 

.14 Spot carbons are NOT permitted 
for Copy A of Forms W-2 or for Form 
W-3. Interleaved carbon should be 
black and must be of good quality to 
assure legibility of information on all 
copies and to preclude smudging. 

.15 Chemical transfer paper is per
mitted for Form W-2, Copy A, and 
Form W-3 only if the following 
standards are met: 

I Only chemically backed paper is 
acceptable for Copy A . 

2 Carbon coated forms are not per
mitted. Front and back chemically 
treated paper cannot be processed 
properly by machine. 

3 Chemically transferred images 
must be black in color. 

.16 The GPO symbol must not be 
placed on substitute Copy A of Forms 
W-2. 

.17 The Catalog Number, shown on 
the 1994 Form W-2 as "Cat. No. 
1 0159Y", is used for IRS distribution 
purposes and should not be printed on 
substitute forms . 

SEC. 2. REQUIREMENTS FOR 
SUBSTITUTE FORMS FURNISHED 
TO PAYEES (EMPLOYEES) 
(COPIES B, C, AND 2 OF 
FORMS W-2) 

.01 All payers (including payers who 
file on magnetic media and do not file 
a paper Copy A) must furnish payees 
with at least two copies of the Forms 
W-2 (three or more for payees required 
to file a state, city, or local income tax 
return). The dimensions of these copies 
(Copies B, C, etc.) but not copy A, 
may be expanded from the dimensions 
of the official form to allow space for 
conveying additional information, such 
as additional entries required for Boxes 
13 or 14, withholding from pay for 
health msurance, umon dues, bonds, 
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charity, etc. The requirement that a 
maximum of three items are permitted 
in Box 13 of Form W-2 applies only to 
the paper Copy A that is filed with 
SSA. As long as sufficient space is 
provided on the substitute employee 
copies, as many items as needed may 
be placed in Box 13 or box 14. Also, 
on these copies (Copies B, C, etc.), the 
size of these boxes may be adjusted. 
(However, see the minimum sizes for 
certain boxes, below). This may permit 
the payer to eliminate other statements 
or notices that would otherwise be 
furnished to payees. 

1 The MAXIMUM allowable dimen
sions for employee copies of Forms 
W-2 are: 

(a) depth should be no more than 6.5 
inches; 

(b) width should be no more than 
8.5 inches. 

2 The MINIMUM allowable dimen
sions for employee copies of Forms 
W-2 are: 

(a) 2.76 inches by 5.0 inches. 
(b) horizontal or vertical format is 

permitted. 

NOTE: These minimum and maximum 
size specifications are for 1994 only 
and may change for future years. The 
maximum width of 8.5 inches is for 
employee copies of Form W-2 only. 
The width of the paper Copy A, 
submitted to SSA, is specified in 
section 3.1 above. 

.02 The paper for all copies should 
be white. The substitute Copy B (or its 
equal), that payees are instructed to 
attach to their Federal income tax 
return, must be at least 12 pound paper 
(basis 17 X 22-500), while the other 
copies furnished the payee should be at 
least 9-pound paper (basis 17 x 22-
500). 

.03 Interleaved carbon and chemical 
transfer paper for payee copies must 
meet the following standards: 

1 All copies must be CLEARLY 
LEGIBLE; 

2 All copies must have the ca
pability to be photocopied; and 

3 Fading must not be of such a 
degree as to preclude legibility and the 
ability to photocopy. 

In general. black chemical transfer 
inks are preferred; other colors are 
permitted only if the above standards 
are met. "Spot carbons" are NOT 
permitted (See Sec. 1.15. above. for 
standards for chemical transfer paper 
for Copy A.) 
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.04 The following requirements 
govern the private printing of employee 
copies of Forms W-2. All substitutes 
must be a form. which contains boxes, 
box numbers, and box titles that, where 
applicable, match the IRS printed form. 
The placement, numbering, and size of 
certain boxes (the "core" information) 
is specified as follows: 

I The items and box numbers that 
constitute the core data are: 

Box I-Wages, tips, other compen
sation, 

Box 2-Federal income tax withheld, 
Box 3-Social Security WageslRail

road Retirement Compensation, 
Box 4-Social Security tax withheld/ 

Railroad Retirement Tax Withheld. 
Box 5-Medicare wages and tips/ 

Railroad Retirement Tips, and 
Box 6-Medicare tax withheldlRail

road Retirement Tax Withheld. 

NOTE: Railroad employees may not be 
subject to Social Security coverage but 
are subject to Railroad Retirement Tax 
Tier I and II coverage. Railroad Com
pensation payers may make the above 
modifications to Forms W-2. 

The "core" boxes must be printed in 
the exact order as on the IRS printed 
form (see the Exhibits at the end of 
this revenue procedure). Boxes 1 and 2 
must be next to each other, with Boxes 
3 and 4 below on the next line, and 
Boxes 5 and 6 on the line below Boxes 
3 and 4. 

2 The block of core data (Boxes I 
through 6) must be placed in the upper 
right of the form. Substitute employee 
copies of Form W-2, which are printed 
using a vertical format with dimensions 
smaller than the IRS printed form, may 
have the core data entirely on the top 
of the form (see Exhibit J). In no 
instance will boxes or other informa
tion be permitted to the right of the 
core data. Standard margins or a small 
amount of other blank space may 
appear to the top or right of this data. 
The form title, number, or copy (Copy 
B. C. etc.) may be at the top of the 
form. Also, a reversed or blocked-out 
area to accommodate a postal permit 
number or other postal considerations 
is permitted at the upper right of the 
form. 

3 Boxes I through 6 must each be a 
minimum of 1% inches wide and 1/4 

inch deep. 
4 Other required boxes: 
- Employer identification number 

(EIN). 

_ Employer's name, address, and 
ZIP code, 

_ Employee's Social Security num
ber, and 

_ Employee's name, address, and 
ZIP code. 
These items are required to be present 
on the form and must be in boxes 
similar to those on the IRS printed 
form. However, they may be placed in 
any location, other than the top or 
upper right. The lettering system used 
on the IRS printed form ("a" through 
"f") need not be used. The employer's 
EIN may be included in the box for the 
employer's name and address. If this is 
done, a separate box for the EIN is not 
required. The Control number box (Box 
"a" on the IRS printed form) is not 
required. 

5 The Tax Year (1994) MUST be 
clearly printed on all copies of sub
stitute Forms W-2. It is recommended 
(but not required) that this information 
be located to the right of the form title 
on the lower left of the Form W-2. 

6 If applicable, Social Security tips 
MUST be shown separately from Social 
Security wages. A separate box is not 
required unless Social Security tips are 
to be reported. 

Boxes 1 and 2 on Copy B are required 
to be outlined in bold 2-point rule (see 
Exhibit I) or highlighted in some 
manner to distinguish these boxes. 

7 If a box for Advance EIC (Earned 
Income Credit) payments (Box 9) is 
present, the box must be outlined in 
bold 2-point rule or highlighted in 
some manner to distinguish this box. 
However, if no amounts are paid for 
Advance EIC, this box is not required 
and may be omitted by printers. Do not 
use Box 9 for any other purpose than 
reporting Advance EIC payments. 

8 If Allocated tips (Box 8) are being 
reported for the individual employee 
(or class of employees that are being 
provided Forms W-2), it is recom
mended (but not required) that this box 
also be outlined in bold 2-point rule or 
highlighted on Copy B. However, if 
allocated tips are not being reported, 
this box may be omitted by printers. 

9 If Form W -2 contains additional 
data concerning payroll deductions 
(e.g .• saving bonds withholding, retire
ment withholding, or payroll savings), 
there should be a special highlighting 
of the areas pertaining to Federal 
income tax withheld; wages, tips, and 
other compensation; or Advance EIe 



(Earned Income Credit) payments that 
are related to those items. 

10 Payers who are required to report 
or withhold state income tax informa
tion are required to include the follow
ing boxes on substitute Forms W-2: 

Box 16-State and Employer's state 
identification (J.D.) number, 

Box 17-State wages, tips, etc., and 
Box 18-State income tax withheld. 
11 Payers who are required to report 

or withhold local income tax informa
tion are required to include the follow
ing boxes on substitute Forms W-2: 

Box 19-Locality name (this box has 
been reduced one print position) 

Box 20-Local wages, tips, etc., 
(this box has been increased one print 
position) and 

Box 21-Local income tax. 
12 If state or local tax information is 

required, this information is also con
sidered "core data." The state and 
local information MUST be placed at 
the bottom of the form. See the 
exhibits at the end of this revenue 
procedure. 

13 Other boxes on the IRS printed 
form (Boxes 7 through 15) need not 
appear on substitute Forms W-2 pro
vided to employees unless a payer has 
that item of information to report to an 
employee. For example, if an employee 
did not have Social Security tips (Box 
7), Allocated tips (Box 8), or Advance 
EIC payments (Box 9), the form could 
be printed without these boxes. How
ever, if the payer had provided amounts 
for dependent care benefits, those 
amounts would be required to be re
ported separately and shown in a box 
labeled "Box 10, Dependent care bene
fits," as on the IRS printed form and 
the exhibits in this revenue procedure. 

14 Payers may use other headings 
for Boxes 13 and 14 as needed. For 
example, if a payer will only be re
porting amounts for a 401 (k) type re
tirement plan in Box 13, the employee 
copies of Form W-2 may be printed la
beling Box 13 as "401 (k) Plan." Also, 
if a payer had two items that may be 
reported in Box 13, they may divide 
the box into "Box 13a" and "Box 
l3b," labeling the boxes as appropri
ate. This applies only to Boxes 13 and 
14." 

.05 Substitute forms for payees 
(Copies B, C, and 2 of Forms W-2) 
must meet the following requirements: 

I All copies of Forms W-2 must 
clearly show the form number, the 

form title, and the tax year. The title of 
Form W-2 is "Wage and Tax State
ment." It is recommended (but not 
required) that this be located on the 
bottom left of Form W-2. The refer
ence to the Department of the 
Treasury-Internal Revenue Service 
must be on all copies of Form W-2 
provided to the employee. It is recom
mended (but not required) that this be 
located on the bottom right of Form 
W-2. 

2 If the substitute forms are not 
labeled as to the disposition of the 
copies, then written notification must 
be provided to each payee as specified 
below: 

(a) The first copy of the form (Copy 
B) is filed with the employee's Federal 
tax return. 

(b) The second copy of the form 
(Copy C) is for the employee's records. 

(c) If applicable, the third copy 
(Copy 2) of the form is filed with the 
employee's state, city, or local income 
tax return. 

3 If the substitute forms are labeled, 
the forms must contain the applicable 
description: 

"Copy B, to be filed with 
employee's Federal tax return," and 
"Copy C, for employee's records," it 
is recommended (but not required) that 
this be located on the lower left of 
Form W-2. The designation "Form 
W-2, it is recommended (but not 
required) that this be located on the 
lower left of Form W-2 and Depart
ment of the Treasury-Internal Reve
nue Service." it is recommended (but 
not required) that this be located on 
lower right of Form W-2. 

4 Instructions similar to those con
tained on the back of Copy C of the 
official form MUST be provided to 
each employee. While payers may 
modify or delete certain information in 
these instructions, (such as modifica
tion for employees of railroad to cover 
Railroad Retirement Tier I and II 
Compensation and Taxes) the instruc
tions MUST include the exact language 
concerning the Earned Income Credit 
(EIC) as is contained on the official 
form. Payers are allowed to delete 
information in these instructions (ex
cept the EIC explanation) that do not 
apply to the employee. For example, if 
none of the employees of a payer have 
dependent care benefits (Box 10), the 
payer may delete the instructions for 
that item. Also, if an employer will 
only be reporting amounts for a 40 I (k) 

plan in Box 13, those instructions may 
be modified to cover only Section 
40 I (k) contributions. 

NOTE: Printers are cautioned that 
the rules set forth here (Part B. Sec. 2) 
apply to employee copies (Copies B, C, 
etc.) only. Paper filers who send Copy 
A of Form W-2 to SSA must follow 
the requirements in Part B. Sec. 3.1 
above for those paper submissions. 

SEC. 3. GENERAL RULES FOR 
FILING "PAPER SUBSTITUTES" 
FOR FORMS W-2 AND W-3 

.01 Paper substitutes that conform 
totally to the specifications contained in 
this revenue procedure may be pri
vately printed without the prior ap
proval of the IRS. SUBSTITUTE 
FORMS THAT DO NOT CONFORM 
TOT ALL Y TO THESE SPECIFICA
TIONS ARE NOT ACCEPT ABLE. 
This applies to both paper substitutes 
that are filed with SSA and those that 
are given to employees. Forms should 
not be submitted to IRS or SSA for 
specific approval. However, if you are 
uncertain of any specification set forth 
herein and want that specification 
clarified, you may submit a letter citing 
the specification in question, your 
interpretation of that specification, and 
an example of how the form would 
appear if produced using your under
standing of the specification to: 

Internal Revenue Service 
ATTN: Substitute Form W-2 

Coordinator 
T:C:I:C Oxon Hill Room 2117 

1111 Constitution Avenue, N.W. 
Washington, DC 20224 

NOTE: You should allow at least 45 
days for the IRS to respond. 

.02 Forms W-2 and W-3 are subject 
to annual review and possible change. 
Payers are cautioned against overstock
ing supplies of privately printed substi
tutes. 

.03 Copies of the current year, IRS 
printed Forms W-2 and W-3 and the 
instructions for these forms may be 
obtained from most IRS offices or by 
calling 1-800-829-3676. The IRS 
provides only cut sheet sets. Reproduc
tion proofs of the official Forms W-2 
and W-3 are also available. See Part C, 
Sec. 4, below, for information on 
ordering reproduction proofs. 

.04 Substitute Forms W-2 and W-3 
transmitted to SSA should generally 
contain only data that is required by 
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the Form W-2, the Form W-2 instruc
tions, and this Revenue Procedure. 

.05 Substitute Forms W-2, Copy A, 
and W-3 are being scanned by Social 
Security, therefore these boxes must 
meet the specifications for boxes on 
Forms W-2 produced by IRS. They 
must be uniform, as are the federal 
payment and data boxes. The vertical 
and horizontal spacing for all federal 
payment and data boxes on Form W-2 
must be in compliance with the specifi
cations contained herein. 

.06 All ballot boxes on Forms W-2, 
Copy A (Box 15), and W-3 (Box "b") 
must be 8-point boxes. 

NOTE: If a box is marked, more than 
50% of the applicable ballot box must 
be covered by an "X." (i.e., 7W' 
Forms W-3 with 7W' width Forms W-
2:8" width Forms W-3 with 8" width 
Forms W-2). 

.07 Copy A of Form W-2 and Form 
W-3 must have the form producers 
EIN entered to the left of "Department 
of Treasury". 

PART C. ADDITIONAL 
INSTRUCTIONS 

SECTION 1. INSTRUCTIONS FOR 
FORMS PRINTERS 

.01 Except as provided below, if 
magnetic media is not used for filing 
with SSA, the substitute copies of 
Forms W-2 assembly should be ar
ranged in the same order as the IRS 
printed Forms W-2. Copy A should be 
first, followed sequentially by perfo
rated sets (Copies 1, B, C, 2, and D). 
The substitute form to be filed by the 
payer with SSA must carry the designa
tion "Copy A." 

NOTE: Magnetic media filers do not 
submit Copy A of Form W-2 or Form 
W-3. Form 6559 is the transmittal for 
magnetic media filed Form W-2 data. 

I It is not a requirement that pri
vately printed substitute forms contain 
a copy to be retained by payers (Copy 
D). However, payers must be prepared 
to verify or duplicate this information 
if it is requested by the IRS or SSA. 
Paper filers that do not keep Copy D 
should be able to generate a facsimile 
of Copy A in case of loss. 

2 Except as provided in the arrange
ment of the official assemblies, addi
tional copies that may be prepared by 
payers shall not be placed ahead of the 
copy "For EMPLOYEE'S REC
ORDS," Form W-2 (Copy C). 
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3 Instructions similar to those con
tained on the back of Copy C of the 
official form MUST be provided to 
each employee. These instructions may 
be printed on the back of the substitute 
Copy C or may be provided to em
ployees on a separate statement. Do not 
print these instructions on the back of 
Copy B (filed with the employee's 
Federal income tax return) or the copy 
that is to be filed with the employee's 
state or local returns. 

.02 All privately printed Forms W-2 
(Copy A) must have the tax year, form 
number, and form title printed on the 
bottom face of each form using identi
cal type to that of the official format. 

.03 The substitute Form W-2, Copy 
B, which employees attach to their 
Federal income tax return, must be at 
least 12-pound paper (basis 17 x 22-
500) while the other copies furnished 
to payees should be at least 9-pound 
paper (basis 17 X 22-500). 

.04 Employee copies of Forms W-2 
(Copies B, C, etc.), including those that 
are printed on a single sheet of paper, 
MUST be produced so as to be easily 
separated by the employee. Perforations 
between the individual copies that are 
printed on a single sheet of paper 
satisfy this requirement. 

.05 The Form W-2, Copy A, and the 
OCR bond Form W-3 that are filed 
with SSA must have no printing on the 
reverse side. 

. 06 Instructions similar to those 
provided as part of the official form 
must be provided as part of any sub
stitute Form W-3. 

.07 All privately printed Forms W-3 
must have the tax year, form number, 
and form title printed on the bottom 
face of each substitute Form W-3, 
using identical type to that of the 
official format. 

.08 The copy of the substitute Form 
W-3 that contains the instructions and 
is to be retained by the employer 
should be at least 18-pound paper 
(basis 17 X 22-500). 

SEC. 2. INSTRUCTIONS FOR 
PAYERS 

.01 Only originals or ribbon copies 
of Copy A (Forms W-2) and Form W-
3 may be filed with SSA. Carbon 
copies and photocopies are not 
acceptable. 

.02 Payers should type or machine 
print entries on forms whenever possi
ble and provide good quality data 

entries by using a high quality type 
face, inserting data in the middle of 
blocks that are well separated from 
other printing and guidelines, and tak
ing any other measures that will guar
antee clear, sharp images. The payer 
must provide a machine scannable form 
for Copy A. The payer must also 
provide payee copies (Copies B, C, and 
2) that are legible and capable of being 
photocopied (by the employee). 

.03 The Employer Identification 
Number (EIN) may be entered in the 
Employer's (payer's) name and address 
box on Copy A of Forms W-2 (Box 
"c" on the IRS printed Form W-2). If 
this is done, the EIN need not be 
entered in the box provided for the EIN 
(Box "b" on the IRS printed Form W-
2). The EIN must be entered in Box 
"e", Form W-3. 

.04 The payer's name, address, and 
EIN may be pre-printed. 

.05 The optional employer's state 
number may be pre-printed in the 
employer's (payer's) name, address, 
and ZIP code box. If this is done, the 
Employer's state I.D. Number section 
in Box 16 of Forms W-2 need not be 
completed, as long as the applicable 
state taxing authority does not object. 
Please check with the appropriate 
state taxing authority before doing 
this. 

.06 The preparation and filing in
structions for Forms W-2 are contained 
in the 1994 Instructions for Form W-2 . 
The preparation and filing instructions 
for Form W-3 are contained as part of 
the 1994 Form W-3 snap set assembly. 

.07 To avoid confusion and ques
tions by payees, payers are encouraged 
to delete the following items from the 
employee copies of Forms W-2 that 
are provided to payees: 

1 Form identifying number (e.g., 
22222); 

2 The words "subtotal" and "void" 
and their boxes; 

3 Any other captions or box number 
that would not be of any informational 
use to payees (unless otherwise 
required). 

.08 Payers should use the IRS sup
plied labels on all Forms W-3 filed 
with SSA. 

SEC. 3. OFFICE OF MANAGEMENT 
AND BUDGET (OMB) 
REQUIREMENTS FOR SUBSTITUTE 
FORMS 

.01 Public Law 96-511 requires: (1) 
OMB approval of IRS tax forms, (2) 



that each form (all copies) show the 
OMB approval number and, when ap
propriate, the form's expiration date, 
and (3) that the form (or its instruc
tions) state why IRS is collecting the 
information, how we will use it and 
whether it must be given to us. The 
official IRS form (or instructions) will 
contain this information. 

.02 As it applies to substitute IRS 
forms, this means: 

1. All substitute forms (all copies) 
must show the OMB number as it 
appears on the official IRS printed 
form (see Exhibits A and B). 

2. The OMB number must be in one 
of the following formats: 

OMB No. 1545-0008 (preferred), 
or 

OMB # 1545-0008 

3. You must inform the users of 
your substitute forms of the reasons for 
IRS collection, use, and requirements, 
as stated in the instructions for the 
official IRS form. 

SEC. 4. REPRODUCTION PROOFS 

.01 Order blanks for reproductions 
proofs (repro-proofs) are mailed an
nually to requestors of record, and on 
request to other users. Printers and 
others wishing to obtain reproduction 
proofs should call the toll-free number 
for ordering IRS forms and publications 
(1-800-829-3676) and ask for Publi
cation 1192, Catalog of Reproducible 
Forms, Instructions, and Publications, 
which has order blanks for obtaining 
reproduction proofs. Written requests for 
Publication 1192 may be sent to: 

Internal Revenue Service 

Eastern Area Distribution Center 

A TIN: Repro Coordinator 

4300 Carolina Ave. 

Richmond, VA 23222 

.02 Publication 1192 contains infor
mation and the individual costs for 
each reproduction copy. Payment must 
be submitted with each request. 

.03 List of Social Security Admin
istrations Magnetic Media Coordinators 
is included as Appendix A. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

.01 Rev. Proc. 93-18, 1993-1 C.B. 
509 (Reprinted as Publication 1141, 
Revised 3-93), is superseded. 
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APPENDIX A: TELEPHONE NUMBERS FOR THE SOCIAL. SECURITY ADMINISTRAnON'S 
REGIONAL MAGNETIC MEDIA CooRDINATOAS 

Social Security personnel at these telephone numbers can give caulra Informatlen on how to 8ubmlt W.~. OR W-2t;'. 
on magnetic medII. THeSE Aft! HOT TOLJ..FREE TELEPHONE NUMBERS. 

For instruction, on fUlng plp.r W.h/W4'. or any type of tax information, extensions of time, or waivers. coruct 
Int.,nat Revenu. 8.1"110. at 1-(800)-829-1040. 

Can, from; rerarhQOI: 
Alabama • • • • • . • • • • • (404 331-2587 (AIIanta) 

AlBea •••.•••...•• (2OB) 81502125 (Seattle) 

Amelioan Samoa •••• (.15) 744 4558 (San Franclaoo) 
ArIzcna •••..•••••• (415) 744--4669 (San Franclaco) 

Arkaneu* ...•••••• (501) 324-6n1 (LJ:U. Rock) 

CalIorn1a •...••• ~ •• (415) ~44 4. (San Franclaco) 

Colorado •••••••••• (303) 844 23e4 (Oenver) 

Colorado (24 Hours) •• (303) 844-3472 (Denvar) 

Conn~ •......• (817) 585-28SS (Boston) 

Delaware •••..••••• (216) 507-4832 (philadelphia) 
Dlit. COlumbia ...•.. (215) m432 (ph'adelphla) 

Flor1da ••......••.• (404) 331-2587 (Atlanta) 

Georgia ••••...•••• (404) 331-2587 (AIlanra) 

Guam ••••.•......• (416) 744-45&9 (San francllco) 

HawaII •••••••...•• (416) 744--i55a (San Francisco) 

Idaho ............. (208) 815-2125 (Seattle) 

IIBnolI ••••••....•• (312) 353-8711 (CNoago) 

Indiana •••••..•.... (312) ~17 (ChIcago) 

Iowa •.•••••••••.• (1318) 42&-2095 (Kansas CIty) 
Kanau ••.......•.. (810) 42M085 (KanIu OIly) 

Kentucky •••••••••• (404) 331-2581 (Allanla) 

LouIsIanI-Northe ••••• (318) m-3t71 (Shreveport) 

Loultllna-8outh* •••• (604) 388-0428 (Baton Rouge) 

UaJne .•••••••.•••. (817) 586-2881 (Boston) 

Ma/'yIara •••••••.•• (215) &7-4832 (philadelphia) 

Mauachuaetll •••••• (817) 6e6-289S (BOlton) 

MIchIgan •••••••••• (a12) 3aM717 (Chicago) 

U1nnetcIa •.•.....• (a12) 3SM717 (ChIcago) 

MIeIIaIppi .•..•••.. (404) 331~7 (AtIarU) 

M'aocm .•.••.•.... (SUS) ~ (I<ansu City) 

Montana ••••••.•..• (303) 844 ~ (Denver) 

NebreIka ••.......• (81a) 42&-2095 (Kansas City) 

700 1994-1 C.B. 

Call. frpm; Telephone: 
Nwada •••.• , ••••• (415) 744--i~ (San Francisco) 

New HampshIre ••••• (817) S8W895 (Botton) 

New Jeruy .....•.• (212) 264.0258 (New York) 

New Mexico· ••••••. (505) 282«s4 (Albuquerque) 
New York •••••••••• (212) ~ (New YOlk) 

North Carolina •••••• (404) 331-2&87 (ArJanta) 

NOI1h Oakota ••••••• (303) 8444384 (Denver) 

OhIo ............. (312) 353-6717 (Chicago) 

Oldahoma· ......... (406) 23'''711 (Oldahoma CIty) 

Oregon. .•••••••••• (206) 816-2125 (SII1Iie) 

Ptnnl}ivanla •••••.• (21e) 897-4832 (phlladllphla) 

Puerto Rico ••...••. (80S) 78&-6574 (San Juan) 

fU'Iod.lsland ••••••• (817) se&-2895 (8oaton) 

80U1h Carolina •••••• (<<)4) 331·2687 (Attarta) 

South Dakota • . . . . •. (303) ~2384 (Denver) 

TerN1188 ..•••.••• (404) 331-2581 (AtIaIU) 

T .... CentraI/Scuh· . (210) 229-6433 (Sen AntonIo) 

T ... ·Danae County* • (21.) W-6TT7 (DIIIu) 

TDaI-Eaat* ...••••• (318) 87&3171 (Sh~ 

Tmcu-NOIth· ..••••• cal7) 334-312:1 CFOI1 Worth) 

T....south .. trt .... (71:1) 853-4800 (Houaron) 

··(713) ~-4747 (Houlton) 

T-..WNP ••...•.. (605) 28208894 (Albuquerqut) 

U1ah .. .. • .. .. .. ... Q(3) 844-2384 (OerNtr) 
Verrnor« .. .. • .. .. .. (817) 685-2e95 (Bolton) 

VIrgIn leland, .•..••. (BOG) ~4 (SIn Juan) 

~nla ••..••.. , •.• (215) 591-4032 (PNIadeiphla) 

Wuhlnglon .••..... (208) 815~'26 (SeeaI.) 

Wnt VIrginia •••..•• (215) 581~ (PhIadeIptA) 

WIaconIln •........ (312) 353~717 (Qlicago) 

WyomIng •••.••••.. (303) 844-2364 (DerNer) 

• or DaJIu (214) 787·7343 
•• EfftclJV. Oclaber 1. 1GD3 



I .375" 

:.35-Exhibit • Control nu~ber I 2222 2 ~ !~~~~~~~ 
A 1.2 .8" =-- 4.2" .. 

b Employer'. IdentJflcItion number 7 ~ 1 Wages. tip other compen tlon 2 Federal Income taJ< withheld 

Form .1" .1" \ 
W-2 

c Employer'. /11/118, 1ddrIaI, and ZIP code 3 Social sec ~rity wagea 4 Social security tax withheld 5" 

II Medicare ~8ges and tip 8 Medicare tax wllhheld - 3.35" _ 1.6" 1.55" ~ 

7Soclalsec ~rity tips 8 Allocated tips 

d Employee', eoc:IIl aecurlty number 0 Advance IC payment 10 Dependent care benefits 

• Employee's /11/118 (lirat. rnIddIIlnltlal, last) 11 Nonquallfl ~ plans 12 BenefilS Included In box 1 

....................................................................... 
13 See Instrs for box 13 14 Other 

5.5" 4.525" 
6.5" 

.15~ 1S=_Oec ~ ~"~I 
l.3- SUbto~_ Deferred 

.• ~ ~uon 
f EmpIoyee'.IddAIN and ZIP cod. ~n. 14:: .5. 

18 Stall EmpIoyIr'I Ilate 1.0. No. 17S1at1 ...... 1t 18 Sllle Income laX 10l ilCIIlty nama ~ Local WI ~. Ups. lie. 21 Local Income !IX 

....... .l .............................. .................... ................... .... . ............ ........ ......... . ................. 
I 

Cal. No. 101340 Departmenl the Treasury-Internal Revenue Service 

! W·2 Wage and Tax 1994 For PlperwOrk Reduction Act Nollce, 

Statement 11" 
_ .. paretl Inatructlona. 

Copy A For Ioc:I8I 8ecurtty AdmInlatmlon 

Do NOT Cut or Separate Forms on 1 
, 

~'- Page-,~ 

• Control number I 22222 IV; For OffIcll' U .. Only ~ 
OMB No. 1545-0008 

b Employer'. ldentlflcltlon number 1 Wages, tip: other compensation 2 Federal Income taJ< withheld 

C EmpIoyer" /11/118, 1ddreII, and ZIP code 3 Social sec urity wages 4 Social security taJ< wllhheld 

II Medicare !!ages and tips 8 Medicare tax wllhheld 

7 Social aeo urity tips 8 Allocated tips 

d Employee'. eoc:IIl MCUrity number 0 Advance IC payment 10 Dependent care benefits 

• Employee" /11/118 (lira!, rnIddlllnltlal, lasl) 11 Nonquall I'd plana 12 Benefits Included In box 1 

......................................................................... 
13 See Irosln for box 13 14 Other 

15= Dee ~ PIIIIion Legal 942 SubtotJl Deferred 

£:j. O· InICI· eomptnSaUon 

f Employee', IddAIN and ZIP code o 0 0 0 0 
18 Stall EmpIoyer'S Iiale 1.0. No. 17 SlltI WIgII, _It 18 Stele Income laX 10 pcatlty nama 20 LllCII Wlon, Ups, IU:. 21 LOCIlincome IU 

........ l .............................. .................... .................... . ... . .......... ....................... . .................. 

I 
Cat. No. 101340 Department of the Treasury-Intemal Revenue Service 

! W·2 Wage and Tax 1994 For Paperwork Reduction Act Nolle., 

Statement "" .. peril. Inltructlonl. 

Copy A For 80cIeI a.c..ny AdmInlatmlon 

I 
, 

1994-1 C.B. 701 



Exhibit 
B 

Form 
W-3 

.375" 
'or ()fftcgI u .. Only • 
OMB No. 1646-0001 

1143 WIgII. tIpt, OIh1r 2 Federal Income tax withheld 

3 Social MCUrlty w.g .. 4 Soclal security tax withheld 

II Medicare wag .. and • Medicare tax withheld 

tips 

.55" 

11 Nonquallfted plana 12 Deferred compensation 

13 AdJulted total tIOClal wages and tips 

14 Adjusted total and tips 

111 Income tax withheld by payer 

EmpIoyer'I atata 1.0. No. 

Under pens"l .. of peljury, I declare that I have examined this retum and accompanying documents, 
they are true, correct, and c:omplete. 

nUe. Date. 

Form W -3 Transmittal of Wage and Tax Statements 1 Department of thl T,. .. ul'( 
Internal Rev"uI Servici 

Paperwork Reduction Act Notice 
We ask for the information on this form to carry out the Internal 
Revenue laws of the United Stat ... You are required to give us 
the Information, We need It to ensure that you ans complying 
with theae laws and to allow ua to flguns and collect the right 
amount of tax. 

The time needed to complete and file this form will vary 
depending on Individual circumstllllCll. The estimated average 
time I. 27 minut ... If you heve commenta concerning the 
accuracy of this time 811lmete or auggeationa for making this 
fonn more aJmple, we would b!t happy to hear from you. You 
can write to both the Internal Revenue ServIce. Attention: 
Reports Clearance Officer, PC:FP, Washington, DC 20224; and 
the OflIce 0' Management and Budget, P.p.rwor1< Reduction 
Project (1545-0008), Waahlngton, DC 20503. 00 NOT .. nd the 
fonn to either of th_ offlcaa. Instead, _ Where To File. 

Note: Ext,. posta"a may be nec8SS8l)' If the nsport you sand 
contains mons than e few peQes or If the envelope Is larper than 
letter size. 

Items To Note 
Change To Filing Addr .... -Beglnnlng with 1994 tax year, all 
Fonns W·2 and W·3 Qncludlng forms for household employees) 
should be sent to the Social Security Administration's 
Wilkes·Barns Data Operations Center. See Where To FUe for the 
complete address. 

Chenge to KInd of Pa!terl8a~--Tl1le 9411941E box was retitled 
941 becIIu .. Form Retum of Withheld Federal 
Income Tax and Is obsolete for payments made 
aftar December 31, 

Chenge to Form.-The 

Where To File 
PI ... e .. nd thl. entire with'Copy A of Forms W·2 to the 
Social Security Adrnlnllstralon (SSA) at the fOllowing address: 

702 1994-1 C.B. 

.15" 



Exhibit C Form W-2 8" Width 
I 

'

1.35" • Control number 

- - 1.2" I 222 

t·375" 
1 Void 1 For OffIci.' u •• Only • 

_I I~"D •••• _ 4.2" 
b Employer', identification numlli' 1. ~. ~ " 1 Wagea. tiPS. OCher compenaatlon 2 Federal Income tax withheld 

c Employer's name, addreaa, and ZIP COde 3 Social security wages 4 Social security tax withheld 

5 Medicare wages and tips e Medicare tax withheld - 3.35" -------t:~==~2.l1':.:' ==~~:::::~2~.0~5:::" ===~-
7 Social security tips 8 Allocated tips 

-
d Employee', aoclal MCUrlty number II Advance Etc psyment 10 Dependent care benefits 

• Employee', name (firat, mlddle Initial, lut) 11 Nonquallfled plena 12 Benefits Included In box 1 

.................................................................... ~~----:-~~--+~-----~ 
13 See lnatra. for box 13 14 Other 

t Employee's add .... and ZIP COde 
1.15" ~t:~~ ~,:~,..3: ~3. SublOtll.. Deterred 

'" 1"'IIiW • ~ .\:J . • Imp. '~~5O:" 
18 Stili Employer'. state 1.0. No. 17 SIltI WIQII. IPI .• t 18 Statl Incoml tax 111 Locellty name 20 lOCll WIQII. aPi, "'. 21 lOClllrQ"nelU 

........ l. ...................................................................................................................... . 
I 

Cat. No. 101340 

~ W 2 Wage and Tax 1994 
i • Statement 

Department of the Treasury-!ntemal Revenue Service 

For P.perwork Reduction Act Notice, 
_ ..".rate tnl1ructlcn •• 

Copy A For Soc'" Securtty Admlnl.tr.tlon 

Do NOT Cut or Separate Forma on Thll Page 

..... 1 ... 1-----------7.5·----------~~ 

, 

... ~ .. ----------------- 8"------------------l.~ 

Notes: 

, 

1. Vertical measurements must be the same as the official 7" width form. 

2. The form identification number must consist of 222 in an OCR A font 
and placed in print positions 19-21 measuring from the left page edge 
with 10 print positions per inch. 

3. The Employer's Identification Number (EIN) may be preprinted 
anywhere in box b. 

4. The printer's EIN must be printed in the bottom margin of the face of 
each individual form of Copy A. 

5. The titles for all numbered boxes for federally-required entries must 
correspond to the official form. 

6. The ballot boxes must be 8-point boxes. 

7. The ballot boxes contained in box 15 and the "Void" box at the top of 
the form must be aligned exactly the same from the right rule of the 
form regardless of the width of the Form W-2 (Le., 7", 71J2", or 8"). 

~ 
15" 

1994-1 C.B. 703 



Exhibit D Form W-2 71ftl Width 
I .375" 
1·35" :Contr0l1~2-ber 1 .. 2222 .. IV~J !,~~,?"'d"U"Only. 

4.2" 
b Employer's Identillcation numt¥ .1' ~.1· " 

.1" 
1 WIgII. \lpI. OCher 00ITIpInIIII0n 2 Federli Income tax withheld 

c Employer', name. eddreu. and ZIP code 3 Soclalaecurtty wag .. 4 SocIal securtty tax withheld 

15 MedlcMt wagea and tips II Medlcere tax withheld 

... ------3.35"-------I~ .. ~~::.1!..:..8~5~·.::· ==::!~ .. !:::::==:J1~.8~"===:::! .. ~ 
7 Social aecurtty tips 8 Allocated tips 

d Employee's social securtty number " Advence EIC payment 10 Dependent care benefit. 

• Employee'S name (first. middle Initial. lasl) 11 Nonqullifled plens 12 Benefits Inctuded In box 1 

.................................................................... -i---------+-------~ 
13 See lnalra. for box 13 14 Other 

t Employee's addreas and ZIP code 

11 51111 Employer's state 1.0. No. 17 S1III WIQII ..... tic. 18 StIlt Income tax 18 Locality II1/I1I 20 Local WIQII. aPl.1CC. 21 lOClllnco"" tax 

........ l .............................................................................................. , ........................ . 
I 

Cal. No. 101340 

! W·2 :::r:::tTaX 1994 
Departmenl of the Treasury-lnlemal Revenue Service 

For Paperwork Reduction Ac1 Notice. 
_ Mpet8te InltructJonl. 

Copy A For Socl. Securfty AdmlniatretJon 

Do NOT Cut or Separate Forms on This Pale 

1IIII~---------7"---------.. ~1 

~4---------------------------------7.5·----------------------------------~: 

I 

704 1994-1 C.B. 

Notes: 1. Vertical measurements must be the same as the official 7· width form. 

2. The form identification number must consist of 2222 in an OCR A font 
and placed in print positions 19-22 measuring from the left page edge 
with 10 print positions per inch. 

3. The Employer's Identification Number (EIN) may be preprinted 
anywhere in box b. 

4. The printer's EIN must be printed in the bottom margin of the face of 
each individual form of Copy A. 

5: The titles for all numbered boxes for federally-required entries must 
correspond to the official form. 

6. The ballot boxes must be 8-point boxes. 

7. The ballot boxes contained in box 15 and the "Void" box at the top of 
the form must be aligned exactly the same from the right rule of the 
form regardless of the width of the Form W-2 (Le., 7", 7V2", or 8"). 



Exhibit E Form W-3 8 11 Width 

For Otftc ... UN Only ~ 

OMB No. 1046-0008 

.375· 

Military 943 1 WlgM. tIpt. other ccrnptnUtlon 2 Federal Income tax withheld 

o .15" 
3 Social MCurlty wag .. 4 Social MCurlty tax withheld 

5 Medicare wagel and tip. II Medicare tax withheld 

Social aecunty tip' 

1.7" 
" Advance ElC paymenta 

.................................................................... f-=--::--:::-:--:-----+:::-:::-:----:------:--I 
11 Nonquallfled plan. 12 Deferred compensation 

13 Adjusted total social MCurity wages and tips 

1'+----------7.S"-t:======================~ 
14 Adjusted total Medicare wages and tips 

15 Income tax withheld by third-party payer 

I Employer" atate 1.0. No. 

Under pena~l8S of perjury. I declere that I have examined this return and accompanying documents. and. to the best of my knowledge and behef, 
they are true. correct, and complete, 

Slgnature ~ Tltl. ~ Date ~ 

Telephone number ..1( __ -'--_______ _ 

Form W -3 Transmittal of Wage and Tax Statements 1994 Department 01 the T .. a",,'Y 
Intornal Rev."u. Servlc. 

14 a"-------------~ 

Notes: 1. Vertical measurements must be the same as the official 7" width form 
except the mark sense squares (Le., ballot boxes) in box b may be 
moved down to conform to a six line per inch spacing. 

2. The Form Identification Number must consist of 333 in an OCR A font 
and placed in print positions 20-22 measuring from the left page edge 
with 10 print positions per inch. 

3. The Employer's Identification Number (EIN) may be preprinted 
anywhere in box e. 

4. The printer'S EIN must be printed centered below the "signature" line. 

5. The titles for all numbered and lettered boxes must correspond to the 
official form. 

6. The ballot boxes must be a-point boxes. 

7. The ballot boxes contained in box b must be aligned exactly the same 
from the right rule of the form regardless of the width of the Form W-3 
(Le., 7", 7112", or a"). 

a. The words "Please return this entire page with Copy A of Forms W-2 to 
the Social Security Administration address for your State as listed 
below, II and the appropriate SSA addresses must appear on any 
substitute Form W-3 in the same position as on the official form. 

1994-1 C.B. 705 



Exhibit F Form W-3 71/211 Width 

Employer'. 

'or OffIcI. UN Only • 
OMI No. tll4e-OOOe 

.375" 

9<43 t Wagea. tlpt. OIlIer COI!1pInIIIlon 2 Federal Income tax withheld 

3 Social MCUrity wag .. 4 Social security tax withheld 

withheld 

• AdvlI1Ce EIC paymenta 10 Dependent care benefits 

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• +t':"':t---:":"NO-nq-U""::all:::-fled-:-:PIIlll----+::t::"2 -::o.=-':-""-ed":'"com-pen---sa-=t7:"lon--f 

address and ZIP code 

h Other EIN UIed this year 

I EmpIoyer'a atate 1.0. No. 

Under penaltlea of pefjury. I declare that I have examined this return and accompanying documents, and, to the beat 0' my knowledge and belie'. 
they are true, correct, and complete. 

Signature • TItle. Date. 

Telephone number ..... ( __ ..L-______ _ 

Form W -3 Transmittal of Wage and Tax Statements 1994 Department 01 tho Treasury 
Inletnal R.venue Service 

~ 7.5"--------------...... 

706 1994-1 C.B. 

Notes: 1. Vertical measurements must be the same as the official 7" width form 
except the mark sense squares (Le., ballot boxes) in box b may be 
moved down to conform to a six line per inch spacing. 

2. The Form Identification Number must consist of 3333 in an OCR A font 
and placed in print positions 19-22 measuring from the left page edge 
with 10 print positions per inch. 

3. The Employer's Identification Number (EIN) may be preprinted 
anywhere in box e. 

4. The printer's EIN must be printed centered below the "signature" line. 

5. The titles for all numbered and lettered boxes must correspond to the 
official form. 

6. The ballot boxes must be 8-point boxes. 

7. The ballot boxes contained in box b must be aligned exactly the same 
from the right rule of the form regardless of the width of the Form W-3 
(Le., 7", 7112", or 8"). 

8. The words "Please return this entire page with Copy A of Forms W-2 to 
the Social Security Administration address for your State as listed 
below,· and the appropriate SSA addresses must appear on any 
substitute Form W-3 in the same position as on the official form. 

.15" 



Exhibit G Form W-2 Box Layout 

• Conlrol number I 22222 I Void r For OffIcI.1 U •• Only • o OMB No. 1545-0008 

b Employer'. Identillcallon number 1 WIgII. ~ otIw' ~Ion 2 Fed ... Income lex wllhheld 

c Employer" neme, address, and ZIP code 3 Social MCUItty wagw 4 SocIal security lex withheld 

II Medlcenl wegea and Ups • Medlcenl lex wllhheld 

7 SocIal aecurtty Ups • Allocaled Ups 

d Employee', social security number II Advance EIC paymenl 10 Dependenl care benefits 

• Employee's neme (llral, middle In~laI, lUI) 11 Nonquallfled plans 12 Benefits Included In box 1 

........................................................................ 
13 See lnalra. for box 13 14 Other 

~e= o-Id hnIIon 

~ 
842 Subllltll DllIIItd 

0' "". ~ , Employee'. 8ddress and ZIP cod. 0 0 0 0 0" 
1. SIIII Employer' •• tal. 1.0. No. 17 .......... et. 1. StaIIIncomt tax 1. LocalIty _ 20 LdcII WIQII, IIpI. •• 21 LOCIIInComIIU 

........ l .............................. ................... .................. ............... .................... . ................. 
I 

Cat. No. 101340 Departmenl of the Treasury-tnlernal Revenue Service 

~ W· 2 ':t::':;~t Tax 1994 
Co~ A For Social SecurIty Admlnlatretlon 

Do NOT Cut or Separate Forms on This Pace 

For P.perwork Reduction Act NoUce, 
_ aeperet. Inl1ructlon •• 

1994-1 C.B. 707 



Exhibit H Form W-3 

708 1994-1 C.B. 

I 

b 
Kind 
of 
peyer 

o Total number 

I 

Employer" name 

Wigle, ~, 0IhIr cornpeneaIJa1 2 Fedn Income tax withheld 

a Social lICU~ty wagel 4 SocIal lICu~ty tax withheld 

II Medicare wig .. and UPI • MedlcMe tax withheld 

7 lICU~ty UPI I Allocated tips 

8 Adv~ EIC payrTMntI 10 Dependent care benellts 

................................................................... -J-:.:.~-~~---+-:-=--=-:---:--__ -.:---; 
11 Nonquallfled pllIlI 12 OellfTed compenlltlon 

13 AdJulted totallOClllllCU~ wag .. and tlPI 

14 Adjusted total Medicare wag .. and tips 

address and ZIP code 

Other EIN UI8d this year 111 Income tax withheld by third-party payer 

EmpIOyer'1 ltate 1.0. No. 

Under penalties 01 peljury, I declare that I have examined this retum and accompanying documents, and, to the beat 01 my knowledge and bellel, 
they are true, CXImICt, and complete. 

Signature ~ ntle ~ Date ~ 

TeI~~n~ ~(~ __ ~ __________________ _ 

Form W -3 Transmittal of Wage and Tax Statements 1994 Departmenl oIlIIe T' ..... ry 
Inlernal Revenul Servlcl 

Paperwork Reduction Act Notice 
We ask for the Information on this form to carry out the Internal 
Revenue laws of the United States. You are required to give us 
the Information. We need It to ensure that you are complying 
with these laws and to allow us to figure and collect the ~ght 
amount of tax. 

The time needed to complete and lIIe this form will vary 
depending on Individual circumstances. The estimated average 
time 18 27 minutes. If you have comments concerning the 
accuracy of this time estimate or suggestions for making this 
form more IImple, we would be happy to hear from you. You 
can write to both the Intemel Revenue Service, Attention: 
Reports Clearance Officer, PC:FP, Washington, DC 20224; and 
the OffIce of Mal\llgement and Budget, PaPerwork Reduction 
Project (1545-0008), Washington, DC 20503. 00 NOT send the 
form to either of these offices. Instead, see Where To File. 

Not.: Extra postage may be necessary If the report you send 
contains more than I few pages or If the envelope Is lerger than 
letter size. 

Items To Note 
Ching. To Filing Addr_.-8eglnnlng with 1994 tax year, all 
Forms W·2 and W·3 ~ncludlng forms for household ernployees) 
should be sent to the SocIal Security Administration's 
Wllkes·Bami Data Operations Center. See Wh .... To File for the 
complet. addr .... 

Ching. to Kind of PlY" Box.-The 9411941E box was retitled 
941 because Form 941E, Quarterly Retum of Withheld Federal 
Income Tax and Medicare Tax. Is obsolete for payments made 
after December 31, 1993. 

Ching. to Form.-The size of boxes c, d, and e changed. 

Information R.portIng Call 8It •• - The IRS operates a 
centralized call lite to answer questions about reporting on 
Forms W-3, W-2, 1099, and other Information retums. If you 
have questions related to reporting on Information retums, you 
may call (304) 263-8700 (not a toll-free number). 

Where To File 
Please send this entire page with Copy A of Forms W-2 to the 
Social Security Administration (SSA) at the following address: 

Social Security Administration 
Data Operations Center 
Wllkes-Bams, PA 18769 

General Instructions 
Purpose of Form.-Use this form to transmit Copy A of Form 
W-2. Keep page 2 (your Copy) and Copy D of Form W-2 for 
your records. 



Exhibit I Form W-2 (Copy B) 

• Control number I 10MB No. 1545-0008 
b Employer', IdentlnC8t1on number 1 WIQ8I. tIpI. other compenaaIlon 2 Federal Income We withheld 

o Employer', rwne. addr .... and ZIP code 3 SocIal MCUrity w8gea 4 SocIal lIIICurity tax withheld 

1 MedlC8re wages and tiP' 1 Medicare tax withheld 

7 Social lIIICurity tip' 1 AJI0C8ted tip' 

d Employee'. lOCIal lIIICurity number 0 Advane. EIC payment 10 Dependent C8re beneflls 

• Employee', name. addresa. and ZIP coda 11 Nonquatlfied plans 12 Benents Included In box 1 

13 See In.tra. for box 13 14 Other 

11 StltuIDIy DIcased PtnsIon Legal 942 Subtotal OII",ed cr- D O· IfTIp. compensation 
0 0 0 0 

10 51111 Employer's atate 1.0. No. H S1l1I wagI$. tips. lie. 18 Stal. Incomt tax 10 Locality name 20 LOCIl WIllIS. tips. ett. 21 Loalincomt tax 

........ l .............................. .................... .................. ..................... .................... . .................. 

I 
Department 01 the Treaau~nterneJ Revenue Service 

~ W 2 Wage and Tax 1994 
~ • Statement 

Thl. Information Is being fumlshed to the Internal Revenue Service. 

Copy B To Be FIled WIth EmplOYM', FEDERAL Tax Rltum 
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Exhibit J Form W·2 Alternative Employee Copies 
(Copy B, C, etc.) 

1 W ... lipa. othtt comptnlltlon 2 Feder.1 Ineome tax withheld 

3 Social HCurity wag.. " Social HCurlty tax withheld 

I Medlcar. wag" and llpa • Medlcar. tax withheld 

18 &III ErnpIoyIf'. StaltlD No. 17 Stili .1QIt. tlpa, 1tC. l' State Income tax l' Name 01 locality __ L________ _______ ________ _ ______ _ 20 Local Wigt., lipa, tic. 21 Local income lax 

I 

4 SocIaIlOCUIiIytaxwIthhoIcI 

• ModIcItt_IIICIUpo I_,taxwlthholcl 

l' Stilt I Em~·. Stat. 10 No. 11 Siltl .agel. lips. lie:. 

l' Stall IneotnI lu l' NIInI 01 Ioe&Illy 

20 LOCI! .... liPS, etc:. 21 local IrM:Omf Iu 

.. 
Vertical Format 

-------- --------

.. 
Horizontal Format 

NOTE: Exhibit J provides exam
ples of employee copies of Form 
W-2 only. Copy A, which Is sent 
to SSA, MUST conform to the 
dimensions In Exhibits A, C, and 
D. 
The core data boxes are 1 through 
6 and, if applicable, 16 through 21. 
The core data must be similarly 
positioned, exactly numbered, and 
exactly titled as shown for each for
mat. Other data may be placed in 
unoccupied areas based upon the 
employer's needs. Form identifica
tion may be placed before or after 
the core data. However, the employ
er's non-core elements may be 
positioned only between the sec
tions of core data. 



26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Sections 111, 216, 1381, 1385; 
1.111-1, 1.216-1, 1.1381-1, 1.1385-1.) 

Rev. Proc. 94-40 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance on the treatment of (1) real 
property tax refunds, and (2) patronage 
dividends from the National Consumer 
Cooperative Bank by cooperative hous
ing corporations and their tenant
stockholders within the meaning of 
§ 216 of the Internal Revenue Code, 

SEC, 2. BACKGROUND 

Section 216(a) allows tenant
stockholders to deduct amounts paid or 
accrued to a cooperative housing cor
poration within the taxable year to the 
extent that those amounts represent 
their proportionate share of the real 
estate taxes and interest allowable as a 
deduction to the corporation under 
§§ 164 and 163. Section 216(b)(1) pro
vides, among other requirements, that a 
cooperative housing corporation must 
derive at least 80 percent of its gross 
income for the taxable year from its 
tenant-stockholders. 

A cooperative housing corporation 
may receive a refund during the taxable 
year of real property taxes paid and 
deducted in a prior year or years. 
Similarly, a cooperative housing corpo
ration whose residential property is 
subject to a mortgage held by the 
National Consumer Cooperative Bank 
may receive a patronage dividend from 
the Bank during the taxable year which 
represents a partial refund to the corpo
ration of interest amounts paid and 
deducted by the corporation in a prior 
taxable year. In either case, the tenant
stockholders of the cooperative housing 
corporation generally paid and de
ducted their proportionate share of 
these amounts in a prior year under 
§ 216(a), 

The tax benefit rule requires tax
payers to include in gross income the 
recovery of amounts deducted in a 
prior taxable year that generated a tax 
benefit. Hillsboro National Bank v. 
Commissioner, 460 U.S. 370, 377-79 
(1983), 1983-1 CB. 50; Rev. Rul. 85-
186, 1985-2 CB. 84. The tax benefit 
rule is recognized, and limited in some 
respects, by § Ill. 

Section I 385(a)( I) generally requires 
taxpayers to include in gross income 

any patronage dividend received during 
the taxable year from an organization 
described in § 1381 (a), provided the 
patronage dividend is paid in money, 
by a qualified written notice of alloca
tion, or in other property (except a 
nonqualified written notice of alloca
tion). Title I, § 1 09(b)( I) of The 
National Consumer Cooperative Bank 
Act, 12 U,S.C § 3001 (1989), states 
that the National Consumer Coopera
tive Bank shall be treated as a corpora
tion operating on a cooperative basis 
within the meaning of § 1381 (a), 

SEC 3, SCOPE 

This revenue procedure applies to all 
cooperative housing corporations 
qualifying under § 216(b)(1). 

SEC 4. PROCEDURE 

.01 Treatment of Real Property 
Tax Refunds, 

(1) If a cooperative housing corpora
tion receives a refund of real property 
taxes that were paid and deducted in a 
prior year or years, the corporation 
must include the amount in its gross 
income for the year it is received under 
the tax benefit rule and § Ill. The 
amount included in gross income (in
cluding any interest on the tax refund) 
will be treated as income derived from 
tenant-stockholders for purposes of 
§ 216(b)(1 )(D) to the same extent that 
the original property tax payments were 
allocated to and paid by tenant
stockholders. The property tax refund 
will not be treated as income derived 
from tenant-stockholders to the extent 
it represents a refund of tax payments 
allocated to nontenant -stockholder in
come sources under § 1.216-1 (b) of the 
Income Tax Regulations. 

(2) In the year a cooperative housing 
corporation receives a refund of real 
property taxes subject to paragraph 
4,01 (1), tenant -stockholder deductions 
for real property taxes under § 216(a) 
must be reduced proportionately by the 
amount of the refund determined to be 
income derived from tenant-stock
holders, Tenant-stockholder deductions 
are reduced proportionately after the 
required allocation of real property 
taxes is made for the year of the 
recovery under § 1.216-1 (b) without 
taking into account the amount of the 
tax refund, 

.02 Treatment of Patronage 
Dividends. 

( I) If the mortgage on the residential 
property of a cooperative housing 
corporation is held by the National 
Consumer Cooperative Bank, a pa
tronage dividend received or accrued 
by the corporation from the Bank dur
ing the taxable year is includible in the 
gross income of the corporation under 
§ 1385. For purposes of § 216(b)
(1 )(D), the patronage dividend will be 
treated as income derived from tenant
stockholders to the same extent that the 
interest paid by the cooperative housing 
corporation to the Bank for the prior 
taxable year was allocated to and paid 
by the tenant-stockholders. The patron
age dividend will not be treated as 
income derived from tenant-stock
holders to the extent it represents 
mortgage interest payments to the Bank 
for the prior taxable year allocated to 
nontenant-stockholder income sources 
under § 1.216-1 (b). 

(2) In the year a cooperative housing 
corporation receives any cash portion 
of a patronage dividend described in 
paragraph 4.02(1), tenant-stockholder 
deductions for interest under § 216(a) 
must be reduced proportionately by the 
amount of the cash payment that is 
determined to be income derived from 
tenant-stockholders. Tenant-stockholder 
deductions are reduced proportionately 
after the required allocation for interest 
is made under § 1.216-1 (b) for the 
years the cooperative housing corpora
tion receives the cash portion of the 
patronage dividend without taking into 
account the amount of the cash 
payment. 

SEC 5, EFFECTIVE DATE 

This revenue procedure is effective 
for all open taxable years, 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Section 412.) 

Rev. Proc. 94-41 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to outline the procedures of the 
Internal Revenue Service with respect 
to applications for waivers of the 
minimum funding standard under either 
§ 412( d) of the Internal Revenue Code 
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or section 303 of the Employee Retire
ment Income Security Act of 1974 
(ERISA), Pub. L. 93-406, 1974-3 C.B. 
1, 41. 

SEC. 2. REQUESTS FOR WAIVERS OF 
THE MINIMUM FUNDING STANDARD 
FOR DEFINED BENEFIT PLANS 

.01 Submission.-Requests for 
waivers of the minimum funding stand
ard for defined benefit plans must be 
submitted to the Internal Revenue 
Service, Assistant Commissioner (EPI 
EO), Attention: CP:E:EP:A, P.O. Box 
14073, Ben Franklin Station, Wash
ington, D.C. 20044. The user fee 
required by Rev. Proc. 94-8, page 544, 
this Bulletin, or its successors, must be 
sent with such requests. 

.02 Necessary Procedural Docu
ments.-A request will not be consid
ered unless it complies with (1) 
through (5) below. 

(1) The request must be signed by 
the taxpayer maintaining the plan 
(hereinafter referred to as "applicant") 
or an authorized representative of the 
applicant who either must be identified 
in (a), (b), or (c) of subsection 9.02(11) 
of Rev. Proc. 94-4, page 458, this Bul
letin, or must be an enrolled actuary 
within the meaning of § 7701 (a)(35) of 
the Code. Where an authorized repre
sentative signs the request or will 
appear before the Service in connection 
with the request, a Form 2848, Power 
of Attorney and Declaration of Repre
sentative, must be submitted with the 
request. For multiemployer plans, the 
request must be made by the Board of 
Trustees (which shall be deemed to be 
the applicant) or by an authorized 
representative of the Board of Trustees. 
An individual is not an authorized 
representative of the applicant merely 
on account of being the administrator 
or trustee of the plan. 

(2) The request also must contain a 
declaration in the following form: 
"Under the penalties of perjury, I 
declare that I have examined this 
request, including accompanying docu
ments. and to the best of my knowl
edge and belief. the facts presented in 
support of the request are true, correct, 
and complete." This declaration must 
be signed by the applicant (e.g., an 
authorized officer of a corporation). 
The signature of an individual with a 
power of attorney will not suffice for 
the declaration. See section 9.02(13) of 
Rev. Proc. 94-4, supra, p. 473. 
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(3) Because a request for a waiver 
constitutes a request for a ruling, 
compliance with § 6110 of the Code is 
also required. Section 601.201 of the 
Statement of Procedural Rules sets 
forth the requirements applicable to 
requests for rulings and determination 
letters which are subject to § 6110. 
Section 601.21O(e) furnishes specific 
instructions to applicants. The applicant 
must also pay the user fee required by 
Rev. Proc. 94-8, page 544, this Bul
letin, or its successors. 

The applicant must provide with the 
request either a statement of proposed 
deletions and the statutory basis for 
each proposed deletion, or a statement 
that no information other than names, 
addresses, and taxpayer identifying 
numbers need be deleted. 

(4) The applicant must provide a 
copy of a written notification that an 
application for a waiver of the mini
mum funding standard under § 412(d) 
of the Code has been submitted to the 
Service. The original of the written 
notification must bear a signature by an 
appropriate officer of the applicant and 
must be in substantially the form set 
forth in the Model Notice found in the 
Appendix to this Revenue Procedure. 
The Service does not require the ap
plicant to furnish any information in 
addition to that required by the Model 
Notice in the Appendix to plan partici
pants, beneficiaries, alternate payees, or 
employee organizations as part of the 
waiver application process, but addi
tional information may, of course, be 
provided by the applicant pursuant to 
the collective bargaining process or 
otherwise. 

(5) The application must state that 
such notice was hand delivered or 
mailed to the last known address of 
each employee organization, partici
pant, beneficiary, and alternate payee 
(within the meaning of § 414(p)(8) of 
the Code) within 14 days prior to the 
date of the application. If the applicant 
makes a reasonable effort to carry out 
the provisions of this paragraph, failure 
of an employee organization, partici
pant, beneficiary, or alternate payee to 
receive the notice will not cause the 
applicant to fail the notice requirement. 
However, merely posting the notice on 
a bulletin board is not sufficient to 
satisfy this requirement. 

.03 Necessary Waiver Informa
tion.-The applicant must furnish ap
propriate evidence that the employer 
and all other entities included within 
the controlled group of which the 

employer is a member ar.e unable to 
satisfy the minimum fundmg standard 
for a plan year without temporary 
substantial business hardship and that 
application of the standard would. ~e 
adverse to the interest of plan partICI
pants in the aggregate. In the. case of a 
multi employer plan, the applIcant must 
furnish appropriate evidence that 10 
percent or more of the number of 
employers contributing to or under the 
plan are unable to satisfy the minimum 
funding standard for a plan year with
out substantial business hardship and 
that application of the standard would 
be adverse to the interest of plan 
participants in the aggregate. What 
constitutes appropriate evidence will 
depend on the facts and circumstances 
of each case. A response must be 
furnished for each of the subsections 
(a) through (f) below. In certain cases 
some of the material described in 
subsections (a) through (f) may be in
applicable, unavailable, inappropriate 
or burdensome to furnish. In such 
cases, the applicant should furnish a 
statement indicating why the material 
for a particular subsection is either 
inapplicable, unavailable, inappropriate 
or burdensome. 

(a) General facts concerning the 
employer. 

A brief statement should be sub
mitted concerning: (1) the history of 
the employer and its primary business; 
(2) the ownership of the employer and 
any recent or contemplated changes 
(such as acquisitions, mergers, discon
tinuances of operations) which might 
have a bearing on the employer's 
organization or financial condition; (3) 
whether the employer is aggregated 
with any other entity for purposes of 
§§ 414(b), (c), (m), or (0) of the Code; 
and (4) whether the plan is also 
maintained by employers described in 
(3) above or any other employers. 

(b) The financial condition of the 
employer. 

The annual financial report of the 
employer and all other entities included 
within the controlled group of which 
the employer is a member for each of 
the two fiscal years that commenced 
prior to any plan year for which a 
waiver is requested and the annual 
financial report for each fiscal year that 
commenced with or within each plan 
year for which a waiver is requested 
must be submitted. This submission 
must include at least the balance sheet, 
profit and loss statement, and notes to 
the financial statement. Recent interim 



financial reports, if available, should 
also be submitted along with an interim 
financial report covering the corre
sponding period for the previous year. 
If the employer submits financial re
ports to the Securities and Exchange 
Commission, these reports should be 
submitted for the same periods as the 
annual financial reports. Preferably, the 
financial report should include certified 
financial statements. If certified finan
cial statements have not been prepared, 
an uncertified report is acceptable. If 
neither certified nor uncertified reports 
are available, copies of the company's 
federal income tax returns, including 
all of the supporting schedules, must be 
submitted. (See also section 5.) 

(c) Nature and extent of the business 
hardship. An explanation of the nature 
and extent of the business hardship 
should include the following. 

(1) A discussion of the under! ying 
reasons which have led to the current 
situation (such as declining sales, unex
pected losses, labor disputes, etc.). 

(2) A statement concerning the pros
pects for recovery, including reasons 
why such recovery is likely. 

(3) A statement describing the ac
tions taken or planned to effect 
recovery. 

(4) A statement as to when and to 
what extent it is anticipated that 
required contributions to the plan can 
reasonably be expected to resume. 

The Service may request additional 
information, including items listed in 
§ 412(d)(2) of the Code. 

(d) Facts concerning the pension 
plan. For each pension plan for which a 
waiver is requested, the followmg 
information should be supplied. 

(1) The name of the plan, the plan's 
identification number, and file folder 
number (if any). 

(2) The date the plan was adopted. 
(3) The effective date of the plan. 
(4) The classes of employees cov-

ered. If the only participants are 
owners of the employer or relatives of 
owners, so state. 

(5) The number of employees 
covered. 

(6) A copy of the current plan 
document and the most recent summary 
plan description. 

(7) A brief description of .any plan 
amendments during the last five years 
which affect plan costs, including the 
approximate effect of each amendment 
on such costs. 

(8) The most recent actuarial report 
plus any available actuarial reports for 
the preceding two plan years. Also, if 
not shown in that report, the present 
value of accrued benefits, present value 
of vested benefits, and fair market 
value of assets (excluding contributions 
not yet paid). 

(9) How the plan is funded (i.e., 
trust fund, individual insurance pol
icies, etc.). 

(10) A list of the contributions actu
ally paid in each month, from the 
twenty-fourth month prior to the begin
ning of the plan year for which the 
waiver is requested through the date of 
the request and the plan year to which 
the contributions were applied, with the 
employee contributions and the em
ployer contributions listed separately. 

(11) The plan year for which the 
waiver is requested (e.g., 111/93-
12/31/93). 

(12) The approximate contribution 
required to meet the minimum funding 
standard and the approximate amount 
requested to be waived. For defined 
benefit plans, this amount should be 
determined by the plan's enrolled 
actuary. 

(13) A copy of the most recently 
completed Annual Return/Report of 
Employee Benefit Plan (Form 5500, 
Form 5500C, Form 5500K or Form 
5500R, as applicable) and in the case 
of a defined benefit plan, a copy of the 
corresponding Actuarial Information 
schedule (Schedule B of Form 5500). 

(14) Whether the plan is subject to 
Title IV of ERISA. 

(15) A copy of each ruling letter that 
waived the minimum funding standard 
during the last 15 plan years, a 
statement of the amount waived for 
each plan year, and a statement .of the 
outstanding balance of the amortlzatlO.n 
base for each waived funding defi
ciency. The outstanding balance o~ the 
amortization base for each waiver IS to 
be calculated as of the first day of the 
plan year for which a waiver is being 
requested. 

(e) Other pension, profit -sharing, or 
stock bonus plans. If the employer 
maintains more than one plan, an 
outline of the essential facts for each 
such plan should be submitted. This 
should include: 

(1) A brief description of the plan, 
including the name of the plan and its 
plan year. 

(2) The number of employees 
covered. 

(3) The classes of employees 
covered. 

(4) The approximate annual contri
bution required. 

(5) The amount of contributions that 
have been made, or are intended to be 
made, for any plan year of such other 
plan commencing in, or ending. in, t~e 
plan year for which the waiver IS 

requested. 
(6) A statement as to whether a 

waiver request is contemplated for the 
plan. 

(f) Other information. 
(1) Describe the nature of any mat

ters pertaining to the plan which are 
currently pending or about to be 
submitted to the Service, Department of 
Labor or the Pension Benefit Guaranty 
Corporation. 

(2) Furnish details of any existing 
arbitration, litigation, or court proce
dure which involves the plan. 

(3) Also state which Service District 
Office maintains files concerning the 
plan. 

(g) Although it is not required, a 
digest of certain information from the 
financial statements described in this 
section will facilitate the processing of 
a waiver request. For example, a digest 
could show for the applicable years: 

(1) current assets; 
(2) inventory included in current 

assets; 
(3) fixed assets; 
(4) other assets; 
(5) total assets; 
(6) current liabilities; 
(7) long-term liabilities; 
(8) other liabilities; 
(9) total liabilities; 
(10) working capital; 
(11) equity; 
(12) sales; 
(13) cost of sales; 
(14) gross profit; 
(15) other income and expense; 
(16) net profit before taxes; 
(17) income taxes; 
(18) net profit after taxes; and 
(19) for plans for which waivers are 

requested, pension costs ex
pensed in determining (16). 

.04 Number of Copies Required.
The applicant must furnish two copies 
of the necessary waiver information 
described in section 2.03, if the sum of 
the outstanding balances of any amor
tization bases established under 
§ 412(b)(2)(C) of the Code for waivers 
granted to the plan for any prior plan 
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years (calculated as of the first day of 
the plan year for which a new waiver is 
being requested) when added to the 
amount for which a waiver is currently 
being requested, equals or exceeds 
$1,000,000. 

SEC. 3. REQUEST FOR WAIVERS FOR 
DEFINED CONTRIBUTION PENSION 
PLANS 

.01 Background Information.
Section 3 of Rev. Rul. 78-223, 1978-1 
C.B. 125, requires that a defined 
contribution pension plan contain cer
tain provisions in order for a waiver to 
be granted. Where the applicant does 
not want to draft individually designed 
provisions to satisfy the requirements 
of section 3 of Rev. Rul. 78-223, the 
Service will provide sample plan 
amendment language that complies 
with such requirements. See subsection 
.02. However, a provision that satisfies 
section 3 of Rev. Rul. 78-223 does not 
necessarily satisfy the requirements of 
§ 401(a) of the Code. In order to 
provide maximum flexibility in obtain
ing a waiver for a defined contribution 
pension plan, three alternative proce
dures are provided in subsections .02, 
.03, and .04, in which a single request 
may cover either a waiver ruling only 
or a waiver ruling and a determination 
letter as to the status under § 40 I (a) of 
the Code. 

.02 Waiver Ruling Only/Without 
Submission of Plan Amendment.
Under this procedure, requests for 
waivers must be submitted to the 
Internal Revenue Service, Assistant 
Commissioner (EP/EO), Attention: 
CP:E:EP:A, P.O. Box 14073, Ben 
Franklin Station, Washington, D.C. 
20044. The applicant must satisfy the 
requirements of section 2 of this 
revenue procedure except those appli
cable only to defined benefit plans, e.g. 
section 2.03(d)(8). Any waiver ruling 
granted under this procedure will be 
accompanied by a plan amendment 
supplied by the Service which will, if 
adopted, satisfy section 3 of Rev. Rul. 
78-223. The waiver will be conditioned 
upon the plan being amended by 
adoption of that amendment, within a 
reasonable period of time, and will 
contain a caveat stating that the ruling 
is not a ruling as to the effect the plan 
provision may have on the qualified 
status of the plan. Upon receipt of that 
amendment, the applicant may (within 
60 days of date of the letter) request 
reconsideration of this waiver condition 
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if the amendment is inappropriate. 
Reconsideration may be requested by 
submitting a letter from the applicant 
(or authorized representative) to the 
above address. 

.03 Waiver Ruling Only/with Sub
mission of Plan Amendment.-Under 
this procedure, requests for waivers 
must be submitted to the Internal 
Revenue Service, Assistant Commis
sioner (EPIEO), Attention: CP:E:EP:A, 
P.O. Box 14073, Ben Franklin Station, 
Washington, D.C. 20044. The applicant 
must satisfy the requirements of section 
2 of this revenue procedure, except 
those applicable only to defined benefit 
plans, e.g. section 2.03(d)(8), and must 
include the plan provisions necessary to 
satisfy section 3 of Rev. Rul. 78-223. 
All waivers issued pursuant to this 
subsection will contain a caveat indica
ting that the ruling is not a ruling as to 
the effect any plan provision, submitted 
pursuant to the previous sentence, may 
have on the qualified status of the plan. 

.04 Waiver Ruling and Determina
tion Letter Request.-Under this proce
dure both the request for a waiver rul
ing and the request for a determination 
letter on the effect of any amendment 
necessary to satisfy section 3 of Rev. 
Rul. 78-223 must be submitted by the 
applicant to the National Office where 
it will be treated as if it had been 
submitted as a request for technical 
advice from the Key District Director. 

(a) The request that is submitted to 
the National Office must include the 
following: 

(1) The combined request must sat
isfy all the procedural requirements 
described in section 3.03 of this reve
nue procedure; 

(2) The submission must include a 
completed Form 5300 and all necessary 
documents, plan amendments, and in
formation required by the Form 5300 
and by this revenue procedure for 
approval of the plan amendments; 

(3) The request must indicate which 
Key District Office has audit jurisdic
tion over the return; and 

(4) The user fee for both the waiver 
request and the determination letter 
request must be contained in the 
submission to the National Office. 

(b) The procedures for notice and 
comment by interested parties, which 
are contained in sections 17, 18, and 
19, of Rev. Proc. 94-6, page 510, this 
Bulletin, or its successors, as well as 
the notice and comment procedures 
provided in section 2.02 of this Reve-

nue Procedure must be satisfied. Com
ments are to be forwarded to the Key 
District Office that is considering the 
determination letter request for the plan 
amendments. 

(c) The waiver request will be han
dled by the National Office as follows: 

(1) The waiver request and support
ing documents will be forwarded to the 
Actuarial Branch, CP:E:EP:A, which 
will treat the request as a technical ad
vice on the qualification issue with re
spect to the plan prOVISIOns necessary 
to satisfy section 3 of Rev. Rul. 78-
223. 

(2) The appropriate Key District Of
fice will be notified of the request. In 
order not to delay the processing of the 
request, all materials relating to the 
determination letter request will be sent 
by the National Office to the Key 
District Director for consideration 
while the technical advice request is 
completed. 

(3) The National Office will con
sider both issues. If a waiver is to be 
granted and if the National Office 
believes that qualification of the plan is 
not adversely affected by the plan 
amendment, a technical advice memo
randum will be issued to the Key 
District Director. The Key District 
Director must decide within 10 work
ing days from the date of the technical 
advice memorandum either to furnish 
the applicant with the technical advice 
memorandum and with a favorable 
advance determination letter, or to ask 
for reconsideration of the technical 
advice memorandum. This request must 
be in writing. An initial written notice 
of an intent to make this request may 
be submitted within 10 working days of 
the date of the technical advice memo
randum and followed by a written 
request within 30 working days from 
the date of such written notice. If the 
Key District Director does not ask for 
reconsideration of the technical advice 
memorandum within 10 working days, 
the Actuarial Branch will issue the 
waiver ruling. This ruling will not 
contain the caveat described in section 
3.02. 

SEC. 4. TIME WHEN APPROPRIATE 
TO REQUEST A WAIVER 

All waiver requests (for plans other 
than mUltiemployer plans) must be 
submitted no later than the 15th day of 
the 3rd month following the close of 
the plan year for which the waiver is 



requested. The Service can not extend 
this deadline. A request for a waiver 
with respect to a multiemployer plan 
generally must be submitted no later 
than the close of the plan year follow
ing the plan year for which the waiver 
is requested. 

In seeking a waiver with respect to a 
plan year which has not yet ended, the 
applicant may have difficulty in fur
nishing sufficient current evidence in 
support of the request. For this reason 
it is generally advised that a request 
not be submitted earlier than 180 days 
prior to the end of the plan year for 
which the waiver is requested. 

SEC. 5. GENERAL 

Employers who have difficulty in 
furnishing the information specified in 
this Revenue Procedure may call the 
Employee Plans taxpayer assistance 
number at (202) 622-6076 (not a toll
free number), or write the Actuarial 

Branch, CP:E:EP:A, Internal Revenue 
Service, 1111 Constitution Ave. N.W., 
Washington, D.C. 20224, for guidance. 
Additional information sent after the 
initial request should be sent to the 
Actuarial Branch. In appropriate in
stances, preliminary conferences may 
be afforded in addition to conferences 
available under Rev. Proc. 94-4, page 
458, this Bulletin. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
for all ruling requests received after 
June 27, 1994, the date of its publica
tion in the Internal Revenue Bulletin. 

SEC. 7. EFFECT ON OTHER REVENUE 
PROCEDURES 

Rev. Proc. 94-4, page 458, this 
Bulletin, is modified to the extent that 
this revenue procedure provides special 
procedures for issuing rulings with 

respect to requests for waivers of the 
minimum funding standard. 

Rev. Proc. 94-5, page 490, this Bul
letin, is modified to the extent that this 
revenue procedure provides special pro
cedures for furnishing technical advice 
to Key District Directors when both a 
request for a waiver of the minimum 
funding standard and a request for a 
determination letter have been submit
ted for a defined contribution plan. 

Rev. Proc. 94-6, page 510, this 
Bulletin, is modified to the extent that 
this revenue procedure provides special 
procedures to follow in issuing a 
determination letter for a defined con
tribution plan if a waiver of the 
minimum funding standard has been 
requested. 

Rev. Proc. 83-41, 1983-1 C.B. 775, 
Rev. Proc. 88-5, 1988-1 C.B. 587, and 
Rev. Proc. 88-29, 1988-1 C.B. 828, 
are superseded. 
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APPENDIX 

MODEL NOTICE OF FUNDING WAIVER APPLICATION 
TO EMPLOYEE ORGANIZATIONS (UNIONS), 

PARTICIPANTS, BENEFICIARIES, AND ALTERNATE PAYEES 

This notice is to inform you that an application for a waiver of the minimum funding standard under § 412(d) of the 
Internal Revenue Code (Code) and section 303 of the Employee Retirement Income Security Act of 1974 (ERISA) has been 
submitted by [INSERT PLAN SPONSOR'S NAME] to the Internal Revenue Service (Service) for the [INSERT PLAN NAME] for 
the plan year beginning [INSERT DATE]. 

Under § 412(f)(4)(B) of the Code and section 303(e)(2) of ERISA, the Service will consider any relevant information 
submitted concerning this application for a waiver of the minimum funding standard. You may send this information to the 
following address: 

Commissioner of Internal Revenue 

Attn: CP:E:EP:A:PA 

1111 Constitution Avenue, N.W. 

Washington, D.C. 20224 

Any such information should be submitted as soon as possible after you have received this notice. Due to the disclosure 
restrictions of § 6103 of the Code, the Service can not provide any information with respect to the waiver request itself. 

In accordance with section 104 of ERISA and section 2520.104b-1O of the Department of Labor Regulations (29 C.F.R. 
Part 2520), annual financial reports for this plan, which include employer contributions made to the plan and the 
accumulated funding deficiency for the plan for any plan year, are available for inspection at the Department of Labor in 
Washington, D.C. Copies of such reports may be obtained upon request and upon payment of copying costs from the 
following address: 

Public Disclosure Room 

Room N-5507 

Pension and Welfare Benefits Administration 

U.S. Department of Labor 

200 Constitution Avenue, N.W. 

Washington, D.C. 20210 

As required by section 104(b)(2) of ERISA, copies of the latest annual plan report are available for inspection at the 
principal office of the plan administrator, who is located at [INSERT ADDRESS]. Copies of the annual report may be obtained 
upon request and upon payment of a copying charge of [INSERT CHARGE] by writing to the plan administrator at the above 
address. 

The following information is provided pursuant to § 412(f)(4)(A) of the Code and section 303(e)(l) of ERISA: 

Present Value of Vested Benefits $ _____ _ 

Present Value of Benefits, calculated as though the plan terminated $ _____ _ 

Fair Market Value of Plan Assets $ _____ _ 

The above present values were calculated using an interest rate of [INSERT INTEREST RATE]. 

[SIGNATURE OF APPROPRIATE OFFICER OF THE PLAN SPONSOR] 

[INSERT NAME] 

[INSERT TiTlE] 
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26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, § 412.) 

Rev. Proc. 94-42 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to update and restate the 
procedure by which a plan sponsor or 
the authorized representative of the 
plan sponsor may file notice with and 
obtain approval from the Secretary of 
the Treasury for a retroactive plan 
amendment described in § 4l2(c)(8) of 
the Internal Revenue Code and section 
302(c)(8) of the Employee Retirement 
Income Security Act of 1974 (ERISA), 
Pub. L. 93-406, 1974-3 C.B. 40. This 
is also intended to prescribe rules for 
the approval of retroactive plan amend
ments in conformity with the holding 
in Nichols v. Asbestos Workers Local 
24 Pension Plan, 835 F. 2d 881 (D.C. 
Cir. 1987). 

SEC. 2. BACKGROUND INFORMATION 

.01 Statute-Section 412(c)(8) of the 
Code and section 302(c)(8) of ERISA 
provide that no amendment may be 
used to reduce the accrued benefits of 
any plan participant unless the Secre
tary of Labor either approves such 
amendment or fails to disapprove the 
amendment within 90 days after the 
date on which a notice of such 
amendment is filed with the Secretary. 

.02 Reorganization Plan-Reorgani
zation Plan No.4 of 1978, 1979-1 C.B. 
480, which became effective December 
31, 1978, transferred the function de
scribed in subsection ,01 to the Secre
tary of the Treasury. 

.03 Filing-The requirement for fil
ing a notice with the Secretary of 
Labor, described in § 412(c)(8) of the 
Code and section 302 of ERISA, will 
be satisfied by the submission of a 
request for approval pursuant to this 
revenue procedure, 

SEC. 3. REQUESTS FOR APPROVAL OF 
RETROACTIVE PLAN AMENDMENTS 

.01 Who May Submit-The request 
must be submitted by the taxpayer 
maintaining the plan (hereinafter re
ferred to as "applicant") or an author
ized representative of the applicant who 
either must be identified in (a), (b), or 
(c) of subsection 9,02(11) of Rev. Proc. 
94-4, page 458, this Bulletin, or must 

be an enrolled actuary within the 
meaning of § 7701(a)(35) of the Code. 
Where an authorized representative 
submits the request or will appear 
before the Service in connection with 
the request, a Form 2848, Power of 
Attorney and Declaration of Represent
ative, must be submitted with the 
request. For multiemployer plans, the 
request must be made by the Board of 
Trustees (which shall be deemed to be 
the applicant) or by an authorized 
representative of the Board of Trustees, 

,02 Where to Submit-The request 
must be submitted to the Internal 
Revenue Service, Assistant Commis
sioner (EP/EO), Attention: CP:E:EP:A, 
P.O. Box 14073, Ben Franklin Station, 
Washington, D.C. 20044. 

.03 When to Submit-The request 
must be submitted during the first plan 
year in which the amendment is to 
become effective or within two and a 
half months after the close of such year 
(or, in the case of a multiemployer plan 
within the meaning of § 414(f) of the 
Code, no later than two years after the 
close of such plan year). For purposes 
of determining if the request was 
timely filed, the date on which the 
request is mailed or hand delivered to 
the address shown in subsection ,02 
shall be treated as the date of 
submission, 

.04 Procedural Rules-The user fee 
required by Rev. Proc. 94-8, page 544, 
this Bulletin, or its successors, must be 
sent with any such request. Further
more, the request must be signed by 
the applicant in accordance with sec
tion 9.02(10) of Rev, Proc. 94-4, page 
458, this Bulletin, Since a request for 
approval of a retroactive plan amend
ment constitutes a request for a ruling, 
and since a ruling constitutes a written 
determination within the meaning of 
§ 6110 of the Code, compliance with 
§ 6110 of the Code is required for 
approval. 

Paragraphs (1) and (5) of section 
601.201(e) of the Statement of Pro
cedural Rules furnish specific instruc
tions to applicants for providing a 
required declaration and for complying 
with § 6110. Any request for approval 
must include both the required declara
tion, which must be signed by an of
ficer of the applicant who has personal 
knowledge of the facts, and a statement 
of proposed deletions for disclosure 
purposes, which must be signed by the 
applicant. The 90-day period described 
in § 412( c )(8) of the Code and section 
302(c)(8) of ERISA does not begin 

until all the information necessary to 
satisfy the requirements of this revenue 
procedure is received at the address 
shown in subsection .02, The National 
Office will advise the applicant of the 
date on which the 90-day period be
gins, The applicant must respond 
promptly if the applicant believes that a 
different date should be used. 

.05 What to Submit-In addition to 
submitting a copy of the plan amend
ment, the applicant must furnish evi
dence that the retroactive plan amend
ment is necessary because of a 
substantial business hardship, and that 
a waiver of the minimum funding 
standard under either § 412( d) of the 
Code or section 303 of ERISA is un
available or inadequate. What consti
tutes appropriate evidence will depend 
on the facts and circumstances of each 
case. Generally, such evidence should 
include the following: 

(a) Facts concerning the plan 
sponsor(s). 

A brief statement concerning the 
history of the plan sponsor(s), the 
primary business, the ownership, and 
any recent or contemplated changes 
(such as acquisition, merger, discontin
uance of operations) which might have 
a bearing on the plan sponsor(s)'s 
organization or financial condition. 

(1) The financial condition of the 
plan sponsor(s), 

The annual financial statements of 
all plan sponsors and the consolidated 
financial statement of all other entities 
included with each plan sponsor under 
§§ 414(b), (c), (m), or (0) of the Code, 
together with consolidating informa
tion, for each of the last four years 
must be submitted, along with forecasts 
of operations at least through the end 
of the fiscal year of the request. 
Interim financial statement(s) for the 
fiscal year of the request should also be 
submitted, if available. The financial 
statements must include at least the 
balance sheet and the profit and loss 
statement (the statement of operations) 
for each year. A copy of the most 
recent Form lO-K, if any, submitted to 
the Securities and Exchange Commis
sion should be included. Preferably, the 
financial statements should be certified. 
However, if certified financial state
ments have not been prepared, uncer
tified statements are acceptable. If 
neither is available, copies of the 
federal income tax returns of the plan 
sponsor and other entities described 
above, including all of the supporting 
schedules, should be submitted. 
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(2) Nature and extent of the business 
hardship. 

A discussion of the underlying rea
sons which have led to the current 
situation, including relevant informa
tion on whether: 

(i) the employer is operating at an 
economic loss; 

(ii) there is substantial unemploy
ment or underemployment in the trade 
or business and in the industry 
concerned; 

(iii) the sales and profits of the 
industry concerned are depressed or 
declining; and 

(iv) it is reasonable to expect that 
the plan will be continued only if the 
requested benefit reduction is granted, 
and that a waiver of the minimum 
funding requirement is either unavail
able or inadequate. 
A statement concerning the prospects 
for recovery, and the reasons why such 
recovery is or is not likely must also be 
submitted. 

(3) Need for the plan amendment. 
A discussion as to why and to what 

extent it is necessary to amend the plan 
retroactively. The discussion should 
include whether it is reasonable to 
expect that the plan will be continued 
without the amendment, and when any 
reduction in plan benefits resulting 
from the amendment might be restored. 

(4) Funding waiver inadequate or 
unavailable. 

A statement as to why a waiver of 
the minimum funding standard would 
be inadequate or unavailable. 

(5) Effect of the plan amendment. 
A statement from the plan's enrolled 

actuary in the case of a defined benefit 
plan, or the plan administrator in the 
case of any other plan, which provides 
an estimate of the annual reduction in 
the minimum funding requirement for 
the plan as a result of the amendment. 

(b) Facts concerning the pension 
plan. 

For the plan for which approval of a 
retroactive plan amendment is re
quested, the following information 
must be supplied: 

(1) The name of the plan and the 
plan's identification number. 

(2) The date the plan was adopted. 
(3) The effective date of the plan. 
(4) The classes of employees 

covered. 
(5) The number of employees 

covered. 
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(6) A copy of the current plan 
document and a copy of the most 
recent summary plan description. 

(7) A copy of the most recent 
determination letter issued to the plan. 

(8) A brief description of any plan 
amendments made during the last five 
years which affected plan costs, includ
ing the approximate effect of each 
amendment on such costs. 

(9) The most recent actuarial valua
tion report, plus any available actuarial 
reports for the preceding four plan 
years. 

(10) A description of how the plan 
is funded (i.e., trust fund, individual 
insurance policies, etc.). 

(11) A history of the contributions 
made to the plan for each of the last 
five plan years, with employee and 
employer contributions listed 
separately. 

(12) The approximate contribution 
required to meet the minimum funding 
standard. For defined benefit plans, this 
amount should be as determined by the 
plan's enrolled actuary. 

(13) A copy of the most recently 
completed Annual ReturnlReport of 
Employee Benefit Plan (Form 5500, 
Form 5500-C/R, or Form 5500EZ, as 
applicable). In the case of a defined 
benefit plan, a copy of the last three 
Schedules B, Actuarial Information, of 
Form 5500. 

(14) A copy of each ruling letter that 
waived the minimum funding standard 
during the last 15 plan years, and the 
outstanding balance of the amortization 
base for each waived funding 
deficiency. 

(c) Other Information. 
(I) A description of any matters 

pertaining to the plan which are cur
rently pending or about to be submitted 
to the IRS, the Department of Labor, or 
the Pension Benefit Guaranty 
Corporation. 

(2) Details of any existing litigation 
or court proceeding which involves the 
plan. 

(3) A statement of which IRS Key 
District Office maintains files concern
ing the plan. 

(d) Additional information as re
quested by the Service. 

If supplying any of the information 
described above is either inappropriate 
or burdensome, the applicant should 
furnish a statement of explanation. 

.06 General-Employers who have 
difficulty in furnishing the information 

specified in this revenue procedure may 
call the Employee Plans taxpayer as
sistance number at (202) 622-6076 (not 
a toll-free number), or write the Actu
arial Branch, CP:E:EP:A, Internal Rev
enue Service, IIII Constitution Ave. 
N.W., Washington, D.C. 20224, for 
guidance. Additional information sent 
after the initial request should be sent 
to the Actuarial Branch. In appropriate 
instances, preliminary conferences may 
be afforded in addition to conferences 
available under Rev. Proc. 94-4, page 
458, this Bulletin. 

SEC. 4. NOTICE TO EMPLOYEE 
ORGANIZATIONS, PARTICIPANTS, 
BENEFICIARIES, AND ALTERNATE 
PAYEES 

The applicant must provide a copy of 
a written notice which was signed by 
an appropriate officer of the applicant 
to each employee organization repre
senting employees covered by the 
affected plan, and to each participant, 
beneficiary, and alternate payee (within 
the meaning of § 414(p)(8) of the 
Code). 

The notice must include the 
following: 

(I) A statement that an application 
for approval of a retroactive plan 
amendment to reduce accrued benefits 
under § 412(c)(8) of the Code has been 
submitted to the Internal Revenue 
Service. 

(2) If a defined benefit plan, a 
statement of the fair market value of 
plan assets, a statement of the present 
value of vested benefits and the present 
value of benefits determined as though 
the plan terminated, both using the 
interest rate used for calculating current 
liability. 

(3) A description of the plan amend
ment and its effects, including the 
range in the reduction of accrued 
benefits of participants, beneficiaries, 
or alternate payees. 

(4) A statement that the application 
for approval of the amendment will be 
deemed approved unless the Service 
disapproves the amendment within 90 
days after the date on which a notice of 
such amendment is filed with the 
Service. 

(5) A statement that the Service will 
consider any relevant information sub
mitted, but that the information should 
be submitted within 30 calendar days 
from the date the notice is mailed or 
hand delivered. 



(6) The address of the Service to 
which information may be sent. 

(7) A statement that the Service will 
permit "interested persons" to partici
pate in the decision-making procedure 
by submitting written information and 
by making oral presentations at any 
meetings that the Service holds and to 
which it invites interested persons. 
However, the notice must state that it is 
solely within the discretion of the 
Service as to whether or not there will 
be meetings. 

(8) A statement that because of the 
disclosure restriction of § 6103 of the 
Code, the Service will not provide any 
information with respect to the 
application. 

(9) A statement that in accordance 
with section 104 of ERISA and section 
2520.1 04b-1 0 of the Department of 
Labor regulations (29 CFR Part 2520), 
a copy of the latest annual financial 
report as well as Schedule A (Insurance 
Information) and Schedule B (Actuarial 
Information) of the annual report Form 
5500 are available for free inspection 
and copying upon the payment of 
copying costs, from the following: 

(a) the principal office of the plan 
administrator and any other location as 
required under section 1 04(b )(2) of 
ERISA, and 

(b) Public Disclosure Room, Room 
N-5507, Pension and Welfare Benefits 
Administration, U.S. Department of 
Labor 200 Constitution Ave., N.W., 
Washington, D.C. 20210. 

(10) The cost of copying such items 
and a schedule of reasonable times and 
places where such items are available 
for inspection. 

The applicant must state that such 
notice was hand delivered or mailed to 
the last known address of the appropri
ate employee organization, participant, 
beneficiary, or alternate payee, specify
ing the date the notice was mailed or 
hand deli vered. 

If the applicant makes a reasonable 
effort to carry out the provisions of this 
subsection, failure of an employee 
organization, participant, beneficiary, or 
alternate payee to receive the notice 

will not cause the applicant to fail the 
notice requirement. However, merely 
posting the notice on a bulletin board is 
not sufficient to satisfy this require
ment. The appendix is a model notice 
to employee organizations, participants, 
beneficiaries, and alternate payees. 

SEC. 5. SUBMISSION OF 
INFORMATION BY EMPLOYEE 
ORGANIZATIONS, PARTICIPANTS, 
BENEFICIARIES, AND ALTERNATE 
PAYEES 

All relevant information submitted 
by or on behalf of an employee 
organization, participant, beneficiary, or 
alternate payee should be submitted in 
writing to the Commissioner of Internal 
Revenue, Attention: CP:E:EP:A, 1111 
Constitution Avenue, N.W., Wash
ington, D.C. 20224. 

Section 6103 of the Code prohibits 
the Service from disclosing return 
information with respect to any tax
payer. Accordingly, absent a disclosure 
waiver, the Service may not reveal any 
part of the contents of an application 
for approval of a retroactive plan 
amendment to any individual who 
wishes to submit relevant information 
concerning an application. 

SEC. 6. REQUESTS REGARDING PLAN 
QUALIFICATION 

This revenue procedure addresses 
only the question of whether a retroac
tive plan amendment satisfies the re
quirements of § 412(c)(8) of the Code 
and section 302(c)(8) of ERISA. Any 
such ruling under this revenue proce
dure approving an amendment will not 
be a determination as to the effect the 
plan amendment may have on the 
qualified status of the plan. 

SEC. 7. ADOPTION OF PLAN 
AMENDMENT 

In order for a plan amendment to 
reduce an accrued benefit retroactively 
to a date no earlier than the first day of 
the plan year to which it applies, it 

must be adopted no later than 21/2 
months after the close of that plan year. 

Under certain circumstances, such as 
when a request for approval of a retro
active plan amendment is filed less 
than 90 days before the deadline for 
the adoption of the amendment, a 
favorable ruling might not be issued 
until after the last day for such 
adoption. To assure the adoption of the 
amendment in a timely manner and to 
safeguard the qualified status of the 
plan, it is suggested that such amend
ment be adopted before the deadline 
contingent upon the issuance of a 
favorable ruling by the IRS, and, if a 
determination letter is also requested, 
contingent upon the issuance of a 
favorable determination. 

SEC. 8. TENTATIVE DISAPPROVAL 

If the Service is unable to approve or 
disapprove an application within the 
90-day period allowed under § 412(c)
(8) of the Code and section 302(c)(8) 
of ERISA because additional informa
tionis needed, or because a conference 
cannot be held within the 90-day 
period, or for other reasons, the Service 
may notify the applicant of a tentative 
disapproval. A tentative disapproval 
may be made without offering a con
ference to the applicant. The date of 
the tentative disapproval will start a 
new 90-day period. 

SEC. 9. EFFECTIVE DATE 

This revenue procedure is effective 
for all ruling requests received after 
June 27, 1994, the date of its publica
tion in the Internal Revenue Bulletin. 

SEC. 10. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 94-4, page 458, this 
Bulletin, is modified to the extent that 
this revenue procedure provides special 
procedures for issuing rulings with 
respect to requests for approval of a 
retroactive plan amendment. Rev. Proc. 
79-18, 1979-1 C.B. 525, and Rev. Rul. 
79-215, 1979-2 C.B. 190, are super
seded by this revenue procedure. 
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APPENDIX 

MODEL NOTICE TO EMPLOYEE ORGANIZATIONS, PARTICIPANTS, 
BENEFICIARIES, AND ALTERNATE PAYEES 

OF THE APPLICATION FOR APPROVAL OF A RETROACTIVE 
PLAN AMENDMENT TO REDUCE ACCRUED BENEFITS 

This notice is to inform you that an application for approval of a retroactive plan amendment to reduce accrued benefits 
under § 412(c)(8) of the Internal Revenue Code (Code) and section 302(c)(8) of the Employee Retirement Income Security 
Act of 1974 (ERISA) has been submitted by [INSERT PLAN SPONSOR'S NAME] to the Internal Revenue Service 
(Service) for the [INSERT PLAN NAME] for the plan year beginning [INSERT DATE]. The application will be deemed 
approved unless the Service disapproves it within 90 days after the date on which a notice of such amendment is filed with 
the Service. 

The Service will permit "interested persons" to participate in the decision-making procedure by submitting relevant 
written information and sometimes by making oral presentations at meetings. However, it is solely within the discretion of 
the Service as to whether or not there will be meetings. 

The relevant written information should be submitted within 30 calendar days from the date this notice is mailed or hand 
delivered. You may send such information to the following address: 

Commissioner of Internal Revenue 
Attn: CP:E:EP:A 
1111 Constitution Avenue, N.W. 
Washington, D.C. 20224 

Due to disclosure restrictions of § 6103 of the Code, the Service will not provide any information with respect to the 
application. 

In accordance with section 104 of ERISA and section 2520.104b-1O of the Department of Labor regulations (29 CFR Part 
2520), a copy of the latest annual financial report as well as Schedule B (Actuarial Information) of the annual report Form 
5500 are available for free inspection and copying upon the payment of copying costs, from the following: 

a. [INSERT ADDRESS OF PLAN ADMINISTRATOR] 

b. Public Disclosure Room 
Room N-5507 
Pension and Welfare Benefits Administration 
U.S. Department of Labor 
200 Constitution Avenue, N.W. 
Washington, D.C. 20210 

The charge by the plan administrator for copying such items is [INSERT COST PER PAGE] per page. These items are 
available for inspection from [INSERT TIME OF DAY] on [INSERT DAYS OF THE WEEK] at the following location(s): 

[GIVE COMPLETE ADDRESS(ES).] 

[GIVE A DESCRIPTION OF THE PLAN AMENDMENT AND ITS EFFECTS, INCLUDING THE RANGE IN THE 
REDUCTION OF ACCRUED BENEFITS OF PARTICIPANTS, BENEFICIARIES, OR ALTERNATE PAYEES.] 

The following information is provided concerning the extent to which the plan is funded. 
Present Value of Vested Benefits $ _____ _ 

Present Value of Benefits, calculated as though the plan terminated $ _____ _ 
Fair Market Value of Plan Assets $ _____ _ 

The above amounts were determined as of [INSERT DATE], and the present values were calculated by using an interest 
rate of [INSERT INTEREST RATE]. 

[NAME OF PLAN SPONSOR] 

[SIGNATURE OF APPROPRIATE OFFICER OF THE PLAN SPONSOR] 

[NAME OF OFFICER WHO SIGNED ABOVE] 

[TITLE OF OFFICER WHO SIGNED ABOVE] 
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Treasury Department No. 150-02 

Establishment of Certain Offices in 
the National Office of the Internal 
Revenue Service 

Dated: January 11, 1994. 
1. By the authority vested in the 

Secretary of the Treasury by 31 U.S.C. 
321(b), sections 7801(a), 7802 and 
7803 of the Internal Revenue Code of 
1986, and Reorganization Plan No. 1 of 
1952, pursuant to section 7804(a) of 
the Internal Revenue Code, all offices 
in the National Office of the Internal 
Revenue Service (IRS) shall continue 
uninterrupted, except that: 

a. The Chief Operations Officer 
position is abolished; 

b. The following new positions re
porting to the Commissioner through 
the Deputy Commissioner are estab
lished: Chief, Management and Admin
istration; Chief, Strategic Planning and 
Communications; Chief, Taxpayer 
Services; Chief Compliance Officer; 
and Chief, Headquarters Operations; 

c. The position of Assistant to the 
Commissioner (Taxpayer Ombudsman) 
is retitled Taxpayer Ombudsman; 

d. The position of Tax Systems 
Modernization Program Manager has 
expanded responsibilities and is retitled 
Modernization Executive reporting to 
the Commissioner through the Deputy 
Commissioner; and 

e. The following Assistant Commis
sioner positions are abolished: (Plan
ning and Research), (Finance), (Human 
Resources and Support), and (Returns 
Processing). 

2. The changes in paragraph 1, shall 
be implemented at an appropriate time 
or times as determined by the Commis
sioner of Internal Revenue. Effective 
immediately, the Commissioner of In
ternal Revenue is authorized to effect 
such transfers of functions, personnel, 
positions, equipment and funds as may 
be necessary to implement the provi
sions of this Order. 

3. Except for the specific positions 
and titles in paragraphs 4, through 15, 
of this Order, the Commissioner may 
create, abolish, or modify offices and 
positions within the IRS as ~~y be 
necessary to effectively and effIcIently 
administer the tax laws or other respon
sibilities assigned to the IRS. The 
authority of the Commis~ioner to 
create, abolish, or modIfy. offIces under 
this delegation is subject only to 
limitations that exist by law or Depart
ment of the Treasury rules and regula
tions, including Treasury Directive 21-
01, . 'Organizational Changes." 

4. Office of Commissioner of Inter
nal Revenue. The Office of the Com
missioner shall consist of the Com
missioner; Deputy Commissioner; 
Chief Financial Officer; Chief Infor
mation Officer; Chief, Management and 
Administration; Chief, Strategic Plan
ning and Communications; Chief, Tax
payer Services; Chief Compliance Of
ficer; Chief, Headquarters Operations; 
Chief Inspector; Taxpayer Ombudsman; 
Assistants to the Commissioner (except 
Legislative Liaison, Equal Opportunity, 
Quality, and Public Affairs); Assistant 
to the Deputy Commissioner; and 
Modernization Executive. 

5. Deputy Commissioner. The Dep
uty Commissioner is the highest career 
official in the IRS and has line 
authority over all IRS officials and 
operations, except the Chief Inspector. 
The Deputy Commissioner is respon
sible for the following activities. 

a. Assists and acts for the Commis
sioner in planning, directing, coordinat
ing and controlling the policies, pro
grams and other activities of the IRS. 

b. Assists the Commissioner in 
establishing tax administration policy 
and developing strategic issues and 
objectives as a basis for strategic 
management of the Service. 

c. Supervises the Chiefs in the Of
fice of the Commissioner (except Chief 
Inspector); Taxpayer Ombudsman; 
Modernization Executive; Assistants to 
the Commissioner (except Legislative 
Liaison, Public Affairs, Quality, and 
Equal Opportunity); Assistant to the 
Deputy Commissioner; and Regional 
Commissioners. 

6. Modernization Executive. The 
Modernization Executive advises the 
Commissioner and acts as the main IRS 
spokesperson on the IRS Business 
Vision and transition activities, includ
ing establishing prototype sites to test 
new organizational concepts and re
solving operational and strategic issues 
with cross-functional impact. The Mod
ernization Executive leads development 
of IRS policy on implementing. n.ew 
ways of doing business, establIshmg 
the strategic direction and providing a 
critical evaluation of integrated opera
tional and transition activities. 

7. Chief Compliance Officer. The 
Chief Compliance Officer is the princi
pal advisor to the Commissioner and 
Deputy Commissioner on policy and 
operational matters affecting com
pliance functions. The Chief Com
pliance Officer is responsible for the 
following activities. 

a. Serves as national spokesperson 
for the field compliance functions, 
which include: 

(I) Compliance research; 
(2) Delinquent accounts and returns; 
(3) Criminal tax fraud investigation; 
(4) Tax return examination; 
(5) Employee plans and exempt or

ganizations approval and examination; 
(6) Tax treaty administration; 
(7) Foreign tax administration assist

ance; and 
(8) Disclosure. 
b. Supervises the Assistant Commis

sioners (Collection), (Criminal Inves
tigation), (Employee Plans and Exempt 
Organizations), (Examination), and (In
ternational), and the Directors of: Re
search, and Statistics of Income. 

c. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, the Congress, other tax authorities 
and the public on field compliance 
operations and major cross-functional 
issues related to compliance. 

8. Chief, Taxpayer Services. The 
Chief, Taxpayer Services, is the princi
pal advisor to the Commissioner and 
Deputy Commissioner on policy and 
operational matters affecting taxpayer 
assistance, and tax return and document 
processing. The Chief, Taxpayer Serv
ices, is responsible for the following 
activities. 

a. Serves as national spokesperson 
for the field taxpayer services func
tions, which include: 

(1) Assisting taxpayers in complying 
with the tax laws; and 

(2) Processing tax returns and infor
mation documents. 

b. Supervises the Assistant Commis
sioner (Taxpayer Services) and the 
Directors for: Input Processing, and 
Case Processing. 

c. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, the Congress, other tax authorities 
and the public on field taxpayer serv
ices operations and major cross
functional issues related to taxpayer 
services. 

9. Chief Financial Officer. The 
Chief Financial Officer is the principal 
advisor to the Commissioner and Dep
uty Commissioner on Servicewide fi
nancial management and revenue ac
counting and is responsible for the 
following activities. 

a. Serves as the main IRS spokes
person on planning and managing fi
nancial resources, including formu
lating budgets and controlling their 

1994-1 C.B. 721 



execution; and accounting for revenue 
collected by the Service. 

b. Establishes practices, procedures, 
standards and controls for the Service's 
financial systems. 

c. Supervises the following Directors 
of: Budget, Accounting Standards and 
Systems, and Financial Management; 
and the Chief, Revenue Accounting. 

d. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, Congress, other tax authorities and 
the public on the management of 
financial resources, and major cross
functional issues related to financial 
management. 

10. Chief, Management and Admin
istration. The Chief, Management and 
Administration, is the principal advisor 
to the Commissioner and Deputy Com
missioner on Servicewide management 
of human resources and procurement 
and is responsible for the following 
activities. 

a. Serves as national spokesperson 
for the management of human re
sources and procurement, which in
clude: 

(1) Administering human resource 
policies; 

(2) Providing Servicewide guidance 
on facilities and logistical support; and 

(3) Contracting. 
b. Establishes practices, procedures, 

standards and controls for IRS human 
resource and procurement systems. 

c. Supervises the Assistant Commis
sioner (Procurement), the Assistant to 
the Commissioner (Equal Opportunity), 
and the Directors of: Human Re
sources, Training and Development, 
Facilities and Information Management 
Systems, and Analysis and Studies. 

d. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, Congress, other tax authorities, 
and the public on the management of 
human resources and procurement, and 
on major cross-functional issues related 
to management and administration. 

11. Chief Information Officer. The 
Chief Information Officer is the princi
pal advisor to the Commissioner and 
Deputy Commissioner on Servicewide 
information resources and technology 
management. The Chief Information 
Officer is responsible for the following 
activities. 

a. Serves as the main IRS spokes
person on the planning, developing, 
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and managing of information resources, 
including: 

(1) Strategic technology planning; 
(2) Data administration and privacy 

assurance; 
(3) Technology standards; and 
(4) Telecommunications. 
b. Establishes policies, practices, 

standards and controls affecting these 
functions and the development and 
acquisition of computer hardware and 
software. 

c. Provides the focus for technology 
management and plays as essential role 
in shaping and fostering a shared 
commitment to technology goals and 
programs. 

d. Supervises the Assistant Commis
sioners (Information Systems Develop
ment) and (Information Systems Man
agement), the Privacy Advocate, and 
the Systems Architects. 

e. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, the Congress, other tax au
thorities, and the public on Servicewide 
information resources and technology 
management and major cross-functional 
issues related to information systems. 

12. Chief, Strategic Planning and 
Communications. The Chief, Strategic 
Planning and Communications, is the 
principal advisor to the Commissioner 
and Deputy Commissioner on Serv
icewide planning and internal and 
external communications and is respon
sible for the following activities. 

a. Serves as national spokesperson 
for the planning and communications 
functions, which include: 

(1) Administrating the Strategic 
Management System; and 

(2) Developing communications 
strategies and mechanisms for internal 
and external stakeholders. 

b. Supervises the following Assist
ants to the Commissioner: (Public 
Affairs), (Quality) and (Legislative Li
aison); the Directors of: Tax Forms and 
Publications, and Planning; and the 
Chief, Publishing Services. 

c. Represents IRS, as designated by 
the Commissioner or Deputy Commis
sioner, to other executive branch agen
cies, Congress, other tax authorities, 
and the public on Servicewide strategic 
management, communications and ma
jor cross-functional issues related to 
planning and communications. 

13. Chief, Headquarters Operations. 
The Chief, Headquarters Operations, 

advises the Commissioner and Deputy 
Commissioner on all aspects of manag
ing IRS headquarters operations and is 
responsible for program management 
for headquarters support and services, 
human resources, financial operations, 
budget formulation and execution, au
tomated data processing activities, 
equal opportunity, diversity, ethics, and 
internal communications. 

14. Chief Inspector. The Chief In
spector shall, to ensure objectivity and 
integrity, report directly to the 
Commissioner. 

15. Chief Counsel. The Office of the 
Chief Counsel is an office within the 
Department of the Treasury Legal 
Division. The Chief Counsel, pursuant 
to delegated authority from the General 
Counsel of the Treasury, is authorized 
to take necessary action on certain 
personnel and administrative matters 
pertaining to the Office of the Chief 
Counsel, including but not limited to 
those for the appointment, classifica
tion, promotion, demotion, reassign
ment, transfer or separation of officers 
or employees; however, all personnel 
and administrative matters concerning 
Senior Executive Service or managers, 
management officials and supervisory 
employees (Grades 13 and above) in 
the Offices of Associate Chief Counsel 
(International), (Domestic), and 
(Employee Benefits and Exempt Orga
nizations), whose primary duties do not 
involve litigation, and the Office of the 
National Director of Appeals, shall be 
approved by the Commissioner of In
ternal Revenue prior to implementation. 

a. The National Director of Appeals 
is supervised by the Chief Counsel. 
The Commissioner of Internal Revenue 
exercises line supervision over the 
Chief Counsel for this function. 

b. The Commissioner of Internal 
Revenue shall exercise the final au
thority of the IRS concerning substan
tive interpretation of the tax laws as 
reflected in legislative and regulatory 
proposals, revenue rulings, letter rulings, 
and technical advice memoranda. 

16. Cancellation. This Order super
sedes Treasury Order 150-02, "Estab
lishment of Certain Offices in the 
National Office of the Internal Revenue 
Service," dated October 4, 1991. 

Lloyd Bentsen, 
Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
January 19. 1994, 8:45 a.m., and published in 
the issue of the Federal Register for January 
20, 1994, 59 F.R. 3158) 
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Notice of Proposed Rulemaking 

Notice of Proposed Rulemaking 

Consolidated Groups and Controlled 
Groups-Intercompany Transactions 
and Related Rules 

CO-11-91 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document proposes 
regulations revising the intercompany 
transaction system of the consolidated 
return regulations to more clearly re
flect consolidated taxable income. The 
proposed regulations also revise the 
regulations under section 267(f), limit
ing losses and deductions from compar
able transactions between members of a 
controlled group. Amendments to other 
related regulations are also proposed in 
this document. 

DATES: Comments must be received 
by July 18, 1994. Because the proposed 
regulations affect a broad range of 
transactions, two public hearings will 
be held. A preliminary hearing to 
respond to general comments and ques
tions by speakers will be held on May 
4, 1994, beginning at 10:00 a.m., and a 
second hearing to receive comments 
will be held on August 8, 1994, be
ginning at 10:00 a.m. Requests to 
speak at the first hearing must be 
received by April 20, 1994. Outlines of 
topics to be discussed at the second 
hearing must be received by July 18, 
1994. See the notice of public hearings 
on proposed rulemaking published else
where in *** [Notice 94-49, page 358, 
this Bulletin). 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (CO-II-91), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (CO-II-91), 
Room 5228, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, DC. The first public hearing 
will be held in Room 2615 of the 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington DC. 
The second public hearing will be held 
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in the Internal Revenue Building Au
ditorium, Seventh Floor, 7400 Corridor, 
Internal Revenue Service Building, 
1111 Constitution Avenue, NW, Wash
ington DC. 

SUPPLEMENTARY INFORMATION: 

A. Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1980 (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, DC 20503, with copies to 
the Internal Revenue Service, Attn: IRS 
Reports Clearance Officer, PC:FP, 
Washington, DC 20224. 

The collections of information are 
found in §§1.l502-13 (e)(3), (f)(5)(v), 
and (j)(5). This information is required 
by the IRS to comply with section 
1502 and the regulations thereunder, 
and to simplify the operation of the 
proposed regulations. This information 
will be used to assure that the amount, 
location, timing, character, source, and 
other attributes of intercompany items 
and corresponding items are properly 
determined. The respondents are mem
bers of consolidated groups. 

The estimated total annual reporting 
burden is 2,500 hours. 

The estimated annual reporting bur
den per respondent is .50 hours. 

The estimated number of respondents 
is 5,000. 

The estimated annual frequency of 
responses is once per year, if 
necessary. 

B. Background 

This document proposes amendments 
to the regulations under section 1502 of 
the Internal Revenue Code of 1986 
(Code) that are applicable to transac
tions between members of a consoli
dated group (intercompany transac
tions). Sections 1.1502-13, 1.1502-
In, 1.1502-14, 1.1502-14T, and 
1.1502-31 contain most of the rules of 

the current intercompany transaction 
system. Amendments are also proposed 
to related regulations, including the 
regulations under section 267(f), which 
are applicable to transactions between 
members of a controlled group. 

The current consolidated return reg
ulations use a deferred sale approach 
that treats the members of a group as 
separate entities for some purposes and 
as a single entity for other purposes. In 
general, the amount, location, charac
ter, and source of items from an inter
company transaction are determined as 
if separate returns were filed (separate 
entity treatment), but the timing of 
items is determined more like the 
timing that would apply if the partici
pants were divisions of a single corpo
ration (single entity treatment). 

For a discussion of the issues consid
ered in developing the proposed regula
tions, see the notice of hearings on the 
proposed regulations that appears else
where in *** [Notice 94-49, page 358, 
this Bulletin]. The topics discussed in 
the notice of hearings include: 

1. Separate and single entity 
treatment. 

2. Location of items within the 
group (and alternative comprehensive 
single entity treatment). 

3. Mechanical rules. 
4. Matching and acceleration rules 

(including nonrecognition transactions, 
subgroups, and possible simplifying 
rules). 

5. Stock of members. 
6. Obligations of members. 
No inference is intended by the pro

posed regulations as to the operation of 
the current regulations or other rules. 

C. Explanation of proposed 
intercompany transaction rules 

I. In general 

The purpose of the proposed inter
company transaction regulations is to 
clearly reflect the taxable income (and 
tax liability) of the group as a whole 
by preventing intercompany transac
tions from creating, accelerating, avoid
ing, or deferring consolidated taxable 
income (or consolidated tax liability). 

The proposed regulations retain the 
basic approach of the current regula
tions by accounting for intercompany 
transactions through a deferred sale 



system. The principal focus of single 
entity treatment under the current reg
ulations is on the timing of items from 
intercompany transactions. The pro
posed regulations expand this focus by 
redetermining the character, source, 
and other attributes of the items on a 
single entity basis. Only the amount 
and location of items remain on a 
separate entity basis. 

The proposed regulations eliminate 
many inconsistent combinations of sin
gle and separate entity treatment under 
the current regulations that lead to 
inappropriate results. Nevertheless, the 
rules of the proposed regulations reflect 
the basic principles underlying the 
current regulations. Accordingly, the 
results of most common intercompany 
transactions are not affected by the 
proposed regulations even though the 
analysis is changed. 

The proposed regulations replace the 
mechanical rules of the current regula
tions with a matching rule and an 
acceleration rule. These rules apply 
uniformly to "period" transactions 
(e.g., payment of currently deducted 
interest), sales of property and perform
ance of capitalized services, and trans
actions involving the stock or obliga
tions of members. Because the pro
posed regulations generally unify the 
rules for all intercompany transactions, 
many of the distinctions drawn by the 
current regulations between intercom
pany transactions, deferred intercom
pany transactions, and transactions in
volving stock or obligations of 
members, are eliminated as no longer 
necessary. 

The proposed regulations include 
numerous examples, but the first few 
examples under the matching and ac
celeration rules provide the guidance 
necessary for most common intercom
pany transactions. Additional examples 
illustrate the application of the pro
posed rules to less common trans
actions. 

The proposed regulations are a 
method of accounting to the extent they 
determine the timing of items. An item 
taken into account under these rules 
can be deferred, disallowed, or elimi
nated under other applicable law. 

A group's ability to change its 
manner of applying the final intercom
pany transaction regulations will be 
subject to the generally applicable rules 
for accounting method changes. 
Whether a change in method will be 
applied with an adjustment under sec-

tion 481 (a) or applied on a cut-off 
approach will be determined by the 
IRS. See also "Proposed effective 
dates," discussed at F. of this preamble 
for the application of the final inter
company transaction regulations on a 
cut-off basis. 

2. Definitions: intercompany 
transaction, intercompany item, and 
corresponding item 

In general, an intercompany transac
tion is a transaction between corpora
tions that are members of the same 
consolidated group immediately after 
the transaction. The proposed regula
tions provide further guidance largely 
through examples. S is the member 
transferring property or providing serv
ices, and B is the member receiving the 
property or services. 

Each party to an intercompany trans
action can have items of income, gain, 
deduction, and loss from the transac
tion (or from property acquired in the 
transaction). S' s items are referred to 
as intercompany items and B' s items 
are referred to as corresponding items. 
These items are generally iaken into 
account under the matching and accel
eration rules. 

For most transactions, S' s intercom
pany items and B' s corresponding 
items are their items from the inter
company transaction (or from property 
acquired in the intercompany transac
tion) determined on a separate entity 
basis. Issues arise under the current 
regulations regarding the effect of 
certain costs and expenses on the 
determination of intercompany items 
and corresponding items. For example, 
if S performs services for B, the extent 
to which S' s costs are included in 
determining its intercompany income 
may not always be clear. The proposed 
regulations retain the approach of the 
current regulations by providing guid
ance largely through examples. 

The proposed regulations also con
tinue the current approach of treating 
certain amounts as S' s intercompany 
items even though S has not yet 
recognized or incurred them under its 
own method of accounting. Thus, in 
certain situations the rules can acceler
ate as well as defer intercompany 
items. S generally is not required, 
however, to take into account amounts 
that it will never recognize under its 
method of accounting merely to match 
B's corresponding items. Additional 
adjustments are made to the extent 

necessary to clearly retlect the group's 
income, including treating certain basis 
adjustments under the Code as items 
required to be taken into account. 

The matching rule of the proposed 
regulations generally focuses on B to 
redetermine the time S' s intercompany 
items are taken into account. This 
approach is similar to the approach of 
the current regulations for deferred 
intercompany transactions. However, 
the matching rule applies to a wider 
range of transactions, and the roles of 
the parties might vary. For example, a 
single business arrangement may be 
composed of related transactions, with 
one member being S for one transac
tion and B for another. The proposed 
regulations require each transaction to 
be separately analyzed, and provide 
examples to identify which member is 
B and which is S in a transaction. 

The roles of the parties might also 
vary over time. For example, if two 
members engage in an interest rate 
notional principal contract, the member 
that is obligated to make the net 
payment in each period under the 
contract will vary depending on 
changes in interest rates. Because the 
net payment for each period is treated 
as a separate transaction, a member 
may be B in one period (as the payor) 
and S in another period (as the payee). 

3. Matching rule 

Under the proposed regulations, the 
matching rule is the principal rule for 
redetermining the timing and attributes 
of S' s intercompany items and B' s 
corresponding items on a single entity 
basis. In general, S' s intercompany 
items and B' s corresponding items are 
taken into account to produce the same 
effect on consolidated taxable income 
as if Sand B were divisions of a single 
corporation. 

For purposes of treating Sand B as 
divisions under the matching rule, S 
and B are treated as engaging in their 
actual transaction and owning any 
actual property in the transaction, oper
ating separate trades or businesses, and 
having any special status (e.g., as a 
bank or insurance company) that they 
have under the Code. 

In addition to timing, the matching 
rule conforms the character and other 
attributes of S' s intercompany items 
and B's corresponding items. For ex
ample, S might sell investment property 
to B. and B might hold the property for 
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sale to customers in the ordinary course 
of business. Sand B redetermine the 
attributes of their intercompany items 
and corresponding items to produce the 
same effect on consolidated taxable 
income as if they were divisions of a 
single corporation. Thus, the redeter
mination of character is based on the 
activities of both Sand B and may 
require both S' s items and B' s items to 
be ordinary or capital. Because the 
attributes are redetermined by treating 
Sand B as divisions, the matching rule 
also generally aggregates the holding 
periods of Sand B with respect to 
property transferred in an intercompany 
transaction. 

For each consolidated return year, 
the matching rule requires S to take 
into account its intercompany items to 
reflect the difference between the cor
responding items B takes into account 
and B's recomputed items (the corre
sponding items B would have taken 
into account if Sand B were divisions 
of a single corporation). Comparing B' s 
corresponding items and its recomputed 
items ordinarily will not be difficult. 

For example, if S sells property with 
a $70 basis to B for $100, and B later 
resells the property to a nonmember for 
$90, S' s $30 gain is not taken into 
account until the resale. At that time, 
S's gain is taken into account to reflect 
the $30 difference between the $10 loss 
B takes into account and the recom
puted $20 gain B would take into ac
count if B had succeeded to S's $70 
basis in a transfer between divisions of 
a single corporation. The character of 
S's $30 gain and B's $10 loss (and 
their holding period for the property) 
are redetermined by taking into account 
the activities of both Sand B with 
respect to the property. 

Treatment as divisions of a single 
corporation applies only to Sand B as 
the parties to the intercompany transac
tion. The activities of other members 
are generally not taken into account. 
Moreover, because treatment as divi
sions is solely for purposes of taking 
into account items from intercompany 
transactions, the treatment generally 
does not affect determinations by Sand 
B with respect to items or holding 
periods in other transactions. 

The matching rule continues the 
trend of recent amendments to the 
intercompany transaction system by 
reducing the reliance on particular 
events and transactions to take items 
into account. Compare current 
§ 1.1502-13(1) with current § 1.1502-
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13(d) through (f). Because the match
ing rule focuses on B' s items, if S sells 
land to B at a gain and B transfers the 
land outside the group in an exchange 
to which section 1031 applies, S' s gain 
is not taken into account under the 
matching rule, even though the prop
erty is disposed of outside the group, if 
there is no difference between B' s 
actual and recomputed items resulting 
from the exchange. Instead, S' s gain 
remains deferred and is taken into 
account based on B' s items with 
respect to the replacement property. 

The current regulations redetermine 
timing on a single entity basis, but 
generally determine character on a 
separate entity basis. This dual ap
proach may result in conflicts because 
timing and character cannot always be 
separately analyzed under the Code. 
The current regulations only partially 
resolve these conflicts. See, e.g., 
§§1.1502-13(c)(4)(ii) and (d)(3) (the 
character of S' s deferred gain or loss 
taken into account as a result of B' s 
depreciation is redetermined), and 
1.1502-13(m)(1) (S is treated as dis
posing of property at the same time and 
in the same manner as B disposes of 
the property outside the group). 

The proposed regulations generally 
eliminate potential conflicts between 
timing and character by redetermining 
both the timing and the attributes of 
items on a single entity basis. This 
approach eliminates the need for the 
special rules under the current regula
tions. For example, if S sells deprecia
ble property to B at a gain, B depreci
ates the property for a period, and B 
then resells it to a nonmember, no spe
cial rules are needed to redetermine the 
recapture income of S or B. Instead, 
the recapture income is redetermined as 
if Sand B were divisions of a single 
corporation. This prevents the inter
company transaction from affecting 
consolidated taxable income, but pre
serves the location of each member's 
items. Redetermining attributes on a 
single entity basis is not expected to 
affect most intercompany transactions. 

Preserving the location of S's items, 
but redetermining their attributes on a 
single entity basis, may in certain cases 
require S' s intercompany income or 
gain to be treated as excluded from 
gross income (or its intercompany 
deductions or losses to be treated as 
noncapital, nondeductible amounts). 
For example, if S has intercompany 
interest income from B, but B's corre
sponding interest deduction is dis-

allowed under section 265, S's inter
company income must be excluded 
from gross income. 

This approach prevents an intercom
pany transaction from having an effect 
on consolidated taxable income, but 
preserves the location of items for 
stock basis and earnings and profits 
adjustments under §§ 1.1502-32 and 
1.1502-33. However, because of ad
ministrability concerns, S' s intercom
pany income or gain generally can be 
treated as excluded from gross income 
only if B' s corresponding item is a 
deduction or loss that, in the taxable 
year the item is taken into account, is 
permanently disallowed directly under 
another provision of the Code or 
regulations. 

Because it has the same effect as a 
deduction or loss that is permanently 
disallowed, exclusion is also permitted 
if B has a corresponding loss that is 
not recognized under section 311. For 
example, if S has property with a $70 
basis and sells it to B for $100, and the 
property is subsequently distributed to 
a nonmember when it has a value of 
$90, B' s $10 loss is not recognized 
under section 311 (a). B' s distribution 
results in all of S' s $30 gain being 
taken into account, but $10 of the gain 
is excluded from gross income. Addi
tional corresponding items that permit 
S's intercompany income or gain to be 
excluded from gross income may be 
identified by the Commissioner in 
future guidance, to the extent consistent 
with administrability concerns. 

Under the proposed regulations, the 
special asset basis rules of current 
§1.1502-31(a) are not needed. These 
rules originally were adopted to con
trast with the intercompany transaction 
system applicable to pre-1966 consoli
dated return years. They are now 
encompassed by the general approach 
of the proposed regulations to use the 
provisions of the Code where possible. 
Consequently, the special asset basis 
rules were not included in recently 
proposed revisions to § 1.1502-31. See 
CO-30-92 [1992-2 C.B. 627]. 

4. Acceleration rule 

The acceleration rule takes items into 
account immediately to the extent that 
they cannot be taken into account 
under the matching rule to produce the 
effect of treating Sand B as divisions 
of a single corporation. The effect 
cannot be produced to the extent either 
the matching rule will not fully account 



for the items from an intercompany 
transaction in consolidated taxable in
come, or the intercompany transaction 
will be reflected by a nonmember. 

For example, if S or B becomes a 
nonmember, any remaining intercom
pany items and corresponding items 
can no longer be matched in the deter
mination of consolidated taxable in
come. Moreover, S or B would reflect 
the intercompany transaction as a non
member. The intercompany items are 
therefore taken into account immedi
ately before S or B becomes a non
member. 

Similar results would be required if 
B purchases property from Sand 
transfers it to a partnership in a 
transaction to which section 721 ap
plies (or to nonmember corporation in 
a transaction to which section 351 
applies), because the partnership re
flects the intercompany transaction by 
succeeding to B' s cost basis in the 
property. If Sand B had been divisions 
of a single corporation, S' s transfer to 
B generally could not have created a 
cost basis to be reflected by the 
partnership in the property. The accel
eration rule requires S to take its 
intercompany items into account imme
diately before the event rendering 
single entity treatment impossible. (If B 
had disposed of the property in an 
exchange with a nonmember to which 
section 1031 applies, the intercompany 
items would not be taken into account 
under the acceleration rule because the 
nonmember would not succeed to B' s 
cost basis.) 

In limited circumstances, the acceler
ation rule will apply without the 
occurrence of an event separate from 
the intercompany transaction. This 
might occur if S' s gain or loss from the 
sale of property to B exceeds the effect 
of the intercompany transaction on the 
basis of the property. For example, if B 
owns a building that is destroyed by 
fire and B uses its insurance proceeds 
to buy a replacement building from S, 
S's gain or loss will not conform to B's 
basis in the building because B' s basis 
is determined under section 1033. If the 
amount of S's gain or loss exceeds the 
effect of the intercompany sale on the 
building's basis, S's gain or loss will 
not be fully taken into account under 
the matching rule because there will 
not be a sufficient difference between 
the corresponding items B takes into 
account and its recomputed items. Con
sequently, the acceleration rule applies 
at the time of the intercompany sale to 

take the excess amount into account. 
S's gain or loss is accelerated because 
it is not possible to treat Sand B as 
divisions of a single corporation, and 
acceleration is the only administrable 
alternative. 

The acceleration rule has two provi
sions for determining the attributes of 
S's intercompany items. For intercom
pany transactions involving property, 
the attributes are redetermined under 
the principles of the matching rule by 
deeming B to resell the property to a 
nonmember affiliate (a transaction 
comparable to S's intercompany trans
action). Thus, the attributes of S's 
intercompany items reflect B' s ac
tivities with respect to the property. For 
example, if S was an investor in land 
sold to B, and B holds the land for sale 
to customers in the ordinary course of 
business at the time B becomes a non
member, S's gain or loss taken into 
account under the acceleration rule may 
be ordinary. Because B is deemed to 
sell to a nonmember affiliate, any rules 
applicable to related party transactions 
apply to determines the attributes of 
S's items. See, e.g., section 1239 
(relating to depreciable property). 

For intercompany transactions in
volving services or rentals, or other 
nonproperty transactions, the attributes 
of S's accelerated items are determined 
on a separate entity basis. For example, 
if S performs services that are cap
italized by B, there is no deemed sale 
by B for purposes of determining the 
attributes of S' s items. Instead, S' s 
accelerated items remain ordinary items 
from its performance of services. The 
proposed regulations do not deem a 
sale to occur because S did not engage 
in a property transaction and B may 
never engage in the sale or exchange of 
property that would require S's items 
to be recharacterized as items from a 
property transaction. 

Like the current regulations, and 
consistent with the treatment under the 
intercompany transaction system of a 
consolidated group as a single entity, 
the proposed regulations do not accel
erate items if the entire consolidated 
group is acquired by another consoli
dated group. 

5. Simplifying rules 

a. Inventory 

The current regulations generally 
treat intercompany transactions involv
ing inventory like intercompany trans-

actions involving other property. But 
see §§1.l502-13(f)(l)(iv) and (viii) (a 
deferred amount attributable to stock in 
trade or inventory is taken into account 
as the result of a separate return year 
or a value write-down), and 1.1502-18 
(special inventory adjustment). 

The proposed regulations continue to 
generally treat inventory transactions 
like other intercompany transactions. 
However, if SorB uses a dollar-value 
LIFO method of inventory accounting, 
the matching rule might be unad
ministrabIe because dollar-value LIFO 
measures aggregate inventory changes 
in terms of base-year dollars, and does 
not separately identify the items from 
particular transactions. For example, B 
is not able to determine when corre
sponding items with respect to each 
separate intercompany transaction are 
taken into account because of the 
substitution of inventory units and costs 
within the dollar-value LIFO method. 

Intercompany inventory transactions 
are typically routine transactions that 
occur in the normal course of business. 
Applying the matching and acceleration 
rules to dollar-value LIFO methods 
may be burdensome because of the 
potential for numerous additional com
putations and the inconsistencies with 
financial reporting of intercompany 
transactions. For example, S may com
pute intercompany inventory income 
and corresponding elimination for fi
nancial reporting purposes using a 
FIFO cost-flow assumption even 
though Sand B use dollar-value LIFO 
for Federal income tax purposes. 

To simplify the matching computa
tions, the proposed regulations permit S 
or B to use any reasonable method to 
take into account their items from 
intercompany inventory transactions. 
However, adjustments are required if 
the cumulative amount of intercompany 
items not taken into account by Sunder 
the method used significantly exceeds 
the cumulative amount that would not 
be taken into account by Sunder 
methods specifically provided in the 
proposed regulations. For example, a 
group may be able to use its current 
accounting methods or develop other 
simplified methods. However, the use 
of a FIFO cost-flow assumption could 
result in deferral that significantly 
exceeds the deferral that would be 
achieved under a LIFO cost-flow as
sumption. If a method is expected to be 
reasonable, but in fact produces a 
significant cumulative excessive defer
ral in any year, S must take into 

1994-1 C.B. 727 



account an amount for that year which 
will eliminate the excess and make 
appropriate adjustments thereafter to 
reflect the amount taken into account. 

The proposed regulations specifically 
provide an "increment averaging 
method" and an "increment valuation 
method." Under the increment averag
ing method, B determines the portion 
of its total inventory costs for the 
current year that are included in a layer 
of increment under its LIFO inventory 
method, and S defers a comparable 
portion of its intercompany inventory 
items from sales to B for the year. B 
computes the ratio of current-year costs 
of its layer of increment over total 
inventory costs incurred for the year. 
B's current-year costs are computed in 
a manner consistent with its method for 
valuing LIFO increments (e.g., earliest, 
latest, or average costs). If B uses a 
simplified method to allocate section 
263A costs to inventory and does not 
allocate additional section 263A costs 
to specific items of LIFO inventory, B 
may compute the portion of its costs 
included in an increment without in
cluding section 263A costs in either the 
total costs or the costs included in a 
layer. B must compute its costs sepa
rately for each LIFO pool that receives 
intercompany purchases, and if more 
than one selling member transfers 
inventory into that pool in intercom
pany transactions, each selling member 
must take into account a comparable 
portion of its intercompany items. 

To the extent S defers its intercom
pany inventory items under the incre
ment averaging method, S layers the 
items based on the corresponding 
layers of B' s costs. S takes the deferred 
items into account under the matching 
rule as B takes into account its cor
responding layers through subsequent 
decrements. 

The increment valuation method is 
similar to the increment averaging 
method. Under the increment valuation 
method, a ratio is determined based on 
the current-year costs of the layer of 
increment over the total costs incurred 
in the appropriate period used to value 
the increment. The appropriate period 
is the period of B' s year used to 
determine current-year costs. This ratio 
is applied to S' s intercompany inven
tory items computed with respect to 
intercompany inventory sales during 
the appropriate period. For example, if 
B determines current-year costs by 
reference to its earliest costs, and only 
the inventory costs incurred in B' s first 
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inventory tum are included for this 
purpose, the appropriate period is the 
period of B' s year that includes its first 
inventory tum. 

S determines the amount of its total 
intercompany inventory items for a 
year under any reasonable method for 
allocating its inventory costs to inter
company transactions. If S uses a 
dollar-value LIFO inventory method 
and a decrement occurs for the year, S 
must reasonably take into account the 
costs of prior layers of increment. For 
example, S may compute its intercom
pany inventory income using its most 
recent costs incurred if S has an 
increment for the year and S uses the 
earliest acquisitions cost method to 
value increments. Similarly, S may use 
an average of its costs incurred during 
the year if S uses this method to value 
increments or if S does not experience 
a sigriificant increment or decrement 
for the year. 

The current regulations determine 
whether inventory is disposed of out
side the group by reference to B' s 
method of inventory identification (e.g., 
FIFO, LIFO, or specific identification). 
Because the current regulations require 
B to consider the effect of its use of 
dollar-value LIFO, it is not anticipated 
that the proposed regulations will result 
in a significant change. Taxpayers can 
continue to use their current methods 
after the final intercompany transac
tions regulations apply if the current 
methods are reasonable. 

b. Reserve accounting 

Reserve accounting is permitted only 
for special status members, and it is 
inappropriate to apply some aspects of 
reserve accounting on a single entity 

. basis (e.g., where both parties to an 
intercompany transaction do not have 
the same special status). To the extent 
that reserve accounting should apply to 
intercompany transactions, the neces
sary adjustments to produce single 
entity results may be complex. 

The proposed regulations provide 
that a member's addition to, or reduc
tion of, a reserve for bad debts that is 
maintained under section 585 or 593 is 
generally taken into account on a 
separate entity basis. But see "Obliga
tions of members," discussed at C.7. of 
this preamble (special rules for reserve 
deductions with respect to intercom
pany obligations). Similarly, if a mem
ber provides insurance to another mem
ber in an intercompany transaction, the 

transaction is taken into account by 
both members on a separate entity 
basis. 

c. Elections 

Section 1.1502-13( c )(3) of the cur
rent regulations provides that a group 
may elect with the consent of the 
Commissioner not to defer intercom
pany gain or loss from deferred inter
company transactions with respect to 
all or any classes of property. See also 
Rev. Proc. 82-36, 1982-1 C.B. 490 (a 
checklist and guidelines for requests 
under §1.1502-13(c)(3». 

The proposed regulations continue to 
permit groups to request that items 
from intercompany transactions (other 
than transactions with respect to stock 
or obligations of members), be taken 
into account on a separate entity basis 
rather than under the intercompany 
transaction system. Any election under 
current § 1.1502-13( c )(3) will remain in 
effect. As under current law, an elec
tion to take items into account on a 
separate entity basis does not apply for 
purposes of taking losses into account 
under section 267(f). 

Current § 1.1502-13(f)(3) provides 
that the IRS may enter into a closing 
agreement with a group required to 
divest itself of a member by order of 
law. The closing agreement generally 
allows the group to take into account 
deferred gain or loss as if it had not 
disposed of the member (but not over 
more than 10 years). Closing agree
ments generally will not be entered into 
where the divestiture is occasioned by 
an acquisition after August 31, 1966. 
Consequently, this provision is elimi
nated under the proposed regulations as 
deadwood . 

Current § 1.1502-13(j) provides that 
the IRS may enter into a closing 
agreement providing special treatment 
for public utilities. The proposed reg
ulations also eliminate this provision as 
deadwood, because a request for a 
closing agreement must have been 
made on or before November 15, 1966. 

Any groups currently subject to a 
closing agreement under a deadwood 
provision eliminated by the proposed 
regulations will remain subject to the 
terms of the closing agreement. 

6. Stock of members 

Sections 1.1502-14 and 1.1502-
31 (b) of the current regulations provide 



special rules for distributions and other 
transactions with respect to stock of 
members. These stock rules combine 
single and separate entity treatment. 

The current regulations eliminate 
intercompany dividends from the gross 
income of the distributee. Section 301 
distributions (whether or not dividends) 
first reduce the distributee member's 
basis in the distributing member's stock 
to zero, and then create an excess loss 
account in the stock. 

If appreciated property is distributed 
in a distribution to which section 301 
applies, the current regulations provide 
that the distributing member recognizes 
gain under section 311 that is deferred 
and taken into account in the same 
manner as if it were recognized in a 
deferred intercompany transaction. The 
distributee's basis in the property re
ceived is generally its fair market 
value. 

No special rules are provided under 
the current regulations for reorganiza
tion transactions and transactions to 
which section 355 applies. 

Liquidating distributions are gov
erned by either section 331 or 332 as to 
the distributee, and section 336 or 337 
as to the distributing member. Under 
§1.l502-34, the stock ownership of all 
members is aggregated to determine 
whether section 332 applies to the 
distributee. Under section 337(c), how
ever, the ownership is not aggregated 
to determine whether section 337 ap
plies to the distributing member. Gain 
or loss recognized by the distributing 
member under section 336 is deferred 
under the current regulations and taken 
into account as if it were recognized in 
an intercompany transaction. If the 
distributee member would recognize 
gain or loss from the liquidation under 
section 331, the distributee's gain or 
loss is limited under the current regula
tions, but preserved by determining the 
distributee's basis in the distributed 
property by reference to the distribu
tee's basis in the stock surrendered. 

Other recent consolidated return reg
ulation projects address aspects of 
intercompany distributions and other 
transactions with respect to stock of 
members. See, e.g., § 1. 1502-80(b ) 
(non-applicability of section 304 to 
transactions between members), pro
posed § 1.1502-80( c) (deferral of sec
tion 165(g», and proposed § 1.1502-
80( d) (replacing current § 1.1502-
14(a)(2), and providing for the non
applicability of section 301 (c )(3) to 
transfers between members). 

The proposed regulations generally 
apply the rules of the Code and the 
matching and acceleration rules to 
transactions with respect to stock of 
members. For example, if S sells to B 
the stock of another member (T) at a 
gain, S' s gain is taken into account 
under the matching and acceleration 
rules. 

The proposed regulations provide 
that intercompany distributions are gen
erally not included in the gross income 
of the distributee member. However, 
this exclusion applies to a distribution 
from a subsidiary only to the extent 
there is a corresponding negative ad
justment reflected under § 1.1502-32 in 
the distributee's basis in the distribut
ing member's stock. By conditioning 
the exclusion on a negative adjustment, 
the concerns with dividend stripping 
transactions illustrated by current 
§ 1.1502-32(k) are minimized. Inter
company distributions are taken into 
account for all Federal income tax 
purposes when the members become 
entitled to them (generally the record 
date) or, if earlier, when they are taken 
into account under the Code (e.g., 
under section 305(c». 

Excluding intercompany dividends 
from gross income is intended to have 
the same effect as eliminating them 
under the current regulations, but it 
conforms to the terminology generally 
used under the Code. For example, the 
holdings in Revenue Ruling 72-230, 
1972-1 C.B. 209 (the effect of divi
dend elimination on the source of 
dividends paid for purposes of section 
861(a)(2» and Revenue Ruling 79-60, 
1979-1 C.B. 211 (the effect of divi
dend elimination on personal holding 
company status), and the application of 
section 1059, are not affected. 

The matching and acceleration rules 
apply to the distributing member's gain 
under section 311 (b) from intercom
pany distributions of property. The 
proposed regulations provide that the 
distributing member's loss from an 
intercompany distribution of property is 
also recognized under the principles of 
section 311 (b) and is taken into ac
count under the matching and accelera
tion rules. In effect, intercompany 
distributions are equated with intercom
pany sales. 

The recognition of loss from dis
tributions applies only to intercompany 
distributions. For example, S' sloss 
from distributing property to B is 
recognized, but S' s loss from distribut
ing the property to a nonmember is not 

recognized. Under the matching rule, a 
buying member's nonrecognition of 
loss from the distribution of property to 
a nonmember may result in prior inter
company gain (or loss) from the 
property being recharacterized as ex
c�uded from gross income (or as a 
noncapital, nondeductible amount). For 
example, if S sells property to B at a 
loss, and B later distributes it to a 
nonmember at no gain or loss, S' s 
intercompany loss is recharacterized as 
a noncapital, nondeductible amount. In 
effect, a group is treated as a single 
entity with respect to the nonrecogni
tion of loss under section 311 on 
distributions to nonmembers. 

The proposed regulations provide 
special rules to minimize the effect on 
consolidated taxable income of boot in 
intercompany reorganizations. Boot re
ceived by a member as a shareholder in 
an intercompany reorganization is 
treated as received in a separate trans
action. Thus, consolidated taxable in
come is generally the same whether the 
boot is distributed as part of the 
reorganization, before it, or after it. 

The proposed boot rules do not apply 
to a reorganization if any participant 
becomes a member or becomes a non
member as part of the same plan or 
arrangement. The proposed rules do not 
reflect any decisions about boot re
ceived in other reorganizations such as 
those involving unrelated corporations 
or affiliated corporations filing separate 
returns. The tax results of reorganiza
tions straddling consolidation remain 
under study because of the significant 
differences between boot transferred 
between members of a consolidated 
group and boot transferred between 
separate return corporations. 

The proposed regulations provide 
that if a member acquires its own stock 
in an intercompany transaction, its 
basis in that stock is treated as 
eliminated for purposes of taking inter
company items into account with re
spect to the stock. Thus, if S distributes 
B stock to B, S's gain or loss from the 
distribution is taken into account imme
diately to reflect the elimination of 
basis. Compare Gen. Coun. Mem. 
39,608 (March 5, 1987) (S's gain from 
the distribution of B stock to B is 
deferred until, for example, B sold the 
same shares to a nonmember). On the 
other hand, if S transfers to B the stock 
of T, and B subsequently transfers the 
stock to T in exchange for new T stock 
in a recapitalization to which section 
368(a)(l )(E) applies, S' s intercompany 
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gain or loss remains deferred and is 
taken into account by reference to the 
replacement stock. See "Successor cor
porations and property," discussed at 
C.9. of this preamble. 

Under the current regulations, inter
company gain or loss from transferring 
the stock of a member is taken into 
account when that member liquidates 
under section 332. For example, if S 
sells all of the stock of T to B at a 
gain, and T later liquidates in an 
unrelated transaction to which section 
332 applies, S' s gain is taken into 
account. If the basis of T's assets 
conformed to the basis of its stock 
before S' s sale, S' s gain from the T 
stock will be duplicated by gain that 
the group later recognizes from the 
former T assets (because B succeeds to 
T's basis in the assets). 

The proposed regulations provide 
relief from this duplication in limited 
circumstances. Under the first rule, if 
section 332 applies to T's liquidation 
and B transfers substantially all of T's 
assets to a new member (new T), the 
transfer to new T is treated as pursuant 
to the same plan or arrangement as the 
liquidation and S' s gain generally will 
not be taken into account. Instead, S' s 
gain is taken into account by reference 
to the stock of new T. New T must be 
formed and the relief elected by the 
group within specified time periods. 
Similar principles apply if B' s basis in 
the T stock is eliminated in a transac
tion comparable to the section 332 liq
uidation (e.g .. a downstream merger). 

Under the second rule, if T's liquida
tion is deemed to occur under section 
338(h)(lO) as a result of a qualified 
stock purchase of T, B is treated, 
subject to certain limitations, as recog
nizing any loss or deduction it would 
recognize (determined after adjusting 
stock basis under §1.1502-32) if sec
tion 331 applied to the deemed liquida
tion. In effect, S' s income or gain is 
offset by B' s deduction or loss in 
determining consolidated taxable in
come (although Sand B must take into 
account their separate items). Similar 
principles apply if T transfers all of its 
assets to a nonmember and completely 
liquidates in a transaction comparable 
to a section 338(h)(lO) transaction. 

The third rule applies if member 
stock is transferred in an intercompany 
transaction and subsequently distributed 
in a second intercompany transaction to 
which section 355 applies. S's gain or 
loss might otherwise be taken into 
account under the proposed regulations 
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because the basis adjustments to the T 
stock under section 358 may result in 
an inability to match the T stock basis 
with S's gain. Relief is provided by 
permitting the group to elect to treat 
B's distribution as subject to sections 
301 and 311 rather than section 355, so 
that matching with S's gain remains 
possible. This prevents S's gain from 
being taken into account immediately if 
matching remains possible, but B' s 
gain or loss from its distribution will 
also be taken into account under the 
matching and acceleration rules. 

7. Obligations of members 

Current § 1.1502-13 provides that the 
general rules for intercompany transac
tions apply to the payment of interest 
and premium on intercompany obliga
tions. Current § 1.1502-14( d) provides 
for the deferral of a member's gain or 
loss from the disposition of another 
member's obligation. Similar rules ap
ply to a member's deduction for the 
worthlessness of an obligation and the 
deduction for an addition to a reserve 
for bad debts with respect to an 
obligation. 

If a member's obligation is trans
ferred to a nonmember (or the holding 
member becomes a nonmember), the 
deferred amount is generally taken into 
account ratably over the remaining 
term of the obligation. In effect, the 
deferred amount is reflected in consoli
dated taxable income under rules simi
lar to the rules that existed under the 
Code in 1966 for original issue dis
count or amortizable bond premium. If 
the obligation remains within the 
group, the deferred amount is generally 
not taken into account until the obliga
tion is redeemed. Thus, the gains and 
losses of the members with respect to 
the obligation generally offset each 
other in determining consolidated tax
able income. 

Section 108(e)(4) adopts a limited 
single entity approach by treating the 
acquisition of debt by a person related 
to the debtor as comparable to the 
debtor's acquisition of its own debt. 
The regulations implementing section 
1 08( e)( 4) include some circumstances 
in which the holder of the debt be
comes a person related to the debtor. 

Under the proposed regulations, the 
matching and acceleration rules apply 
to intercompany obligations. An obliga
tion is defined to include securities 
described in section 475(c)(2)(D) and 
(E), and comparable securities with 

respect to commodities. For example, 
an interest rate notional principal con
tract between members is an obligation 
between the counterparties. An obliga
tion is an intercompany obligation 
during the period its parties are 
members. 

The proposed regulations continue to 
treat each payment or accrual of 
interest (and each payment or accrual 
of premium) on an intercompany debt 
as a separate intercompany transaction, 
and the income is matched with the 
deduction. Similarly, each periodic and 
non periodic payment with respect to an 
intercompany notional principal con
tract is a separate intercompany 
transaction. 

Special rules are proposed for two 
categories of transactions: (1) transac
tions in which an intercompany obliga
tion becomes a nonintercompany obli
gation (or remains an intercompany 
obligation but gain or loss is realized 
with respect to it); and (2) transactions 
in which a nonintercompany obligation 
becomes an intercompany obligation. In 
both categories, an obligation is gener
ally deemed to be satisfied and, if it 
remains outstanding, reissued. There 
are, however, significant differences as 
to how the transactions are deemed to 
occur. 

Under the first category, if S holds a 
note of B with a $100 basis and stated 
redemption price at maturity, and S 
sells the note to a nonmember for $75, 
B is treated as satisfying its obligation 
to S for $75 immediately before S's 
sale, and issuing a new note directly to 
the nonmember for $75 with a $100 
stated redemption price at maturity. 
The proposed regulations match both 
the timing and the attributes of S's 
items and B' s items resulting from the 
deemed satisfaction. Similar principles 
apply if the note is transferred by S to 
another member in an intercompany 
transaction, the note is marked to 
market under section 475, or if S or B 
becomes a nonmember (i.e., the note is 
deemed to be satisfied by Band 
reissued). Similar principles also apply 
if the obligation is a notional principal 
contract or other nondebt intercompany 
obligation. 

The effect on consolidated taxable 
income for transactions in the first 
category is similar to the effect under 
current §1.1502-14(d). In both cases, 
reflection of the net gain or loss on 
consolidated taxable income is deferred 
in a manner consistent with time value 
of money principles. Under the pro-



posed regulations, however, if S sells 
B's obligation to a nonmember at a 
loss, S' s loss and B' s gain from the 
deemed satisfaction are taken into 
account immediately and offset each 
other, and the discount from the 
deemed reissuance is taken into ac
count over time by B (as the issuer) 
rather than by S. This approach more 
accurately adjusts the stock basis of S 
and B each year, and is closer to the 
results under common law principles 
for debtors and creditors in a parent
subsidiary relationship. The approach 
of the proposed regulations in many 
respects treats B' s obligation as first 
existing only after it is sold by S to the 
nonmember. Thus, if a nonmember 
buys B's note from S at a discount, the 
nonmember will hold the note with 
original issue discount to which section 
1272 applies, rather than market dis
count to which sections 1276 through 
1278 apply. 

Under the second category, if a 
nonmember (X) holds B' s note with a 
$100 basis and stated redemption price 
at maturity, and X sells the note to S 
for $75, B is treated as satisfying its 
obligation to S for $75 immediately 
after S' s purchase, and issuing a new 
note to S for $75 with a $100 stated 
redemption price at maturity. 

The treatment for transactions under 
the second category is similar in many 
respects to the treatment of B under 
section 108( e)( 4). Because the focus of 
section 108( e)( 4) is to prevent avoid
ance of discharge of indebtedness 
income, however, that section does not 
adequately address the single entity 
treatment of consolidated groups. Con
sequently, the proposed regulations ap
ply to cases beyond the scope of 
section 108(e)(4), such as to the 
acquisition of debt at a premium and to 
all cases in which a corporation hold
ing B' s debt becomes a member 
(whether or not there is an avoidance 
view, and whether or not the holder is 
already a related party). 

The deemed satisfaction and reis
suance under the proposed regulations 
applies to both the issuer and the 
holder, and the character of their 
respective items under the Code is not 
modified (and therefore may not 
match). Nevertheless, the amount at 
which an obligation is satisfied under 
§ 1.108-2 represents a compromise that 
is incorporated into the proposed reg
ulations. In addition, the proposed 
regulations adopt the exceptions to 
section 108( e)( 4) for special cases, 
such as securities dealers. 

Because a member's adjustments to a 
reserve for bad debts under section 585 
or 593 reflect its general bad debt 
experience, rather than the value of any 
particular intercompany obligation that 
it holds, the proposed regulations 
provide special rules. Reserve deduc
tions with respect to intercompany 
obligations are deferred in a manner 
similar to the treatment of reserves 
under current § 1.1502-14( d). This ap
proach prevents the reserve accounting 
method of one member from affecting 
the income of another member (or 
affecting consolidated taxable income) 
through a bad debt reserve deduction 
with respect to an intercompany debt. 

Section 163(e)(5) provides special 
rules for original issue discount on an 
applicable high yield discount obliga
tion (AHYDO). The concerns reflected 
in the AHYDO rules do not apply to 
intercompany debt, and the Code pro
vides only a partial recast for the 
dividend equivalent portion of the 
disqualified portion of the original 
issue discount. Consequently, to sim
plify the applicable rules, the proposed 
regulations exclude intercompany obli
gations from the application of section 
163(e)(5). 

8. Anti-avoidance rules 

Although the proposed regulations 
shift the emphasis of the intercompany 
transaction system toward single entity 
treatment, tension remains between the 
single entity and separate entity treat
ment of consolidated groups. The pro
posed regulations do not address every 
interaction with other consolidated re
turn regulations and other rules of law. 
To ensure that the proposed regulations 
achieve neutrality in the overall deter
mination of consolidated taxable in
come, adjustments may be required. 
For example, if the approach of the 
proposed regulations in matching the 
attributes of S' s intercompany items 
and B' s corresponding items facilitates 
"mirror subsidiary" transactions deter
mined by Congress to be inappropriate, 
adjustments must be made. See H.R. 
Rep. No. 391, 100th Cong., 1st Sess. 
1081-84 (1987). 

Adjustments must be made under the 
proposed regulations if a transaction is 
engaged in or structured with a princi
pal purpose to avoid treatment as an 
intercompany transaction, or to avoid 
the purposes of the proposed regula
tions. For example, in the case of a 
"mirror subsidiary" transaction, the 

adjustments would generally conform 
to the intent of the mirror legislation to 
"require the recognition of corporate
level gain whenever an appreciated 
subsidiary is sold or distributed outside 
the economic unit of [a consolidated] 
group." Id. 

In addition to these adjustments, the 
Code (e.g., sections 337(d), 446, and 
482) and general principles of tax law 
(e.g., the substance-over-form doctrine, 
and the tax benefit rule) can apply to 
require proper measurement of taxable 
income (and tax liability). 

9. Successor corporations and 
property 

Under the current regulations, if S's 
assets are acquired in a transaction to 
which section 381 (a) applies, its de
ferred gains and losses are inherited by 
the member that receives the "greatest 
portion of the assets (measured by fair 
market value)." Commentators have 
suggested that this rule can be used to 
facilitate the breakup of acquired cor
porations without corporate-level tax, 
contrary to the intent of the "mirror" 
subsidiary legislation. Moreover, they 
have raised questions as to the opera
tion of this rule in many circumstances. 
For example, the reference to fair 
market value does not identify whether 
liabilities are to be taken into account 
to determine the value on a net basis. 

The proposed regulations generally 
incorporate successor asset and suc
cessor person principles. References 
under the proposed regulations to an 
asset or to a member include, as the 
context may require, references to a 
successor asset or person. 

The proposed regulations provide 
that, if there is more than one successor, 
the successors take into account the 
predecessor's intercompany items in a 
manner that is consistently applied and 
reasonably carries out the purposes of 
the proposed regulations and applicable 
provisions of law. No inference is 
intended by this rule as to the applica
tion of section 381 or other successor 
principles to attributes other than inter
company items and corresponding items. 

The proposed regulations retain the 
basic approach of the current regula
tions by not requiring acceleration 
solely because a group terminates from 
its acquisition by another consolidated 
group. Unlike the current regulations, 
however, the proposed regulations do 
not require all of the members lmme-
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diately before the acquisition to be
come members of the surviving consol
idated group. Instead, the proposed 
regulations accelerate only the items 
from transactions involving corpora
tions that do not become members of 
the surviving consolidated group. 

D. Explanation of proposed section 
267(f) rules 

Section 267(a) disallows loss on 
certain sales or exchanges of property 
between related parties. Section 267(f) 
provides for deferral of loss on the sale 
or exchange of property between mem
bers of a controlled group, rather than 
disallowance of the loss under section 
267(a). The section 267(f) rules are 
generally intended to conform to the 
intercompany transaction rules applica
ble to consolidated groups even though 
the definition of a controlled group is 
broader than that of a consolidated 
group. 

The legislative history indicates that 
exceptions to deferral might be pro
vided to properly reflect the amount of 
net income from a transaction. For 
example, if an accrual method member 
of a controlled group takes into account 
income with respect to the face amount 
of a note receivable, and later recog
nizes loss from the sale of that note to 
another member of the controlled group 
at a discount, the loss would not be 
deferred to the extent it does not 
exceed the income taken into account. 
See H.R. Rep. No. 861, 98th Cong., 2d 
Sess. 1032-34 (1984). 

The current regulations applicable to 
controlled groups generally conform to 
the basic intercompany transaction 
rules applicable to consolidated groups. 
See §§ 1.267(f)-lT and 1.267(f)-2T. 
Modifications are made to reflect the 
broader application of section 267(f). 

For example, although there are no 
subgroup rules for intercompany trans
actions between members of a consoli
dated group, deferral of loss continues 
under section 267(f) as long as Sand B 
remain in a controlled group relation
ship with each other. The current 
regulations also provide that if S sells 
property to B at a loss, and the 
property is still owned by B when S 
ceases to be a member of the same 
controlled group, S never takes the loss 
into account. Instead, B' s basis in the 
property is increased by an amount 
equal to S's unrestored loss. 

The proposed regulations retain the 
basic approach of the current regula-
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tions but simplify their operation by 
more generally incorporating the con
solidated return rules. 

The proposed regulations eliminate 
the rule that transforms S' s loss into 
additional basis in the transferred prop
erty when S ceases to be a member of 
the controlled group. Instead, the pro
posed regulations generally allow S' s 
loss immediately before it ceases to be 
a member. This conforms to the 
consolidated return rules, and elimi
nates the need for special rules. An 
anti-avoidance rule is adopted, how
ever, to prevent the purposes of section 
267(f) from being circumvented, for 
example, by using the proposed rule to 
accelerate S' sloss. 

E. Other applicable rules 

I. Methods of accounting 

Under current § 1.1502-17(a), each 
member is generally permitted to deter
mine its own method of accounting as 
if separate returns were filed. Thus, the 
members may have different methods 
for similar trades or businesses. If, 
however, B acquires assets from S in a 
transaction to which section 381 ap
plies, B might be required to use the 
same method of accounting as S. See, 
e.g., section 381(c)(4). 

The matching rule proposed in 
§ 1.1502-13 relies on the accounting 
methods of B to determine the timing 
of S's intercompany items. Because B's 
accounting methods generally control 
S's timing, a group might be able to 
frustrate the principles of single entity 
treatment under §1.l502-13 by rear
ranging its activities to use an account
ing method that would not be available 
if Sand B were divisions of a single 
corporation. 

Under the proposed regulations, if B 
directly or indirectly acquires an ac
tivity of S or undertakes S's activity, 
with the principal purpose to avail the 
group of an accounting method that 
would be unavailable without securing 
the Commissioner's consent if Sand B 
were treated as divisions of a single 
corporation, B may be required to use 
S's accounting method for the acquired 
or undertaken activity or secure consent 
from the Commissioner for a different 
method. 

2. Special inventory adjustment 

Current § 1.1502-18 requires a spe
cial adjustment relating to intercom-

pany profit from inventory transactions 
if an affiliated group filin~ separate 
returns elects to file consolidated re
turns. This adjustment has historically 
been included in the consolidated re
turn regulations. It is intended to 
prevent the members' income. from 
being reduced when the group SWitches 
from separate to consolidated returns. 

For example, if Sand B are affili
ated but file separate returns for Year 1 
and S manufactures inventory for $75 
that is sold to B for $100, S's $25 
intercompany profit is taken into ac
count in Year 1 and B has a $100 cost 
basis in the inventory. If S recognizes 
another $25 of intercompany profit in 
Year 2, and B sells the inventory 
purchased from S in Year 1, S' s 
additional $25 profit is taken into 
account in Year 2 and B recovers its 
cost basis in the inventory purchased in 
Year 1. If, however, the group shifts to 
consolidated returns for Year 2, S' s 
additional $25 profit is deferred under 
§ 1.1502-13 but B still recovers its cost 
basis. Thus, the shift to consolidated 
returns reduces the group's aggregate 
income in Year 2. If Sand B continue 
the same intercompany activity year 
after year, the one-time reduction is 
effectively a permanent reduction. 

To prevent a reduction in taxable 
income, the current regulations provide 
for a special inventory adjustment to 
increase the group's consolidated tax
able income for Year 2 by S' s $25 
intercompany profit from Year 1, to the 
extent that it is reflected in B' s opening 
inventory for Year 2. The adjustment 
might ultimately be reversed in later 
years if, for example, B' sending 
inventory purchased from S is reduced 
or the group ceases to file consolidated 
returns. 

Commentators argue that § 1.1502-18 
reaches an inappropriate result, and that 
its effect can be avoided, for example, 
by causing S to transfer its assets to a 
lower-tier member in a transaction to 
which section 351 applies (or otherwise 
to cease its intercompany sales). 

To simplify the intercompany trans
action system, the proposed regulations 
eliminate the special inventory adjust
ment. Any remaining unrecovered in
ventory amount under § 1.1502-18( c) 
(or its equivalent under §1.l502-18(f)) 
is recovered under the principles of 
those rules in the first taxable year 
ending on or after the date final 
regulations are filed with the Federal 
Register. The unrecovered inventory 
amount can be recovered only to the 



extent it was previously included In 

taxable income. 

3. Attribute reduction (section 
108(b)) 

The proposed regulations provide 
rules to prevent avoidance of the attri
bute reduction required under section 
108(b). Several issues regarding the ap
plication of section 108 to consolidated 
groups are under study. For example, 
single entity treatment for consolidated 
group attribute reduction under section 
1 08(b) is being considered in connection 
with regulations being developed. The 
proposed regulations are not intended to 
effect any other aspects of the applica
tion of section 108. 

4. Applicability of section 1031 

The current regulations do not 
provide special rules for intercompany 
transactions to which section 1031 
applies. 

Section 1031 treatment for intercom
pany transactions is inconsistent with 
the general approach of the proposed 
regulations. If the members had been 
divisions of a single corporation, the 
basis of one property could not be 
substituted as the basis for another 
property. Although section 1031 (f) 
limits the planning opportunities from 
certain basis shifts, the limitations do 
not adequately address the single entity 
treatment of consolidated groups under 
the proposed regulations. 

To conform the treatment of like
kind exchanges more closely to the 
general treatment of intercompany 
transactions under the proposed regula
tions, the proposed regulations provide 
that section 1031 does not apply to 
intercompany transactions. Any gain or 
loss of the members will be taken into 
account under the matching and accel
eration rules. 

F. Proposed effective dates 

The proposed intercompany transac
tion regulations generally apply to 
intercompany transactions occurring in 
years beginning on or after the date the 
final regulations are filed with the 
Federal Register. Prior intercompany 
transactions will generally continue to 
be subject to the prior regulations 

under section 1502 as in effect with 
respect to the transaction. 

Because an intercompany transaction 
can occur in part under the current 
regulations and in part under the 
proposed regulations, the current reg
ulations (rather than the proposed reg
ulations) will continue to apply to take 
into account transactions that have 
already been taken into account in part 
under the current regulations. This 
approach prevents duplication or omis
sion of items from a transaction, and 
treats items consistently. 

To prevent manipulation, the final 
regulations (and not prior law) apply to 
certain transactions engaged in or struc
tured on or after April 8, 1994. The 
final regulations apply if the transaction 
is engaged in or structured with a 
principal purpose to avoid the final 
regulations, to duplicate, omit, or elimi
nate an item in determining taxable 
income (or tax liability), or to treat 
items inconsistently. In these cases, 
appropriate adjustments must be made 
in years beginning on or after [the date 
the final regulations are filed with the 
Federal Register], to prevent the avoid
ance, duplication, omission, elimina
tion, or inconsistency. 

The methods of accounting provided 
in the final regulations will be required 
of all groups. If the final regulations 
are adopted on the proposed "cut-off" 
basis, no request for permission to 
make the change, or to make an 
adjustment under section 481 (a), will 
be necessary. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It 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 Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration 
for comment on its impact on small 
business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted, consideration 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 in their entirety. Two 
public hearings on the proposed regula
tions will be held. See the notice of 
public hearings on proposed rulemaking 
published elsewhere in *** [Notice 94-
49, page 358, this Bulletin]. 

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 pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by removing the 
entries for sections "1.469-1, 1.469-
IT, 1.469-2, 1.469-2T, 1.469-3, 
1.469-3T, 1.469-5, 1.469-5T and 
1.469-11", "1.1502-13", "1.1502-
13T", "1.1502-14", and "1.1502-
14T" and adding the following: 

Authority: 26 U.S.c. 7805 *** Sec
tion 1.108-3 also issued under 26 
U.S.c. 108,267, and 1502. *** Section 
1.267(f)-1 also issued under 26 U.S.c. 
267 and 1502. *** Section 1.460-4 
also issued under 26 U.S.c. 460 and 
1502. *** Section 1.469-1, 1.469-lT, 
1.469-2, 1.469-2T, 1.469-3, 1.469-3T, 
1.469-5, 1.469-5T, and 1.469-11 also 
issued under 26 U.S.c. 469. *** 
Section 1.1502-13 also issued under 26 
U.S.c. 108, 337, 446, 1275, 1502 and 
1503. *** Section 1.1502-17 also 
issued under 26 U.S.c. 446 and 1502. 
Section 1.1502-18 also issued under 26 
U.S.c. 1502. *** Section 1.1502-26 
also issued under 26 U.s.c. 1502. *** 
Section 1.1502-33 also issued under 26 
U.S.c. 1502. *** 

Par. 2. In the list on the next page, 
for each location indicated in the left 
column, remove the language in the 
middle column from that section, and 
add the language in the right column. 
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Affected Section Remove 

1.167(a)-(ll)(d)(3)(v)(b), 2nd use In paragraph (c) of 
1 st sentence 

1.263A-T(b )(2)(vi)(B), 2nd sentence 

1.263A-l T( e)(1 )(ii), 1 st sentence 

1.263A-IT( e)(l )(ii), 4th sentence 

1.263A-IT(e)(l)(ii), 4th sentence 

a deferred intercompany transaction 

a deferred intercompany transaction 

1.1502-13(c)(2) 

deferred 

1.263A-IT(e)(l )(ii), 7th sentence deferred intercompany transaction 

1.263A-IT(e)(l)(ii), 7th sentence defined 

1.263A-IT(e)(l)(iii)(A) Example. 2nd 1.1502-13(c) 
sentence 

1.263A-IT(e)(I)(iii)(A) Example. 4th 1.1502-13(c) 
sentence 

1.338-4(f)(4) Example (2) (a) 

1.341-7(e)(10) 

1.861-8T(d)(2)(i), concluding text 

1.861-8T( d)(2)(i), concluding text 

1.861-8T( d)(2)(i), concluding text 

1.1502-13(f) 

paragraph (c)(1) of §1.1502-14 

1.1502-13( c )(2) 

deferred 

1.1502-13(a)(2) 

1.861-9T(g)(2)(iv), paragraph heading deferred 

1.861-9T(g)(2)(iv), 1 st sentence 

1.1502-3(a)(2) 

1.1502-4(j) Example (1). 8th sentence 

1.1502-4(j) Example (1), 2nd sentence 
after chart 

1.1502-9(f) Example (6) 

1.1502-12(a) 

1.1502-12(g)(2) 

deferred intercompany transactions 

1.1502-13(a)(1) 

paragraph (d), (e), or (f) of §1.1502-13 

paragraph (d), (e), or (f) of §1.1502-13 

1.1502-13(f) 

§§1.1502-13 and 1.1502-14 

a deferred intercompany transaction as 
defined in §1.1502-13(a)(2) 

1.1502-14, 

Add 

an intercompany transaction 

an intercompany transaction 

1.1502-13 

intercompany transaction 

as used 

1.1502-13 

1.1502-13 

1.1502-13 

§1.1502-13 

1.1502-13 

1.1502-13 

intercompany transactions 

1.1502-13(b) 

1.1502-13 

1.1502-13 

1.1502-13 

§1.1502-13 

an intercompany transaction as defined 
in §1.1502-13 

1. 1502-22(a)(3) 

1.1502-22(a)(5) Example (i) 

1.1502-26(b) 

paragraph (d), (e), or (f) of §1.1502-13 §1.1502-13 

paragraph (a)(1) of § 1.1502-14 § 1.1502-13 

1.1502-47(e)( 4 )(iii) §§1.1502-13(f), 1.1502-014, 1.1502- §§1.1502-13, 1.1502-18, 
18, 

1.1502-47(e)(4)(iv) Example 4. 3d sen
tence 

deferred intercompany transactions (see 
§ 1.1502-13(a)(2» 

1.1502-47(e)(4)(iv) Example 4. 4th 1.1502-13(f)(l)(iv) 
sentence 

intercompany transactions (see 
§1.1502-13) 

1.1502-13 

1.1502-47(e)(4)(iv) Example 4. chart Deferred intercompany transactions be- Intercompany transactions between 
header tween 

1.1502-47(e)(4)(iv) Example 4, chart 1.1502-13(f)(l)(iv) 
header 

1.1502-47(f)(3) 1.1502-14, 

l.J502-47(r), 2nd sentence deferred 

l.J503-2(d)(4) Example J (iii), 4th deferred 
sentence 

1.1503-2(d)(4) Example 1 (iii), 4th 1.1502-J3(a)(2) 
sentence 
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Par. 3. Section 1.108-3 is added to 
read as follows: 

§ 1.108-3 Intercompany losses and 
deductions. 

(a) General rule. This section ap
plies to certain losses and deductions 
from the sale, exchange, or other 
transfer of property between corpora
tions that are members of a consoli
dated group or a controlled group (an 
intercompany transaction). See section 
267(0 (controlled groups) and 
§ 1.1502-13 (consolidated groups) for 
applicable definitions. For purposes of 
determining the attributes to which 
section 1 08(b) applies, a loss or deduc
tion not yet taken into account under 
section 267(f) or §1.1502-13 (an inter
company loss or deduction) is treated 
as basis described in section 108(b) 
that the transferor retains in property. 
For example, if Sand B are corpora
tions filing a consolidated return, and S 
sells land with a $100 basis to B for 
$90 and the $10 loss is deferred under 
section 267(f) and §1.1502-13, the 
deferred loss is treated for purposes of 
section 1 08(b) as $10 of basis that S 
has in land (even though S has no 
remaining interest in the land sold to 
B) and is subject to reduction under 
section 108(b )(2)(E). To the extent S' s 
loss is reduced, it can not thereafter be 
taken into account under section 267(f) 
or § 1.1502-13. Similar principles ap
ply, with appropriate adjustments, if S 
and B are members of a controlled 
group and S' s loss is deferred only 
under section 267(f). 

(b) Effective date. This section ap
plies with respect to discharges of 
indebtedness occurring on or after [the 
date that is 60 days after final regula
tions are filed with the Federal 
Register]. 

§1.167(a)-1 I [Amended] 

Par. 4. Section 1.167(a)-
II(d)(3)(v)(e) is amended by removing 
the second sentence of Example (3). 

Par. 5. Section 1.267(f)-1 is revised 
to read as follows: 

§1.267(f)-1 Controlled groups. 

(a) In general-(1) Purpose. This 
section provides rules under section 
267(f) to defer losses and deductions 
from certain transactions between 
members of a controlled group (inter-

company sales). The purpose of the 
deferral is to prevent tax avoidance 
from allowing the loss or deduction of 
the selling member (S) without the 
corresponding inclusion of the buying 
member (B). 

(2) Application of consolidated re
turn principles. Under this section, S's 
loss or deduction from an intercompany 
sale is taken into account under the 
timing principles of § 1.1502-13 (inter
company transactions between mem
bers of a consolidated group), treating 
the intercompany sale as an intercom
pany transaction. For this purpose: 

(i) The matching and acceleration 
rules of §1.1502-l3(c) and (d), the 
definitions and operating rules of 
§ 1.1502-13(b) and (j), and the sim
plifying rules of § 1.l502-13( e)(1) ap
ply with the adjustments in paragraphs 
(b) and (c) of this section to reflect that 
this section-

(A) Applies on a controlled group 
basis rather than consolidated group 
basis; and 

(B) Generally affects only the timing 
of a loss or deduction, and not its 
attributes (e.g., its source and charac
ter) or the holding period of property. 

(ii) The special rules under § 1.1502-
13(f) (stock of members) and (g) 
(obligations of members) apply under 
this section only to the extent that the 
transaction is also an intercompany 
transaction to which § 1.1502-13 
applies. 

(iii) Any election under § 1.1502-13 
to take items into account on a separate 
entity basis does not apply under this 
section. See §1.l502-13(e)(3). 

(3) Other law. The rules of this 
section apply in addition to other 
applicable law. For example, to the 
extent a loss or deduction deferred 
under this section is from a transaction 
that is also an intercompany transaction 
under § 1.1502-13(b)(1), the loss or 
deduction is also subject to recharacter
ization under § 1.1502-13. See also 
sections 269 (acquisitions to evade or 
avoid income tax) and 482 (allocations 
among commonly controlled tax
payers). Any loss or deduction taken 
into account under this section can be 
deferred, disallowed, or eliminated un
der other applicable law. See, e.g., 
section 1091 (loss eliminated on wash 
sale). 

(4) Construction. The rules of this 
section must be applied in a consistent 
manner that reasonably carries out their 
purposes, taking into account all of the 

facts and circumstances, the underlying 
economic arrangement, and applicable 
Federal income tax accounting princi
ples. For example, the rules must not 
be applied to accelerate or duplicate 
S's losses or deductions. 

(b) Definitions and operating rules. 
The definitions in § 1.1502-13(b) and 
the operating rules of § 1.1502-13(j) 
apply under this section with appro
priate adjustments, including the 
following: 

(1) Intercompany sale. An intercom
pany sale is a sale, exchange, or other 
transfer of property between members 
of a controlled group, if it would be an 
intercompany transaction under the 
principles of § 1.1502-13, determined 
by treating the references to a consoli
dated group as references to a con
trolled group and by disregarding 
whether any of the members join in 
filing consolidated returns. 

(2) S's losses or deductions. Unless 
the intercompany sale is also an inter
company transaction to which § 1.1502-
13 applies, S' s losses or deductions 
subject to this section are determined 
on a separate entity basis. For example, 
the principles of § 1.1502-13(b )(2)(i)(C) 
(treating certain amounts not yet recog
nized as items to be taken into account) 
do not apply. A loss or deduction is 
from an intercompany sale whether it is 
directly or indirectly from the inter
company sale. 

(3) Controlled group; member. For 
purposes of this section, a controlled 
group is defined in section 267(f). 
Thus, a controlled group includes a 
FSC (as defined in section 922) and 
excluded members under section 
l563(b)(2), but does not include a 
DISC (as defined in section 992). 
Because corporations may be controlled 
group members without joining in the 
filing of consolidated returns or being 
owned through a common parent, cor
porations remain members of a con
trolled group as long as they remain in 
a controlled group relationship with 
each other. For example, corporations 
become nonmembers with respect to 
each other when they cease to be in a 
controlled group relationship with each 
other, rather than by having a separate 
return year (described in § 1.1502-
13(j)( 4 ». Further, the principles of 
§ 1.!502-13(j)(3) (former common par
ent treated as continuation of group) 
apply to any corporation if, imme
diately before it becomes a nonmem
ber, it is both the selling member and 
the owner of property with respect to 
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which a loss or deduction is deferred 
(whether or not it becomes a member 
of a different controlled group filing 
consolidated or separate returns). 

(4) Consolidated taxable income. 
References to consolidated taxable in
come (and consolidated tax liability) 
include references to the combined 
taxable income of the members (and 
their combined tax liability). For corpo
rations filing separate returns, it or
dinarily will not be necessary to 
actually combine their taxable incomes 
(and tax liabilities) because the taxable 
income (and tax liability) of one 
corporation does not affect the taxable 
income (or tax liability) of another 
corporation. 

(c) Matching and acceleration prin
ciples of §1.lS02-J3-(l) General 
rule. Under this section, S' s losses and 
deductions are deferred until they are 
taken into account under the timing 
principles of the matching and acceler
ation rules of §1.l502-13(c) and (d), 
with appropriate adjustments. For ex
ample, if S sells depreciable property 
to B at a loss, S' s loss is deferred and 
taken into account under the principles 
of the matching rule of § 1.1502-13( c) 
to reflect the difference between B' s 
depreciation taken into account with 
respect to the property and the de
preciation that B would take into 
account if Sand B were divisions of a 
single corporation; if Sand B subse
quently cease to be in a controlled 
group relationship with each other, S's 
remaining loss is taken into account 
under the principles of the acceleration 
rule of §1.l502-13(d). The matching 
and acceleration rules are not applied 
under this section to affect the at
tributes of an item, or cause it to be 
taken into account before it is taken 
into account under the member's 
method of accounting on a separate 
entity basis. Similarly, the matching 
and acceleration rules are not applied 
under this section to affect the timing 
or attributes of B's items. 

(2) Adjustments to the timing princi
ples of §1.lS02-J3(c) and (d). For 
purposes of this section, the adjust
ments to §1.l502-J3(c) and (d) include 
the following: 

(i) Different taxable years. If Sand 
B have different taxable years, the 
taxable years that include a December 
31 are treated as the same taxable 
years. If S or B has a short taxable 
year that does not include a December 
31, the short year is treated as part of 
the succeeding taxable year that does 
include a December 31. 
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(ii) Transfer to a section 267(b) 
related person. To the extent S' sloss 
or deduction is taken into account 
under this section as a result of B' s 
transfer to a nonmember that is a 
person related to any member under 
section 267(b), the loss or deduction is 
taken into account but allowed only to 
the extent of any income or gain taken 
into account as a result of the transfer. 
The balance not allowed is treated as a 
loss referred to in section 267(d) if it is 
from a sale or exchange by B (rather 
than from a distribution). 

(iii) Circularity of references. Refer
ences to deferral or elimination under 
the Internal Revenue Code or regula
tions do not include references to 
section 267(f) or this section. See, e.g., 
§ 1.l502-13( a)(3) (applicability of other 
law). 

(d) Intercompany sales of inventory 
involving foreign persons-(l) General 
rule. Section 267(a)( I) and this section 
do not apply to an intercompany sale of 
property that is inventory (within the 
meaning of section 1221 (l» in the 
hands of both Sand B, if-

(i) The intercompany sale is in the 
ordinary course of S's trade or busi
ness; and 

(ii) S or B is a foreign corporation, 
any income or loss realized on the 
intercompany sale by SorB is not 
income or loss that is recognized as 
effectively connected with the conduct 
of a trade or business within the United 
States within the meaning of section 
864 (unless the income is exempt from 
taxation pursuant to a treaty obligation 
of the United States). 

(2) Intercompany sales involving re
lated partnerships. For purposes of 
paragraph (d)(l) of this section, a 
partnership and a foreign corporation 
described in section 267(b)(lO) are 
treated as members, provided the for
eign corporation is described in para
graph (d)(1 )(ii) of this section. 

(3) Intercompany sales in ordinary 
course. For purposes of this paragraph 
(d), whether an intercompany sale is in 
the ordinary course of business is 
determined under all the facts and 
circumstances. 

(e) Treatment of a creditor with 
respect to a loan in nonfunctional 
currency. Sections 267(a)( I) and this 
section do not apply to an exchange 
loss realized with respect to a loan of 
nonfunctional currency if-

( I) The loss is realized by a member 
with respect to nonfunctional currency 
loaned to another member; 

(2) The loan is described in § \.988-
I (a)(2)(i); 

(3) The loan is not in a hyperinfla
tionary currency as defined in § \.988-
I (f); and 

(4) The transaction does not have as 
a significant purpose the avoidance of 
Federal income tax. 

(f) Receivables. If S has income or 
gain from a receivable acquired as a 
result of selling goods or services to a 
nonmember, and S sells the receivable 
at fair market value to B, any loss or 
deduction of S from its sale to B is not 
deferred under this section to the extent 
it does not exceed S' s income or gain 
from the sale to the nonmember. 

(g) Earnings and profits. A loss or 
deduction deferred under this section is 
not reflected in S' s earnings and profits 
before it is taken into account under 
this section. See, e.g., §§ \.312-6(a), 
1.312-7, and 1.l502-33(c)(2). 

(h) Anti-avoidance rule. If a transac
tion is engaged in or structured with a 
principal purpose to avoid the applica
tion of this section, or to affect the 
timing of losses or deductions (or tax 
liability) under this section, adjustments 
must be made to carry out the purposes 
of this section. 

(i) [Reserved] 
(j) Examples. For purposes of the 

examples in this paragraph (j), unless 
otherwise stated, corporation P owns 
75% of the only class of stock of 
subsidiaries Sand B, X is a person 
unrelated to any member of the P con
trolled group, the taxable year of all 
persons is the calendar year, all persons 
use the accrual method of accounting, 
tax liabilities are disregarded, the facts 
set forth the only activity, and no 
member has a special status. If a 
member acts as both a selling member 
and a buying member (e.g., with 
respect to different aspects of a single 
transaction, or with respect to related 
transactions), the member is referred as 
to M (rather than as S or B). This 
section is illustrated by the following 
examples. 

Example 1. Matching and acceleration rules. 
(a) Facts. 5 holds land for investment with a 
basis of $130. On January I of Year I, 5 sells 
the land to B for $100. On a separate entity 
basis, 5's loss is long-term capital loss. B holds 
the land for sale to customers in the ordinary 
course of business. On July I of Year 3, B sells 
the land to X for $110. 

(b) Matching rule. Under paragraph (b)O) of 
this section, 5's sale of land to B is an 
intercompany sale. Under paragraph (c)( I ) of this 
section, 5's $30 loss is taken into account under 



the timing principles of the matching rule of 
§1.I502-13(c) to reflect the difference for the 
year between B's corresponding items taken into 
account and B's recomputed corresponding items 
(the corresponding items that B would take into 
account for the year if Sand B were divisions of 
a single corporation). If Sand B were divisions 
of a single corporation and the intercompany sale 
were a transfer between the divisions, B would 
succeed to S's $130 basis in the land and would 
have a $20 loss from the sale to X. Con
sequently, S takes no loss into account in Years 
I and 2, and takes the entire $30 loss into 
account in Year 3 to reflect the $30 difference in 
that year between the $ \0 gain B takes into 
account and its $20 recomputed loss. The 
attributes of S's intercompany items and B's 
corresponding items are determined on a separate 
entity basis. Thus, S's $30 loss is long-term 
capital loss and B's $\0 gain is ordinary income. 

(c) Acceleration resulting from sale of B 
stock. The facts are the same as in paragraph (a) 
of this Example i, except that on July I of Year 
3 P sells all of its B stock to X (rather than B's 
selling the land to X). Under paragraph (c)(\) of 
this section, S' s $30 loss is taken into account 
under the timing principles of the acceleration 
rule of § 1.1502-13(d) immediately before the 
effect of treating Sand B as divisions of a single 
corporation cannot be produced. Because the 
effect cannot be produced once B becomes a 
nonmember, S takes its $30 loss into account in 
Year 3 immediately before B becomes a non
member. S's loss is long-term capital loss. 

(d) Subgroup principles applicable to sale of S 

and B stock. The facts are the same as in 
paragraph (a) of this Example i. except that on 
July I of Year 3 P sells all of its Sand B stock 
to X (rather than B's selling the land to X). 
Under paragraph (b )(3) of this section. Sand B 
are considered to remain members of a con
trolled group as long as they remain in a 
controlled group relationship with each other 
(whether or not in the original controlled group). 
p's sale of their stock does not affect the 
controlled group relationship of Sand B with 
each other. Thus, S's loss is not taken into 
account as a result of P's sale of the stock. 
Instead, S' s loss is taken into account based on 
subsequent events (e.g .. B' s sale of the land to a 
nonmember). 

Example 2. Distribution of loss property. (a) 

Facts. S holds land with a basis of $130 and 
value of $100. On January I of Year I, S 
distributes the land to P in a transaction to which 
section 311 applies. On July I of Year 3. P sells 
the land to X for $110. 

(b) No loss taken into account. Under para
graph (b )(2) of this section. because P and S are 
not members of a consolidated group, § I. I 502-
13(f)(2)(iii) does not apply to cause S to 
recognize a $30 loss under the principles of 
section 311(b). Thus, S has no loss to be taken 
into account under this section. (If P and S were 
members of a consolidated group, § 1.1502-13(f)
(2)(iii) would apply to S's loss in addition to the 
rules of this section. and the loss would be taken 
into account in Year 3 as a result of P's sale to 
X.) 

Example 3. Loss not yet taken into account 
under separate entin' accounting method. (a) 

Facts. S holds land with a basis of $130. On 
January I of Year I. S sells the land to B at a 
$30 loss but does not take into account the loss 
under its separate entity method of accounting 
until Year 4. On July I of Year 3. B sells the 
land to X for $110. 

(b) Timing. Under paragraph (b)(2) of this 
section. the determination S' s loss is made on a 
separate entity basis. Under paragraph (c)( I) of 
this section, S's loss is not taken into account 
before it is taken into account under S's separate 
entity method of accounting. Thus, although B 
takes its corresponding gain into account in Year 
3, S has no loss to take into account until Year 
4. Once S's loss is taken into account in Year 4. 
it is not deferred under this section because B's 
corresponding gain has already been taken into 
account. (If Sand B were members of a con
solidated group, S would be treated under 
§1.I502-13(b)(2)(i)(C) as taking the loss into 
account in Year 3.) 

Example 4. Consolidated groups. (a) Facts. P 
owns all of the stock of Sand B. and the P 
group is a consolidated group. S holds land for 
investment with a basis of $130. On January I of 
Year I, S sells the land to B for $100. B holds 
the land for sale to customers in the ordinary 
course of business. On July I of Year 3. P sells 
25% of B's stock to X. As a result of P's sale. B 
becomes a nonmember of the P consolidated 
group but Sand B remain in a controlled group 
relationship with each other for purposes of 
section 267(f). Assume that if Sand B were 
divisions of a single corporation. the items of S 
and B from the land would be ordinary by reason 
of B's activities. 

(b) Timing and attributes. Under paragraph 
(a)(3) of this section, S's sale to B is subject to 
both § 1.1502-13 and this section. Under 
§ 1.1502-13. S's loss is recharacterized as an 
ordinary loss by reason of B's activities. Under 
paragraph (b)(3) of this section, because Sand B 
remain in a controlled group relationship with 
each other, the loss is not taken into account 
under the acceleration rule of §1.I502-13(d) as 
modified by paragraph (c) of this section. See 
§ 1.1502-13(a)(3). Nevertheless, S's loss is re
characterized by § 1.1502-13 as an ordinary loss, 
and the character of the loss is not further 
redetermined under this section. Thus, the loss 
continues to be deferred under this section, and 
will be taken into account as ordinary loss based 
on subsequent events (e.g .. B's sale of the land 
to a nonmember). 

(c) Resale to controlled group member. The 
facts are the same as in paragraph (a) of this 
Example 4. except that P owns 75% of X's 
stock, and B resells the land to X (rather than 
P's selling any B stock). The results for S's loss 
are the same as in paragraph (b) of this Example 
4. Under paragraph (b) of this section, X is also 
in a controlled group relationship, and B's sale 
to X is a second intercompany sale. Thus, S's 
loss continues to be deferred and is taken into 
account under this section as ordinary loss based 
on subsequent events (e.g .. X's sale of the land 
to a nonmember). 

Example 5. intercompany sale followed by 
installment sale. (a) Facts. S holds land for 
investment with a basis of $130X. On January I 
of Year I, S sells the land to B for $IOOx. B 
holds the land for investment. On July I of Year 
3, B sells the land to X in exchange for X's 
$IIOx note. The note bears a market rate of 
interest in excess of the applicable Federal rate, 
and provides for principal payments of $55 x in 
Year 4 and $55X in Year 5. Section 453A 
applies to X' s note. 

(b) Timing and attributes. Under paragraph (c) 
of this section, S'S $30X loss is taken into 
account under the timing principles of the 
matching rule of ~ 1.1502-13( c) to reflect the 
difference in each year between B' s gain taken 

into account and its recomputed loss. Under 
section 453, B takes into account $5 x of gain in 
Year 4 and in Year 5. Therefore. Stakes $20X 
of its loss into account in Year 3 to reflect the 
$20X difference in that year between B's $0 loss 
taken into account and its $20X recomputed loss. 
In addition, Stakes $5 X of its loss into account 
in Year 4 and in Year 5 to reflect the $5 x dif
ference in each year between B's $5x gain taken 
into account and its $0 recomputed gain. 
Although S takes into account a loss and B takes 
into account a gain, the attributes of B's $IOX 
gain are determined on a separate entity basis. 
and therefore the interest charge under section 
453A(c) applies to B's $IOX gain on the 
installment sale beginning in Year 3. 

Example 6. Section 72i transfer to a section 
267(b) nonmember. (a) Facts. S owns land with 
a basis of $130. On January I of Year I, S sells 
the land to B for $100. On July I of Year 3, B 
transfers the land to a partnership in exchange 
for a 40% interest in capital and profits in a 
transaction to which section 721 applies. P also 
owns a 25% interest in the capital and profits of 
the partnership. 

(b) Timing. Under paragraph (c)(2)(ii) of this 
section, S's $30 loss is taken into account in 
Year 3 but disallowed because the partnership is 
a nonmember that is a related person under 
section 267(b). In addition, any subsequent gain 
recognized by the partnership with respect to the 
property is limited under section 267(d). (The 
results would be the same if the P group were a 
consolidated group, and S' s sale to B were also 
subject to §1.l502-13.) 

Example 7. Receivables. (a) Controlled group. 
S owns goods with a $60 basis. In Year I, S 
sells the goods to X for X's $100 note. The note 
bears a market rate of interest in excess of the 
applicable Federal rate, and provides for payment 
of principal in Year 5. S takes into account $40 
of income in Year I under its method of ac
counting. In Year 2, the fair market value of X's 
note falls to $90 due to an increase in prevailing 
market interest rates, and S sells the note to B 
for its $90 fair market value. 

(b) Loss not deferred. Under paragraph (f) of 
this section, S takes its $10 loss into account in 
Year 2. (If the sale were not at fair market value, 
paragraph (f) of this section would not apply and 
none of S' s $10 loss would be taken into account 
in Year 2.) 

(c) Consolidated group. Assume instead that P 
owns all of the stock of Sand B, and the P 
group is a consolidated group. In Year I, S sells 
to X goods having a basis of $90 for X's $100 
note (bearing a market rate of interest in excess 
of the applicable Federal rate, and providing for 
payment of principal in Year 5), and S takes into 
account $10 of income in Year I. In Year 2, S 
sells the receivable to B for its $85 fair market 
value. In Year 3, P sells 25% of B's stock to X. 
Although paragraph (f) of this section provides 
that $10 of S's loss (i.e .. the extent to which S's 
$15 loss does not exceed its $10 of income) is 
not deferred under this section, S's entire $15 
loss is subject to § 1.1502-13 and none of the 
loss is taken into account in Year 2 under the 
matching rule of § 1.1502-13(c). See paragraph 
(a)(3) of this section (continued deferral under 
§ 1.1502-13). P's sale of B stock results in B 
becoming a nonmember of the P consolidated 
group in Year 3. Thus. S's $15 loss is taken into 
account in Year 3 under the acceleration rule of 
§ 1.IS02-13(d). Nevertheless. B remains in a 
controlled group relationship with S and para
graph (f) of this section permits only $10 of S's 
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loss to be taken into account in Year 3. See 
§ 1.1502-13(a)(3) (continued deferral under sec
tion 267). The remaining $S of S's los, continues 
to be deferred under this section and taken into 
account under this section based on subsequent 
events (e.g .. B' s collection of the note or p's sale 
of the remaining B stock to a nonmember). 

Example 8. Selling member ceases to he a 
member. (a) Facts. P owns all of the stock of S 
and B. and the P group is a consolidated group. 
S has several historic assets. including land with 
a basis of $130 and value of $100. The land is 
not essential to the operation of S' s business. On 
January I of Year I. S sells the land to B for 
$100. On July I of Year 3. P transfers all of S's 
stock to newly formed X in exchange for a 20% 
interest in X stock as part of a transaction to 
which section 351 applies. Although X holds 
many other assets, a principal purpose for p's 
transfer is to accelerate taking S's $30 loss into 
account. P has no plan or intention to dispose of 
the X stock. 

(b) Timing. Under paragraph (c) of this 
section, S's $30 loss ordinarily is taken into 
account immediately before p's transfer of the S 
stock, under the timing principles of the acceler
ation rule of §I.IS02-13(d). Although taking S's 
loss into account results in a $30 negative stock 
basis adjustment under § 1.1 S02-32, because P 
has no plan or intention to dispose of its X stock, 
the negative adjustment will not immediately 
affect taxable income. p's transfer accelerates a 
loss that otherwise would be deferred. and an 
adjustment under paragraph (h) of this section is 
required. Thus, S's loss is never taken into 
account, and S' s stock basis and earnings and 
profits are reduced by $30 under §§ I.IS02-32 
and I.IS02-33 immediately before p's transfer of 
the S stock. 

(c) Nonhistoric assets. Assume instead that, 
with a principal purpose to accelerate taking loss 
into account, P forms M with a $100 contribu
tion on January I of Year I and S sells the land 
to M for $100. On December I of Year I. M 
sells the land to B for $90. On July I of Year 3, 
while B still owns the land, P sells all of M's 
stock to X and M becomes a nonmember. Under 
paragraph (c) of this section. M's $10 loss 
ordinarily is taken into account under the timing 
principles of the acceleration rule of § 1.1 S02-
13(d) immediately before M becomes a nonmem
ber. (S's $30 loss is not taken into account under 
the timing principles of §I.IS02-13(c) or 
§l.1S02-13(d) as a result of M becoming a 
nonmember. but is taken into account based on 
subsequent events such as B' s sale of the land to 
a nonmember or p's sale of the stock of S or B 
to a nonmember.) The land is not an historic 
asset of M and. although taking M's loss into 
account reduces p's basis in the M stock under 
§ 1.1 S02-32. the negative adjustment only elimi
nates the $10 duplicate stock loss. Under 
paragraph (h) of this section. M's loss is never 
taken into account. M' s stock basis. and the 
earnings and profits of M and P. are reduced by 
$ \0 under §§ 1.1 S02-32 and 1.1502-33 imme
diately before p's sale of the M '>lock. 

(k) Cross-reference. For additional 
rules applicable to the disposition or 
deconsolidation of the stock of mem
bers of consolidated groups. see 
§§1.337(d)-1. 1.337(d)-2, and I.IS02-
20. 

(I) Effectil'e dates-( I) In general. 
This section applies with respect to 
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transactions occurnng in S' s years 
beginning on or after [the date the final 
regulations are filed with the Federal 
Register]. If both this section and prior 
law apply to a transaction, or neither 
applies, with the result that items are 
duplicated, omitted, or eliminated in 
determining taxable income (or tax 
liability), or items are treated inconsist
ently, prior law (and not this section) 
applies to the transaction. 

(2) A voidance transactions. This 
paragraph (1)(2) applies if a transaction 
is engaged in or structured on or after 
April 8, 1994, with a principal purpose 
to avoid the rules of this section 
applicable to transactions occurring in 
years beginning on or after [the date 
the final regulations are filed with the 
Federal Register], to duplicate, omit, or 
eliminate an item in determining tax
able income (or tax liability), or to 
treat items inconsistently. If this para
graph (1)(2) applies, appropriate adjust
ments must be made in years beginning 
on or after [the date the final regula
tions are filed with the Federal Regis
ter], to prevent the avoidance, dupli
cation, omission, elimination, or 
inconsistency. 

(3) Prior law. For transactions oc
curing in S' s years beginning before 
[the date the final regulations are filed 
with the Federal Register] see the 
applicable regulations issued under sec
tions 267 and IS02. See, e.g., 
§§ 1.267(f)-1, 1.267(f)-1 T, 1.267(f)-2T, 
1.267(f)-3, 1.1S02-13, 1.1S02-13T, 
1.1S02-14, 1.1S02-14T, and 1.1S02-31 
(as contained in the 26 CFR part 1 
edition revised as of April 1, 1994). 

§§1.267(f)-lT, 1. 267(f)-2T, and 
1.267(f)-3 [Removed] 

Par. 6. 
1.267(f)-2T, 
removed. 

Sections 1.267(f)-lT, 
and 1.267(f)-3 are 

Par. 7. Section 1.460-0 is amended 
in the table of contents by revising the 
section heading for § 1.460-4, and 
adding entries for that section to read 
as follows: 

§1.460-0 Outline of regulations under 
section 460. 

* * * * * * 

. ~1.460-4 Methods of accounting for 
long-term contracts. 

(a) through (i) [Reserved] 
(j) Consolidated groups and con

trolled groups. 

(I) Intercompany transactions. 
(i) In general. 
(ii) Definitions and nomenclature. 
(2) Example. 
(3) Effective date. 
(i) In general. 
(ii) Prior law. 

* * * * * * 
Par. 8. Section 1.460-4 is amended 

by revising the section heading, adding 
and reserving paragraphs (a) through 
(i), and adding paragraph (j) to read as 
follows: 

§1.460~ Methods of accounting for 
long-term contracts. 

(a) through (i) [Reserved] 

(j) Consolidated groups and con
trolled groups-( 1) Intercompany 
transactions-(i) In general. Section 
1.1502-13 does not apply to the 
income, gain, deduction, or loss from 
an intercompany transaction between 
members of a consolidated group, and 
section 267(f) does not apply to these 
items from an intercompany sale be
tween members of a controlled group, 
to the extent-

(A) The transaction or sale directly 
or indirectly benefits, or is intended to 
benefit, another member's long-term 
contract with a nonmember; 

(B) The selling member is required 
under section 460 to determine any part 
of its gross income from the transaction 
or sale under the percentage-of
completion method (PCM); and 

(C) The member with the long-term 
contract is required under section 460 
to determine any part of its gross 
income from the long-term contract 
under the PCM. 

(ii) Definitions and nomenclature. 
The definitions and nomenclature under 
§1.1502-13 and §1.267(f)-1 apply for 
purposes of this paragraph (j). 

(2) Example. The following example 
illustrates the principles of paragraph 
(j)(l) of this section. 

Example. Corporations P, S, and B file 
consolidated returns on a calendar-year basis. In 
1996. B enters into a long-term contract with X, 
a nonmember. to manufacture S airplanes for 
$SOO million, with delivery scheduled for 1999. 
Section 460 requires B to determine the gross 
income from its contract with X under the PCM . 
S enters into a contract with B to manufacture 
for $SO million the engines that B will install on 
X's airplanes. Section 460 requires S to deter
mine the gross income from its contract with B 
under the PCM. S estimates that it will incur $40 
million of total contract costs during 1997 and 



1998 to manufacture the engines. S incurs $10 
million of contract COSls in 1997 and $30 million 
in 1998. Under paragraph U) of this section, S 
determines its gross income from the long-term 
contract under the peM rather than under section 
267(f) or § 1.1502-13. Thus, S includes $12.5 
million of gross receipts and $10 million of 
contract costs in gross income in 1997 and 
includes $37.5 million of gross receipts and $30 
million of contract costs in gross income in 
1998. 

(3) Effective date-(i) In general. 
This paragraph (j) applies with respect 
to transactions and sales occurring in 
years beginning on or after [the date 
the final regulations are filed with the 
Federal Register]. 

(ii) Prior law. For transactions and 
sales occurring in years beginning 
before [the date final regulations are 
filed with the Federal Register], see the 
applicable regulations issued under sec
tions 267(f) and 1502, including 
§§ 1.267(0-1 T, 1.267(0-2T, and 
1.1502-13(n) (as contained in the 26 
CFR part 1 edition revised as of April 
1, 1994). 

Par. 9. Section 1.469-0 is amended 
in the table of contents by revising 
entries for paragraphs (a) through 
(d)(1), (g)(5) through (h)(3), and (h)(5) 
through (k) under section 1.469-1 and 
revising entries for paragraphs (c)(8), 
(h)(1), (h)(2), and (h)(6) under §1,469-
IT to read as follows: 

§1.469-O Table of contents. 

* * * * * * 

§1.469-1 General rules. 

(a) through (c)(7) [Reserved] 
(c )(8) Consolidated groups. 
(c)(9) through (d)(1) [Reserved] 

* * * * * * 

(g)(5) [Reserved] 
(h)( 1) In general. 
(h)(2) Definitions. 
(h)(3) [Reserved] 

* * * * * * 

(h)(5) [Reserved] 
(h)(6) Intercompany transactions. 
(i) In general. 
(ii) Example. 
(iii) Effective dates. 
(h)(7) through (k) [Reserved] 

§1.469-IT General rules (temporary). 

* * * * * * 

(c )(8) [Reserved] 

* * * * * * 

(h)( I) [Reserved] 
(h)(2) [Reserved] 

* * * * * * 

(h)(6) [Reserved] 

* * * * * * 

Par. 10. Section 1.469-1 is amended 
by revising paragraphs (a) through 
(d)(1), (g)(5) through (h)(3), and (h)(5) 
through (k) to read as follows: 

§1.469-1 General rules. 

(a) through (c)(7) [Reserved] 
(c)(8) Consolidated groups. Rules 

relating to the application of section 
469 to consolidated groups are con
tained in paragraph (h) of this section. 

(c)(9) through (d)(1) [Reserved] 

* * * * * * 

(g)(5) [Reserved] 
(h)(1) In general. This paragraph (h) 

provides rules for applying section 469 
in computing a consolidated group's 
consolidated taxable income and con
solidated tax liability (and the separate 
taxable income and tax liability of each 
member). 

(2) Definitions. The definitions and 
nomenclature in the regulations under 
section 1502 apply for purposes of this 
paragraph (h). See, e.g., §§ 1.1502-1 
(definitions of group, consolidated 
group, member, subsidiary, and consol
idated return year), 1.1502-2 (consoli
dated tax liability), 1.1502-11 (consoli
dated taxable income), 1.1502-12 
(separate taxable income), 1.1502-13 
(intercompany transactions), 1.1502-21 
(consolidated net operating loss), and 
1.1502-22 (consolidated net capital 
gain or loss). 

(3) [Reserved] 

* * * * * * 

(5) [Reserved] 
(6) Intercompany transactions-(i) 

In general. Section 1.1502-13 applies 
to determine the treatment under sec
tion 469 of intercompany items and 
corresponding items from intercompany 
transactions between members of a 
consolidated group. For example, the 
matching rule of § 1.1502-13( c) treats 
the selling member (S) and the buying 
member (B) as divisions of a single 
corporation for purposes of determining 

whether S' s intercompany items and 
B's corresponding items are from a 
passive activity. Thus, for purposes of 
applying § 1.469-2(c)(2)(iii) and 
§1.469-2T(d)(5)(ii) to property sold by 
S to B in an intercompany trans
action-

(A) Sand B are treated as divisions 
of a single corporation for determining 
the uses of the property during the 12-
month period preceding its disposition 
to a nonmember, and generally have an 
aggregate holding period for the prop
erty; and 

(B) § 1.469-2( c )(2)(iv) does not 
apply. 

(ii) Example. The following example 
illustrates the application of this para
graph (h)(6). 

Example. (i) P, a closely held corporation, is 
the common parent of the P consolidated group. 
P owns all of the stock of Sand B. X is a person 
unrelated to any member of the P group. S owns 
and operates equipment that is not used in a 
passive activity. On January I of Year I, S sells 
the equipment to B at a gain. B uses the 
equipment in a passive activity and does not 
dispose of the equipment before it has been fully 
depreciated. Assume that if Sand B were 
divisions of a single corporation, S's gain would 
be passive income attributable to a passive 
activity. 

(ii) Under the matching rule of §1.I502-13(c), 
S's gain taken into account as a result of B' s 
depreciation is treated as gain from a passive 
activity even though S used the equipment in a 
nonpassive activity. 

(iii) The facts are the same as in paragraph (a) 
of this Example, except that B sells the 
equipment to X on December I of Year 3 at a 
further gain. To the extent of B' s depreciation 
before the sale, the results are the same as in 
paragraph (ii) of this Example. S's remaining 
gain taken into account as a result of B' s sale is 
treated as attributable to a passive activity. 

(iv) The facts are the same as in paragraph 
(iii) of this Example, except that B recognizes a 
loss on the sale to X. As in paragraph (iii) of this 
Example, S' s gain taken into account as a result 
of B' s sale is treated as attributable to a passive 
activity. 

(iii) Effective dates. This paragraph 
(h)(6) applies with respect to transac
tions occurring in years beginning on 
or after [the date the final regulations 
are filed with the Federal Register]. For 
transactions occurring in years begin
ning before [the date the final regula
tions are filed with the Federal Regis
ter], see §1.469-IT(h)(6) (as contained 
in the 26 CFR part 1 edition revised as 
of April I, 1994). 

(h)(7) through (k) [Reserved] 

§1.469-IT {Amended] 

Par. 11. Section 1.469-IT is 
amended by removing and reserving 
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paragraphs (c)(8), (h)(l), (h)(2), and 
(h)(6). 

Par. 12. Section 1.1S02-13 is re
vised to read as follows: 

§i.iS02-J3 intercompany 
transactions. 

(a) In general-(l) Purpose. This 
section provides rules for taking into 
account the items of income, gain, 
deduction, and loss of members from 
intercompany transactions. The purpose 
of this section is to provide rules to 
clearly reflect the taxable income (and 
tax liability) of the group as a whole 
by preventing intercompany transac
tions from creating, accelerating, avoid
ing, or deferring consolidated taxable 
income (or consolidated tax liability). 

(2) Separate entity and single entity 
treatment. Under this section, the sell
ing member (S) and the buying mem
ber (B) are treated as separate entities 
for some purposes but as divisions of a 
single corporation for other purposes. 
The amount and location of S's inter
company items and B' s corresponding 
items are determined on a separate 
entity basis (separate entity treatment). 
For example, S determines its gain or 
loss from a sale of property to B on a 
separate entity basis, and B has a cost 
basis in the property. The timing, 
character, source, and other attributes 
of the intercompany items and corre
sponding items, although initially deter
mined on a separate entity basis, are 
redetermined under this section to 
produce the effect of transactions be
tween divisions of a single corporation 
(single entity treatment). For example, 
if S sells land to B at a gain and B 
resells the land to a nonmember, S 
does not take its gain into account until 
the resale. 

(3) Other law. The rules of this 
section apply in addition to other 
applicable law, such as sections 269 
(acquisitions to evade or avoid income 
tax), 482 (allocations among commonly 
controlled taxpayers), and 7701(f) (use 
of related persons). The timing rules of 
this section are a method of accounting 
that overrides otherwise applicable ac
counting methods. For example, if S 
sells property to B in exchange for B' s 
note, the rules of this section apply 
instead of the installment sale rules of 
section 453. However, an item taken 
into account under this section can be 
deferred, disallowed, or eliminated un
der other applicable law such as section 
267 (losses from transactions between 
related persons). 
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(4) Construction. The rules of this 
section must be applied in a consistent 
manner that reasonably carries out their 
purposes, taking into account all of the 
facts and circumstances, the underlying 
economic arrangement, and applicable 
Federal income tax accounting princi
ples. For example, the rules of this 
section must not be applied to take S' s 
intercompany items into account more 
than once. 

(S) Overview-(i) In general. The 
principal rules of this section that 
implement single entity treatment are 
the matching rule and the acceleration 
rule of paragraphs (c) and (d) of this 
section. Under the matching rule of 
paragraph (c) of this setion, Sand B 
are generally treated as divisions of a 
single corporation for purposes of 
taking into account their items from 
intercompany transactions. The acceler
ation rule of paragraph (d) of this 
section provides additional rules for 
taking the items into account if the 
effect of treating Sand B as divisions 
cannot be achieved (e.g., if SorB 
becomes a nonmember). Paragraph (b) 
of this section provides definitions, 
including the definitions of intercom
pany transaction, intercompany item, 
and corresponding item. Paragraph (e) 
of this section provides simplifying 
rules for certain transactions. Para
graphs (f) and (g) of this section 
provide additional rules for stock and 
obligations of members. Paragraphs (h) 
and (j) of this section provide anti
avoidance rules and miscellaneous op
erating rules. 

(ii) Table of examples. Set forth 
below is a table of the examples 
contained in this section. 

Matching rule. (§l.1S02-13(c)(4)(ii» 

Example I. Intercompany sale of 
land followed by re
sale; intercompany 
sale followed by sec
tion I 031 exchange 
with nonmember; in
tercompany sale fol
lowed by section 351 
transfer to nonmem
ber. 

Example 2. 
Example 3. 

Example 4. 
Example 5. 

Dealer activities. 
Intercompany section 
351 transfer. 
Depreciable property. 
Intercompany sale fol
lowed by installment 
sale. 

Example 6. 

Example 7. 

Example 8. 
Example 9. 

Example 10. 

Example 11. 

Example 12. 

Example 13. 
Example 14. 
Example IS. 
Example 16. 

Example 17. 

Example 18. 

Intercompany sale of 
installment obligation. 
Performance of 
services. 
Rental of property. 
Back-to-back inter
company sales. 
Intercompany sale of 
a partnership interest. 
Net operating losses 
subject to section 382 
or the SRL Y rules. 
Special inventory ac
counting election. 
Section 47S. 
Section 1092. 
Manufacturer rebates. 
Cancellation of debt 
and attribute reduction 
under section 108(b). 
Source of items from 
a section 863 sale. 
Section 1248. 

Acceleration rule. (§l.lS02-13(d)(3» 

Example 1. Becoming a nonmem
ber-timing. 

Example 2. Becoming a nonmem
ber-attributes. 

Example 3. Back-to-back inter
company transactions. 

Example 4. Selling member's dis
position of proceeds. 

Example S. Section 481. 

Simplifying rules-inventory. 
(§ 1.IS02-13(e)(l lev»~ 

Example I. Increment averaging 
method. 

Example 2. Increment valuation 
method. 

Example 3. Other reasonable in-
ventory methods. 

Stock of members. (§l.lS02-13(f)(6» 

Example I. 

Example 2. 
Example 3. 

Example 4. 

Example 5. 

Dividend exclusion 
and property dis
tribution. 
Excess loss accounts. 
Intercompany re
organization. 
Stock redemptions and 
distributions. 
Intercompany stock 
sale followed by sec-
tion 332 liquidation. 

Obligations of members. (§ 1.1502-
13(g)( 6» 

Example 1. Interest and premium 
on intercompany debt. 



Example 2. Intercompany debt be
comes nonintercom
pany debt. 

Example 3. Bad debt deduction or 
loss with respect to 
intercompany debt. 

Example 4. Nonintercompany debt 
becomes intercompany 
debt. 

Example 5. Notional principal 
contracts. 

Anti-avoidance rules. (§ 1.1502-
13(h)(2» 

Example 1. 

Example 2. 
Example 3. 
Example 4. 

Sale of a partnership 
interest. 
Sale to a related party. 
Sale and leaseback. 
Transitory status as an 
intercompany obli
gation. 

Miscellaneous operating rules. 
(§ 1.1502-I3(j)(6» 

Example 1. 

Example 2. 

Example 3. 
Example 4. 

Example 5. 

Intercompany sale fol
lowed by section 351 
transfer to member. 
Intercompany sale of 
member stock fol
lowed by recapitali
zation. 
Successor group. 
Liquidation-80% dis
tributee. 
Liquidation-no 80% 
distributee. 

(b) Definitions. For purposes of this 
section-

(1) Intercompany transactions-(i) 
In general. An intercompany transac
tion is a transaction between corpora
tions that are members of the same 
consolidated group immediately after 
the transaction. S is the member 
transferring property or providing serv
ices, and B is the member receiving the 
property or services. Intercompany 
transactions include-

(A) s' s sale of property (or other 
transfer, such as an exchange or 
contribution) to B, whether or not gain 
or loss is recognized; 

(B) s' s performance of services for 
B, and B's payment or accrual of its 
expenditure for S' s performance; 

(C) s' s licensing of technology, 
rental of property, or loan of money to 
B, and B's payment or accrual of its 
expenditure; and 

(D) S's distribution to B with re
spect to S stock. 

(ii) Time of transaction. If a transac
tion occurs in part while Sand Bare 
members and in part while they are not 
members, the transaction is treated as 
occurring when performance by either 
S or B takes place, or when payment 
for performance would be taken into 
account under the rules of this section 
if it were an intercompany transaction, 
whichever is earliest. Appropriate ad
justments must be made in such cases 
by, for example, dividing the transac
tion into two separate transactions 
reflecting the extent to which S or B 
has performed. 

(iii) Separate transactions. Each 
transaction is analyzed separately. For 
example, if S simultaneously sells two 
properties to B, one at a gain and the 
other at a loss, each property is sold in 
a separate transaction. Similarly, each 
payment or accrual of interest with 
respect to a loan is a separate transac
tion. If two members exchange prop
erty, each member is S with respect to 
the property it transfers and B with 
respect to the property it receives. 

(2) Intercompany items and corre
sponding items-(i) Intercompany 
items-(A) In general. S's income, 
gain, deduction, and loss from an 
intercompany transaction are its inter
company items. For example, S's gain 
from the sale of property to B is 
intercompany gain and, if the sale 
results in both ordinary income and 
capital gain (or other attribute dis
parities), each is treated as a separate 
intercompany item. An item is an 
intercompany item whether it is di
rectly or indirectly from an intercom
pany transaction. 

(B) Related costs or expenses. S's 
costs or expenses related to an inter
company transaction are included in 
determining its intercompany items. 
For example, if S sells inventory to B, 
S's direct and indirect costs properly 
includible under section 263A are 
included in determining its intercom
pany income. Similarly, in addition to 
other related costs, deductions for 
employee wages are included in deter
mining S' s income from performing 
services for B, and depreciation deduc
tions are included in determining S's 
income from renting property to B. 

(C) Amounts not yet recogni~ed or 
incurred. S' s items from intercompany 
transactions are taken into account 
under this section even if S has not yet 
taken them into account under its 
separate entity method of accounting. 
For example, if S is a cash method 

taxpayer, S' s interompany income is 
taken into account under this section 
even if the cash is not yet received. 

(ii) Corresponding items-(A) In 
general. B's income, gain, deduction, 
and loss from an intercompany transac
tion, or from property acquired in an 
intercompany transaction, are its corre
sponding items. For example, if B pays 
rent to S, B' s deduction for the rent is 
a corresponding deduction. If B buys 
property from S and resells it to a 
nonmember, B' s gain or loss from the 
resale is a corresponding gain or loss; 
alternatively, if B recovers the cost of 
the property through depreciation, B's 
depreciation deductions are correspond
ing deductions. An item is a corre
sponding item whether it is directly or 
indirectly from an intercompany trans
action (or from property acquired in an 
intercompany transaction). 

(B) Disallowed or eliminated 
amounts. B' s corresponding items in
clude amounts that are permanently 
disallowed or permanently eliminated, 
whether directly or indirectly. For 
example, corresponding items include 
amounts disallowed under section 265 
(expenses relating to tax-exempt in
come), amounts offset under section 
l7I(e) (amortizable bond premium off
set), and amounts not recognized under 
section 311 (nonrecognition of loss on 
distributions) or 332 (nonrecognition on 
liquidating distributions). (See para
graph (c)(3)(iv) of this section, under 
which certain of these amounts may 
cause S' s intercompany income or gain 
to be treated as excluded from gross 
income.) 

(iii) Effect of basis adjustments. This 
paragraph (b )(2)(iii) provides additional 
rules for intercompany items and corre
sponding items. 

(A) Deemed intercompany items. An 
adjustment reflected in basis (or to an 
amount equivalent to basis, such as a 
loss carryover or an excess loss ac
count) that is a substitute for an 
intercompany item is treated as an 
intercompany item. For example, a 
reduction in S' s basis in property that 
preserves S' s income for a later period 
and relates to B' s corresponding deduc
tion is treated as intercompany income 
of S. However, if the adjustment is 
made pursuant to a nonrecognition 
provision of the Code or regulations 
unrelated to S' s method of accounting. 
the adjustment is not treated as an 
intercompany item. 

(B) Deemed corresponding 
An adjustment reflected in basis 

items. 
(or in 
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an amount equivalent to basis, such as 
a loss carryover or an excess loss 
account) that is a substitute for a 
corresponding item is treated as a 
corresponding item for purposes of 
taking S's intercompany items into 
account. However, an adjustment is not 
treated as a corresponding item to the 
extent that the adjustment reflects a 
comparable amount not recognized by 
S, or to the extent that the only effect 
of the adjustment is to preserve B's 
items for a later period (rather than, for 
example, affecting the overall amount 
of items taken into account or to be 
taken into account). 

(C) Amounts deemed not to be items. 
A deduction or loss is not treated as an 
intercompany item or corresponding 
item to the extent it does not reduce 
basis (or have an equivalent effect, 
such as decreasing a loss carryover or 
increasing an excess loss account). For 
example, if B has percentage depletion 
in excess of basis under section 613 or 
613A with respect to mineral property 
purchased from S, the depletion in 
excess of basis is not treated as a 
corresponding item for purposes of this 
section. Similar principles apply to 
income or gain that does not increase 
basis (or have an equivalent effect). 

(3) Treatment as a separate entity. 
Treatment as a separate entity means 
treatment without application of the 
rules of this section, but with the 
application of the other consolidated 
return regulations. For example, if S 
sells the stock of another member to B, 
S's gain or loss on a separate entity 
basis is determined with the application 
of § 1.1502-80(b) (nonapplicability of 
section 304), but without redetermina
tion under paragraph (c) or (d) of this 
section. 

(4) Attributes. The attributes of an 
intercompany item or corresponding 
item are all of the item's characteristics 
necessary to determine its effect on 
taxable income (and tax liability) ex
cept amount, location, and timing. For 
example, attributes include character, 
source, treatment as excluded from 
gross income or as a noncapital, non
deductible amount, and treatment as 
built-in gain or loss under section 
382(h) or 384. A member's holding 
period in property, or the fact that 
property is included in the inventory of 
a member, is not an attribute of an 
item, but these factors do affect the 
determination of the attributes of items 
from the property. 

(c) Matching rule. S's intercompany 
items and B' s corresponding items are 
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taken into account for each consoli
dated return year under the following 
rules: 

(1) Attributes and holding periods
(i) General rule. The attributes of S's 
intercompany items and B' s corre
sponding items are redetermined to 
produce the same effect on consoli
dated taxable income (and consolidated 
tax liability) as if Sand B were 
divisions of a single corporation, and 
the intercompany transaction were a 
transaction between divisions. Thus, the 
activities of both Sand B affect the 
attributes of both intercompany items 
and corresponding items. For example, 
if S holds property for sale to unrelated 
customers in the ordinary course of its 
trade or business and sells the property 
to B, S' s intercompany items and B' s 
corresponding items may be ordinary 
items solely by reason of S' s activities. 
Similar principles apply if S performs 
services, rents property, or engages in 
any other intercompany transaction. 

(ii) Holding periods. The holding 
period of property transferred in an 
intercompany transaction is the aggre
gate of the holding periods of Sand B. 
However, if the basis of the property is 
determined by reference to the basis of 
other property, the property's holding 
period is determined by reference to 
the holding period of the other prop
erty. For example, the holding period 
of stock distributed in an intercompany 
distribution to which section 355 ap
plies is determined by reference to the 
holding period of the distributing mem
ber's stock. 

(2) Timing-(i) B's items. B takes 
its corresponding items into account 
under its accounting method. However, 
the redetermination of the attributes of 
a corresponding item may affect its 
timing. For example, if B's resale of 
property acquired from S is treated as a 
dealer disposition solely by reason of 
S's activities, section 453(b) prevents 
any corresponding income of B from 
being taken into account under the 
installment method. 

(ii) S's items. S takes its intercom
pany items into account to reflect the 
difference for the year between B's 
corresponding items taken into account 
and B' s recomputed corresponding 
items (the corresponding items that B 
would take into account for the year if 
Sand B were divisions of a single 
corporation). For example, if S sells 
property with a $70 basis to B for 
$100, and B later resells the property to 
a nonmember for $90, B' s correspond-

ing item taken into account is its $10 
loss, B' s recomputed corresponding 
item is a $20 recomputed gain, and the 
$30 difference is the amount of S's 
intercompany gain that is taken into 
account for the year of the resale. 
Although B does not actually take the 
recomputed corresponding items into 
account, they are computed as if they 
were taken into account (based on 
reasonable and consistently applied 
assumptions, including any provision of 
the Internal Revenue Code (Code) or 
regulations that would affect their 
timing or attributes). 

(3) Operating rules for single entity 
adjustments. For purposes of this para
graph (c)-

(i) Divisions of a single corporation. 
As divisions of a single corporation, S 
and B are treated as engaging in their 
actual transaction and owning any 
actual property in the transaction 
(rather than treating the transaction as 
not occurring). For example, S's sale of 
property to B for cash is not dis
regarded, but is treated as an exchange 
of property for cash between divisions 
(and B therefore ordinarily does not 
have a cost basis). Similarly, if S 
transfers property to B in exchange for 
B's stock, S is treated as owning the 
stock it receives in the exchange. 
Although treated as divisions, Sand B 
nevertheless are treated as: 

(A) Operating separate trades or 
businesses. See, e.g., §1.446-1(d) (ac
counting methods for a taxpayer en
gaged in more than one business). 

(B) Having any special status that 
they have under the Internal Revenue 
Code. For example, a bank defined in 
section 581, a domestic building and 
loan association defined in section 
7701(a)(19), and an insurance company 
to which section 801 or 831 applies are 
treated as divisions having separate 
special status. On the other hand, the 
fact that a member holds property for 
sale to customers in the ordinary course 
of its trade or business is not a special 
status. 

(ii) Multiple intercompany items or 
corresponding items-(A) Multiple 
triggers. If more than one correspond
ing item can cause an intercompany 
item to be taken into account under this 
paragraph (c), the intercompany item is 
taken into account in connection with 
the corresponding item most consistent 
with the treatment of members as 
divisions of a single corporation. For 
example, if S sells a truck to B, its 



intercompany gain from the sale is not 
taken into account by reference to B' s 
depreciation if the depreciation is cap
italized under section 263 as part of 
B's cost for a building; instead, S' s 
gain relating to the capitalized de
preciation is taken into account when 
the building is sold or as it is 
depreciated. If B purchases appreciated 
land from S and transfers the land to a 
lower-tier member in exchange for 
stock, thereby duplicating the basis of 
the land in the basis of the stock, items 
with respect to both the stock and the 
land can cause S' s intercompany gain 
to be taken into account; if the lower
tier member becomes a nonmember as 
a result of the sale of its stock, the 
attributes of S' s intercompany gain are 
determined with respect to the land 
rather than the stock. 

(B) Aggregation of transactions. If a 
member's intercompany item or corre
sponding item affects the accounting 
for more than one intercompany trans
action, appropriate adjustments are 
made to treat all of the intercompany 
transactions as transactions between 
divisions of a single corporation. For 
example, if land is transferred in 
successive intercompany transactions, 
all of the participating members are 
treated as divisions of a single corpora
tion for purposes of determining the 
timing and attributes of each of the 
items from the land. Similar principles 
apply with respect to intercompany 
transactions that are part of the same 
plan or arrangement. For example, if S 
sells separate properties to different 
members as part of the same plan or 
arrangement, all of the participating 
members are treated as divisions of a 
single corporation for purposes of 
determining the timing and attributes of 
the intercompany items and corre
sponding items from each of the 
properties. 

(iii) Conflict of attributes or 
allocation-(A) In general. If it is not 
possible to determine the attributes of 
an item, or the allocation of attributes 
between Sand B, by treating Sand B 
as divisions of a single corporation, the 
determination or allocation is made as 
follows-

(I) The attributes of B' s correspond
ing items on a separate entity basis 
control the attributes of offsetting 
intercompany items of S (e.g., B's 
interest expense controls S' s interest 
income); and 

(2) If the corresponding items and 
intercompany items do not offset (e.g., 

both Sand B have gain from the same 
property), their attributes are deter
mined on a separate entity basis to the 
extent not inconsistent with the pur
poses of this section. 

(B) Special status. To the extent an 
item's attributes determined under this 
section are permitted or not permitted 
to a member under the Internal Reve
nue Code or regulations by reason of 
the member's special status, the at
tributes required under the Internal 
Revenue Code or regulations apply to 
that member (but not the other mem
ber). For example, if S is a bank to 
which section 582(c) applies, and sells 
debt securities at a gain to B, a 
nonbank, the character of S' s intercom
pany gain is ordinary as required under 
section 582(c), but the character of B's 
corresponding items as capital or ordi
nary is determined under paragraph 
(c)(I) of this section without the 
application of section 582(c). For other 
special status issues, see, e.g., sections 
595(b) (foreclosure on property secur
ing loans), 818(b) (life insurance com
pany treatment of capital gains and 
losses), 1032 (nonrecognition with re
spect to an issuer's stock) and 1503(c) 
(limitation on absorption of certain 
losses). 

(iv) Limitation on treatment of inter
company income or gain as excluded 
from gross income-CAl In general. 
Redetermining the attributes of inter
company items and corresponding 
items under this paragraph (c) may 
result in S's intercompany items being 
treated as excluded from gross income 
or as noncapital, nondeductible 
amounts. For example, S' s intercom
pany loss from the sale of property to 
B is treated as a noncapital, nondeduct
ible amount if B distributes the prop
erty to a nonmember shareholder at no 
further gain or loss (because of the 
nonrecognition of loss under section 
311(a». See also §§1.l502-32 and 
1.1502-33 (adjustments to S's stock 
basis and earnings and profits to reflect 
amounts so treated). 

(B) Limitation. S's intercompany in
come or gain may be treated under this 
paragraph (c) as excluded from gross 
income only to the extent one of the 
following applies: 

(I) Disallowed amounts. B' s corre
sponding item is a deduction or loss 
that, in the taxable year the item is 
taken into account under this section, is 
permanently disallowed directly under 
another provision of the Internal Reve
nue Code or regulations. An amount is 

not permanently disallowed for this 
purpose if, for example-

(i) The disallowance or elimination 
is not permanent because an equivalent 
amount might be taken into account by 
B, such as under section 280B (demoli
tion costs recoverable as capitalized 
amounts), or by another taxpayer, such 
as under section 267(d) (disallowed 
loss under section 267(a) may result in 
nonrecognition of gain for a related 
person); 

(ii) The amount is realized but not 
recognized under section 332; 

(iii) The amount is a deemed item 
under paragraph (b )(2)(iii) of this sec
tion; or 

(iv) The amount is a loss that is part 
of a carryforward that expires in a later 
year. 

(2) Section 311. The corresponding 
item is a loss that is realized, but not 
recognized under section 311 (a). 

(3) Other amounts. The correspond
ing item is otherwise limited, elimi
nated, offset, or has no effect on the 
computation of taxable income under 
any provISIon identified by the 
Commissioner. 

(4) Examples-(i) In general. For 
purposes of the examples in this 
section, unless otherwise stated, P is 
the common parent of the P consoli
dated group, P owns all of the only 
class of stock of subsidiaries Sand B, 
X is a person unrelated to any member 
of the P group, the taxable year of all 
persons is the calendar year, all persons 
use the accrual method of accounting, 
tax liabilities are disregarded, the facts 
set forth the only corporate activity, 
and no member has any special status. 
If a member acts as both a selling 
member and a buying member (e.g., 
with respect to different aspects of a 
single transaction, or with respect to 
related transactions), the member IS 

referred to as M (rather than as S or 
B). 

(ii) Matching rule. The matching 
rule of this paragraph (c) is illustrated 
by the following examples. 

Example I. Intercompany sale of land followed 
b\' resale: intercompany sale followed by section 
1031 exchange with nonmember: intercompany 
sale followed bv section 351 transfer to nonmem· 
ber. (a) Facts. S holds land for investment with a 
basis of $70. On January 1 of Year 1, S sells the 
land to B for $100. B also holds the land for 
investment. On July 1 of Year 3. B sells the land 
to X for $110. 

(b) Definitions. Under paragraph (bJ( 1) of this 
section. S' s sale of the land to B is an 
Intercompany transaction. S is the selling mem-
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ber, and B is the buying member. Under 
paragraph (b)(2) of this section, S's $30 gain 
from the sale to B is its intercompany gain, and 
B's $10 gain from the sale to X is its 
corresponding gain. 

(c) Timing. Under the matching rule of para
graph (c) of this section, S takes its intercom
pany items into account to reflect the difference 
for the year between B' s corresponding items 
taken into account and B' s recomputed corre
sponding items (the corresponding items that B 
would take into account for the year if Sand B 
were divisions of a single corporation). If Sand 
B were di visions of a single corporation and the 
intercompany sale were a transfer between the 
divisions, B would succeed to S's $70 basis in 
the land and would have a $40 gain from the 
sale to X instead of a $10 gain. Consequently, S 
takes no gain into account in Years I and 2, and 
takes the entire $30 gain into account in Year 3 
to reflect the $30 difference in that year between 
the $10 gain B takes into account and its $40 
recomputed gain (B's recomputed corresponding 
item). Under §§ l.l502-32 and \.1502-33, p's 
basis in its S stock and the earnings and profits 
of Sand P do not reflect S' s $30 gain until the 
gain is taken into account in Year 3. (Under 
paragraph (b)(2)(i)(C) of this section, the results 
would be the same if S sold the land to B in an 
installment sale to which section 453 would 
otherwise apply, because S must take its 
intercompany gain into account under this 
section.) 

(d) Attributes. Under the matching rule, S's 
$30 intercompany gain and B's $10 correspond
ing gain are taken into account to produce the 
same effect on consolidated taxable income (and 
consolidated tax liability) as if Sand B were 
divisions of a single corporation. In addition, the 
holding periods of Sand B for the land are 
aggregated. Thus, both are long-term capital 
gain. 

(e) Intercompany loss and resale gain. The 
facts are the same as in paragraph (a) of this 
Example I, except that S's basis in the land is 
$130 (rather than $70). The timing and attributes 
of S' s intercompany loss and B' s corresponding 
gain are determined in the manner provided in 
paragraphs (c) and (d) of this Example I. If S 
and B were divisions of a single corporation and 
the intercompany sale were a transfer between 
the divisions, B would succeed to S's $130 basis 
in the land and would have a $20 loss from the 
sale to X instead of a $10 gain. Thus, S takes its 
entire $30 loss into account in Year 3 to reflect 
the $30 difference between B's $10 gain taken 
into account and its $20 recomputed loss. (The 
results are the same under section 267(f).) S's 
$30 loss is long-term capital loss, and B's $10 
gain remains long-term capital gain. 

(f) Intercompanv gain and resale loss. The 
facts are the same as in paragraph (aj of this 
Example 1. except that B sells the land to X for 
$90 (rather than $IIOj. The timing and attributes 
of S's intercompany gain and B's corresponding 
loss are determined in the manner provided in 
paragraphs (cj and (d) of this Example I. If S 
and B were divisions of a single corporation and 
the intercompany sale were a transfer between 
the divisions, B would succeed to S's $70 basis 
in the land and would have a $20 gain from the 
sale to X instead of a $10 loss. Thus. S takes its 
entire $30 gain into account in Year 3 to reflect 
the $30 difference between B' s $10 loss taken 
into account and its $20 recomputed gain. S's 
$30 gain is long-term capital gain, and B' s $10 
loss is long-term capital loss. 
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(g) Intercompany sale followed bv section 
1031 exchange with nonmember. The' facts are 
the same as in paragraph (a) of this Example I, 
except that, instead of selling the land to X, B 
exchanges the land for land owned by X in a 
transaction to which section 1031 applies. There 
is no difference in Year 3 between B' s 
corresponding items taken into account and its 
recomputed items. Thus, none of S's intercom
pany gain is taken into account under the 
matching rule as a result of the section 1031 
exchange. Instead, B' s gain is preserved in the 
land received from X and, under the successor 
asset rule of paragraph U)(1 )(i) of this section, 
S's intercompany gain is taken into account by 
reference to the replacement property. (If B takes 
gain into account as a result of boot received in 
the exchange, S' s intercompany gain would be 
taken into account under the matching rule to the 
extent the boot causes a difference between B' s 
gain taken into account and its recomputed gain.) 

(h) Intercompany sale followed by section 351 
transfer to nonmember. The facts are the same as 
in paragraph (a) of this Example ], except that, 
instead of selling the land to X, B transfers the 
land to X in a transaction to which section 351 
applies and X remains a nonmember. There is no 
difference in Year 3 between B' s corresponding 
items taken into account and its recomputed 
items. Thus, none of S's intercompany gain is 
taken into account under the matching rule as a 
result of the section 351 transfer. However, S' s 
entire gain is taken into account in Year 3 under 
the acceleration rule of paragraph (d) of this 
section (because X reflects B' s $100 cost basis 
in the land under section 362). 

Example 2. Dealer activities. (a) Facts. S 
holds land for investment with a basis of $70. 
On January I of Year I, S sells the land to B for 
$100. B develops the land as residential real 
estate, and sells developed lots to customers 
during Year 3 for an aggregate amount of $110. 

(b) Attributes. Sand B are treated under the 
matching rule as di visions of a single corporation 
for purposes of determining the attributes of B's 
corresponding items and S's intercompany items. 
Thus, although S held the land for investment, 
whether the land is property described in section 
1221 (l) is based on the activities of both Sand 
B. If the land is described in section 1221 (I), 
both S's gain and B's gain are ordinary income. 

Example 3. Intercompany section 351 transfer. 
(a) Facts. S holds land with a $70 basis for sale 
to customers in the ordinary course of business. 
On January I of Year I, S transfers the land to B 
in exchange for B stock and $10 cash in a 
transaction to which section 351 applies. See 
§ 1.1502-34 (aggregate stock ownership rules). S 
has a $10 gain under section 351 (b), and its basis 
in the B stock is $70 under section 358. Under 
section 362, B's basis in the land is $80. B holds 
the land for investment. On July I of Year 3, B 
sells the land to X for $100. Assume that if S 
and B were divisions of a single corporation, B's 
gain from the sale would be ordinary income by 
reason of S' s activities. 

(b) Timing and attributes. Under paragraph 
(c)(3)(ij of this section, S is treated as transfer
ring the land for B's stock even though, as 
divisions, S could not own stock of B. S takes its 
$10 gain into account in Year 3 to reflect the 
$10 difference between B's $20 gain taken into 
account and its $30 recomputed gain. Both S's 
$10 gain and B's $20 gain are ordinary income. 

(c) Partial disposition. The facts are the same 
as in paragraph (a) of this Example 3. except B 
sells only a one-half, undivided interest in the 

land to X for $50. The timing and attributes are 
determined in the manner provided in paragraph 
(b) of thi, Example 3, except that S takes only 
$5 of its gain into account in Year 3 to reflect 
the $5 difference between B's $10 gain taken 
into account and its $15 recomputed gain. 

(d) No boot. The facts are the same as in 
paragraph (a) of this Example 3, except that there 
is no boot in the section 351 transactIOn. Under 
paragraph (b)( I) of this section, S's transfer to B 
is an intercompany transaction. Under paragraph 
(b)(2) of this section, S has no intercompany 
items. but B' s $30 gain from its sale of the land 
to X is a corresponding item because the land 
was acquired in an intercompany transaction. B's 
$30 gain is ordinary income. 

Example 4. Depreciable property. (a) Facts. 
During Year I, S buys lO-year recovery property 
for $80 and depreciates it under the straight-line 
method with the half-year convention. On July I 
of Year 6, S sells the property to B for $100. 
Under section 168(i)(7), B is treated as S for 
purposes of section 168 to the extent that B's 
$100 basis does not exceed S's adjusted basis at 
the time of the sale. B's additional basis is 
treated as new 10-year recovery property subject 
to the half-year convention, for which B elects 
the straight-line method of recovery. 

(b) Depreciation in Year 6 and intercompany 
gain. S takes into account $4 of depreciation for 
Year 6, and S has a $40 basis at the time of the 
sale to B ($80 minus $36 of prior years' 
depreciation and $4 of Year 6 depreciation). 
Thus, S has a $60 intercompany gain from its 
sale to B. For Year 6, B has the remaining $4 of 
depreciation with respect to $40 of its basis (the 
portion of its $100 basis not exceeding S' s 
adjusted basis). In addition, B has another $3 of 
depreciation with respect to the $60 of its 
additional basis that exceeds S's adjusted basis 
(under the half-year convention). For purposes of 
treating Sand B as divisions of a single 
corporation under the matching rule, the $8 of 
recomputed depreciation for Year 6 is also 
allocated $4 to Sand $4 to B. 

(c) Timing. S's $60 gain is taken into account 
to reflect the difference for each consolidated 
return year between B' s depreciation taken into 
account with respect to the property and its 
recomputed depreciation. For Year 6, B takes $7 
of depreciation into account. If the intercompany 
transaction had been a transfer between di visions 
of a single corporation, B would have succeeded 
to S's adjusted basis in the property and taken 
into account only its $4 allocable share of the 
property's $8 of depreciation for Year 6. Thus, S 
takes $3 of gain into account in Year 6. In each 
subsequent year that B operates the property and 
takes into account $14 of depreciation ($8 with 
respect to $40 of basis, and $6 with respect to 
$60 of basis), S takes into account $6 of gain to 
reflect the $6 difference between B' s $14 of 
depreciation taken into account and its recom
puted $8 of depreciation (the depreciation that B 
would take into account if the intercompany sale 
were a transfer between divisions). 

(d) Attributes. S's gain taken into account as a 
result of B's depreciation is ordinary income. 

(e) Resale of property. The facts are the same 
as in paragraph (a) of this Example 4. except that 
B sells the property to X at the beginning of 
Year 10 for an amount equal to its $44 adjusted 
basis (applying the half-year convention). To the 
extent of B' s $56 of depreciation before the sale 
($32 with respect to the $40 of basis correspond
ing to S' s adjusted basis, and $24 with respect to 
the $60 of additional basis), the timing and 



attributes of S's gain are detennined in the 
manner provided in paragraphs (c) and (d) of this 
Example 4. and S takes into account $24 of gain 
In Years 6 through 10 as ordinary income. The 
$36 balance of S's gain is taken into account in 
Year 10 as a result of B's sale to X, to reflect 
the $36 difference between B's $0 gain taken 
Into account and its $36 recomputed gain ($44 
sale proceeds minus the $8 basis B would have if 
the intercompany sale were a transfer between 
divisions of a single corporation). The attributes 
of the remaining $36 of S's gain are determined 
by treating Sand B as divisions of a single 
corporatIOn. Thus, the entire $36 of gain is 
recapture Income under section 1245. 

Example 5. Intercompany sale followed bv 
installment sale. (a) Facts. S holds land f~r 
investment with a basis of $70X. On January I 
of Year I, S sells the land to B for $100X. B 
also holds the land for investment. On July I of 
Year 3, B sells the land to X in exchange for X's 
$IIOX note. The note bears a market rate of 
interest in excess of the applicable Federal rate, 
and provides for principal payments of $55 X in 
Year 4 and $55 X in Year 5. The interest charge 
under section 453A(c) applies to X's note. 

(b) Timing and attributes. S takes its $30X 
gain into account in each consolidated return 
year to reflect the difference between B' s gain 
taken into account for the year and its recom
puted gain. Under section 453, B takes into 
account $5 X of gain in Year 4 and $5 X of gain 
in Year 5. Thus, S takes into account $15x of 
gain in Year 4 and $15X of gain in Year 5. This 
reflects the $15 X difference in Year 4 and in 
Year 5 between B' s $5 X gain taken into account 
and its $20X recomputed gain. Both S's $30X 
gain and B's $IOX gain are subject to the 
section 453A(c) interest charge beginning in 
Year 3. 

(c) Election out under section 453(d). If, 
under the facts in paragraph (aJ of this Example 
5, the P group wishes to elect not to apply 
section 453 with respect to S's gain, an election 
under section 453(d) must be made for Year 3 
with respect to B's gain. This election will cause 
B's $IOX gain to be taken into account in Year 
3. Under the matching rule, this in turn will 
result in S' s $30 gain being taken into account in 
Year 3. (An election by the P group solely with 
respect to S's gain has no effect because the gain 
from S' s sale to B is taken into account under 
the matching rule, and therefore must reflect the 
difference between B' s gain taken into account 
and its recomputed gain.) 

(d) Resale loss. but overall gain. The facts are 
the same as in paragraph (a) of this Example 5. 
except that B sells the land to X in exchange for 
X's $90X note (rather than $IIOX note). B's 
$10 X loss is taken into account in Year 3 and is 
not subject to installment reporting under section 
453 (only gain may be reported on the install
ment method). There is an aggregate $30X 
difference between B's $IOX loss taken into 
account and its $20X recomputed gain. Under 
paragraph (c)(2)(ii) of this section, however, B's 
$20x recomputed gain is treated as taken into 
account in Years 4 and 5 under the installment 
method. Thus, Stakes $IOX of gain into account 
in Year 3 to reflect the $IOX difference between 
B's $IOX loss taken into account and its $0 
recomputed gain for Year 3. (None of B's $20 
recomputed gain is treated as taken into account 
in Year 3 under the installment method). Stakes 
$IOX of gain into account in each of Years 4 
and 5 to reflect the difference in those years 
between B's $0 gain taken into account and B's 
$IOX recomputed gain under the installment 

method. Only the $20X of S's gain taken into 
account in Years 4 and 5 is subject to the 
Interest charge under section 453A(c) beginning 
In Year 3. (If the P group elects under section 
453(d) for Year 3 to not apply section 453 with 
respect to S's gain, the election will be given 
effect under paragraph (c)(2)(ii) of this section.) 

(e) Intercompanv loss. installment gain. The 
facts are the same as in paragraph (a) of this 
Example 5. except that S has a $130X (rather 
than $70X) basis in the land. Stakes $20X of its 
loss into account in Year 3 to reflect the $20 X 
difference between B' s $0 loss taken into 
account (under section 453) and its $20X 
recomputed loss. Of the $IOx remaining balance 
of S's loss, $5X is taken into account in each of 
Years 4 and 5 to reflect the $5 X difference 
between B's $5X gain taken into account and its 
$0 recomputed gain. (The results are the same 
under section 267(f).) S's $20x loss taken into 
account in Year 3 is treated like the $20X 
recomputed loss B would have taken into 
account if Sand B were divisions of a single 
corporation, and S' s remaining $5 X loss in each 
of Years 4 and 5 offsets B' s gain taken into 
account. Because B' s $5 X of gain in each of 
Years 4 and 5, and S's $5X of loss in each of 
Years 4 and 5, are taken into account at the same 
time and offset in determining consolidated 
taxable income, the gain is not subject to the 
interest charge under section 453A(c) for Years 4 
and 5. (If B had sold the land to X for more than 
$\30X, B's gain in excess of S'S $30X loss 
would be subject to the interest charge under 
section 453A(c).) 

(f) Recapture income. The facts are the same 
as in paragraph (a) of this Example 5. except that 
S bought depreciable property for $100x and its 
depreciation deductions reduced the property's 
basis to $70 X before Year I, S sells the 
depreciable property (rather than land) to B for 
$100x on January I of Year I, and S'S $30X of 
gain is recapture income on a separate entity 
basis under section 1245. S' s gain is treated as 
recapture income that is ineligible under section 
453(i) for installment reporting. Thus, Stakes 
$30X ordinary income into account in Year 3. B 
takes its $10 gain into account in Years 4 and 5, 
and the gain is subject to the interest charge 
under section 453A(cJ. (If S has bought the 
depreciable property for $IIOX and its recom
puted basis under section 1245 had been $110 X 
(rather than $100X), B's $10 X gain and S'S 
$30X gain would both be recapture income 
ineligible under section 453(i) for installment 
reporting.) 

Example 6. Intercompany sale of installment 
obligation. (aJ Facts. S holds land for investment 
with a basis of $70X. On January I of Year I, S 
sells the land to X in exchange for X' s $100 X 
note, and S reports its gain on the installment 
method under section 453. X's note bears interest 
at a market rate of interest in excess of the 
applicable Federal rate, and provides for princi
pal payments of $50X in Year 5 and $50X in 
Year 6. Section 453A applies to X's note. On 
July I of Year 3, S sells X's note to B for 
$100X, and under section 453B(a) S is consid
ered to recognize the $30X gain from its prior 
sale of the land to X. 

(b) Timing and attributes. S's sale of X's note 
to B is an intercompany transaction, and S' s 
$30X gain is intercompany gain. Stakes $15 X 
of the gain into account in each of Years 5 and 6 
to reflect the $15 X difference in each year 
between B's $0 gain taken into account and its 
$15 X recomputed gain. S' s gain continues to be 
treated as its gain from the sale to X. and the 

deferred tax liability remains subject to the 
interest charge under section 453A(c). 

(c) Worthlessness. The facts are the same as 
in paragraph (a) of this Example 6. except that 
X's note becomes worthless on December I of 
Year 3 and B has a $IOOX short-tenn capital 
loss under section 165(g) on a separate entity 
basis. Under the matching rule, B's loss is a 
long-term capital loss because B's holding period 
for X's note is aggregated with S's holding 
period. In addition, S takes its $30x gain into 
account in Year 3 to reflect the $30x difference 
between B's $100X loss taken into account and 
its $70X recomputed loss. S's gain is long-term 
capital gain. 

(d) Pledge. The facts are the same as in 
paragraph (a) of this Example 6. except that, on 
December I of Year 3, B borrows $100 X from 
an unrelated bank and secures the indebtedness 
with X's note. X's note remains subject to 
section 453A(d) following the sale to B. Under 
section 453A(d), B's $IOOX of proceeds from 
the secured indebtedness is treated as an amount 
received on December I of Year 3 by B on X's 
note. Thus, S takes its entire $30X gain into 
account in Year 3. 

Example 7. Performance of services. (a) Facts. 
S is a driller of water wells. B operates a ranch 
in a remote location, and B's taxable income 
from the ranch is not subject to section 447. B' s 
ranch requires water to maintain its cattle. 
During Year I, S drills an artesian well on B' s 
ranch in exchange for $100 from B, and S incurs 
$80 of expenses (e.g.. for employees and 
equipment). B capitalizes its $100 cost for the 
well under section 263, and takes into account 
$10 of cost recovery deductions in each of Years 
2 through II. Under its separate entity method of 
accounting, S would take its income and 
expenses into account in Year \. 

(b) Definitions. Under paragraph (b)( I) of this 
section, the service transaction is an intercom
pany transaction, S is the selling member, and B 
is the buying member. S has $100 of income and 
$80 of related expenses. Under paragraph 
(b}(2)(i)(B) of this section, S's income and 
expense are both included in determining its 
intercompany income of $20. 

(c) Timing and attributes. S's $20 of income 
is taken into account under the matching rule to 
reflect the $20 difference between B's items to 
be taken into account (based on its $100 cost 
basis in the well) and B's recomputed items 
(based on the $80 basis B would have if Sand B 
were divisions of a single corporation and B's 
basis were determined by reference to S' s $80 of 
expenses). In Year I, S takes into account $80 of 
its income and the $80 of expenses. In each of 
Years 2 though II, Stakes $2 of its remaining 
$20 of income into account to reflect the annual 
$2 difference between B' s $10 of cost recovery 
deductions taken into account and its $8 of 
recomputed cost recovery deductions. S's inter
company income and related expenses, and B's 
cost recovery deductions, are ordinary items. 

(d) Sale of capitalized services. The facts are 
the same as in paragraph (a) of this Example 7. 
except that B sells the ranch before Year II and 
recognizes gain attributable to the well. To the 
extent of the offsetting $80 income and expense 
and S's income taken into account as a result of 
B's cost recovery deductions, the timing and 
attributes are determined in the manner provided 
in paragraph (c) of this Example 7. The 
remainder of S' s $20 of income is treated like 
the recomputed gain B would have taken into 
account if Sand B were divisions of a single 
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corporation (recapture income or section 1231 
gain, even though it is from 5's performance of 
services). 

Example 8. Rental of property. B operates a 
ranch that requires grazing land for its cattle. 5 
owns undeveloped land adjoining B's ranch. On 
January 1 of Year I, 5 leases grazing rights to B 
for Year 1. B' s $100 rent expense is deductible 
for Year I under its separate entity accounting 
method. Under paragraph (b)(l) of this section, 
the rental transaction is an intercompany transac
tion, 5 is the selling member, and B is the 
buying member. 5 takes its $100 of income into 
account in Year 1 to reflect the $100 difference 
between B's rental deduction taken into account 
and its $0 recomputed rent deduction. 5's income 
and B's deduction are ordinary items. 

Example 9. Back-to-back intercompany sales. 
(a) Facts. 5 holds land for investment with a 
basis of $70. On January 1 of Year 1, 5 sells the 
land to M for $90. M also holds the land for 
investment. On July I of Year 3, M sells the 
land for $100 to B, and B holds the land for sale 
to customers in the ordinary course of business. 
During Year 5, B sells all of the land to 
customers for $105. 

(b) Timing. Under paragraph (b)(l) of this 
section, 5' s sale of the land to M and M' s sale 
of the land to B are both intercompany trans
actions. 5 is the selling member and M is the 
buying member in the first intercompany transac
tion, and M is the selling member and B is the 
buying member in the second intercompany 
transaction. Under paragraph (c)(3)(ii)(B) of this 
section, 5, M and B are treated as divisions of a 
single corporation for purposes of determining 
the timing of their items from the intercompany 
transactions. 5ee also paragraph (j)(I)(ii) of this 
section (B is treated as a successor to M for 
purposes of taking 5's intercompany gain into 
account). Thus, 5's $20 gain and M's $10 gain 
are both taken into account in Year 5 to reflect 
the difference between B's $5 gain taken into 
account with respect to the land and its $35 
recomputed gain (i.e., the gain that B would have 
taken into account if the intercompany sales had 
been transfers between divisions of a single 
corporation, and B succeeded to 5' s $70 basis). 

(c) Attributes. Under paragraphs (c)(3)(ii)(B) 
of this section, the attributes of the intercompany 
items and corresponding items of 5, M, and B 
are also determined by treating 5, M, and B as 
di visions of a single corporation. For example, 5 
and M must take B's activities into account in 
determining the character of their gains. 

Example 10. Intercompany sale of a part
nership interest. (a) Facts. 5 owns a 20% interest 
in the capital and profits of a general partnership. 
The partnership holds land for investment with 
an equal basis and value, and operates deprecia
ble assets which have value in excess of basis. 
5's basis in its partnership interest equals its 
share of the adjusted basis of the partnership's 
land and depreciable assets. The partnership has 
an election under section 754 in effect. On 
January I of Year I, 5 sells its partnership 
interest to B at a gain. During Years I through 
10, the partnership depreciates the operating 
assets, and B's depreciation deductions from the 
partnership reflect the increase in the basis of the 
depreciable assets under section 743(b). 

(b) Timing and attributes. 5's gain is taken 
into account during Years I though \0 to reflect 
the difference in each year between B's deprecia
tion deductions from the partnership taken into 
account and B's recomputed depreciation deduc
tions from the partnership. 5' s gain taken into 
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account is ordinary income. (The acceleration 
rule of paragraph (d) of this section does not 
apply to 5's gain as a result of the section 743(b) 
adjustment, because the adjustment is solely with 
respect to B and therefore no nonmember reflects 
any part of the intercompany transaction.) 

(c) Partnership sale of assets. The facts are 
the same as in paragraph (a) of this Example ]0, 

and the partnership sells some of its depreciable 
assets to X at a gain on December 31 of Year 4. 
In addition to the intercompany gain taken into 
account as a result of the partnership's deprecia
tion, 5 takes intercompany gain into account in 
Year 4 to reflect the difference between B' s 
partnership items taken into account from the 
sale (which reflect the basis increase under 
section 743(b» and B's recomputed partnership 
items. 5's additional gain is treated like the 
recomputed gain B would have taken into 
account if 5 and B were divisions of a single 
corporation (recapture income or section 1231 
gain). 

(d) B's sale of partnership interest. The facts 
are the same as in paragraph (a) of this Example 
10, and on December 31 of Year 4, B sells its 
partnership interest to X at no gain or loss. In 
addition to the intercompany gain taken into 
account as a result of the partnership's deprecia
tion, the remaining balance of 5's intercompany 
gain is taken into account in Year 4 to reflect the 
difference between B's $0 gain taken into 
account from the sale of the partnership interest 
and its recomputed gain. Whether any of 5's 
remaining balance is treated as ordinary income 
depends on the application of section 751 at the 
time of B's sale. 

(e) No section 754 election. The facts are the 
same as in paragraph (a) of this Example ]0, 

except that the partnership does not have a 
section 754 election in effect, and B recognizes a 
capital loss from its sale of the partnership 
interest to X on December 31 of Year 4 (B 
initially had a cost basis in the partnership 
interest equal to its value, but the partnership's 
built-in income and gain increased B's basis in 
excess of the value). Because there is no 
difference between B' s depreciation deductions 
from the partnership taken into account and its 
recomputed depreciation deductions, 5 does not 
take any of its gain into account during Years I 
through 4 as a result of B's partnership's items. 
Instead, 5' s entire intercompany gain is taken 
into account in Year 4 to reflect the difference 
between B's loss taken into account from the 
sale to X and its recomputed gain or loss. 

Example 11. Net operating losses subject to 
section 382 or the SRLY rules. (a) Facts. On 
January I of Year I, P buys all of 5' s stock. 5 
has net operating loss carryovers from prior 
years. P's acquisition results in an ownership 
change under section 382 with respect to 5's loss 
carryovers, and 5 has a net unrealized built-in 
gain (within the meaning of section 382(h)(3». 5 
owns nondepreciable property with a $70 basis 
and $100 value. On July I of Year 3, 5 sells the 
property to B for $100, and its $30 gain is 
recognized built-in gain (within the meaning of 
section 382(h)(2» on a separate entity basis. On 
December I of Year 5, B sells the property to X 
for $90. 

(b) Timing and attributes. 5's $30 gain is 
taken into account in Year 5 to reflect the $30 
difference between B's $10 loss taken into 
account and its recomputed $20 gain. Treating 5 
and B as divisions of a single corporation for 
purposes of determining the attributes of B's loss 
and 5' s gain, the single corporation has losses 

subject to limitation under section 382. and this 
limitation may be increased under sectIOn 3~2(h) 
if the single corporation has recognized bUilt-m 
gain with respect to those losses from either of 
its divisions. Of 5's $30 of gam, $20 IS treated 
as recognized built-in gain. and the remaining 
$10 that is offset by B's loss is treated as not 
being recognized built-in gain. Thus, $10 of 5's 
gain does not increase the section 382 limitation 
applicable to 5's losses. 

(c) B's recognized built-in gain. The facts are 
the same as in paragraph (a) of this Example 11, 
except that the property declines in value after 5 
becomes a member of the P group, 5 sells the 
property to B for its $70 basis, and B sells the 
property to X for $90 during Year 5. Treating 5 
and B as divisions of a single corporation, 5's 
sale to B does not cause the property to cease to 
be built-in gain property. Thus, B's $20 gain 
from its sale to X is recognized built-in gain that 
increases the section 382 limitation applicable to 
S's losses. 

(d) Depreciable property. The facts are the 
same as in paragraph (a) of this Example 11, 
except that S's property is depreciable property, 
and S' s $30 gain is taken into account as a result 
of B's depreciation of the property. Treating 5 
and B as divisions of a single corporation, both 
B's depreciation and S's gain taken into account 
as a result of B' s depreciation are treated as not 
being recognized built-in amounts. Thus, 5's 
gain taken into account as a result of the 
depreciation does not increase the section 382 
limitation applicable to S's losses. 

(e) SRLY limitation. The facts are the same as 
in paragraph (a) of this Example 11, except that 
S's net operating loss carryovers are subject to 
the separate return limitation year (SRL Y) rules. 
See §1.l502-21(c). Although the matching rule 
redetermines the timing and attributes of items, 
the amount and location of items are not re
determined. Because 5's SRL Y limitation is 
determined solely by its contribution to consoli
dated taxable income (as determined under 
§ 1.1502-2 I(c)), S's 5RLY limitation in Year 5 
includes its entire $30 gain taken into account. 

Example 12. Special inventory accounting 
election. (a) Facts. S operates a farming business 
(within the meaning of section 263A(e)(4» of 
growing and selling grapes to customers, includ
ing B. S is not required to use an inventory 
method, and uses the cash method of accounting. 
See sections 446 to 448 and 471, and §J.l502-
17. On a separate entity basis, S does not 
capitalize its employee costs for the production 
of grapes pursuant to an election under section 
263A(d)(3). B uses grapes purchased from 5 to 
produce wine for sale to customers. B uses the 
accrual method of accounting, and includes the 
cost of S' s grapes in inventory under its 
inventory method. During Year I, S sells grapes 
to B, incurring employee production costs. 
During Year 2, B converts the grapes into wine. 
In December of Year 3, based on its inventory 
method, B sells the wine produced with 5's 
grapes and recognizes ordinary income. 

(b) Related costs and expenses. Under para
graph (b)(2)(i)(B) of this section, S costs related 
to its sale of grapes to B are included in the 
determination of its intercompany items. Because 
the timing of S's costs may differ from the 
timing of 5's income, it is necessary to 
determine whether 5' s costs are to be accounted 
for separate from. rather than combined with, S's 
income from B in determining its intercompany 
income or loss deferred until Year 3. The 
determination depends on whether 5's election 



under section 263A(d)(3) would continue to 
permit deduction of the costs if S were engaged 
In a separate farming business as part of a single 
corporation that includes B. See, e.g., sections 
447 and 448. If the costs are separately ac
counted for, they are taken into account in Year 
I rather than deferred until Year 3. 

Example 13. Section 475. (a) Facts. S, a dealer 
in securities within the meaning of section 
475(c), purchases a security for $100. The 
security is held for sale to customers and is not 
identified under section 475(b) as within an 
exception to marking to market, and S recognizes 
$30 of net mark-to-market decreases before Year 
I. On July I of Year 1. S sells the security to B 
for $100. B is not a dealer and holds the security 
for investment. On December 31 of Year I, the 
fair market value of the security is $100. On July 
I of Year 2, B sells the security to X for $110. 

(b) Treatment as a single corporation. Under 
section 475, a dealer in securities can treat a 
security as within an exception to marking to 
market under section 475(b) only if it identifies 
the security on the day of its acquisition. S's 
intercompany gain is taken into account by 
treating section 475 as applying to Sand B as a 
single corporation that is a dealer with respect to 
securities as a result of S's activities. Thus, B's 
recomputed items are determined by B's continu
ing to treat the security as not within an 
exception to marking to market. However, under 
section 475(d)(3), it is possible for the character 
of S's intercompany items to differ from the 
character of B' s corresponding items. 

(c) Timing and attributes. S has a $30 gain 
when it disposes of the security by selling it to 
B. This gain is intercompany gain that is taken 
into account in Year I to reflect the $30 
difference between B's $0 gain taken into 
account and its recomputed $30 gain that would 
be taken into account as a result of marking to 
market under section 475. Under section 
475(d)(3), S's gain is ordinary income. B has a 
$10 gain as a result of its sale to X, and this gain 
is taken into account in Year 2. Under section 
475(d)(3), B's gain is capital gain. 

(d) Nondealer to dealer. The facts are the 
same as in paragraph (a) of this Example 13, 
except that S is not a dealer and holds the 
security for investment with a $70 basis, B is a 
dealer to which section 475 applies and, im
mediately after acquiring the security from S for 
$100, B holds the security for sale to customers 
in the ordinary course of its trade or business. 
Treating Sand B as divisions of a single 
corporation, the security is treated as properly 
identified as held for investment under section 
475(b)(1) until it is sold to B. Under section 
475(b)(3), the security thereafter ceases to be 
described in section 475(b)(1) because B holds 
the security for sale to customers, and the mark
to-market requirement applies only to changes in 
the value of the security after B's acquisition. 
None of S's gain is taken into account in Year I 
as a result of B' s marking the security to market 
in Year I. B's mark-to-market gain taken into 
account and its recomputed mark-to-market gain 
are both determined based on changes from the 
$100 value of the security at the time of B's 
acquisition. There is no difference between B' s 
$0 mark-to-market gain taken into account in 
Year I and its $0 recomputed mark-to-market 
gain. In Year 2, B has a $10 gain when it 
disposes of the security by selling it to X, but 
would have had a $40 gain if Sand B were 
divisions of a single corporation. Thus, Stakes 
its $30 gain into account in Year 2 under the 
matching rule. Under section 475(d)(3), S's gain 

is capital gain even though B' s subsequent gain 
or loss from marking to market or disposing of 
the security is ordinary gain or loss. (If B had 
held the security for investment, and had so 
identified the security under section 475(b)(i), 
the security would continue to be excepted from 
marking to market.) 

Example 14. Section 1092. (a) Facts. On July 
I of Year I, S enters into offsetting long and 
short positions with respect to actively traded 
personal property. The positions are not section 
1256 contracts, and they are the only positions 
taken into account for purposes of applying 
section 1092. On August I of Year I, S sells the 
long position to B at an $11 loss, and there is 
$11 of unrealized gain in the offsetting short 
position. On December I of Year I, B sells the 
long position to X at no gain or loss. On 
December 31 of Year I, there is still $11 of 
unrealized gain in the short position. On 
February I of Year 2, S closes the short position 
at an $11 gain. 

(b) Timing and attributes. S' s $11 loss is 
taken into account in Year I under the matching 
rule to reflect the difference between B 's 
corresponding items taken into account and B's 
recomputed items. Under paragraph (a)(3) of this 
section, however, an item taken into account 
under this section can be deferred, disallowed, or 
eliminated under other applicable law. Under 
section 1092, S' s loss continues to be deferred 
until Year 2 notwithstanding this section. (The 
results are the same under section 267(f).) 

Example 15. Manufacturer rebates. (a) Facts. 
B is a manufacturer that sells its products to 
independent dealers for resale. S is a credit 
company that offers financing, including financ
ing to customers of the dealers. S also purchases 
the product from dealers for lease to customers 
of the dealers. During Year I, B initiates a 
program of rebates to the dealers' customers. 
Under B's program, S buys a $100 product from 
a dealer and leases it to another. Spays $90 to 
the dealer for the product, and assigns to the 
dealer its $10 rebate from B. Under their 
separate entity accounting methods, B deducts 
the $10 rebate in Year I and S takes a $90 basis 
in the product. 

(b) Timing and attributes. Under paragraph 
(b)(1) of this section, the rebate transaction is an 
intercompany transaction. S' s $90 basis in the 
product reflects a $10 adjustment for the rebate 
from B. Under paragraph (b)(2)(iii)(A) of this 
section, S is treated as having $10 of intercom
pany income that is to be taken into account 
under this section. S' s income is taken into 
account in Year I to reflect the $10 difference 
between B's $10 deduction taken into account 
and its $0 recomputed deduction. S's $10 of 
income and B's $10 deduction are ordinary 
items. Because the rebate is treated as income to 
S, S' s basis in the product is $100 rather than 
$90. S' s additional $10 of basis in the product is 
recovered based on subsequent events (e.g., S's 
cost recovery deductions or its sale of the 
product). 

Example 16. Cancellation of debt and attribute 
reduction under section J08(b). (a) Facts. S 
holds land for investment with a basis of $0. On 
January I of Year I, S sells the land to B for 
$100. B also holds the land for investment. 
During Year 3, due to the declining value of B's 
assets, B' s nonmember creditors discharge $60 of 
B's indebtedness. Because of insolvency, B' s 
$60 discharge is excluded from B' s gross income 
under section 108(a). B's elimination of $60 of 
basis in the land under sections I 08(b) and 1017 
preserves $60 of other attributes. 

(b) Matching rule. Under paragraph (b)(2)(iii)
(B) of this section, B's $60 basis reduction under 
section 108(b) is an adjustment that is a 
substitute for a corresponding item and is 
therefore treated as a corresponding item for 
purposes of taking S's intercompany gain into 
account. Although the basis reduction in effect 
preserves $60 of B' s discharge of indebtedness 
income, the reduction also preserves other 
attributes that subsequently may be taken into 
account and therefore affects the overall amount 
of items to be taken into account. Thus, Stakes 
$60 of its gain into account as a result of the 
basis reduction. The $60 gain is treated as 
ordinary income because the basis reduction has 
the effect of offsetting ordinary income from the 
discharge of indebtedness. 

(c) Purchase price adjustment. Assume in
stead that S sells the land to B in exchange for 
B's $100 purchase money note, B remains 
solvent, and S subsequently agrees to discharge 
$60 of the note as a purchase price adjustment to 
which section 108(e)(5) applies. A purchase 
price adjustment is not equivalent to a deduction 
or loss that offsets discharge of indebtedness 
income. Instead, under applicable principles of 
tax law, $60 of S's gain and $60 of B's basis in 
the land are eliminated and never taken into 
account. 

Example 17. Source of items from a section 
863 sale. (a) Facts. S manufactures inventory in 
the United States that it sells to distributors for 
resale to customers. B is a distributor with a 
foreign branch in country Y that purchases and 
resells the inventory outside the United States. 
During Year 1. S manufactures inventory, sells it 
to B's country Y branch at an arm's length price, 
and has $75 of income. There is no independent 
factory or production price for the sale. Also 
during Year I, B' s country Y branch resells the 
inventory to X, an unrelated foreign person, with 
title passing abroad. B recognizes $25 of income. 
S's United States manufacturing assets have a 
value of $900, and B' s country Y branch assets 
have a value of $100. 

(b) Timing. S's $75 of intercompany income is 
taken into account in Year I to reflect the 
difference between B' s $25 of corresponding 
income taken into account and its $100 of 
recomputed income. 

(c) Attributes. The attributes of S' s intercom
pany income and B's corresponding income are 
determined as if Sand B were divisions of a 
single corporation. Thus, section 863 applies to 
S's intercompany sale as if Sand B were 
divisions of a corporation manufacturing in the 
United States and selling in country Y. Two 
steps are required to source S's $75 of income 
and B's $25 of income. First, the $100 of 
combined income must be divided into foreign 
and U.S. source income portions. Of the 
combined income, $50 is sourced based on the 
aggregate asset values of Sand B, with $45 of 
the $50 treated as United States source income 
($50 multiplied by $900/$1.000) and $5 treated 
as foreign source income ($50 multiplied by 
$100/$1,000). The remaining $50 of combined 
income is treated as foreign source income, 
based on the passage of title to X outside the 
United States. See § 1.863-3T(b), Example 2. 
Thus, $55 of the $100 of combined income is 
treated as foreign source income and $45 is 
treated as United States source income. Second, 
consistent with the treatment of Sand B as 
divisions of a single corporation, the foreign and 
United States source income is allocated between 
Sand B based on their intercompany income and 
corresponding income. Because S earned $75 and 
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B earned $25, $41.25 of the $55 of foreign 
source income is allocated to S ($55 multiplied 
by 75/100), and $13,75 is allocated to B ($55 
multiplied by 251100). Similarly, $33.75 of the 
$45 of United States source income is allocated 
to S ($45 multiplied by 75/100), and $11.25 is 
allocated to B ($45 multiplied by 25/100). 

Example 18. Section 1248. (a) Facts. On 
January I of Year 1. S forms FT, a wholly 
owned foreign subsidiary, with a $10 contribu
tion. During Years I through 3, FT has earnings 
and profits of $40. None of the earnings and 
profits is taxed as subpart F income under 
section 951, and FT distributes no dividends to S 
during this period. On January I of Year 4, S 
sells its FT stock to B for $50. While B owns 
FT, FT has a deficit in earnings and profits of 
$10. On July I of Year 6, B sells its FT stock 
for $70 to X, an unrelated foreign corporation. 

(b) Timing. S's $40 of intercompany gain is 
taken into account in Year 6 to reflect the 
difference between B's $20 of gain taken into 
account and its $60 recomputed gain. 

(c) Attributes. Section 1248 applies to deter
mine the attributes of S's intercompany gain and 
B's corresponding gain as if Sand B were 
divisions of a single corporation. The portions of 
S's gain and B' s gain characterized as dividends 
under section 1248 is determined on the basis of 
FT's $30 of earnings and profits at the time of 
B's sale to X. Treating Sand B as divisions of a 
single corporation, this $30 amount is allocated 
between Sand B based on their respective gains. 
Because S has a $40 gain and B has a $20 gain, 
S is allocated $20 of the $30 section 1248 
amount ($30 multiplied by $40/$60), and B is 
allocated the remaining $10 of the section 1248 
amount ($30 multiplied by $20/$60). S's $20 of 
gain in excess of its $20 section 1248 amount, 
and B's $10 of gain in excess of its $10 section 
1248 amount, are each treated as gain from the 
sale or exchange of a capital asset. Thus, $20 of 
S's intercompany gain is treated as a di vidend 
and the remaining $20 is treated as capital gain, 
and $10 of B' s corresponding gain is treated as a 
dividend and the remaining $10 is treated as 
capital gain. 

(d) No deficit in earnings and profits. The 
facts are the same as in paragraph (a) of this 
Example 18, except that FT has no earnings and 
profits or deficit in earnings and profits while B 
owns FT' and B sells the FT stock to X for $40. 
Because S has gain from its sale of the FT stock 
to B, and B has loss from its sale of the FT stock 
to X, none of FT's $40 section 1248 amount is 
allocated to B. Moreover, because FT's $40 
section 1248 amount exceeds the $30 net gain of 
Sand B (the sum of S's $40 gain and B's $10 
loss), the section 1248 amount allocated to S is 
limited to $30. See section 1248(a). Thus, $30 of 
S's intercompany gain is treated as a dividend. 
The remaining $10 of S's gain and all of B's $10 
loss are treated as a capital gain and loss. 

(d) Acceleration rule, S's intercom
pany items and B's corresponding 
items are taken into account under this 
paragraph (d) to the extent they cannot 
be taken into account to produce the 
effect of treating Sand B as divisions 
of a single corporation. For this pur
pose, the following rules apply: 

(1) S's items-(i) Timing. S takes its 
intercompany items into account to the 
extent they cannot be taken into 
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account to produce the effect of treat
ing Sand B as divisions of a single 
corporation. The items are taken into 
account immediately before it first 
becomes impossible to achieve this 
effect. For this purpose, the effect 
cannot be achieved-

(A) To the extent an intercompany 
item or corresponding item will not be 
taken into account in determining the 
group's consolidated taxable income 
(or consolidated tax liability) under the 
matching rule of paragraph (c) of this 
section (e,g" if S or B becomes a 
nonmember); or 

(B) To the extent a nonmember 
reflects, directly or indirectly, any 
aspect of the intercompany transaction 
(e.g., if B's cost basis in property 
purchased from S is reflected by a 
nonmember under section 362 follow
ing a section 351 transaction), 

(ii) Attributes. The attributes of S' s 
intercompany items taken into account 
under this paragraph (d)(1) are deter
mined as follows: 

(A) If the item is from a sale, ex
change, or distribution of property, its 
attributes are determined under the 
principles of the matching rule of 
paragraph (c) of this section as if B 
resold the property to a nonmember 
affiliate at the time the item is taken 
into account, for a cash payment equal 
to B' s adjusted basis in the property. 

(B) If the item is from an intercom
pany transaction other than a sale, 
exchange, or distribution of property 
(e,g., income from S's services cap
italized by B), its attributes are deter
mined on a separate entity basis, 

(2) B's items-(i) Timing. If para
graph (d)(l) of this section applies to 
S, B nevertheless continues to take its 
corresponding items into account under 
its accounting method, However, the 
redetermination of the attributes of a 
corresponding item under this para
graph (d)(2) may affect its timing. 

(ii) Attributes, The attributes of B' s 
corresponding items continue to be 
redetermined under the principles of 
the matching rule of paragraph (c) of 
this section, with the following 
adjustments: 

(A) If Sand B continue to join with 
each other in the filing of consolidated 
returns, the attributes of B' s corre
sponding items (and any applicable 
holding periods) are determined by 
continuing to treat Sand B as divisions 
of a single corporation. 

(B) Once Sand B no longer join 
with e:.lch other in the filing of 

consolidated returns, the attribute~ of 
B's corresponding items are determmed 
as if the S division (but not the B 
division) were transferred by the single 
corporation to an unrelated p~rson, 
Thus, S's activities (and any applIcable 
holding period) before the intercom
pany transaction continue to ,affe~t the 
attributes of the correspondmg Items 
(and any applicable holding period), 

(3) Examples, The acceleration rule 
of this paragraph (d) is illustrated by 
the following examples, 

Example 1. Becoming a nonmember-timing. 
(a) Facts. S owns land with a basis of $70. On 
January I of Year I, S sells the land to B for 
$100. On July I of Year 3, P sells 60% of S's 
stock to X for $60 and, as a result, S becomes a 
nonmember. 

(b) Matching rule. Under the matching rule of 
paragraph (c) of this section, none of S' s $30 
gain is taken into account in Years I through 3 
because there is no difference between B' s $0 
gain or loss taken into account and its recom
puted gain or loss. 

(c) Acceleration of S's intercompany items. 
Under the acceleration rule of paragraph (d) of 
this section, S' s $30 gain is taken into account in 
computing consolidated taxable income (and 
consolidated tax liability) immediately before the 
effect of treating Sand B as divisions of a single 
corporation cannot be produced. Because the 
effect cannot be produced once S becomes a 
nonmember, S takes its $30 gain into account in 
Year 3 immediately before becoming a nonmem
ber. S's gain is reflected under §1.I502-32 in 
p's basis in the S stock immediately before P's 
sale of the stock. Under § 1.1502-32, P's gain is 
reduced (or loss is increased) by $18 (60% of 
$30). See also §§ 1.1502-33 and 1.I502-76(b). 
(The results would be the same if S sold the land 
to B in an installment sale to which section 453 
would otherwise apply, because S must take its 
intercompany gain into account under this 
section.) 

(d) B's corresponding items. Notwithstanding 
the acceleration of S' s gain, B continues to take 
its corresponding items into account under its 
accounting method. Thus, B's items from the 
land are taken into account based on subsequent 
events (e.g., its sale of the land). 

(e) Sale of B's stock. The facts are the same 
as in paragraph (a) of this Example 1, except that 
P sells 60% of B' s stock (rather than S stock) to 
X for $60 and, as a result, B becomes a 
nonmember. Because the effect of treating Sand 
B as di visions of a single corporation cannot be 
produced once B becomes a nonmember, Stakes 
its $30 gain into account under the acceleratIOn 
rule immediately before B becomes a nonmem
ber. (The results would be the same if S sold the 
land to B in an installment sale to which section 
453 would otherwise apply, because S must take 
its intercompany gain into account under this 
section.) 

(f) Discontinue filing consolidated returns. 
The facts are the same as in paragraph (a) of this 
Example 1, except that the P group receives 
permission under § l.lS02-7S(c) to discontinue 
filing consolidated returns beginning in Year 3. 
Under the acceleration rule, S takes its $30 gain 
into account on December 31 of Year 2. 

(g) No subgroups. The facts are the same as in 
paragraph (a) of this Example 1, except that P 



simultaneously sells all of the stock of both S 
and B to X (rather than 60% of S's stock), and S 
and B become members of the X consolidated 
group. Because the effect of treating Sand B as 
divisions of a single corporation in the P group 
cannot be produced once Sand B become non
members, S takes its $30 gain into account under 
the acceleration rule immediately before Sand B 
become nonmembers. (Paragraph U)(2) of this 
section does not apply to treat the X consolidated 
group as succeeding to the P group because the 
X group acquired only the stock of S and B.) 
However. so long as Sand B continue to join 
with each other in the filing of consolidated 
returns, B continues to treat Sand B as divisions 
of a single corporation for purposes of taking its 
corresponding items from the land into account. 

Example 2. Becoming a nonmember-attri
butes. (a) Facts. S holds land for investment with 
a basis of $70. On January I of Year I, S sells 
the land to B for $100. B holds the land for sale 
to customers in the ordinary course of business, 
and expends substantial resources over a two
year period subdividing, developing, and market
ing the land. On July I of Year 3, before B has 
sold any of the land, P sells 60% of S's stock to 
X for $60 and, as a result, S becomes a 
nonmember. 

(b) Attributes. Under the acceleration rule, the 
attributes of S' s gain are redetermined under the 
principles of the matching rule as if B resold the 
land to a nonmember affiliate for a cash payment 
equal to B' s adjusted basis in the land. (The 
deemed resale is solely for purposes of determin
ing attributes, and therefore does not apply for 
purposes of determining timing.) Thus, whether 
S's gain is capital gain or ordinary income 
depends on the activities of both Sand B. 
Because Sand B no longer join with each other 
in the filing of consolidated returns, the attributes 
of B's corresponding items (e.g.. from its 
subsequent sale of the land) are redetermined 
under the principles of the matching rule of 
paragraph (c) of this section as if the S division 
(but not the B division) were transferred by the 
single corporation to an unrelated person at the 
time of p's sale of the S stock. Thus, B 
continues to take into account the acti vities of S 
with respect to the land before the intercompany 
transaction. 

(c) Depreciable property. The facts are the 
same as in paragraph (a) of this Example 2. 
except that the property sold by S to B is 
depreciable property. Section 1239 applies to 
treat all of S' s gain as ordinary income because 
it is taken into account as a result of B' s deemed 
resale of the property to a nonmember affiliate (a 
related person within the meaning of section 
1239(b». (The results would be the same if P 
sells 60% of B's stock (rather than S's stock) to 
X.) 

Example 3. Back-to-back intercompany trans
actions. (a) Facts. During Year I, S performs 
services for M in exchange for $ 10 from M. M 
capitalizes the $10 cost of S' s services under 
section 263 as part of M's cost to acquire real 
property from X. S incurs $8 of employee 
expenses that would be taken into account in 
Year I under its separate entity method of 
accounting. M holds the real property for 
investment and, on July I of Year 5, M sells it to 
B at a gain. B also holds the real property for 
investment. On December I of Year 8, while B 
still owns the real property, P sells all of M' s 
stock to X and M becomes a nonmember. 

(b) M's items. M takes its gain into account 
immediately before it becomes a nonmember. 

The acceleration rule redetermines the attributes 
of M's gain under the principles of the matching 
rule as if B resold the real property to a 
nonmember affiliate for a cash payment equal to 
B's adjusted basis in real property, and S, M, 
and B were divisions of a single corporation. 
Thus, M's gain is capital gain. 

(c) S's items. Under paragraph (b)(2) of this 
section, S includes the $8 of expenses in 
determining its intercompany income. In Year I, 
S takes into account $8 of its income and the $8 
of expenses. Under paragraph (c)(3)(ii)(B) of this 
section, appropriate adjustments must be made to 
treat both S' s performance of services for M and 
M's sale to B as occurring between divisions of 
a single corporation. Thus, S's remaining $2 of 
intercompany income is not taken into account as 
a result of M becoming a nonmember, but 
instead will be taken into account based on 
subsequent events (e.g., under the matching rule 
based on B' s sale of the real property to a 
nonmember, or under the acceleration rule based 
on P's sale of the stock of S or B to a 
nonmember). See the successor person rules of 
paragraph U)(I)(ii) of this section (B is treated as 
a successor to M for purposes of taking S' s 
intercompany income into account). 

(d) Sale of S's stock. The facts are the same as 
in paragraph (a) of this Example 3, except that P 
sells all of S's stock (rather than M's stock) and 
S becomes a nonmember on July I of Year 5. 
S's remaining $2 of intercompany income is 
taken into account immediately before S be
comes a nonmember. Because S's intercompany 
income is not from an intercompany sale, 
exchange, or distribution of property, the at
tributes of the intercompany income are deter
mined on a separate entity basis. Thus, S's $2 of 
intercompany income is ordinary income. M does 
not take any of its intercompany gain into 
account as a result of S becoming a nonmember. 

(e) Intercompany income followed by inter
company loss. The facts are the same as in 
paragraph (a) of this Example 3, except that M 
sells the real property to B at a $1 loss (rather 
than a gain). M takes its $1 loss into account 
under the acceleration rule immediately before M 
becomes a nonmember. But see § 1.267(fJ-1. 
Under paragraph (c)(3)(ii)(B) of this section, P's 
sale of M stock also results in S taking into 
account $1 of intercompany income as capital 
gain to offset M's $1 of corresponding capital 
loss. The remaining $1 of S's intercompany 
income is taken into account based on subse
quent events. 

Example 4. Selling member's disposition of 
proceeds. (a) Facts. S owns land with a basis of 
$70. On January I of Year I, S sells the land to 
B in exchange for B's $110 note. The note bears 
a market rate of interest in excess of the 
applicable Federal rate, and provides for princi
pal payments of $55 in Year 4 and $55 in Year 
5. On July I of Year 3, S sells B's note to X for 
$110. 

(b) Timing. S's intercompany gain is taken 
into account under this section, and not under the 
rules of section 453. Consequently, S's sale of 
B's note does not result in its intercompany gain 
being taken into account (e.g.. under section 
453B). The sale does not prevent S's intercom
pany items and B' s corresponding items from 
being taken into account in determining the 
group's consolidated taxable income under the 
matching rule, and X does not reflect any aspect 
of the intercompany transaction (X has its own 
cost basis in the note). S will take the 
intercompany gain into account under the match-

ing rule or acceleration rule based on subsequent 
events (e.g., B's sale of the land). See also 
paragraph (g) of this section for additional rules 
applicable to B's note as an intercompany 
obligation. 

Example 5. Section 481. (a) Facts. S operates 
several trades or businesses, including a man
ufacturing business. S receives permission to 
change its method of accounting for valuing 
inventory for its manufacturing business. S 
increases the basis of its ending inventory by 
$100, and the related $100 positive section 
481 (a) adjustment is to be taken into account 
ratably over six taxable years, beginning in Year 
I. During Year 3, S sells all of the assets used in 
its manufacturing business to B at a gain. 
Immediately after the transfer, B adopts and uses 
the same inventory valuation method as S. On a 
separate entity basis, S's sale results in an 
acceleration of the balance of the section 481 (a) 
adjustment to Year 3. 

(b) Timing and attributes. Under paragraph 
(b)(2)(i) of this section, the balance of S's 
section 481 (a) adjustment accelerated to Year 3 
is intercompany income. However, S's $100 
basis increase before the intercompany transac
tion eliminates the related difference between B's 
corresponding items taken into account and its 
recomputed items in subsequent periods. Because 
the accelerated section 481 (a) adjustment will not 
be taken into account in determining the group's 
consolidated taxable income (and consolidated 
tax liability) under the matching rule, the balance 
of S's section 481 adjustment is taken into 
account under the acceleration rule as ordinary 
income at the time of the intercompany transac
tion. (If S's sale had not resulted in accelerating 
S's section 481(a) adjustment on a separate 
entity basis, S would have no intercompany 
income to be taken into account under this 
section.) 

(e) Simplifying rules-(1) Dollar
value LIFO inventory methods-(i) In 
general. This paragraph (e)(1) applies 
if either S or B uses a dollar-value 
LIFO inventory method to account for 
intercompany transactions. Rather than 
applying the matching rule of para
graph (c) of this section separately to 
each intercompany inventory transac
tion, this paragraph (e)(1) provides 
methods to apply an aggregate ap
proach that is based on dollar-value 
LIFO inventory accounting, Any 
method selected under this paragraph 
(e)(1) must be applied consistently. 

(ii) B uses dollar-value LIFO-(A) 
In general. If B uses a dollar-value 
LIFO inventory method to account for 
its intercompany inventory purchases, 
and includes all of its inventory costs 
incurred for a year in its cost of goods 
sold for the year, S takes into account 
all of its intercompany inventory items 
for the year. If B does not include all 
of its inventory costs incurred for the 
year in its cost of goods sold for the 
year, S does not take into account a 
percentage of its net intercompany 
inventory income or loss. The percent-
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age not taken into account is deter
mined under either the increment 
averaging method or the increment 
valuation method. Separate computa
tions are made for each pool of B that 
receives intercompany purchases from 
S. 

(B) Increment averaging method. 
The percentage not taken into account 
equals B' s current-year costs of its 
layer of increment, divided by B' s total 
inventory costs incurred for the year 
under its LIFO inventory method. S's 
amount not taken into account is 
layered based on B' s LIFO inventory 
layers. If B includes more than its 
inventory costs incurred during any 
subsequent year in its cost of goods 
sold (a decrement), S takes into ac
count the intercompany inventory in
come or loss layers in the same manner 
and proportion as B takes into account 
its inventory decrements. 

(C) Increment valuation method. The 
percentage not taken into account 
equals B' s current-year costs of its 
layer of increment, divided by B's total 
inventory costs incurred in the appro
priate period under its LIFO inventory 

(i)(A) 

(I) 
Ending 

Item Quantity 

Q 50 
Y ISO 

method. The principles of paragraph 
(e)(l)(ii)(B) of this section otherwise 
apply. The appropriate period is the 
period of B' s year used to determine its 
current-year costs. 

(iii) S uses dollar-value LIFO. If S 
uses a dollar-value LIFO inventory 
method to account for its intercompany 
inventory sales, S can use any reason
able method of allocating its LIFO 
inventory costs to intercompany trans
actions. LIFO inventory costs include 
costs of prior layers if a decrement 
occurs. For example, a reasonable 
allocation of most recent costs incurred 
during the consolidated return year can 
be used to compute S' s net intercom
pany inventory income or loss for the 
year if S has an inventory increment 
and uses the earliest acquisitions costs 
method, but S must apportion costs 
from the most recent appropriate layers 
of increment if an inventory decrement 
occurs for the year. 

(iv) Other reasonable methods. S or 
B can use a method not specifically 
provided in this paragraph (e)( 1) that is 
expected to reasonably take into ac
count intercompany items and corre-

5's Year 2 computations: 

(2) (I) X (2) (3) 

sponding items from intercompa~y in
ventory transactions. However, If the 
method used results, for any year, in a 
cumulative amount of intercompany 
inventory items not taken into account 
by S that significantly exceeds the 
cumulative amount that would not be 
taken into account under paragraph 
(e)(1 )(ii) or (iii) of this section, S must 
take into account for that year the 
amount necessary to eliminate the 
excess. The method is thereafter ap
plied with appropriate adjustments to 
reflect the amount taken into account. 

(v) Examples. The inventory rules of 
this paragraph (e)(1) are illustrated by 
the following examples. 

Example i. increment averaging method. (a) 
Facts. Both Sand B use a double-extension, 
dollar-value LIFO inventory method, and both 
value inventory increments using the earliest 
acquisitions cost valuation method. During Year 
2, S sells 25 units of product Q to B on January 
IS at $ lO/unit, and another 25 units on 
September IS at $12/unit. S' s earliest cost of 
product Q is $7.50/unit and S's most recent cost 
of product Q is $8.00/unit. B's total inventory 
costs incurred during Year 2 are $3,333. The S 
and B inventory computations for Year 2 and 
prior years are as follows: 

(I)x(3) 
Base·year Current-year 
cost/unit Total cost/unit Total 

$5 $250 $7.50 $375 
$2 $300 $3.00 $450 

$550 $825 

Year Ending inventory at base-year cost = $500 

Year 2 Price index = $825/$550 = 1.5 

(B) S's $7.50 current-year cost/unit of product Q is based on its earliest acquisitions cost of 50 units. 

Base-year Price LIFO 
cost index cost 

Base layer $450 1.000 $450 
Year I layer $ 50 1.200 $ 60 
Year 2 layer $ 50 1.500 $ 75 

$585 

(ii)(A) B's Year 2 computations: 

(I) (2) (I) x (2) (3) (I) x (3) 
Ending Base·year Current-year 

Item Quantity cost/unit Total cost/unit Total 

Q 50 $ 8 $400 $11 $ 550 
Z 50 $10 $500 $13 $ 650 

$900 $1,200 

Year Ending inventory at base-year cost = $650 
Year 2 Price index = $1.200/$900 = 1.333 
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(B) B', $11 current-year cost/unit of product Q is based on its earliest acquisitions cost (25 units purchased from S at $IO/unit, and 25 units from X at 
$12/unit). 

Base-year Price LIFO 
cost index cost 

Base layer $400 1.000 $ 400 
Year I layer $250 1.100 $ 275 
Year 2 layer $250 1.333 $ 333 

$1,008 

(b) Intercompany inventory income, Under paragraph (e)(I)(iii) of this section, S must use a reasonable method of allocating its LIFO inventory costs to 
intercompany transactions. Because S has an inventory increment for Year 2 and uses the earliest acquisitions cost method, a reasonable method of 
determining its intercompany cost of goods sold for product Q is to use its most recent costs, Thus, its intercompany cost of goods sold is $400 ($8.00 
most recent cost, multiplied by 50 units sold to B), and its intercompany income is $150 ($550 sale proceeds from B minus $400 cost), 

(c) Timing. (i) Under the increment averaging method of paragraph (e)(l)(ii)(B) of this section, $15 of S's $150 of intercompany inventory income is 
not taken into account in Year 2, computed as follows: 

B's Year 2 current-year costs of increment 

B 's total inventory costs for Year 2 

10% X S's $150 intercompany income = $15 

$ 333 
$3,333 

10% 

(ii) Thus, $135 of S's intercompany inventory income is taken into account in Year 2 ($150 of total intercompany inventory income minus $15 not 
taken into account). 

(d) S incurs a decrement. The facts are the same as in paragraph (a) of this Example ], except that S's Year 2 ending inventory at base-year cost is 
$475, and therefore S incurs a $25 decrement (50% of the Year I layer in terms of base-year cost) in its inventory for Year 2, Under paragraph (e)(I )(iii) 
of this section, S must reasonably allocate the LIFO cost of the decrement (50% of $60, or $30) to the cost of goods sold to B to determine S's 
intercompany income. 

(e) B incurs a decrement. The facts are the same as in paragraph (a) of this Example ], except that B incurs a decrement in Year 2 of $50 in base-year 
costs, S must take into account the entire $150 of Year 2 intercompany inventory income because all 50 units of product Q are deemed sold by B in Year 
2. 

Example 2. Increment valuation method. (a) Facts. Both Sand B use a dollar-value LIFO inventory method. Under B's LIFO method, layers of 
increment are valued with respect to earliest costs. For Year 2, B has a layer of increment in its pool that receives intercompany purchases from S. To 
compute its increment valuation index, B values its year-end inventory mix using costs incurred from January through March. B values its increment at 
$250. B's costs incurred from January through March and from April through December are $750 and $3,300, respectively. For the period from January 
through March and from April through December, S's intercompany inventory income is $100 and $500, respectively. 

(b) Timing. (i) Under the increment valuation method of paragraph (e)( \)(ii)(C) of this section, $33 of S's $600 of intercompany inventory income is not 
taken into account in Year 2, computed as follows: 

B's Year 2 current-year costs of increment 

B's total inventory costs from January 
through March of Year 2 

$250 
$750 

33% 

33% X S's $100 intercompany income for the period from January through 
March = $33 

(ii) Thus, $567 of S's intercompany inventory 
income is taken into account in Year 2 ($600 of 
total intercompany inventory income minus $33 
not taken into account). 

(c) B incurs a subsequent decrement. Assume 
that, in Year 3, B experiences a decrement in its 
pool that receives intercompany purchases from 
S. B's decrement equals 20% of the base-year 
costs for its Year 2 layer, or $50 in terms of 
LIFO value (20% of $250). S's intercompany 
inventory income from its Year 3 sales is $400. 
Because B includes all of its inventory costs 
incurred for Year 3 in its cost of goods sold for 
the year, S takes into account its entire $400 of 
intercompany income from its Year 3 sales. In 
addition, S takes into account $6.60 of its Year 2 
layer of intercompany inventory income not 
already taken into account (20% of $33). 

Example 3. Other reasonable inventory 
methods. (a) Facts. Both Sand B use a dollar
value LIFO inventory method for their inventory 
transactions. During Year 1. S sells inventory to 
B and to X. Under paragraph (e)(l )(iv) of the 
section. to compute its intercompany inventory 
income and the amount of this income not taken 
into account, S computes its intercompany 
inventory income using the transfer price of the 
inventory items less a FIFO cost for the goods, 
takes into account these items based on a FIFO 
cost flow assumption for B's corresponding 

items, and the LIFO methods used by Sand B 
are ignored for these computations. These 
computations are comparable to the methods 
used by Sand B for financial reporting purposes, 
and the book methods and results are used for 
tax purposes. S adjusts the amount of intercom
pany inventory items not taken into account as 
required by section 263A. 

(b) Reasonable method. The method used by S 
is a reasonable method under paragraph (e)(I )(iv) 
of this section if the cumulative amount of 
intercompany inventory items not taken into 
account by S is not significantly greater than the 
cumulative amount that would not be taken into 
account under the methods specifically described 
in paragraph (e)(I) of this section. If, for any 
year, the method results in a cumulative amount 
of intercompany inventory items not taken mto 
account by S that significantly exceeds the 
cumulative amount that would not be taken into 
account under the methods specifically provided, 
S must take into account for that year the amount 
necessary to eliminate the excess. The method is 
thereafter applied with appropriate adjustments to 
reflect the amount taken into account (e.g., to 
prevent the amount from being taken into 
account more than once). 

(2) Reserve accounting-(i) Bad 
debts. Except as provided in paragraph 

(g)(5) of this section (deferral of items 
from an intercompany obligation), a 
member's addition to, or reduction of, 
a reserve for bad debts that is main
tained under section 585 or 593 is 
taken into account on a separate entity 
basis. For example, if S makes a loan 
to a nonmember and subsequently sells 
the loan to B, any deduction for an 
addition to a bad debt reserve under 
section 585 and any recapture income 
(or reduced deductions) are taken into 
account on a separate entity basis 
rather than as intercompany items or 
corresponding items taken into account 
under this section. Any gain or loss of 
S from its sale of the loan to B is taken 
into account under this section, how
ever, to the extent it is not attributable 
to recapture of the reserve. 

(ii) Insurance companies-(A) Di
rect insurance. If a member provides 
insurance to another member in an 
intercompany transaction, the transac
tion is taken into account by both 
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members on a separate entity basis. For 
example, if one member provides life 
insurance coverage for another member 
with respect to its employees, the 
premiums, reserve increases and de
creases, and death benefit payments are 
determined and taken into account by 
both members on a separate entity 
basis rather than taken into account 
under this section as intercompany 
items and corresponding items. 

(B) Reinsurance-(J) In general. 
Paragraph (e)(2)(ii)(A) of this section 
does not apply to a reinsurance transac
tion that is an intercompany transac
tion. For example, if a member as
sumes all or a portion of the risk on an 
insurance contract written by another 
member, the amounts transferred as 
reinsurance premiums, expense al
lowances, benefit reimbursements, re
imbursed policyholder dividends, 
experience rating adjustments, and 
other similar items are taken into 
account under the matching rule of 
paragraph (c) of this section. 

(2) Reserves determined on a sepa
rate entity basis. For purposes of 
determining the amount of a member's 
increase or decrease in reserves, the 
amount of any reserve item listed in 
section 807(c) or 832(b)(5) resulting 
from a reinsurance transaction that is 
an intercompany transaction is deter
mined on a separate entity basis. But 
see section 845, under which the 
Commissioner may allocate between or 
among the members any items, re
characterize any such items, or make 
any other adjustments necessary to 
clearly reflect the separate taxable 
income of a member. 

(3) De minimis or ordinary course 
intercompany transactions-(i) General 
rule. The common parent may request 
consent to take items from intercom
pany transactions into account on a 
separate entity basis, other than inter
company transactions with respect to 
stock or obligations of members. Con
sent may be granted for all items, or 
for items from a class or classes of 
transactions. The consent has no effect 
unless granted in writing by the Inter
nal Revenue Service. Unless revoked 
with the written consent of the Internal 
Revenue Service, the separate entity 
treatment applies to all applicable 
intercompany transactions in the con
solidated return year for which consent 
is granted and in all subsequent consol
idated return years. Consent under this 
paragraph (e)(3) will not apply for 
purposes of deferring losses and deduc
tions under section 267(f). 
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(ii) Time and manner for requesting 
consent. The request for consent de
scribed in paragraph (e)(3)(i) of this 
section must be made in the form of a 
ruling request. The request must be 
signed by the common parent, include 
any information required by the Inter
nal Revenue Service, and be filed on or 
before the due date of the consolidated 
return (not including extensions of 
time) for the first consolidated return 
year to which the consent is to apply. 
The Internal Revenue Service may 
impose terms and conditions for grant
ing consent. A copy of the consent 
must be attached to the consolidated 
returns (or amended returns) as re
quired by the terms of the consent. 

(f) Stock of members-(l) In gen
eral. In addition to the general rules of 
this section, the rules of this paragraph 
(f) apply to stock of members. 

(2) Intercompany distributions to 
which section 301 applies-(i) In gen
eral. This paragraph (f)(2) provides 
rules for intercompany transactions to 
which section 301 applies (intercom
pany distributions). For purposes of 
determining whether a distribution is an 
intercompany distribution, it is treated 
as occurring under the principles of the 
entitlement rule of paragraph (f)(2)(iv) 
of this section. A distribution is not an 
intercompany distribution to the extent 
it is deducted by the distributing 
member. See, e.g., section 1382(c)(1). 

(ii) Distributee member. An inter
company distribution is not included in 
the gross income of the distributee 
member. However, this exclusion ap
plies to a distribution from a subsidiary 
only to the extent there is a corre
sponding negative adjustment reflected 
under § 1.1502-32 in the distributee 
member's basis in the distributing 
member's stock. See §§1.1502-26(b) 
(applicability of the dividends received 
deduction to distributions not excluded 
from gross income) and 1.1502-80(d) 
(non-applicability of section 301(c)(3». 

(iii) Distributing member. The prin
ciples of section 311 (b) apply to the 
distributing member's loss, as well as 
gain, from an intercompany distribution 
of property. Thus, the distributing 
member's loss is taken into account, 
for example, under the matching rule of 
paragraph (c) of this section if the 
property is subsequently sold to a 
nonmember. However, section 311(a) 
continues to apply to distributions to 
nonmembers (e.g., the distributing 
member's loss is not recognized). 

(iv) Entitlement rule. For all Federal 
income tax purposes, an intercompany 
distribution is treated as taken into 
account when the shareholding member 
becomes entitled to it (generally on the 
record date) or, if earlier, when it is 
taken into account under the Internal 
Revenue Code (e.g., under section 
305( c». For example, if the distributee 
member becomes entitled to a cash 
distribution before it is made, the 
distribution is treated as made when the 
distributee member becomes entitled to 
it. Appropriate adjustments must be 
made (e.g., to determine the earnings 
and profits of the distributing corpora
tion) if nonmembers own stock of the 
distributing corporation at the time the 
distribution is treated as occurring. If it 
is later established, based on all of the 
facts and circumstances, that the dis
tribution will not be made (or will be 
made only in part), the initial taking 
into account of the distribution is 
reversed as of the date the distribution 
was taken into account. 

(3) Boot in an intercompany re
organization-(i) Application. This 
paragraph (f)(3) provides additional 
rules for an intercompany transaction in 
which money or other property (non
qualifying property) is received that 
results in the application of section 
356. For example, the distribution of 
stock of a lower-tier member to a 
higher tier member in an intercompany 
transaction to which section 355 would 
otherwise apply but for the receipt of 
nonqualifying property, is an intercom
pany reorganization to which this para
graph (f)(3) applies. For this purpose, a 
transaction is not an intercompany 
reorganization if a party to the transac
tion becomes a member or nonmember 
as part of the same plan or arrange
ment. For example, if S merges into a 
nonmember in a transaction described 
in section 368(a)(1 )(A), this paragraph 
(f)(3) does not apply (under paragraph 
(j)(1) of this section, the nonmember is 
a successor to S). 

(ii) General rule. Nonqualifying 
property received as part of an inter
company reorganization is treated as 
received by the shareholder in a 
separate transaction rather than as part 
of the intercompany reorganization. 
See, e.g., sections 302 and 311 (rather 
than sections 356 and 361). The 
nonqualifying property is treated as 
taken into account immediately after 
the intercompany reorganization if it is 
received in a transaction to which 
section 354 would otherwise apply but 



~'or the fact that nonqualifying property 
IS received. It is treated as taken into 
account immediately before the inter
company reorganization if it is received 
in a transaction to which section 355 
would otherwise apply but for the fact 
that nonqualifying property is received. 
The treatment under this paragraph 
(f)(3 )(ii) applies for all Federal income 
tax purposes. 

(4) Acquisition by issuer of its own 
stock. If a member acquires its own 
stock in an intercompany transaction, 
the member's basis in that stock is 
treated as eliminated, and the elimina
tion is taken into account for purposes 
of applying the rules of this section. 
For example, S' s intercompany items 
from the stock of B are taken into 
account under this section if B acquires 
the stock in an intercompany transac
tion (unless, for example, B acquires 
the stock in exchange for successor 
property within the meaning of para
graph (j)(1) of this section in a 
nonrecognition transaction). 

(5) Relief for certain liquidations 
and distributions-(i) Scope. S's inter
company items from an intercompany 
transfer to B of the stock of another 
member (T) are taken into account 
under this section in certain circum
stances even though the T stock is 
never held by a nonmember after the 
intercompany transaction. For example, 
if S sells all of T's stock to B at a 
gain, and T subsequently liquidates into 
B in a separate transaction to which 
section 332 applies, S' s gain is taken 
into account under this section. If the 
rules of this paragraph (f)(5) are 
elected, certain transactions that are (in 
whole or in part) nonrecognition trans
actions will not result in S' s items 
being taken into account. This para
graph (f)(5) applies only if, throughout 
the period beginning as of S' s transfer 
and ending as of the completion of the 
nonrecognition transaction, no T stock 
is owned by a nonmember and T does 
not become a nonmember. 

(ii) Section 332-(A) In general. If 
section 332 applies to T's liquidation 
into B, and B transfers T's assets to a 
new member (new T) in a transaction 
not otherwise pursuant to the same plan 
or arrangement as the liquidation, the 
transfer is nevertheless treated for all 
Federal income tax purposes as pur
suant to the same plan or arrangement 
as the liquidation. For example, if T 
liquidates into B, but B forms new T 
by transferring substantially all of T's 
former assets to new T, S' s intercom-

pany gain or loss generally is not taken 
into account solely as a result of the 
liquidation if the liquidation and trans
fer would qualify as a reorganization 
described in section 368(a). (Under 
paragraph (j)(1) of this section, B' s 
stock in new T would be a successor 
asset to B' s stock in T, and S' s gain 
would be taken into account based on 
the new T stock.) 

(B) Time limitation and adjustments. 
The transfer of an asset to new T not 
otherwise pursuant to the same plan or 
arrangement as the liquidation is 
treated under this paragraph (f)(5)(ii) as 
pursuant to the same plan or arrange
ment only if B transfers it to new T on 
or before the timely filing (including 
extensions of time) of the group's 
return for the year of T's liquidation. 
Appropriate adjustments are made for 
any assets not transferred to new T as 
part of the same plan or arrangement. 
See, e.g., paragraph (f)(3) of this 
section (if B retains an asset in the 
reorganization, the asset is treated as 
acquired by new T but distributed to B 
immediately after the reorganization). 

(C) Downstream merger, etc. The 
principles of this paragraph (f)(5)(ii) 
apply, with appropriate adjustments, if 
B's basis in the T stock is eliminated 
in a transaction comparable to the 
section 332 liquidation described in 
paragraph (f)(5)(ii)(A) of this section. 
For example, if Sand B are subsidi
aries, and S sells all of T's stock to B 
at a gain followed by B' s merger into 
T in a separate transaction described in 
section 368(a), S's gain is not taken 
into account solely as a result of the 
merger if the group forms new B with 
substantially all of B' s former assets 
(including all of the stock of T). The 
merger is not treated as a comparable 
transaction if, for example, any B stock 
is owned by nonmembers immediately 
before the merger, or any new B stock 
is owned by nonmembers immediately 
after the merger. 

(iii) Section 338(h)( IO)-(A) In gen
eral. This paragraph (f)(5)(iii) applies 
to a deemed liquidation of T under 
section 332 as the result of an election 
under section 338(h)(10). This para
graph (f)(5)(iii) does not apply if T has 
made substantial noncash distributions 
during the 12-month period ending on 
the date of the qualified stock pur
chase, or if paragraph (f)(5)(ii) of this 
section is applied to the deemed 
liquidation. B is treated with respect to 
each share of its T stock as recognizing 
as a corresponding item any loss or 

deduction it would recognize (deter
mined after adjusting stock basis under 
§1.l502-32) if section 331 applied to 
the deemed liquidation. For all other 
Federal income tax purposes, the 
deemed liquidation remains subject to 
section 332. 

(B) Noncash distribution. For pur
poses of this paragraph (f)(5)(iii), a 
noncash distribution is a distribution of 
anything other than cash or a cash 
item, any marketable stock or security, 
or any debt of the distributor or 
distributee member. 

(C) Limitation on amount of loss. 
The amount of B' s loss or deduction 
under this paragraph (f)(5)(iii) is lim
ited as follows-

(I) The amount taken into account 
with respect to each T share cannot 
exceed the net amount of intercompany 
income or gain with respect to the 
share from all intercompany transac
tions before T's deemed liquidation 
that is taken into account as a result of 
the deemed liquidation; and 

(2) The aggregate amount taken into 
account under this paragraph (f)(5)(iii) 
from T's deemed liquidation cannot 
exceed the net amount of deduction or 
loss (if any) that would be taken into 
account from the deemed liquidation if 
section 331 applied with respect to all 
T shares. 

(D) Asset sale, etc. The principles of 
this paragraph (f)(5)(iii) apply, with 
appropriate adjustments, if T transfers 
all of its assets to a nonmember and 
completely liquidates in a transaction 
comparable to the section 338(h)(10) 
transaction described in paragraph 
(f)(5)(iii)(A) of this section. For exam
ple, if S sells all of T's stock to B at a 
gain followed by T's merger into a 
nonmember in exchange for a cash 
payment to B in a transaction treated 
for Federal income tax purposes as T's 
sale of its assets to the nonmember and 
complete liquidation, the merger is 
ordinarily treated as a comparable 
transaction. The merger is not treated 
as a comparable transaction if, for 
example, T makes substantial noncash 
distributions during the 12-month 
period ending on the date of the 
merger. 

(iv) Section 355. If, instead of T 
liquidating into B, B distributes the T 
stock in an intercompany transaction to 
which section 355 applies (including an 
intercompany transaction to which 355 
applies because of the application of 
paragraph (f)(3) of this section), the 
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redetermination of the basis of the T 
stock under section 3S8 could cause 
S's gain or loss to be taken into 
account under this section. This para
graph (f)(S)(iv) applies to treat B's 
distribution as subject to section 301 
and 311 (as modified by this paragraph 
(f), rather than section 3SS. The 
election will avoid S' s gain or loss 
being taken into account immediately if 
matching remains possible, but B' s 
gain or loss from the distribution will 
also be taken into account under this 
section. 

(v) Election. An election to apply 
this paragraph (f)(S) is made in a 
separate statement entitled "[Insert 
Name and Employer Identification 
Number of Common Parent] HEREBY 
ELECTS THE APPLICATION OF 
§l.1S02-13(f)(S)." The election must 
include a description of S's intercom
pany transaction and T's liquidation (or 
other transaction). It must specify 
which application of § l.1S02-13(f)(S) 
applies and how it alters the otherwise 
applicable results under this section 
(including, for example, the amount of 
S's intercompany items and the amount 
deferred or offset as a result of this 
§l.1S02-13(f)(S». A separate election 
must be made for each application of 
this paragraph (f)(S). The election must 
be signed by the common parent and 
filed with the group's income tax 
return for the year of T's liquidation 
(or other transaction). The Commis
sioner may impose reasonable terms 
and conditions to the application of this 
paragraph (f)(S) that are consistent with 
the purposes of this section. 

(6) Examples. The application of this 
section to intercompany transactions 
with respect to stock of members is 
illustrated by the following examples. 

Example 1. Dividend exclusion and property 
distribution. (a) Facts. S owns land with a $70 
basis and $100 value. On January I of Year I. 
p's basis in S' s stock is $100. During Year I. S 
declares and makes a dividend distribution of the 
land to P. Under section 311(b). S has a $30 
gain. Under section 301(d). p's basis in the land 
is $100. On July I of Year 3. P sells the land to 
X for $110. 

(b) Dividend elimination and stock basis ad
justments. Under paragraph (b)(\) of this section. 
S's distribution to P is an intercompany distribu
tion. Under paragraph (f)(2)(ii) of this section. 
p's $100 of dividend income is not included in 
gross income. Under § I.IS02-32. P's basis in 
S's stock is reduced from $ 100 to $0 in Year I. 

(c) Matching rule and stock basis adjustments. 
Under the matching rule of paragraph (c) of this 
section (treating P as the buying member and S 
as the selling member). S takes its $30 gain into 
account in Year 3 to reflect the $30 difference 
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between p's $10 gain taken into account and its 
$40 recomputed gain. Under §1.l502-32. P's 
basis in S' s stock is increased from $0 to $30 in 
Year 3. 

(d) Loss property. The facts are the same as in 
paragraph (a) of this Example 1. except that S 
has a $130 (rather than $70) basis in the land. 
Under paragraph (f)(2)(iii) of this section. the 
principles of section 311(b) apply to S's loss 
from the intercompany distribution. Thus. S has 
a $30 loss that is taken into account under the 
matching rule in Year 3 to reflect the $30 
difference between p's $10 gain taken into 
account and its $20 recomputed loss. (The results 
are the same under section 267(f).) Under 
§1.l502-32. P's basis in S's stock is reduced 
from $100 to $0 in Year I. and from $0 to a $30 
excess loss account in Year 3. (If P had 
distributed the land to its shareholders. rather 
than selling the land to X. P would take its $10 
gain under section 311 (b) into account. and S 
would take its $30 loss into account under the 
matching rule with $10 offsetting P's gain and 
$20 recharacterized as a noncapital. nondeduct
ible amount.) 

(e) Entitlement rule. The facts are the same as 
in paragraph (a) of this Example 1. except that. 
after P becomes entitled to the distribution but 
before the distribution is made. S issues addi
tional stock to the public and becomes a 
nonmember. Under paragraph (f)(2)(i) of this 
section. the determination of whether a distribu
tion is an intercompany distribution is made 
under the entitlement rule of paragraph (f)(2)(iv) 
of this section. Treating S' s distribution as made 
when P becomes entitled to it results in the 
distribution being an intercompany distribution. 
Under paragraph (f)(2)(ii) of this section. the 
distribution is not included in p's gross income. 
S's $30 gain from the distribution is intercom
pany gain that is taken into account under the 
acceleration rule of paragraph (d) of this section 
immediately before S becomes a nonmember. 
Thus. there is a net $70 decrease in p's basis in 
its S stock under § 1.\502-32 ($ 100 decrease for 
the distribution and a $30 increase for S' s $30 
gain). See also § I.I 502-20(b) (additional stock 
basis reductions applicable to certain decon
solidations). Under paragraph (a)(4) of this 
section. P does not take the distribution into 
account again under separate return rules when 
received. and P is not entitled to a dividends 
received deduction. 

Example 2. Excess loss accounts. (a) Facts. S 
owns all of T's only class of stock with a $10 
basis and $100 value. S has substantial earnings 
and profits. and T has $10 of earnings and 
profits (all of which are from pre-affiliation 
years). On January I of Year I. S declares and 
distributes a dividend of all of the T stock to P. 
Under section 311(b). S has a $90 gain. Under 
section 301(d). P's basis in the T stock is $100. 
During Year 3. T borrows $90 and declares and 
makes a $90 distribution to P to which section 
30 I applies. and p's basis in the T stock is 
reduced under §I.IS02-32 from $100 to $10. 
During Year 6. T has $S of earnings that 
increase p's basis in the T stock under § I.IS02-
32 from $10 to $IS. On December I of Year 9. 
T issues additional stock to X and. as a result. T 
becomes a nonmember. 

(b) Dividend exclusion. Under paragraph 
(f)(2)(ii) of this section. p's $100 of dividend 
income from S's distribution of the T stock. and 
its $10 of dividend income from T's $90 
distribution. are not included in gross income. 

(c) Matching and acceleration rules. Under 
the matching rule. Stakes $7S of its $90 gain 

into account in Year 9 as a result of T becoming 
a nonmember. to reflect the difference between 
p's $0 gain taken into account and its $75 
recomputed gain. If S's distribution to P were a 
transfer between the divisions. P would succeed 
to S's $10 basis in the T stock. and the 
adjustments under § 1.1502-32 for T's $90 
distribution and $5 of earnings would have 
resulted in a $75 excess loss account. Thus. T's 
becoming a nonmember would have resulted in P 
taking into account the $7S excess loss account. 
See § 1.1502-19 (excess loss accounts). S's 
remaining $IS of gain is taken into account 
under the matching and acceleration rules based 
on subsequent events (e.g .. under the matching 
rule if P subsequently sells its T stock. or under 
the acceleration rule if S becomes a nonmember). 

(d) Reverse sequence. The facts are the same 
as in paragraph (a) of this Example 2. except that 
T borrows $90 and makes its $90 distribution to 
S before S distributes T's stock to P. Under 
section 301(d) P's initial basis in the T stock is 
$10 (the stock's fair market value). and the basis 
increases to $15 under § I.IS02-32 as a result of 
T's earnings in Year 6. Under paragraph 
(f)(2)(ii) of this section. T's $90 distribution to S 
($10 of which is a dividend) is not included in 
S's gross income. The corresponding negative 
adjustment under § 1.1502-32 reduces S's basis 
in the T stock from $10 to an $80 excess loss 
account. Under section 311(b). S has a $90 gain 
from the distribution of T stock to P. The timing 
and attributes of S' s gain are determined in the 
manner provided in paragraph (c) of this 
Example 2. Thus. $75 of S's gain is taken into 
account under the matching rule in Year 9 as a 
result of T becoming a nonmember. and the 
remaining $IS is taken into account under the 
matching and acceleration rules based on subse
quent events. 

(e) Partial stock sale. The facts are the same 
as in paragraph (a) of this Example 2. except that 
P sells 10% of T's stock to X on December I of 
Year 9 for $1.50 (rather than T's issuing 
additional stock and becoming a nonmember). 
Under the matching rule. Stakes $9 of its gain 
into account to reflect the difference between p's 
$0 gain taken into account ($I.SO sale proceeds 
minus $1.50 basis) and its $9 recomputed gain 
($I.S0 sale proceeds plus $7.S0 excess loss 
account). 

(f) Loss, rather than cash distribution. The 
facts are the same as in paragraph (a) of this 
Example 2. except that T retains the loan 
proceeds and incurs a $90 loss in Year 3 that is 
absorbed by the group. The timing and attributes 
of S's gain are determined in the same manner 
provided in paragraph (c) of this Example 2. 
Under § I.IS02-32. the loss in Year 3 reduces 
p's basis in the T stock from $100 to $ 10. and 
T's $5 of earnings in Year 6 increase the basis to 
$IS. Thus. $7S of S's gain is taken into account 
under the matching rule in Year 9 as a result of 
T becoming a nonmember. and the remaining 
$IS is taken into account under the matching and 
acceleration rules based on subsequent events. 
(The timing and attributes of S's gain would be 
determined in the same manner provided in para
graph (d) of this Example 2 if T incurred the $90 
loss before S's distribution of the T stock to P.) 

(g) Stock sale. rather than stock distribution. 
The facts are the same as in paragraph (a) of this 
Example 2. except that S sells the T stock to P 
for $100 (rather than distributing the stock). The 
timing and attributes of S's gain are determined 
in the same manner provided in paragraph (c) of 
this Example 2. Thus. $7S of S's gain is taken 
into account under the matching rule in Year 9 



as a result of T becoming a nonmember, and the 
remaining $15 is taken into account under the 
matching and acceleration rules based on subse
quent events. 

Example 3. Intercompany reorganization. (a) 
Facts. P forms Sand B by contributing $200 to 
the capital of each. During Years I through 4, S 
and B each earn $50, and under § 1.1502-32 P 
adjusts its basis in the stock of each to $250. 
(See § 1.1502-33 for adjustments to earnings and 
profits.) On January I of Year 5, the fair market 
value of S' s assets and its stock is $500, and S 
merges into B in a tax-free reorganization. 
Pursuant to the plan of reorganization, P receives 
B stock with a fair market value of $350 and 
$150 of cash. 

(b) Treatment as a section 301 distribution. 
The merger of S into B is an intercompany 
reorganization to which paragraph (f)(3) of this 
section applies. P is treated as receiving addi
tional B stock with a fair market value of $500 
and, under section 358, a basis of $250. 
Immediately after the merger, $150 of the stock 
received is treated as redeemed, and the redemp
tion is treated under section 302(d) as a 
distribution to which section 301 applies. Be
cause the $150 distribution is treated as not 
received as part of the merger, section 356 does 
not apply and no basis adjustments are required 
under section 358(a)(1 )(A) and (B). Because B is 
treated under section 381(c)(2) as receiving S's 
earnings and profits and the redemption is treated 
as occurring after the merger, $100 of the 
distribution is treated as a dividend under section 
301 and P's basis in the B stock is reduced 
correspondingly under § 1.1502-32. The remain
ing $50 of the distribution reduces P's basis in 
the B stock. Section 301(c)(2) and §1.1502-32. 
Under paragraph (f)(2)(ii) of this section, p's 
$100 of dividend income is not included in gross 
income. Under § 1.302-2(c), appropriate adjust
ments are made to P's basis in its B stock to 
reflect its basis in the B stock redeemed, with the 
result that P's basis in the B stock is reduced by 
the entire $150 distribution. 

(c) Depreciated property. The facts are the 
same as in paragraph (a) of this Example 3, 
except that property of S with a $200 basis and 
$150 fair market value is distributed to P (rather 
than cash of B). As in paragraph (b) of this 
Example 3, P is treated as receiving additional B 
stock in the merger and a $150 distribution to 
which section 301 applies immediately after the 
merger. Under paragraph (f)(2)(iii) of this 
section, the principles of section 311(b) apply to 
B's $50 loss and the loss is taken into account 
under the matching and acceleration rules based 
on subsequent events (e.g., under the matching 
rule if P subsequently sells the property, or under 
the acceleration rule if B becomes a nonmem
ber). The results are the same under section 
267(f). 

(d) Divisive transaction. Assume instead that, 
pursuant to a plan, S distributes the stock of a 
lower-tier subsidiary in a spin-off transaclion to 
which section 355 applies together with $150 of 
cash. The distribution of stock is an intercom
pany reorganization to which paragraph (f)(3) of 
this section applies. P IS treated as receIvIng the 
$150 of cash immediately before the sectIOn 355 
distribution. as a distribution to whIch sectIOn 
301 applies. Section 356(b) does not apply and 
no basis adjustments are required under sectIOn 
358(a)(l )(A) and (B). Because the $150 dIstrIbu
tion is treated as made before the s~clion. 355 
distribution. the distribution reduces P s baSIS In 

the S stock under §1.1502-32. and the baSIS 
allocated under section 358(c) between the S 

stock and the lower-tier subsidiary stock received 
reflects this basis reduction. 

Example 4. Stock redemptions and distribu
tions. (a) Facts. Before becoming a member of 
the P group, S owns P stock with a $30 basis. 
On January I of Year I, P buys all of S's stock. 
On July I of Year 3, P redeems the P stock held 
by S for $100 in a transaction to which section 
302(a) applies. 

(b) Gain under section 302. Under paragraph 
(f)(4) of this section, p's basis in the P stock 
acquired from S is treated as eliminated. Thus, 
S's $70 gain is taken into account in Year 3. S's 
gain is taken into account as capital gain. (Under 
paragraph (c)(3)(iv) of this section, S's gain 
cannot be excluded from gross income.) 

(c) Gain under section 311. The facts are the 
same as in paragraph (a) of this Example 4, 
except that S distributes the P stock to P in a 
transaction to which section 30 I applies (rather 
than the stock being redeemed), and S has a $70 
gain under section 311(b). The timing and 
attributes of S' s gain are determined in the 
manner provided in paragraph (b) of this 
Example 4. 

(d) Loss stock. The facts are the same as in 
paragraph (a) of this Example 4, except that S 
has a $130 (rather than $30) basis in the P stock 
and has a $30 loss under section 302(a). The 
limitation under paragraph (c)(3)(iv) of this 
section on recharacterization of items does not 
apply to intercompany losses. Thus, S' s loss is 
taken into account in Year 3 as a noncapital, 
nondeductible amount. 

Example 5. Intercompany stock sale followed 
by section 332 liquidation. (a) Facts. S owns all 
of the stock of T, with a $70 basis and $100 
value, and T's assets have a $10 basis and $100 
value. On January I of Year I, S sells all of T's 
stock to B for $100. On July I of Year 3, T 
distributes all of its assets to B in an unrelated 
complete liquidation to which section 332 
applies. 

(b) Timing and attributes. Under paragraph 
(b)(2)(ii)(B) of this section, B's unrecognized 
gain or loss under section 332 is a corresponding 
item for purposes of applying the matching rule. 
Thus, S's $30 gain is taken into account in Year 
3 as a result of T's liquidation. Under paragraph 
(c)(1)(i) of this section, the attributes of S's gain 
and B's corresponding item are redetermined as 
if they were divisions of a single corporation. 
Although S's gain ordinarily would be treated as 
excluded from gross income to reflect the 
nonrecognition of B' s gain or loss under section 
332, the gain remains capital gain. Paragraph 
(c)(3)(iv) of this section permits S's gain to be 
excluded from gross income only if B has a 
corresponding deduction or loss disallowed di
rectly under a provision of the Code or 
regulations. B's corresponding Items from the 
liquidation do not satisfy thIS reqUIrement. 
However, relief may be elected under paragraph 
(f)(5) of this section. 

(c) Intercompany sale at a loss. The facts are 
the same as in paragraph (a) of this Example 5, 
except that S has a $130 (rather than $70) basis 
in the T stock. The limitation under paragraph 
(c)(3)(iv) of this section on recharacterization of 
items does not apply to intercompany losses. 
Thus, S's intercompany loss is taken into account 
in Year 3 as a noncapital. nondeductible amount. 
However, relief may be elected under paragraph 
(f)(5) of this section. 

(g) Obligations of members-( I) In 
Reneral. In addition to the general rules 

of this section, the rules of this 
paragraph (g) apply to intercompany 
obligations. 

(2) Definitions. For purposes of this 
section-

(i) Obligation of a member. An 
obligation of a member is-

(A) Any obligation of that member 
constituting indebtedness under general 
principles of Federal income tax law 
(for example, under section 108, sec
tion 163, section 171, or section 1275, 
but not an executory obligation to 
purchase or provide goods or services); 
and 

(B) Any security of the member 
described in section 475(c)(2)(D) or 
(E), and any comparable security with 
respect to commodities. 

(ii) Intercompany obligations. An in
tercompany obligation is an obligation 
between members, but only for the 
period during which both parties are 
members. 

(3) Deemed satisfaction and reis
suance of intercompany obligations
(i) Application-(A) In general. If a 
member realizes an amount (other than 
zero) of income, gain, deduction, or 
loss, directly or indirectly, from the 
assignment or extinguishment of all or 
part of its remaining rights or obliga
tions under an intercompany obligation, 
the intercompany obligation is treated 
for all Federal income tax purposes as 
satisfied under paragraph (g)(3 )(ii) of 
this section and, if it remains outstand
ing, reissued under paragraph (g)(3)(iii) 
of this section. Similar principles apply 
under this paragraph (g)(3) if a member 
realizes any such amount, directly or 
indirectly, from a comparable transac
tion (e.g., a marking-to-market of an 
obligation or a bad debt deduction), or 
if an intercompany obligation becomes 
an obligation that is not an intercom
pany obligation. 

(B) Exceptions. This paragraph 
(g)(3) does not apply to an obligation if 
any of the following applies: 

(1) The obligation became an inter
company obligation by reason of an 
event described in paragraph (g)( 4)
(i)(B) of this section (exceptions to the 
application of section 108(e)(4». 

(2) The amount realized is from 
reserve accounting under section 585 or 
593 (see paragraph (g)(5) of this 
section for special rules). 

(3) Treating the obligation as satis
fied and reissued will not have a 
significant effect on any person's Fed
eral income tax liability for any year. 
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For this purpose, obligations issued in 
connection with the same transaction or 
related transactions are treated as a 
single obligation. However, this para
graph (g)(3 )(i)(B )(3) does not apply to 
any obligation if its aggregate effect for 
all obligations in a year would be 
significant. 

(ii) Satisfaction-(A) General rule. 
If a creditor member sells intercom
pany debt to a nonmember for cash, the 
debt is treated as satisfied by the debtor 
immediately before the sale for the 
amount of the cash. For other transac
tions, similar principles apply to treat 
the intercompany obligation as satisfied 
immediately before the transaction. 
Thus, if the obligation is transferred for 
property, it is treated as satisfied for an 
amount consistent with the amount of 
the reissuance under paragraph (g)(3)
(iii) of this section, and the basis of the 
property is also adjusted to reflect that 
amount. If this paragraph (g)(3) applies 
because the obligor or obligee becomes 
a nonmember, the obligation is treated 
as satisfied for cash in an amount equal 
to its fair market value immediately 
before the obligor or obligee becomes a 
nonmember. Similar principles apply to 
intercompany obligations other than 
debt. 

(B) Timing and attributes. For pur
poses of applying the matching rule of 
paragraph (c) of this section and the 
acceleration rule of paragraph (d) of 
this section-

(1) Paragraph (c)(3)(iv) of this sec
tion (limitation on treatment of inter
company income or gain as excluded 
from gross income) does not apply to 
prevent any intercompany income or 
gain from being excluded from gross 
income; and 

(2) Any intercompany gain or loss is 
not subject to section 354 or 1091. 

(iii) Reissuance. If a creditor mem
ber sells intercompany debt to a 
nonmember for cash, the debt is treated 
as a new debt (with a new holding 
period) issued by the debtor imme
diately after the sale for the amount of 
cash. For other transactions, if the 
intercompany obligation remains out
standing, similar principles apply to 
treat the obligation as reissued imme
diately after the transaction. Thus, if 
the obligation is transferred for prop
erty, it is treated as a new obligation 
issued to the nonmember for the 
property. If this paragraph (g)(3) ap
plies because the debtor or creditor 
becomes a nonmember, the obligation 
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is treated as a new obligation issued for 
an amount of cash equal to its fair 
market value immediately after the 
debtor or creditor becomes a nonmem
ber. Similar principles apply to inter
company obligations other than debt. 

(4) Deemed satisfaction and reis
suance of obligations becoming inter
company obligations-(i) Application
(A) In general. This paragraph (g)(4) 
applies if an obligation that is not an 
intercompany obligation becomes an 
intercompany obligation. 

(B) Exceptions. This paragraph 
(g)( 4) does not apply to an obligation 
if-

(1) The obligation becomes an inter
company obligation by reason of an 
event described in § l.l 08-2( e) (excep
tions to the application of section 
108(e)(4»; or 

(2) Treating the obligation as satis
fied and reissued will not have a 
significant effect on any person's Fed
eral income tax liability for any year. 
For this purpose, obligations issued in 
connection with the same transaction or 
related transactions are treated as a 
single obligation. However, this para
graph (g)( 4 )(i)(B )(2) does not apply to 
any obligation if its aggregate effect for 
all obligations in a year would be 
significant. 

(ii) Intercompany debt. If this para
graph (g)( 4) applies to an intercompany 
debt-

(A) Section 108( e)( 4) does not 
apply; 

(B) The debt is treated for all 
Federal income tax purposes, imme
diately after it becomes an intercom
pany debt, as satisfied and a new debt 
issued to the holder (with a new 
holding period) in an amount deter
mined under the principles of § l.l 08-
2(f); 

(C) The attributes of all items taken 
into account from the satisfaction are 
determined on a separate entity basis, 
rather than by treating Sand B as 
divisions of a single corporation; and 

(D) Any intercompany gain or loss 
taken into account is treated as not 
subject to section 354 or 1091. 

(iii) Other intercompany obligations. 
If this paragraph (g)( 4) applies to an 
intercompany obligation other than 
debt, the principles of paragraph 
(g)( 4 )(ii) of this section apply to treat 
the intercompany obligation as satisfied 
and reissued for an amount of cash 
equal to its fair market value imme
diately after the obligation becomes an 
intercompany obligation. 

(5) Bad debt reserve. A member's 
deduction under section 585 or 593 for 
an addition to its reserve for bad debts 
with respect to an intercompany obliga
tion is not taken into account, and is 
not treated as realized under paragraph 
(g)(3) of this section, until the inter
company obligation becomes an obliga
tion that is not an intercompany 
obligation, or, if earlier, the redemption 
or collection of less than the recorded 
amount of the intercompany obligation 
(and the corresponding charge off 
against the reserve). For purposes of 
this paragraph (g)(5) an addition to a 
reserve that results from charging off 
an intercompany obligation is treated as 
with respect to the intercompany 
obligation. 

(6) Examples. The application of this 
section to obligations of members is 
illustrated by the following examples. 

Example I. Interest and premium on intercom
pany debt. (a) Facts. On January I of Year I, 
M2 borrows $100 from MI in return for M2's 
note providing for $10 of interest annually at the 
end of each year, and repayment of $ 100 at the 
end of Year 5. M2 fully performs its obligations. 
Under their separate entity methods of account
ing, M2 accrues a $10 interest deduction 
annually under section 163, and MI accrues $10 
of interest income annually under section 
61(a)(4). 

(b) Matching rule. Under paragraph (b)(I) of 
this section, the accrual of interest on M2' s note 
is an intercompany transaction, M I is the selling 
member, and M2 is the buying member. Under 
the matching rule of paragraph (c) of this 
section, MI takes its $10 of income into account 
in each of Years I through 5 to reflect the $ 10 
difference between M2' s $ 10 of interest expense 
taken into account and its $0 recomputed 
expense. 

(c) Original issue discount. The facts are the 
same as in paragraph (a) of this Example I, 
except that M2 borrows $90 (rather than $ 100) 
from MI in return for M2's note providing for 
$ 10 of interest annually and repayment of $100 
at the end of Year 5. The principles described in 
paragraph (b) of this Example I for stated 
interest also apply to the $10 of original issue 
discount. Thus, as M2 takes into account its 
corresponding expense under section 163( e), M I 
takes into account its intercompany income. 

(d) Premium. The facts are the same as in 
paragraph (a) of this Example I, except that M2 
borrows $110 from M I (rather than $100), and 
M I elects under section 171 to amortize the $ 10 
premium. Under section 171(e). Ml's premium 
deduction is allocated to its interest income and 
applied to reduce the amount of the income. 
Although there is no separate item of premium 
deduction to be taken into account, paragraph 
(b)(2)(ii)(B) of this section provides that Ml's 
corresponding items include the premium even 
though it offsets interest income rather than 
being separately taken into account. Although 
M I is the selling member with respect to the 
interest (i.e .. the recipient member). M I is the 
buying member with respect to the premium (i.e., 
the payor member). Thus, M2's intercompany 



premium income is taken into account under the 
matching rule to reflect the difference between 
M I 's corresponding premium deduction taken 
mto accOunt and its recomputed premium deduc
tion. Consequently, M2 takes its premium 
income into account in each of Years I through 
5 based on M I 's amortization and offset of 
allocable interest income. (If M I does not make 
an election under section 17l. but instead takes 
the premium into account when the debt is 
retired at the end of Year 5, M2 also does not 
take the premium into account until the debt is 
retired at the end of Year 5.) 

(e) Tax-exempt income. The facts are the same 
as in paragraph (a) of this Example}, except that 
M2's borrowing from MI is allocable under 
section 265 to M2' s purchase of state and local 
bonds to which section 103 applies. The timing 
of M I's income is the same as in paragraph (b) 
of this Example }, but that MI's income is 
treated under the matching rule as excluded from 
gross income because M2's corresponding ex
pense is nondeductible under section 265. See 
paragraph (c)(3)(iv) of this section. 

Example 2. Intercompany debt becomes nonin
tercompany debt. (a) Facts. On January I of 
Year l. B borrows $100 from S in return for B's 
note providing for $10 of interest annually at the 
end of each year, and repayment of $100 at the 
end of Year 20. As of January I of Year 3, B 
has paid the interest accruing under the note and 
S sells B' s note to X for $70, reflecting a change 
in the value of the note as a result of increases in 
prevailing market interest rates. B is never 
insolvent within the meaning of section 
108(d)(3). 

(b) Deemed satisfaction. Under paragraph 
(g)(3) of this section, B' s note is treated as 
satisfied for $70 immediately before S's sale to 
X. Under the matching rule, B takes into account 
$30 of discharge of indebtedness income under 
section 6I(a)(12). Although S ordinarily would 
take into account a $30 capital loss under section 
127l(a)(I), S's loss is treated as ordinary loss to 
conform to B's corresponding $30 of discharge 
of indebtedness income. 

(c) Deemed reissuance. Under paragraph 
(g)(3) of this section, B is also treated as 
reissuing, directly to X, a new note with a $70 
issue price and a $100 stated redemption price at 
maturity. The new note is not an intercompany 
obligation, it has a $70 issue price and $100 
stated redemption price at maturity, and the $30 
of original issue discount will be taken into 
account by B and X under sections 163(e) and 
1272. 

(d) Creditor deconsolidation. The facts are the 
same as in paragraph (a) of this Example 2, 
except that P sells S's stock to X (rather than S's 
selling the note of B). Under paragraph (g)(3) of 
this section, the note is treated as satisfied by B 
for its $70 fair market value immediately before 
S becomes a nonmember. and B is treated as 
reissuing a new note to S immediately after S 
becomes a nonmember. The results for S's $30 
of loss and B' s discharge of indebtedness income 
are the same as in paragraph (b) of this Example 
2. The new note is not an intercompany 
obligation, it has a $70 issue price and $100 
stated redemption price at matunty, and the $30 
of original issue discount wIll be taken mto 
account by Band S under sections 163(e) and 

1272. 
(e) Dehtor deconsolidation. The facts are the 

same as in paragraph (a) of this Example 2. 

t that P sells B's stock to X (rather than 
excep' h 
S" . lling the note of B). The results are t e 
sa~~seas i';, paragraph (d) of this Example 2. 

(f) Appreciated note. The facts are the same 
as in paragraph (a) of this Example 2. except that 
S sells B's note to X for $130 (rather than $70), 
reflecting a decline in prevailing market interest 
rates. Under paragraph (g)(3) of this section, B's 
note is treated as satisfied for $130 immediately 
before S's sale of the note to X. Under the 
matching rule, B takes into account $30 of 
repurchase premium. Although S ordinarily 
would take into account a $30 capital gain under 
section 127I(a)(I), the attributes of S's capital 
gain conform to B's corresponding premium 
under the matching rule. Thus, S's gain is treated 
as ordinary income to conform to B' s corre
sponding $30 premium. B is also treated as 
reissuing a new note directly to X which is not 
an intercompany obligation. The new note has a 
$130 issue price and a $100 stated redemption 
price at maturity. Under § 1.61-12(c), B's $30 
premium income under the new note is taken 
into account over the life of the new note. Under 
section 171, X may elect to amortize its $30 of 
bond premium over the life of the note (with 
corresponding reductions in its basis), however, 
the election would have no effect on B' s 
premium income. 

Example 3. Bad debt deduction or loss with 
respect to intercompany debt. (a) Facts. On 
January I of Year I, B borrows $100 from S in 
return for B' s note providing for $10 of interest 
annually at the end of each year, and repayment 
of $100 at the end of Year 5. For Year 3, S 
claims a $40 partial bad debt deduction under 
section 166(a)(2) on a separate entity basis. B is 
never insolvent within the meaning of section 
108(d)(3). 

(b) Deemed satisfaction and reissuance. Under 
paragraph (g)(3) of this section, B is treated as 
satisfying its note for $60 immediately before S's 
bad debt deduction, and reissuing a new note to 
S with a $60 issue price and a $100 stated 
redemption price at maturity. Thus, B takes into 
account $40 of discharge of indebtedness in
come, and S takes into account $40 of loss as an 
ordinary loss. 

(c) Loss sale. The facts are the same as in 
paragraph (a) of this Example 3. except that S 
sells B' s note to P for $60 (rather than claiming 
a partial bad debt deduction). The results are the 
same as in paragraph (b) of this Example 3. B's 
note is treated as satisfied immediately before the 
sale, and a new note reissued directly to P 
immediately after the sale. B takes into account 
$40 of discharge of indebtedness income, and S 
takes into account $40 of loss as an ordinary 
loss. 

Example 4. Nonintercompany debt becomes 
intercompany debt. (a) Facts. On January I of 
Year I, B borrows $100 from X in return for B's 
note providing for $10 of interest annually at the 
end of each year, and repayment of $100 at the 
end of Year 5. As of January I of Year 3, B has 
fully performed its obligations, but the note's fair 
market value is $70. On January I of Year 3, P 
buys all of X's stock. B is solvent within the 
meaning of section 108(d)(3). 

(b) Deemed satisfied and reissuance. Under 
paragraph (g)( 4) of this section, B is treated as 
satisfying its indebtedness for $70 (determined 
under the principles of § 1.1 08-2(f)(2» imme
diately after X becomes a member. Both X's $30 
capital loss under section 127I(a)( I) and B's $30 
of discharge of indebtedness income under 
section 61 (a)( 12) are taken into account in 
determining consolidated taxable income for 
Year 3. Under paragraph (g)(4)(ii)(C) of this 
section, the attributes of items resulting from the 

satisfaction are determined on a separate entity 
basis. But see section 382 and § 1.1502-15 
(limitations on the absorption of built-in losses). 
B is also treated as reissuing a new note. The 
new note is an intercompany obligation, it has a 
$70 issue price and $100 stated redemption price 
at maturity, and the $30 of original issue 
discount will be taken into account by B and X. 

(c) Election to file consolidated returns. 
Assume instead that B borrows $100 from S 
during Year I, but the P group does not file 
consolidated returns until Year 3. Under para
graph (g)(4) of this section, B's indebtedness is 
treated as satisfied and a new note reissued 
immediately after the debt becomes intercom
pany debt. The satisfaction and reissuance are on 
January I of Year 3, at the fair market value of 
the note (determined under the principles of 
§ 1.1 08-2(f)(2» at that time. 

Example 5. Notional principal contracts. (a) 
Facts. On April I of Year I, MI enters into a 
contract with counterparty M2 under which, for a 
term of five years, M I is obligated to make a 
payment to M2 each April l. beginning in Year 
2, in an amount equal to the London Interbank 
Offered Rate (UBOR), as determined on the 
immediately preceding April I, multiplied by a 
$1,000 notional principal amount. M2 is obli
gated to make a payment to M I each April I, 
beginning in Year 2, in an amount equal to 80/0 
multiplied by the same notional principal 
amount. UBOR is 7.800/0 on April I of Year I. 
On April I of Year 2, M lowes $78 to M2, and 
M2 owes $80 to MI. 

(b) Matching rule. Under § 1.446-3(d). the net 
income (or net deduction) from a notional 
principal contract for a taxable year is included 
in (or deducted from) gross income. Under 
§ 1.446-3(e), the ratable daily portion of M2's 
fixed obligation to M I as of December 31 of 
Year I is $60.27 ($80 multiplied by 275/365), 
and the ratable daily portion of MI's floating 
obligation as of December 31 of Year I is 
$58.77 ($78 multiplied by 275/365). Under the 
matching rule, MI's net income for Year I of 
$1.50 is taken into account to reflect the 
difference between M2' s net deduction of $1.50 
taken into account and its $0 recomputed net 
deduction. Similarly, the $.50 balance of the 
$2.00 of net periodic payments made on April I 
of Year 2 is taken into account for Year 2 in 
MI's and M2's net income and net deduction 
from the contract. (Note that although M I is the 
selling member with respect to the payment on 
April I of Year 2, it may be the buying member 
in a subsequent period if it owes the net 
payment.) 

(c) Dealer. The facts are the same as in 
paragraph (a) of this Example 5. except that M2 
is a dealer in securities, the contract with M I is 
not inventory in the hands of M2, and on 
December 31 of Year I the fair market value of 
the contract to M2 is ($100). Under section 475, 
M2 has a $100 loss as if the contract were sold 
on December 31 for its fair market value. Under 
paragraph (g)( 3) of this section, M2 is treated as 
making a $100 payment to M I to terminate the 
contract immediately before section 475 is 
applied. Under the matching rule, the net 
periodic payment in Year I is taken into account 
as described in paragraph (b) of this Example 5. 
In addition, M l's $100 of income from the 
termination payment is taken into account to 
reflect the timing of M2's deduction (as de
scribed in § 1.446-3(h»), and the character and 
other attributes of the income is conformed to 
the character and other attributes of the deduc
tIOn. Paragraph (g)( 3) of this section also 
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provides that, immediately after section 475 
would apply, a new contract is treated as 
reissued with an up front payment of $100. 
Under § 1.446-3([), the deemed $100 payment by 
M2 to MI is taken into account over the term of 
the new contract in a manner reflecting the 
economic substance of the contract (e.g .. allocat
ing a portion of the $100 to the periodic payment 
expected to be made by M2 on April I of Year 
2, and the balance under the level payment 
constant yield to maturity method). (The results 
would be the same if M I, rather than M2, is the 
dealer subject to section 475.) 

(h) Anti-avoidance rules-(l) In 
general. If a transaction is engaged in 
or structured with a principal purpose 
to avoid treatment as an intercompany 
transaction, or to avoid the purposes of 
this section, adjustments must be made 
to carry out the purposes of this 
section. 

(2) Examples. The anti-avoidance 
rules of this paragraph (h) are illus
trated by the following examples. 

Example 1. Sale of a partnership interest. (a) 
Facts. S owns land with a $10 basis and $100 
value. B has net operating losses from separate 
return limitation years (SRL Ys) subject to 
limitation under § 1.1502-21 (c). Pursuant to a 
plan to absorb the losses without limitation by 
the SRL Y rules, S transfers the land to an 
unrelated, calendar-year partnership in exchange 
for a 10% interest in the capital and profits of 
the partnership in a transaction to which section 
721 applies. The partnership does not have a 
section 754 election in effect. S later sells its 
partnership interest to B for $100. In the 
following year, the partnership sells the land to 
X for $100. Because the partnership does not 
have a section 754 election in effect, its $10 
basis in the land does not reflect B' s $100 basis 
in the partnership interest. Under section 704(c), 
the partnership's $90 built-in gain is allocated to 
B, and B's basis in the partnership interest 
increases to $190 under section 705. In a later 
year, B sells the partnership interest to X for 
$100. 

(b) Adjustments. Under §1.1502-21(c), the 
partnership's $90 built-in gain allocated to B 
ordinarily increases the amount of B's SRLY 
limitation, and B' s $90 loss from its sale of the 
partnership interest ordinarily is not subject to 
limitation under the SRL Y rules. Under para
graph (h)(l) of this section, however, B's 
allocable share of the partnership's gain from its 
sale of the land is treated as not increasing the 
amount of B' s SRL Y limitation. 

Example 2. Sale to a related party. (a) Facts. 
Sand B manufacture complimentary products 
that are sold in similar markets. On January I of 
Year I. Sand B enter into a partnership 
agreement to engage in common distribution. 
The partnership is formed and operated for 
substantial nontax, business reasons and is 
treated as a general partnership for Federal 
income tax purposes. S has loss carryovers from 
separate return years subject to limitation under 
section 382 as a result of an ownership change 
on January I of Year 1. S also has a net 
unrealized built-in gain (NUBIG) within the 
meaning of section 382(h), and S owns land with 
$30 of unrealized built-in gain that is included in 
the NUBIG. Pursuant to a plan to take into 
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account $30 of recognized built-in gain before 
the end of the section 382(h)(7) recognition 
period without disposing of an interest in the 
land, the partnership buys S's land on July I of 
Year 3. On December I of Year 7, the partner
ship sells the land to X. 

(b) Adjustments. Under paragraph (b)(1) of 
this section, S' s sale to the partnership ordinarily 
would not be an intercompany transaction. Under 
paragraph (h)( I) of this section, however, the 
transaction is treated as an intercompany transac
tion. Thus, S's gain is not taken into account 
until Year 7, as a result of the partnership'S sale 
to X. Because the gain is not recognized during 
the section 382(h)(7) recognition period, it is not 
recognized built-in gain under section 382(h). 

Example 3. Transitory status as an intercom
pany obligation. (a) Facts. P historically has 
owned 70% of X's stock and the remaining 30% 
is owned by unrelated shareholders. On January 
I of Year I, S borrows $100 from X in return 
for S's note requiring $10 of interest annually at 
the end of each year, and repayment of $100 at 
the end of Year 20. As of January I of Year 3, 
the P group has substantial net operating loss 
carryovers, and the fair market value of S' s note 
falls to $70 due to an increase in prevailing 
market interest rates. X is not permitted under 
section 166(a)(2) to take into account a $30 loss 
with respect to the note. Pursuant to a plan to 
permit X to take into account its $30 loss 
without disposing of the note, P acquires an 
additional 10% of X's stock, causing X to 
become a member, and P subsequently resells the 
10% interest. X's $30 loss with respect to the 
note is a net unrealized built-in loss within the 
meaning of §1.1502-15. 

(b) Adjustments. Under paragraph (g)(4) of 
this section, X ordinarily would take into account 
its $30 loss as a result of the note becoming an 
intercompany obligation, and S would take into 
account $30 of discharge of indebtedness in
come. Under § 1.1502-22(c), X's loss is not 
combined with items of the other members and 
the loss would be carried to X' s separate return 
years as a result of X becoming a nonmember. 
However, the transitory status of S's indebted
ness to X as an intercompany obligation is 
structured with a principal purpose to accelerate 
the recognition of X's loss. Thus, S's note is 
treated under paragraph (h)( I) of this section as 
not becoming an intercompany obligation. 

Example 4. Sale and leaseback. (a) Facts. S 
operates a factory with a $70 basis and $100 
value, and has loss carryovers from SRL Ys. 
Pursuant to a plan to take into account the $30 
unrealized gain while continuing to operate the 
factory, S sells the factory to X for $100 and 
leases it back on a long-term basis. The sale and 
leaseback are not recharacterized under general 
principles of Federal income tax law. As a result 
of S's sale to X, the $30 gain is taken into 
account and increases S's SRL Y limitation. 

(b) No adjustments. Although S's sale was 
pursuant to a plan to accelerate the $30 gain, it is 
not subject to adjustment under paragraph (h)(\) 
of this section. Because S has transferred 
substantial interests in the factory to an unrelated 
person for Federal income tax purposes, the sale 
is not treated as engaged in or structured with a 
principal purpose to avoid treatment as an 
intercompany transaction, or to avoid the single 
and separate entity treatment that is the purpose 
of this section. 

(i) [Reserved] 
(j) Miscellaneous operating rules. 

For purposes of this section-

(1) Successors-(i) Assets. Any ref
erence to an asset includes, as the 
context may require, a reference to any 
other asset the basis of which is 
determined, directly or indirectly, in 
whole or in part, by reference to the 
first asset. 

(ii) Persons-(A) In general. Any 
reference to a person includes, as the 
context may require, a reference to a 
predecessor or successor. For this 
purpose, a predecessor is a transferor 
of assets to a transferee (the successor) 
in a transaction-

(1) To which section 381(a) applies; 
(2) In which substantially all of the 

assets of the transferor are transferred 
to members in a complete liquidation; 

(3) In which the successor's basis in 
assets is determined (directly or indi
rectly, in whole or in part) by reference 
to the basis of the transferor, but the 
transferee is a successor only with 
respect to the assets so determined; or 

(4) Which is an intercompany trans
action, but only with respect to assets 
that are being accounted for by the 
transferor in a prior intercompany 
transaction. 

(B) Intercompany items. If the assets 
of a predecessor are acquired by a 
successor member, the successor suc
ceeds to, and takes into account (under 
the rules of this section), the predeces
sor's intercompany items. If two or 
more successor members acquire assets 
of the predecessor, the successors take 
into account the predecessor's inter
company items in a manner that is 
consistently applied and reasonably 
carries out the purposes of this section 
and applicable provisions of law. 

(2) Acquisition of group-(i) Ap
plication. This paragraph (j)(2) applies 
only if a consolidated group (the 
terminating group) ceases to exist as a 
result of-

(A) The acquisition by a member of 
another consolidated group of either the 
assets of the common parent of the 
terminating group in a reorganization 
described in section 381 (a)(2), or the 
stock of the common parent of the 
terminating group; or 

(B) The application of the principles 
of §1.1502-75 (d)(2) or (d)(3). 

(ii) General rule. The group that 
does not cease to exist (the surviving 
group) is treated as the terminating 
group for purposes of applying this 
section to the terminating group. For 
example, intercompany items and cor
responding items from intercompany 



transactions between members of the 
terminating group are treated as contin
uing to be reflected in the terminating 
group's consolidated taxable income. 
This paragraph (j)(2) does not apply to 
members of the terminating group that 
are not members of the survlvmg 
consolidated group immediately after 
the terminating group ceases to exist 
(e.g., under section 1504(a)(3) relating 
to reconsolidation, or section 1504( c) 
relating to includible insurance 
companies). 

(3) Former common parent treated 
as continuation of group. If a group 
terminates because the common parent 
is the only remaining member, the 
common parent succeeds to the treat
ment of the terminating group for 
purposes of applying this section so 
long as it is not a member of an 
affiliated group filing separate returns 
and does not become a corporation 
described in section 1504(b). For exam
ple, if the only subsidiary of the group 
liquidates into the common parent in a 
complete liquidation to which section 
332 applies, or the common parent 
merges into the subsidiary and the 
subsidiary is treated as the common 
parent's successor under paragraph 
(j)(l)(ii)(A) of this section, the taxable 
income of the surviving corporation is 
treated as the group's consolidated 
taxable income in which the intercom
pany and corresponding items must be 
included. See § 1.267 (f)-I for additional 
rules applicable to intercompany losses 
or deductions. 

(4) Becoming a nonmember. For 
purposes of this section, a member is 
treated as becoming a nonmember if it 
has a separate return year (including 
another group's consolidated return 
year). A member is not treated as 
having a separate return year if its 
items are treated as taken into account 
in computing the group's consolidated 
taxable income under paragraph (j)(2) 
or (3) of this section. 

(5) Recordkeeping. Intercompany 
and corresponding items must be re
flected on permanent records (including 
work papers). See also section 6001, 
requmng records to be maintained. 
From such permanent records the group 
must be able to identify the amount, 
location, timing, and attributes of the 
items, so as to permit the application of 
the rules of this section for each year. 

(6) Examples. The operating rules of 
this paragraph (j) are illustrated gener
ally throughout this section, and by the 
following examples. 

Example I. Intercompany sale followed by 
section 351 transfer to member. (a) Facts. S 
holds land for investment with a basis of $70. 
On January 1 of Year 1, S sells the land to M for 
$100. M also holds the land for investment. On 
July 1 of Year 3, M transfers the land to B in 
exchange for all of B' s stock in a transaction to 
which section 351 applies. Under section 358, 
M's basis in the B stock is $100. B holds the 
land for sale to customers in the ordinary course 
of business and, under section 362(b), B's basis 
in the land is $100. On December I of Year 5. 
M sells 20% of the B stock to X for $22. In an 
unrelated transaction on July I of Year 8, B sells 
20% of the land for $22. 

(b) Definitions. Under paragraph (b)( I) of this 
section, S's sale of the land to M and M's 
transfer of the land to B are both intercompany 
transactions. S is the selling member and M is 
the buying member in the first intercompany 
transaction, and M is the selling member and B 
is the buying member in the second intercom
pany transaction. M has no intercompany items 
under paragraph (b)(2) of this section. Because B 
acquired the land in an intercompany transaction, 
B's items from the land are corresponding items 
to be taken into account under this section. 
Under the successor asset rule of paragraph 
(j)(l )(i) of this section, references to the land 
include references to M's B stock. Under the 
successor person rule of paragraph (j)(l)(ii) of 
this section, references to M include references 
to B with respect to the land. 

(c) Timing and attributes resulting from the 
stock sale. Under paragraph (c)(3)(i) of this 
section, M is treated as owning and selling B's 
stock for purposes of the matching rule even 
though, as divisions, M could not own and sell 
stock in B. Under paragraph (c)(3)(ii)(A) of this 
section, both M's B stock and B's land can cause 
S's intercompany gain to be taken into account 
under the matching rule of paragraph (c) of this 
section. Thus, Stakes $6 of its gain into account 
in Year 5 to reflect the $6 difference between 
M's $2 gain taken into account from its sale of B 
stock and its $8 recomputed gain. Under 
paragraph (c)(3)(ii)(B) of this section, the at
tributes of this gain are determined by treating S, 
M, and B as divisions of a single corporation. 
Under paragraph (c)(3)(iii)(A) of this section. S's 
$6 gain and M's $2 gain are treated as long-term 
capital gain. The gain would be capital on a 
separate entity basis (assuming that section 341 
does not apply), and this treatment is not 
inconsistent with treating S, M. and B as 
divisions of a single corporation because the 
stock sale and subsequent land sale are unrelated 
transactions and B remains a member following 
the sale. 

(d) Timing and attributes resulting from the 
land sale. Under paragraph (c)(3)(ii)(A) of this 
section, Stakes $6 of its gain into account in 
Year 8 under the matching rule to reflect the $6 
difference between B' s $2 gain taken into 
account from its sale of an interest in the land 
and its $8 recomputed gain. Under paragraph 
(c)(3)(ii)(B) of this section. the attributes of this 
gain are determined by treating S, M, and B as 
divisions of a single corporation and taking into 
account the activities of S, M, and B with 
respect to the land. Thus. both S's gain and B's 
gain might be ordinary income as a result of B's 
activities. (If B subsequently sells the balance of 
the land, paragraph (a)( 4) of this section limits 
S's gain taken into account to its remaining $18 
of intercompany gain.) 

(e) Sale of successor stock resulting in decon
solidation. The facts are the same as in 

paragraph (a) of this Example I, except that M 
sells 60% of the B stock to X for $66 on 
December I of Year 5 and B becomes a 
nonmember. Under the matching rule, M's sale 
of B stock results in $18 of S's gain being taken 
into account (to reflect the difference between 
M's $6 gain taken into account and its $24 
recomputed gain). Under the acceleration rule of 
paragraph (d) of this section, however, the entire 
$30 gain is taken into account (to reflect B 
becoming a nonmember, because its basis in the 
land reflects M' s $100 cost basis from the prior 
intercompany transaction). Under paragraph 
(c)(3)(ii)(A) of this section, S's entire $30 
intercompany gain is taken into account under 
the acceleration rule of paragraph (d) of this 
section. Under paragraph (c)(3)(ii)(B) of this 
section, the attributes of S' s gain are determined 
by treating S, M, and B as divisions of a single 
corporation. Because M' s cost basis in the land 
will be reflected by B as a nonmember, all of S's 
gain is treated as from the land (rather than a 
portion being from B's stock), and B's activities 
with respect to the land may therefore result in 
S's gain being ordinary income. 

Example 2. Intercompany sale of member stock 
followed by recapitalization. (a) Facts. Before 
becoming a member of the P group, S owns P 
stock with a basis of $70. On January I of Year 
I, P buys all of S's stock. On July 1 of Year 3, S 
sells the P stock to M for $100. On December 1 
of Year 5, P acquires M's original P stock in 
exchange for new P stock in a recapitalization 
described in section 368(a)( 1 )(E). 

(b) Timing and attributes. Although paragraph 
(f)(4) of this section eliminates P's basis in the 
stock acquired from M, the new P stock received 
by M is exchanged basis property (within the 
meaning of section 7701(a)(44» having a basis 
under section 358 equal to M's basis in the 
original P stock. Under the successor asset rule 
of paragraph (j)( I )(i) of this section, references 
to M's original P stock include references to M's 
new P stock. Under paragraph (c)(3)(ii)(A) of 
this section, if more than one corresponding item 
can cause S' s intercompany gain to be taken into 
account under the matching rule, the gain is 
taken into account in connection with the 
corresponding item most consistent with the 
treatment of S, M, and P as divisions of a single 
corporation. S's gain is not taken into account as 
a result of the basis elimination under paragraph 
(f)(4) of this section. Instead, the gain is taken 
into account based on subsequent events with 
respect to M's new P stock (e.g .. a subsequent 
distribution or redemption of the new stock). 

Example 3. Successor group. (a) Facts. On 
January I of Year I, B borrows $100 from S in 
return for B' s note providing for $10 of interest 
annually at the end of each year, and repayment 
of $100 at the end of Year 20. As of January I 
of Year 3, B has paid the interest accruing under 
the note. On that date, X acquires all of P's 
stock and the former P group members become 
members of the X consolidated group. 

(b) Successor. Under paragraph (j)(2) of this 
section, although B' s note ceases to be an 
intercompany obligation of the P group, the note 
is not treated as satisfied and reissued under 
paragraph (g) of this section as a result of X's 
acquisition of P stock. Instead, the X consoli
dated group succeeds to the treatment of the P 
group for purposes of paragraph (g) of this 
section, and B's note is treated as an intercom
pany obligation of the X consolidated group. 

(c) No suhgroups. The facts are the same as in 
paragraph (a) of this Example 3. except that X 
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simultaneously acquires the stock of Sand B 
from P (rather than X' s acquiring all of p's 
stock). Paragraph U)(2) of this section does not 
apply to X's acquisitions. Unless the exception 
in paragraph (g)(3)(i)(B) applies, B's note is 
treated as satisfied immediately before Sand B 
become nonmembers, and reissued immediately 
after they become members of the X consoli
dated group. The amount at which the note is 
satisfied and reissued under paragraph (g)(3) of 
this section is based on the fair market value of 
the note at the time of p's sales to X. Paragraph 
(g)(4) of this section does not apply to the 
reissued B note in the X consolidated group, 
because the new note is always an intercompany 
obligation of the X consolidated group. 

Example 4. Liquidation-80% distributee. (a) 
Facts. X has had preferred stock described in 
section 1504(a)(4) outstanding for several years. 
On January 1 of Year 1, S buys all of X's 
common stock for $60, and B buys all of X's 
preferred stock for $40. X's assets have a $0 
basis and $100 value. On July 1 of Year 3, X 
distributes all of its assets to Sand B in a 
complete liquidation. Under § 1.1502-34, section 
332 applies to both Sand B. Under section 337, 
X has no gain or loss from its liquidating 
distribution to S. Under sections 336 and 337(c), 
X has a $40 gain from its liquidating distribution 
to B. B has a $40 basis under section 334(a) in 
the assets received from X, and S has a $0 basis 
under section 334(b) in the assets received from 
X. 

(b) Intercompany items from the liquidation. 
Under the matching rule, X's $40 gain from its 
liquidating distribution to B is not taken into 
account under this section as a result of the 
liquidation (and therefore is not yet reflected 
under §§ 1.1502-32 and 1.1502-33). Under the 
successor person rule of paragraph U)(l )(ii)(A) 
of this section, Sand B are both successors to X. 
S is the only successor to X under section 
381(a). Under paragraph (j)(l)(ii)(B) of this 
section, to be consistent with the anti-avoidance 
rules of paragraph (h)( I) of this section, S 
succeeds to X's $40 intercompany gain. The gain 
will be taken into account by S under the 
matching and acceleration rules of this section 
based on subsequent events. (The allocation of 
the intercompany gain to S does not govern the 
allocation of any other attributes.) 

Example 5. Liquidation-no 80% distributee. 
(a) Facts. X has only common stock outstanding. 
On January I of Year I, S buys 60% of X's 
stock for $60, and B buys 40% of X's stock for 
$40. X's assets have a $0 basis and $100 value. 
On July I of Year 3, X distributes all of its 
assets to Sand B in a complete liquidation. 
Under §1.l502-34, section 332 applies to both S 
and B. Under sections 336 and 337(c), X has a 
$100 gain from its liquidating distributions to S 
and B. Under section 334(b), S has a $60 basis 
in the assets received from X and B has a $40 
basis in the assets received from X. 

(b) Intercompany items from the liquidation. 
Under the matching rule, X's $100 intercompany 
gain from its liquidating distributions to Sand B 
is not taken into account under this section as a 
result of the liquidation (and therefore is not yet 
reflected under §§1.1502-32 and 1.1502-33). 
Under the successor person rule of paragraph 
(j)( I )(ii)(A) of this section, Sand B are both 
successors to X. Under paragraph (j)( I j(ii)(B) of 
this section, to be consistent with the anti
avoidance rules of paragraph (h)( 1) of this 
section, S succeeds to X's $40 intercompany 
gain with respect to the assets distributed to B, 
and B succeeds to X's $60 intercompany gain 
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with respect to the assets distributed to S. The 
gain will be taken into account by Sand B under 
the matching and acceleration rules of this 
section based on subsequent events. (The alloca
tion of the intercompany gain does not govern 
the allocation of any other attributes.) 

(k) Cross references-(l) Section 
J08. See § 1.1 08-3 for the treatment of 
intercompany deductions and losses as 
subject to attribute reduction under 
section 108(b). 

(2) Section 263A(f). See section 
263A(f) for special rules regarding 
interest from intercompany trans
actions. 

(3) Section 267(f). See section 267(f) 
for special rules applicable to certain 
losses and deductions transactions be
tween members of a controlled group. 

(3) Section 382. See § 1.1502-91 (g) 
and (h) for the treatment of intercom
pany items as built-in amounts under 
section 382. 

(4) Section 460. See § 1.460-4(j) for 
special rules regarding the application 
of section 460 to intercompany 
transactions. 

(5) Section 469. See § 1.469-1 (h) for 
special rules regarding the application 
of section 469 to intercompany 
transactions. 

(6) §1.1502-80. See §1.1502-80 for 
the nonapplication of certain Internal 
Revenue Code rules. 

(1) Effective dates-( 1) In general. 
This section applies with respect to 
transactions occurring in years begin
ning on or after [the date the final 
regulations are filed with the Federal 
Register]. If both this section and prior 
law apply to a transaction, or neither 
applies, with the result that items are 
duplicated, omitted, or eliminated in 
determining taxable income (or tax 
liability), or items are treated inconsist
ently, prior law (and not this section) 
applies to the transaction. For example, 
an intercompany dividend to which a 
shareholder becomes entitled before 
[the date the final regulations are filed 
with the Federal Register] but which is 
distributed after that date is taken into 
account under prior law (generally 
when distributed), because this section 
generally takes dividends into account 
when the shareholder becomes entitled 
to them but this section does not apply 
at that time. 

(2) Avoidance transactions. This 
paragraph (\)(2) applies if a transaction 
is engaged in or structured on or after 
April 8, 1994, with a principal purpose 
to avoid the rules of this section 

applicable to transactions occurring in 
years beginning on or after [the date 
the final regulations are filed with the 
Federal Register], to duplicate, omit, or 
eliminate an item in determining tax
able income (or tax liability), or to 
treat items inconsistently. If this para
graph (1)(2) applies, appropriate adjust
ments must be made in years beginning 
on or after [the date the final regula
tions are filed with the Federal Regis
ter], to prevent the avoidance, 
duplication, omission, elimination, or 
inconsistency. 

(3) Prior law. For transactions oc
curing in S' s years beginning before 
[the date the final regulations are filed 
with the Federal Register], see the 
applicable regulations issued under sec
tion 1502. See §§1.1502-13, 1.1502-
13T, 1.1502-14, 1.1502-14T, 1.1502-
31, and 1.1502-32 (as contained in the 
26 CFR part I edition revised as of 
April I, 1994). 

§§1.1502-J3T, 1.1502-14, and 
1.1502-14T {Removed} 

Par. 13. 
1.1502-14, 
removed. 

Sections 1.1502-13T, 
and 1.1502-14T are 

Par. 14. Section 1.1502-17 is 
amended as follows: 

1. Paragraph (c) is redesignated as 
paragraph (d). 

2. New paragraph (c) is added. 
3. Newly designated paragraph (d) is 

amended by: 
a. Revising the paragraph heading. 

b. Revising the introductory text. 
c. Designating the existing example 

as Example 1 and revising the heading. 
d. Adding Example 2, and 3. 
4. The added and revised provisions 

read as follows: 

§1.1502-17 Methods of accounting. 

* * * * * * 
(c) Anti-avoidance rules-( 1) Gen

eral rule. If one member (B) directly or 
indirectly acquires an activity of an
other member (S) or undertakes S's 
activity, with the principal purpose to 
avail the group of an accounting 
method that would be unavailable 
without securing consent from the 
Commissioner if Sand B were treated 
as divisions of a single Corporation B 
must use the accounting method for 'the 
acquired or undertaken activity deter
mined under paragraph (c)(2) of this 



section or secure consent from the 
Commissioner for a different method. 

(2) Treatment as divisions of a sin
gle corporation. B must use the method 
of accounting that would be required if 
B acquired or undertook the activity in 
a transaction to which section 381 
applies. Thus, the principles of section 
381(c)(4) and (c)(5) apply to resolve 
any conflicts between the accounting 
methods of Sand B, and the acquired 
or undertaken activity is treated as 
having the accounting method used by 
S. Appropriate adjustments are made to 
treat all acquisitions or undertakings 
that are part of the same plan or 
arrangement as a single acquisition or 
undertaking. 

(3) Effective date. This paragraph (c) 
applies with respect to acqUisitIOns or 
undertakings occurring in years begin
ning on or after [the date the final 
regulations are filed with the Federal 
Register]. 

(d) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. Separate return treatment gener
ally. *** 

Example 2. Adopting methods. (a) Corporation 
P is a member of a consolidated group. P is a 
service provider with substantial parts and 
supplies on hand for use in its repair service 
business. P capitalizes its cost for the parts and 
supplies and deducts the cost under § 1.162-3. P 
is unable to adopt a LIFO inventory method 
under section 472 because the parts and supplies 
are used solely in its service business. With the 
principal purpose to avail of a LIFO inventory 
method. P forms corporation 5. and 5 begins to 
purchase and maintain all of the parts and 
supplies using a LIFO inventory method. P 
purchases the parts and supplies that it needs 
from 5. and 5's only customer is P. 

(b) Under paragraph (c) of this section. 5 
must account for the parts and supplies under 
§ 1.162-3 rather than adopting a LIFO inventory 
method. 

Example 3. Changing inventory sub-method. 
(a) Corporation P is a member of a consolidated 
group. P operates a manufacturing business that 
uses dollar-value LIFO. and has built up a 
substantial LIFO reserve. P has historically 
manufactured all its inventory and has used one 
natural business unit pool. P begins purchasing 
goods identical to its own finished goods from a 
foreign supplier. and is concerned that it must 
establish a separate resale pool under § 1.472-
8(c). P anticipates that it will begin to purchase. 
rather than manufacture. a substantial portion of 
its inventory. resulting in a recapture of most of 
its LIFO reserve because of decrements in its 
manufacturing pool. With the principal purpose 
to avoid the decrements. P forms corporation 5 
in Year I. 5 operates as a distributor to 
nonmembers. and P sells all of its existing 
inventories to 5. 5 adopts LIFO. and elects 
dollar-value LIFO with one resale pool. Thereaf
ter. P continues to manufacture and purchase 
inventory. and to sell it to 5 for resale to 

nonmembers. P's intercompany gain from sales 
to 5 is taken into account under §I.IS02-\3. 5 
maintains its Year 1 base dollar value of 
inventory to prevent the recognition of the 
intercompany items by P that include the LIFO 
reserve. 

(b) Under paragraph (c) of this section. 5 
must maintain two pools (manufacturing and 
resale) in the manner that P would be required to 
maintain under § 1.472-8. 

Par. 15. Section 1.1502-18 is 
amended by revising the heading for 
paragraph (f) and adding paragraph (g) 
to read as follows: 

§ 1.1502-18 Inventory adjustment. 

* * * * * * 

(f) Transitional rules for years be
fore 1966. *** 

(g) Transitional rules for years be
ginning on or after [the date the final 
regulations are filed with the Federal 
Register}. Paragraphs (a) through (f) of 
this section do not apply for taxable 
years beginning on or after [the date 
the final regulations are filed with the 
Federal Register]. Any remaining unre
covered inventory amount of a member 
under paragraph (c) of that section is 
recovered in the first taxable year 
beginning on or after [the date the final 
regulations are filed with the Federal 
Register], under the principles of para
graph (c )(3) of that section by treating 
the first taxable year as the first 
separate return year of the member. 
The unrecovered inventory amount can 
be recovered only to the extent it was 
previously included in taxable income. 
The principles of this section apply, 
with appropriate adjustments, to com
parable amounts under paragraph (f) of 
that section. 

Par. 16. Section 1.1502-20 is 
amended as follows: 

1. Paragraph (a)(5) Example (6) is 
amended as follows: 

a. The fifth sentence of paragraph (i) 
is revised. 

b. Paragraphs (ii) and (iii) are 
revised. 

c. Paragraph (iv) is added. 
2. Paragraph (b)(6) Example (5) is 

amended as follows: 
a. The fifth sentence of paragraph (i) 

is revised. 
b. A sentence is added at the begin-

ning of paragraph (ii). 
c. Paragraph (iii) is revised. 
d. Paragraph (iv) is removed. 
3. Paragraph (b)(6) Example (7) is 

amended as follows: 

a. The fourth sentence of paragraph 
(i) is revised. 

b. The first sentence of paragraph 
(iii) is revised. 

4. Paragraph (c)(4) is amended as 
follows: 

a. Example (3) is amended by re
moving paragraph (iii). 

b. Example (9) is added. 
5. Paragraph (e)(3) is amended as 

follows: 
a. Example (2) is removed. 
b. Example (3) through Example (8) 

are redesignated as Example (2) 
through Example (7). 

c. Newly designated Example (5) is 
revised. 

d. Newly designated Example (7) is 
removed. 

6. In paragraph (h)( 1), the second 
sentence is revised. 

7. The revised and added provisions 
read as follows: 

§ 1.1502-20 Disposition or 
deconsolidation of subsidiary stock. 

(a) 

(5) 
*** 
*** 

Example (6). *** 
(i) *** 5 sells its T stock to P for $100 in an 

intercompany transaction. recognizing a $60 
intercompany loss that is deferred under section 
267(f) and §l.lS02-13. *** 

(ii) Under paragraph (a)(3J(i) of this section. 
the application of paragraph (aJ( I) of this section 
to 5' s $60 intercompany loss on the sale of its T 
stock to P is deferred. because 5's intercompany 
loss is deferred under section 267(f) and 
§l.lS02-13. p's sale of the T stock to X 
ordinarily would result in 5's intercompany loss 
being taken into account under the matching rule 
of § l.lS02-13(c). The deferred loss is not taken 
into account under § 1.267(f)-1. however. be
cause p's sale to X (a member of the same 
controlled group as P) is a second intercompany 
transaction for purposes of section 267(f). 
Nevertheless. paragraph (aJ(3J(ii) of this section 
provides that paragraph (aJ( 1) of this section 
applies to the intercompany loss as a result of 
p's sale to X because the T stock ceases to be 
owned by a member of the P consolidated group. 
Thus. the loss is disallowed under paragraph 
(aJ( I) of this section immediately before p's sale 
and is therefore never taken into account under 
section 267(f). 

(iii) The facts are the same as in (i) of this 
Example. except that 5 is liquidated after its sale 
of the T stock to P. but before p's sale of the T 
stock to X. and P sells the T stock to X for 
$110. Under §§l.lS02-13(j) and 1.267(f)-I(b). P 
succeeds to 5's intercompany loss as a result of 
5's liquidation. Thus. paragraph (a)(3)(i) of this 
section continues to defer the application of 
paragraph (aJ( 1) of this section until p's sale to 
X. Under paragraph (aJ( 4) of this section. the 
amount of 5's $60 intercompany loss disallowed 
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under paragraph (a)( I) of this section is limited 
to $50 because p's $10 gain on the disposition of 
the T stock is taken into account as a 
consequence of the same plan or arrangement. 

(iv) The facts are the same as in (i) of this 
Example. except that P sells the T stock to A. a 
person related to P within the meaning of section 
267(b)(2). Although S's intercompany loss is 
ordinarily taken into account under the matching 
rule of § 1.1502-13( c) as a result of p's sale. 
§ 1.267(f)-I(c)(2)(ii) provides that none of the 
intercompany loss is taken into account because 
A is a nonmember that is related to P under 
section 267(b). Under paragraph (a)(3)(i) of this 
section. paragraph (a)( I) of this section does not 
apply to loss that is disallowed under any other 
provision. Because §1.267(f)-I(c)(2)(ii) and sec
tion 267(d) provide that the benefit of the 
intercompany loss is retained by A if the 
property is later disposed of at a gain. the 
intercompany loss is not disallowed for purposes 
of paragraph (a)(3)(i) of this section. Thus. the 
intercompany loss is disallowed under paragraph 
(a)(I) of this section immediately before p's sale 
and is therefore never taken into account under 
section 267(d). 

(b) 

(6) 
*** 
*** 

Example (5). *** 
(i) *** S sells its T stock to P for $100 in an 

intercompany transaction. recognizing a $60 
intercompany loss that is deferred under section 
267(f) and §1.I502-13. *** 

(ii) Under paragraph (a)(3 )(i) of this section, 
the application of paragraph (a)( I) of this section 
to S's intercompany loss on the sale of its T 
stock to P is deferred because S' s loss is 
deferred under section 267(f) and § 1.1502-13. 
*** 

(iii) T's issuance of the additional shares to 
the public does not result in S' s intercompany 
loss being taken into account under the matching 
or acceleration rules of §1.1502-13(c) and (d), or 
under the application of the principles of those 
rules in section 267(f). However. the decon
solidation of T is an overriding event under 
paragraph (a)(3 )(ii) of this section. and paragraph 
(a)( I) of this section disallows the intercompany 
loss immediately before the deconsolidation even 
though the intercompany loss is not taken into 
account at that time. 

Example (7). *** 
(i) *** S recently purchased its T stock from 

S I. a lower tier subsidiary. in an intercompany 
transaction in which S I recognized a $30 
intercompany gain that was deferred under 
§ 1.1502-13. *** 

* * 
(iii) Under the matching rule of §1.1502-13, 

S's sale of its T stock results in Sl's $30 
intercompany gain being taken into account. *** 

(c) 

(4) 
*** 
*** 

* * * * * * 

Example (9). Intereompan.\' stock sales. 

(i) P is the common parent of a consolidated 
group. S is a wholly owned subsidiary of P. and 
T is a wholly owned recently purchased subsidi-
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ary of S. S has a $100 basis in the T stock. and 
T has a capital asset with a basis of $0 and a 
value of $100. T's asset declines in value to $60. 
Before T has any positive investment adjust
ments or extraordinary gain dispositions. S sells 
its T stock to P for $60. T's asset reappreciates 
and is sold for $100. and T recognizes $100 of 
gain. Under the investment adjustment system. 
p's basis in the T stock increases to $160. P then 
sells all of the T stock for $100 and recognizes a 
loss of $60. 

(ii) S's sale of the T stock to P is an intercom
pany transaction. Thus. S's $40 loss is deferred 
under section 267(f) and § 1.1502-13. Under par
agraph (a)(3) of this section. the application of 
paragraph (a)( I) of this section to S's $40 loss is 
deferred until the loss is taken into account. 
Under the matching rule of § 1.1502-13( c). the 
loss is taken into account to reflect the difference 
for each year between p's corresponding items 
taken into account and p's recomputed corre
sponding items (the corresponding items that P 
would take into account for the year if Sand P 
were divisions of a single corporation). If Sand 
P were divisions of a single corporation and the 
intercompany sale were a transfer between the 
divisions. P would succeed to S's $100 basis and 
would have a $200 basis in the T stock at the 
time it sells the T stock ($100 of initial basis 
plus $100 under the investment adjustment 
system). S' s $40 loss is taken into account at the 
time of P's sale of the T stock to reflect the $40 
difference between the $60 loss P takes into 
account and p's recomputed $100 loss. 

(iv) Under the matching rule of § 1.1502-
13(c). the attributes of S's $40 loss and p's $60 
loss are redetermined to produce the same effect 
on consolidated taxable income (and consolidated 
tax liability) as if Sand P were divisions of a 
single corporation. Under § 1.1502-13(b)(4), at
tributes of the losses include whether they are 
disallowed under this section. Because the 
amount described in paragraph (c)( I) of this 
section is $100, both S's $40 loss and p's $60 
loss are disallowed. 

(e) 

(3) 
*** 
*** 

* * * * * * 

Example (5). Absence of a view. 

(i) In Year I, P buys all the stock of T for 
$100. and T becomes a member of the P group. 
T has 2 historic assets. asset I with a basis of 
$40 and value of $90, and asset 2 with a basis of 
$60 and value of $10. In Year 2. T sells asset I 
for $90. Under the investment adjustment sys
tem. p's basis in the T stock increases from $100 
to $150. Asset 2 is not essential to the operation 
of T's business, and T distributes asset 2 to P in 
Year 5 with a view to having the group retain its 
$50 loss inherent in the asset. Under § 1.1502-
13(f)(2). and the application of the principles of 
this rule in section 267(f), T has a $50 inter
company loss that is deferred. Under § 1.1502-
32(b)(3)(iv), the distribution reduces p's basis in 
the T stock by $10 to $140 in Year 5. In Year 6. 
P selb all the T stock for $90. Under the 
acceleration rule of § 1.1502-13(d), and the 
application of the principles of this rule in 
section 267(f). T's intercompany loss is or
dinarily taken into account immediately before 
P's sale of the T stock. Assuming that the loss is 
absorbed by the group, p's basis in T's stock 
would be reduced from $140 to $90 under 
§ 1.1502-32(b)( 3)( i J. and there would be no gain 

or loss from the stock disposition. (Alternatively. 
if the loss is not absorbed and the loss IS 
reattributed to P under paragraph (g) of this 
section. the reattribution would reduce p's baSIS 
in T's stock from $140 to $90.) 

(ii) A $50 loss is reflected both in T's basis in 
asset 2 and in p's basis in the T stock. Because 
the distribution results in the loss with respect to 
asset 2 being taken into account before the 
corresponding loss reflected in the T stock. and 
asset 2 is an historic asset of T. the distribution 
is not with the view described in paragraph 
(e)(2) of this section. 

* * * * * * 

(h) *** 
(1) *** For this purpose, disposi

tions deferred under § 1.1502-13 are 
deemed to occur at the time the 
deferred gain or loss is taken into 
account unless the stock was deconsoli
dated before February 1, 1991. *** 

* * * * * * 

Par. 17. Section 1.1502-26 is 
amended by revlSlng paragraph (b) to 
read as follows: 

§ 1.1502-26 Consolidated dividends 
received deduction. 

* * * * * * 

(b) Intercompany dividends. The de
duction determined under paragraph (a) 
of this section is determined without 
taking into account intercompany divi
dends to the extent that, under 
§1.1502-13(f)(2), they are not included 
in gross income. See §1.1502-13 for 
additional rules relating to intercom
pany dividends. 

* * * * * * 

Par. 18. Section 1.1502-33, as pro
posed to be amended at 57 FR 53664, 
published November 12, 1992, is fur
ther amended by revising paragraph 
(c)(2) to read as follows: 

§1.1502-33 Earnings and profits. 

* * * * * * 

(c) *** 
(2) Intercompany transactions. Inter

company items and corresponding 
items are not reflected in earnings and 
profits before they are taken into 
account under §1.1502-13. See 
§ 1.1502-13 for the applicable rules and 
definitions. 

* * * * * * 

§1.IS02-79 {Amended} 

Par. 19. Section 1.1502-79 is 
amended by removing paragraph (f). 



Par. 20. Section 1.1502-80, as pro
posed to be amended at 57 FR 53670, 
published November 12, 1992, is fur
ther amended by adding paragraphs (f) 
and (g) to read as follows: 

§1.1502-80 Applicability of other 
provisions of law. 

* * * * * * 
(f) Non-applicability of section 

163(e)(5). Section 163(e)(5) does not 
apply to any intercompany obligation 
(within the meaning of §1.1502-13(g» 
issued in a consolidated return year 
beginning on or after [the date the final 
regulations are filed with the Federal 
Register]. 

(g) Non-applicability of section 
1031. Section lO31 does not apply to 
any intercompany transaction occurring 
in consolidated return years beginning 
on or after [the date the final regula
tions are filed with the Federal 
Register]. 

Margaret Milner Richardson, 
Commissioner of 

1nternal Revenue. 

(Filed by the Office of the Federal Register on 
April 8, 1994. I :03 p.m., and published in the 
issue of the Federal Register for April 15, 
1994, 59 F.R. 18011) 

Notice of Proposed Rulemaking 

Disclosure of Return Information to 
the U.S. Customs Service 

DL-21-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8527, page 
290, this Bulletin] the IRS is issuing 
temporary regulations to implement 
section 6lO3(1)(14) of the Internal 
Revenue Code, which authorizes the 
IRS to disclose certain return informa
tion to the U.S. Customs Service. The 
text of those temporary regulations also 
serves as the comment document for 
this notice of proposed rulemaking. 

DATES: Comments and requests for a 
public hearing must be received by 
May 10, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (DL-21-94), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in *** [T.D. 8527, page 290, this 
Bulletin] add §301.6lO3(1)(14)-lT to 
26 CFR part 30 I. The final regulations 
that will result from the regulations 
proposed in this notice would be based 
on the text of the temporary regulations 
and would provide rules to implement 
section 6lO3(1)(14) of the Internal 
Revenue Code, which authorizes the 
disclosure of certain return information 
to the U.S. Customs Service. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations contains a 
full explanation of the reasons underly
ing the issuance of the proposed 
regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It 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, 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 IRS. All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled if requested in writing by 
any person that timely submits written 

comments. If a public hearing is 
scheduled, notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 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: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation 
for part 301 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 301.6103(1)(14)-1 also 

issued under 26 U.S.c. 6lO3(1)(14). 

*** 
Par. 2. Section 30 1.6lO3(1)(14 )-1 is 

added to read as follows: 

§301.6J03(l)( 14)-1 Disclosure of 
return information to United States 
Customs Service. 

[The text of this proposed section is 
the same as the text of §301.6103(1)
(l4)-lT published elsewhere in *** 
[T.D. 8527, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
March 8, 1994, 2:07 p.m., and published in the 
issue of the Federal Register for March II, 
1994,59 F.R. 11566) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Limitation on Annual Compensation 
for Qualified Plans 

EE-6-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of hearing. 
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SUMMARY: This document contains 
proposed amendments to the final reg
ulations relating to the compensation 
limit for tax -qualified retirement plans 
under section 401(a)(17) of the Internal 
Revenue Code of 1986. These regula
tions reflect changes made by the Tax 
Reform Act of 1986, the Technical and 
Miscellaneous Revenue Act of 1988, 
and the Omnibus Budget Reconciliation 
Act of 1993. These regulations provide 
guidance necessary to comply with the 
law and affect sponsors of, and partici
pants in, tax-qualified retirement plans. 
This document also provides notice of 
a public hearing on these proposed 
regulations. 

DATES: Written comments must be 
received by February 28, 1994. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for Thursday, March 17, 1994, at 
10:00 a.m. must be received by Thurs
day, March 3, 1994. 

ADDRESSES: Please send submissions 
to: CC:DOM:CORP:T:R (EE-6-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand delivered 
to: CC:DOM:CORP:T:R (EE-6-93), In
ternal Revenue Service, Room 5228, 
1111 Constitution Avenue, NW, Wash
ington, DC 20224. The public hearing 
will be held in the IRS Auditorium 
Seventh Floor, 7400 Corridor, Internal 
Revenue Service, 1111 Constitution 
Ave., NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

Proposed regulations under section 
401(a)(17) of the Internal Revenue 
Code (Code) were published in the 
Federal Register May 14, 1990 (55 FR 
19947 [EE-22-90, 1990-1 C.B. 617]). 
Written comments were received from 
the public on the proposed regulations. 
In addition, a public hearing on the 
proposed section 40 I (a)(17) regulations 
was held September 26, 27, and 28, 
1990. After consideration of all of the 
written comments received and the 
statements made at the public hearing, 
the proposed regulations under section 
401(a)(l7) were adopted as modified 
by final regulations (TD 8362 [1991-2 
C.B. 227]) published in the Federal 
Register on September 19, 1991, (56 
FR 47603). On August 10, 1992, the 
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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 401 (a)(l7) (and related regula
tions), generally to plan years begin
ning on or after January 1, 1994. 

Statutory Authority 

This document contains amendments 
to the Income Tax Regulations (26 
CFR Part 1) under section 401 (a)(l7) 
of the Code. These regulations reflect 
the enactment of section 401(a)(l7) by 
section 1106 of the Tax Reform Act of 
1986 (TRA '86), and subsequent statu
tory changes made by section 1011(d)
(4) of the Technical and Miscellaneous 
Revenue Act of 1988 (T AMRA) and 
section 13212 of the Omnibus Budget 
Reconciliation Act of 1993 (OBRA 
'93). These regulations are issued 
under the authority contained in section 
7805 of the Code. 

Explanation of Provisions 

1. Overview 

Section 401(a)(l7) of the Code 
provides an annual compensation limit 
for each employee under a qualified 
plan. This limit applies to a plan in two 
ways. First, a plan may not base contri
butions or benefits on compensation in 
excess of the annual limit. Thus, a plan 
does not satisfy section 401(a)(17) 
unless it provides that an employee's 
compensation in excess of the annual 
limit is not used in determining alloca
tions or accruals for a plan year to 
which the annual limit applies. Second, 
the amount of an employee's annual 
compensation that may be taken into 
account in applying certain specified 
nondiscrimination rules under the Code 
is subject to the annual compensation 
limit. Thus, for example, an employee's 
compensation in excess of the annual 
limit is disregarded in determining the 
accrual rates for defined benefit plans 
under those nondiscrimination rules. 
The annual compensation limit applies 
separately to each group of plans that 
is treated as a single plan for purposes 
of the applicable nondiscrimination 
requirement. 

2. Changes made by OBRA '93 

a. Lower limit 

Prior to its amendment by OBRA 
'93, the annual compensation limit was 

$200,000 adjusted for cost of living 
increases ($235,840 for 1993). Section 
401(a)(17) was amended by OBRA '93 
to reduce the annual compensation 
limit to $150,000 and to modify the 
manner in which cost of living adjust
ments are made to the limit. 

b. Annual adjustment of compensation 
limit 

Prior to the effective date of the 
OBRA '93 changes, the annual com
pensation limit was increased annually 
based on the section 415 cost of living 
adjustment. After the effective date of 
OBRA '93, the annual compensation 
limit, as adjusted for changes in the 
cost of living, is rounded down to the 
next lowest multiple of $10,000. Thus, 
the annual compensation limit increases 
only when the cost of living adjustment 
would increase the limit by an incre
ment of at least $10,000. As under the 
September 1991 regulations, any in
crease in the limit is effective for the 
plan year, or other 12-month period 
used to determine compensation, com
mencing in the calendar year for which 
the limit is adjusted. In addition, any 
increase in the annual compensation 
limit applies only to compensation for 
the year of the increase and subsequent 
years that is used in determining an 
employee's benefit. Thus, the increase 
does not apply to prior years' 
compensation. 

3. Effective date and transition rules. 

Section 401 (a)(17) is generally effec
tive for plan years beginning on or 
after January 1, 1989. The changes 
made by OBRA '93 are generally ef
fective for plan years beginning on or 
after January 1, 1994. Special statutory 
effective dates are provided for collec
tively bargained plans. In addition, 
OBRA '93 provides a special grand
father rule for certain eligible partici
pants in governmental plans. 

These proposed regulations under 
section 401 (a)(l7) are generally effec
tive at the same time that the reduced 
limit under OBRA '93 applies to the 
plan. However, in the case of plans 
maintained by tax-exempt organiza
tions, the proposed regulations are 
effective for plan years beginning on or 
after January I, 1996. 

a. Fresh-start rules 

The proposed regulations retain the 
rule from the September 1991 regula-



tions that benefits accrued or alloca
tions made under a plan for plan years 
prior to the effective date of section 
40 I (a)(I7) are not subject to the annual 
compensation limit. The proposed reg
ulations similarly provide that the 
benefits accrued or allocations made 
under a plan for plan years prior to the 
effective date of the OBRA '93 
changes are not subject to the reduced 
annual compensation limit. Thus, for 
example, an employee's benefits ac
crued prior to the 1994 plan year, that 
are based on compensation in excess of 
the $150,000 annual compensation limit 
under OBRA '93, are not required to 
be reduced, and these accruals based on 
excess compensation are not required 
to be offset against the employee's 
benefit accruals in subsequent years. 

In order to satisfy the requirements 
of section 401 (a)(I7), a defined benefit 
plan must "fresh start" the benefits of 
all employees with accrued benefits 
that are based on compensation that ex
ceeded the annual compensation limit. 
In order to implement the reduced limit 
under OBRA '93, a defined benefit 
plan must again "fresh start" the 
benefits of all employees with accrued 
benefits that are based on compensation 
that exceeded the OBRA '93 $150,000 
compensation limit. These proposed 
regulations provide guidance on the 
implementation of these and other 
mUltiple fresh starts. 

In addition, these proposed regula
tions coordinate the regulations with 
the fresh-start rules of the section 
401(a)(4) regulations and provide ex
amples of the application of those 
rules. For example, the proposed regu
lations cross-reference the section 
401(a)(4) regulations for the definition 
of an employee's frozen accrued bene
fit. Thus, an employee's frozen accrued 
benefit as of the OBRA '93 effective 
date includes benefits accrued as a 
result of an amendment made within 
the TRA '86 remedial amendment 
period that is recognized under section 
401(b) as effective before the OBRA 
'93 effective date. 

b. Application of $150,000 limit to 
accruals or allocations in plan years 
for which OBRA '93 is effective 

The proposed regulations provide 
generally that benefits accruing or 
allocations made for plan years begin
ning on or after the OBRA '93 effec
tive date may not take into account 
compensation for any plan year in 

excess of the OBRA '93 annual com
pensation limit applicable to that plan 
year. Thus, compensation for any plan 
year before OBRA '93 applies to the 
plan that is used to determine benefits 
accruing in plan years beginning on or 
after the OBRA '93 effective date is 
generally limited to $150,000. 

c. Governmental plans 

A special effective date is provided 
in the regulations for governmental 
plans (within the meaning of section 
414(d)) to provide governmental em
ployers with adequate time to amend 
their plans to comply with section 
40 I (a)(l7). Thus, the regulations pro
vide that these governmental plans will 
automatically satisfy the requirements 
of section 40 I (a)(l7) for plan years 
beginning before the later of January I, 
1996, or 90 days after the opening of 
the first legislative session beginning 
on or after January I, 1996, of the 
governing body with authority to 
amend the plan, if that body does not 
meet continuously. 

The regulations implement the grand
father rule in OBRA '93 for individuals 
who first became participants in gov
ernmental plans before the first plan 
year beginning after December 31, 
1995 or, if earlier, the first plan year 
for which the plan is amended to 
comply with OBRA '93. Under the 
grandfather rule, the annual compensa
tion limit will not apply for those in
dividuals to the extent that the limit 
would reduce the amount of compensa
tion taken into account under the plan 
below the amount that was allowed to 
be taken into account under the plan as 
in effect on July I, 1993. However, in 
order for this grandfather rule to apply 
to a plan, the plan must be amended, 
effective for plan years beginning after 
December 31, 1995, to incorporate by 
reference the annual compensation 
limits of section 401(a)(l7) for those 
participants who are not grandfathered 
under OBRA '93. 

d. Good faith compliance prior to 
the regulatory effective date 

For plan years beginning on or after 
the date that section 401(a)(I7) first 
applies to a plan, but before these 
proposed regulations apply to the plan, 
the plan must be operated in accord
ance with a reasonable, good faith 
interpretation of the requirements of 
section 401(a)(l7). Whether com-

pliance is reasonable and in good faith 
will be determined on the basis of all 
of the relevant facts and circumstances, 
including the extent to which the em
ployer has resolved unclear issues in its 
favor. Reasonable, good faith inter
pretation will be deemed to exist, 
however, if a plan is operated in ac
cordance with the 1990 proposed regu
lations, the September 1991 regula
tions, or these proposed regulations. 
However, for plans maintained by tax
exempt organizations, a reasonable, 
good faith interpretation must reflect 
the OBRA '93 amendments to section 
401(a)(I7). 

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 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 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 February 28, 1994. 

Because the Treasury Department 
and the IRS expect to issue final 
regulations on this matter as soon as 
possible, a public hearing has been 
scheduled at 10:00 a.m. on Thursday, 
March 17, 1994, in the I.R.S. Au-
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ditorium. Seventh Floor, 7400 Corridor, 
Internal Revenue Service, IIII Consti
tution Ave., N.W., Washington, D.C. 
Because of controlled access restric
tions, attendees cannot be admitted 
beyond the lobby of the Internal 
Revenue Building before 9:45 a.m. 

The rules of §601.601(a)(3) apply to 
the public hearing. Persons who desire 
to present oral comments at the hearing 
on the proposed regulations, should 
also submit, not later than March 3, 
1994, 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. A period of 
10 minutes will be allotted to each 
person for making comments. 

An agenda showing the scheduling 
of the speakers will be made 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 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 1.401(a)(17)-1 is 

revised to read as follows: 

§I.401(a)( 17)-1 Limitation on annual 
compensation. 

(a) Compensation limit require
ment-( 1) In general. In order to be a 
qualified plan, a plan must satisfy 
section 401(a)(17). Section 401(a)(l7) 
provides an annual compensation limit 
for each employee under a qualified 
plan. This limit applies to a qualified 
plan in two ways. First, a plan may not 
base allocations, in the case of a 
defined contribution plan, or benefit 
accruals, in the case of a defined 
benefit plan, on compensation in excess 
of the annual compensation limit. Sec
ond, the amount of an employee's 
annual compensation that may be taken 
into account in applying certain spec-
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ified nondiscrimination rules under the 
Internal Revenue Code is subject to the 
annual compensation limit. These two 
limitations are set forth in paragraphs 
(b) and (c) of this section, respectively. 
Paragraph (d) of this section provides 
the effective dates of section 401(a)
(17), the amendments made by section 
13212 of the Omnibus Budget Recon
ciliation Act of 1993 (OBRA '93), and 
this section. Paragraph (e) of this 
section provides rules for determining 
post-effective-date accrued benefits un
der the fresh-start rules. 

(2) Annual compensation limit for 
plan years beginning before January 1, 
1994. For purposes of this section, for 
plan years beginning prior to the 
OBRA '93 effective date, annual com
pensation limit means $200,000, ad
justed as provided by the Commis
sioner. The amount of the annual 
compensation limit is adjusted at the 
same time and in the same manner as 
under section 415(d). The base period 
for the annual adjustment is the calen
dar quarter ending December 31, 1988, 
and the first adjustment is effective on 
January I, 1990. Any increase in the 
annual compensation limit is effective 
as of January I of a calendar year and 
applies to any plan year beginning in 
that calendar year. In any plan year 
beginning prior to the OBRA '93 effec
tive date, if compensation for any plan 
year beginning prior to the statutory 
effective date is used for determining 
allocations or benefit accruals, or when 
applying any nondiscrimination rule, 
then the annual compensation limit for 
the first plan year beginning on or after 
the statutory effective date (generally 
$200,000) must be applied to compen
sation for that prior plan year. 

(3) Annual compensation limit for 
plan years beginning on or after 
January 1, 1994-(i) In general. For 
purposes of this section, for plan years 
beginning on or after the OBRA '93 
effective date, annual compensation 
limit means $150,000, adjusted as 
provided by the Commissioner. The 
adjusted dollar amount of the annual 
compensation limit is determined by 
adjusting the $150,000 amount for 
changes in the cost of living as 
provided in paragraph (a)(3)(ii) of this 
section and rounding this adjusted 
dollar amount as provided in paragraph 
(a)(3)(iii) of this section. Any increase 
in the annual compensation limit is 
effective as of January 1 of a calendar 
year and applies to any plan year 
beginning in that calendar year. For 

example, if a plan has a plan y~ar 
beginning July I, 1994, and endmg 
June 30, 1995, the annual compensa
tion limit in effect on January 1, 1994 
($150,000), applies to the plan for the 
entire plan year. 

(ii) Cost of living adjustment. The 
$150,000 amount is adjusted for 
changes in the cost of living by the 
Commissioner at the same time and in 
the same manner as under section 
415(d). The base period for the annual 
adjustment is the calendar quarter 
ending December 31, 1993. 

(iii) Rounding of adjusted compensa
tion limit. After the $150,000, adjusted 
in accordance with paragraph (a)(3)(ii) 
of this section, exceeds the annual 
compensation limit for the prior calen
dar year by $10,000 or more, the an
nual compensation limit will be in
creased by the amount of such excess, 
rounded down to the next lowest 
multiple of $10,000. 

(b) Plan limit on compensation-(1) 
General rule. A plan does not satisfy 
section 401 (a)(17) unless it provides 
that the compensation taken into ac
count for any employee in determining 
plan allocations or benefit accruals for 
any plan year is limited to the annual 
compensation limit. For purposes of 
this rule, allocations and benefit ac
cruals under a plan include all benefits 
provided under the plan, including 
ancillary benefits. 

(2) Plan-year-by-plan-year require
ment. For purposes of this paragraph 
(b), the limit in effect for the current 
plan year applies only to the compensa
tion for that year that is taken into 
account in determining plan allocations 
or benefit accruals for the year. The 
compensation for any prior plan year 
taken into account in determining an 
employee's allocations or benefit ac
cruals for the current plan year is 
subject to the applicable annual com
pensation limit in effect for that prior 
year. Thus, increases in the annual 
compensation limit apply only to com
pensation taken into account for the 
plan year in which the increase is 
effective. In addition, if compensation 
for any plan year beginning prior to the 
OBRA '93 effective date is used for 
determining allocations or benefit ac
cruals in a plan year beginning on or 
after the OBRA '93 effective date, then 
the annual compensation limit for that 
~ri~r year is the annual compensation 
hmil 10 effect for the first plan year 
beginning on or after the OBRA '93 
effective date (generally $150,000). 



(3) Application of limit to a plan 
year-(i) In general. For purposes of 
applying this paragraph (b), the annual 
compensation limit is applied to the 
compensation for the plan year on 
which allocations or benefit accruals 
are based. 

(ii) Compensation for the plan year. 
If a plan determines compensation used 
in determining allocations or benefit 
accruals for a plan year based on 
compensation for the plan year, then 
the annual compensation limit that 
applies to the compensation for the 
plan year is the limit in effect for the 
calendar year in which the plan year 
begins. Alternatively, if a plan deter
mines compensation used in determin
ing allocations or benefit accruals for 
the plan year on the basis of compensa
tion for a l2-consecutive-month period, 
or periods, ending no later than the last 
day of the plan year, then the annual 
compensation limit applies to compen
sation for each of those periods based 
on the annual compensation limit in 
effect for the respective calendar year 
in which each l2-month period begins. 

(iii) Compensation for a period of 
less than I2-months-(A) Proration 
required. If compensation for a period 
of less than 12 months is used for a 
plan year, then the otherwise applicable 
annual compensation limit is reduced in 
the same proportion as the reduction in 
the l2-month period. For example, if a 
defined benefit plan provides that the 
accrual for each month in a plan year is 
separately determined based on the 
compensation for that month and the 
plan year accrual is the sum of the 
accruals for all months, then the annual 
compensation limit for each month is 
lll2th of the annual compensation limit 
for the plan year. In addition, if the 
period for determining compensation 
used in calculating an employee's 
allocation or accrual for a plan year is 
a short plan year (i.e., shorter than 12 
months), the annual compensation limit 
is an amount equal to the otherwise 
applicable annual compensation limit 
multiplied by a fraction, the numerator 
of which is the number of months in 
the short plan year, and the denomina
tor of which is 12. 

(B) No proration required for par
ticipation for less than a full plan year. 
Notwithstanding paragraph (b)(3)(iii)
(A) of this section, a plan is not treated 
as using compensation for less than 12 
months for a plan year merely because 
the plan formula provides that the 
allocation or accrual for each employee 

is based on compensation for the 
portion of the plan year during which 
the employee is a participant in the 
plan. In addition, no proration is 
required merely because an employee 
is covered under a plan for less than a 
full plan year, provided that allocations 
or benefit accruals are otherwise deter
mined using compensation for a period 
of at least 12 months. 

(4) Limits on multiple employer and 
multiemployer plans. For purposes of 
this paragraph (b), in the case of a plan 
described in section 4l3(c) or 4l4(f) (a 
plan maintained by more than one 
employer), the annual compensation 
limit applies separately with respect to 
the compensation of an employee from 
each employer maintaining the plan 
instead of applying to the employee's 
the total compensation from all 
employers maintaining the plan. 

(5) Family aggregation. [Reserved] 
(6) Examples. The following exam

ples illustrate the rules in this para
graph (b). 

EXClmpie 1. Plan X is a defined benefit plan 
and bases benefits on the average of an 
employee's high 3 consecutive years' compensa
tion. Section 40 I (a)(l7) applies to Plan X in 
1989. Employee A's high 3 consecutive years' 
compensation prior to the application of the 
annual compensation limits is $215,000 (1989). 
$200,000 (1988), and $185,000 (1987). To 
satisfy this paragraph (b), Plan X cannot base 
plan benefits for Employee A in 1989 on 
compensation in excess of $195,000 (the average 
of $200,000 (A's 1989 compensation capped by 
the annual compensation limit), $200,000 (A's 
1988 compensation capped by the $200,000 
annual compensation limit applicable to all years 
before 1989), and $185,000 (A's 1987 compensa
tion capped by the $200,000 annual compensa
tion limit applicable to all years before 1989». 
For purposes of determining the 1989 accrual, 
each year (1989, 1988, and 1987), not the 
average of the 3 years. is subject to the 1989 
annual compensation limit of $200,000. 

Example 2. Assume the same facts as Example 
1. except that Employee A's high 3 consecutive 
years' compensation prior to the application of 
the limits is $230,000 (1990), $220,000 (1989), 
and $210,000 (1988). The 1990 annual compen
sation limit is $209,200. Plan X cannot base plan 
benefits for Employee A in 1990 on compensa
tion in excess of $203,067 (the average of 
$209,200 (A's 1990 compensation capped by the 
1990 limit), $200,000 (A's 1989 compensation 
capped by the 1989 limit). and $200,000 (A's 
1988 compensation capped by the $200,000 
annual compensation limit applicable to all years 
before 1989». 

Example 3. (a) Plan Y is a defined benefit plan 
and bases benefits on the average of an 
employee's high 3 consecutive years' compensa
tion. Section 401(a)(17) applies to Plan Y in 
1989. Assume that, for each of the years 1991-
94, Employee B' s annual compensation under the 
plan's underlying definition of compensation 
prior to the application of the annual compensa-

tion limits is $300,000. The annual compensation 
limit is adjusted to $222,220, $228,860, and 
$235,840 for plan years beginning January I, 
1991, 1992, and 1993, respectively. To satisfy 
this paragraph (b), Plan Y cannot base Employee 
B's plan benefits for 1993 on compensation that 
exceeds $228,973 (the average of $222,220, 
$228,860, and $235,840). 

(b) As of January I, 1994, Plan Y is amended 
to provide that benefits will be determined based 
on compensation of $150,000 (the limit in effect 
under section 401 (a)( 17) for plan years beginning 
on or after the OBRA '93 effective date). To 
satisfy this paragraph (b) as of the OBRA '93 
effective date, Plan Y cannot base plan benefits 
accrued for Employee B in plan years beginning 
on or after the OBRA '93 effective date on 
compensation that exceeds $150,000, including 
compensation for years prior to the OBRA '93 
effective date. Thus, in determining Employee 
B's benefits for 1994, the compensation for each 
of the years 1992, 1993, and 1994 that is taken 
into account under the plan is capped at the 
annual compensation limit of $150,000 that 
applies to each of those years. 

Example 4. Plan Z is a defined benefit plan 
that bases benefits on an employee's high 
consecutive 36 months of compensation ending 
within the plan year. Employee C's high 36 
months are the period September 1989 to August 
1992, in which Employee C earned $50,000 in 
each month. The annual compensation limit is 
$200,000, $209,200, and $222,220 in 1989, 
1990, and 1991, respectively. To satisfy this 
paragraph (b), Plan Z cannot base Employe C's 
plan benefits for the 1992 plan year on 
compensation in excess of $210,473. This 
amount is determined by applying the applicable 
annual compensation limit to compensation for 
each of the three 12-consecutive-month periods. 
The September 1989 to August 1990 period is 
capped by the annual compensation limit of 
$200,000 for 1989; the September 1990 to 
August 1991 period is capped by the annual 
compensation limit of $209,200 for 1990; and 
the September 1991 to August 1992 period is 
capped by the annual compensation limit of 
$222,220 for 1991. The average of these capped 
amounts is the annual compensation limit appli
cable in determining benefits for the 1992 year. 

Example 5. (a) Employer P is a partnership. 
Employer P maintains Plan M, a profit-sharing 
plan that provides for an annual allocation of 
employer contributions of 15 percent of plan 
year compensation for employees other than self
employed individuals, and 13.0435 percent of 
plan year compensation for self-employed indi
viduals. In order to satisfy section 40 I (a)( 17), 
the plan provides that the plan year compensa
tion used in determining the allocation of 
employer contributions for each employee may 
not exceed the annual limit in effect for the plan 
year. The plan year of Plan M is the calendar 
year. Plan M defines compensation for self
employed individuals (employees within the 
meaning of section 401(c)(I» as the self
employed individual's net profit from self
employment attributable to Employer P minus 
the amount of the self-employed individual's 
deduction under section 164(f) for one-half of 
self-employment taxes. Plan M defines compen
sation for all other employees as wages within 
the meaning of section 340I(a). Employee D and 
Employee E are partners of Employer P and thus 
are self-employed individuals. Neither Employee 
D nor Employee E owns an interest in any other 
business. For the 1991 calendar year, Employee 
D has net profit from self-employment of 
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$150,000, and Employee E has net profit from 
self-employment of $230,000. The deduction for 
each employee under section 164(f) for one-half 
of self-employment taxes is $5,123. 

(b) The plan year compensation under the plan 
formula for Employee D is $144,877 ($150,000 
minus $5,123). The allocation of employer 
contributions under the plan allocation formula 
for 1991 for Employee D is $18,897 ($144,877 
(Employee D's plan year compensation for 1991) 
multiplied by 13.0435%). The plan year compen
sation under the plan formula before application 
of the annual limit under section 401 (a)( 17) for 
Employee E is $224,877 ($230,000 minus 
$5,123). After application of the annual limit, the 
plan year compensation for the 1991 plan year 
for Employee E is $222,220 (the annual limit for 
1991). Therefore, the allocation of employer 
contributions under the plan allocation formula 
for 1991 for Employee E is $28,985 ($222,220 
(Employee E's plan year compensation after 
application of the annual limit for 1991 ) 
multiplied by 13.0435%). 

Example 6. The facts are the same as in 
Example 5, except that Plan M provides that plan 
year compensation for self-employed individuals 
is defined as earned income within the meaning 
of section 401(c)(2) attributable to Employer P. 
In addition, Plan M provides for an annual 
allocation of employer contributions of IS 
percent of plan year compensation for all 
employees in the plan, including self-employed 
individuals, such as Employees D and E. The net 
profit from self-employment for Employee D and 
the net profit from self-employment for 
Employee E are the same as provided in 
Example 5. However, the earned income of 
Employee D determined in accordance with 
section 401(c)(2) is $125,980 ($150,000 minus 
$5,123 minus $18,897). The earned income of 
Employee E determined in accordance with 
section 401 (c)(2) is $195,545 ($230,000 minus 
$5,123 minus $29,332). Therefore, the allocation 
of employer contributions under the plan alloca
tion formula for 1991 for Employee D is $18,897 
($125,980 (Employee D's plan year compensa
tion for 1991) mUltiplied by 15%). Employee E's 
earned income for 1991 does not exceed the 
1991 annual limit of $222,220. Therefore, the 
allocation of employer contributions under the 
plan allocation formula for 1991 for Employee E 
is $29,332 ($195,545 (Employee E's plan year 
compensation for 1991) multiplied by 15% J. 

(c) Limit on compensation for non
discrimination rules-( 1) General rule. 
The annual compensation limit applies 
for purposes of applying the nondis
crimination rules under sections 
401(a)(4), 40I(a)(5), 401(1), 401(k)(3), 
40 i(m)(2), 403(b )(12), 404(a)(2) and 
410(b)(2). The annual compensation 
limit also applies in determining 
whether an alternative method of deter
mining compensation impermissibly 
discriminates under section 414( s)(3), 
Thus, for example, the annual compen
sation limit applies when determining a 
self-employed individual's total earned 
income that is used to determine the 
equivalent alternati ve compensation 
amount under §IAI4(s)-I(g)(1). This 
paragraph (c) provides rules for apply
ing the annual compensation limit for 
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these purposes. For purposes of this 
paragraph (c), compensation means the 
compensation used in applying the 
applIcable nondiscrimination rule. 

(2) Plan-year-by-plan-year require
ment. For purposes of this paragraph 
(c), when applying an applicable non
discrimination rule for a plan year, the 
compensation for each plan year taken 
into account is limited to the applicable 
annual compensation limit in effect for 
that year, and an employee's compen
sation for that plan year in excess of 
the limit is disregarded. Thus, if the 
nondiscrimination provision is applied 
on the basis of compensation deter
mined over a period of more than one 
year (for example, average annual com
pensation), the annual compensation 
limit in effect for each of the plan 
years that is taken into account in 
determining the average applies to the 
respective plan year's compensation. In 
addition, if compensation for any plan 
year beginning prior to the OBRA '93 
effective date is used when applying 
any nondiscrimination rule in a plan 
year beginning on or after the OBRA 
'93 effective date, then the annual 
compensation limit for that prior year 
is the annual compensation limit for the 
first plan year beginning on or after the 
OBRA '93 effective date (generally 
$150,000). 

(3) Plan-by-plan limit. For purposes 
of this paragraph (c), the annual 
compensation limit applies separately 
to each plan (or group of plans treated 
as a single plan) of an employer for 
purposes of the applicable non
discrimination requirement. For this 
purpose, the plans included in the 
testing group taken into account in 
determining whether the average bene
fit percentage test of § 1.41O(b )-5 is 
satisfied are generally treated as a 
single plan. 

(4) Application of limit to a plan 
year. The rules provided in paragraph 
(b)(3) of this section regarding the 
application of the limit to a plan year 
apply for purposes of this paragraph 
(c ). 

(5) Limits on multiple employer and 
multiemployer plans. The rule provided 
in paragraph (b)( 4) of this section 
regarding the application of the limit to 
multiple employer and multiemployer 
plans applies for purposes of this 
paragraph (cl. 

(d) Effective date-( 1) Statutory ef
fective date-(i) General rule. Except 
as otherwise provided in this paragraph 

(d), section 401(a)(17) applies to a plan 
as of the first plan year beginning on 
or after January 1, 1989. For purposes 
of this section, statutory effective date 
generally means the first day of the 
first plan year that section 40 I (a)(17) is 
applicable to a plan. In the case of 
governmental plans, statutory effective 
date means the first day of the first 
plan year for which the plan is not 
deemed to satisfy section 401 (a)(17) by 
reason of paragraph (d)(4) of this 
section. 

(ii) Exception for collectively bar
gained plans. 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 1, 1986, section 401 (a)(17) 
applies to allocations and benefit ac
cruals for plan years beginning on or 
after the earlier of-

(A) January 1, 1991; or 
(B) The later of January 1, 1989, or 

the date on which the last of the 
collective bargaining agreements termi
nates (determined without regard to any 
extension or renegotiation of any agree
ment occurring after February 28, 
1986). For purposes of this paragraph 
(d)(1)(ii), any extension or renegotia
tion of a collective bargaining agree
ment, which extension or renegotiation 
is ratified after February 28, 1986, is to 
be disregarded in determining the date 
on which the agreement terminates. 

(2) OBRA '93 effective date-(i) In 
general. For purposes of this section, 
OBRA '93 effective date means the 
first day of the first plan year begin
ning on or after January 1, 1994, 
except as provided in this paragraph 
(d)(2). 

(ii) Exception for collectively bar
gained plans. In the case of a plan 
maintained pursuant to one or more 
collective bargaining agreements be
tween employee representatives and 1 
or more employers ratified before 
August 10, 1993, OBRA '93 effective 
date means the first day of the first 
plan year beginning on or after the 
earlier of-

(A) The latest of
(I) January 1, 1994; 
(2) The date on which the last of 

such collective bargaining agreements 
tern:inates (without regard to any ex
tenSIOn, amendment, or, modification of 
such agreements on or after August 10, 
1993); or 

(3) In the case of a plan maintained 
pursuant to collective bargaining under 



the Railway Labor Act, the date of 
execution of an extension or replace
ment of the last of such collective 
bargaining agreements in effect on 
August 10, 1993; or 

(B) January I, 1997. 
(3) Regulatory effective date. This 

§ 1.40 I (a)(17)-1 applies to plan years 
beginning on or after the OBRA '93 
effective date. However, in the case of 
a plan maintained by an organization 
that is exempt from income taxation 
under section 501 (a), including plans 
subject to section 403(b)(12)(A)(i) 
(nonelective plans), this § 1.401 (a)(l7)-
1 applies to plan years beginning on or 
after January 1, 1996. For plan 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 reason
able, good faith interpretation of sec
tion 401 (a)(l7), taking into account, if 
applicable, the OBRA '93 reduction to 
the annual compensation limit under 
section 401(a)(17). 

(4) Special rules for governmental 
plans-(i) Deemed satisfaction by 
governmental plans. In the case of 
governmental plans described in section 
414(d), including plans subject to sec
tion 403(b )(l2)(A)(i) (nonelective 
plans), section 401 (a)(17) is considered 
satisfied for plan years beginning be
fore 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. 
For purposes of this paragraph (d)(4), 
the term governing body with authority 
to amend the plan means the legisla
ture, board, commission, council, or 
other governing body with authority to 
amend the plan. 

(ii) Transition rule for governmental 
plans-(A) In general. In the case of 
an eligible participant in a governmen
tal plan (within the meaning of section 
414(d)), the annual compensation limit 
under this section shall not apply to the 
extent that the application of the 
limitation would reduce the amount of 
compensation that is allowed to be 
taken into account under the plan 
below the amount that was allowed to 
be taken into account under the plan as 
in effect on July 1, 1993. Thus, for 
example, if a plan as in effect on July 
1, 1993, determined benefits without 
aliY reference to a limit on compensa
tion, then the annual compensation 
limit in effect under this section will 

not apply to any eligible participant in 
any future year. 

(B) Eligible participant. For pur
poses of this paragraph (d)(4)(ii), an 
eligible participant is an individual who 
first became a participant in the plan 
prior to the first day of the first plan 
year beginning after the earlier of-

(1) The last day of the plan year by 
which a plan amendment to reflect the 
amendments made by section 13212 of 
OBRA '93 is both adopted and effec
tive; or 

(2) December 31, 1995. 
(C) Plan must be amended to incor

porate limits. This paragraph (d)(4)(ii) 
shall not apply to any eligible partici
pant in a plan unless the plan is 
amended so that the plan incorporates 
by reference the annual compensation 
limit under section 401 (a)(l7), effective 
with respect to noneligible participants 
for plan years beginning after Decem
ber 31, 1995 (or earlier, if the plan 
amendment so provides). 

(5) Benefits earned prior to effective 
date-(i) In general. Allocations under 
a defined contribution plan or benefits 
accrued under a defined benefit plan 
for plan years beginning before the 
statutory effective date are not subject 
to the annual compensation limit. Al
locations under a defined contribution 
plan or benefits accrued under a 
defined benefit plan for plan years 
beginning on or after the statutory 
effective date, but before the OBRA 
'93 effective date are subject to the 
annual compensation limit under para
graph (a)(2) of this section. However 
these allocations or accruals are not 
subject to the OBRA '93 reduction to 
the annual compensation limit de
scribed in paragraph (a)(3) of this 
section. 

(ii) Allocation for a plan year. The 
allocations for a plan year include 
amounts described in §1.401(a)(4)-2-
(c)(ii) or §1.401(m)-I(f)(6) plus the 
earnings, expenses, gains, and losses 
attributable to those amounts. 

(iii) Benefits accrued for years be
fore the effective date. The benefits 
accrued for plan years prior to a 
specified date by any employee are the 
employee's benefits accrued under the 
plan, determined as if those benefits 
had been frozen (as defined in § 1.401-
(a)(4)-13(c)(3)(i) as of the day imme
diately preceding such specified date. 
Thus, for example, benefits accrued for 
those plan years generally do not 
include any benefits accrued under an 

amendment increasing prior benefits 
that is adopted after the date on which 
the employee's benefits under the plan 
must be treated as frozen. 

(e) Determination of post-effective
date accrued benefits-( 1) In general. 
The plan formula that is used to 
determine the amount of allocations or 
benefit accruals for plan years begin
ning on or after the dates described in 
paragraph (d)(l) or (2) must comply 
with section 401 (a)(l7) as in effect on 
such date. This paragraph (e) provides 
rules for applying section 401 (a)(l7) in 
the case of section 401 (a)(l7) em
ployees who accrue additional benefits 
under a defined benefit plan in a plan 
year beginning on or after the relevant 
effective date. Paragraph (e)(2) of this 
section contains definitions used in 
applying these rules. Paragraphs (e)(3) 
and (e)( 4) of this section explain the 
application of the fresh-start rules in 
§ 1.401 (a)( 4 )-13 to the determination of 
the accrued benefits of section 
401(a)(l7) employees. 

(2) Definitions. For purposes of this 
paragraph (e), the following definitions 
apply: 

(i) Section 401( a)( 17) employee. An 
employee is a section 401 (a)(l7) 
employee as of a date, on or after the 
statutory effective date, if the 
employee's current accrued benefit as 
of that date is based on compensation 
for a year prior to the statutory 
effective date that exceeded the annual 
compensation limit for the first plan 
year beginning on or after the statutory 
effective date. In addition, an employee 
is a section 401 (a)(l7) employee as of 
a date, on or after the OBRA '93 ef
fective date, if the employee's current 
accrued benefit as of that date is based 
on compensation for a year prior to the 
OBRA '93 effective date that exceeded 
the annual compensation limit for the 
first plan year beginning on or after the 
OBRA '93 effective date. For this 
purpose, a current accrued benefit is 
not treated as based on compensation 
that exceeded the relevant annual com
pensation limit, if a plan makes a fresh 
start using the formula with wear-away 
described in §1.401(a)(4)-13(c)(4)(ii), 
and the benefit determined for the 
employee by applying the current for
mula applied to the employee's total 
years of service, taking into account 
the annual compensation limit, exceeds 
the employee's frozen accrued benefit 
(or, if applicable, the employee's ad
justed accrued benefit) as of the fresh
start date. 

1994-1 C.B. 769 



(ii) Section 401(a)( 17) fresh-start 
date. Section 401 (a)(17) fresh-start date 
means a fresh-start date as defined in 
§1.401(a)(4)-12 not earlier than the last 
day of the last plan year beginning 
before the statutory effective date, and 
not later than the last day of the last 
plan year beginning before the effective 
date of these regulations. 

(iii) OBRA '93 fresh-start date. 
OBRA '93 fresh-start date means the 
later of the last day of the last plan 
year beginning before the OBRA '93 
effective date and the last day of the 
last plan year beginning before the 
effective date of these regulations. 

(iv) Section 401(a)( 17) frozen ac
crued benefit. Section 401 (a)(17) 
frozen accrued benefit means the ac
crued benefit for any section 401 (a)(17) 
employee frozen (as defined in § 1.401-
(a)(4)-13(c)(3)(i» as of the last day of 
the last plan year beginning before the 
statutory effective date. 

(v) OBRA '93 frozen accrued bene
fit. OBRA '93 frozen accrued benefit 
means the accrued benefit for any 
section 401 (a)(17) employee frozen (as 
defined in §1.401(a)(4)-13(c)(3)(i» as 
of the OBRA '93 fresh-start date. 

(3) Application of fresh-start rules
(i) General rule. In order to satisfy 
section 401(a)(17), a defined benefit 
plan must determine the accrued bene
fit of each section 401 (a)(17) employee 
by applying the fresh-start rules in 
§1.401(a)(4)-13(c). The fresh-start 
rules must be applied using a section 
401 (a)(17) fresh-start date and using 
the plan benefit formula, after amend
ment to comply with section 401(a)(17) 
and this section, as the formula appli
cable to benefit accruals in the current 
plan year. In addition, the fresh-start 
rules must be applied to determine the 
accrued benefit of each section 401-
(a)( 17) employee using an OBRA '93 
fresh-start date and using the plan 
benefit formula, after amendment to 
comply with the reduction in the 
section 401 (a)(17) annual compensation 
limit described in paragraph (a)(3) of 
this section, as the formula applicable 
to benefit accruals in the current plan 
year. 

(ii) Consistency rules in §1.401(a)
(4)-13(c) and (d)-(A) General rule. 
In applying the fresh-start rules of 
§1.401(a)-13(c) and (d), the group of 
section 401(a)(17) employees is a 
fresh-start group. See §1.401(a)(4)-
13( c)(5 )(ii)(A). Thus, the consistency 
rules of those sections govern, unless 
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otherwise provided. For example, if the 
plan is using a fresh-start date applica
ble to all employees and is not adj
usting frozen accrued benefits under 
§1.401(a)(4)-13(d) for employees who 
are not section 401 (a)(17) employees, 
then the frozen accrued benefits for 
section 401 (a)(17) employees may not 
be adjusted under §1.401(a)(4)-13(d) 
or this paragraph (e). 

(B) Determination of adjusted ac
crued benefit. If the fresh-start rules of 
§1.401(a)(4)-13(c) and (d) are applied 
to determine the benefits of all 
employees after a fresh-start date, the 
plan will not fail to satisfy the 
consistency requirement of § 1.40 I (a)
(4)-13(c)(5)(i) merely because the plan 
makes the adjustment described in 
§1.401(a)(4)-13(d) to the frozen ac
crued benefits of employees who are 
not section 40 I (a)(17) employees, but 
does not make the adjustment to the 
frozen accrued benefits of section 
40 I (a)(17) employees. In addition, the 
plan does not fail to satisfy the 
consistency requirement of § 1.40 I (a)
(4 )-13( c )(5)(i) merely because the plan 
makes the adjustment described in 
§1.401(a)(4)-13(d) for section 
40 I (a)(17) employees on the basis of 
the compensation formula that was 
used to determine the frozen accrued 
benefit (as required under paragraph 
(e)(4)(iii) of this section) but makes the 
adjustment for employees who are not 
section 40 I (a)(17) employees on the 
basis of any other method provided in 
§ 1.40 I (a)( 4 )-13(d)(8). 

(4) Permitted adjustments to frozen 
accrued benefit of section 401( a)( 17) 
employees-(i) General rule. Except as 
otherwise provided in paragraphs (e)
(4 )(ii) and (iii) of this section, the rules 
in §1.401(a)(4)-13(c)(3) (permitting 
certain adjustments to frozen accrued 
benefits) apply to section 401(a)(17) 
frozen accrued benefits or OBRA '93 
frozen accrued benefits. 

(ii) Optional forms of benefit. After 
either the section 40 I (a)(17) fresh-start 
date or the OBRA '93 fresh-start date, 
a plan may be amended either to pro
vide a new optional form of benefit or 
to make an optional form of benefit 
available with respect to the section 
40I(a)(17) frozen accrued benefit or 
the OBRA '93 frozen accrued benefit, 
provided that the optional form of 
benefit is not subsidized. Whether an 
optional form is subsidized may be 
determined using any reasonable actu
arial assumptions. 

(iii) Adjusting section 401(a)( 17) ac
crued benefits-(A) In general. If the 

plan adjusts accrued ben~fits for 
employees under the rules of § 1.40 1 (a)
(4)-13(d) as of a fresh-start .da~e, the 
adjusted accrued benefit (wlthm the 
meaning of section § 1.40 I (a)( 4 )-13( d» 
for each section 401(a)(17) employee 
must be determined after the fresh-start 
date by reference to the plan's compen
sation formula that was actually used to 
determine the frozen accrued benefit as 
of the fresh-start date. For this purpose, 
the plan's compensation formula incor
porates the plan's underlying compen
sation definition and compensation 
averaging period. In making the adjust
ment, the denominator of the adjust
ment fraction described in §1.401(a)
(4)-13(d)(8)(i) is the employee's 
compensation as of the fresh-start date 
using the plan's compensation formula 
as of that date and, in the case of an 
OBRA '93 fresh-start date, reflecting 
the annual compensation limits that 
applied as of the fresh-start date. The 
numerator of the adjustment fraction is 
the employee's updated compensation 
(i.e., compensation for the current plan 
year within the meaning of §1.401(a)
(4 )-13( d)(8», determined after apply
ing the annual compensation limits to 
each year's compensation that is used 
in the plan's compensation formula as 
of the fresh-start date. Similarly, in 
applying the alternative rule in 
§1.401(a)(4)-13(d)(8)(v), the updated 
compensation that is substituted must 
be determined after applying the annual 
compensation limits to each year's 
compensation that is used in the plan's 
compensation formula. Thus, no adjust
ment will be permitted unless the 
updated compensation (determined after 
applying the annual compensation 
limit) exceeds the compensation that 
was used to determine the employee's 
frozen accrued benefit. 

(B) Multiple fresh starts. If a plan 
makes more than one fresh start with 
respect to a section 40I(a)(17) 
employee, the employee's frozen ac
crued benefit as of the latest fresh-start 
date will either be determined by 
applying the current benefit formula to 
the employee's total years of service as 
of that fresh-start date or will consist of 
the sum of the employee's frozen 
accrued benefit (or adjusted accrued 
benefit (as defined in § 1.401 (a)( 4)-
13(d)(8)(i») as of the previous fresh
start date plus additional frozen ac
cruals since the previous fresh start. If 
the frozen accrued benefit consists of 
such a sum, in making the adjustments 
described in paragraph (e)(4)(iii)(A) of 



this section, separate adjustments must 
be made to that previously frozen 
accrued benefit (or adjusted accrued 
benefit) and the additional frozen ac
cruals to the extent that the frozen 
accrued benefit and the additional 
accruals have been determined using 
different compensation formulas or dif
ferent compensation limits (i.e., the 
section 401 (a)( 17) limit before and 
after the reduction in limit described in 
paragraph (a)(3) of this section). In this 
case, if the plan is applying the 
adjustment fraction of §1.401(a)(4)-
13(d)(8)(i), the denominator of the 
separate adjustment fraction for adjust
ing each portion of the frozen accrued 
benefit must reflect the actual compen
sation formula, and, if applicable, 
compensation limit, originally used for 
determining that portion. For example, 
the frozen accrued benefit of a section 
401 (a)(l7) employee as of the OBRA 
'93 fresh-start date may be based on 
the sum of the section 401(a)(17) 
frozen accrued benefit (determined 
without any annual compensation limit) 
plus benefit accruals in the years 
between the statutory effective date and 
the OBRA '93 effective date (based on 
compensation that was subject to the 
annual compensation limits for those 
years). In this example, in adjusting the 
section 401(a)(l7) frozen accrued bene
fit, the denominator of the adjustment 
fraction does not reflect any annual 
compensation limit. Similarly, in ad
justing the frozen accruals for years 
between the statutory effective date and 
the OBRA '93 effective date, the 
denominator of the adjustment fraction 
reflects the level of the annual compen
sation limit in effect for those years. 

(5) Examples. The following exam
ples illustrate the rules in this para
graph (e). 

Example 1. (a) Plan Y is a calendar year 
defined benefit plan providing an annual benefit 
for each year of service equal to 2 percent of 
compensation averaged over an employee's high 
3 consecutive calendar years' compensation. 
Section 401(a)(l7) applies to Plan Y in 1989. As 
of the close of the last plan year beginning 
before January I, 1989 (i.e .. the 1988 plan year), 
Employee A, with 5 years of service, had 
accrued a benefit of $25,000 which equals 10 
percent (2 percent multiplied by 5 years of 
service) of average compensation of $250,000. 
Effective for plan years after December 31, 
1988, Plan Y is amended to provide that in 
determining an employee's benefit, compensation 
taken into account is subject to the annual 
compensation limit under section 401(a)(17), and 
that, for section 401 (a)(l7) employees, the 
employee's accrued benefit is the greater of (i) 
the employee's benefit under the plan's benefit 
formula (after the plan formula is amended to 

comply with section 40I(a)(l7» as applied to the 
employee's total years of service, and (ii) the 
employee's accrued benefit as of December 31, 
1988, determined as though the employee termi
nated employment on that date without regard to 
any plan amendments after that date. Employer 
X decides not to amend Plan Y to provide for 
the adjustments permitted under § 1.40I(a)(4)-
13(d) to the accrued benefit of section 401(a)(17) 
employees as of December 31, 1988. 

(b) Under Plan Y, Employee A's accrued 
benefit at the end of 1989 is $25,000, which is 
the greater of Employee A's accrued benefit as 
of the last day of the 1988 plan year ($25,000), 
and $24,000, which is Employee A's benefit 
based on the plan's benefit formula applied to 
Employee A's total years of service ($200,000 
multiplied by (2 percent multiplied by 6 years of 
service». The formula of Plan Y applicable to 
section 401(a)(l7) employees for calculating 
their accrued benefits for years after the section 
401 (a)(l7) fresh-start date is the formula in 
§1.401(a)-13(c)(4)(ii) (formula with wear-away). 
The fresh-start formula is applied using a benefit 
formula that satisfies section 401 (a)(l7) and this 
section and is applied using December 31, 1988, 
as the section 401 (a)(l7) fresh-start date. Thus, 
Plan Y, as amended, satisfies paragraph (e)(3 )(i) 
of this section for plan years commencing prior 
to the OBRA '93 effective date. 

Example 2. Assume the same facts as in 
Example 1, except that the plan formula provides 
that effective January I, 1989, for section 
401(a)(l7) employees, an employee's benefit will 
equal the sum of the employee's accrued benefit 
as of December 31, 1988 (determined as though 
the employee terminated employment on that 
date and without regard to any amendments after 
that date), and 2 percent of compensation 
averaged over an employee's high 3 consecutive 
years' compensation times years of service 
taking into account only years of service after 
December 31, 1988. Thus, under Plan Y's 
formula, Employee A's accrued benefit as of 
December 31, 1989 is $29,000, which is equal to 
the sum of $25,000 (Employee A's accrued 
benefit as of December 31, 1988) plus $4,000 
($200,000 multiplied by (2 percent multiplied by 
I year of service». The formula of Plan Y 
applicable to section 401 (a)(l7) employees for 
calculating their accrued benefits for years after 
the section 401(a)(l7) fresh-start date is the 
formula in §1.401(a)-13(c)(4)(i) (formula with
out wear-away). The fresh-start formula is 
applied using a benefit formula for the 1989 plan 
year that satisfies section 401(a)(l7) and this 
section and is applied using December 31, 1988, 
as the section 401 (a)( 17) fresh-start date. Thus, 
Plan y, as amended, satisfies paragraph (e)(l) of 
this section for plan years commencing prior to 
the OBRA '93 effective date. 

Example 3. (a) Assume the same facts as in 
Example 1, except that the plan formula provides 
that effective January I, 1989, an employee's 
benefit equals the greater of the plan formulas in 
Example 1 and Example 2. The formula of Plan 
Y applicable to section 401(a)( 17) employees for 
calculating their accrued benefits for years after 
the section 401 (a)( 17) fresh-start date is the 
formula in § 1.401 (a)-13(c)(4)(iii) (formula with 
extended wear-away). The fresh-start formula is 
applied using a benefit formula for the 1989 plan 
year that satisfies section 40 I (a)(l7) and this 
section and is applied using December 31, 1988, 
as the section 401(a)( 17) fresh-start date. Thus, 
Plan y, as amended, satisfies paragraph (e)( I) of 
this section for plan years commencing prior to 
the OBRA '93 effective date. 

(b) Assume that for each of the years 1991-93 
Employee A's annual compensation under the 
plan compensation formula, disregarding the 
amendment to comply with section 401(a)(17) is 
$300,000. The annual compensation limit is 
adjusted to $222,220, $228,860, and $235,840 
for plan years beginning January I, 1991, 1992, 
and 1993, respectively. The compensation that 
may be taken into account for plan benefits in 
1993 cannot exceed $228,973 (the average of 
$222,220, $228,860, and $235,840). Therefore, 
as of December 31, 1993, the benefit determined 
under the fresh-start formula with wear-away 
would be $45,795 ($228,973 multiplied by (2 
percent multiplied by 10 years of service». The 
benefit determined under the fresh-start formula 
without wear-away would be $47,897, which is 
equal to $25,000 (Employee A's section 
401(a)(l7) frozen accrued benefit) plus $22,897 
($228,973 multiplied by (2 percent multiplied by 
5 years of service)). Because Employee A's 
accrued benefit is being determined using the 
fresh-start formula with extended wear-away, 
Employee A's accrued benefit as of December 
31, 1993, is equal to $47,897, the greater of the 
two amounts. 

Example 4. (a) Assume the same facts as in 
Example 3, except that Plan Y satisfies 
§1.401(a)(4)-13(d)(3) through (d)(7) and that the 
amendment to Plan Y effective for plan years 
beginning after December 31, 1988, also 
provided for adjustments to the section 
401(a)(l7) frozen accrued benefit in accordance 
with §1.401(a)(4)-13(d). 

(b) As of December 31, 1993, the numerator 
of Employee A's compensation fraction is 
$228,973 (the average of Employee A's annual 
compensation for 1991, 1992, and 1993, as 
limited by the respective annual limit for each of 
those years). The denominator of Employee A's 
compensation fraction determined in accordance 
with paragraph (e)(4)(iii) of this section is 
$250,000 (the average of Employee A's high 3 
consecutive calendar year compensation as of 
December 31, 1988, determined without regard 
to section 401(a)(l7». Therefore, Employee A's 
compensation fraction is $228,973/$250,000. Be
cause the compensation adjustment fraction is 
less than I, Employee A's section 401(a)(l7) 
frozen accrued benefit is not adjusted. Therefore, 
Employee A's accrued benefit as December 31, 
1993, would still be $47,897, which is equal to 
$25,000 (Employee A's section 401(a)(l7) frozen 
accrued benefit) plus $22,897 ($228,973 multi
plied by (2 percent multiplied by 5 years of 
service). 

Example 5. (a) Assume the same facts as in 
Example 3. except that as of January I, 1994, 
Plan Y is amended to provide that benefits will 
be determined based on compensation of 
$150,000 (the limit in effect under section 
401(a)(l7) for plan years beginning on or after 
the OBRA '93 effective date) and that for 
section 401(a)(l7) employees, the employees' 
accrued benefit will be determined under 
§1.401(a)(4)-13(c)(4)(i) (formula without wear
away) using December 31, 1993, as the OBRA 
'93 fresh-start date. 

(b) Assume that for each of the years 1996-98 
Employee A's annual compensation under the 
plan compensation definition, disregarding the 
amendment to comply with section 401(a)(17), is 
$400,000. Assume that the annual compensation 
limit is first adjusted to $160,000 for plan years 
beginning on or after January I. 1997, and is not 
adjusted for the plan year beginning on or after 
January I, 1998. The compensation that may be 
taken into account for the 1998 plan year cannot 
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exceed $156,667 (the average of $150,000 for 
1996, $160,000 for 1997, and $160,000 for 
1998), 

(c) Therefore, at the end of December 31, 
1998, Employee A's accrued benefit is $63,564, 
which is equal to $47,897 (Employee A's OBRA 
'93 frozen accrued benefit) plus $15,667 
($156,667 multiplied by (2 percent multiplied by 
5 years of service)). 

Example 6. (a) Assume the same facts as in 
Example 5, except that, for the fresh-start group 
(in this case the section 40 I (a)( 17) employees}, 
the amendments to Plan Y provide for adjust
ments to the section 401(a)(17) frozen accrued 
benefit and the OBRA '93 frozen accrued benefit 
in accordance with § 1.401(a)(4)-13(d). 

(b) Employee A's frozen accrued benefit as of 
December 31, 1993, is adjusted as of December 
31, 1998, as follows: 

(1) Employee A's frozen accrued benefit as of 
December 31. 1993, is the sum of Employee A's 
section 40 I (a)( 17) frozen accrued benefit 
($25,000) and Employee A's frozen accruals for 
the years 1989-93 ($22,897). 

(2) The numerator of Employee A's adjust
ment fraction is $156,667 (the average of 
$150,000, $160,000, and $160,000). The de
nominator of Employee A's adjustment fraction 
with respect to Employee A's section 401(a)(17) 
frozen accrued benefit is $250,000, and the 
denominator of Employee A's adjustment frac
tion with respect to the rest of Employee A's 
frozen accrued benefit is $228,973 (the average 
of Employee A's annual compensation for 1991, 
1992, and 1993, as limited by the respective 
annual limit for each of those years). 

(3) Employee A's section 40\(a)(17) frozen 
accrued benefit as adjusted through December 
31, 1998, remains $25,000. The compensation 
adjustment fraction determined in accordance 
with paragraph (e)(4)(iii) of this section is less 
than one ($156,667 divided by $250,000). 

(4) Employee A's frozen accruals for the 
years 1989-93, as adjusted through December 
31, 1998, remain $22,897 because the adjustment 
fraction is less than one ($156,667 divided by 
$228,973). 

(5) Employee A's adjusted accrued benefit as 
of December 31, 1998, equals $47,897 (the sum 
of the $25,000 and $22,897 amounts from 
paragraphs (b)(3) and (b)(4), respectively, of this 
Example). 

(c) Employee A's section 401(a)(17) frozen 
accrued benefit will not be adjusted for compen
sation increases until the numerator of the 
fraction used to adjust that frozen accrued benefit 
exceeds the denominator of $250,000 used in 
determining those accruals. Similarly, the portion 
of Employee A's OBRA '93 frozen accrued 
benefit attributable to the frozen accruals for the 
years 1989-1993 will not be adjusted for 
compensation increases until the numerator of 
the fraction used to adjust those frozen accruals 
exceeds the denominator of $228,973 used in 
detennining those accruals. 

(f) 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 con
cerning the annual limits on compensa
tion under section 401(a)(l7). See 
§601.601(d)(2)(ii)(b) of this chapter. 
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Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 29, 1993. 8:45 a.m., and published 
in the issue of the Federal Register for 
December 30, 1993, 58 F.R. 69302) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Electronic Filing of Form W-4 

EE-4S-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations pertaining to 
Form W-4, Employee's Withholding 
Allowance Certificate. The proposed 
regulations would authorize employers 
to establish systems to permit 
employees to make certain changes 
electronically to their Forms W-4. The 
proposed regulations will provide 
employers and employees with guid
ance necessary to comply with the law, 
and will affect employers and em
ployees who choose to avail themselves 
of the procedure. This document also 
provides notice of a public hearing on 
these proposed regulations. 

DATES: Written comments must be 
received by June 14, 1994. Requests to 
speak (with outlines of oral comments) 
at a public hearing scheduled for July 
IS, 1994, at 10 a.m., must be received 
by June 24, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (EE-4S-93), 
Room S228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. The public 
hearing will be held In the IRS 
Auditorium, seventh floor, 7400 cor
ridor, 1111 Constitution Avenue, NW, 
Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 

review In accordance with the Paper
work Reduction Act (44 U.S.c. 
3S04(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, 
DC 20S03, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer, PC:FP, Washington, 
DC 20224. 

The collection of information is In 

§31.3402(f)(S)-2. This information is 
required by the IRS to ensure that, if 
the IRS requests it, employers will be 
able to furnish a hard copy of the 
electronic Form W-4. This information 
will be used to verify that the employer 
used the electronic Form W -4 data 
properly. The likely respondents are 
state and local governments, business 
or other for-profit institutions, federal 
agencies or employees, nonprofit insti
tutions, and small businesses or organi
zations. Estimated total annual report
ing burden: 40,000 hours. The 
estimated annual burden per respondent 
varies from 10 minutes to 20 minutes, 
depending on individual circumstances, 
with an estimated average of IS 
minutes. 

Estimated number of respondents: 
2,000. 
Estimated annual frequency of re
sponses: on occasion. 

Background 

This document contains proposed 
amendments to the Employment Tax 
Regulations (26 CFR part 31) under 
section 3402 of the Internal Revenue 
Code (Code). These amendments are 
proposed to authorize a procedure for 
employees to file Forms W-4, Em
ployee's Withholding Allowance Cer
tificate, and are to be issued under the 
authority of section 780S. 

Every employee is required to fur
nish his or her employer with a signed 
withholding exemption certificate on or 
before commencing employment. The 
form and content of the certificate are 
prescribed by the regulations, which 
specifically identify the Form W-4 as 
the form prescribed. The number of 
withholding exemptions to which an 
employee is entitled on any day de
pends upon the employee's marital 
status, the employee's filing status, the 
number of the employee's dependents, 
the number of exemptions claimed by 



the employee's spouse (if any) on a 
Form W-4, and the amount of the 
employee's estimated itemized deduc
tions, tax credits, and certain other 
deductions from income. 

If the number of withholding exemp
tions to which an employee is entitled 
becomes greater than the number 
claimed by the employee on Form W-
4, the employee may furnish the 
employer with a new Form W-4 
showing the correct number of with
holding exemptions. The employee is 
required to furnish the employer with a 
new Form W-4 within 10 days if the 
number of withholding exemptions to 
which the employee is entitled becomes 
fewer than the number claimed by the 
employee on Form W-4. 

Similarly, if the employee incurred 
no income tax liability for the preced
ing taxable year and anticipates that he 
or she will incur no income tax liability 
for the current taxable year, the 
employee may furnish the employer 
with a new Form W-4 containing these 
statements. But, if the employee fur
nished such a Form W-4 and later in 
the year no longer believes that he or 
she will incur no income tax liability 
for the current taxable year, the 
employee is required within 10 days to 
furnish the employer with a new Form 
W-4 that does not contain the 
statements. 

The existing regulations set forth 
rules for employers to submit copies of 
certain Forms W-4 to the IRS. Em
ployers must submit a copy of each 
Form W-4 on which the employee 
claims more than 10 withholding ex
emptions. Employers must also submit 
a copy of each Form W -4 on which 
the employee claims exemption from 
withholding for the taxable year, and 
the employer reasonably expects, when 
the Form W-4 is received, that the 
employee's wages from that employer 
will usually be $200 or more per week. 

Explanation of Provisions 

Currently no provlSlon exists for 
employees to furnish withholding ex
emption certificate information in a 
form other than on a paper Form W-4. 
The proposed regulations establish re
quirements for employers who wish to 
install electronic systems for employees 
to use to furnish withholding exemp
tion changes to their employers. 

If an employer chooses to establish 
an electronic system, the employer will 

be free to determine the type of system 
(such as telephone or computer) or 
systems available to its employees. The 
system or systems must, however, 
reliably identify the user, ensure that 
the information received is the informa
tion sent, and document occasions of 
employee access. The electronic filing 
must contain exactly the same informa
tion as the paper Form W-4. Upon re
quest by the IRS, the employer must 
supply a hard copy of the electronic 
Form W-4 and a statement that, to the 
best of the employer's knowledge, the 
electronic Form W-4 was filed by the 
named employee. 

The proposed regulations do not 
require employees of an employer who 
has established an electronic system to 
use the system to furnish withholding 
exemption information. Nor do the 
proposed regulations permit an 
employer who has established a system 
to require all employees to use the 
system in lieu of furnishing withhold
ing exemption information on a paper 
Form W-4. The authorization of the 
use of electronic systems for the 
transmission of withholding exemption 
information is merely an alternative to 
the use of a paper Form W-4 for 
employers and their employees who 
choose to use the electronic system. 

The authorization provided in the 
proposed regulations does not apply to 
the initial Form W-4 furnished to an 
employer by a new employee. The 
authorization also does not apply to 
Forms W-4 that are required to be 
furnished by the employer to the IRS. 
Forms W-4 that are required to be 
furnished to the IRS are those on which 
the employee claims more than 10 
withholding exemptions, and those on 
which the employee claims exemption 
from withholding for the taxable year 
(unless the employer reasonably ex
pects that the employee's wages from 
that employer will not usually exceed 
$200 per week). 

An employer should use electroni
cally transmitted W-4 information fur
nished by an employee only for the 
purpose for which it is provided. W-4 
records maintained by the employer 
should be kept confidential and dis
closed internally only to authorized 
users of the electronic system and 
employer agents on a need-to-know 
basis. 

The regulations are proposed to 
become effective when they are pub
lished in the Federal Register as a 
treasury decision. 

Special Analyses 

It has been determined that these 
regulations are not a significant regula
tory action as defined in EO 12866. It 
also has been determined that section 
553(b) of the Administrative Procedure 
Act (5 U.S.c. chapter 5) and the Regu
latory Flexibility Act (5 U.S.c. chapter 
6) do not apply to these regulations 
and, therefore, a Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(0 of the Internal Revenue 
Code, this notice of proposed 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 Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be giver: 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 Friday, July 15, 1994, at 10 a.m., in 
the IRS Auditorium, 7400 corridor, 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington, 
DC. Because of access restrictions, 
visitors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of §601.601(a)(3) apply to 
the hearing. 

Persons that have submitted written 
comments by June 14, 1994, and want 
to present oral comments at the hearing 
must submit, not later than June 24, 
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. 

List of Subjects in 26 CFR Part 3 J 

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: 
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PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Paragraph 1. The authority citation 
for part 31 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 31.3402(f)(5)-2 IS 

added to read as follows: 

§3I.3402(f)(5)-2 Electronic filing of 
withholding exemption certificates. 

(a) In general. An employer may 
provide its employees with the option 
of electronic filing of those withholding 
exemption certificates to which this 
section applies. The employer must, 
nevertheless, provide its employees 
with the option of filing paper with
holding exemption certificates. 

(b) Certificates to which this section 
applies-(l) In general. This section 
applies to any withholding exemption 
certificate permitted or required by 
§31.3402(f)(2)-1(b) (change in status 
affecting calendar year) or 
§31.3402(f)(2)-1(c) (change in status 
affecting next calendar year). This 
section does not apply to the withhold
ing exemption certificate required by 
§31.3402(f)(2)-1(a) (commencement of 
employment). 

(2) Exception for certificates that 
must be submitted. Notwithstanding 
paragraph (b)(1) of this section, this 
section does not apply to any withhold
ing exemption certificate for which 
submission to the Internal Revenue 
Service is required under §31.3402(f)
(2)-1 (g)(1) (regarding certificates that 
claim more than 10 withholding ex
emptions and certain claims of exemp
tion from withholding). 

(c) Requirements-(1) The electronic 
system must reliably identify the user, 
ensure that the information received is 
the information sent, and document 
occasions of employee access. 

(2) The electronic filing must con
tain exactly the same information as 
the paper Form W-4. 

(3) Upon request by the Service, the 
employer must supply a hard copy of 
the electronic Form W -4 and a state
ment that, to the best of the employer's 
knowledge, the electronic Form W-4 
was filed by the named employee. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 
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(Filed by the Office of the Federal Register on 
April 14, 1994, 8:45 a,m., and published in the 
issue of the Federal Register for April 15, 
1994, 59 F.R. 18057) 

Notice of Proposed Rulemaking 

Disallowance of Deductions for 
Employee Remuneration in Excess of 
$1,000,000 

EE-61-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed regulations under section 
162(m) of the Internal Revenue Code 
of 1986 (Code), relating to the dis
allowance of deductions for employee 
remuneration in excess of $1,000,000. 
The regulations will provide guidance 
to taxpayers who must comply with 
section 162(m), which was added to the 
Code by the Omnibus Budget Recon
ciliation Act of 1993. 

DATES: Written comments and re
quests for a public hearing must be 
received by February 18, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (EE-61-93), 
Room 5228, Internal Revenue Service, 
P,O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (EE-61-93), 
Room 5228, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, DC 20224. 

SUPPLEMENTAL INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR Part 1) under section 
162(m) of the Internal Revenue Code 
(Code). These regulations are proposed 
to conform the Income Tax Regulations 
to section 13211 of the Omnibus 
Budget Reconciliation Act of 1993 
(Pub. L. 103-66), which added subsec
tion (m) to section 162 of the Code, 

Explanation of provisions 

Section 162(m) denies a deduction to 
any publicly held corporation for com
pensation paid to a "covered em
ployee" in a taxable year to the extent 
that compensation exceeds $1 ,OOO,~OO. 
Under section 162(m)(2), a pubbcly 
held corporation is defined as any 
corporation that issues any class of 
common equity securities that are 
required to be registered under the 
Securities Exchange Act of 1934 (the 
Exchange Act). A "covered em
ployee," as defined under section 
162(m)(3), is the chief executive of
ficer on the last day of the taxable year 
or any other individual whose compen
sation is required to be reported to 
shareholders under the Exchange Act 
by reason of being among the four 
highest compensated officers, 

The deduction limit of section 
162(m) applies to any compensation 
that could otherwise be deducted in a 
taxable year, except for enumerated 
types of payments set forth in section 
162(m)(4). Under that section, the 
deduction limit does not apply to 
amounts that are payable under a 
written binding contract that was in 
existence on February 17, 1993 (and 
that is not materially modified thereaf
ter). The deduction limit also does not 
apply to payments that are not includ
able in the employee's gross income or 
payments made to or from a tax
qualified plan (including section 401(~) 
salary reduction contributions). In addI
tion, the deduction limit does not apply 
to compensation that is payable solely 
on a commission basis or compensation 
that meets the requirements for 
performance-based compensation. 

Under the requirements for per
formance-based compensation set forth 
in section 162(m)( 4 )(C), compensation 
will not be subject to the deduction 
limit if (i) it is payable on account of 
the attainment of one or more perform
ance goals; (ii) the performance goals 
are established by a compensation 
committee of the board of directors that 
is comprised solely of two or more 
outside directors; (iii) the material 
terms of the compensation and the 
performance goals are disclosed to and 
approved by shareholders before pay
ment; and (iv) the compensation com
mittee certifies that the performance 
goals have been satisfied before 
payment. 

Given the January 1, 1994, effective 
date of section 162(m), taxpayers desir-



ing to satisfy the exception for 
performance-based compensation need 
immediate guidance. These proposed 
regulations are intended to address 
those broader issues that are necessary 
for most taxpayers to comply with the 
January I effective date, and, thus, are 
not comprehensive. To the extent that 
an issue is not covered by these 
regulations, taxpayers should follow a 
reasonable, good faith interpretation of 
the statutory provisions. 

Overview of regulations 

The significant items included in 
these regulations are discussed below. 

Definition of publicly held corpora
tion. The regulations provide that 
whether a taxpayer is a publicly held 
corporation is to be determined on the 
basis of the facts on the last day of the 
taxable year. Under this rule, if a 
corporation reports income on a 
calendar-year basis, the corporation is 
subject to section 162(m) only if its 
common equity securities are required 
to be registered under the Exchange 
Act on December 31. Thus, a corpora
tion that "goes private" during the 
year is not subject to section 162(m) 
for that year. A related rule under the 
regulations provides that section 
162(m) will not apply to compensation 
paid under plans or arrangements that 
are in existence when a corporation 
becomes a publicly held corporation, 
provided that those plans or arrange
ments are adequately disclosed as part 
of the public offering. 

The regulations provide that a pub
licly held corporation includes all cor
porations in the affiliated group of the 
publicly held corporation, whether or 
not those corporations file a consoli
dated return. If a covered employee 
receives compensation from an 
employer that is not itself a publicly 
held corporation, that compensation 
would be aggregated with all other 
compensation paid to the covered 
employee by any corporation within the 
affiliated group, and the section 162(m) 
deduction limit would apply as if the 
affiliated group were a single taxpayer. 

Questions have arisen as to the 
application of section 162(m) to certain 
master limited partnerships whose 
equity interests are required to be 
registered under the Exchange Act and 
that, beginning in 1997, may be treated 
as corporations for Federal income tax 
purposes. Whether these partnerships 
would be publicly held corporatIOns 

within the meaning of section 162(m) 
and, if so, the manner in which they 
would satisfy the exception for 
performance-based compensation is 
currently under study and is not ad
dressed in these proposed regulations. 
If necessary, guidance as to the ap
plication of section 162(m) to these 
entities will be provided in the future. 

Identification of "covered employ
ees' '. The regulations clarify which 
employees are "covered employees" 
for purposes of section 162(m). The 
legislative history to section 162(m) 
provides that "covered employees" are 
defined by reference to the SEC rules 
governing executive compensation dis
closure under the Exchange Act. Under 
the regulations, an individual generally 
is a "covered employee" if the indi
vidual's compensation is reported on 
the "summary compensation table" 
under the SEC's executive compensa
tion disclosure rules, as set forth in 
Item 402 of Regulation S-K, 17 CFR 
229.402, under the Exchange Act. 
However, the regulations specifically 
provide that, in order to be a "covered 
employee" for section 162(m) pur
poses, an individual must be employed 
as an executive officer on the last day 
of the taxable year. Thus, only those 
employees who appear on the "sum
mary compensation table" and who are 
also employed on the last day of the 
taxable year are "covered employees." 

Qualified performance-based com
pensation. The regulations provide that 
the exception from section 162(m) for 
performance- based compensation will 
apply to any compensation that meets 
the requirements of qualified 
performance-based compensation under 
the regulations. Those requirements are 
discussed below. 

Preestablished peiformance goal. In 
order to meet the exception for 
qualified performance-based compensa
tion, compensation must be paid under 
one or more preestablished perform
ance goals. The regulations provide 
that any business criterion may be used 
as a performance goal. A performance 
goal is not preestablished unless it has 
been established by the compensation 
committee in writing before the 
employee performs the relevant serv
ices and while the outcome under the 
goal is substantially uncertain. Those 
requirements are intended to preclude 
post hoc performance goals. Thus, if a 
bonus will be paid on the basis of an 
increase in sales during 1995, this 
performance goal would have to be 
established prior to 1995. 

Consistent with the legislative his
tory, the regulations require that both 
the performance goal and the amount 
of compensation under the goal be 
objective. For this purpose, the regula
tions set forth a standard under which a 
third party with knowledge of the 
relevant facts should be able to deter
mine whether and to what extent the 
goal was satisfied and the amount of 
compensation that would be payable to 
the employee. Although the third-party 
standard requires that the terms of the 
performance goal be fixed and the 
amount of compensation be nondiscre
tionary, the regulations specifically 
provide that the compensation commit
tee may retain the discretion to reduce 
the amount of compensation or other
economic benefit otherwise payable if 
the performance goal is attained. 

The IRS and Treasury believe that 
the retention of "negative" discretion 
to reduce compensation does not under
cut the policies underlying the excep
tion for performance-based compensa
tion under section 162(m). Moreover, 
discussions with the staff of the Se
curities and Exchange Commission and 
suggestions received from taxpayers, 
shareholders, and other interested par
ties indicate that it is desirable for 
directors to retain this discretion in 
order to take into account other subjec
tive factors and to preserve their 
flexibility to act in the best interest of 
the company and its shareholders. Con
cerns have been raised that directors' 
fiduciary obligations could, in certain 
circumstances, require that an 
employee not be paid an incentive 
bonus or award where the performance 
goal was satisfied, such as a case in 
which the employee has violated the 
law. For those reasons, the regulations 
do not treat the compensation commit
tee's ability to reduce an award as 
violating the requirement that perform
ance goals be fixed and the amount of 
compensation be nondiscretionary. 

The regulations provide specific 
rules for applying the performance goal 
standards to plans under which stock 
options or stock appreciation rights are 
granted. Under those rules, a stock 
option or stock appreciation right will 
satisfy the requirement that compensa
tion be paid on the basis of a pre
established performance goal where the 
grant or award is made by the compen
sation committee; the plan includes a 
per-employee limitation on the number 
of shares for which options or stock 
appreciation rights may be granted 
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during a specified period; and the 
exercise price of the option or base 
amount of the stock appreciation right 
is no less than the fair market value of 
the stock on the date of grant or award. 
In general, whether compensation at
tributable to a stock option or stock 
appreciation right meets those require
ments is determined on the basis of the 
terms of the particular grant or award. 
The fact that a plan permits other 
grants or awards that would not satisfy 
the requirements for qualified per
formance-based compensation, such as 
grants of "discount" options or re
stricted stock, does not cause compen
sation attributable to an otherwise qual
ifying grant to fail those requirements. 

Some have questioned why it would 
be necessary for the regulations to 
require an individual employee limit on 
the number of shares for which options 
or stock appreciation rights may be 
granted, where shareholder approval of 
an aggregate limit is obtained for 
securities law purposes. The regulations 
follow the legislative history, which 
suggests that a per-employee limit be 
required under the terms of the plan. 
The IRS and Treasury believe that a 
limit on the maximum number of 
shares for which individual employees 
may receive options or other rights is 
appropriate because it is consistent with 
the broader requirement that a perform
ance goal include an objective formula 
for determining the maximum amount 
of compensation that an individual 
employee could receive if the perform
ance goal were satisfied. A third party 
attempting to make this determination 
with respect to a stock option plan 
would need to know both the exercise 
price and the number of options that 
could be granted. Of course, the 
individual limit need not be the same 
for each employee. 

In determining whether compensation 
is payable on account of the attainment 
of a performance goal, the regulations 
also follow the legislative history, 
which indicates that compensation at
tributable to a "discount" option or 
restricted stock is not treated as 
qualified performance-based compensa
tion. To the extent that the exercise 
price of an option is below fair market 
value on the date of grant, compensa
tion attributable to the exercise of that 
option is not paid solely on account of 
the attainment of a performance goal, 
which, in this case, is the appreciation 
in the value of the stock. Similarly, the 
transfer of restricted stock, for which 
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the employee pays nothing or only a 
portion of the fair market value, results 
in compensation to the employee re
gardless of whether the value of the 
stock has increased. (If a discount 
option or restricted stock were made 
contingent on a performance goal, then 
the compensation attributable to those 
shares could meet the requirements for 
performance-based compensation.) 

Some have urged that the regulations 
provide for the bifurcation of a dis
count option or restricted stock such 
that the appreciation in the value of the 
stock could qualify as performance
based compensation, but the value of 
the discount (or the value of the 
restricted stock upon transfer) would 
not be treated as performance-based 
compensation. While the IRS and 
Treasury recognize that an economic 
argument could be made for this 
treatment, the policies of the statute are 
better served by not bifurcating com
pensation. 

In particular, the IRS and Treasury 
believe that in order for the exception 
for performance-based compensation to 
be meaningful, the determination of 
whether compensation meets those re
quirements must be made with regard 
to all of the compensation that is 
payable to an employee under a single 
transaction or upon the occurrence of a 
single set of events. Bifurcating the 
compensation that is payable upon 
exercise of a stock option between the 
"discount" and the appreciation in the 
value of the stock would not be 
consistent with this approach and 
would ignore that an employee is 
receiving compensation in the same 
transaction that is not contingent upon 
the attainment of a performance goal. 
Moreover, not bifurcating discount op
tions is consistent with the position 
taken for all plans, including stock
based plans, which treats compensation 
as not satisfying the requirements of 
qualified performance-based compensa
tion where the employee would receive 
all or part of the compensation regard
less of whether the performance goal is 
attained. It is not intended, however, 
that this rule be read so broadly as to 
preclude compensation from being 
performance-based merely because the 
employee also may receive other non
performance-based compensation that is 
not related to the same transaction or 
set of events, such as salary. 

The regulations also provide guid
ance on the application of the 
performance-based compensation ex-

ception to compensation that is attribu
table to a stock option in which the 
exercise price of an option or other 
right is "repriced" after the date of 
issuance to reflect a reduction in the 
current fair market value of the stock. 
The IRS and Treasury view the repric
ing of an outstanding option as 
equivalent to the issuance of a new 
option with an exercise price at fair 
market value and a cancellation of the 
old option. The regulations provide that 
a canceled option continues to "count" 
against an employee's individual limit 
on the number of shares for which 
options or other rights may be granted 
to the employee under the plan. Be
cause the "repricing" of an option is 
equivalent to a cancellation followed 
by a new issuance, this same rule also 
would apply in that case. 

Outside director requirement. The 
performance goal under which compen
sation is paid must be established by a 
compensation committee that is com
prised solely of two or more outside 
directors. The proposed regulations pre
clude an individual from being consid
ered an outside director if the in
dividual (I) is a current employee of 
the corporation, (2) is a former 
employee of the corporation who is 
receiving compensation for prior serv
ices (other than benefits under a tax
qualified retirement or savings plan), 
(3) has been an officer of the corpora
tion at any time, and (4) is receiving 
compensation in any capacity other 
than as director. 

For purposes of determining whether 
an individual is receiving additional 
compensation other than directors' fees, 
the regulations take into account direct 
and indirect payments for both goods 
and services. An indirect payment in
cludes a payment to an entity in which 
the individual has at least a five
percent ownership interest or a business 
in which the individual is an employee. 
In those cases, however, the regulations 
provide a de minimis rule, under which 
an individual is not precluded from 
being an outside director if the pay
ments to the entity do not exceed the 
lesser of $60,000 or five percent of the 
entity's gross income. For purposes of 
administration, the de minimis rule is 
applied on a look-back basis so that if 
payments are made in one year that 
exceed the de minimis level the 
individual does not qualify ~s an 
outside director for the next year. 

The regulations also provide rules 
for determining when an individual is a 



former officer of an affiliated corpora
tion. Those rules clarify that an indi
vidual is not precluded from being an 
outside director if the corporation of 
which the individual served as an 
officer is no longer in the affiliated 
group of the publicly held corporation. 

Disclosure to shareholders. The ma
terial terms of a performance goal, 
including the compensation to be paid 
upon the attainment of the goal, must 
be disclosed to and approved by a 
majority of the shareholders. Under the 
regulations, the standard for determin
ing whether disclosure is adequate is 
not the third-party standard that applies 
in determining whether a performance 
goal is preestablished and objective. 
Rather, the regulations clarify that 
disclosure must include I) a description 
of the broad class of employees (such 
as salaried employees, or executive 
officers) who are eligible to receive 
compensation under a performance 
goal; 2) a general description of the 
terms of the goal; and 3) either the 
formula for computing the compensa
tion or the maximum dollar amount 
that will be paid if the performance 
goal is satisfied. 

The regulations provide that the 
specific targets under a performance 
goal need not be disclosed to share
holders. Thus, for example, if a per
formance goal were based on an in
crease in net profits of five percent, the 
disclosure to shareholders would be 
required to state only that the perform
ance goal is based on net profits. In 
addition, the regulations generally fol
low the SEC standards for disclosure 
under the Exchange Act and do not 
require that disclosure be made of 
confidential commercial or business 
information. Under the regulations, in
formation is confidential if, under the 
facts and circumstances, disclosure of 
the information would adversely affect 
the publicly held corporation. 

The regulations generally do not 
require a performance goal to be re
disclosed to and reapproved by share
holders until there is a change in the 
material terms of the performance goal. 
However, if the compensation commit
tee retains the discretion to change the 
targets under a performance goal, the 
material terms of the performance goal 
must be reapproved by shareholders at 
least every five years. 

Grandfather and transition rules. 
The proposed regulations clarify . that 
compensation paid under a wntten 
binding contract in existence on Febru-

ary 17, 1993, is not subject to section 
162(m). State law is determinative as to 
whether a contract is binding. If a 
contract is materially modified, then 
the contract is no longer grandfathered 
and any amounts that have not yet been 
received under the contract are subject 
to section l62(m). Under the regula
tions, a material modification includes 
any change in the contract that pro
vides an increase in compensation. For 
purposes of determining whether a 
material modification has been made, 
the terms of new contracts or supple
mental contracts may be taken into 
account. A contract that is terminable 
or cancelable at will by the publicly 
held corporation, or that is renewable 
as of a date or event is treated as a new 
contract and, thus, is no longer grand
fathered as of the first date on which it 
could be terminated, canceled or 
renewed. 

In addition to the grandfather rule, 
the regulations provide transition rules 
for satisfying the exception for 
performance-based compensation. For 
purposes of satisfying the requirement 
that a compensation committee be com
prised solely of outside directors, a 
director who is a disinterested director 
within the meaning of Rule 16b-3 
under the Exchange Act will be treated 
as an outside director until the first 
meeting of shareholders at which direc
tors are to be elected that is held after 
July 1, 1994. 

A second transition rule is provided 
for a plan that meets both the disin
terested director and shareholder ap
proval requirements of Rule 16b-3 
under the Exchange Act as of the date 
of publication of these regulations. In 
that case, the plan will be treated as 
having satisfied both the outside direc
tor requirement and the shareholder 
approval requirement until the earlier 
of the termination or material modifica
tion of the plan or the date of the first 
shareholder meeting that occurs after 
December 31, 1996. For example, a 
stock option plan that has previously 
been approved by shareholders and that 
meets the disinterested administration 
requirements need not be reestablished 
by the corporation, reapproved by 
outside directors, or reapproved by 
shareholders. Thus, if options are 
granted under the plan with an exercise 
price at fair market value, the options 
typically would satisfy the exception 
for qualified performance-based com
pensation. In addition, for these plans, 
an aggregate limit on the number of 

shares for which options or rights can 
be granted under the plan will be 
treated as an individual limit for the 
transition period. 

Coordination with section 83( b) of 
the Internal Revenue Code. Questions 
have arisen as to the application of the 
deduction limitation under section 
l62(m) where an employee makes an 
election to accelerate recognition of 
income under section 83(b). These 
proposed regulations do not address 
this issue and comments are specifi
cally requested. 

Proposed effective date 

Generally, these regulations are pro
posed to be effective for any payment 
that would be deductible for taxable 
years beginning on or after January 1, 
1994. 

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 
Public Hearing 

Before adopting these proposed reg
ulations, consideration will be given to 
any written comments that are submit
ted timely (preferably eight copies) to 
the Commissioner of Internal Revenue. 
All comments will be available for 
public inspection and copying. A public 
hearing may be held upon written 
request to the Commissioner by any 
person who has submitted written 
comments. If a public hearing is held, 
notice of the time and place will be 
published in the Federal Register. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and record
keeping requirements. 
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Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part IS 

amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority for part I 
continues to read as follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.162-27 is added to 

read as follows: 

§1.162-27 Certain employee 
remuneration in excess of $1,000,000 

(a) Scope. This section provides 
rules for the application of the $1 
million deduction limit under section 
l62(m) of the Internal Revenue Code. 
Paragraph (b) of this section provides 
the general rule limiting deductions 
under section l62(m). Paragraph (c) of 
this section provides definitions of 
generally applicable terms. Paragraph 
(d) of this section provides an excep
tion from the deduction limit for 
compensation payable on a commission 
basis. Paragraph (e) of this section 
provides an exception for qualified 
performance-based compensation. Para
graphs (f) and (g) of this section 
provide special rules for corporations 
that become publicly held corporations 
and payments that are subject to sec
tion 280G, respectively. Paragraph (h) 
of this section provides transition rules, 
including the rules for contracts that 
are grandfathered and not subject to 
section l62(m). Paragraph (i) of this 
section contains the effective date. For 
rules concerning the deductibility of 
compensation for services that are not 
covered by section l62(m) and this 
section, see section l62(a)(l) and 
§ 1.162-7. This section is not deter
minative as to whether compensation 
meets the requirements of section 
l62(a)(l ). 

(b) Limitation on deduction. Section 
l62(m) precludes a deduction under 
chapter 1 of the Internal Revenue Code 
by any publicly held corporation for 
compensation paid to any covered em
ployee to the extent that the compensa
tion for the taxable year exceeds 
$1,000,000. 

(c) Definitions-(l) Publicly held 
corporation-(i) General rule. A pub
licly held corporation means any cor
poration issuing any class of common 
equity securities required to be regis-
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tered under section 12 of the Exchange 
Act. A corporation is not considered 
publicly held if the registration of its 
equity securities is voluntary. For pur
poses of this section, whether a corpo
ration is publicly held is determined 
solely on whether, as of the last day of 
its taxable year, the corporation is 
subject to the reporting obligations of 
section 12 of the Exchange Act. 

(ii) Affiliated groups. A publicly 
held corporation includes an affiliated 
group of corporations, as defined in 
section 1504 (determined without re
gard to section l504(b)). If a covered 
employee is paid compensation in a 
taxable year by more than one member 
of an affiliated group, compensation 
paid by each member of the affiliated 
group is aggregated with compensation 
paid to the covered employee by all 
other members of the group. Any 
amount disallowed as a deduction by 
this section must be prorated among 
the payor corporations in proportion to 
the amount of compensation paid to the 
covered employee by each such corpo
ration in the taxable year. 

(2) Covered employee-(i) General 
rule. A covered employee means any 
individual who, on the last day of the 
taxable year, is-

(A) The chief executive officer of 
the corporation or is acting in such 
capacity; or 

(B) Among the four highest compen
sated officers (other than the chief 
executive officer). 

(ii) Application of SEC rules. 
Whether an individual is the chief 
executive officer described in para
graph (c)(2)(i)(A) of this section or an 
officer described in paragraph (c)(2)
(i)(B) of this section is determined 
pursuant to the executive compensation 
disclosure rules under the Exchange 
Act. 

(3) Compensation-(i) In general. 
For purposes of the deduction limita
tion described in paragraph (b) of this 
section, compensation means the aggre
gate amount allowable as a deduction 
under chapter 1 of the Internal Revenue 
Code for the taxable year (determined 
without regard to section l62(m)) for 
remuneration for services performed by 
a covered employee, whether or not the 
services were performed during the 
taxable year. 

(ii) Exceptions. Compensation does 
not include-

(A) Remuneration covered in section 
3121(a)(5)(A) through section 3l21(a)-

(5)(D) (concerning remuneration that is 
not treated as wages for purposes of 
the Federal Insurance Contributions 
Act); and 

(B) Remuneration consisting of any 
benefit provided to or on behalf of an 
employee if, at the time the benefit is 
provided, it is reasonable to believe 
that the employee will be able to 
exclude it from gross income. In 
addition, compensation does not in
clude salary reduction contributions 
described in section 3121 (v)(l). 

(4) Compensation committee. The 
compensation committee means the 
committee of directors (including any 
subcommittee of directors) of the pub
licly held corporation that has the 
authority to establish and administer a 
performance-based compensation ar
rangement described in paragraph 
(e)(2) of this section, and to certify that 
performance goals are attained, as 
described in paragraph (e)(5) of this 
section. A committee of directors is not 
treated as failing to have the authority 
to establish a performance-based com
pensation arrangement merely because 
the arrangement is ratified by the board 
of directors of the publicly held corpo
ration or, if applicable, any other 
committee of the board of directors. 
See paragraph (e )(3) of this section for 
rules concerning the composition of the 
compensation committee. 

(5) Exchange Act. The Exchange Act 
means the Securities Exchange Act of 
1934. 

(6) Examples. This paragraph (c) 
may be illustrated by the following 
examples: 

Example 1. Corporation X is a publicly held 
corporation with a July I to June 30 fiscal year. 
For Corporation X's taxable year ending on June 
30, 1995, Corporation X pays compensation of 
$2,000,000 to A, an employee. However, A's 
compensation is not required to be reported to 
shareholders under the executive compensation 
disclosure rules of the Exchange Act because A 
is neither the chief executive officer nor one of 
the four highest compensated officers employed 
on the last day of the taxable year. A's 
compensation is not subject to the deduction 
limitation of paragraph (b) of this section. 

Example 2. C, a covered employee, performs 
services and receives compensation from Corpo
rations X, y, and Z, members of an affiliated 
group of corporations. Corporation X, the parent 
corporation, is a publicly held corporation. The 
total compensation paid to C from all affiliated 
group members is $3,000.000 for the taxable 
year, of which Corporation X pays $1.500,000; 
Corporation Y pays $900,000; and Corporation Z 
pays $600,000. Because the compensation paid 
by all affiliated group members is aggregated for 
purposes of section 162(m), $2,000,000 of the 
aggregate compensation paid is nondeductible. 



COrporations X, y, and Z each are treated as 
paying a ratable portion of the nondeductible 
compensation. Thus, two thirds of each corpora
tion's payment will be nondeductible. Corporation 
X has a nondeductible compensation expense of 
$1,000,000 ($1,500,000 X $2,000,000/ 
$3,000,000). Corporation Y has a nondeductible 
compensation expense of $600,000 ($900,000 X 
$2,000,000/$3,000,000). Corporation Z has a 
nondeductible compensation expense of $400,000 
($600,000 X $2,000,000/$3,000,000). 

Example 3. Corporation W, a calendar year 
taxpayer, has total assets equal to or exceeding 
$5 million and a class of equity security held of 
record by 500 or more persons on December 31, 
1994. However, under the Exchange Act, Corpo
ration W is not required to file a registration 
statement with respect to that security until April 
30, 1995. Thus, Corporation W is not a publicly 
held corporation on December 31, 1994, but is a 
publicly held corporation on December 31. 1995. 

Example 4. The facts are the same as in 
Example 3, except that on December 15, 1996, 
Corporation W files with the Securities and 
Exchange Commission to disclose that Corpora
tion W is no longer required to be registered 
under section 12 of the Exchange Act and to 
terminate its registration of securities under that 
provision. Because Corporation W is no longer 
subject to Exchange Act reporting obligations as 
of December 31. 1996, Corporation W is not a 
publicly held corporation for taxable year 1996, 
even though the registration of Corporation W's 
securities does not terminate until 90 days after 
Corporation W files with the Securities and 
Exchange Commission. 

(d) Exception for compensation paid 
on a commission basis. The deduction 
limit in paragraph (b) of this section 
shall not apply to any compensation 
paid on a commission basis. For this 
purpose, compensation is paid on a 
commission basis if the facts and 
circumstances show that it is paid 
solely on account of income generated 
directly by the individual performance 
of the individual to whom the compen
sation is paid. Compensation does not 
fail to be attributable directly to the 
individual merely because support serv
ices, such as secretarial or research 
services, are utilized in generating the 
income. However, if compensation is 
paid on account of broader perform
ance standards, such as income pro
duced by a business unit of the 
corporation, the compensation does not 
qualify for the exception provided 
under this paragraph (d). 

(e) Exception for qualified per
formance-based compensation-(l) In 
general. The deduction limit in para
graph (b) of this section does not apply 
to qualified performance-based com
pensation. Qualified performance-based 
compensation is compensation that 
meets all of the requirements of para
graphs (e)(2) through (e)(5) of this 
section. 

(2) Performance goal requirement
(i) Preestablished goal. Qualified 
performance-based compensation must 
be paid solely on account of the 
attainment of one or more pre
established, objective performance 
goals. A performance goal is consid
ered preestablished if it is established 
in writing by the compensation com
mittee prior to the commencement of 
the services to which the performance 
goal relates and while the outcome is 
substantially uncertain. A performance 
goal is objective if a third party having 
knowledge of the relevant facts could 
determine whether the goal is met. Per
formance goals can be based on one or 
more business criteria that apply to the 
individual, a business unit, or the 
corporation as a whole. Such business 
criteria could include, for example, 
stock price, market share, sales, earn
ings per share, return on equity, or 
costs. A performance goal need not, 
however, be based upon an increase or 
positive result under a business crite
rion and could include, for example, 
maintaining the status quo or limiting 
economic losses (measured, in each 
case, by reference to a specific busi
ness criterion). A performance goal 
does not include the mere continued 
employment of the covered employee. 
Thus, a vesting provision based solely 
on continued employment would not 
constitute a performance goal. See 
paragraph (e)(2)(vi) of this section for 
rules on compensation that is based on 
an increase in the price of stock. 

(ii) Objective compensation formula. 
A preestablished performance goal 
must state, in terms of an objective 
formula or standard, the method for 
computing the amount of compensation 
payable to the employee if the goal is 
attained. A formula or standard is ob
jective if a third party having knowl
edge of the relevant performance 
results could calculate the amount to be 
paid to the employee. In addition, a 
formula or standard must specify the 
individual employees or class of 
employees to which it applies. 

(iii) Discretion-(A) The terms of 
an objective formula or standard must 
preclude discretion to increase the 
amount of compensation payable that 
would otherwise be due upon attain
ment of the goal. A performance goal 
is not discretionary for purposes of this 
paragraph (e)(2)(iii) merely because the 
compensation committee reduces or 
eliminates the compensation or other 
economic benefit that was due upon 
attainment of the goal. 

(B) If compensation is payable upon 
or after the attainment of a perform
ance goal, and a change is made to 
accelerate the payment of compensation 
to an earlier date after the attainment of 
the goal, the change will be treated as 
an increase in the amount of compensa
tion, unless the amount of compensa
tion paid is discounted to reasonably 
reflect the time value of money. If 
compensation is payable upon or after 
the attainment of a performance goal, 
and a change is made to defer the 
payment of compensation to a later 
date, any amount paid in excess of the 
amount that was originally owed to the 
employee will not be treated as an 
increase in the amount of compensation 
if the additional amount is based on a 
reasonable interest rate. However, if 
compensation is payable in the form of 
property, a change in the timing of the 
transfer of that property after the 
attainment of the goal will not be 
treated as an increase in the amount of 
compensation for purposes of this 
paragraph (e)(2)(iii). Thus, for exam
ple, if the terms of a stock grant 
provide for stock to be transferred after 
the attainment of a performance goal 
and the transfer of the stock also is 
subject to a vesting schedule, a change 
in the vesting schedule that either 
accelerates or defers the transfer of 
stock will not be treated as an increase 
in the amount of compensation payable 
under the performance goal. 

(iv) Compensation contingent upon 
attainment of performance goal. Com
pensation does not satisfy the require
ments of this paragraph (e)(2) if the 
facts and circumstances indicate that 
the employee would receive all or part 
of the compensation, regardless of 
whether the performance goal is at
tained. Thus, if the payment of com
pensation under a grant or award is 
only nominally or partially contingent 
on attaining a performance goal, none 
of the compensation payable under the 
grant or award satisfies the require
ments of this paragraph (e)(2). How
ever, compensation does not fail to be 
qualified performance-based compensa
tion merely because the plan allows the 
compensation to be payable upon 
death, disability, or change of owner
ship or control, although compensation 
paid on account of those events prior to 
the attainment of the performance goal 
would not satisfy the requirements of 
this paragraph (e)(2). All plans, ar
rangements, or agreements that provide 
for compensation to the employee will 
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be taken into account for purposes of 
this paragraph (e)(2)(iv). 

(v) Grant-by-grant determination. 
The determination of whether compen
sation satisfies the requirements of this 
paragraph (e)(2) shall be made on a 
grant-by-grant basis. Thus, for exam
ple, whether compensation attributable 
to a stock option grant satisfies the 
requirements of this paragraph (e)(2) 
generally is determined on the basis of 
the particular grant made and without 
regard to the terms of any other option 
grant to the same or another employee. 

(vi) Application of requirements to 
stock options and stock appreciation 
rights-(A) In general. Compensation 
attributable to a stock option or a stock 
appreciation right is deemed to satisfy 
the requirements of this paragraph 
(e)(2) if the grant or award is made by 
the compensation committee; the plan 
under which the option or right is 
granted states the maximum number of 
shares with respect to which options or 
rights may be granted during a spec
ified period to any employee; and, 
under the terms of the option or right, 
the amount of compensation the em
ployee could receive is based solely on 
an increase in the value of the stock 
after the date of the grant or award. 
Conversely, if the amount of compen
sation the employee will receive under 
the grant or award is not based solely 
on an increase in the value of the stock 
after the date of grant (e.g., restricted 
stock, or an option that is granted with 
an exercise price that is less than the 
fair market value as of the date of 
grant), none of the compensation at
tributable to the grant or award is 
qualified performance-based compensa
tion because it does not satisfy the 
requirement of paragraph (e)(2)(iv) of 
this section. The preceding sentence 
does not apply, however, if the grant or 
award is made on account of the at
tainment of a performance goal that 
satisfies the requirements of this para
graph (e)(2) or if the vesting or 
exercisability of the grant or award is 
contingent on the attainment of a 
performance goal that satisfies this 
paragraph (e)(2). 

(B) Cancellation and repricing. 
Compensation attributable to a stock 
option or stock appreciation right does 
not satisfy the requirements of this 
paragraph (e)(2) to the extent that the 
number of options granted exceed the 
maximum number of shares for which 
options may be granted to the em
ployee as specified in the plan. If an 
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option is canceled, the canceled option 
continues to be counted against the 
maximum number of shares for which 
options may be granted to the em
ployee. If, after grant, the exercise 
price of an option is reduced, the 
transaction is treated as a cancellation 
of the option and a grant of a new 
option. In such case, both the option 
that is deemed to be canceled and the 
option that is deemed to be granted 
reduce the maximum number of shares 
for which options may be granted to 
the employee. This paragraph (e)(2)
(vi)(B) also applies in the case of a 
stock appreciation right where, after the 
award is made, the base amount on 
which stock appreciation is calculated 
is reduced to reflect a reduction in the 
fair market value of stock. 

(C) Corporate transactions. Com
pensation attributable to a stock option 
or stock appreciation right does not fail 
to satisfy the requirements of this 
paragraph (e)(2) to the extent that a 
change in the grant or award is made to 
reflect a change in corporate capital
ization, such as a stock split, or a 
corporate transaction, such as any 
merger of a corporation into another 
corporation, any consolidation of two 
or more corporations into another cor
poration, any separation of a corpora
tion (including a spin-off or other 
distribution of stock or property by a 
corporation), any reorganization of a 
corporation (whether or not such reor
ganization comes within the definition 
of such term in section 368), or any 
partial or complete liquidation by a 
corporation. 

(vii) Examples. This paragraph (e)(2) 
may be illustrated by the following 
examples: 

Example 1. Prior to the start of a fiscal year, 
Corporation S establishes a bonus plan under 
which A, the chief executive officer, will receive 
a cash bonus of $500,000, if year-end corporate 
sales are increased by at least 5 percent. The 
compensation committee retains the right, if the 
performance goal is met, to reduce the bonus 
payment to A if, in its jUdgment, other subjective 
factors warrant a reduction. The bonus will meet 
the requirements of this paragraph (e)(2). 

Example 2. B is the general counsel of 
Corporation R, which is engaged in patent 
litigation with Corporation S. Representatives of 
Corporation S have informally indicated to 
Corporation R a willingness to settle the 
litigation for $50,000,000. Subsequently, the 
compensation committee of Corporation R agrees 
to pay B a bonus if B obtains a formal settlement 
for at least $50,000,000. The bonus to B does 
not meet the requirement of this paragraph (e)(2) 
because the performance goal was not estab
lished at a time when the outcome was 
substantially uncertain. 

Example 3. Corporation S, a public utility, 
adopts a bonus plan for selected salaned 
employees that will pay a bonus at the end of a 
3-year period of $750,000 each if, at the end of 
the 3 years, the price of S stock has increased by 
I ° percent. The plan also provides that the 10-
percent goal will automatically adjust upward or 
downward by the percentage change in a pub
lished utilities index. Thus, for example, if the 
published utilities index shows a net increase of 
5 percent over a 3-year period, then the salaried 
employees would receive a bonus only if 
Corporation S stock has increased by 15 percent. 
Conversely, if the published utilities index shows 
a net decrease of 5 percent over a 3-year period, 
then the salaried employees would receive a 
bonus if Corporation S stock has increased by 5 
percent. Because these automatic adjustments in 
the performance goal are preestablished, the 
bonus meets the requirement of this paragraph 
(e)(2), notwithstanding the potential changes in 
the performance goal. 

Example 4. The facts are the same as in 
Example 3. except that the bonus plan provides 
that, at the end of the 3-year period, a bonus of 
$750,000 will be paid to each salaried employee 
if either the price of Corporation S stock has 
increased by I ° percent or the earnings per share 
on Corporation S stock have increased by 5 per
cent. If both the earnings-per-share goal and the 
stock-price goal are preestablished before the 
beginning of the 3-year period, the compensation 
committee's discretion to choose to pay a bonus 
under either of the two goals does not cause any 
bonus paid under the plan to fail to meet the 
requirement of this paragraph (e)(2) because each 
goal independently meets the requirements of 
this paragraph (e)(2). The choice to pay under 
either of the two goals is tantamount to the 
discretion to choose not to pay under one of the 
goals, as provided in paragraph (e)(2)(iii) of this 
section. 

Example 5. Corporation U establishes a bonus 
plan under which a specified class of employees 
will participate in a bonus pool if certain 
preestablished performance goals are attained. 
The amount of the bonus pool is determined 
under an objective formula. Under the terms of 
the bonus plan, the compensation committee 
retains the discretion to determine the fraction of 
the bonus pool that each employee may receive. 
The bonus plan does not satisfy the requirements 
of this paragraph (e)(2). Although the aggregate 
amount of the bonus plan is determined under an 
objective formula, a third party could not 
determine the amount that any individual could 
receive under the plan. 

Example 6. The facts are the same as in 
Example 5. except that the bonus plan provides 
that each employee is eligible for an equal share 
of the bonus pool. The bonus plan would satisfy 
the requirements of this paragraph (e)(2). In 
addition. the bonus plan would satisfy the 
requirements of this paragraph (e)(2) even if the 
compensation committee retains the discretion to 
reduce the compensation payable to any individ
ual employee, provided that a reduction in the 
amount of one employee's bonus does not result 
in an increase in the amount of any other 
employee's bonus. 

Example 7. Corporation V establishes a stock 
option plan for salaried employees. The terms of 
the stock option plan specify that no salaried 
employee shall receive options for more than 
100,000 shares over any 3-year period. The 
compensation committee grants options for 
50,000 shares to each of several salaried 
employees. The exercise price of each option is 



equal to or greater than the fair market value at 
the time of each grant. Compensation attributable 
to the exercise of the options satisfies the 
requirements of this paragraph (e)(2). If. how
ever, the terms of the options provide that the 
exercise price is less than fair market value at 
the date of grant, no compensation attributable to 
the exercise of those options satisfies the 
requirements of this paragraph (e)(2) unless 
issuance or exercise of the options was con
tingent upon the attainment of a preestablished 
performance goal that satisfies this paragraph 
(e)(2). 

Example 8, The facts are the same as in 
Example 7. except that, within the same 3-year 
grant period, the fair market value of Corpora
tion V stock is significantly less than the 
exercise price of the options. The compensation 
committee reprices those options to that lower 
current fair market value of Corporation V stock. 
The repricing of the options for 50,000 shares 
held by each salaried employee is treated as the 
grant of new options for an additional 50,000 
shares to each employee. Thus, each of the 
salaried employees is treated as having received 
grants for 100,000 shares. Consequently, if any 
additional options are granted to those employees 
during the 3-year period, compensation attributa
ble to the exercise of those additional options 
would not satisfy the requirements of this 
paragraph (e)(2). The results would be the same 
if the compensation committee canceled the 
outstanding options and issued new options to 
the same employees that were exercisable at the 
fair market value of Corporation V stock on the 
date of reissue. 

Example 9. Corporation W maintains a plan 
under which each participating employee may 
receive incentive stock options, nonqualified 
stock options, stock appreciation rights, or grants 
of restricted Corporation W stock. The plan 
specifies that each participating employee may 
receive options, stock appreciation rights, 
restricted stock, or any combination of each, for 
no more than 20,000 shares over the life of the 
plan. The plan provides that stock options may 
be granted with an exercise price of less than, 
equal to, or greater than fair market value on the 
date of grant. Options granted with an exercise 
price equal to, or greater than, fair market value 
on the date of grant do not fail to meet the 
requirements of this paragraph (e)(2) merely 
because the compensation committee has the 
discretion to determine the types of awards (i.e., 
options, rights, or restricted stock) to be granted 
to each employee or the discretion to issue 
options or make other compensation awards 
under the plan that would not meet the re
quirements of this paragraph (e)(2). Whether an 
option granted under the plan satisfies the 
requirements of this paragraph (e)(2) is deter
mined on the basis of the specific terms of the 
option and without regard to other options or 
awards under the plan. 

Example 10. Corporation X maintains a plan 
under which stock appreciation rights may be 
awarded to key employees. The plan permits the 
compensation committee to make awards under 
which the amount of compensation payable to 
the employee is equal to the increase in the stock 
price plus a percentage "gross up" intended to 
offset the tax liability of the employee. In 
addition, the plan permits the compensation 
committee to make awards under which the 
amount of compensation payable to the employee 
is equal to the increase in the stock price, based 
on the highest prIce, which IS defmed as the 
highest price paid for Corporation X stock (or 

offered in a tender offer or other arms- length 
offer) during the 90 days preceding exercise. 
Compensation attributable to awards under the 
plan satisfies the requirements of paragraph 
(e)(2)(vi) of this section, provided that the terms 
of the plan specify the maximum number of 
shares for which awards may be made. 

(3) Outside directors-(i) General 
rule. The performance goal under 
which compensation is paid must be 
established by a compensation commit
tee comprised solely of two or more 
outside directors. A director is an 
outside director if the director-

(A) Is not a current employee of the 
publicly held corporation; 

(B) Is not a former employee of the 
publicly held corporation who receives 
compensation for prior services (other 
than benefits under a tax-qualified 
retirement plan) during the taxable 
year; 

(C) Has not been an officer of the 
publicly held corporation; and 

(D) Does not receive remuneration, 
either directly or indirectly, in any 
capacity other than as a director. 

(ii) Remuneration. For purposes of 
this paragraph (e )(3), remuneration in
cludes any payment in exchange for 
goods or services. Remuneration is 
deemed to be paid to a director if-

(A) Remuneration is paid to the 
director personally or to an entity in 
which the director has a beneficial 
ownership interest of greater than 50 
percent; 

(B) Remuneration, other than de 
minimis remuneration, is paid to an 
entity by which the director is 
employed (including self employed); or 

(C) Remuneration, other than de 
minimis remuneration, is paid to an 
entity in which the director has a 
beneficial ownership interest of at least 
5 percent but not more than 50 percent. 

(iii) De minimis remuneration. For 
purposes of paragraphs (e)(3)(ii)(B) and 
(C) of this section, remuneration paid 
to an entity is de minimis if, during the 
publicly held corporation's preceding 
taxable year, payments to the entity did 
not exceed the lesser of-

(A) $60,000; or 
(B) 5 percent of the gross income of 

the entity for the entity's taxable year 
ending with or within the publicly held 
corporation's taxable year. 

(iv) Employees and former officers. 
Whether a director is an employee or a 
former officer is determined on the 
basis of the facts at the time that the 

individual is serving as a director on 
the compensation committee. Thus, a 
director is not precluded from being an 
outside director solely because the 
director IS a former officer of a 
corporation that previously was an 
affiliated corporation of the publicly 
held corporation. However, an outside 
director would no longer be an outside 
director if a corporation in which the 
director was previously an officer 
became an affiliated corporation of the 
publicly held corporation. 

(v) Officer. Solely for purposes of 
this paragraph (e)(3), officer means an 
administrative executive who is or was 
in regular and continued service. The 
term officer implies continuity of serv
ice and excludes those employed for a 
special and single transaction. An 
individual who merely has (or had) the 
title of officer but not the authority of 
an officer is not considered an officer. 
The determination of whether an indi
vidual is or was an officer is based on 
all the of facts and circumstances in the 
particular case, including without lim
itation the source of the individual's 
authority, the term for which the 
individual is elected or appointed, and 
the nature and extent of the individ
ual's duties. 

(vi) Examples. This paragraph (e)(3) 
may be illustrated by the following 
examples: 

Example 1. Corporations X and Yare mem
bers of an affiliated group of corporations as 
defined in section 1504, until July I, 1994, when 
Y is sold to another group. Prior to the sale, A 
served as an officer of Corporation Y. After July 
I, 1994, A is not treated as a former officer of 
Corporation X by reason of having been an 
officer of Y. 

Example 2. Corporation Z, a calendar-year 
taxpayer, employs the services of a consulting 
firm in which B is an employee. The consulting 
firm reports income on a July I to June 30 basis. 
Corporation Z appoints B to serve on its 
compensation committee for calendar year 1995 
after determining that in 1994 it did not 
compensate the consulting firm in an amount 
exceeding the lesser of $60,000 or five percent 
of the consulting firm's gross income (calculated 
for the year ending June 30, 1994). On October 
I, 1995, Corporation Z pays the consulting firm 
$50,000. For the year ending June 30, 1995, the 
consulting firm's gross income was less than $1 
million. Thus, in calendar year 1996, B is not an 
outside director. However, B may satisfy the 
requirements for an outside director in 1997, if. 
in calendar year 1996, the payments from 
Corporation Z to the consulting firm meet the de 
minimis rule of paragraph (ej(3)(iii) of this 
section. 

(4) Shareholder approval requlre
ment-(i) General rule. The material 
terms of the performance goal under 
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which the compensation is to be paid 
must be disclosed to and subsequently 
approved by shareholders of the pub
licly held corporation. The require
ments of this paragraph (e)( 4) are not 
satisfied if the compensation would be 
paid regardless of whether the material 
terms are approved by shareholders. 
The material terms include the individ
uals eligible to receive compensation; a 
description of the business criteria on 
which the performance goal is based; 
and either the maximum amount of the 
compensation to be paid or the formula 
used to calculate the amount of com
pensation if the performance goal is 
attained. 

(ii) Eligible employees. Disclosure of 
the employees eligible to receive com
pensation need not be so specific as to 
identify the particular individuals by 
name. A general description of the 
class of eligible employees by title or 
class is sufficient, such as the chief 
executive officer and vice presidents, or 
all salaried employees, or all executive 
officers. 

(iii) Description of business 
criteria-(A) In general. Disclosure of 
the business criteria on which the 
performance goal is based need not 
include the specific targets that must be 
satisfied under the performance goal. 
For example, if a bonus plan provides 
that a bonus will be paid if earnings 
per share increase by 10 percent, the 
lO-percent figure is a target that need 
not be disclosed to shareholders. How
ever, in that case, disclosure must be 
made that the bonus plan is based on 
an earnings-per-share business crite
rion. In the case of a plan under which 
employees may be granted stock op
tions or stock appreciation rights, no 
specific description of the business 
criteria is required if the grants or 
awards are based on a stock price that 
is no less than current fair market 
value. 

(B) Disclosure of confidential infor
mation. The requirements of this para
graph (e)( 4) may be satisfied even 
though information that otherwise 
would be a material term of a perform
ance goal is not disclosed to share
holders, provided that the compensation 
committee determines that the informa
tion is confidential commercial or 
business information, the disclosure of 
which would have an adverse effect on 
the publicly held corporation. Whether 
disclosure would adversely affect the 
corporation is determined on the basis 
of the facts and circumstances. If the 
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compensation committee makes such a 
determination, the disclosure to share
holders must state the compensation 
committee's belief that the information 
is confidential commercial or business 
information, the disclosure of which 
would adversely affect the company. In 
addition, the ability not to disclose 
confidential information does not elimi
nate the requirement that disclosure be 
made of the maximum amount of 
compensation that is payable to an 
individual under a performance goal. 
Confidential information does not in
clude the identity of an executive or 
the class of executives to which a 
performance goal applies or the amount 
of compensation that is payable if the 
goal is satisfied. 

(iv) Description of compensation. 
Disclosure as to the compensation pay
able under a performance goal must be 
specific enough so that shareholders 
can determine the maximum amount of 
compensation that could be paid to any 
employee during a specified period. If 
the terms of the performance goal do 
not provide for a maximum dollar 
amount, the disclosure must include the 
formula under which the compensation 
would be calculated. Thus, for exam
ple, if compensation attributable to the 
exercise of stock options is equal to the 
difference in the exercise price and the 
current value of the stock, disclosure 
would be required of the maximum 
number of shares for which grants may 
be made to any employee and the 
exercise price of those options (e.g., 
fair market value on date of grant). In 
that case, shareholders could calculate 
the maximum amount of compensation 
that would be attributable to the 
exercise of options on the basis of their 
assumptions as to the future stock 
price. 

(v) Disclosure requirements of the 
Securities and Exchange Commission. 
To the extent not otherwise specifically 
provided in this paragraph (e)( 4), 
whether the material terms of a per
formance goal are adequately disclosed 
to shareholders is determined under the 
same standards as apply under the Ex
change Act. 

(vi) Frequency of disclosure. Once 
the material terms of a performance 
goal are disclosed to and approved by 
shareholders, no additional disclosure 
or approval is required unless the 
compensation committee changes the 
material terms of the performance goal. 
If, however, the compensation commit
tee has authority to change the targets 

under a performance goal after share
holder approval of the goal, material 
terms of the performance goal must be 
disclosed to and reapproved by share
holders no later than the first share
holder meeting that occurs in the fifth 
year following the year in which share
holders previously approved the per
formance goal. 

(vii) Shareholder vote. For purposes 
of this paragraph (e)( 4), the material 
terms of a performance goal are ap
proved by shareholders if, in a separate 
vote, affirmative votes are cast by a 
majority of the voting shares. Absten
tions are not counted as voting unless 
applicable state law provides otherwise. 

(viii) Examples. This paragraph 
(e)( 4) is illustrated by the following 
examples: 

Example 1. Corporation X adopts a plan that 
will pay a specified class of its executives an 
annual cash bonus based on the overall increase 
in corporate sales during the year. Under the 
terms of the plan, the cash bonus of each 
executive equals $100,000 multiplied by the 
number of percentage points by which sales 
increase in the current year when compared to 
the prior year. Corporation X discloses to its 
shareholders prior to the vote both the class of 
executives eligible to receive awards and the 
annual formula of $100,000 multiplied by the 
percentage increase in sales. This disclosure 
meets the requirements of this paragraph (e)( 4). 
Because the compensation committee does not 
have the authority to establish a different target 
under the plan, Corporation X need not re
disclose to its shareholders and obtain their 
reapproval of the material terms of the plan until 
those material terms are changed. 

Example 2. The facts are the same as in 
Example 1 except that Corporation X discloses 
only that bonuses will be paid on the basis of the 
annual increase in sales. This disclosure does not 
meet the requirements of this paragraph (e)( 4) 
because it does not include the formula for 
calculating the compensation or a maximum 
amount of compensation to be paid if the 
performance goal is satisfied. 

Example 3. Corporation Y adopts an incentive 
compensation plan in 1995 that will pay a 
specified class of its executives a bonus every 3 
years based on the following 3 factors: increases 
in earnings per share, reduction in costs for 
specified divisions, and increases in sales by 
specified divisions. The bonus is payable in cash 
or in Corporation Y stock, at the option of the 
executive. Under the terms of the plan, prior to 
the beginning of each 3-year period, the compen
sation committee determines the specific targets 
under each of the three factors (i.e .. the amount 
of the increase in earnings per share, the 
reduction in costs, and the amount of sales) that 
must be met in order for the executives to 
receive a bonus. Under the terms of the plan, the 
compensation committee retains the discretion to 
determine whether a bonus will be paid under 
anyone of the goals. The terms of the plan also 
specify that no executive may receive a bonus in 
excess of $1,500,000 for any 3-year period. To 
satisfy the requirements of this paragraph (e)( 4), 
Corporation Y obtains shareholder approval of 



the plan at its 1995 annual shareholder meeting. 
In the proxy statement issued to shareholders, 
Corporation Y need not disclose to shareholders 
the specific targets that are set by the compensa
tion committee. However, Corporation Y must 
disclo,,~ that bonuses are paid on the basis of 
earnings per share, reductions in costs, and 
increases in sales of specified divisions. Corpora
tion Y also must disclose that the maximum 
amount of compensation that any executive may 
receive under the plan is $1,500,000 per 3-year 
period. Unless changes in the material terms of 
the plan are made earlier, Corporation Y need 
not disclose the material terms of the plan to the 
shareholders and obtain their reapproval until the 
first shareholders' meeting held in 2000. 

Example 4. The same facts as in Example 3, 
except that prior to the beginning of the second 
3-year period, the compensation committee deter
mines that different targets will be set under the 
plan for that period with regard to all three of 
the performance criteria (i. e., earnings per share, 
reductions in costs, and increases in sales). In 
addition, the compensation committee raises the 
maximum dollar amount that can be paid under 
the plan for a 3-year period to $2,000,000. The 
increase in the maximum dollar amount of 
compensation under the plan is a changed 
material term. Thus, to satisfy the requirements 
of this paragraph (e)( 4), Corporation Y must 
disclose to and obtain approval by the share
holders of the plan as amended. 

Example 5. In 1998, Corporation Z establishes 
a plan under which a specified group of 
executives will receive a cash bonus not to 
exceed $750,000 each if a new product that has 
been in development is completed and ready for 
sale to customers by January I, 2000. Although 
the completion of the new product is a material 
term of the performance goal under this para
graph (e)(4), the compensation committee deter
mines that the disclosure to shareholders of the 
performance goal would adversely affect Corpo
ration Z because its competitors would be made 
aware of the existence and timing of its new 
product. In this case, the requirements of this 
paragraph (ej(4) are satisfied if all other material 
terms, including the maximum amount of com
pensation, are disclosed and the disclosure 
affirmatively states that the terms of the perform
ance goal are not being disclosed because the 
compensation committee has determined that 
those terms include confidential information, the 
disclosure of which would adversely affect 
Corporation Z. 

(5) Compensation committee certi
fication. The compensation committee 
must certify in writing prior to payment 
of the compensation that the perform
ance goals and any other material terms 
were in fact satisfied. For this purpose, 
approved minutes of the compensation 
committee meeting in which the cer
tification is made are treated as a 
written certification. Certification by 
the compensation committee is not re
quired for compensation that is attribu
table solely to the increase in the stock 
of the publicly held corporation, 

([) Pril'atcly held companies that 
become puhlic!." held. In the case of a 
corporation that was not publicly held 
for the entire taxable year, the deduc-

tion limit of paragraph (b) of this 
section does not apply to any compen
sation plan or agreement that existed 
during the period in which the corpora
tion was not publicly held, to the extent 
that the prospectus accompanying the 
initial public offering disclosed infor
mation concerning those plans or 
agreements that satisfied all applicable 
securities laws then in effect. However, 
this paragraph ([) shall not apply to the 
extent that a plan or agreement is 
materially modified as described in 
paragraph (h)(1 )(iii) of this section, 

(g) Coordination with disallowed 
excess parachute payments, The 
$1,000,000 limitation in paragraph (b) 
of this section is reduced (but not 
below zero) by the amount (if any) that 
would have been included in the 
compensation of the covered employee 
for the taxable year but for being 
disallowed by reason of section 280G. 
For example, assume that during a 
taxable year a corporation pays 
$1,500,000 to a covered employee and 
no portion satisfies the exception in 
paragraph (d) of this section for com
missions or paragraph (e) of this 
section for qualified performance-based 
compensation. Of the $1,500,000, 
$600,000 is an excess parachute pay
ment, as defined in section 280G(b)( 1) 
and is disallowed by reason of that 
section, Because the excess parachute 
payment reduces the limitation of para
graph (b) of this section, the corpora
tion can deduct $400,000, and 
$500,000 of the otherwise deductible 
amount is nondeductible by reason of 
section 162(m), 

(h) Transition rules-(1) Compensa
tion payable under a written binding 
contract which was in effect on Febru
ary 17, 1993-(i) General rule. The 
deduction limit of paragraph (b) of this 
section does not apply to any compen
sation payable under a written binding 
contract that was in effect on February 
17, 1993. The preceding sentence does 
not apply unless, under applicable state 
law, the corporation is obligated to pay 
the compensation if the employee per
forms services. However, the deduction 
limit of paragraph (b) of this section 
does apply to a contract that is renewed 
after February 17, 1993, A written 
binding contract that is terminable or 
cancelable by the corporation after 
February 17, 1993, without the 
employee's consent is treated as a new 
contract as of the date that any such 
termination or cancellation, if made, 
would be effective. Thus, for example, 

if the terms of a contract provide that it 
will be automatically renewed as of a 
certain date unless either the corpora
tion or the employee gives notice of 
termination of the contract at least 30 
days before that date, the contract is 
treated as a new contract as of the date 
that termination would be effective if 
that notice were given. Similarly, for 
example, if the terms of a contract 
provide that the contract will be 
terminated or canceled as of a certain 
date unless either the corporation or the 
employee elects to renew within 30 
days of that date, the contract is treated 
as renewed by the corporation as of 
that date. A contract is not treated as 
terminable or cancelable if it can be 
terminated or canceled only by termi
nating the employment relationship of 
the employee. 

(ii) Compensation payable under a 
plan or arrangement. If a compensation 
plan or arrangement meets the require
ments of paragraph (h)(1)(i) of this 
section, the compensation paid to an 
employee pursuant to the plan or ar
rangement will not be subject to the 
deduction limit of paragraph (b) of this 
section even though the employee was 
not eligible to participate in the plan as 
of February 17, 1993. However, the 
preceding sentence does not apply 
unless the employee was employed on 
February 17, 1993, by the corporation 
that maintained the plan or arrange
ment, or the employee had the right to 
participate in the plan or arrangement 
under a written binding contract as of 
that date, 

(iii) Material modifications-(A) 
Paragraph (h)( 1 )(i) of this section will 
not apply to any written binding 
contract that is materially modified, A 
material modification occurs when the 
contract is amended to increase the 
amount of compensation payable to the 
employee. If a binding written contract 
is materially modified, it is treated as a 
new contract entered into as of the date 
of the material modification. Thus, 
amounts received by an employee 
under the contract prior to a material 
modification are not affected, but 
amounts received subsequent to the 
material modification are not treated as 
paid under a binding, written contract 
described in paragraph (h)( 1 )(i) of this 
section. 

(B) A modification of the contract 
that accelerates the payment of com
pensation will be treated as a material 
modification unless the amount of 
compensation paid is discounted to 
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reasonably reflect the time value of 
money. If the contract is modified to 
defer the payment of compensation, 
any compensation paid in excess of the 
amount that was originally payable to 
the employee under the contract will 
not be treated as a material modifica
tion if the additional amount is based 
on a reasonable interest rate. 

(C) The adoption of a supplemental 
contract or agreement that provides for 
increased compensation, or the payment 
of additional compensation, is a mate
rial modification of a binding, written 
contract where the facts and circum
stances show that the additional com
pensation is paid on the basis of 
substantially the same elements or 
conditions as the compensation that is 
otherwise paid under the written bind
ing contract. However, a material mod
ification of a written binding contract 
does not include a supplemental pay
ment that is equal to or less than a 
reasonable cost-of-living increase over 
the payment made in the preceding 
year under that written binding con
tract. In addition, a supplemental pay
ment of compensation that satisfies the 
requirements of qualified performance
based compensation in paragraph (e) of 
this section will not be treated as a 
material modification. 

(iv) Examples. The following exam
ples illustrate the exception of this 
paragraph (h)(1): 

Example 1. Corporation X executed a 3-year 
employment agreement with C on February IS, 
1993, that constitutes a written binding contract 
under applicable state law. The terms of the 
agreement provide for automatic extension after 
the 3-year term for additional I-year periods, 
unless the corporation exercises its option to 
terminate the contract within 30 days of the end 
of the 3-year term or, thereafter, within 30 days 
before each anniversary date. Unless terminated, 
the contract is treated as renewed on February 
IS, 1996, and the deduction limit of paragraph 
(b) of this section applies to payments under the 
contract ~fter that date. 

Example 2. Corporation Y executed as-year 
employment agreement with B on January I, 
1992, providing for a salary of $900,000 per 
year. Assume that this agreement constitutes a 
written binding contract under applicable state 
law. In 1992 and 1993, B receives the salary of 
$900,000 per year. In 1994, Corporation Y 
increases B's salary with a payment of $20,000. 
The $20,000 supplemental payment does not 
constitute a material modification of the written 
binding contract because the $20,000 payment is 
less than or equal to a reasonable cost-of-living 
increase from 1993. However, the $20,000 
supplemental payment is subject to the limitation 
in paragraph (b) of this section. On January I, 
1995, Corporation Y increases B's salary to 
$1,200,000. The $280,000 supplemental payment 
is a material modification of the written binding 
contract because the additional compensation is 
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paid on the basis of substantially the same 
elements or conditions as the compensation that 
is otherwise paid under the written binding 
contract and it is greater than a reasonable, 
annual cost-of-living increase. Because the writ
ten binding contract is materially modified as of 
January I, 1995, all compensation paid to B in 
1995 and thereafter is subject to the deduction 
limitation of section 162(m). 

Example 3. Assume the same facts as in 
Example 2. except that instead of an increase in 
salary, B receives a restricted stock grant subject 
to B's continued employment for the balance of 
the contract. The restricted stock grant is not a 
material modification of the binding written 
contract because any additional compensation 
paid to B under the grant is not paid on the basis 
of substantially the same elements and conditions 
as B' s salary because it is based both on the 
stock price and B' s continued service. However, 
compensation attributable to the restricted stock 
grant is subject to the deduction limitation of 
section 162(m). 

(2) Special transitIOn rule for out
side directors. A director who is a 
disinterested director is treated as satis
fying the requirements of an outside 
director under paragraph (e)(3) of this 
section until the first meeting of 
shareholders at which directors are to 
be elected that occurs after July 1, 
1994. For purposes of this paragraph 
(h)(2) and paragraph (h)(3) of this 
section, a director is a disinterested 
director if the director is disinterested 
within the meaning of Rule 16b-3(c)
(2)(i), 17 CFR 240. 16b-3(c)(2)(i), un
der the Exchange Act (including the 
provisions of Rule 16b-3(d)(3), as in 
effect on April 30, 1991). 

(3) Special transition rule for pre
viously-approved plans-(i) In general. 
Any compensation paid under a plan or 
agreement approved by shareholders 
before December 20, 1993, is treated as 
satisfying the requirements of para
graphs (e )(3) and (e)( 4) of this section, 
provided that the directors establishing 
and administering the plan or agree
ment are disinterested directors and the 
plan was approved by shareholders in a 
manner consistent with Rule 16b-3(b), 
17 CFR 240. 16b-3(b) under the Ex
change Act or Rule 16b-3(a), as in 
effect on April 30, 1991. In addition, 
for purposes of satisfying the require
ments of paragraph (e)(2)(vi) of this 
section, a plan or agreement is treated 
as stating a maximum number of shares 
with respect to which an option or right 
may be granted to any employee if the 
plan or agreement that was approved 
by the shareholders provided for an 
aggregate limit on the number of shares 
of employer stock with respect to 
which awards may be made under the 
plan or agreement. 

(ii) Reliance period. The transition 
rule provided in this paragraph (h)(3) 
shall continue and may be relied upon 
until the earliest of-

(A) The expiration or material modi
fication of the plan or agreement; 

(B) The issuance of all employer 
stock that has been allocated under the 
plan; or 

(C) The first meeting of shareholders 
at which directors are to be elected that 
occurs after December 31, 1996. 

(iii) Example. The following exam
ple illustrates the application of this 
paragraph (h)(3): 

Example. Corporation Z adopted a stock 
option plan in 1991. Pursuant to Rule 16b-3 
under the Exchange Act, the stock option plan 
has been administered by disinterested directors 
and was approved by Corporation Z share
holders. Under the terms of the plan, shareholder 
approval is not required again until 200 I. In 
addition, the terms of the stock option plan 
include an aggregate limit on the number of 
shares available under the plan. Option grants 
under the Corporation Z plan are made with an 
exercise price equal to or greater than the fair 
market value of Corporation Z stock. Compensa
tion attributable to the exercise of those options 
will be treated as satisfying the requirements of 
paragraph (e) of this section for qualified 
performance-based compensation until the issu
ance of all Corporation Z stock that has been 
allocated under the plan, or, if earlier. the first 
Corporation Z shareholder meeting at which 
directors are to be elected that occurs after 
December 31, 1996. 

(i) Effective date. Section 162(m) 
and this section apply to compensation 
that is otherwise deductible by the 
corporation in a taxable year beginning 
on or after January 1, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 15, 1993, 3:25 p.m., and published 
in the issue of the Federal Register for 
December 20, 1993, 58 F.R. 66310 as 
corrected by 59 F.R. 5370) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Credit for Employer Social Security 
Taxes Paid on Employee Tips 

EE-71-93 

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. 8503, page 
17, this Bulletin], the IRS is issuing 
temporary regulations pertaining to the 
credit for employer FICA taxes paid 
with respect to certain tips received by 
employees of food or beverage estab
lishments. The temporary regulations 
clarify that the credit is effective for 
employer FICA taxes paid after De
cember 31, 1993, with respect to tips 
received for services performed after 
December 31, 1993. The temporary 
regulations also clarify that the credit 
applies only to taxes paid on tips 
reported to the employer by its em
ployees. The text of those temporary 
regulations also serves as the text of 
these proposed regulations. This docu
ment also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written comments must be 
received by February 22, 1994. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for March 29, 1994, at 10:00 a.m., 
must be received by March 8, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (EE-71-93) 
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 (EE-71-
93), Internal Revenue Service, Room 
5228, 1111 Constitution Avenue, NW, 
Washington, DC 20224. The public 
hearing will be held in the IRS 
Auditorium, seventh floor, 7400 cor
ridor, 1111 Constitution Avenue, NW, 
Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in *** [T.D. 8503, page 17, this 
Bulletin] add §1.45B-lT to the Income 
Tax Regulations. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that these 
regulations are not a significant regula-

tory action as defined in Executive 
Order 12866. It has also been deter
mined 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 wili 
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 the adoption of these pro
posed regulations, consideration will be 
given to any written comments that are 
timely submitted (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 has been scheduled 
for Tuesday, March 29, 1994, at 10:00 
a.m., in the IRS Auditorium, 7400 
corridor, Internal Revenue Building, 
1111 Constitution Avenue, NW, Wash
ington, DC. Because of access restric
tions, visitors will not be admitted 
beyond the building lobby more than 
15 minutes before the hearing starts. 

The rules of §601.601(a)(3) apply to 
the hearing. 

Persons that have submitted written 
comments by February 22, 1994, and 
want to present oral comments at the 
hearing must submit, not later than 
March 8, 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 Part I 

Income taxes, Reporting and record
keeping 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 1.45B-1 is added to 

read as follows: 

§I.45B-I Credit for certain employer 
social security taxes paid with 
respect to employee tips. 

[The text of this proposed section is 
the same as the text of § 1.45B-1 T 
published elsewhere in *** [T.D. 8503, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 22. 1993. 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 23. 1993. 58 F.R. 68091) 

Notice of Proposed Rulemaking and 
Withdrawal of Notices of Proposed 
Rulemaking 

Debt Instruments with Original Issue 
Discount; Anti-Abuse Rule; Price 
Level Adjusted Mortgages 

FI-189-84; FI-64-89; FI-5-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross-reference to temporary 
regulations and withdrawal of notices 
of proposed rulemaking. 

SUMMARY: In *** [T.D. 8518, page 
217, this Bulletin], the IRS is issuing a 
temporary regulation that adds an anti
abuse rule to the final regulations 
relating to the tax treatment of debt 
instruments with original issue dis
count. The rule allows the Commis
sioner of Internal Revenue, in certain 
circumstances, to apply or depart from 
the final regulations in a manner that 
ensures a reasonable result in light of 
the purposes of the statutes governing 
original issue discount. The text of the 
temporary regulation also serves as the 
text of this proposed regulation. This 
document also withdraws the proposed 
regulations relating to the tax treatment 
of price level adjusted mortgages and 
the portion of the 1992 proposed 
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regulations relating to the treatment of 
a debt instrument that provides for 
contingent payments. 

DATES: Written comments and re
quests for a public hearing must be 
received by April 4, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (FI-5-94), 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:DOM:CORP:T:R (FI-5-94), Inter
nal Revenue Service, Room 5228, 1111 
Constitution Avenue NW, Washington, 
DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

A temporary regulation in *** [T.D. 
8518, page 217, this Bulletin] amends 
the Income Tax Regulations (26 CFR 
part 1) relating to section 1275 by 
adding §1.1275-2T. The text of that 
temporary regulation also serves as the 
text of this proposed regulation. The 
preamble to the temporary regulation 
explains the temporary regulation. 

This document also withdraws the 
portion of the 1992 proposed regula
tions relating to the treatment of a debt 
instrument under section 1274 of the 
Internal Revenue Code if the debt 
instrument provides for contingent pay
ments. In addition, this document with
draws the proposed regulations relating 
to the tax treatment of price level 
adjusted mortgages. 

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 the proposed regulation relat
ing to the anti-abuse rule is adopted as 
a final regulation, consideration 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 may be scheduled and held 
upon written request by any person 
who submits written comments on the 
proposed regulation. Notice of the 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 record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
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 U.S.c. 7805 *** 

§I.1275-2T also issued under 26 
U.S. C. I275( d). 

Par. 2. Section 1.163-11, as pro
posed on January 9, 1990 (55 FR 739), 
is withdrawn as of February 2, 1994. 

Par. 3. Paragraph (e) of §1.l274-2, 
as proposed on December 22, 1992 (57 
FR 60770), is withdrawn as of Febru
ary 2, 1994. 

Par. 4. Section 1.1275-2T is added 
to read as follows: 

§I.I275-2T Special rules relating to 
debt instruments. 

[The text of this proposed section is 
the same as the text of § 1.1275-2T 
published elsewhere in *** [T.D. 8518, 
page 217, this Bulletin].] 

Par. 5. Section 1.1275-6, as pro
posed on January 9, 1990 (55 FR 739), 
is withdrawn as of February 2, 1994. 

Par. 6. Section 1.6050H-2, as pro
posed on January 9, 1990 (55 FR 739), 
is withdrawn as of February 2, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
January 27, 1994. 11:10 a.m., and published in 
the issue of the Federal Register for February 
2, 1994, 59 F.R. 4878) 

Notice of Proposed Rulemaking 

Reissuance of Mortgage Credit 
Certificates 

FI-47-92 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In [T.D. 8502, page 3, 
this Bulletin], the Internal Revenue 
Service is issuing temporary regulations 
that implement a provision of the Tax 
Reform Act of 1984 permitting the 
reissuance of mortgage credit certifi
cates. It will affect current and future 
holders of mortgage credit certificates. 
The text of those temporary regulations 
set forth in that document also serves 
as the text of these proposed 
regulations. 

DATES: Written comments and re
quests for a public hearing must be 
received by February 22, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (FI-47-92), 
Room 5228, Internal Revenue Service, 
P. O. Box 7604, Ben Franklin Station, 
Washington, D.C. 20044. In the alter
native, submissions may be delivered to 
CC:DOM:CORP:T:R (FI-47-92), Inter
nal Revenue Service, Room 5228, 1111 
Constitution Avenue, NW, Washington, 
D.C. 20044. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in *** [T.D. 8502, page 3, this 
Bulletin] add new temporary regula
tions §§1.25-3T(g)(l)(iii) and (p) to 
the Income Tax Regulations (26 CFR 
part 1) under section 25(e)(4) of the 
Internal Revenue Code (Code). Section 



25( e)( -+) was added to the Code by 
sectIOn 612 of the Tax Reform Act of 
1984, 98 Stat. 494, 905. The text of the 
temporary regulations published in *** 
[T.D. 8502, page 3, this Bulletin] also 
serves as the text of these proposed 
regulations. The preamble to the tem
porary regulations explains the 
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 has also 
been determined that section 553(b) of 
the Administrative Procedures 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, 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. 

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 may be scheduled and held 
upon written request to the Commis
sioner of Internal Revenue by any 
person who also submits timely written 
comments. If a public hearing is held, 
notice of the date, time and place will 
be published in the Federal Register. 

List of Subjects 

26 CFR part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.25-3T is amended 

to read as follows: 

§I.25-3 Qualified mortgage credit 
certificate. 

[The text of this proposed section is 
the same as the text of § 1.25-3T as 
amended by the rule published else
where in *** [T.D. 8502, this 
Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 21, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 22, 1993, 58 F.R. 67744) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Mark to Market for Dealers in 
Securities 

FI-72-93 

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. 8505, page 
152, this Bulletin], the IRS is issuing 
temporary regulations to provide guid
ance concerning the meaning of the 
statutory terms "dealer in securities," 
"held for investment," and "se
curity." This guidance will enable 
taxpayers to comply with the mark-to
market requirements of section 475. 
The text of the temporary regulations 
also serves as the text of these 
proposed regulations. This document 
also provides notice of a public hearing 
on these proposed regulations. 

DATES: Written comments must be 
received by February 28, 1994. Out
lines of oral comments to be presented 
at the public hearing scheduled for 
Tuesday, April 12, 1994, at 10:00 a.m. 
must be received by February 28, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM: CORP:T:R (FI-72-93), 
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 (FI-72-
93), Internal Revenue Service, Room 
5228, 1111 Constitution Avenue NW, 
Washington, DC 20224. The public 
hearing will be held in the Auditorium, 
Internal Revenue Building, 1111 Con
stitution Avenue NW, Washington, DC 
20224. 

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 
§1.475(b)-2. This information is re
quired by the IRS to prevent taxpayers 
from identifying some securities held 
as of the close of the last taxable year 
ending before December 31, 1993, as 
held for investment and inconsistently 
failing to identify other securities sim
ilarly held. This information will be 
used to determine whether securities 
have been properly excluded from 
mark-to-market treatment. The likely 
recordkeepers are business 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 IRS. Individ
ual recordkeepers may require more or 
less time, depending on their particular 
circumstances. 

Estimated total annual recordkeeping 
burden: 25,000 hours. 

The estimated annual burden per 
recordkeeper varies from 15 minutes to 
3 hours, depending on individual cir
cumstances, with an estimated average 
of I hour. 

1994-1 C.B. 787 



Estimated number of recordkeepers: 
25,000. 

Background 

Temporary regulations in *** [T.D. 
8505, page 152, this Bulletin] amend 
the Income Tax Regulations (26 CFR 
part I) relating to section 475 by 
adding new §§1.475(b)-lT, 1.475(b)-
2T, 1.475(c)-IT, 1.475(c)-2T, 
1.475(d)-lT, and 1.475(e)-lT. The 
temporary regulations contain rules 
relating to mark-to-market accounting 
for dealers in securities. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
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 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, April 12, 1994, at 10:00 
a.m. in the Auditorium, Internal Reve
nue Building, IIII Constitution Ave
nue NW, Washington, DC. Because of 
access restrictions, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of §601.601(a)(3) apply to 
the hearing. 

Persons who have submitted written 
comments by February 28, 1994, and 
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want to present oral comments at the 
hearing must submit by February 28, 
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 

26 CFR part I 

Income taxes, Reporting and record
keeping requirements. 

26 CFR part 602 

Reporting and recordkeeping 
requirements. 

Proposed Amendments to the 
Regulations 

According, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Section 1.47S(b)-1 also issued under 

26 U.S.c. 475(b)(4) and 26 U.S.c. 
475(e). 

Section 1.4 7S(b )-2 also issued under 
26 U.S.c. 475(b)(2), 26 U.S.c. 475(e), 
and 26 U.S.c. 6001. 

Section I.475(c)-1 also issued under 
26 U.S.c. 475(e). 

Section 1.475(c)-2 also issued under 
26 U.S.c. 475(e) and 26 U.S.C. 
860G(e). 

Section 1.475(d)-1 also issued under 
26 U.S.c. 475(e). 

Section 1.47S(e)-1 also issued under 
26 U.S.c. 475(e). *** 

Par. 2. Sections 1.47S(b)-I, 
1.47S(b)-2, 1.475(c)-I, 1.475(c)-2, 
1.47S(d)-I, and 1.47S(e)-1 are added 
to read as follows: 

§1.475(b)-1 Scope of exemptions 
from mark-to-market requirement. 

[The text of this proposed section is 
the same as the text of §1.475(b)-lT 

published elsewhere in *** [TD. 8505, 
this Bulletin].] 

§ J.4 75( b )-2 Exemptions-Transitional 
issues. 

[The text of this proposed section is 
the same as the text of § 1.475(b )-2T 
published elsewhere in *** [T.D. 8505, 
this Bulletin].] 

§J .475( c )-J Definitions-Dealers in 
securities. 

[The text of this proposed section is 
the same as the text of §1.475(c)-lT 
published elsewhere in *** [T.D. 8505, 
this Bulletin].] 

§J.475(c)-2 Definitions-Items that 
are not securities. 

[The text of this proposed section is 
the same as the text of § 1.475(c)-2T 
published elsewhere in *** [TD. 8505, 
this Bulletin].] 

§J.475(d)-J Character of gain or 
loss. 

[The text of this proposed section is 
the same as the text of §1.475(d)-1T 
published elsewhere in *** [T.D. 8505, 
this Bulletin].] 

§ J .475( e)-J Effective dates. 

[The text of this proposed section is 
the same as the text of §1.475(e)-IT 
published elsewhere in *** [TD. 8505, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 28. 1993. 8:45 a.m., and published 
in the issue of the Federal Register for 
December 29. 1993. 58 F.R. 68798) 

Notice of Proposed Rulemaking 

Arbitrage Restrictions on Tax-exempt 
Bonds 

FI-7-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 



SUMMARY: In *** [T.O. 8538, page 
26, this Bulletin], the IRS is issuing 
temporary regulations relating to the 
arbitrage and related restrictions appli
cable to tax-exempt bonds issued by 
State and local governments. The text 
of the temporary regulations also serves 
as a portion of the text of these 
proposed regulations. 

DATES: Written comments and re
quests for a public hearing must be 
received by June 9, 1994. 

ADDRESSES: Send comments and re
quests for a public hearing to: Internal 
Revenue Service, POB 7604, Ben 
Franklin Station, Attn: CC:DOM: 
CORP:T:R (FI-7-94), Room 5228, 
Washington, D.C. 20044. 

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, 
Attention: Desk Officer for the Depart
ment of the Treasury, Office of Infor
mation and Regulatory Affairs, Wash
ington, DC 20503, with copies to the 
Internal Revenue Service, Attention: 
IRS Reports Clearance Officer, PC:FP, 
Washington, DC 20224. 

The collection of information is in 
§ 1.148-4T(h)(2)(ix). This information 
is required by the IRS to verify that an 
issuer of tax-exempt bonds is properly 
complying with the arbitrage restric
tions under section 148. The rec
ordkeepers are States and political 
subdivisions that issue bonds and en
tities that issue bonds on behalf of 
States or political subdivisions. 

Estimated total annual recordkeeping 
burden: 6000 hours. 

Estimated average annual burden per 
recordkeeper: 2 hours. 

Estimated number of recordkeepers: 

3000. 

BackE? round 

Sections 1.103-8, 1.148-IT, 1.148-
2T, 1.148-3T, 1.1 48-4T, 1.148-5T, 
1.148-6T , 1.148-9T, 1.148-IOT, 

1.148-1 IT, 1.149(d)-IT, and l.150-IT 
published in *** [T.D. 8538, page 26, 
this Bulletin] are issued to provide 
guidance on certain aspects of the 
arbitrage and related restrictions under 
sections 103, 148, 149(d), and 150 of 
the Internal Revenue Code. The text of 
those regulations also serves as the text 
of these proposed regulations. The 
preamble to the temporary regulations 
explains the regulations. 

This document also proposes to 
amend the definition of "investment
type property" under the arbitrage 
regulations. Under § 1.148-IT, which 
appears elsewhere in *** [T.D. 8538, 
this Bulletin] and serves as a portion of 
the comment document for this notice 
of proposed rulemaking, the term 
"investment-type property" includes a 
contract that would be a hedge except 
that it contains a significant investment 
element. 

For an issuer borrowing at tax
exempt rates, paying for an interest rate 
cap through an up-front payment or in 
annual installments presents concerns 
regarding the extent to which the issuer 
is receiving an arbitrage benefit similar 
to the benefit obtained by making a 
prepayment. This arbitrage benefit 
arises to the extent that payments for 
the interest rate cap are made earlier 
than the period to which the cap relates 
(e.g., an up-front payment for the 
portion of the cap fee that relates to 
later years under the cap). 

The proposed regulations provide 
specific situations in which interest rate 
caps contain a significant investment 
element, and, therefore, will be treated 
as investment-type property. First, the 
issuer may not pay for the cap more 
quickly than in level annual install
ments. Second, the cap may not hedge 
a bond unless that bond is a variable 
rate debt instrument within the meaning 
of the original issue discount regula
tions. Finally, the cap rate generally 
cannot be less than the on-market swap 
rate. These provisions would apply 
prospectively to bonds sold after the 
adoption of final regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It has also 
been determined that section 553(b) of 
the Administrative Procedures 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 (a 
signed original and eight (8) copies) to 
the IRS. All comments will be avail
able for public inspection and copying. 
A public hearing may be scheduled if 
requested by a person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the date, 
time, and place will be published in the 
Federal Register. 

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 I. The authority citation 
for part I continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.103-8, paragraph 

(a)(5) is revised as follows: 

§I.J03-B Interest on bonds to finance 
certain exempt facilities. 

[The text of proposed paragrapyh 
(a)(5) is the same as the text of 
§ 1.1 03-8T(a)(5) published elsewhere in 
*** [T.D. 8538, this Bulletin]. 

Par. 3. Section 1.148-1 is amended 
as follows: 

I. Paragraph (b) is amended by 
removing the definition of investment
type property. 

2. Paragraph (e) is added to read as 
follows: 
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§1.148-I Definitions and elections. 

* * * * * * 
(e) Investment-type property-( I) In 

general. Investment-type property in
cludes any property, other than prop
erty described in section l48(b)(2)(A), 
(B), (C), or (E), that is held principally 
as a passive vehicle for the production 
of income. 

(2) Non-customary prepayments. Ex
cept as otherwise provided, a prepay
ment for property or services is 
investment-type property if a principal 
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-

(i) 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 

(ii) 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. 

(3) Certain hedges. Investment-type 
property also includes a contract that 
would be a hedge (within the meaning 
of § 1.148-4(h» except that it contains 
a significant investment element. An 
interest rate cap contains a significant 
investment element if the payments for 
the cap are made more quickly than in 
level annual installments over the term 
of the cap or the cap hedges a bond 
that is not a variable rate debt instru
ment under §1.1275-5. In addition, a 
cap generally contains a significant 
investment element if the cap rate is 
less than the on-market swap rate on 
the date the cap is entered into. This 
paragraph (e)(3) applies to bonds sold 
after [THE DATE 30 DAYS AFTER 
THE DATE OF PUBLICATION OF 
FINAL REGULATIONS IN THE FED
ERAL REGISTER]. 

Par. 4. Section 1.148-1 is further 
amended as follows: 

§1.148-I Definitions and elections. 

[The text of the further amendments 
proposed for this section is the same 
as the text of § 1.148-lT published 
elsewhere in *** [T.D. 8538, this 
Bulletin]. ] 

Par. 5. Section 1.148-2 is amended 
as follows: 
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§1.148-2 General arbitrage yield 
restriction rules. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-2T published 
elsewhere in *** [T.D. 8538, this 
Bulletin]. ] 

Par. 6. Section 1.148-3 is amended 
as follows: 

§1.148-3 General arbitrage rebate 
rules. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-3T published 
elsewhere in *** [T.D. 8538, this 
Bulletin].] 

Par. 7. Section 1.148-4 is amended 
as follows: 

§1.148-4 Yield on an issue of bonds. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-4T published 
elsewhere in *** [T.D. 8538, this 
Bulletin]. ] 

Par. 8. Section 1.148-5 is amended 
as follows: 

§1.148-S Yield and valuation of 
investments. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-5T published 
elsewhere in *** [T.D. 8538, this 
Bulletin]. ] 

Par. 9. Section 1.148-6 is amended 
as follows: 

§1.148-6 General allocation and 
accounting rules. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-6T published 
elsewhere in *** [T.D. 8538, this 
Bulletin].] 

Par. 10. Section 1.148-9 is amended 
as follows: 

§1.148-9 Arbitrage rules for 
refunding issues. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-9T published 
elsewhere in *** [T.D. 8538, this 
BUlletin].] 

Par. 11. Section 1.148-10 IS 

amended as follows: 

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

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-lOT published 
elsewhere in *** [T.D. 8538, this 
Bulletin]. ] 

Par. 12. Section 1.148-11 is 
amended as follows: 

§1.148-11 Effective dates. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.148-11 T published 
elsewhere in *** [T.D. 8538, this 
Bulletin].] 

Par. 13. Section 1.149(d)-1 is 
amended as follows: 

§1.149(d)-1 Limitations on advance 
refundings. 

[The text of the amendments pro
posed for this section is the same as 
the text of § 1.149( d)-IT published 
elsewhere in *** [T.D. 8538, this 
Bulletin].] 

Par. 14. Section 1.150-1 is amended 
as follows: 

§I.ISO-I Definitions. 

[The text of the amendments pro
posed for this section is the same 
as the text of § 1.150-1 T published 
elsewhere in *** [T.D. 8538, this 
Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 5, 1994, 2: 17 p.m., and published in the 
issue of the Federal Register for May 10, 
1994, 59 F.R. 24094) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Real Estate Mortgage Investment 
Conduits 

FI-10-94 

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 the *** [T.D. 8534, 
page 200, this Bulletin], the IRS is 
issuing temporary regulations relating 
to permitted variable interest rates for 
regular interests in real estate mortgage 
investment conduits, or REMICs. A 
portion of the text of those temporary 
regulations also serves as the partial 
text of these proposed regulations. The 
remaining text of these proposed reg
ulations concerns permitted specified 
portion interest rates for regular inter
ests and effective dates. This document 
also provides notice of a public hearing 
on these proposed regulations. 

DATES: Written comments must be 
received by June 20, 1994. Outlines of 
topics to be discussed at the public 
hearing scheduled for July 22, 1994, at 
10:00 a.m. must be received by July 1, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (FI-l 0-94), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered to: CC:DOM:CORP:T:R (FI-IO-
94), Room 5228, Internal Revenue 
Service, 1111 Constitution Avenue 
NW, Washington, DC. The public 
hearing will be held in the Auditorium, 
Internal Revenue Building, 1111 Con
stitution Avenue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in *** [T.D. 
8534, page 200, this Bulletin] amend 
the Income Tax Regulations (26 CFR 
part I) contained in §1.860G-l(a)(3)(i) 
concerning permitted variable interest 
rates for REMIC regular interests. A 
portion of the text of those temporary 
regulations also serves as a partial text 
of these proposed regulations. The pre
amble to the temporary regulations 
explains the temporary regulations. 

This notice of proposed rulemaking 
also contains rules under § 1.860G
l(a)(2)(i) that are not in the temp?rary 
regulations. These rules concern Inter
est rates, applicable to a REMIC 
regular interest, that consist of a 
"specified portion." 

For an entity to qualify as a REMIC, 
every interest in the entity must be a 

residual interest or a regular interest. 
The term "regular interest" is defined 
in section 860G(a)(1) of the Internal 
Revenue Code. Section 860G( a)(1 )(B) 
requires that any interest payments on a 
regular interest be based on a fixed rate 
or on a variable rate. Interest payments 
on a regular interest may also consist 
of a specified portion of the interest 
payments on qualified mortgages held 
by a REMIC, provided the specified 
portion does not vary while the regular 
interest is outstanding. 

Current § 1.860G-l (a)(2)(i)(A), (B), 
and (C) identifies the specified portions 
that are permitted under section 
860G(a)(1)(B). Paragraph (a)(2)(i)(A) 
describes a portion that can be ex
pressed as a percentage of the interest 
payable on some or all of the qualified 
mortgages held by the REMIC. The 
qualified mortgages, however, must 
bear interest at a fixed rate or at a 
permitted variable rate. This limitation 
prevents the REMIC from passing 
through as interest certain contingent 
payments that may be associated with 
the qualified mortgages. 

Taxpayers have requested that the 
IRS clarify that a REMIC may issue a 
specified portion regular interest (some
times called an "Interest Only" inter
est or "10") expressed as a percentage 
of the interest payable on an 10 
acquired from another REMIC. The 
proposed regulations, which are pro
posed to be effective for entities whose 
startup day is on or after November 12, 
1991, clarify that issue. The IRS and 
Treasury Department specifically invite 
comments regarding whether further 
guidance under § 1.860G-I (a)(2)(i) is 
necessary. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It also has 
been determined that section 553(b) of 
the Administrative Procedure Act (5 
U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these 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 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 Friday, July 22, 1994, at 10:00 a.m. 
in the IRS Auditorium. Because of 
access restrictions, visitors will not be 
admitted beyond the Internal Revenue 
Building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by June 20, 1994, 
and submit an outline of the topics to 
be discussed and the time to be devoted 
to each topic by July 1, 1994. 

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 J 

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 I. The authority citation 
for part 1 continues to read as follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.860A-0 is amended 

by: 
I. Adding an entry for § 1.860A-

1 (b)( 4). 

2. Revising the entry for § 1.860G-
1 (a)(3)(i). 

3. The addition and revision read as 
follows: 

§J.860A-O Outline of REMIC 
provisions. 

* * * * * * 
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§1.860A-I Effective dates and 
transition rules. 

* * * * * * 
(b) *** 
(4) Rate based on current interest 

rate. 
(i) In general. 
(ii) Rate based on index. 
(iii) Transition obligations. 

* * * * * * 
§1.860G-I Definition of regular and 
residual interests. 

(a) *** 
(3) *** 
(i) Rate based on current interest 

rate. 

* * * * * * 
Par. 3. Section 1.860A-l is amended 

by adding paragraph (b)( 4) to read as 
follows: 

§1.860A-I Effective dates and 
transition rules. 

* * * * * * 
(b) *** 
(4) Rate based on current interest 

rate-(i) In general. Section 1.860G
l(a)(3)(i) applies to obligations (other 
than transition obligations described in 
paragraph (b)(4)(iii) of this section) 
intended to qualify as regular interests 
that are issued on or after April 4, 
1994. 

(ii) Rate based on index. Section 
1.860G-l(a)(3)(i) (as contained in 26 
CFR part 1 revised as of April 1, 1994) 
applies to obligations intended to 
qualify as regular interests that-

(A) Are issued by a qualified entity 
(as defined in §1.860D-l(c)(3» whose 
startup date (as defined in section 
860G(a)(9) and § 1.860G-2(k)) is on or 
after November 12, 1991; and 

(B) Are either-
(1) Issued before April 4, 1994; or 
(2) Transition obligations described 

in paragraph (b)(4)(iii) of this section. 
(iii) Transition obligations. Obliga

tions are described in this paragraph 
(b)(4)(iii) if-

(A) The terms of the obligations and 
the prices at which the obligations are 
offered are fixed before April 4, 1994; 
and 

(B) On or before June 1, 1994, a 
substantial portion of the obligations 
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are transferred, with the terms and at 
the prices that are fixed before April 4, 
1994, to investors who are unrelated to 
the REMIC's sponsor at the time of the 
transfer. 

Par. 4. Section 1.860G-I is amended 
by adding paragraph (a)(2)(i)(D) to 
read as follows: 

§1.860G-I Definition of regular and 
residual interests. 

(a) *** 
(2) *** 
(i) *** 
(D) A fixed percentage of the inter

est that is payable on some or all of the 
qualified mortgages if-

(1) Each qualified mortgage is a 
regular interest issued by another RE
MIC; and 

(2) With respect to that other RE
MIC, the regular interest bears interest 
that can be expressed as a specified 
portion as described in § 1.860G
l(a)(2)(i)(A), (BL or (C). See 
§ 1.860A-l (a) for the effective date of 
paragraph (a)(2)(i)(D) of this section. 

Par. 5. Section 1.860G-l, paragraph 
(a)(3)(i) is revised as follows: 

[The text of this proposed paragraph 
is the same as the text of § 1.860G-
1 T(a) published elsewhere in *** [T.D. 
8534, this Bulletin].] 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
April 15, 1994. 2:05 p.m., and published in the 
issue of the Federal Register for April 20, 
1994, 59 F.R. 18772) 

Notice of Proposed Rulemaking 

Payment of Excess Expenses Incurred 
by Purchaser in Connection With the 
Redemption of Real Property Under 
Section 7425 

GL-520-87 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of Proposed Rule
making. 

SUMMARY: This document contains a 
proposed regulatory amendment relat
ing to the payment of excess expenses 
incurred by a purchaser at a nonjudicial 

sale in connection with redemptions of 
real property by the United States 
under Internal Revenue Code section 
7425. The existing regulations provide 
guidelines for submitting claims for 
excess expenses incurred by a pur
chaser, or his or her successor in 
interest, after a foreclosure sale and 
before redemption, but do not provide a 
cutoff date for submission of claims for 
excess expenses. The intent of the 
proposed regulations is to provide such 
a cutoff date. These proposed regula
tions provide that when requested by 
the district director, a purchaser at a 
nonjudicial foreclosure sale must sub
mit a written claim for excess expenses 
within 30 days of the request for such 
claim to be considered. If, however, the 
purchaser does not submit a claim at 
that time, but does incur excess ex
penses, the purchaser may submit a 
claim within 30 days after the redemp
tion. Failure to submit a claim within 
that time period forecloses the right to 
do so. 

DATES: Written comments and re
quests for a public hearing must be 
received by July 22, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (GL-520-87), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered between the hours of 8 a.m. and 5 
p.m. to: CC:DOM:CORP:T:R (GL-
520-87), Courier's Desk, Internal Rev
enue Service, 1111 Constitution A ve
nue, NW, Washington, DC. 

SUPPLEMENT ARY INFORMATION: 

Background 

This document contains proposed 
regulations that would amend the In
come Tax Regulations (26 CFR part 
301) under section 7425 of the Internal 
Revenue Code (Code). The regulations 
would impose a time limit within 
which a purchaser of real property at a 
nonjudicial sale may submit a claim for 
excess expenses to the United States 
when it is redeeming such real prop
erty. The United States will not con
sider any claim made after expiration 
of the time limits. 

Explanation of Provisions 

Treasury Regulation §301.7425-4(b)
(3)(ii) does not provide a specific time 



period within which the purchaser at a 
nonjudicial foreclosure sale may submit 
a claim for excess expenses after the 
redemption. The proposed regulations 
clarify that claims for excess expenses 
must be submitted within the time peri
ods specified in the regulations in order 
for the purchaser to be reimbursed. 

The proposed regulations establish a 
30-day limit after a request is made by 
the district director for the purchaser at 
a nonjudicial sale or his or her 
successor in interest to furnish a 
written itemized statement of expenses 
in excess of income. Since excess 
expenses could be incurred after a 
district director's request, a purchaser 
who fails to submit a claim at this time 
may submit a claim within 30 days 
after the date of redemption. These 
limits will allow the purchaser a 
reasonable amount of time within 
which to determine the amount of any 
excess expenses and to submit a claim 
to the United States. After the expira
tion of the relevant time periods, the 
United States may distribute all surplus 
proceeds associated with the sale of the 
redeemed property unhindered by any 
possibility of a claim for excess ex
penses made in the future when the 
surplus proceeds of sale are no longer 
available to satisfy such a claim. 
Adding time limits will also expedite 
the handling of redemption sales by 
earlier disposition of surplus proceeds 
of sale. Disputes concerning properly 
submitted claims will still be resolved 
by the United States within a reason
able time after the redemption period. 
The Service solicits comments as to 
whether the 30-day period after the 
date of redemption for a purchaser to 
submit an itemized statement of excess 
expenses or to submit additional excess 
expenses is adequate. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It 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, 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. 

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 IRS. All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled if requested in writing by a 
person that timely submits written 
comments. If a public hearing is 
scheduled, notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 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: 

PART 301-PROCEDURE AND 
ADMINISTRA TION 

Paragraph I. The authority citation 
for part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Paragraph 2. Section 301.7425-4(b)

(3)(ii) is amended by revising the third 
sentence and adding a fourth sentence 
to read as follows: 

§30I.7425-4 Discharge of liens; 
redemption by United States. 

(b) *** 
(3) *** 

* * * * * * 

(ii) *** If a purchaser or his or her 
successor in interest has failed to 
furnish the written itemized statement 
within 30 days after the request there
for is made by the district director, or 
there is a disagreement as to the 
amount properly payable under para
graph (b)(1 )(iii) of this section, or if 
there were additional excess expenses 

that were not claimed in the original 
itemized statement, the purchaser or his 
or her successor in interest may submit 
a written itemized statement to the 
district director within 30 days after the 
date of redemption. If the purchaser or 
his or her successor in interest fails to 
timely submit such a written itemized 
statement, no amount shall be payable 
for expenses in excess of income. 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 20, 1994, 8:45 a.m .. and published in the 
issue of the Federal Register for May 23. 
1994. 59 F.R. 26608) 

Notice of Proposed Rulemaking 

Civil Actions by Persons Other Than 
Taxpayers 

GL-351-90 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: The proposed regulations 
add language to the existing regulations 
regarding civil actions by persons other 
than taxpayers, to clarify language that 
is ambiguous or confusing. The pro
posed regulations are intended to 
provide that when the IRS levies on 
property that is in the custody of an 
agency of the Federal Government, a 
third party (i.e .• someone other than the 
taxpayer) who is injured by such levy 
may have a cause of action against the 
Government for wrongful levy. 

DATES: Written comments and re
quests for a public hearing must be 
received by February 22, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (GL-035 1-90), 
Room 5228, Internal Revenue Service 
P.O. Box 7604, Ben Franklin Station' 
Washington, DC 20044. In the alterna~ 
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (GL-035 1-90), 
Internal Revenue Service, Room 5228, 
1111 Constitution Avenue, NW, Wash
ington, DC 20224. 
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SUPPLEMENT ARY INFORMATION: 

Background 

This document contains proposed 
regulations amending the Procedure 
and Administration Regulations (26 
CFR part 301) under section 7426 of 
the Internal Revenue Code (Code). 

Explanation of Provisions 

The existing regulations under sec
tion 7426 of the Code (§301.7426-1(a)
(1)) provide that if property has been 
levied upon or sold pursuant to a levy, 
a third party (i.e .. a person other than 
the taxpayer who was assessed the tax 
out of which the levy arose) may bring 
a civil action against the United States 
based upon the claim that the third 
party has an interest in or lien on the 
property that is senior to that of the 
United States and that such property 
was wrongfully levied upon. The reg
ulations specify that no action is 
permitted under section 7426 "unless 
there has been a levy upon the property 
claimed" and provide, as an example, 
that "no cause of action arises under 
this section where the United States 
sets-off an amount due to the taxpayer 
against taxes owed by him since no 
levy has been made." 

The above-quoted regulation has cre
ated confusion as to whether a third 
party has a cause of action under 
section 7426 where the IRS levies on 
an amount owed the taxpayer by 
another agency of the Federal Govern
ment rather than requesting a setoff of 
that amount against taxes owed by the 
taxpayer. See, for example, United 
States v. Warren Corporation. 805 F.2d 
449 (lst Cir. 1986); and Alford v. 
United States. 934 F.2d 229 (9th Cir. 
1991 ). 

Under current law the IRS has the 
option to levy or to request a setoff, 
but more often than not the IRS levies 
rather than requests a setoff. Where a 
levy is made, both the IRS and the 
other Federal agency are subject to the 
provisions of the Code relating to 
levies, including section 7426. The IRS 
may, alternatively, seek to collect taxes 
by making requests for setoff to 
Federal agencies that hold amounts 
owed to taxpayers. In such cases, the 
IRS is not subject to the provisions of 
the Code relating to levies, but, rather, 
is subject to the standards and imple
menting regulations of the agency from 
which it seeks the setoff. 
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Because the eXlstmg regulations do 
not specifically acknowledge the right 
of the IRS to proceed by either levy or 
setoff against property or rights to 
property in the custody of Federal 
agencies, the proposed regulations 
would add language acknowledging the 
existence and differing treatment of 
these separate mechanisms. Specifi
cally, the proposed amendment pro
vides that if a levy is made by the IRS 
on a debt owed to the taxpayer by 
another Federal agency, a person other 
than the taxpayer against whom the tax 
is assessed may have a cause of action 
under section 7426. In addition, the 
proposed regulations provide that if the 
IRS receives payment from another 
Federal agency pursuant to a request 
for setoff, no cause of action arises 
under section 7426 because no levy has 
been made. 

Proposed effective date 

The amendment is proposed to be 
effective as of December 23, 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, 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 IRS. All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled and held upon written re
quest by any person who submits 
timely 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 301 

Employment taxes, Estate taxes, Ex
cise taxes, Gift taxes, Income taxes, 
Penalties, Reporting and recordkeeping 
requirements. 

Proposed Amendment to the 
Regulations 

Accordingly, 26 CFR is amended as 
follows: 

Paragraph I. The authority citation 
for part 30 I continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 301. 7426-1 is 

amended as follows: 
1. Paragraph (a)(l) is revised to read 

as set forth below. 
2. Paragraph (c) is added to read as 

set forth below. 

§301.7426-1 Civil actions by persons 
other than taxpayers. 

(a) Actions permitted-( 1) Wrongful 
levy-(i) In general. If a levy has been 
made on property or property has been 
sold pursuant to a levy, any person 
(other than the person against whom is 
assessed the tax out of which such levy 
arose) may bring a civil action against 
the United States in a district court of 
the United States based upon such 
person's claim-

(A) That such person has an interest 
in, or lien on, such property which is 
senior to the interest of the United 
States; and 

(B) That such property was wrong
fully levied upon. 

(ii) Debt owed by another Federal 
agency. Section 7426 and this para
graph (a) apply when a levy is made by 
the Internal Revenue Service on a debt 
owed to a taxpayer by another Federal 
agency. By contrast, section 7426 and 
this paragraph (a) do not apply if the 
Internal Revenue Service requests pay
ment from another Federal agency 
pursuant to a request for setoff. 

* * * * * * 
(c) Effective date. Paragraph (a)(l) 

of this section is effective as of 
December 23, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 22, 1993, 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 23, 1993, 58 F.R. 68092) 



Notice of Proposed Rulemaking 

Taxpayer Identification Number (TIN) 
Matching Program 

IA-8-92 

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. 8523, page 
271, this Bulletin], the IRS is issuing 
temporary regulations relating to the 
establishment of a Taxpayer Identifica
tion Number (TIN) matching program 
under section 3406(i) of the Internal 
Revenue Code. The text of those tem
porary regulations also serves as the 
text of these proposed regulations. This 
document also provides notice of pub
lic hearing on these proposed 
regulations. 

DATES: Written comments must be 
received by May 5, 1994. Requests to 
speak (with outlines of oral comments) 
at a public hearing scheduled for 
Friday, May 20, 1994, at 10:00 A.M. 
must be received by April 22, 1994. 

ADDRESSES: Send all submissions to: 
CC:DOM:CORP:T:R (lA-8-92), Room 
5228, Internal Revenue Service, POB 
7406, Ben Franklin Station, NW, 
Washington, DC 20044. In the alterna
tive, all submissions may be hand 
delivered to: CC:DOM:CORP:T:R (IA-
8-92), Internal Revenue Service, Room 
5228, 1111 Constitution Avenue, NW, 
Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in *** [T.D. 8523, page 271, this 
Bulletin] add §35a.3406-3 to the Tem
porary Employment Tax Regulations 
under the Interest and Dividend Tax 
Compliance Act of 1983. The text of 
those temporary regulations also serves 
as the text of these proposed regula
tions. The preamble to the temporary 
regulations explains the temporary reg
ulations. Also, see Revenue Procedure 
94-24, *** [page 611, this Bulletin], 
which applies in tandem with the 
temporary rules. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It also has 
been determined that section 553(b) of 
the Administrative Procedure Act (5 
U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these 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 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 Friday, May 20, 1994, at 10:00 a.m. 
in the IRS Auditorium, Internal Reve
nue Service Building, 1111 Constitu
tion Avenue, NW, Washington, DC. 
Because 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 have submitted written 
comments by May 5, 1994, and want to 
present oral comments at the hearing 
must submit by Friday, April 22, 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 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: 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT THE SOURCE 

Paragraph 1. The authority citation 
for part 31 is amended by adding the 
following entry in numerical order to 
read as follows: 

Authority: 26 U.S.c. 7805 *** 
Section 31.3406-3 also issued under 26 
U.S.c. 3406(i). *** 

Par. 2. Section 31.3406-3 is pro
posed to be added to read as follows: 

§31.3406-3 Taxpayer Identification 
Number (TIN) matching program. 

[The text of this proposed section is the 
same as the text of §35a.3406-3 
published elsewhere in *** [T.D. 8523, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
March 21. 1994. 8:45 a.m .. and published in 
the issue of the Federal Register for March 22. 
1994. 59 F.R. 13470) 

Notice of Proposed Rulemaking 

TeleFile Voice Signature Test 

IA-38-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8510, page 
280, this Bulletin], the IRS is amending 
temporary regulations to provide that 
an individual Federal income tax return 
completed as part of the TeleFile Voice 
Signature test after January 12, 1994, 
and before April 16, 1994, will be 
treated as a return that is signed, 
authenticated, verified, and filed by the 
taxpayer as required by the Internal 
Revenue Code. The temporary regula
tions, as amended, affect those tax
payers who are eligible to, and elect to. 
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file their individual Federal income tax 
returns for the 1993 calendar year by 
telephone under the test. The amend
ments are needed to implement the test 
for the 1994 filing season. The text of 
the temporary regulations, as amended, 
also serves as the comment document 
for this notice of proposed rulemaking. 

DATES: Comments and requests for a 
public hearing must be received by 
May IS, 1994. 

ADDRESSES: Send comments and re
quests for a public hearing to: Internal 
Revenue Service, P.O. Box 7604, Ben 
Franklin Station, Attn: CC:DOM:
CORP:T:R (IA-38-93), Room 5228, 
Washington, DC 20044. In the alterna
tive, comments and requests may be 
hand delivered to: CC:DOM:CORP:T:R 
(lA-38-93), Room 5228, Internal Rev
enue Service, IIII Constitution A ve
nue, NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed rule
making 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, 
Attention: Desk Officer for the Depart
ment of the Treasury, Office of Infor
mation and Regulatory Affairs, Wash
ington, DC 20503, with copies to the 
Internal Revenue Service, Attn: IRS 
Reports Clearance Officer PC:FP, 
Washington, DC 20224. 

The collection of information In 

these regulations is contained In 

§§1.60l2-7T and 1.606l-2T. This in
formation is required by the IRS to 
implement the TeleFile Voice Signature 
test. The respondents are those eligible 
individual taxpayers who choose to file 
their Federal income tax returns under 
the test. 

The following estimates are an ap
proximation of the average time ex
pected to be necessary for a collection 
of information. They are based on such 
information as is available to the IRS. 
Individual respondents may require 
more or less time, depending on their 
particular circumstances. 

Estimated total annual reporting bur
den: 8,867 hours. 
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The estimated annual burden per 
respondent varies from 5 minutes to 9 
minutes, depending on individual cir
cumstances, with an estimated average 
of 7 minutes. 

Estimated number of respondents: 
76,000. 

Estimated annual frequency of re
sponses: once. 

Background 

The temporary regulations published 
elsewhere in *** [T.D. 8510, page 280, 
this Bulletin] amend temporary regula
tions §§1.6012-7T, 1.606l-2T, and 
1.6065-2T. The final regulations that 
will result from the regulations pro
posed in this notice would be based on 
the text of the temporary regulations. 
The final regulations would provide 
that an individual Federal income tax 
return completed as part of the TeleFile 
Voice Signature test will be treated as 
a return that is signed, authenticated, 
verified, and filed by the taxpayer as 
required by the Internal Revenue Code. 
For the text of the proposed regula
tions, see the temporary regulations 
published elsewhere in *** [T.D. 8510, 
page 280, this Bulletin]. The preamble 
to the temporary regulations contains a 
full explanation of the reasons underly
ing the issuance of the proposed 
re gulations. 

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, 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 the adoption of these pro
posed regulations, consideration will be 
given to any written comments that are 
submitted timely (preferably an original 

and eight copies) to the IRS. All co~
ments will be available for publiC 
inspection and copying. A publiC hear
ing may be held upon written request 
to the Commissioner of Internal Reve
nue by any person who also submits 
timely written comments. If a public 
hearing is held, notice of the time and 
place and date will be published in the 
Federal Register. 

List of Subjects in 26 CFR Part 1 

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 I. The authority citation 
for part I continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Sections 1.6012-7, 1.6061-2 

and 1.6065-2 are added to read as 
follows: 

§1.6012-7 Telephone return filing 
using voice signature. 

[The text of this proposed section is 
the same as the text of § 1.60 12-7T 
published elsewhere in *** [T.D. 8510, 
this Bulletin].] 

§1.6061-2 Signing of returns by 
voice signature. 

[The text of this proposed section is 
the same as the text of §1.6061-2T 
published elsewhere in *** [T.D. 8510, 
this Bulletin].] 

§1.6065-2 Verification of returns by 
voice signature. 

[The text of this proposed section is 
the same as the text of § 1.6065-2T 
published elsewhere in *** [T.D. 8510, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68335) 



Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Allocation of Costs to lobbying 
Activities 

IA-57-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations concerning rules 
for allocating costs to lobbying ac
tivities. These rules will assist busi
nesses and certain tax-exempt organiza
tions in complying with changes to the 
tax law made by section 13222 of the 
Omnibus Budget Reconciliation Act of 
1993. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments must be 
received by February 25, 1994. A 
public hearing is scheduled for 
Wednesday, April 6, 1994. Persons 
wishing to speak at the hearing must 
submit outlines of their comments by 
Wednesday, March 16, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (IA-57-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (lA-57-93), In
ternal Revenue Service, Room 5228, 
IIII Constitution Avenue NW, Wash
ington, DC 20224. The public hearing 
will be held in the Auditorium, Internal 
Revenue Building, 1111 Constitution 
Avenue NW, Washington, D.C. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
Income Tax Regulations under section 
162 of the Internal Revenue Code 
(Code) as amended by section 13222 of 
the Omnibus Budget Reconciliation Act 
of 1993 (OBRA 1993) (107 Stat. 477). 
These rules relate to allocating costs to 
lobbying activities. 

Explanation of Provisions 

In General. Section 13222 of OBRA 
1993 amended section 162( e) of the 

Code to deny a deduction for amounts 
paid or incurred in connection with 
influencing legislation and influencing 
certain federal executive branch offi
cials (lobbying activities). The IRS is 
proposing these rules to assist busi
nesses and tax -exempt organizations in 
determining the nondeductible amount, 
i.e., the costs allocated to lobbying 
activities. 

Section 600 I and the regulations 
thereunder require taxpayers to keep 
records. The proposed regulations do 
not require taxpayers to maintain any 
particular records of costs of lobbying 
activities, such as daily time reports, 
daily logs, or similar documents, other 
than those generally required by section 
600 I and the regulations thereunder. 

The proposed regulations generally 
describe the costs that are properly 
allocable to lobbying activities and 
permit taxpayers to use any reasonable 
method to allocate those costs between 
lobbying activities and other activities. 
A method is not reasonable unless it is 
applied consistently, allocates a proper 
amount of costs (including labor costs 
and general and administrative costs) to 
lobbying activities, and is consistent 
with certain special rules of the regula
tions, discussed below. The regulations 
provide that a taxpayer may use the 
following methods of allocating costs 
to lobbying activities: (I) the ratio 
method; (2) the gross-up method; and 
(3) an allocation method that applies 
the principles of section 263A and the 
regulations thereunder. 

The ratio method operates as fol
lows. A taxpayer multiplies its total 
costs of operations (excluding third
party costs) by a fraction, the numera
tor of which is the taxpayer's lobbying 
labor hours and the denominator of 
which is the taxpayer's total labor 
hours. The taxpayer adds the result of 
this calculation to its third-party costs. 
Third-party costs are amounts paid or 
incurred for lobbying activities con
ducted by third parties (such as 
amounts paid to taxpayers subject to 
section 162(e)(5)(A) or dues or other 
similar amounts that are not deductible 
under section 162(e)(3)) and amounts 
paid or incurred for travel (including 
meals and lodging while away from 
home) and entertainment relating to 
lobbying activities. The taxpayer's total 
costs allocated to lobbying activities is 
the sum of the amount determined by 
use of the ratio (as described above) 
and its third-party costs. 

A taxpayer using the ratio method 
may treat as zero the hours spent by 

personnel engaged in secretarial, main
tenance, and other similar activities. A 
taxpayer treating these hours as zero 
must do so for determining both lobby
ing labor hours and total labor hours. 
Costs for these personnel must be 
included, however, in the total costs of 
operations. 

Under the gross-up method, a tax
payer allocates costs to lobbying ac
tivities by multiplying the taxpayer's 
basic labor costs for lobbying labor 
hours by 175 percent. For this purpose, 
the taxpayer's basic labor costs are 
limited to wages or other similar costs 
of labor, such as guaranteed payments 
for services. Thus, for example, pen
sion costs and other employee benefits 
are not included in basic labor costs. 
As with the ratio method, third party 
costs are then added to the result of the 
calculation to arrive at the total costs 
allocated to lobbying activities. 

Taxpayers that do not payor incur 
reasonable labor costs for persons 
engaged in lobbying activities may not 
use the ratio method or the gross-up 
method. For example, <1 partnership or 
sole proprietorship in which the lobby
ing activities are performed by the 
owners who do not receive a salary or 
guaranteed payment for services does 
not payor incur reasonable labor costs 
for persons engaged in those activities 
and may not use the ratio method or 
the gross-up method. 

Because many taxpayers engaged in 
lobbying activities are subject to sec
tion 263A of the Code, the regulations 
permit taxpayers to use the principles 
of that section and the regulations 
thereunder to determine costs properly 
allocable to lobbying activities. Specifi
cally, under section 263A, lobbying is 
considered a service department or 
function. Therefore, a taxpayer may use 
its section 263A methodology to deter
mine the amount of costs allocable to 
its lobbying department or function for 
purposes of complying with these 
regulations. Taxpayers not subject to 
section 263A may also use the princi
ples of that section and the regulations 
thereunder to determine the amount of 
costs allocable to lobbying activities. 

Special rules. The proposed regula
tions provide a special de minimis rule 
for labor hours spent by personnel on 
lobbying activities. Under this de min
imis rule, a taxpayer may treat time 
spent by personnel on lobbying ac
tivities as zero if less than five percent 
of the person's time is spent on lobby
ing activities. 
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The de minimis rule for labor hours 
does not apply to direct contact lobby
ing with legislators and covered execu
tive branch officials. Thus, all hours 
spent by a person on direct contact 
lobbying as well as the hours that 
person spends in connection with direct 
contact lobbying (such as background 
meetings) must be allocated to lobby
ing activities. For this purpose, an 
activity is direct contact lobbying if it 
is a meeting, telephone conversation, 
letter, or other similar means of com
munication with a legislator (other than 
a local legislator), or covered executive 
branch official (as defined in section 
162(e)(6» and otherwise qualifies as a 
lobbying activity. 

The hours spent in a meeting are not 
treated as hours spent engaged in a 
lobbying activity if no substantial pur
pose of the meeting is a lobbying 
activity. Unless the facts and circum
stances clearly indicate otherwise, it 
will be presumed that a substantial 
purpose of a meeting with a federal or 
state legislator, a member of the staff 
of a federal or state legislator, a 
member of the staff of a federal or 
state legislative joint committee or 
similar body, or a covered executive 
branch official (as defined in section 
162( e)( 6» is a lobbying activity. Thus, 
for example, a taxpayer merely attend
ing a widely-attended speech by a 
legislator would not treat the hours 
attending the meeting as hours spent 
engaged in lobbying activities absent 
unusual facts. 

The proposed regulations do not 
apply to the expenditures of taxpayers 
subject to section 162(e)(5)(A), which 
provides special rules for taxpayers 
who are engaged in the trade or busi
ness of conducting lobbying activities 
on behalf of another person. 

Comments requested 

These proposed rules relate only to 
two types of expenses to which section 
162( e)(1) applies (influencing legisla
tion or certain federal executive branch 
officials). The IRS believes that other 
acti vities covered by section 162( e)(1), 
(i.e .. grassroots lobbying and participa
tion in political campaigns), are more 
capital intensive than influencing legis
lation. The proposed regulations, which 
focus primarily on hours. may not al
locate an appropriate portion of costs to 
grassroots lobbying and participation in 
political campaigns. The IRS invites 
comments on appropriate modifications 
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to these rules to apply to all costs 
covered by section 162(e)(l). The IRS 
also invites comments on reasonable 
methods of allocating costs to the 
lobbying activities of taxpayers that do 
not payor incur reasonable labor costs 
for persons engaged in lobbying 
activities. 

Further, the IRS invites comments on 
whether treating as zero the hours spent 
by personnel engaged in secretarial, 
maintenance, and other similar ac
tivities will distort the costs allocated 
to lobbying activities. 

Finally, the IRS is considering mak
ing the regulations effective on January 
I, 1994. The IRS invites comments on 
an appropriate effective date for the 
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 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, 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. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that are 
submitted (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 Wednesday, April 6, 1994, at 10:00 
a.m. in the Auditorium, Internal Reve
nue Building, 1111 Constitution Ave
nue NW, Washington, D.C. Because of 
access restrictions, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of §60 1.60 1 (a)(3) apply to 
the public hearing. 

Persons that have submitted written 
comments by February 25, 1994, and 

want to present oral comments at the 
hearing must submit by Wednesday, 
March 16 1994 an outline of the 
topics to be disc~ssed and the ti.me to 
be devoted to each topic. A penod 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 1 

Income taxes, Reporting and record
keeping 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 for part 1 
continues to read in part as follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 1.162-28 is added to 

read as follows: 

§1.162-28 Allocation of costs to 
lobbying activities. 

(a) Introduction-(l) In general. 
Section I62( e)( 1) denies a deduction 
for certain amounts paid or incurred in 
connection with activities described in 
section I62(e)(l)(A) and (D) (lobbying 
activities). To determine the nondeduct
ible amount, a taxpayer must allocate 
costs to lobbying activities. This sec
tion describes costs that must be 
allocated to lobbying activities and 
prescribes rules permitting a taxpayer 
to use a reasonable method to allocate 
those costs. This section does not apply 
to taxpayers subject to section 
I62(e)(5)(A). 

(2) Recordkeeping. For recordkeep
ing requirements, see section 6001 and 
the regulations thereunder. 

(b) Reasonable method of allocating 
costs-(l) In general. A taxpayer may 
use any reasonable method to allocate 
costs described in paragraph (c) of this 
section to lobbying activities. A 
method is not reasonable unless it is 
applied consistently, allocates a proper 
amount of the costs described in 
~aragr~p~ . (c) of t~is sec~ion to lobby
mg actiVItIes, and IS consistent with the 



special rules in paragraph (g) of this 
section. A taxpayer, other than one 
described in paragraph (b )(2) of this 
section, may use any of the following 
methods of allocating costs-

(i) The ratio method described in 
paragraph (d) of this section; 

(ii) The gross-up method described 
in paragraph (e) of this section; and 

(iii) A method that applies the prin
ciples of section 263A and the regula
tions thereunder (see paragraph (f) of 
this section). 

(2) Taxpayers not permitted to use 
certain methods. A taxpayer that does 
not payor incur reasonable labor costs 
for persons engaged in lobbying ac
tivities may not use the ratio method or 
the gross-up method. For example, a 
partnership or sole proprietorship in 
which the lobbying activities are per-

formed by the owners who do not 
receive a salary or guaranteed payment 
for services does not payor incur 
reasonable labor costs for persons 
engaged in those activities and may not 
use the ratio method or the gross-up 
method. 

(c) Costs allocable to lobbying 
activities-( 1) In general. Costs prop
erly allocable to lobbying activities 
include labor costs and general and 
administrative costs. 

(2) Labor costs. For each taxable 
year, labor costs allocable to lobbying 
activities include costs attributable to 
full-time, part-time, and contract 
employees. Labor costs include all 
elements of compensation, such as 
basic compensation, overtime pay, va
cation pay, holiday pay, sick leave pay, 

payroll taxes, pension costs, employee 
benefits, and payments to a supplemen
tal unemployment benefit plan. 

(3) General and administrative 
costs. For each taxable year, general 
and administrative costs allocable to 
lobbying activities include depreciation, 
rent, utilities, insurance, maintenance 
costs, security costs, and other admin
istrative department costs (for example, 
payroll, personnel, and accounting). 

(d) Ratio method-( 1) In general. 
Under the ratio method described in 
this paragraph (d), a taxpayer deter
mines its costs properly allocable to 
lobbying activities by adding the tax
payer's third-party costs (as defined in 
paragraph (d)(5) of this section) to the 
costs determined by using the follow
ing formula: 

Lobbying labor hours 

Total labor hours 
x Total cost of operations. 

(2) Lobbying labor hours. Lobbying 
labor hours are the hours that a 
taxpayer's personnel spend on lobbying 
activities during the taxable year. A 
taxpayer may use any reasonable 
method to determine the number of 
labor hours spent on lobbying activities 
and may use the de minimis rule for 
labor hours of paragraph (g)( 1) of this 
section. A reasonable method may treat 
as zero the lobbying labor hours of 
personnel engaged in secretarial, main
tenance, and other similar activities. 

(3) Total labor hours. Total labor 
hours means the total number of hours 
of labor that a taxpayer's personnel 
spend on a taxpayer's trade or business 
during the taxable year. A taxpayer 
may make reasonable assumptions con
cerning total hours worked by its 
personnel during the year. For example, 
it may be reasonable, based on all the 

Lobbying labor hours 

Total labor hours 

[300 + 1700 + 1000 

6000 

facts and circumstances, to assume that 
all full-time personnel spend 1,800 
hours per year on a taxpayer's trade or 
business. If, under paragraph (d)(2) of 
this section, a taxpayer treats as zero 
the lobbying labor hours of personnel 
engaged in secretarial, maintenance, 
and other similar activities, the tax
payer must also treat as zero the total 
labor hours of these personnel. 

(4) Total costs of operations. A 
taxpayer's total costs of operations 
means the total costs of the taxpayer's 
trade or business for a taxable year, 
excluding third-party costs (as defined 
in paragraph (d)(5) of this section). 

(5) Third-party costs. Third-party 
costs are amounts paid or incurred for 
lobbying activities conducted by third 
parties (such as amounts paid to tax
payers subject to section l62(e)(5)(A) 
or dues or other similar amounts that 

are not deductible under section 
162(e)(3» and amounts paid or in
curred for travel (including meals and 
lodging while away from home) and 
entertainment relating to lobbying 
activities. 

(6) Example. The proVISIOns of this 
paragraph (d) are illustrated by the 
following example: 

Example. Ratio method-(i) In 1994, three 
full-time employees, A, B, and C, of Taxpayer 
W engaged in both lobbying activities and non
lobbying activities. A spends 300 hours, B 
spends 1,700 hours, and C spends 1,000 hours on 
lobbying activities, for a total of 3,000 hours 
spent on lobbying activities for w. w reasonably 
assumes that each of its three employees spends 
2,000 hours a year on W's business. 

(ii) W's total costs of operations are $300,000. 
W has no third-party costs. 

(iii) Under the ratio method, $150,000 is 
properly allocable to W's lobbying activities for 
1994, as follows: 

x Total costs of + Third-party 
operations costs 

Costs allocable to 
lobbying activities 

x $300,000] + [0] $150.000. 
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(e) Gross-up method-(l) In gen
eral. Under the gross-up method de
scribed in this paragraph (e), the 
taxpayer's costs for any taxable year 
properly allocable to lobbying activities 
are 175 percent of its basic labor costs 
(as defined in paragraph (e)(2) of this 
section) plus third-party costs (as de
fined in paragraph (d)(5) of this 
section). 

(2) Basic labor costs. For purposes 
of this paragraph (e), basic labor costs 
are the basic costs of lobbying labor 
hours (as defined in paragraph (d)(2) of 
this section, except that a taxpayer may 
not treat as zero the lobbying labor 

175% x 

[175% x 

(f) Section 263A cost allocation 
methods-( 1) In general. A taxpayer 
may determine the costs properly allo
cable to lobbying activities under the 
principles set forth in section 263A and 
the regulations thereunder. For this 
purpose, lobbying activities are consid
ered a service department or function. 
Therefore, a taxpayer may allocate 
costs to lobbying activities by applying 
the methods provided in §1.263A-l 
through §1.263A-3. See §1.263A-l(e)
(4), which describes service costs gen
erally; § 1.263A-l (f), which sets forth 
cost allocation methods available under 
section 263A; and § 1.263A-l (g)( 4), 
which provides methods of allocating 
service costs. 

hours of personnel who engage in 
secretarial, maintenance, and other sim
ilar activities if they engage in lobby
ing activities). For purposes of this 
paragraph (e), basic costs of lobbying 
labor hours are wages or other similar 
costs of labor, including, for example, 
guaranteed payments for services. 
Basic costs do not include pension, 
profit-sharing, employee benefits, and 
supplemental unemployment benefit 
plan costs, as well as other similar 
costs. 

(3) Example. The provisions of this 
paragraph (e) are illustrated by the 
following example: 

Labor costs allocable 
to lobbying activities 

$82.000] 

+ 

+ 

Third-party 
costs 

[0] 

(2) Example. The provIsIOns of this 
paragraph (f) are illustrated by the 
following example: 

Example. Section 263A cost allocation 
method-(i) Three full-time employees, A, B, 
and C, work in the Washington office of 
Taxpayer Y, a manufacturing concern. They each 
engage in lobbying activities, as defined in 
sections 162(e)(l)(A) and (D), and non-lobbying 
activities. In 1994, A spends 75 hours, B spends 
1,750 hours, and C spends 2,000 hours on 
lobbying activities. A's hours are not spent on 
direct contact lobbying as defined in paragraph 
(g)(2) of this section. All three work 2,000 hours 
during 1994. The Washington office also 
employs one secretary, D, who works exclusively 
for A, B, and C. 

(ii) In addition, three departments in the 
corporate headquarters in Chicago benefit the 

Employee 
Departments 

Lobbying Overall Management 
Hours 

A 
B 
C 

Totals 

Hours 

o 
1,750 
2,000 
3,750 

2,000 
250 

o 
2,250 

Lobbying Department Ratio 
3,750 

6,000 
62.5% 

Overall Management Department Ratio 
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2,250 

6,000 
37.5% 

Example. Gross-up method-(i) In 1994, three 
employees, A, B, and C, of Taxpayer X engaged 
in both lobbying activities and non-lobbYIng 
activities. A spends 300 hours, B spends 1,700 
hours, and C spends 1,000 hours on lobbying 

activities. 

(ii) X has no third-party costs. 

(iii) For purposes of the gross-up method, X 
determines that its basic labor costs are $20 per 
hour for A, $30 per hour for B, and $25 per hour 
for C. Thus, its basic labor costs are ($20 X 300) 
+ ($30 X 1,700) + ($25 X 1,000), or ($6000 + 
$51,000 + $25,000), for total basic labor costs 
for 1994 of $82,000. 

(iv) Under the gross-up method, $143,500 is 
properly allocable to X's lobbying activities for 
1994, as follows: 

Costs allocable to 
lobbying activities 

$143,500. 

Washington office: public affairs, human re
sources, and insurance. 

(iii) Y is subject to section 263A and uses the 
step-allocation method to allocate its service 
costs. Prior to the changes under section 162(e), 
the Washington office was treated as an overall 
management function for purposes of section 
263A. As such, its costs were fully deductible 
and no further allocations were made under Y's 
step allocation. Following the changes to section 
162(e), Y adopts its 263A step-allocation meth
odology to allocate costs to lobbying activities. 
Y adds a lobbying department to its step
allocation program, which results in an allocation 
of costs to the lobbying department from both 
the Washington office and the Chicago office. 

(iv) Y develops a labor ratio to allocate its 
Washington office costs between the newly
defined lobbying department and the overall 
management department. Y's labor ratio is 
determined as follows-

Total 
Hours 

2,000 
2,000 
2,000 
6,000 



(v) To determine the hours allocable to lobbying activities, Y uses the de minimis rule of paragraph (g)( I) of this section. Under this rule, A's hours 
spent engaged in lobbying activities are treated as zero because less than 5 percent of A's time is spent on lobbying (75 / 2,000 = 3.75%). In addItIOn, 
because D works exclusively for personnel engaged in lobbying activities, D's hours are not used to develop the allocation ratio. Y assumes that D's 
allocation of time follows the average time of all the personnel engaged in lobbying activities. 

(vi) In 1994, the Washington office has the following costs-

Account 

Professional Salaries and Benefits 

Clerical Salaries and Benefits 

Rent Expense 

Depreciation on Furniture and Equip. 

Utilities 

Outside Payroll Service 

Miscellaneous 

Third-Party Lobbying (Law Firm) 

Total Washington Costs 

Amount 

$ 660,000 

50,000 

100,000 

40,000 

15,000 

5,000 

10,000 

90,000 

$970,000 

(vii) The Washington office costs are allocated to the Lobbying and Overall Management departments as follows-

Total Washington department costs from above 

Less third-party costs directly allocable to lobbying 

Total Washington office costs 

Department Allocation Ratios 
X Washington Office Costs 
= Costs Allocated To Departments 

Lobbying 
Department 

62.5% 
$ 880,000 
$ 550,000 

$ 970,000 

(90,000) 

$ 880,000 

Overall Mgmt. 
Department 

37.5% 
$ 880,000 
$ 330,000 

(viii) In addition, $146,125 of costs from the public affairs department, $18,875 of costs from the insurance department and $3,000 from the human 
resources department are allocable to the Washington office. Therefore, Y's step-allocation for its Lobbying Department is determined as follows-

V's Step-Allocation Lobbying Department 

Washington Costs Allocated To Lobbying Department 

Plus Costs Allocated From Other Departments: 

Public Affairs 

Insurance 
Human Resources 

Total Costs of Lobbying Department 

Plus Third-Party Costs 

Total Costs of Lobbying Activities 

(g) Special rules, The following 
rules apply to any reasonable method 
of allocating costs to lobbying 
activities. 

(I) De minimis rule for labor hours, 
Subject to the exception provided in 
paragraph (g)(2) of this section, a 
taxpayer may treat time spent by 
personnel on lobbying activities as zero 
if less than five percent of the person's 
time is spent on lobbying activities, 
Reasonable methods must be used to 
determine if less than five percent of a 
person's time is spent on lobbying 
activities. 

(2) Direct contact lobbying labor 
hours-(i) In general, Notwithstanding 
paragraph (g)( 1) of this section, a tax
payer must treat all hours spent by a 
person on direct contact lobbying (as 

well as the hours that person spends in 
connection with direct contact lobby
ing, including time spent traveling) as 
labor hours allocable to lobbying ac
tivities. An activity is direct contact 
lobbying if it is a meeting, telephone 
conversation, letter, or other similar 
means of communication with a legis
lator (other than a local legislator), or 
covered executive branch official (as 
defined in section 162(e)(6» and other
wise qualifies as a lobbying activity. 

(ii) Example. The provisions of this 
paragraph (g)(2) are illustrated by the 
following example: 

Example. During 1994, 4% of the time of 
Taxpayer Z's Chief Executive Officer (CEO) is 
spent in direct contact lobbying involving actual 
meetings with legislators, preparation for the 
meetings, and travel. The CEO does not engage 

$ 550,000 

146,125 

18,875 
3,000 

$ 718,000 

90,000 

$ 808,000 

in any other lobbying activity. Although the 
CEO's time allocable to lobbying activities is 
less than 5%, Z may not use the de minimis rule 
of paragraph (g)( I) of this section to account for 
the CEO's lobbying labor hours that involve 
direct contact lobbying. Therefore, Z must 
allocate 4% of the CEO's total labor hours to 
lobbying activities. 

(3) Meetings. If no substantial pur
pose of a meeting IS a lobbying 
activity, a taxpayer may treat the 
meeting as involving no lobbying ac
tivity, and, therefore, the hours spent in 
the meeting are not treated as hours 
engaged in lobbying activities. It is 
presumed that a substantial purpose of 
a meeting with a federal or state 
legislator, a member of the staff of a 
federal or state legislator, a member of 
the staff of a federal or state legislative 
joint committee or similar body, or a 
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covered executive branch official (as 
defined in section l62( e)( 6» is a 
lobbying activity. However, a taxpayer 
may rebut this presumption by showing 
that the facts and circumstances clearly 
indicate that no substantial purpose of 
such a meeting is a lobbying activity. 
For example, absent unusual circum
stances, a taxpayer who merely attends 
a widely-attended speech by a legisla
tor would not treat the hours of 
attending the meeting as hours spent on 
lobbying activities. 

(4) Taxpayer defined. For purposes 
of this section, a taxpayer includes a 
tax-exempt organization subject to sec
tion 6033(e). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 59 F.R. 68330 as 
corrected by 59 F.R. 4261) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Lobbying Expense Deductions-Dues 

IA-60-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing; notice of proposed rulemaking by 
cross-reference to temporary regula
tions; notice of public hearing. 

SUMMARY: In *** [T.D. 8511, page 
37, this Bulletin], the IRS is issuing 
temporary regulations to revise the 
rules governing the deductibility, under 
section 162 of the Internal Revenue 
Code, of dues or other similar amounts 
paid to certain tax-exempt organiza
tions that participate in political cam
paigns, or engage in lobbying or 
similar activities. Changes to the tax 
law were made by section 13222 of the 
Omnibus Budget Reconciliation Act of 
1993. The text of those temporary 
regulations also serves as the text of 
these proposed regulations. This docu
ment also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written comments must be 
received by February 25, 1994. A 
public hearing is scheduled for Thurs-
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day, April 7, 1994, beginning at 10:00 
a.m. Persons wishing to speak at the 
hearing must submit outlines of their 
comments by Thursday, March 17, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lA-60-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (IA-60-93), In
ternal Revenue Service, Room 5228, 
1111 Constitution Avenue NW, Wash
ington DC 20224. The public hearing 
will be held in the Auditorium, Internal 
Revenue Building, 1111 Constitution 
Avenue NW, Washington, D.C. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in [T.D. 8511, page 37, this Bulletin] 
add § 1.162-20T to the Income Tax 
Regulations. The final regulations that 
will result from the regulations pro
posed in this notice will be based on 
the text of the temporary regulations 
and will provide rules under section 
162 of the Internal Revenue Code 
(Code) as amended by section 13222 of 
the Omnibus Budget Reconciliation Act 
of 1993 (OBRA 1993) (107 Stat. 477). 
These rules relate to the deductibility 
of dues or other similar amounts paid 
by a taxpayer to certain tax-exempt 
organizations if the taxpayer paying 
dues recei ves from the organization a 
notice described in section 6033(e)(I)
(a)(ii). The text of the temporary 
regulations is published elsewhere in 
*** [T.D. 8511, this Bulletin]. The 
preamble to the temporary regulations 
contains a full explanation of the 
reasons underlying the issuance of the 
proposed 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 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, 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. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that are 
submitted (preferably a signed original 
and eight copies) to the IRS. All com
ments will be available for public 
inspection and copying. 

A public hearing has been scheduled 
for Thursday, April 7, 1994, at 10:00 
a.m. in the Auditorium, Internal Reve
nue Building, 1111 Constitution A ve
nue NW, Washington, DC. Because of 
access restriction, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of §601.601(a)(3) apply to 
the public hearing. 

Persons that have submitted written 
comments by February 25, 1994, and 
want to present oral comments at the 
hearing must submit by Thursday, 
March 17, 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 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 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 for part 1 
continues to read in part as follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.162-20 is amended 

by removing and reserving paragraph 
(b) and adding paragraph (d). The 
additions read as follows: 



§ 1.162-20 Expenditures attributable 
to lobbying, political campaigns, 
attempts to influence legislation, etc. 
and certain advertising. 

* * * * * * 
(b) [Reserved] 

* * * * * * 
(d) [The text of this proposed para

graph is the same as the text of 
§ 1. 162-20T( d), published elsewhere in 
*** [T.D. 8511, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 59 F.R. 68334) 

Notice of Proposed Rulemaking 

Certain Elections Under the Omnibus 
Budget Reconciliation Act of 1993 

IA-62-93 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8509, page 
24, this Bulletin], the Internal Revenue 
Service is issuing temporary regulations 
relating to the time and manner of 
making certain elections under the 
Omnibus Budget Reconciliation Act of 
1993. The text of those temporary 
regulations also serves as the comment 
document for this notice of proposed 
rulemaking. 

DATES: Written comments and re
quests for a public hearing must be 
received by February 25, 1994. 

ADDRESSES: Send written comments 
and requests for a public hearing to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Attn: 
CC:CORP:T:R (lA-62-93), Room 
5228, Washington, D.C. 20044. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed rule-

making have been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1980 (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, D.C. 20503, with copies 
to the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer PC:FP, 
Washington, D.C. 20224. 

The collections of information in this 
notice of proposed rulemaking are in 
§§1.108(c)-lT, 1.163(d)-lT, 1.1044-
(a)-lT, and 1.6655(e)-lT. This infor
mation is required by the Internal 
Revenue Service to assist taxpayers 
who make certain elections that were 
enacted as part of the Omnibus Budget 
Reconciliation Act of 1993. This infor
mation will be used to process the tax 
returns of electing taxpayers in accord
ance with the provisions of the elec
tions. The likely respondents are: indi
viduals or households, farms, business 
or other for-profit institutions, and 
small businesses or organizations. 

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 greater or less time, 
depending on their particular circum
stances. 

Estimated total annual reporting bur
den: 202,500 hours. The estimated 
annual burden per respondent varies 
from 15 minutes to 45 minutes, de
pending on individual circumstances 
and the particular election involved, 
with an estimated average of 30 min
utes. Estimated number of respondents: 
410,000. Estimated annual frequency of 
responses: once. 

Background 

The temporary regulations, T.D. 
8509 in *** [page 24, this Bulletin] 
amend part 1 of title 26 of the Code of 
Federal Regulations. These amend
ments reflect certain election provisions 
contained in the Omnibus Budget Rec
onciliation Act of 1993 (Pub. L. 103-
66, 107 Stat. 312) and provide neces
sary guidance to the public on the time 
and manner for making these elections. 

Special Analyses 

It has been determined that these 
proposed regulations are not significant 
rules as defined in Executi ve Order 
12866. It has been determined that 
section 553(b) of the Administrative 
Procedure Act (5 U.S.C. chapter 5) and 
the Regulatory Flexibility Act (5 
U.S.C. chapter 6) do not apply to these 
proposed rules, and, therefore, an initial 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, the pro
posed regulations are being sent to the 
Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their 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 (prefera
bly 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 request by any 
person who also submits comments. If 
a hearing is scheduled, notice of the 
time and place will be published in the 
Federal Register. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 23, 1993, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993, 58 F.R. 68336) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Information Reporting for Discharges 
of Indebtedness 

IA-63-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross-reference to temporary 
regulations and notice of public 
hearing. 

SUMMARY: In *** [T.D. 8506, page 
286, this Bulletin], the IRS is issuing 
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temporary regulations relating to the 
information reporting requirements of 
certain financial entities for discharges 
of indebtedness. The text of those 
temporary regulations also serves as the 
text of these proposed regulations. This 
document also provides notice of a 
public hearing on these proposed 
regulations. 

DATES: Written comments must be 
received by February 25, 1994. Out
lines of oral comments to be presented 
at the public hearing scheduled for 
March 30, 1994, at 10:00 a.m. must be 
received by March 9, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (IA-63-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be delivered to: 
CC:DOM:CORP:T:R (lA-63-93), 
Room 5228, Internal Revenue Service, 
1111 Constitution Avenue NW, Wash
ington, DC 20224. The public hearing 
will be held in the Auditorium, Internal 
Revenue Building, 1111 Constitution 
Avenue NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking have been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1980 (44 
U.S.c. 3504(h». Comments on the 
collection of information should be sent 
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, 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 § 1.60S0P-1. This infor
mation is required by the Internal 
Revenue Service to implement section 
132S2 of the Omnibus Budget Recon
ciliation Act of 1993. This information 
will be used to determine whether tax
payers have complied with the tax laws 
relating to discharges of indebtedness. 
The likely respondents are governmen
tal and business institutions. 

The collection of information in 
§ 1.60S0P-1 is satified by including the 
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required information on a Form 1099-
C filed with the Service and on a 
statement furnished to the person 
whose indebtedness was discharged. 
The burden for this requirement is 
reflected in the burden estimates for 
Form 1099-C. 

Background 

Temporary regulations in *** [T.D. 
8506, page 286, this Bulletin] amend 
the Income Tax Regulations (26 CFR 
parts 1 and 602) relating to section 
6050P. The temporary regulations con
tain rules relating to the reporting 
requirements of certain financial en
tities for discharges of indebtedness. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
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 (S. 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 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 March 30, 1994, at 10:00 a.m. in 
the Auditorium, Internal Revenue 
Building, IIII Constitution Avenue 
NW, Washington, DC. Because of ac
cess restrictions, visitors will not be 
admitted beyond the building lobby 
more than IS minutes before the 
hearing starts. 

The rules of §601.601(a)(3) apply to 

the hearing. 
Persons who have submitted written 

comments by February 25, 1994, and 
want to present oral comments at the 
hearing must submit, by March 9, 
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 

26 CFR part 1 

Income taxes, Reporting and record
keeping requirements. 

26 CFR part 602 

Reporting and recordkeeping require
ments. 

Proposed Amendments to the 
Regulations 

According, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Section 1.6050P-l also issued under 26 
U.S.c. 60S0P. *** 

Par. 2. 
1.6050P-! 
follows: 

Sections 1.6050P-0 and 
are added to read as 

§1.6050P-O Table of contents. 

[The text of this proposed section is 
the same as the text of § 1.6050P-OT 
published elsewhere in *** [T.D. 8506, 
this Bulletin].] 

§1.6050P-l Information reporting for 
discharges of indebtedness by certain 
financial entities. 

[The text of this proposed section is 
the same as the text of § 1.6050P-I T 
published elsewhere in *** [T.D. 8506, 
this Bulletin 1.1 



Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 28. 1993. 8:45 a.m .. and published 
in the issue of the Federal Register for 
December 27. 1993. 58 F.R. 68337) 

Notice of Proposed Rulemaking 

Accuracy-Related Penalty 

IA-78-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: These proposed regula
tions amend the accuracy-related pen
alty regulations under chapter 1 of the 
Internal Revenue Code. These amend
ments are necessary to effect changes 
to the accuracy-related penalty made by 
the Omnibus Budget Reconciliation Act 
of 1993. This document also provides 
notice of a public hearing on the pro
posed amendments. 

DATES: Written comments, request to 
speak and outlines of oral comments to 
be presented at the public hearing 
scheduled for July 12, 1994, beginning 
at 10:00 a.m. must be received by June 
21, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, Attn: 
CC:DOM:CORP:T:R (IA-78-93), 
Room 5228, POB 7604, Ben Franklin 
Station, Washington, D.C. 20044. The 
public hearing will be held in the IRS 
Auditorium, Internal Revenue Building, 
1111 Constitution Avenue, NW., Wash
ington, D.C. 

SUPPLEMENTARY INFORMATION: 

Temporary Regulations and 
26 U.S.c. 7805(e)( 1) 

In *** [page 307, this Bulletin], the 
IRS is issuing temporary regulations 
(Treasury Decision 8533) to implement 
certain changes made to the accuracy
related penalty in section 6662 of the 
Internal Revenue Code (Code) by 
section 13251 of the Omnibus Budget 
Reconciliation Act of 1993 (OBRA 
1993). Section 7805(e)(1) of the Code 
(26 U.S.c. 7805(e)(l)) requires the 

publication of a notice of proposed 
rulemaking whenever the Secretary is
sues temporary regulations to allow an 
opportunity for public comment. The 
substance of T.D. 8533 is reflected in 
the proposed amendments to sections 
1.6662-1 through 1.6662-4. The Inter
nal Revenue Service presently intends 
to revise § § 1.6662-1 through 1.6662-4 
in response to taxpayers' comments on 
the proposed regulations and does not 
presently intend to finalize § 1.6662-7T. 

Background 

These proposed regulations set forth 
certain changes made to the accuracy
related penalty in section 6662 of the 
Code by section 13251 of OBRA 1993. 
These changes eliminated the dis
closure exception for the negligence 
penalty (section 6662(b)(l) of the 
Code) and raised the disclosure stand
ard for purposes of the penalties for 
disregarding rules or regulations (sec
tion 6662(b)(l) of the Code) and a 
substantial understatement of income 
tax (section 6662(b)(2) of the Code) 
from "not frivolous" to "reasonable 
basis." See section 13251 of OBRA 
1993 and H. Rep. No. 213, 103rd 
Cong., 1st Sess. 669 (1993) (the 
Conference Report). 

The legislative history to OBRA 
1993 indicates that this "reasonable 
basis" standard is a relatively high 
standard of tax reporting that is signifi
cantly higher than the "not frivolous" 
disclosure standard previously applica
ble to taxpayers under section 6662 of 
the Code and currently applicable to 
preparers under section 6694 of the 
Code. See Conference Report, at p. 
669. A position is not frivolous if it is 
not "patently improper." See § 1.6694-
2(c)(2) of the Income Tax Regulations 
and current § 1.6662-3(b )(3). The legis
lative history to OBRA 1993 also 
provides that the reasonable basis 
standard is not satisfied by a position 
that is merely arguable or merely a 
colorable claim. See Conference Re
port, at p. 669. 

In addition to adopting the new 
reasonable basis standard as the stand
ard that a disclosed return position 
must satisfy to avoid the disregard and 
substantial understatement penalties, 
Congress adopted the new reasonable 
basis standard as the standard that a 
return position must satisfy to avoid the 
negligence penalty. See Conference 
Report at p. 669. 

Treasury requests comments on how 
the new reasonable basis standard 

should be defined for purposes of the 
negligence, disregard, and substantial 
understatement penalties. 

Explanation of changes 

Section 1.6662-3(a) of the regula
tions generally provides that if any 
portion of an underpayment, as defined 
in section 6664(a) of the Code and 
§ 1.6664-2, of any income tax imposed 
under subtitle A of the Code that is 
required to be shown on a return is 
attributable to negligence or disregard 
of rules or regulations, there is added 
to the tax an amount equal to 20 
percent of such portion. Section 
1.6662-3(b)( 1) defines "negligence" 
to include any failure to make a 
reasonable attempt to comply with the 
provisions of the internal revenue laws 
or to exercise ordinary and reasonable 
care in the preparation of a tax return. 
Currently, § 1.6662-3( c) generally 
provides that no penalty under section 
6662(b)(1) may be imposed on any 
portion of any underpayment that is 
attributable to negligence or a position 
contrary to a rule or regulation if the 
position is adequately disclosed and is 
not frivolous, if the requirements of 
that section are met. 

Section 1.6662-4(a) of the regula
tions generally provides that if any 
portion of an underpayment of any 
income tax imposed under subtitle A of 
the Code that is required to be shown 
on a return is attributable to a substan
tial understatement of such income tax, 
there is added to the tax an amount 
equal to 20 percent of such portion. 
Section 1.6662-4(a) further provides 
that, except in the case of any item 
attributable to a tax shelter, an under
statement is reduced by the portion of 
the understatement that is attributable 
to positions for which there was 
substantial authority or adequate dis
closure. Currently, under § 1.6662-
4(e)(2), this adequate disclosure excep
tion will not apply if the position on 
the return is frivolous. 

As a result of OBRA 1993, the 
minimum standard that a disclosed 
return position must satisfy to avoid 
either the penalty for disregarding rules 
or regulations or for a substantial 
understatement of income tax has been 
raised from "not frivolous" to "rea
sonable basis." In addition, there is no 
longer a disclosure exception for the 
negligence penalty and, to avoid that 
penalty, the return position generally 
must satisfy the new reasonable basis 
standard. 
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These rules generally apply to re
turns that are due (without regard to 
extensions for filing) after December 
31, 1993. However, the rules relating to 
changes to the penalties for negligence 
or disregard of rules or regulations will 
not apply to returns, including qualified 
amended returns, filed on or before 
March 14, 1994. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It 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, 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 Public Hearing 

Before the adoption of these pro
posed regulations, consideration will be 
given to any written comments that are 
submitted timely (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 is scheduled to be 

held on July 12, 1994, at 10:00 a.m., in 
the IRS Auditorium, Internal Revenue 
Building, 1111 Constitution Avenue, 
N.W., Washington, D.C. Because of 
access restrictions, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons who wish to present oral 
comments at the hearing must submit 
written comments, an outline of the 
topics to be discussed, and the time to 
be devoted to each topic by June 21, 
1994. 

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 
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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 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 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.6662-0 is amended 

by: 
1. Revising the introductory 

language, 
2. Adding entries for § 1.6662-

2(d)(1) and (d)(2), 
3. Revising the entry for paragraph 

(b)(3) under §1.6662-3, and 
4. Adding an entry for § 1.6662-6. 
5. The revised and added provisions 

read as follows: 

§1.6662-0 Table of contents. 

This section lists the captions that ap
pear in §§ 1.6662-1 through 1.6662-6. 

* * * * * * 

§1.6662-2 Accuracy-related penalty. 

* * * * * * 

(d) *** 
(1) Returns due before January 1, 

1994. 
(2) Returns due after December 31, 

1993. 

§1.6662-3 Negligence or disregard of 
rules or regulations. 

* * * * * * 

(b) *** 
(3) Reasonable basis. 
(i) In general [Reserved]. 
(ii) Relationship to other standards. 

* * * * * * 

§1.6662-6 Omnibus Budget 
Reconciliation Act of 1993 changes 
to the accuracy-related penalty. 

(a) In general. 

(1) Scope. 
(2) Effective date. 
(b) No disclosure exception for neg

ligence penalty. 
(c) Disclosure standard for other 

penalties is reasonable basis. 
(d) Definition of reasonable basis. 
(1) In general [Reserved]. 
(2) Relationship to other standards. 
Par. 3. In §1.6662-1, the second and 

third sentences of the concluding text 
are revised to read as follows: 

§1.6662-1 Overview of the 
accuracy-related penalty. 

* * * * * * 

*** The penalties for disregard of 
rules or regulations and for a substan
tial understatement of income tax may 
be avoided by adequately disclosing 
certain information as provided in 
§1.6662-3(c) and §1.6662~(e) and (f), 
respectively. The penalties for negli
gence and for a substantial (or gross) 
valuation misstatement under chapter 1 
may not be avoided by disclosure. *** 

Par. 4. Section 1.6662-2 is amended 
by: 

1. Redesignating the text of para
graph (d) as (d)(1) and adding a 
heading, 

2. Revising the first and second 
sentences of newly designated para
graph (d)(1), and 

3. Adding paragraph (d)(2). 
4. The revised and added provisions 

read as follows: 

§1.6662-2 Accuracy-related penalty. 

* * * * * * 

(d) Effective date-(1) Returns due 
before January 1, 1994. Section 
1.6662-3(c) and §1.6662~(e) and (f) 
(relating to methods of making ade
quate disclosure) as codified in 26 CFR 
revised April 1, 1993, apply to returns 
the due date of which (determined 
without regard to extensions of time for 
filing) is after December 31, 1991, but 
before January 1, 1994. Except as 
provided in the preceding sentence, 
§§ 1.6662-1 through 1.6662-5 as cod
ified in 26 CFR revised April 1, 1993, 
apply to returns the due date for which 
(determined without regard to exten
sions of time for filing) is after 
December 31, 1989, but before January 
1, 1994. *** 

(2) Returns due after December 31, 
1993. Except as provided in the last 



sentence of this paragraph (d)(2), the 
provisions of §§ 1.6662-1 through 
1.6662-4 as revised to reflect the 
changes made to the accuracy-related 
penalty by the Omnibus Budget Recon
ciliation Act of 1993 and of § 1.6662-5 
apply to returns the due date for which 
(determined without regard to exten
sions of time for filing) is after 
December 31, 1993. These changes in
clude raising the disclosure standard for 
the penalties for disregarding rules or 
regulations and for a substantial under
statement of income tax from not 
frivolous to reasonable basis, eliminat
ing the disclosure exception for the 
negligence penalty, and providing guid
ance on the meaning of reasonable 
basis. The Omnibus Budget Reconcilia
tion Act of 1993 changes relating to 
the penalties for negligence or dis
regard of rules or regulations will not 
apply to returns (including qualified 
amended returns) that are filed on or 
before March 14, 1994, but the provi
sions of §§ 1.6662-1 through 1.6662-3 
as codified in 26 CFR part 1 revised 
April 1, 1993, relating to those penal
ties will apply to such returns. 

Par. 5. Section 1.6662-3 is amended 
by: 

1. Revising the second sentence of 
paragraph (a), 

2. Revising paragraph (b)(3), and 
3. Revising paragraphs (c)(1) and 

(2). 

4. The revisions read as follows: 

§I.6662-3 Negligence or disregard of 
rules or regulations. 

(1) *** The penalty for disregarding 
rules or regulations does not apply, 
however, if the requirements of 
§ 1.6662-3(c)(1) are satisfied and the 
position in question is adequately dis
closed as provided in § 1.6662-3( c)(2), 
or to the extent that the reasonable 
cause and good faith exception to this 
penalty set forth in § 1.6664-4 applies. 
*** 

(b) *** 
(3) Reasonable basis-(i) In gen

eral. [Reserved]. 
(ii) Relationship to other standards. 

The reasonable basis standard is sig
nificantly higher than the not frivolous 
standard applicable to pre parers under 
section 6694 and defined in § 1.6694-
2(c)(2). 

* * * * * * 

(3) *** 

(1) In general. No penalty under 
section 6662(b)( 1) may be imposed on 
any portion of an underpayment that is 
attributable to a position contrary to a 
rule or regulation if the position is 
disclosed in accordance with the rules 
of paragraph (c)(2) of this section and, 
in case of a position contrary to a 
regulation, the position represents a 
good faith challenge to the validity of 
the regulation. This disclosure excep
tion does not apply, however, in the 
case of a position that does not have a 
reasonable basis or where the taxpayer 
fails to keep adequate books and 
records or to substantiate items 
properly. 

(2) Method of disclosure. Disclosure 
is adequate for purposes of the penalty 
for disregarding rules or regulations if 
made in accordance with the provisions 
of §§1.6662-4(f)(1), (3), (4), and (5), 
which permit disclosure on a properly 
completed and filed Form 8275 or 
8275-R, as appropriate. In addition, the 
statutory or regulatory provision or 
ruling in question must be adequately 
identified on the Form 8275 or 8275-
R, as appropriate. The provisions of 
§ 1.6662-4(f)(2), which permit dis
closure in accordance with an annual 
revenue procedure for purposes of the 
substantial understatement penalty, do 
not apply for purposes of this section. 

Par. 6. Section 1.6662-4 is amended 
by: 

1. Removing the third sentence in 
paragraph (d)(2), and 

2. Revising paragraph (e)(2) to read 
as follows: 

§I.6662--4 Substantial understatement 
of income tax. 

* * * * * * 

(e) *** 
(2) Circumstances where disclosure 

will not have an effect. This rules of 
paragraph (e)(1) of this section do not 
apply where the item or position on the 
return-

(i) Does not have a reasonable basis 
(as defined in §1.6662-3(b)(3)); 

(ii) Is attributable to a tax shelter (as 
defined in section 6662(d)(2)(C)(ii) and 
paragraph (g)(2) of this section); or 

(iii) Is not properly substantiated, or 
the taxpayer failed to keep adequate 
books and records with respect to the 
item or position. 

Par. 7. Section 1.6662-7 is added to 
read as follows: 

§I.6662-7 Omnibus Budget 
Reconciliation Act of 1993 changes 
to the accuracy-related penalty. 

(a) In general-(1) Scope. The Om
nibus Budget Reconciliation Act of 
1993 made certain changes to the 
accuracy-related penalty in section 
6662. This section provides rules re
flecting those changes. 

(2) Effective date. This section ap
plies to returns that are due (without 
regard to extensions of time for filing) 
after December 31, 1993. However, the 
provisions of this section relating to the 
penalties for negligence or disregard of 
rules or regulations will not apply to 
returns (including qualified amended 
returns) that are filed on or before 
March 14, 1994. 

(b) No disclosure exception for neg
ligence penalty. The penalty for negli
gence in section 6662(b)( 1) may not be 
avoided by disclosure of a return 
position. 

(c) Disclosure standard for other 
penalties is reasonable basis. The 
penalties for disregarding rules or 
regulations in section 6662(b)( 1) and 
for a substantial understatement of 
income tax in section 6662(b)(2) may 
be avoided by adequate disclosure of a 
return position only if the position has 
at least a reasonable basis. See 
§§1.6662-3(c) and 1.6662-4(e) and (f) 
for other applicable disclosure rules. 

(d) Definition of reasonable basis
(1) In general. [Reserved]. 

(2) Relationship to other standards. 
The reasonable basis standard is sig
nificantly higher than the not frivolous 
standard applicable to preparers under 
section 6694 and defined in § 1.6694-
2(c)(2). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
March 14, 1994, 12:20 p.m., and published in 
the issue of the Federal Register for March 17, 
1994, 59 F.R. 12563 as corrected by 59 F.R. 
14810) 

Notice of Proposed Rulemaking 

Alternative Minimum Tax for 
Noncorporate Taxpayers 

IA-4-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Notice of proposed rulemak
ing and public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the 
alternative minimum tax for taxpayers 
other than corporations. The regulations 
provide guidance on the computation of 
alternative minimum taxable income 
with respect to items that are deter
mined by reference to adjusted gross 
income. The regulations affect noncor
porate taxpayers who may be subject to 
the alternative minimum tax. 

DATES: Written comments must be 
received by May 17, 1994. Outlines of 
topics to be discussed at the public 
hearing scheduled for Monday, June 6, 
1994, at 10:00 a.m. must be received 
by Monday, May 16, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (IA-4-94), Room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered to: 
CC:DOM:CORP:T:R (IA-4-94), Inter
nal Revenue Service, Room 5228, 1111 
Constitution Avenue NW, Washington, 
DC. The public hearing will be held in 
the Auditorium, Internal Revenue 
Building, 1111 Constitution Avenue 
NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to the Income Tax Regulations (26 
CFR part 1) under section 55 of the 
Internal Revenue Code (Code). Section 
55 imposes the alternative minimum 
tax (AMT). These proposed regulations 
are necessary to provide guidance 
relating to the computation of AMT for 
taxpayers other than corporations. 

Explanation of Provisions 

Section 55 of the Code Imposes an 
alternative minimum tax (AMT) equal 
to the excess of the taxpayer's tentative 
minimum tax for the taxable year over 
the taxpayer's regular tax for the 
taxable year. Tentative minimum tax is 
equal to a percentage of the amount by 
which the taxpayer's alternative mini
mum taxable income (AMTI) exceeds 
an exemption amount, reduced by the 
taxpayer's AMT foreign tax credit. 
AMTI is the taxable Income of the 
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taxpayer determined with the adjust
ments provided in sections 56 and 58, 
and increased by the tax preference 
items described in section 57. These 
proposed regulations provide that, for 
purposes of computing the AMTI of a 
taxpayer other than a corporation, all 
references to the taxpayer's adjusted 
gross income (AGI) in determining the 
amount of items of income, exclusion, 
or deduction must be treated as refer
ences to the taxpayer's AGI as deter
mined for regular tax purposes. 

Section 1.55-1(a) of the proposed 
regulations provides that, in general, all 
Internal Revenue Code provisions that 
apply in determining the regular tax
able income of a taxpayer also apply in 
determining the AMTI of the taxpayer. 
This general rule is consistent with the 
language of section 55 and the legisla
tive history. The Service and Treasury 
in prior years have treated the AMT as 
a tax system that is separate from and 
parallel to the regular tax system. For 
example, regulations on the adjusted 
current earnings (ACE) adjustment 
provide that, except as otherwise 
provided, all Code provisions that 
apply in determining the regular tax
able income of a taxpayer also apply in 
determining ACE. In addition, in the 
preamble to the final ACE regulations, 
the Service and Treasury stated their 
belief that Congress intended ACE (and 
the AMT in general) to be a separate 
tax system. In both the notice of 
proposed rulemaking and the final ACE 
regulations, the Service and Treasury 
solicited comments on ways in which 
ACE and the AMT might be simplified 
without deviating from the results 
Congress intended. No comments re
garding the separate and parallel con
cept were received in response to these 
solicitations. 

In 1993, the Service issued Technical 
Advice Memorandum 9320003 and Pri
vate Letter Ruling 9321063, both in
volving the application of the section 
170(b)(1) charitable contribution deduc
tion limitation to the computation of an 
individual taxpayer's AMTI. Section 
170(b)(1) limits a taxpayer's charitable 
deduction for the taxable year based on 
the taxpayer's AGI for the year. Both 
of the rulings held that, consistent with 
the separate and parallel concept, and 
absent regulations to the contrary, 
taxpayers must compute a separate 
AMT AGI for purposes of applying the 
section 170(b)( I ) limitation to the 
charitable deduction for AMT purposes. 
The separate and parallel concept on 

which the rulings rely would apply to 
any other AGI-based item as well. 

Although the 1993 Form 6251, "Al
ternative Minimum Tax-Individuals," 
reflects the position that the AMT is a 
separate and parallel tax system, the 
forms and publications for prior years 
were less clear. The Service has 
received comment letters asking that 
the position taken in the two rulings 
and the 1993 forms be reconsidered. 
The authors of those comment letters 
suggest that the added complexity of 
the approach taken in the rulings and 
forms far outweighs the benefits of 
consistency in applying the separate 
and parallel concept. See Staff of the 
Joint Committee on Taxation, 99th 
Cong., General Explanation of the Tax 
Reform Act of 1986 438 n.9 (Comm. 
Print 1987), which contemplates that 
the Treasury may prescribe regulations 
deviating from the separate and parallel 
system in cases where such system 
leads to increased complexity and 
recordkeeping burdens. 

In many cases, requiring taxpayers to 
recompute for AMT purposes those 
items of income and expense that are 
limited to a percentage of AGI results 
in extreme complexity. Many taxpayers 
will have to perform those complex 
calculations only to discover that they 
do not have any AMT liability for the 
year. In addition, taxpayers' rec
ordkeeping burdens are greatly in
creased because they are required to 
maintain separate AMT carryforward 
schedules, regardless of whether AMT 
is paid in a given taxable year. Because 
of the extreme complexity and in
creased recordkeeping burdens imposed 
on a large number of non corporate 
taxpayers under a completely separate 
and parallel AMT system, the proposed 
regulations provide that, in computing 
AMTI, any reference to AGI in deter
mining the amount of items of income, 
exclusion, or deduction must be treated 
as referring to AGI for regular tax 
purposes. 

The regulations are proposed to be 
effective for taxable years beginning 
after December 31, 1993. See, how
ever, Notice 94-28, page 13, this 
Bulletin, for rules concerning the com
putation of AMTI in accordance with 
these proposed regulations for taxable 
years beginning before January 1, 
1994. 

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 proposed rules, 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 businesses. 

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 IR.S All comments will 
be available for public inspection and 
copying. 

A public hearing has been scheduled 
for Monday, June 6, 1994, at 10:00 
a.m. in the Auditorium, Internal Reve
nue Building, 1111 Constitution Ave
nue NW, Washington, DC. Because of 
access restrictions, visitors will not be 
admitted beyond the Internal Revenue 
Building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by May 17, 1994, 
and submit an outline of the topics to 
be discussed and the time to be devoted 
to each topic by Monday, May 16, 
1994. 

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 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.55-1 is added to 

read as follows: 

§1.55-1 Alternative minimum tax for 
noncorporate taxpayers. 

(a) General rule for computing alter
native minimum taxable income. Except 
as otherwise provided by statute or 
regulations, all Internal Revenue Code 
provisions that apply in determining the 
regular taxable income of a taxpayer 
also apply in determining the alterna
tive minimum taxable income of the 
taxpayer. 

(b) Items based on adjusted gross 
income. In determining the alternative 
minimum taxable income of a taxpayer 
other than a corporation, all references 
to the taxpayer's adjusted gross income 
in determining the amount of items of 
income, exclusion, or deduction must 
be treated as references to the tax
payer's adjusted gross income as deter
mined for regular tax purposes. 

(c) Effective date. These regulations 
are effective for taxable years begin
ning after December 31, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
March 17, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for March 18, 
1994, 59 F.R. 12880) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Influencing Legislation 

IA-23-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations defining the 
phrase influencing legislation for pur
poses of the deduction disallowance for 
certain amounts paid or incurred in 
connection with influencing legislation. 
These regulations are necessary be-

cause of changes made to the Internal 
Revenue Code by the Omnibus Budget 
Reconciliation Act of 1993. These rules 
will assist businesses and certain tax
exempt organizations in complying 
with the Internal Revenue Code. This 
document also provides notice of a 
public hearing on these proposed 
regulations. 

DATES: Written comments must be 
received by July 12, 1994. Outlines of 
topics to be discussed at the public 
hearing scheduled for Monday, Septem
ber 12, 1994, at 10 a.m. must be 
received by Monday, August 22, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (IA-23-94), Room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:T:R (IA-23-94), Cou
rier's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW., Wash
ington, DC. The public hearing will be 
held in the Auditorium, Internal Reve
nue Building, 1111 Constitution Avenue 
NW., Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed In
come Tax Regulations under section 
162( e) of the Internal Revenue Code of 
1986 (Code), as amended by section 
13222 of the Omnibus Budget Recon
ciliation Act of 1993 (OBRA 1993) 
(107 Stat. 477). These proposed regula
tions relate to the definition of influ
encing legislation. On December 27, 
1993, a notice of proposed rulemaking 
(IA-57-93 [page 797, this Bulletin]) 
was published in the Federal Register 
(52 FR 68330) concerning the rules for 
allocating costs to certain activities, 
including influencing legislation. 

Section 13222 of OBRA 1993 
amended section 162(e) of the Code, 
concerning the deductibility of certain 
lobbying and political expenditures. As 
amended, section 162(e)(l)(A) denies a 
deduction for amounts paid or incurred 
in connection with influencing legisla
tion. However, certain lobbying expen
ditures relating to local legislation are 
not subject to section 162(e)(l)(A). In 
addition, section 162(e)(l )(D) denies a 
deduction for any amount paid or in
curred in connection with influencing 
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certain federal executive branch offi
cials. Section l62(e)(l)(B) and (C) 
continues the rules disallowing business 
deductions for amounts paid or in
curred in connection with grassroots 
lobbying and participation in political 
campaigns. 

Section 162(e)(4)(A) defines influ
encing legislation as "any attempt to 
influence any legislation through com
munication with any member or 
employee of a legislative body, or with 
any government official or employee 
who may participate in the formulation 
of legislation." Section 162(e)(5)(C) 
provides that "[a]ny amount paid or 
incurred for research for, or prepara
tion, planning, or coordination of, any 
activity described in paragraph (1) 
[including 'influencing legislation'] 
shall be treated as paid or incurred in 
connection with such activity." The 
legislative history of the amendment to 
section 162( e) indicates that attempts to 
influence legislation should be dis
tinguished from' 'mere monitoring" of 
legislative activities. The legislative 
history further provides, however, that 
if a taxpayer monitors legislation and 
subsequently attempts to influence that 
or similar legislation, the monitoring 
activity should generally be treated as 
"in connection with" the attempt to 
influence legislation (and, therefore, the 
costs relating to that monitoring ac
tivity would be non-deductible). 

Section 4911, relating to the excise 
tax on certain lobbying activities of 
certain electing public charities, con
tains a definition of influencing legisla
tion that is essentially identical (as it 
relates to direct, as opposed to grass
roots, lobbying) to the definition of that 
term in section 162( e)( 4 )(A). Because 
of this similarity, these proposed reg
ulations adopt rules that are similar to 
the rules applicable to direct lobbying 
communications under §56.4911-2(b)
(1). However, section 162(e) differs 
from section 4911 in certain material 
respects. For example, section 
4911 (d)(2) contains exceptions to the 
term influencing legislation, while sec
tion 162(e)(4) does not. Moreover, 
these proposed regulations under sec
tion 162( e) and the regulations under 
section 4911 differ in some respects 
due to the nature of charitable organi
zations described in section 50 I (c)(3) 
as compared to. for example. organiza
tions described in section 501(c)(6) and 
for-profit entities. Accordingly, tax
payers should not infer that these 
proposed regulations reflect an inter-
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pretation of section 4911 or the regula
tions thereunder. 

Discussion of Selected Considerations 

The proposed regulations define in
fluencing legislation in the same terms 
as the statutory definition in section 
162(e)(4)(A), which requires a "com
munication" with a government official 
or employee. With respect to that 
communication, the proposed regula
tions adopt rules similar to the rules in 
the section 4911 regulations. Those 
rules require that the communication 
refer to specific legislation and reflect 
a view on that legislation. This ap
proach was believed to be more appro
priate than a general facts and circum
stances analysis because it provides 
reasonably objective criteria for deter
mining whether an attempt to influence 
legislation has been made. 

The proposed regulations also pro
vide rules for determining which ac
tivities support a lobbying communica
tion and, therefore, are considered part 
of the attempt to influence legislation. 
The principal issue in this regard is 
whether the mere fact that an activity is 
used in some manner to support a 
lobbying communication should be suf
ficient to treat that activity as part of 
the attempt to influence legislation. 
This approach has been referred to by 
some commentators as a "lookback" 
rule, in that lobbying activities would 
be identified solely by "looking back" 
from the lobbying communication to 
those activities which supported it. 
While a lookback approach would ap
pear to be consistent with the legisla
tive history, numerous comments sug
gested that the administrative burdens 
associated with a lookback rule could 
be onerous, particularly if the period of 
the lookback were long or unlimited. 
Accordingly, these comments recom
mended that a lookback rule not be 
adopted, or, if adopted, that it be 
limited to a brief period of time. Some 
of the comments suggested that an 
appropriate period of time may be six 
months, by analogy to the limited 
lookback rule applicable to certain 
grassroots lobbying activities under the 
section 4911 regulations. 

Upon consideration of the statute, its 
legislative history, and the comments 
received. it was concluded that a 
look back rule would not be appropriate. 
Instead, the proposed regulations 
provide that only those activIties 
engaged in for the purpose of making 

or supporting a lobbying communica
tion will be treated as a lobbying 
activity. This approach strikes an ap
propriate balance between taxpayers' 
need for greater contemporaneous cer
tainty regarding whether a particular 
activity may be treated as a lobbying 
activity, and Congress' objective of not 
allowing a deduction for lobbying 
activities. 

Treasury and the IRS view the 
legislative history on this point as 
voicing a concern that taxpayers may 
attempt to abuse an intent- or purpose
based rule by labelling their lobbying 
activities as "mere monitoring." To 
protect against that potential abuse, 
while also providing greater certainty 
regarding those activities that are less 
likely to be lobbying activities, the 
proposed regulations provide presump
tions regarding the purpose for engag
ing in certain activities. 

Because the temporal connection 
between the lobbying communication 
and the related activity is an important 
factor in assessing whether the related 
activity was engaged in for the purpose 
of supporting the lobbying communica
tion, the presumptions tum to a consid
erable extent on whether the activity 
occurred during the taxable year in 
which the lobbying communication was 
made or the immediately preceding 
year. It was believed that the mere 
closing of the annual accounting period 
was insufficient, in some cases, to 
affect this temporal connection, and, 
consequently, that the presumption 
would need to operate in more than one 
annual accounting period. Thus it was 
believed that the presumption period 
was an appropriate period during which 
to treat this temporal connection as 
indicating (rebuttably) the purpose for 
engaging in the activity without creat
ing significant difficulties for taxpayers 
in determining, at the time they file 
their returns, whether the presumption 
is likely to operate with respect to that 
activity. 

The proposed regulations also ad
dress those supporting activities that 
are engaged in for both lobbying and 
non-lobbying purposes. In this connec
tion, some of the comments have 
suggested that a principal or primary 
purpose test be adopted. Under this 
approach, an activity would be treated 
as influencing legislation if the princi
pal or primary purpose for engaging in 
that activity was to make or support a 
lobbying communication, even if the 
activity was engaged in for other, non-



lobbying purposes as well. Conversely, 
an activity would be treated as not 
involving lobbying if the principal or 
primary purpose for engaging in that 
activity was a non-lobbying purpose, 
even though a substantial purpose of 
the activity was to support lobbying. 

After consideration, these sugges
tions have not been adopted. Instead, 
the proposed regulations require an 
activity that is engaged in for both 
lobbying and non-lobbying purposes to 
be treated as engaged in partially for a 
lobbying purpose and partially for a 
non-lobbying purpose. This division of 
the activity must result in a reasonable 
allocation of costs to influencing legis
lation under § 1.162-28. This allocation 
approach was adopted rather than a 
principal or primary purpose test be
cause a principal/primary purpose test 
does· not avoid the necessity of deter
mining the various purposes for engag
ing in an activity and weighing the 
relative importance of those purposes, 
and because it has a substantial "cliff" 
effect that an allocation approach does 
not. In those situations where the 
taxpayer has substantial lobbying and 
non-lobbying purposes, the results un
der a principal/primary purpose test 
would differ dramatically depending on 
one's views as to which of the pur
poses is dominant. As a result, Treas
ury and the IRS have serious concerns 
whether that test could be administered 
responsibly and fairly. Finally, nothing 
in section 162(e) or its legislative 
history indicates that Congress intended 
to treat activities engaged in for a 
substantial lobbying purpose as outside 
the scope of 162(e). 

Consideration was also given to 
treating an activity as influencing legis
lation if any substantial purpose for the 
activity is lobbying. Treasury and the 
IRS believe it generally would be 
easier to establish a substantial purpose 
for engaging in an activity, rather than 
examining all of the purposes to 
establish a principal/primary purpose. 
As a result, this approach would be 
easier to administer than a principal/ 
primary purpose test. Moreover, a 
substantial purpose test would appear 
to be more consistent with Congres
sional intent to treat as influencing 
legislation those activities that in fact 
support a lobbying communication than 
would a principal/primary purpose test. 
However, Treasury and the IRS are 
concerned that this approach could be 
considerably over-inclusive, in that 
some activities engaged in predomi-

nantly for non-lobbying purposes 
would be treated entirely as non
deductible lobbying activities. The IRS 
invites comments, however, whether 
this approach would be more appropri
ate than the rule in the proposed 
regulations. 

Finally, to provide taxpayers greater 
certainty and relief from burdensome 
recordkeeping regarding certain rela
tively minor, recurring activities, the 
proposed regulations treat certain ac
tivities as engaged in solely for non
lobbying purposes. 

Explanation of Provisions 

Under the proposed regulations, as 
under section 162( e)( 4 )(A), influencing 
legislation means any attempt to influ
ence any legislation through a lobbying 
communication with any member or 
employee of a legislative body or any 
government official or employee (other 
than a member or employee of a 
legislative body) who may participate 
in the formulation of the legislation 
that the taxpayer desires to influence. 
A lobbying communication is a com
munication that either (i) refers to 
specific legislation and reflects a view 
on that legislation, or (ii) clarifies, 
amplifies, modifies, or provides support 
for views reflected in a prior lobbying 
communication. Specific legislation in
cludes both legislation that has already 
been introduced in a legislative body 
and a specific legislative proposal that 
the taxpayer either supports or opposes. 

An attempt to influence legislation 
means the lobbying communication and 
all activities, such as research, prepara
tion, and other background activities, 
engaged in for a purpose of making or 
supporting the lobbying communica
tion. Whether an activity is engaged in 
for this purpose is determined based on 
all the facts and circumstances. 

If a taxpayer engages in an activity 
both for a lobbying purpose and for 
some non-lobbying purpose, the tax
payer must treat the activity as engaged 
in partially for a lobbying purpose and 
partially for a non-lobbying purpose. 
This division of the activity must result 
in a reasonable allocation of costs to 
influencing legislation under § 1.162-
28. A taxpayer's allocation to influenc
ing legislation of only the incremental 
amount of costs that would not have 
been incurred but for the lobbying 
purpose generally is not reasonable. 
Similarly, an allocation based on the 
number of purposes for engaging in an 

activity without regard to their relative 
importance also generally is not 
reasonable. 

The proposed regulations presume 
that if an activity relating to a lobbying 
communication was engaged in for a 
non-lobbying purpose prior to the first 
taxable year preceding the taxable year 
in which the lobbying communication 
is made, that activity was engaged in 
for all periods solely for that non
lobbying purpose. The Commissioner 
can rebut this presumption in part (it 
cannot be rebutted entirely because the 
presumption only operates if the tax
payer establishes that the activity has 
been engaged in for a non-lobbying 
purpose) by establishing that the ac
tivity was also engaged in for the 
purpose of making or supporting a 
lobbying communication. Thus, for ex
ample, if a taxpayer regularly conducts 
an activity in the ordinary course of its 
business operations beginning at least 
two taxable years before the taxable 
year in which the lobbying communica
tion is made, it would be presumed that 
the continuing activity was not engaged 
in to support the lobbying communica
tion, even during the taxable year in 
which the lobbying communication is 
made (and the preceding taxable year). 
In this regard, it is expected that 
whether a course of conduct spanning a 
period of time is a single activity will 
be determined based on all the facts 
and circumstances. In particular, it is 
expected that a substantial change in 
the wayan activity is conducted will 
result in the revised activity being 
considered a separate activity from the 
earlier conduct of the activity. 

The proposed regulations also pre
sume that if an activity relating to a 
lobbying communication was engaged 
in during the same taxable year c.' the 
communication is made or in the 
immediately preceding taxable year, 
and is not within the presumption 
described in the preceding paragraph, 
that activity was engaged in for the 
sole purpose of making or supporting 
that communication. The taxpayer may 
rebut this presumption (in whole or 
part) by establishing that the activity 
was engaged in (entirely or partially) 
for a non-lobbying purpose. If, during 
the same taxable year, the taxpayer 
commences an activity that relates 
directly to the subject matter of specific 
legislation (then in existence) and 
makes a lobbying communication with 
respect to that legislation, it is expected 
that the taxpayer generally will be 
unable to rebut the presumption. 
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The proposed regulations treat cer
tain activities as engaged in without a 
purpose of making or supporting a 
lobbying communication. These ac
tivities consist of performing an ac
tivity for purposes of complying with 
the requirements of any law, reading 
any general circulation publications, or 
viewing or listening to other mass 
media communications available to the 
general public. In addition, if, prior to 
evidencing a purpose to influence 
specific legislation (or similar legisla
tion), a taxpayer determines the exis
tence or procedural status of that 
legislation; determines the time, place, 
and subject of any hearing to be held 
by a legislative body with respect to 
that legislation; or prepares routine, 
brief summaries of the provisions of 
that legislation, the taxpayer is treated 
as engaging in that activity without a 
purpose of making or supporting a 
lobbying communication. 

The proposed regulations provide a 
special rule for so-called "paid volun
teers." If, for the purpose of making or 
supporting a lobbying communication, 
one taxpayer uses the services or 
facilities of a second taxpayer and does 
not compensate the second taxpayer for 
the full cost of the services or facilities, 
the purpose and actions of the first 
taxpayer are imputed to the second 
taxpayer. Thus, for example, if a trade 
association uses the services of a 
member's employee, at no cost to the 
association, to conduct research or 
similar activities to support the trade 
association's lobbying communication, 
the trade association's purpose and 
actions are imputed to the member. As 
a result, the member is treated as 
influencing legislation with respect to 
the employee's work in support of the 
trade association's lobbying communi
cation. The proposed regulations also 
provide a general anti-avoidance rule. 

The regulations are proposed to be 
effective for amounts paid or incurred 
on or after May 13, 1994. Taxpayers 
will be required to adopt a reasonable 
interpretation of section 162( e)(1 )(A) 
for amounts paid or incurred prior to 
this date. 

Modification of 1993 Proposed 
Regulations 

On December 27, 1993, the IRS 
issued a notice of proposed rulemaking 
(lA-S7-93) concerning the allocation 
of costs to lobbying activities. Section 
1. 1 62-28(g)(3 ) of those proposed reg-
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ulations provides a general rule for 
determining whether a meeting with 
certain specified government officials 
or employees constitutes a lobbying 
activity (a term that includes influenc
ing legislation). Because the proposed 
regulations contained in this document 
provide rules for determining whether a 
taxpayer is engaged in influencing 
legislation, the IRS will amend § 1.162-
28(g)(3), when it is promulgated as a 
final regulation, to conform that provi
sion to these proposed regulations. As a 
result, whether sponsoring or attending 
a meeting constitutes influencing legis
lation will be determined under the 
rules which are the subject of these 
proposed regulations. Thus, for exam
ple, if a taxpayer attends a speech by a 
legislator at which specific legislation 
is discussed, the taxpayer will not 
necessarily be considered to be influ
encing legislation unless the taxpayer 
makes a communication with the legis
lator which refers to specific legislation 
and reflects a view on that legislation. 
However, if the taxpayer makes a 
lobbying communication with respect 
to that legislation (or similar legisla
tion) within the same or the succeeding 
taxable year, the presumptions provided 
in these proposed regulations will 
apply. 

Grass Roots Lobbying 

The proposed regulations do not 
address grass roots lobbying. Although 
the proposed regulations provide a 
definition of influencing legislation that 
is similar to the definition of direct 
lobbying communication under the sec
tion 4911 regulations, it should not be 
inferred that the IRS will adopt the 
definition of grassroots lobbying com
munication under the section 4911 
regulations for purposes of section 
162(e)(1)(C). As noted above, the prior 
law rules disallowing business deduc
tions for expenses for grassroots lobby
ing and participation in political cam
paigns remain in effect under OBRA 
1993. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It has also 
been determined that section SS3(b) of 
the Administrative Procedure Act (S 
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, 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. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments (a signed original and eight 
(8) copies) that are submitted timely to 
the IR.S All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled 
for Monday, September 12, 1994, 1994, 
at 10 a.m. in the Auditorium, Internal 
Revenue Building, 1111 Constitution 
Avenue NW., Washington, DC. 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 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by July 12, 1994, 
and submit an outline of the topics to 
be discussed and the time to be devoted 
to each topic (a signed original and 
eight (8) copies) by Monday, August 
22, 1994. 

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 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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



Authority: 26 V.S.c. 7805 *** 
Par. 2. Section 1.162-29 is added to 

read as follows: 

§i.i62-29 influencing legislation. 

(a) Scope. This section provides 
rules for determining what is influenc
ing legislation for purposes of section 
162(e)(l)(A). Paragraph (b) of this 
section provides the general rule and 
necessary definitions for determining 
whether a taxpayer is influencing legis
lation. Paragraph (c) of this section 
provides rules for determining whether 
a purpose of an activity is to make or 
support a lobbying communication 
which constitutes influencing legisla
tion. Paragraph (d) of this section 
provides a special rule relating to the 
use by one taxpayer of the services or 
facilities of another taxpayer in connec
tion with a lobbying communication. 
Paragraph (e) of this section provides a 
general anti-avoidance rule. Paragraph 
(f) of this section provides the effective 
date. See section 162(e)(2) and §1.162-
20(c) for exceptions relating to certain 
local legislation. These rules are not 
intended to be applied for purposes of 
section 4911 and the regulations there
under. See section 4911 and 
§§56.4911-1 through 56.4911-10 for 
rules relating to excise tax on lobbying 
activities of certain electing public 
charities. 

(b) influencing legislation-(l) Defi
nitions. For purposes of section 162( e) 
and this section-

(i) influencing legislation. influenc
ing legislation means any attempt to 
influence any legislation through com
munication (other than any communica
tion compelled by subpoena, or other
wise compelled by Federal or State 
law) with-

(A) Any member or employee of a 
legislative body; or 

(B) Any government official or 
employee (other than a member or 
employee of a legislative body) who 
may participate in the formulation of 
the legislation which the taxpayer 
desires to influence. 

(ii) Communication. For purposes of 
paragraph (b)(1 )(i) of this section, the 
term communication is limited to any 
communication (referred to as a lobby
ing communication) that-

(A) Refers to specific legislation and 
reflects a view on that legislation; or 

(B) Clarifies, amplifies, modifies, or 
provides support for views reflected in 

a prior communication satisfying the 
requirements of paragraph (b)( 1 )(ii)(A) 
of this section. 

(iii) Attempt to influence legislation. 
An attempt to influence legislation 
means the lobbying communication and 
all activities, such as research, prepara
tion, and other background activities, 
engaged in for a purpose of making or 
supporting the lobbying communica
tion. See paragraph (c) of this section 
for rules for determining the purpose or 
purposes for engaging in an activity. 

(iv) Legislation. Legislation includes 
action with respect to Acts, bills, 
resolutions, or other similar items by 
the Congress, any state legislature, any 
local council, or similar governing 
body. Legislation includes a proposed 
treaty required to be submitted by the 
President to the Senate for its advice 
and consent from the time the Presi
dent's representative begins to negoti
ate its position with the prospective 
parties to the proposed treaty. 

(v) Specific legislation. Specific leg
islation includes both legislation that 
has already been introduced in a legis
lative body and a specific legislative 
proposal that the taxpayer either sup
ports or opposes. 

(vi) Action. For purposes of para
graph (b)(I)(iv) of this section, the 
term action is limited to the introduc
tion, amendment, enactment, defeat, or 
repeal of Acts, bills, resolutions, or 
similar items. 

(vii) Legislative and administrative 
bodies. Legislative body does not 
include executive, judicial, or admini
strative bodies. Administrative bodies 
include school boards, housing au
thorities, sewer and water districts, 
zoning boards, and other similar Fed
eral, State, or local special purpose 
bodies, whether elective or appointive. 

(2) Examples. The provisions of this 
paragraph (b) are illustrated by the 
following examples: 

Example 1. Taxpayer p's employee, A, is 
assigned to approach members of Congress to 
gain their support for a pending bill. A drafts and 
P prints a position letter on the bill. P distributes 
the letter to members of Congress. Additionally, 
A personally contacts several members of Con
gress or their staffs to seek support for p's 
position on the bill. The letter and the personal 
contacts are lobbying communications. There
fore, P is influencing legislation. 

Example 2. Taxpayer R is invited to provide 
testimony at a congressional oversight hearing 
concerning the implementation of The Financial 
Institutions Reform, Recovery, and Enforcement 
Act of 1989. Specifically, the hearing concerns a 
proposed regulation increasing the threshold 

value of commercial and residential real estate 
transactions for which an appraisal by a state 
licensed or certified appraiser is required. In its 
testimony, R states that it is in favor of the 
proposed regulation. Because R does not refer to 
any specific legislation or reflect a view on any 
such legislation, R has not made a lobbying 
communication. Therefore, R is not influencing 
legislation. 

Example 3. State X enacts a statute that 
requires the licensing of all day-care providers. 
Agency B in State X is charged with writing 
rules to implement the statute. After the enact
ment of the statute, Taxpayer S sends a letter to 
Agency B providing detailed proposed rules that 
S recommends Agency B adopt to implement the 
statute on licensing of day-care providers. 
Because the letter to Agency B neither refers to 
nor reflects a view on any specific legislation, it 
is not a lobbying communication. Therefore, S is 
not influencing legislation. 

Example 4. Taxpayer T proposes to a State 
Park Authority that it purchase a particular tract 
of land for a new park. Even if T's proposal 
would necessarily require the State Park Au
thority eventually to seek appropriations to 
acquire the land and develop the new park, T has 
not made a lobbying communication because 
there has been no reference to, nor any view 
reflected on, any specific legislation. Therefore, 
T's proposal is not influencing legislation. 

Example 5. (i) Taxpayer V prepares a paper 
that asserts that lack of new capital is hurting 
State X's economy. The paper indicates that 
State X residents either should invest more in 
local businesses or increase their savings so that 
funds will be available to others interested in 
making investments. V forwards a summary of 
the unpublished paper to legislators in State X 
with a cover letter that states in part: 

You must take action to improve 
the availability of new capital in 
the state. 

(ii) Because neither the summary nor the 
cover letter refers to any specific legislative 
proposal, forwarding the summary to legislators 
in State X is not a lobbying communication. 
Therefore, V is not influencing legislation. 

(iii) Q, a member of the legislature of State X, 
calls taxpayer V to request a copy of the 
unpublished paper from which the summary was 
prepared. V forwards the paper with a cover 
letter that simply refers to the enclosed materials. 
Because V's letter to Q and the unpublished 
paper do not refer to any specific legislation or 
reflect a view on any such legislation, the letter 
is not a lobbying communication. Therefore, V is 
not influencing legislation. 

Example 6. (i) Taxpayer V prepares a paper 
that asserts that lack of new capital is hurting the 
national economy. The paper indicates that 
lowering the capital gains rate would increase the 
availability of capital and increase tax receipts 
from the capital gains tax. V forwards the paper 
to its representatives in Congress with a cover 
letter that says, in part: 

I urge you to support a reduction 
in the capital gains tax rate. 

(ii) V's communication is a lobbying com
munication because it refers to and reflects a 
view on a specific legislative proposal that V 
supports (i.e., lowering the capital gains rate). 
Therefore, V is influencing legislation. 

Example 7. Taxpayer W, based in State A, 
notes in a letter to a legislator of State A that 
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State X has passed a bill that accomplishes a 
stated purpose and then says that State A should 
pass such a bill. No such bill has been 
introduced into the State A legislature. The 
communication is a lobbying communication 
because it refers to and reflects a view on a 
specific legislative proposal that W supports. 
Therefore, W is influencing legislation. 

Example 8. (i) Taxpayer Y represents citrus 
fruit growers. Y writes a letter to a Senator 
discussing how pesticide 0 has benefited citrus 
fruit growers and disputing problems linked to its 
use. The letter discusses a bill pending in 
Congress and states in part: 

This bill would prohibit the use 
of pesticide O. If citrus growers 
are unable to use this pesticide, 
their crop yields will be severely 
reduced, leading to higher prices 
for consumers and lower profits, 
even bankruptcy, for growers. 

(ii) The communication is a lobbying com
munication because it refers to and reflects a 
view on specific legislation. Therefore, Y is 
influencing legislation. 

Example 9. (i) B, the president of Taxpayer Z, 
an insurance company, meets with Q, who chairs 
the X state legislature's committee with jurisdic
tion over laws regulating insurance companies, to 
discuss the possibility of legislation to address 
current problems with surplus-line companies. B 
recommends that legislation be introduced that 
would create minimum capital and surplus 
requirements for surplus-line companies and 
create clearer guidelines concerning the risks that 
surplus-line companies can insure. B's discussion 
with Q is a lobbying communication because B 
refers to and reflects a view on a specific 
legislative proposal that Z supports. Therefore, Z 
is influencing legislation. 

Oi) Q is not convinced that the market for 
surplus-line companies is substantial enough to 
warrant such legislation and requests that B 
provide information on the amount and types of 
risks covered by surplus-line companies. After 
the meeting, B has employees of Z prepare 
estimates of the percentage of property and 
casualty insurance risks handled by surplus-line 
companies. B sends the estimates with a cover 
letter that simply refers to the enclosed materials. 
Although B's follow-up letter to Q does not refer 
to specific legislation or reflect a view on such 
legislation, B' s letter supports the views reflected 
in the earlier communication. Therefore, the 
letter is a lobbying communication and Z is 
influencing legislation. 

(c) Purpose for engaging in an 
activity-(1) In general. The purpose 
or purposes for which a taxpayer en
gages in an activity are determined 
based on all the facts and circum
stances. 

(2) Multiple purposes. If a taxpayer 
engages in an activity both for the 
purpose of making or supporting a 
lobbying communication and for some 
non-lobbying purpose, the taxpayer 
must treat the activity as engaged in 
partially for a lobbying purpose and 
partially for a non-lobbying purpose. 
This division of the activity must result 
in a reasonable allocation of costs to 
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influencing legislation. See § 1.162-28 
(allocation rules for certain expendi
tures to which section 162( e)(1) ap
plies). A taxpayer's treatment will, in 
general, not result in a reasonable 
allocation if it allocates to influencing 
legislation-

(i) Only the incremental amount of 
costs that would not have been incurred 
but for the lobbying purpose; or 

(ii) An amount based on the number 
of purposes for engaging in that 
activity without regard to the relative 
importance of those purposes. 

(3) Presumption of non-lobbying 
purpose. If an activity relating to a 
lobbying communication is engaged in 
for a non-lobbying purpose prior to the 
first taxable year preceding the taxable 
year in which the communication is 
made, the activity is presumed to be 
engaged in for all periods solely for 
that non-lobbying purpose. The Com
missioner can rebut this presumption in 
part by establishing that the activity 
was also engaged in for a lobbying 
purpose. See paragraph (c)(2) of this 
section relating to an activity engaged 
in for multiple purposes. 

(4) Presumption of lobbying pur
pose. If an activity relating to a 
lobbying communication is engaged in 
during the same taxable year as the 
communication is made or the imme
diately preceding taxable year, and is 
not within the presumption in para
graph (c )(3) of this section, the activity 
is presumed to be engaged in for the 
sole purpose of making or supporting 
the lobbying communication. A tax
payer can rebut the presumption (in 
whole or part) by establishing that the 
activity was engaged in (entirely or 
partially) for a non-lobbying purpose. 
See paragraph (c)(2) of this section 
relating to an activity engaged in for 
multiple purposes. If, during the same 
taxable year, the taxpayer commences 
an activity that relates directly to the 
subject matter of specific legislation 
(then in existence) and makes a lobby
ing communication with respect to that 
legislation, it is expected that the 
taxpayer generally will be unable to 
rebut the presumption. 

(5) Activities treated as having no 
purpose to influence legislation. A tax
payer that engages in any of the fol
lowing activities is treated as having 
done so without a purpose of making 
or supporting a lobbying communica
tion-

(i) Prior to evidencing a purpose to 
influence any specific legislation re-

ferred to in this paragraph (c )(5)(i)(A) 
or (B) (or similar legislation)-

(A) Determining the existence or 
procedural status of specific legislation, 
or the time, place, and subject of any 
hearing to be held by a legislative body 
with respect to specific legislation; or 

(B) Preparing routine, brief sum
maries of the provisions of specific 
legislation. 

(ii) Performing an activity for pur
poses of complying with the require
ments of any law. 

(iii) Reading any general circulation 
publications or viewing or listening to 
other mass media communications 
available to the general pUblic. 

(6) Examples. The provisions of this 
paragraph (c) are illustrated by the 
following examples: 

Example 1. In 1995, Agency F issues proposed 
regulations relating to the business of Taxpayer 
W, a calendar year taxpayer. There is no specific 
legislation during 1995 that is similar to the 
regulatory proposal. W undertakes a study of the 
impact of the proposed regulations on its 
business. W incorporates the results of that study 
in comments sent to Agency F in 1995. In 1996, 
legislation is introduced in Congress that is 
similar to the regulatory proposal. W writes a 
letter to Senator P stating that it opposes the 
proposed legislation. With the letter, W encloses 
a copy of the comments it sent to Agency F. W's 
letter to Senator P refers to and reflects a view 
on specific legislation and therefore is a lobbying 
communication. Because W used the results of 
its study of the impact of the proposed 
regulations in its letter to Senator P in the 
taxable year following the taxable year the study 
was conducted, it is presumed under paragraph 
(c)( 4) of this section that W engaged in the study 
for the sole purpose of making or supporting that 
lobbying communication. Based on these facts, 
however, W can rebut the presumption entirely 
by showing that its sole purpose for undertaking 
the study was to comment on the proposed 
regulations. 

Example 2. In the ordinary course of its 
business, Taxpayer y, a calendar year manufac
turing company, regularly keeps records of 
electricity consumption in its manufacturing 
process. Y has kept such records since 1970, the 
year in which Y began business, in order to track 
the cost of its manufacturing process. In 1995, 
the governor of State Q proposes a budget that 
includes a sales tax on electricity. Using its 
records of electricity consumption, Y estimates 
the additional costs that the budget proposal 
would impose upon its business. In the same 
year, Y writes to members of the state legislature 
and explains that it opposes the increased sales 
tax. In its letter, Y includes its estimate of the 
costs that the sales tax would impose on its 
business. The letter is a lobbying communication 
(because it refers to and reflects a view on 
specific legislation, the governor's proposed 
budget). Both the recordkeeping activities and 
the activity of estimating additional costs under 
the proposed sales tax relate to the lobbying 
communication because Y used the records to 
make the estimates, and Y used the estimates in 



its opposition to the governor's proposal. How
ever, Y had a non-lobbying purpose for keeping 
the records and engaged in that activity prior to 
the fIrst taxable year preceding the taxable year 
In whIch it made the lobbying communication. 
Therefore, under paragraph (c)(3) of this section, 
it is presumed that Y kept these records solely 
for a non-lobbying purpose during all periods. 
Based on these facts, the Commissioner cannot 
rebut the presumption. In contrast, it is pre
sumed, under paragraph (c)( 4) of this section, 
that Y estimated the additional costs it would 
incur under the proposal solely to make or 
support the lobbying communication, because the 
activity commenced in the same taxable year as 
the lobbying communication was made. Based on 
these facts, because Y estimated its additional 
costs under the budget proposal to support the 
lobbying communication, Y cannot rebut the 
presumption as it relates to this activity. 

Example 3. In 1995, a Senator in the State Q 
legislature announces her intention to introduce 
legislation to require health insurers to cover a 
particular medical procedure in all policies sold 
in the state. Taxpayer Y, a calendar year tax
payer, has different policies for two groups of 
employees, one of which covers the procedure 
and one of which does not. After the bill is 
introduced, Y's legislative affairs staff asks y's 
human resources staff to track claims for the 
procedure that are allowed, in order to estimate 
the additional cost of requiring the coverage 
under both policies. In 1996, Y's legislative 
affairs staff prepares a study estimating Y's 
increased costs based on the results of tracking, 
in 1995, the claims made. Also in 1996, Y writes 
to members of the state legislature and explains 
that it opposes the proposed change in insurance 
coverage based on the study. The letter is a 
lobbying communication (because it refers to and 
reflects a view on specific legislation). Both the 
activity of tracking the claims and the activity of 
estimating Y's additional costs under the pro
posed legislation relate to the lobbying communi
cation because they are used to support that 
communication. It is presumed, under paragraph 
(c)(4) of this section, that Y engaged in 1996 in 
the activity of estimating the additional costs it 
would incur under the proposal solely to make or 
support the lobbying communication, because the 
activity commenced in the same taxable year as 
the lobbying communication. Based on these 
facts, Y cannot rebut the presumption as it 
relates to this activity. Further, because Y did not 
regularly track these claims before 1995, it is 
presumed, under paragraph (c)( 4) of this section, 
that Y engaged in 1995 in the activity of 
tracking these claims solely to make or support 
the lobbying communication. Based on these 
facts, because Y tracked these claims to support 
the lobbying communication, Y cannot rebut the 
presumption. 

Example 4. After several years of developmen
tal work under various contracts, in 1997, 
Taxpayer A, a calendar year aerospace company, 
contracts with the Department of Defense (DOD) 
to produce a prototype of a new generation 
military aircraft. A is aware that DOD will be 
able to fund the contract only if Congress 
appropriates an amount for that purpose in the 
upcoming appropriations process. In 1998, A 
conducts simulation tests of the aircraft and 
revises the specifications of the aircraft's ex
pected performance capabilities, as required 
under the contract. A submits the results of the 
tests and the revised specifications to DOD. In 
1999. Congress considers legislation to appropri
ate funds for the contract. In that connection, A 

summarizes the results of the simulation tests 
and of the aircraft's expected performance 
capabilities, and submits the summary to inter
ested members of Congress with a cover letter 
that encourages them to support appropriations of 

.funds for the contract. The letter is a lobbying 
communication (because it refers to specific 
legIslatIOn (i.e., appropriations) and requests 
passage). The described activities in 1998 and 
1999 relate to that lobbying communication and, 
therefore, are presumed, under paragraph (c)( 4) 
of this section, to be for the sole purpose of 
making or supporting that communication. Based 
on these facts, A cannot rebut the presumption as 
it relates to the summary prepared specifically 
for that communication. However, because A 
conducted the tests and revised the specifications 
to comply with its production contract with 
DOD, A can rebut the presumption as it relates 
to those activities. 

Example 5. C, president of Taxpayer W, 
travels to the state capital to attend a two-day 
conference on new manufacturing processes. C 
plans to spend a third day in the capital meeting 
with state legislators to explain why W opposes 
a pending bill unrelated to the subject of the 
conference. C's staff prepares a briefing book on 
the pending bill for C's use in meetings with the 
state legislators. Because the meetings with the 
legislators will be lobbying communications 
(because C will refer to and reflect a view on 
specific legislation), C's travel and the prepara
tion of the briefing book are presumed to be 
solely for the purpose of making or supporting 
the lobbying communications. Based on these 
facts, W cannot rebut the presumption as it 
relates to the preparation of the briefing book, 
but can partially rebut the presumption as it 
relates to C's travel by demonstrating that the 
travel was engaged in both for lobbying and non
lobbying purposes. As a result, under paragraph 
(c)(2) of this section, W must reasonably allocate 
C's travel between attending the conference and 
meeting with the state legislators. 

Example 6. In 1995, Taxpayer F comments on 
proposed EPA regulations and successfully con
tests their validity on constitutional grounds in 
litigation. In 1997, Senator N introduces environ
mental legislation, which F believes to be 
unconstitutional on the same grounds as the 
previously proposed and defeated regulations. F 
sends some of the documents it prepared in 1995 
to Senator N's staff with a cover letter indicating 
that F opposes the environmental legislation. The 
letter to Senator N refers to and reflects a view 
on specific legislation and thus is a lobbying 
communication. F engaged in the activity of 
preparing the documents, however, for a non
lobbying purpose prior to the first taxable year 
preceding the taxable year in which the lobbying 
communication was made. Therefore, under 
paragraph (c)(3) of this section, it is presumed 
that the document preparation was engaged in 
solely for a non-lobbying purpose. Based on 
these facts, the Commissioner cannot rebut that 
presumption. 

Example 7. On February I, 1995, a bill is 
introduced in Congress that would affect Com
pany E, a calendar year taxpayer. Employees in 
E's legislative affairs department, as is custom
ary, prepare a brief summary of the bill and 
periodically confirm the procedural status of the 
bill through conversations with employees and 
members of Congress. On March 31, 1995, the 
head of E's legislative affairs department meets 
with E's President to request that B, a chemist, 
temporarily help the legislative affairs depart
ment analyze the bill. The President agrees, and 

suggests that B also be assigned to draft a 
position letter in opposition to the bill. 
Employees of the legislati ve affairs department 
continue to confirm periodically the procedural 
status of the bill. On October 31, 1995, B's 
position letter in opposition to the bill is 
delivered to members of Congress. B's letter is a 
lobbying communication because it refers to and 
reflects a view on specific legislation. Under 
paragraph (c)(5)(i) of this section, the assignment 
of B to assist the legislative affairs department in 
analyzing the bill and in drafting a position letter 
in opposition to the bill evidences a purpose to 
influence legislation. Based on these facts, 
neither the activity of periodically confirming the 
procedural status of the bill nor the activity of 
preparing the routine, brief summary of the bill 
before March 31 constitutes influencing legisla
tion. With respect to periodically confirming the 
procedural status of the bill on or after March 
31, it is presumed, under paragraph (c)(4) of this 
section, that E engaged in the activity solely to 
make or support the lobbying communication 
because the activity commenced in the same 
taxable year as the lobbying communication. 
These facts indicate that after March 31, E 
determined the procedural status of the bill for 
the purpose of supporting the lobbying communi
cation by B and, accordingly, E cannot rebut the 
presumption as it relates to this activity. 

Example 8. Taxpayer Z prepares a report that 
it is required by state law to submit to a state 
corporation commission. Z sends a copy of the 
report to its delegate in the state legislature along 
with the taxpayer's letter opposing a bill that 
would increase the state sales tax. Even though 
the letter to the delegate is a lobbying communi
cation (because it refers to, and reflects a view 
on, specific legislation), under paragraph 
(c)(5)(ii) of this section, the preparation of the 
report does not constitute influencing legislation. 

Example 9. Taxpayer Y purchases an annual 
subscription to a commercial, general circulation 
newsletter that provides legislative updates on 
proposed tax legislation. Employees in Y's 
legislative affairs department read the newsletter 
in order to keep abreast of legislative develop
ments. Even if Y attempts to influence legisla
tion that is identified and tracked in the 
newsletter, under paragraph (c)(5)(iii) of this 
section, the time spent by employees of Y 
reading the newsletter does not constitute influ
encing legislation. 

Cd) Special imputation rule. If one 
taxpayer, for the purpose of making or 
supporting a lobbying communication, 
uses the services or facilities of a 
second taxpayer and does not compen
sate the second taxpayer for the full 
cost of the services or facilities, the 
purpose and actions of the first tax
payer are imputed to the second tax
payer. Thus, for example, if a trade 
association uses the services of a 
member's employee, at no cost to the 
association, to conduct research or 
similar activities to support the trade 
association's lobbying communication, 
the trade association's purpose and 
actions are imputed to the member. As 
a result, the member is treated as 
influencing legislation with respect to 
the employee's work in support of the 
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trade association's lobbying commUnI
cation. 

(e) Anti-avoidance rule. If a tax
payer, alone or in coordination with 
one or more other taxpayers, purposely 
structures its attempts to influence 
legislation to achieve results that are 
unreasonable in light of the purposes of 
section 162(e) and section 6033(e), the 
Commissioner can take such steps as 
are appropriate to achieve reasonable 
results consistent with the purposes of 
section 162(e), section 6033(e), and 
this section. 

(f) Effective date. This section is 
effective for amounts paid or incurred 
on or after May 13, 1994. Taxpayers 
must adopt a reasonable interpretation 
of section 162(e)(l)(A) for amounts 
paid or incurred prior to this date. 

Par. 3. In § 1.162-20, paragraph 
(c)(5) is added to read as follows: 

§ 1.162-20 Expenditures attributable 
to lobbying, political campaigns, 
attempts to influence legislation, etc., 
and certain advertising. 

* * * * * * 
(c) *** 
(5) Expenses paid or incurred after 

December 31, 1993, in connection with 
influencing legislation other than cer
tain local legislation. The provisions of 
paragraphs (c)( 1) through (c )(3) of this 
section are superseded for expenses 
paid or incurred after December 31, 
1993, in connection with influencing 
legislation (other than certain local 
legislation) to the extent inconsistent 
with section 162(e)(l)(A) (as limited 
by section 162(e)(2)) and §§1.162-20T
(d) and 1.162-29. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 10, 1994, II :23 a.m., and published in 
the issue of the Federal Register for May 13, 
1994, 59 F.R. 24992) 

Notice of Proposed Rulemaking 

Limitation on Use of Deconsolidation 
to Avoid Foreign Tax Credit 
Limitations 

INTL-6-90 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed Income Tax Regulations re
lating to certain limitations on the 
amount of the foreign tax credit. This 
action is necessary because of changes 
to the applicable tax law made by the 
Revenue Reconciliation Act of 1989. 
These regulations would provide guid
ance needed to comply with these 
changes and would affect domestic 
corporations that are affiliates. 

DATES: Comments and requests for a 
public hearing must be received by 
July 18, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (INTL-0006-90), 
Room 5228, Internal Revenue Service, 
POB Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered between the hours of 8 a.m. and 5 
p.m. to: CC:DOM:CORP:T:R (INTL-
0006-90), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW., Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
Income Tax Regulations (26 CFR part 
1) under section 904 of the Internal 
Revenue Code of 1986 (Code). These 
amendments are proposed to conform 
the regulations to section 7402(a) of 
the Revenue Reconciliation Act of 
1989 (103 Stat. 2106, 2357). These 
amendments are proposed to be issued 
under the authority contained in sec
tions 7805 and 904(i) of the Code. 

Explanation of Provisions 

General 

The Revenue Reconciliation Act of 
1989 authorized the issuance of regula
tions requiring the resourcing of in
come of any member of an affiliated 
group of corporations (as expanded by 
the legislation) or the modification of 
the consolidated return regulations, to 
the extent that such resourcing or 
modification is necessary to prevent 
avoidance of the foreign tax credit 
limitations. Congress was particularly 
concerned about the interposition of 
entities other than "includible corpora-

tions" (as defined in section 1504(b» 
into a chain of corporate ownership to 
deconsolidate domestic corporations in 
the chain and, as a result of the 
deconsolidation, avoid limitations on 
the foreign tax credit. Deconsolidation 
may be achieved by introducing a 
nonincludible entity (e.g., a foreign 
corporation) as the common parent of 
multiple chains of includible corpora
tions or by interposition of a non
includible entity deeper in a chain. The 
same concerns apply to groups of in
cludible corporations that do not elect 
to file a consolidated return even 
though they are eligible to do so. 

Calculation of the foreign tax credit 
limitation is made on a consolidated 
group basis for those groups of corpo
rations that are eligible and elect to file 
consolidated returns. By removing a 
domestic corporation from an affiliated 
group, taxpayers can manipulate the 
foreign tax credit limitation. For exam
ple, by isolating foreign losses in the 
disaffiliated corporation, taxpayers can 
increase the amount of foreign source 
income in the group by using foreign 
losses in the disaffiliated corporation to 
reduce U.S. source income in that 
corporation rather than to reduce the 
foreign source income in the rest of the 
group. This increases the amount of the 
foreign tax credit limitation over what 
the limitation would be if all of the 
related corporations were members of 
the consolidated group. 

Explanation of Proposed Regulations 

Section 1.904(i)-1 treats certain do
mestic corporations that are either not 
eligible to be or, though eligible have 
not elected to be, members of the same 
consolidated group, as members of the 
same consolidated group solely for 
purposes of applying the foreign tax 
credit provisions of section 59(a), 
sections 901 through 908, and section 
960. Section 1.904(i)-1 does not move 
income from one member of the ex
tended consolidated group to another 
member. It only affects the source or 
foreign tax credit separate limitation 
character of the net income of members 
of the group. 

Section 1. 904(i)-1 does not prescribe 
a particular method for allocating net 
income to affiliates. Rather, it permits 
taxpayers to use any consistently ap
plied reasonable method to allocate net 
income to each affiliate. We invite 
comments on whether more detailed 
guidance, which may well circumscribe 



the ability of taxpayers to take alterna
tive reasonable approaches, would be 
preferable. 

The provisions of section 904(i) 
apply to: (1) includible corporations 
that are members of the same affiliated 
group under section 1504(a) but that do 
not file consolidated returns; and (2) 
corporations that, because of the inter
position of entities other than includible 
corporations (e.g., a foreign corporation 
in the chain or a common foreign 
parent), are not in the same affiliated 
group. If all includible corporations are 
eligible and have already elected to be 
members of the same consolidated 
group, then, as provided in § 1.904(i)-
1 (b)(1 )(iii), the rules of section 904(i) 
do not apply. 

These rules are necessary in order to 
prevent includible corporations from 
avoiding the foreign tax credit limita
tion rules, either by interposition of 
nonincludible corporations or by a 
failure to file a consolidated return 
when eligible to do so. However, the 
application of the regulations is not 
dependent upon whether the federal 
income tax consequences of its applica
tion favor, or are adverse to, the 
taxpayer. 

Proposed Effective Date 

These regulations are proposed to be 
effective for taxable years of affiliates 
beginning 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 EO 12866. Therefore, a regulatory 
assessment is not required. It has also 
been determined that section 553(b) of 
the Administrative Procedure Act (5 
U.S.c. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these 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 (preferably a signed original 
and eight (8) copies) that are submitted 
timely to the IR.S All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled if requested in writing by a 
person that timely submits written 
comments. If a public hearing is 
scheduled, notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Section 1.904(i)-1 also issued under 26 
U.S.C. 904(i). *** 

Par. 2. In § 1. 904-0, the introductory 
text is revised and table of contents 
entries are added for § 1.904(i)-1 to 
read as follows: 

§1.904-O Outline of regulation 
provisions for section 904. 

This section lists the paragraphs 
contained in the regulations that imple
ment section 904. 

* * * * * * 
§1.904(i)-1 Limitation on use of 
deconsolidation to avoid foreign tax 
credit limitations. 

(a) General rule. 
(b) Definitions and special rules. 
(1) Affiliate. 
(i) Generally. 
(ii) Exception for newly acquired 

affiliates. 
(iii) Exception for some consolidated 

groups. 
(2) Includible corporation. 
(c) Taxable years. 
(d) Consistent treatment of foreign 

taxes paid. 
(e) Effective date. 

Par. 3. Section 1.904(i)-1 is added to 
read as follows: 

§1.904(i)-1 Limitation on use of 
deconsolidation to avoid foreign tax 
credit limitations. 

(a) General rule. If two or more 
includible corporations are affiliates, 
within the meaning of paragraph (b)(1) 
of this section, at any time during their 
taxable years, then, solely for purposes 
of applying the foreign tax credit pro
visions of section 59(a), sections 901 
through 908, and section 960, each of 
those affiliates will be treated as if they 
were part of the same consolidated 
return group for that portion of the year 
during which those corporations were 
affiliates. Thus, each affiliate must 
compute its foreign source taxable 
income or loss in each separate cate
gory, as defined in § 1.904-5(a)(1). 
Those amounts are combined for all 
affiliates to determine one amount for 
the group of affiliates in each separate 
category. The rules of section 904(f) 
are then applied to the combined 
amounts in each separate category to 
determine the group's net taxable in
come or loss in each separate category. 
Any net taxable income so calculated 
for purposes of the foreign tax credit 
provisions must then be allocated pro 
rata among the affiliates under any 
consistently applied reasonable method. 
This allocation will only affect the 
source and foreign tax credit separate 
limitation character of the income of 
each affiliate, and will not otherwise 
affect an affiliate's total net income or 
loss. This section applies whether the 
federal income tax consequences of its 
application favor, or are adverse to, the 
taxpayer. 

(b) Definitions and special rules
For purposes of this section only, the 
following terms will have the meanings 
specified. 

(1) Affiliate-(i) Generally. Affili
ates are includible corporations-

(A) That are members of the same 
affiliated group, as defined in section 
1504(a); or 

(B) That would be members of the 
same affiliated group, as defined in 
section 1504(a); but for 

(1) The ownership of one or more 
includible corporations by entities that 
are not includible corporations; or 

(2) The inapplicability of the con
structive ownership rules of section 
1563( e) for purposes of section 
1504(a). 
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(ii) Exception for newly acquired 
affiliates. An includible corporation 
will not be considered an affiliate of 
another includible corporation during 
its taxable year beginning before the 
date on which the first includible 
corporation first becomes an affiliate 
with respect to that other includible 
corporation. 

(iii) Exception for some consolidated 
groups. The provisions of paragraph (a) 
of this section shall not apply if the 
only affiliates under this definition are 
already members of the same consoli
dated group without operation of this 
section. 

(2) Includible corporation. The term 
includible corporation has the same 
meaning it has in section 1504(b). 

(c) Taxable years. If all of the 
affiliates use the same U.S. taxable 
year for determining gross income, then 
that year must be used for purposes of 
applying this section. If, however, the 
affiliates use more than one U.S. tax
able year for determining gross income, 
then an appropriate taxable year must 
be used for applying this section. The 
determination whether a year is appro
priate must take into account all of the 
relevant facts and circumstances, in
cluding the U.S. taxable years used by 
the affiliates for general U.S. income 
tax purposes. Those affiliates that do 
not use the year determined in the 
preceding sentence as their U.S. taxable 
year for general U.S. income tax 
purposes must, for purposes of this 
section, use their U.S. taxable year or 
years ending within the taxable year 
determined in the preceeding sentence. 
If, however, the stock of an affiliate is 
disposed of so that it ceases to be an 
affiliate, then the taxable year of that 
affiliate will be considered to end on 
the disposition date for purposes of this 
section. 

(d) Consistent treatment of foreign 
taxes paid. All affiliates must consist
ently either elect under section 901 (a) 
to claim a credit for foreign income 
taxes paid or accrued, or deemed paid 
or accrued, or to deduct foreign taxes 
paid or accrued under section 164. See 
also §1.l502-4(a); §1.905-1(a). 

(e) Effective date. This section will 
be effective for taxable years of affili
ates beginning after December 31, 
1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 
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(Filed by the Office of the Federal Register on 
May 16, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 17, 
1994, 59 F.R. 25584) 

Notice of Proposed Rulemaking 

Revisions of the Section 338 
Consistency Rules With Respect to 
Target Affiliates That are Controlled 
Foreign Corporations 

INTL-177-90 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8516, page 
119, this Bulletin] the IRS is issuing 
temporary regulations revising the con
sistency rules under section 338 of the 
Internal Revenue Code of 1986 appli
cable to certain cases involving con
trolled foreign corporations. The text of 
those temporary regulations also serves 
as the text of these proposed 
regulations. 

DATES: Comments and requests for a 
public hearing must be received by 
March 21, 1994. 

ADDRESSES: Send comments and re
quests for a public hearing to: Internal 
Revenue Service, P.O. Box 7604, Ben 
Franklin Station, Attn: CC:DOM:
CORP:T:R (INTL-0177-90), Room 
5228, 1111 Constitution Avenue, NW, 
Washington, DC 20044. In the alterna
tive, comments and requests may be 
hand delivered to: CC:DOM:CORP:T:R 
(lNTL-0117-90), Internal Revenue 
Service, Room 5228, 1111 Constitution 
Ave. NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations published 
in *** [T.D. 8516, page 119, this 
Bulletin] revise § 1.338-4T of the In
come Tax Regulations. The final reg
ulations that will result from the 
regulations proposed in this notice 
would be based on the text of the 
temporary regulations and would revise 
the consistency rules relating to con
trolled foreign corporations under sec-

tion 338 of the Internal Revenue Code 
of 1986. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations, along with 
the preamble to the notice of proposed 
rulemaking published on January 14, 
1992, in the Federal Register (57 FR 
1409) under section 338, contains a full 
explanation of the reasons underlying 
the issuance of the proposed regula
tions. 

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 its impact 
on small business. 

Comments and Request for a 
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. A public hearing will be held 
upon written request by any person 
who submits written comments on the 
proposed rules. Notice of the time and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 26 CFR Part I 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 



PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.338-4 is amended 

by adding paragraphs (h) and (k) to 
read as follows: 

§I.338-4 Asset and stock consistency. 

* * * * * * 

(h) [The text of this proposed para
graph is the same as the text of 
§ l.338-4T(h) published elsewhere in 
*** [T.D. 8516, this Bulletin]. 

* * * * * * 

(k) [The text of this proposed para
graph is the same as the text of 
§ 1.3384T(k) published elsewhere in 
*** [T.D. 8516, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
January 12, 1994, 2:54 p.m., and published in 
the issue of the Federal Register for January 
20, 1994, 59 F.R. 3045) 

Notice of Proposed Rulemaking 

Imposition of Accuracy-Related 
Penalty 

INTL-21-91 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8519, page 
298, this Bulletin], the IRS is issuing 
temporary regulations that provide 
guidance on the imposition of the 
accuracy-related penalty under Internal 
Revenue Code sections 6662(e) and (h) 
and section 6664( c) for transactions 
between persons described in Internal 
Revenue Code section 482 and net sec
tion 482 transfer price adjustments. The 
text of those temporary regulations also 
serves as the comment document for 
this notice of proposed rulemaking. 

DATES: Comments and requests for a 
public hearing must be received by 
June 2, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lL-21-91), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered to: CC:DOM:CORP:T:R (IL-21-
91), Internal Revenue Service, Room 
5228, 1111 Constitution Avenue NW, 
Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed rule
making 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, 
DC 20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer PC:FP, Washington, 
DC 20224. 

The collection of information in this 
notice of proposed rulemaking is in 
§§ 1.6662-6T(d)(2)(iii) and (d)(3)(iii). 
This information is required by the IRS 
to implement section 6662( e )(3 )(B) of 
the Internal Revenue Code. This infor
mation will be used to determine 
whether the taxpayer reasonably con
cluded that the transfer prices charged 
in related party transactions were 
consistent with the arm's length stand
ard. The likely recordkeepers are busi
ness or other for-profit institutions and 
small businesses or 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 IR.S Individ
ual recordkeepers may require greater 
or less time, depending on their par
ticular circumstances. 

Estimated total annual recordkeeping 
burden: 20,000 hours. 

The estimated annual burden per rec
ordkeeper varies from 5 hours to 15 
hours, depending on individual circum-

stances, with an estimated average of 
10 hours. 

Estimated number of recordkeepers: 
2000. 

Background 

The temporary regulations published 
in *** [T.D. 8519, page 298, this 
Bulletin] contain amendments to the 
Income Tax Regulations under sections 
6662(e) and (h) and section 6664(c) 
relating to the imposition of accuracy
related penalties. The final regulations 
that will result from the regulations 
proposed in this notice would be based 
on the text of the temporary regulations 
and would provide rules relating to the 
imposition of accuracy-related penalties 
under those sections for transactions 
between persons described in section 
482 and net section 482 transfer price 
adjustments. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains 
these proposed regulations. 

Special Analysis 

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, 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 

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 may be scheduled and held 
upon written request by any person 
who timely submits written comments 
on the proposed rules. Notice of the 

1994-1 C.B. 819 



date, time, and place for the hearing 
will be published in the Federal 
Register. 

List of Subjects in 26 CFR Part J 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 *** 
§§ 1.6625-5 and 1.6625-6T also issued 
under 26 U.S.c. 6662. *** 

Par. 2. Section 1.6662-0 is amended 
by adding entries to the table to read as 
follows: 

§J.6662-0 Table of contents. 

[The text of the proposed amend
ments to this section is the same as the 
text of the amendments to § 1.6662-0 
published elsewhere *** [T.D. 8519, 
this Bulletin].] 

Par. 3. Section 1.6662-5 is amended 
by revising paragraph (e) and adding 
the text of paragraph (j) to read as 
follows: 

§J.6662-5 Substantial and gross 
valuation misstatements under 
chapter 1. 

[The text of proposed paragraphs (e) 
and (j) of this section are the same as 
the text of paragraphs (e) and (j) 
§ 1.6662-5T published elsewhere in *** 
[T.D. 8519, this Bulletin].] 

Par. 4. Section 1.6662-6 is added to 
read as follows: 

§I.6662-6 Transactions between 
persons described in section 482 and 
net section 482 transfer price 
adjustments. 

[The text of this proposed section is 
the same as the text of § 1.6662-6T 
published elsewhere in *** [T.D. 8519, 
this Bulletin].] 

Par. 5. Section 1.6664-0 is amended 
by adding an entry to read as follows: 
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§J.6664-0 Table of contents. 

[The text of the proposed amendment 
to this section is the same as the text of 
the amendment to § 1.6664-0 published 
elsewhere in *** [T.D. 8519, this 
Bulletin].] 

Par. 6. Section 1.6664-4, the text of 
paragraph (d) is added to read as 
follows: 

§J.6664-4 Reasonable cause and 
good faith exception to section 6662 
penalties. 

[The text of this proposed paragraph 
(d) is the same as the text of paragraph 
(d) of § 1.6664-4T published elsewhere 
in *** [T.D. 8519, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
January 27.1994.11:10 a.m .• and published in 
the issue of the Federal Register for February 
2. 1994. 59 F.R. 4876) 

Notice of Proposed Rulemaking 

Computation of Combined Taxable 
Income Under the Profit Split Method 
When the Possession Product is a 
Component Product or an End
Product Form 

INTL-68-92 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed Income Tax Regulations re
lating to the determination of combined 
taxable income under the profit split 
method. These regulations would 
amend the current regulations and 
provide revised rules in order for 
taxpayers to compute the combined 
taxable income under profit split when 
the possession product chosen for 
purposes of section 936(h)(5) of the 
Internal Revenue Code is a component 
product or an end-product form. These 
regulations are necessary to provide 
guidance to taxpayers electing the 
profit split method of computing tax
able income under section 936(h)(5). 

DATES: Written comments and re
quests for a public hearing must be 
received by March 14, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Attention: 
CC:CORP:T:R (INTL-0068-92), Room 
5228, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered to: CC:DOM:CORP:T:R 
(INTL-0068-92), Internal Revenue 
Service, Room 5228, 1111 Constitution 
Avenue, NW, Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR part I) under section 
936 of the Internal Revenue Code of 
1986. These amendments to the regula
tions are proposed to provide simplified 
rules for computing combined taxable 
income under the profit split method 
for a taxpayer that has chosen a 
component product or an end-product 
form as its possession product. 

Explanation of Provisions 

The proposed regulations would 
amend §1.936-6(b)(l), Q & A. 12, with 
conforming changes made to Q & A. 
10, A. ]], and A. 13. Under the 
proposed revision, where the posses
sion product is a component product or 
an end-product form, the combined 
taxable income attributable to the pos
session product will be determined by 
multiplying the combined taxable in
come of the possession corporation and 
affiliated groups derived from covered 
sales of integrated products (which 
includes the possession product) by a 
production cost ratio. In the case of a 
component product, the combined tax
able income of the integrated product 
would be multiplied by a ratio, the 
numerator of which equals the produc
tion costs of the component product 
and the denominator of which equals 
the production costs of the integrated 
product. The combined taxable income 
of an end-product form is determined 
in a similar manner using the produc
tion costs of the end-product form. 

The proposed change is intended to 
simplify the computation of combined 
taxable income under Q & A. J 2 and to 
eliminate the need to apply section 482 
in cases in which a possession product 
is a component product or an end
product form. No inference is intended 
as to the interpretation or scope of 
current regulations by the revisions 
proposed herein. 



The example under § 1.936-6(b)(1), 
Q & A. 12 is modified to reflect the 
revised rule. 

Proposed effective date 

The changes made in this document 
are proposed to be effective for taxable 
years beginning 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 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, 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. 

Comments and Request 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 IR.S All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled if requested in writing by a 
person that timely submits written 
comments. If a public hearing is 
scheduled, notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation 
for part I continues to read in part as 

follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 2. The heading of § 1.936-6 is 

amended by removing the colon after 
the word "make" and by adding in its 
place a semi-colon. 

Par. 3. Section 1.936-6, paragraph 
(b)(1) is amended by: 

1. Revising Q & A. 10. 

2. Designating the first sentence of 
A. 11 as paragraph (i) and revising it. 

3. Designating the flush text and 
example following newly designated A. 
11 (i) as paragraph (ii). 

4. Revising Q & A. 12. 
5. Revising A. 13. 

6. The revisions read as follows: 

§I.936-6 Intangible property income 
when an election out is made; cost 
sharing and profit split options; 
covered intangibles. 

* * * * * * 
(b) * * * (1) * * * 
Q. 10: If the possessions corporation 

is entitled to use the profit split method 
in the situation described in Q. 9 
(leasing units of the possession product 
or use of such units in the taxpayer's 
own trade or business), how should it 
compute combined taxable income with 
respect to such units? 

A. 10: In the case of an integrated 
product, combined taxable income shall 
be computed as if the U.S. affiliate had 
sold the units to an unrelated person 
(or to a foreign affiliate) at the time the 
units were first leased or otherwise 
placed in service by the U.S. affiliate. 
The sales price shall be equal to the 
sales price from comparable uncon
trolled transactions determined in ac
cordance with § 1.482-2(e)(2). If a sales 
price from comparable uncontrolled 
transactions cannot be determined in 
accordance with § 1.482-2( e )(2), then 
the taxpayer shall not be treated as 
having possession sales with respect to 
such leasing transaction. If the posses
sion product is a component product or 
an end-product form, and there is a 
comparable uncontrolled price for the 
integrated product which includes the 
possession product, the combined tax
able income with respect to the posses
sion product shall be determined under 
Q & A. 12 of this paragraph (b)(1). For 
purposes of determining the basis of a 
component product or an end-product 
form, the deemed sales price of such 
product must be determined. The 
deemed sales price of the component 

product shall be determined by multi
plying the deemed sales price of the 
integrated product by a ratio, the 
numerator of which is the production 
costs of the component product and the 
denominator of which is the production 
costs of the integrated product. The 
deemed sales price of an end-product 
form shall be determined by multiply
ing the deemed sales price of the 
integrated product by a ratio, the 
numerator of which is the production 
costs of the end-product form and the 
denominator of which is the production 
costs of the integrated product. The 
definition of production costs with 
respect to the component product or 
end-product form shall be determined 
under the rules of Q & A. 12 of this 
paragraph (b)( I). The full amount of 
income received under the lease shall 
be treated as income of (and taxed to) 
the U.S. affiliate and not the pos
sessions corporation. 

* * * * * * 
A. 11: (i) The U.S. affiliate shall be 

treated, for purposes of computing its 
basis in such units, as if it had 
repurchased such units immediately 
following the deemed sale and at the 
deemed sales price as provided in Q & 
A. 10 of this paragraph (b)( I). 

(ii) *** 
Q. 12: If the possession product is a 

component product or an end-product 
form, how is the combined taxable 
income for such product to be 
determined? 

A. 12: (i) Combined taxable income 
for a component product or an end
product form is computed under the 
production cost ratio (PCR) method. 

(ii) Under the PCR method, the 
combined taxable income for a compo
nent product will be the same propor
tion of the combined taxable income 
for the integrated product which the 
production costs attributable to the 
component product bear to the total 
production costs for the integrated 
product. Production costs will be the 
sum of the direct and indirect pro
duction costs as defined for inventory 
accounting purposes under § 1.471-
II(b), (c) or (d), except that the costs 
will not include the costs of materials. 

(iii) Under the PCR method the 
combined taxable income for an end
product form will be the same propor
tion of the combined taxable income 
for the integrated product which the 
production costs attributable to the end-
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product form bear to the total produc
tion costs for the integrated product. 
Production costs will be the sum of the 
direct and indirect production costs as 
defined for inventory accounting pur
poses under §1.471-II(b), (c) or (d), 
except that the costs will not include 
the costs of materials. 

(iv) Example. The following example il
lustrates a possessions corporation. S, engaged in 
the manufacture of microprocessors. S obtains a 
component from a U.S. affiliate, O. S sells its 
production to another U.S. affiliate, P, which 
incorporates the microprocessors into central 
processing units (CPUs). P transfers the CPUs to 
a U.S. affiliate, Q, which incorporates the CPUs 
into computers for sale to unrelated persons. S 
chooses to define the possession product as the 
CPUs. The combined taxable income for the sale 
of the possession product on the basis of the 
given production, sales, and cost data is com
puted below: 

Production costs (excluding costs of 
materials): 

1. O's costs for the component. . . . . . 100 
2. S' S costs for the microprocessors.. 500 
3. P's costs for the CPU's (the pos-

session product). . . . . . . . . . . . . . . . . 200 
4. Q's costs for the computers...... 400 
5. Total production costs for the 

computer (Add lines I through 4) 1,200 
6. Combined production costs for the 

CPU (the possession product) 
(Add lines I through 3) .... . . . . . 800 

7. Ratio of production costs for the 
CPUs (the possession product) to 
the production costs for the com-
puter (the integrated product) ..... 0.667 

Determination of combined taxable income 
for computers: 

Sales: 

8. Total possession sales of com
puters to unrelated customers and 
foreign affiliates ................. 7,500 

Total costs of 0, S. P. and Q 
incurred in production of a computer: 

9. Production costs (enter from line 
5) ............................ . 

10. Material costs .................. . 
11. Total costs (line 9 plus line 10) .. 
12. Combined gross income from sale 

of computers (line 8 minus line 

1,200 
100 

1,300 

II) ............................ 6,200 

Expenses of the affiliated group (other 
than foreign affiliates) allocable and 
apportionable to the computers or any 
component thereof under the rules of 
§§1.861-8 through 1.86I-l4T and 
I. 936-6(b)( I). Question and 
Answer I: 
13. Expenses (other than research 

expenses) ................. . 

Research expenses of the affiliated 
group allocable and apportionable to 
the computers: 
14. Total sales in the 3-digit SIC 

980 

Code ................... 12,500 
15. Possession sales (enter from line 

8) . 
16. Cost sharing fraction (divide line 

7,500 

15 by line 14)................. 0.6 
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17. Research expenses incurred by the 
affiliated group in 3-digit SIC 
Code multiplied by 120 percent. .. 700 

18. Cost sharing amount (multiply 
line 16 by line 17).............. 420 

19. Research of the affiliated group 
(other than foreign affiliates) 
allocable and apportion able under 
§§1.861-8(e)(3) and 1.861-
14T(e)(2) to the computers (the 
integrated product) .............. 300 

20. Enter the greater of line 18 or 
line 19......................... 420 

Computation of combined taxable income 
of the computer and the CPU: 

21. Combined taxable income attrib
utable to the computer (line 12 
minus line \3 and line 20).... . .. 4,800 

22. Combined taxable income attribu
table to CPUs (multiply line 21 
by line 7) (production cost ratio) 3,200 

23. Share of combined taxable income 
apportioned to S (50 percent of 
line 22)..... . . . . . . . . . . . . . . . . . .. 1,600 

Share of combined taxable income apportioned 
to U.S. affiliate( s) of S: 

24. Adjustments for research expenses 
(line 18 minus line 19 multiplied 
by line 7). . . . . . . . . . . . . . . . . . . . . . 80 

25. Adjusted combined taxable income 
(line 22 plus line 24) ............ 3,280 

26. Share of combined taxable income 
apportioned to affiliates of S (line 
25 minus line 23)..... .. .. .. .... 1,680 

* * * * * * 

A. 13: (i) The income shall be 
allocated to U.S. affiliates as follows-

(A) First, to U.S. affiliates (other 
than tax exempt affiliates) within the 
group (as determined under section 
482) which derive income with respect 
to the product produced in whole or in 
part in the possession; 

(B) Second, to U.S. affiliates (other 
than tax exempt affiliates) which derive 
income from the active conduct of a 
trade or business in the same product 
area as the possession product; 

(C) Third, to other U.S. affiliates 
(other than tax-exempt affiliates); 

(D) Fourth, to foreign affiliates 
which derive income from the active 
conduct of a U.S. trade or business in 
the same product area as the possession 
product (or, if the foreign members are 
resident in a country with which the 
U.S. has an income tax convention, 
then to those foreign members that 
have a permanent establishment in the 
United States which derives income in 
the same product area as the possession 
product); and 

(E) Fifth, to all other affiliates. 
(ii) The allocations made under para

graph (i)(A) of this A. 13 shall be made 
on the basis of the relative gross 
income derived by each such affiliate 
with respect to the product produced in 

whole or in part in the possession. 
Where the product is a component 
product, the relative gross income with 
respect to the component product shall 
be determined by multiplying the rela
tive gross income of the integrated 
product by a ratio, the numerator of 
which is the production costs of the 
component product and the denomina
tor of which is the production costs of 
the integrated product. Where the prod
uct is an end-product form, the relative 
gross income of an end-product form 
shall be determined by mUltiplying the 
gross income of the integrated product 
by a ratio, the numerator of which is 
the production costs of the end-product 
form and the denominator of which is 
the production costs of the integrated 
product. 

(iii) The allocations made under 
paragraphs (i)(B) and (i)(D) of this A. 
13 shall be made on the basis of the 
relative gross income derived by each 
such affiliate from the active conduct 
of the trade or business in the same 
product area. 

(iv) The allocations made under 
paragraphs (i)(C) and (i) (E) of this A. 
13 shall be made on the basis of the 
relative total gross income of each such 
affiliate before allocating income under 
this section. 

(v) Income allocated to affiliates 
shall be treated as U.S. source and 
section 863(b) does not apply for this 
purpose. For purposes of determining 
an affiliate's estimated tax liability 
with respect to income thus allocated, 
the income shall be deemed to be 
received on the last day of the taxable 
year of each such affiliate in which or 
with which the taxable year of the 
possessions corporation ends. 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
January 11, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for January 
12, 1994, 59 F.R. 1690) 
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ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed Income Tax Regulations con
cerning the low-income housing credit 
of section 42 of the Internal Revenue 
Code. The proposed regulations provide 
rules relating to the order in which 
housing credit dollar amounts are allo
cated from each State's housing credit 
ceiling under section 42(h)(3)(C) and 
the determination of which States 
qualify to receive credit from a national 
pool of credit under section 42(h)
(3)(D). The proposed regulations affect 
State and local housing credit agencies 
and taxpayers receiving credit alloca
tions, and provide them with guidance 
for complying with section 42. 

DATES: Written comments must be 
received by February 28, 1994. Re
quests to appear at a public hearing 
scheduled for 10:00 a.m. on April 26, 
1994, and outlines of oral comments 
must be received by April 5, 1994. 

ADDRESSES: Send comments to: In
ternal Revenue Service, P.O. Box 7604, 
Ben Franklin Station, (Attn: 
CC:CORP:T:R (PS-106-91), Room 
5228), Washington, D.C. 20044. Alter
natively, comments, requests to appear 
at the public hearing, and outlines may 
be hand delivered to: CC:CORP:T:R 
(PS-1 06-91), Internal Revenue Service, 
Room 5228, 1111 Constitution Ave. 
N.W., Washington, D.C. 20044. The 
public hearing will be held in the 
Internal Revenue Service Auditorium, 
Seventh Floor, 7400 Corridor, Internal 
Revenue Building, 1111 Constitution 
Ave., N.W., Washington D.C. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed rule
making has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1980 (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 T:FP, 
Washington, D.C. 20224. 

The collection of information in this 
proposed regulation is contained in 
§1.42-14(d)(3)(i). This information is 
required by the Internal Revenue Serv
ice in order to properly account for 
housing credit dollar amounts that are 
returned to the state and local housing 
credit agencies. The likely respondents 
are state and local housing credit 
agencies, individuals, business or other 
for-profit institutions, nonprofit institu
tions, and small businesses or organi
zations. 

These estimates are an approximation 
of the average time expected to be 
necessary for the 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. Estimated total reporting bur
den: 275 hours. The estimated annual 
burden per State or local government 
respondent varies from 2 hours to 6 
hours, with an estimated average of 4 
hours. The estimated annual burden for 
all other respondents varies from .5 
hours to 1.5 hours, with an estimated 
average of 1 hour. Estimated number of 
State or local government respondents: 
55. Estimated number of all other 
respondents: 55. Estimated annual fre
quency of State or local government 
responses (for reporting requirement 
only): 4. Estimated annual frequency of 
all other responses (for reporting re
quirement only): one time. 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR Part 1) under section 42 
of the Internal Revenue Code of 1986. 
These amendments are proposed to pro
vide guidance under section 42(h)(3), 
as amended by section 71 08(b) of the 
Omnibus Budget and Reconciliation 
Act of 1989. Section 42(h)(3) provides 
rules for determining the housing credit 
dollar amount available to housing 
credit agencies for allocation in any 
given calendar year. 

Explanation of Provisions 

Section 42 provides for a low
income housing credit that may be 
claimed as part of the general business 
credit under section 38. In general, the 
credit is allowable only if the owner of 
a qualified low-income building re
ceives a housing credit allocation from 

a State or local housing credit agency 
(Agency) of the jurisdiction where the 
building is located. 

The aggregate housing credit dollar 
amount that an Agency may allocate 
for any calendar year is limited to the 
State housing credit ceiling apportioned 
to the Agency for that year. Under 
section 42(h)(3)(C), the State housing 
credit ceiling of any State for any 
calendar year is an amount equal to the 
sum of: (a) $1.25 multiplied by the 
State population (the population com
ponent); (b) the unused State housing 
credit ceiling, if any, of the State for 
the preceding calendar year (the unused 
carryforward component); (c) the 
amount of State housing credit ceiling 
returned in the calendar year (the 
returned credit component); plus (d) the 
amount, if any, allocated to the State 
by the Secretary under section 42(h)
(3)(D) from a national pool of unused 
credit (the national pool component). 

The proposed regulations set forth 
the rules governing the order in which 
credit is allocated from the various 
components of the State housing credit 
ceiling under section 42(h)(3 )(C) (the 
stacking rules). In general, under the 
stacking rules, credit is allocated first 
from the sum of the population and 
returned credit components, then from 
the unused carryforward component, 
and finally from the national pool 
component. The proposed regulations 
also reflect the statutory rule that 
unallocated credit attributable to the 
national pool component cannot be 
carried forward, and therefore is not 
included in the carryforward compo
nent for the following year. In addition, 
the regulations provide that no credit 
allocated prior to calendar year 1990, 
and no credit allowable under section 
42(h)( 4) (relating to the portion of 
credit attributable to eligible basis 
financed by certain tax-exempt obliga
tions under section 103), may be 
returned for reallocation; thus, this 
credit is not included in the returned 
credit component for any year. 

The proposed regulations permit an 
Agency to treat credit returned from a 
project to the Agency after October 31 
of any calendar year and not reallo
cated by the Agency by the close of the 
year as returned at the beginning of the 
succeeding calendar year. For example, 
an Agency that receives returned credit 
from a project in November and does 
not have an opportunity to reallocate 
the credit by the end of the year may 
treat the credit as returned on January I 
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of the following year (the two-month 
rule). If so treated, the credit becomes 
part of the returned credit component 
of the State housing credit ceiling for 
the succeeding calendar year. 

The proposed regulations also pro
vide guidance on satisfying the require
ment of section 42(h)(5) and § 1.42-
IT(c)(5) that credit be set aside for 
projects involving nonprofit organiza
tions (the nonprofit set-aside). Under 
the regulations, the nonprofit set-aside 
is determined annually by reference to 
the total State housing credit ceiling of 
the State, and not to each component of 
the State housing credit ceiling. There
fore, Agencies need not track each 
component of the State housing credit 
ceiling to ensure that at least 10 
percent of each component is set aside 
for projects involving nonprofit organi
zations, provided that 10 percent of the 
total State housing credit ceiling is set 
aside for those projects. Agencies also 
need not track whether credit that was 
allocated in a calendar year and re
turned in a subsequent year was credit 
that was allocated from the nonprofit 
set-aside for the calendar year of the 
initial allocation. 

Under section 42(h)(3)(D), States 
that have unused housing credit carry
overs must assign them to the Secretary 
for inclusion in a national pool of un
used credit (the National Pool), and the 
Secretary must allocate National Pool 
credit among qualified States. The pro
posed regulations provide rules for: (a) 
calculating the unused housing credit 
carryover of a State; (b) determining 
which States are "qualified States" 
eligible to participate in the National 
Pool; and (c) determining the amount 
of credit reallocated from the National 
Pool to each qualified State. 

As a general rule, if there is any 
unallocated credit within the State at 
the close of a calendar year, the State 
is not a qualified State and is ineligible 
to receive an allocation of credit from 
the National Pool the subsequent calen
dar year. Because of the two-month 
rule discussed above, unanticipated re
turns of credit at year-end need not 
disqualify States from the National 
Pool. In addition, the proposed regula
tions provide an exception for States 
that have a de minimis amount of 
unallocated credit remaining in their 
State housing credit ceiling at the close 
of a calendar year. Under the proposed 
regulations, a de minimis amount is not 
more than 1 % of the State housing 
credit ceiling for the year. In determin-
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ing whether there is any unallocated 
credit within the State at the close of a 
calendar year, and in applying the de 
minimis rule, the housing credit dollar 
amounts apportioned to all Agencies 
within the State (including Agencies of 
constitutional home rule cities in the 
State) and the allocations of all Agen
cies within the State are considered. In 
addition to the 1 % de minimis rule, the 
proposed regulations provide that in 
other circumstances where relief is 
deemed appropriate, the Internal Reve
nue Service may determine that a State 
is a qualified State eligible to partici
pate in the National Pool. The Service 
is specifically interested in receiving 
comments on the types of circum
stances where relief should be granted 
to qualify a State for the National Pool, 
and whether this relief is necessary 
given the opportunity States have to 
correct administrative errors and omis
sions, the two-month rule for returned 
credits, and the 1 % de minimis rule. 

Proposed Effective Date 

These proposed regulations are pro
posed to be effective January 1, 1994. 

Special Analyses 

It has been determined that these 
proposed rules do not constitute 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 
the proposed rulemaking are being sent 
to the Chief Counsel for Advocacy of 
the Small Business Administration for 
comment on the regulations 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 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 
Tuesday, April 26, 1994, at 10:00 a.m. 

in the Internal Revenue Service Au
ditorium, Seventh Floor, 7400 Corridor, 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington DC. 
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 February 28, 1994, and 
who also desire to present oral com
ments at the hearing on the proposed 
regulations, should submit, not later 
than April 5, 1994, 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 pre
sentation exclusive of the time con
sumed 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 Intemal 
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 Record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

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

Authority: 26 U.S.c. 7805; *** 
§ 1.42-14 is also issued under 26 
U.S.c. 42(n). *** 

Par. 2. New § 1.42-14 is added. 

§1.42-14 Allocation rules for 
post-1989 State housing credit ceiling 
amounts. 

(a) In general. The State housing 
credit ceiling for a State for any 



calendar year after 1989 is comprised 
of four components. The four compo
nents are: 

(I) $1.25 multiplied by the State 
population (the population component); 

(2) The unused State housing credit 
ceiling, if any, of the State for the pre
ceding calendar year (the unused carry
forward component); 

(3) The amount of State housing 
credit ceiling returned in the calendar 
year (the returned credit component); 
plus 

(4) The amount, if any, allocated to 
the State by the Secretary under section 
42(h)(3)(D) from a national pool of 
unused credit (the national pool 
component). 

(b) The population component. The 
population component of the State 
housing credit ceiling of a State for any 
calendar year is determined pursuant to 
section 146(j). Thus, a State's popula
tion for any calendar year is deter
mined by reference to the most recent 
census estimate, whether final or provi
sional, of the resident population of the 
State released by the Bureau of the 
Census before the beginning of the 
calendar year for which the State's 
housing credit ceiling is set. Unless 
otherwise prescribed by applicable rev
enue procedure, determinations of pop
ulation are based on the most recent 
estimates of population contained in the 
Bureau of the Census publication, 
"Current Population Report, Series P-
25; Population Estimates and Projec
tions, Estimates of the Population of 
States." For convenience, the Internal 
Revenue Service publishes the popula
tion estimates annually. 

(c) The unused carryforward compo
nent. The unused carryforward compo
nent of the State housing credit ceiling 
for any calendar year is the excess, if 
any, of the sum of the population and 
returned credit components, over the 
aggregate housing credit dollar amount 
allocated for the year. Any credit 
amounts attributable to the national 
pool component of the State housing 
credit ceiling that remain unallocated at 
the close of a calendar year are not 
carried forward to the succeeding cal
endar year; instead, the credit expires 
and cannot be reallocated by any 
Agency. 

(d) The returned credit component
(1) In general. The returned credit 
component of the State housing credit 
ceiling for any calendar year equals the 
housing credit dollar amount returned 

during the calendar year that was 
validly allocated within the State in a 
prior calendar year to any project that 
does not become a qualified low
income housing project within the 
period required by section 42, or as 
required by the terms of the allocation. 
The returned credit component also 
includes credit allocated in a prior 
calendar year that is returned as a 
result of the cancellation of an alloca
tion by mutual consent or by an 
Agency's determination that the 
amount allocated is not necessary for 
the financial feasibility of the project. 
For purposes of this section, credit is 
allocated within a State if it is allocated 
from the State's housing credit ceiling 
by an Agency of the State or of a 
constitutional home rule city in the 
State. 

(2) Limitations and special rules. 
The following limitations and special 
rules apply for purposes of this para
graph (d). 

(i) General limitations. Notwith
standing any other provision of this 
paragraph (d), returned credit does not 
include any credit that was-

(A) Allocated prior to calendar year 
1990; 

(B) Allowable under section 42(h)(4) 
(relating to the portion of credit attribu
table to eligible basis financed by 
certain tax-exempt obligations under 
section 103); or 

(C) Allocated during the same calen
dar year that it is received back by the 
Agency. 

(ii) Credit period limitation. Not
withstanding any other provision of this 
paragraph (d), an allocation of credit 
may not be returned any later than 180 
days following the close of the first 
taxable year of the credit period for the 
building that received the allocation. 
After this date, credit that might 
otherwise be returned expires, and 
cannot be returned to or reallocated by 
any Agency. 

(iii) Two-month rule for returned 
credit. An Agency may, in its discre
tion, treat credit that is returned from a 
project after October 31 of a calendar 
year and that is not reallocated by the 
close of the calendar year as returned 
on January 1 of the succeeding calen
dar year. In this case, the returned 
credit becomes part of the returned 
credit component of the State housing 
credit ceiling for the succeeding calen
dar year. 

(iv) Returns of credit. Subject to the 
limitations of paragraph (d)(2)(i) and 

(ii) of this section, credit is returned to 
the Agency in the following instances 
in the manner described in paragraph 
(d)(3) of this section. 

(A) Building not qualified within 
required time period. If a building is 
not a qualified building within the time 
period required by section 42, it loses 
its credit allocation and the credit is 
returned. A building is not qualified 
within the required time period if it is 
not placed in service within the period 
required by section 42 or if the project 
of which the building is a part fails to 
meet the minimum set-aside require
ments of section 42(g)( 1) by the close 
of the first year of the credit period. 

(B) Noncompliance with terms of the 
allocation. If a building does not 
comply with the terms of its allocation, 
it loses the credit allocation and the 
credit is returned. The terms of an 
allocation are the written conditions 
agreed to by the Agency and the 
allocation recipient in the allocation 
document. However, if the terms of the 
allocation violate any requirement of 
section 42, the allocation is not valid 
and is treated as if it had not been 
made; in this case the credit is treated 
as if it had not been allocated, and is 
not a returned credit. 

(C) Mutual consent. If the Agency 
and the allocation recipient cancel an 
allocation of an amount of credit by 
mutual consent, that amount of credit is 
returned. 

(D) Amount not necessary for finan
cial feasibility. If an Agency deter
mines under section 42(m)(2) that an 
amount of credit allocated to a project 
is not necessary for the financial 
feasibility of the project and its 
viability as a qualified low-income 
housing project throughout the credit 
period, that amount of credit IS 

returned. 
(3) Manner of returning credit-(i) 

Taxpayer notification. After an Agency 
determines that a building or project no 
longer qualifies under paragraph 
(d)(2)(iv)(A), (B), or (D) of this section 
for all or part of the allocation it 
received, the Agency must provide 
written notification to the allocation 
recipient, or its successor in interest, 
that all or part of the allocation is no 
longer valid. The notification must also 
state the amount of the allocation that 
is no longer valid. The date of the 
notification is the date the credit is 
returned to the Agency. If an allocation 
is cancelled by mutual consent under 
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paragraph (d)(2)(iv)(C) of this section, 
there must be a written agreement 
signed by the Agency, and the alloca
tion recipient, or its successor in 
interest, indicating the amount of the 
allocation that is returned to the 
Agency. The date of the agreement is 
the date the credit is returned to the 
Agency. 

(ii) Internal Revenue Service noti
fication. If a credit is returned within 
180 days following the close of the 
first taxable year of the building's 
credit period as provided in paragraph 
(d)(2)(ii) of this section, and a Form 
8609 has been issued for the building, 
the Agency must notify the Internal 
Revenue Service (Service) that the 
credit has been returned. The Service 
should be notified as prescribed in 
§ 1.42-5(e)(3). If the building is eligible 
for a reduced credit, the Form 8609 
should be amended to reflect the 
reduction in credit. 

(e) The national pool component. 
The national pool component of the 
State housing credit ceiling of a State 
for any calendar year is the portion of 
the National Pool allocated to the State 
by the Secretary for the calendar year. 
The national pool component for any 
calendar year is zero unless a State is a 
"qualified State". (See paragraph (i) of 
this section for rules regarding the 
National Pool and the description of a 
qualified State.) Credit from the na
tional pool component of a State 
housing credit ceiling must be allocated 
prior to the close of the calendar year 
or the credit expires and cannot be 
reallocated by any Agency. A national 
pool component credit that is allocated 
during a calendar year and returned 
after the close of the calendar year may 
qualify as part of the returned credit 
component of the State housing credit 
ceiling for the calendar year that the 
credit is returned. 

(f) When the State housing credit 
ceiling is determined. For purposes of 
accounting for the State housing credit 
ceiling on Form 8610, Annual Low
Income Housing Credit Agencies Re
port, and for purposes of determining 
the set-aside apportionment for projects 
involving qualified nonprofit organiza
tions described in section 42(h)(5) and 
§1.42-IT(c)(5), the State housing credit 
ceiling for any calendar year is deter
mined at the close of the calendar year. 

(g) Stacking order. Under section 
42(h)(3)(C). credit is treated as allo
cated from the various components of 
the State housing credit ceiling in the 
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following order. The first credit allo
cated for any calendar year is treated as 
credit from the sum of the population 
and returned credit components of the 
State housing credit ceiling. Once all of 
the credit in these components has been 
allocated, the next credit allocated is 
treated as credit from the unused 
carryforward component of the State 
housing credit ceiling. Finally, after all 
of the credit from the population 
component, returned credit component, 
and unused carryforward component 
has been allocated, any further credit 
allocated is treated as credit from the 
national pool component. 

(h) Nonprofit set-aside-( I) Deter
mination of set-aside. Under section 
42(h)(5) and §1.42-IT(c)(5), at least 10 
percent of a State housing credit ceiling 
in any calendar year must be set aside 
exclusively for projects involving 
qualified nonprofit organizations (the 
nonprofit set-aside). However, credit 
allocated from the nonprofit set -aside 
in a calendar year and returned in a 
subsequent calendar year does not 
retain its nonprofit set-aside character. 
The credit becomes part of the returned 
credit component of the State housing 
credit ceiling for the calendar year that 
the credit is returned, and must be 
included in determining the nonprofit 
set-aside of the State housing credit 
ceiling for that calendar year. Similarly, 
credit amounts that are not allocated 
from the nonprofit set-aside in a 
calendar year and are returned in a 
subsequent calendar year become part 
of the returned credit component of the 
State housing credit ceiling for that 
year, and are also included in determin
ing the set-aside for that year. 

(2) Allocation rules. An Agency 
may allocate credit from any compo
nent of the State housing credit ceiling 
as part of the nonprofit set-aside, and 
need not reserve 10 percent of each 
component for the nonprofit set-aside. 
Thus, an Agency may satisfy the 
nonprofit set-aside requirement of sec
tion 42(h)(5) and §1.42-IT(c)(5) in any 
calendar year by setting aside for 
allocation, from anyone or more 
components of the State housing credit 
ceiling, an amount equal to at least 10 
percent of the total State housing credit 
ceiling for the calendar year. 

(i) National Pool-(l) In general. 
The unused housing credit carryover of 
a State for any calendar year is 
assigned to the Secretary for inclusion 
in a national pool of unused housing 
credit carryovers (the National Pool) 

that is reallocated among qualified 
States the succeeding calendar year. 
The assignment to the Secretary is 
made on Form 8610. 

(2) Unused housing credit carryover. 
The unused housing credit carryover of 
a State for any calendar year is the 
excess, if any, of the unused carryfor
ward component of the State housing 
credit ceiling for the calendar year over 
the excess, if any, of-

(i) The total housing credit dollar 
amount allocated for the year, over 

(ii) The sum of the popUlation and 
returned credit components of the State 
housing credit ceiling for the year. 

(3) Qualified State-(i) In general. 
The term "qualified State" means, 
with respect to any calendar year, any 
State that has allocated its entire State 
housing credit ceiling for the preceding 
calendar year and for which a request 
is made by the State, not later than 
May I of the calendar year, to receive 
an allocation of credit from the Na
tional Pool for that calendar year. 
Except as provided in paragraph 
(i)(3)(ii) of this section, a State is not a 
qualified State in a calendar year if 
there remains any unallocated credit in 
its State housing credit ceiling at the 
close of the preceding calendar year 
that was apportioned to any Agency 
within the State for the calendar year. 

(ii) Exceptions- (A) De minimis 
amount. If the amount remaining un
allocated at the close of a calendar year 
is only a de minimis amount of credit, 
the State is a qualified State eligible to 
participate in the National Pool. A 
credit amount is de minimis if it does 
not exceed I percent of the aggregate 
State housing credit ceiling of the State 
for the calendar year. 

(B) Other circumstances. The Inter
nal Revenue Service may, under appro
priate circumstances, determine that a 
State is a qualified State eligible to 
participate in the National Pool even 
though the State's unallocated credit is 
not a de minimis amount. 

(iii) Time and manner for making 
request. The time and manner for 
making a request of housing credit 
dollar amounts from the National Pool 
by a qualified State is prescribed in 
Rev. Proc. 92-31, 1992-1 C.B. 775. 

(4) Formula for determining the Na
tional Pool. The amount allocated to a 
qualified State in any calendar year is 
an amount that bears the same ratio to 
the aggregate unused housing credit 
carryovers of all States for the preced-



ing calendar year as that State's popu
lation for the calendar year bears to the 
population of all qualified States for 
the calendar year. 

(j) Coordination between Agencies. 
The Agency responsible for filing Form 
8610 on behalf of all Agencies within a 
State and making any request on behalf 
of the State for credit from the 
National Pool (the Filing Agency) must 
coordinate with each other Agency 
within the State to ensure that the 
various requirements of this section are 
complied with. For example, the Filing 
Agency of a State must ensure that all 
Agencies within the State that were 
apportioned a credit amount for the 
calendar year have allocated all their 
respective credit amounts for the calen
dar year before the Filing Agency can 
make a request on behalf of the State 
for a distribution of credit from the 
National Pool. 

(k) Examples. The operation of the 
rules of this section may be illustrated 
by the following examples. Unless 
otherwise stated in an example, Agency 
A is the sole Agency authorized to 
make allocations of housing credit 
dollar amounts in State M, all of 
Agency A's allocations are valid, and 
for calendar year 1994 Agency A has 
available for allocation a State housing 
credit ceiling consisting of the follow
ing housing credit dollar amounts: 

A. population component: $100 

B. unused carryforward 
component: $ 50 

C. returned credit component: $ 10 

D. national pool component: $ 0 

Total $160 

In addition, the $10 of returned credit 
component was returned before 
November 1, 1994. 

Example (I )-(i) Additional facts. By the close 
of 1994, Agency A had allocated $80 of the 
State M housing credit ceiling. Of the $80 
allocated, $16 was allocated to projects involving 
qualified nonprofit organizations. 

(ii) Application of stacking rules. The first 
credit allocated is treated as allocated from the 
population and returned credit components of the 
State housing credit ceiling, to the extent of 
those components. In this case, the $80 of credit 
allocated is less than the sum of the population 
and returned credit components. The excess of 
the sum of the population and returned credit 
components over the total amount allocated for 
the calendar year ($110 - 80 = $30) becomes the 
unused carryforward component of State M's 
1995 State housing credit ceiling. Because 
Agency A did not allocate credit in excess of the 
sum of the population and returned credIt 

components, no credit is treated as allocated 
from State M's $50 unused carryforward compo
nent in 1994. Because none of this component 
may be carried forward, all $50 is assigned to 
the Secretary for inclusion in the National Pool. 
Under paragraph (i)(3) of this section, State M 
does not qualify for credit from the National 
Pool for the 1995 calendar year. 

(iii) Nonprofit Jet-aside. Agency A allocated 
exactly the amount of credit to projects involving 
qualified nonprofit organizations as necessary to 
meet the nonprofit set-aside requirement ($16, 
10% of the $160 ceiling). 

Example (2)-(i) Additional factJ. By the close 
of 1994, Agency A had allocated $130 of the 
State M housing credit ceiling. Of the $130 
allocated, $20 was allocated to projects involving 
qualified nonprofit organizations. 

(ii) Application of stacking rilles. The first 
$110 of credit allocated is treated as allocated 
from the population and returned credit compo
nents. In this case, because all of the population 
and returned credit components are allocated, no 
amount is included in State M's 1995 State 
housing credit ceiling as an unused carryforward 
component. The next $20 of credit allocated is 
treated as allocated from the $50 unused 
carryforward component. The $30 remaining in 
the unused carryforward component is assigned 
to the Secretary for inclusion in the National 
Pool for the 1995 calendar year. Under paragraph 
(i)(3) of this section, State M does not qualify 
for credit from the National Pool for the 1995 
calendar year. 

(iii) Nonprofit set-aside. Agency A allocated 
$4 more credit to projects involving qualified 
nonprofit organizations than necessary to meet 
the nonprofit set-aside requirement. This does 
not reduce the application of the 10% nonprofit 
set-aside requirement to the State M housing 
credit ceiling for the succeeding year. 

Example (3)-(i) Additional fact. None of the 
applications for credit that Agency A received 
for 1994 were for projects involving qualified 
nonprofit organizations. 

(ii) Nonprofit set-aside. Because at least 10% 
of the State housing credit ceiling must be set 
aside for projects involving a qualified nonprofit 
organization, Agency A can allocate only $144 
of the $160 State housing credit ceiling for 
calendar year 1994 ($160 - 16 = $144). If 
Agency A allocates $144 of credit, the credit is 
treated as allocated $110 from the population and 
returned credit components and $34 from the 
unused carryforward component. The $16 of 
unallocated credit that is set aside for projects 
involving qualified nonprofit organizations is 
treated as the balance of the unused carryforward 
component, and is assigned to the Secretary for 
inclusion in the National Pool. Under paragraph 
(i)(3) of this section, State M does not qualify 
for credit from the National Pool for the 1995 
calendar year. 

Example (4)-(i) Additional facts. The $10 of 
returned credit component was returned prior to 
November I, 1994. However, a $40 credit that 
had been allocated in calendar year 1993 to a 
project involving a qualified nonprofit organiza
tion was returned to the Agency by a mutual 
consent agreement dated November 15, 1994. By 
the close of 1994, Agency A had allocated $160 
of the State M housing credit ceiling, including 
$16 of credit to projects involving qualified 
nonprofit organizations. 

(ii) Effect of two-month rule. Under the two
month rule of paragraph (d)(2)(iii) of this 
section, Agency A may treat the $40 of 
previously allocated credit as returned on January 
I, 1995. If Agency A treats the $40 amount as 

having been returned in calendar year 1995, the 
State M housing credit ceiling for 1994 is $160. 
This entire amount, including the $16 nonprofit 
set-aside, has been allocated in 1994. Under 
paragraph (i)(3) of this section, State M qualifies 
for the National Pool for the 1995 calendar year. 

(iii) If ""o-month rille not IIJed. If Agency A 
treats the $40 of previously allocated credit as 
returned in calendar year 1994, the State housing 
credit ceiling for the 1994 calendar year will be 
$200 of which $50 will be attributable to the 
returned credit component ($10 + $40 = $50). 
Because credit amounts allocated in a prior 
calendar year that are returned in a subsequent 
calendar year do not retain their nonprofit 
character, the nonprofit set-aside for calendar 
year 1994 is $20 (10% of $200). The $160 that 
Agency A allocated during 1994 is first treated 
as from the population and returned credit 
components, which total $150. The next $10 of 
credit allocated is treated as from the unused 
carryforward component. The $40 of unallocated 
credit from the unused carryforward component 
includes the $4 of unallocated nonprofit set
aside. The entire $40 of unallocated credit from 
the carryforward component is assigned to the 
Secretary for inclusion in the National Pool for 
the 1995 calendar year. State M does not qualify 
for credit from the NatIOnal Pool for the 1995 
calendar year. 

Example 5-(i) Additional factJ. For calendar 
year 1994, Agency A has a State housing credit 
ceiling that consists of the following housing 
credit dollar amounts: 

A. population component: $100 
B. unused carryforward component: $ 0 
C. returned credit component: $ 20 
D. national pool component: $ 10 
Total $130 

Minimum nonprofit set-aside $ 13 
Ceiling amount not set-aside $117 

In addition, the $20 of returned credit component 
was returned before November I, 1994. By the 
close of 1994, Agency A had allocated $100 of 
the State housing credit ceiling. 

(ii) Application of stacking rules. The $20 
excess of the sum of the population component 
and the returned credit component over the total 
amount allocated for the calendar year ($120 -
100 = $20) becomes the unused carryforward 
component of the State housing credit ceiling for 
the 1995 calendar year. The $10 of unallocated 
credit from the national pool component expires 
and cannot be reallocated. This amount is neither 
carried over to 1995 by State M nor assigned to 
the Secretary for inclusion in the National Pool. 
Under paragraph (i)(3) of this section, State M 
does not qualify for credit from the National 
Pool for the 1995 calendar year. 

(I) Effective date. The rules set forth 
in this notice of proposed rule making 
are proposed to be effective January I, 
1994. 

Michael P. Dolan, 
Acting Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 28, 1993, R:45 a.m .. and published 
in the issue of the Federal Register for 
December 29. 1993, 5R F.R. 6R79'1 ) 
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Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Definition of Sewage Facilities for 
Tax-exempt Bond Purposes 

PS-34-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations on the definition 
of sewage facilities. The proposed reg
ulations reflect changes to the law 
made by the Tax Reform Act of 1986 
and affect taxpayers who seek tax
exempt bond financing for sewage 
facilities. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments and out
lines of oral comments to be presented 
at the public hearing scheduled for 10 
a.m. on July 26, 1994, must be 
received by July 5, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-34-93), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered between the hours of 8 a.m. and 5 
p.m. to: CC:DOM:CORP:T:R (PS-34-
93), Courier's Desk, Internal Revenue 
Service, 1111 Constitution Avenue 
NW., Washington, DC. The public 
hearing will be held in the Commis
sioner's Conference Room, Internal 
Revenue Building, Room 3313, 1111 
Constitution Avenue, NW., Wash
ington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

Section 103(a) generally provides 
that the interest on obligations of a 
State or political subdivision thereof is 
excluded from gross income. Section 
I 03(b)( I) provides, however, that sec
tion 103(a) does not apply to any 
private activity bond unless the bond is 
a qualified bond. Section 141 (e) de
fines a qualified bond to include an 
exempt facility bond which, under 
section 142(a)(5), includes an issue at 
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least 95 percent of the net proceeds of 
which are used to provide sewage 
facilities. 

Until the Tax Reform Act of 1986 
(1986 Act), both sewage disposal facil
ities and water pollution control facili
ties constituted exempt facilities under 
former sections 103(b)( 4 )(E) and 103-
(b)( 4 )(F), respectively, the predecessors 
to existing section 142. Section 1.103-
8(f)(2)(i) defines sewage disposal facil
ities to mean any property used for the 
collection, storage, treatment, utiliza
tion, processing, or final disposal of 
sewage. 

The 1986 Act eliminated the exempt 
facility exemptions for air and water 
pollution control facilities, while retain
ing the exemption for sewage disposal 
facilities (renamed sewage facilities by 
the 1986 Act) under section 142(a)(5). 
Neither section 142 nor the regulations 
issued under section 1 03(b)( 4) define 
sewage. As a result, it has become 
important to define the facilities 
eligible for private activity bond fi
nancing as sewage facilities under 
section 142(a)(5). 

Explanation of Provisions 

Definition of sewage facility 

The proposed regulations define a 
sewage facility for purposes of section 
142(a)(5). A facility may satisfy the 
definition of a sewage facility regard
less whether wastewater originates 
from a domestic, a commercial, or an 
industrial source. The proposed regula
tions, in effect, generally distinguish 
between sewage treatment facilities and 
water pollution control facilities. The 
proposed regulations define sewage 
facilities by reference to the operations 
historically performed at most pUblicly
owned treatment works (POTW). On 
the other hand, because toxic, priority, 
and nonconventional pollutants are 
more in the nature of water pollutants, 
the regulations consider treatment of 
these pollutants as ordinarily not per
formed in sewage facilities. 

The proposed regulations provide 
that sewage facilities include property 
used for the secondary treatment of 
wastewater but only to the extent the 
treatment is for wastewater having an 
average daily raw wasteload concentra
tion of biochemical oxygen demand 
(BOD) that does not exceed 350 milli
grams per liter as oxygen. Thus, to the 
extent the wastewater treated by the 
property has an average daily raw 

wasteload concentration of BOD ex
ceeding 350 milligrams per liter as 
oxygen, then the property used for the 
secondary treatment of the excess is 
not a sewage facility. The limitation is 
intended to reasonably approximate the 
upper limit of the average daily raw 
wasteload concentration for most 
POTWs. 

The proposed regulations further 
provide that any property used for the 
preliminary and/or primary treatment of 
wastewater used in connection with 
secondary treatment qualifies as a 
sewage facility. Sewage facilities also 
include related property used for the 
collection, storage, use, processing, or 
final disposal of wastewater or sewage 
sludge and property functionally related 
and subordinate to a sewage facility. 

Generally, other treatment of waste
water is not sewage treatment. Thus, 
for example, sewage facilities, includ
ing functionally related and subordinate 
property, do not include property used 
for the pretreatment, advanced treat
ment, or tertiary treatment of waste
water, whether or not the treatment is 
necessary for preliminary, primary, or 
secondary treatment. 

For property that has both a sewage 
treatment function and another func
tion, such as pretreatment or, in certain 
cases, secondary treatment of waste
water having an average daily raw 
wasteload concentration of BOD in 
excess of 350 milligrams per liter as 
oxygen, the proposed regulations pro
vide an allocation rule to permit the 
portion of the property allocable to 
sewage treatment to be financed as part 
of an exempt facility issue. 

The IRS solicits comments on how 
best to address technological advances 
to wastewater treatment processes with
in the definition of sewage facilities. 

Proposed effective dates 

The regulations are proposed to ap
ply to issues of bonds issued 60 days 
after publication of the final regulations 
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 EO 12866. Therefore, a regulatory 
assessment is not required. It also has 
been determined that section 553(b) of 
the Administrative Procedure Act (5 



U.S.c. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these 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 Public Hearing 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments (a signed original and eight 
(8) copies) that are submitted timely to 
the IRS. All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled 
for July 26, 1994, at 10 a.m., in the 
Commissioner's Conference Room, In
ternal Revenue Building, Room 3313, 
1111 Constitution Avenue, NW., Wash
ington, DC. Because of access restric
tions, visitors will not be admitted 
beyond the Internal Revenue Building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments and an outline of the 
topics to be discussed and the time to 
be devoted to each topic (signed origi
nal and eight (8) copies) by July 5, 
1994. 

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 I 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 1.142(a)(5)-1 is 

added to read as follows: 

§I.I42(a)(5)-I Exempt facility bonds: 
Sewage facilities. 

(a) In general. Under section 103(a), 
a private activity bond is a tax-exempt 
bond only if it is a qualified bond. 
Qualified bonds include exempt facility 
bonds, defined as any bond issued as 
part of an issue 95 percent or more of 
the net proceeds of which are used to 
provide a facility specified in section 
142. One type of facility specified in 
section 142(a) is a sewage facility. This 
section defines the term sewage facility 
for purposes of section 142(a). 

(b) Definitions-(1) Sewage facility 
defined. A sewage facility is property-

(i) Used for the secondary treatment 
of wastewater but, for property treating 
wastewater reasonably expected to have 
an average daily raw wasteload con
centration of biochemical oxygen de
mand (BOD) that exceeds 350 milli
grams per liter as oxygen, only to the 
extent the treatment is for wastewater 
having an average daily raw wasteload 
concentration of BOD that does not 
exceed 350 milligrams per liter as 
oxygen (see paragraph (d) of this 
section regarding permissible alloca
tions of costs); 

(ii) Used for the preliminary and/or 
primary treatment of wastewater but 
only to the extent used in connection 
with secondary treatment (without re
gard to the BOD limitation described in 
paragraph (b)(1 )(i) of this section); 

(iii) Used for the collection, storage, 
use, processing, or final disposal of

(A) Wastewater, which property is 
necessary for such preliminary, pri
mary, or secondary treatment; or 

(B) Sewage sludge removed during 
such preliminary, primary, or secondary 
treatment; and 

(iv) Functionally related and subor
dinate to property described in this 
paragraph (b)( 1). 

(2) Other applicable definitions-(i) 
Advanced or tertiary treatment gener
ally means the treatment of wastewater 
after secondary treatment. Advanced or 
tertiary treatment ranges from bio
logical treatment extensions to 
physical-chemical separation techniques 
such as denitrification, ammonia strip
ping, carbon adsorption, and chemical 
precipitation. 

(ii) Nonconventional pollutants are 
any pollutants that are not listed in 40 
CFR 401.15, 401.16, part 423, app. A. 

(iii) Preliminary treatment generally 
means treatment that removes large 
extraneous matter from incoming 
wastewater and renders the incoming 
wastewater more amenable to subse
quent treatment and handling. 

(iv) Pretreatment means processes 
that equalize flow and loadings, or that 
precondition wastewater to neutralize 
or remove toxic, priority, nonconven
tional pollutants, and other wastes that 
could adversely affect sewers or inhibit 
preliminary, primary, or secondary 
treatment operations. 

(v) Primary treatment means treat
ment that removes material that floats 
or will settle, usually by screens or 
settling tanks. 

(vi) Priority pollutants are those 
pollutants listed in 40 CFR part 423, 
app. A. 

(vii) Secondary treatment means the 
stage in sewage treatment in which a 
bacterial process (or an equivalent 
process) consumes the organic parts of 
wastes, usually by trickling filters or an 
activated sludge process. 

(viii) Sewage sludge means sludge 
as defined in 40 CFR 122.2. 

(ix) Toxic pollutants are those pollu
tants listed in 40 CFR 401.15. 

(c) Other property not included in 
the definition of a sewage facility. 
Property other than property described 
in paragraph (b)( 1) of this section is 
not a sewage facility. Thus, for exam
ple, property is not a sewage facility, 
or functionally related and subordinate 
property, if the property is used for 
pretreatment, advanced treatment, or 
tertiary treatment of wastewater 
(whether or not this treatment is 
necessary to perform preliminary, pri
mary, or secondary treatment), or the 
related collection, storage, use, process
ing, or final disposal of the wastewater. 
In addition, property used to treat, 
process, or use wastewater subsequent 
to the time the wastewater can be dis
charged into navigable waters is not a 
sewage facility. 

(d) Allocation of costs. In the case 
of property that has both a use de
scribed in paragraph (b)( 1) of this 
section (a sewage treatment function) 
and a use other than sewage treatment, 
only the portion of the cost of the 
property allocable to the sewage treat
ment function is taken into account as 
an expenditure to provide sewage facil-
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ities. The portion of the cost of 
property allocable to the sewage treat
ment function is determined by allocat
ing the cost of that property between 
the property's sewage treatment func
tion and any other uses by any method 
which, based on all the facts and 
circumstances, reasonably reflects a 
separation of costs for each use of the 
property. 

(e) Effective date. This section ap
plies to issues of bonds issued 60 days 
after publication of the final regulations 
in the Federal Register. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 2, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for May 3, 1994, 
59 F.R. 22773) 

Notice of Proposed Rulemaking 

Certain Elections for Intangible 
Property 

PS-55-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8528, page 
81, this Bulletin], the IRS is issuing 
temporary regulations relating to the 
procedures for making elections regard
ing the amortization of certain intang
ible property. The temporary regula
tions reflect changes to the law made 
by the Omnibus Budget Reconciliation 
Act of 1993 (OBRA '93) and affect 
electing taxpayers who acquired intang
ible property after July 25,1991, or 
who acquired intangibles under a writ
ten binding contract in effect on 
August 10, 1993. The text of the 
temporary regulations also serves as the 
text of these proposed regulations. 

DATES: Written comments must be 
received by May 16, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-55-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, comments and requests may be 
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hand delivered to: CC:DOM:CORP:T:R 
(PS-55-93), Internal Revenue Service, 
Room 5228, 1111 Constitution Avenue, 
NW. Washington, DC 20224. 

SUPPLEMENTARY INFORMATION: 

Papenvork 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, 
DC 20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer, PC:FP, Washington, 
DC 20224. 

The collection of information is in 
§1.197-IT(e). This information is re
quired by the IRS in order to verify 
that electing taxpayers have properly 
determined amortization and deprecia
tion deductions allowable under sec
tions 167(f) and 197. The likely report
ing entities are businesses and other 
for-profit institutions. 

Estimated total annual reporting bur
den: 10,000 hours. 

The estimated annual burden per re
spondent varies from 30 minutes to 75 
minutes, depending on individual cir
cumstances, with an estimated average 
of 1 hour. 

Estimated number of respondents: 
10,000. 

Estimated annual frequency of re
sponses: One time. 

Background 

Temporary regulations in *** [T.D. 
8528, page 81, this Bulletin] amend the 
Income Tax Regulations (26 CFR part 
1) relating to sections 167(f) and 197 
by adding §§1.167(a)-13T and 1.197-
1 T. The temporary regulations contain 
rules relating to the depreciation and 
amortization of certain intangible 
property. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary and proposed 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. Therefore, a 
regulatory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Procedure 
Act (5. U.S.c. chapter 5) and the 
Regulatory Flexibility Act (5 U.S.C. 
chapter 6) do not apply to these 
regulations, and, therefore, a Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration 
for comment on its impact on small 
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 IRS. All comments will 
be available for public inspection and 
copying. A public hearing may be 
scheduled if requested in writing by a 
person that timely submits written 
comments. If a public hearing is 
scheduled, notice of the date, time, and 
place for the hearing will be published 
in the Federal Register. 

List of Subjects 

26 CFR Part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U,S.c. 7805 *** 
Section 1.197-1 also issued under 26 

U.S.c. 197(g). 
Par. 2. Section 1.167(a)-13 is added 

to read as follows: 



§1.167(a)-J3 Certain elections for 
intangible property. 

For rules applying the elections 
under sections 13261(g)(2) and (3) of 
the Omnibus Budget Reconciliation Act 
of 1993 to intangible property de
scribed in section 167(f), see §1.197-1. 

Par. 3. Section 1.197-1 is added to 
read as follows: 

§1.197-1 Certain elections for 
intangible property. 

[The text of this proposed section is 
the same as the text of § 1.197-lT 
published elsewhere in *** [T.D. 8528, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
March 10, 1994, 3:04 p.m., and published in 
the issue of the Federal Register for March 15, 
1994, 59 F.R. 11957) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Allocations Reflecting Built-in Gain 
or loss on Property Contributed to a 
Partnership 

PS-56-93 

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. 8501, page 
191, this Bulletin], the IRS is issuing 
temporary regulations relating to (1) 
the remedial allocation method with 
respect to property contributed by a 
partner to a partnership, and (2) alloca
tions with respect to securities and 
similar investments owned by a part
nership under section 704 of the 
Internal Revenue Code. The text of 
those temporary regulations also serves 
as the text of these proposed regula
tions. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments must be 
received by March 14, 1994. In addi
tion, requests to appear and outlines to 

be presented at the public hearing 
scheduled for April 4, 1994, at 10:00 
a.m. must be received by March 14, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-56-93), 
Room 5228, Internal Revenue Service, 
P.O. Box 7604, Ben Franklin Station, 
Washington, D.C. 20044. In the alter
native, submissions may be hand deliv
ered to: CC:DOM:CORP:T:R (PS-56-
93), Internal Revenue Service, Room 
5228, 1111 Constitution Avenue, NW, 
Washington, D.C. 20224. The public 
hearing will be held in the Internal 
Revenue Auditorium, Seventh Floor, 
7400 Corridor, Internal Revenue Build
ing, 1111 Constitution Avenue, NW, 
Washington, D.C. 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in *** [T.D. 
8501, page 191, this Bulletin] add 
§ l.704-3T(d) and (e)(3) to 26 CFR 
part 1 under section 704 of the Internal 
Revenue Code. 

The temporary regulations contain 
rules relating to (1) the remedial allo
cation method with respect to property 
contributed by a partner to a partner
ship, and (2) allocations with respect 
to securities and similar investments 
owned by a partnership under section 
704. The text of those temporary regu
lations also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
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 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 an original and eight 
copies) to the IRS. All comments will 
be available to public inspection and 
copying. 

A public hearing has been scheduled 
for April 4, 1994, at 10:00 a.m. in the 
Internal Revenue Auditorium, Seventh 
Floor, 7400 Corridor, Internal Revenue 
Building, 1111 Constitution Avenue, 
NW, Washington, D.C.. Because of 
access restrictions, visitors will not be 
admitted beyond the building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of §601.601(a)(3) apply to 
the hearing. 

Persons that have submitted written 
comments by March 14, 1994, and 
want to present oral comments at the 
hearing must submit by March 14, 
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 Part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, the proposed amend
ments to 26 CFR part 1 are as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 *** 
Section 1.704-3 also issued under 26 
U.S.c. 704(c). *** 

Par. 2. In § 1.704-3, paragraphs (d) 
and (e)(3) are added to read as follows: 

§1.704-3 Contributed property. 

[The text of proposed paragraph (d) 
and (e)(3) is the same as the text in 
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§ 1.704-3T published elsewhere in 
[T.D. 8501, this Bulletin].] 

*** 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 21, 1993. 8:45 a.m .• and published 
in the issue of the Federal Register for 
December 22. 1993. 58 F.R. 67744) 

Notice of Proposed Rulemaking 

Amendments to the Fuel Floor Stocks 
Taxes Regulations and the Diesel 
Fuel Excise Tax Regulations Under 
the Omnibus Budget Reconciliation 
Act of 1993 

PS-7S-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In *** [T.D. 8512, page 
273, this Bulletin], the IRS is issuing 
temporary regulations amending the 
temporary floor stocks taxes regulations 
(TD 8498 [1993-2 C.B. 272]) pub
lished in the Federal Register on 
November 29, 1993 (58 FR 62526) and 
the temporary diesel fuel excise tax 
regulations (TD 8496 [1993-2 C.B. 
281]) published in the Federal Register 
on November 30, 1993. 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 February 25, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (PS-76-93), Room 
5228, Internal Revenue Service, P.O. 
Box 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be delivered to: 
CC:DOM:CORP:R (PS-76-93), Inter
nal Revenue Service, Room 5228, 1111 
Constitution Ave., NW, Washington. 
DC 20224. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations in *** 
[T.D. 8512, page 273, this Bulletin] 
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amend 26 CFR parts 47 and 48. This 
document proposes regulations the text 
of which is the same as the text of 
those temporary regulations. The pre
amble 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(D 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 may 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 

26 CFR Parts 47 and 48 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 47 and 
48 are proposed to be amended as 
follows: 

PART 47-FLOOR STOCKS TAXES 

Paragraph I. The authority citation 
for part 47 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 2. Section 47.3-6, paragraph (a) 

is proposed to be amended by remov
ing the language "Section" and adding 
in its place "Except as provided in 
§47 .3-7, section". 

Par. 3. Section 47.3-7, paragraph (b) 
is revised to read as follows: 
[The text of this proposed §47.3-7(b) is 
the same as the text of the temporary 
regulations published elsewhere in *** 
[T.D. 8512, this Bulletin].] 

PART 48-MANUFACTURERS 
AND RET AlLERS EXCISE TAXES 

Par. 4. The authority citation for part 
48 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 *** 
Par. 5. Section 48.4082-1, para

graphs (b)(1) and (b)(2)(i) are proposed 
to be revised to read as follows: 
[The text of this proposed §48.4082-
l(b)(1) and (b)(2)(i) is the same as the 
text of the temporary regulations pub
lished elsewhere in *** [T.D. 8512, 
this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 23. 1993. 8:45 a.m., and published 
in the issue of the Federal Register for 
December 27, 1993. 58 F.R. 68338) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Subchapter K Anti-Abuse Rule 

PS-27-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of Proposed Rule
making and Notice of Public Hearing 

SUMMARY: This document contains a 
proposed regulation providing an anti
abuse rule under subchapter K of the 
Internal Revenue Code of 1986 (Code). 
The rule authorizes the Commissioner 
of Internal Revenue, in certain circum
stances, to recast a transaction involv
ing the use of a partnership to reflect 
the underlying economic arrangement 
under subchapter K or to prevent the 
use of a partnership to circumvent the 
intended purpose of a provision of the 
Code. The proposed regulation affects 



partnerships and their partners and is 
necessary to provide guidance needed 
to comply with the applicable tax law. 

DATES: Written comments must be 
received by July I, 1994. Outlines of 
topics to be discussed at the public 
hearing scheduled for Monday, July 25, 
1994, at 10 a.m. must be received by 
Tuesday, July 5, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-27-94), 
Room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, 
Washington, DC 20044. In the alterna
tive, submissions may be hand deliv
ered between the hours of 8 a.m. and 5 
p.m. to: CC:DOM:CORP:T:R (PS-27-
94), Courier's Desk, Internal Revenue 
Service, 1111 Constitution Avenue, 
NW, Washington, DC. The public hear
ing will be held in the Auditorium, 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington, 
DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document proposes to add 
§1.701-2 to the Income Tax Regula
tions (26 CFR part 1) to provide for an 
anti-abuse rule under subchapter K of 
the Code. This rule is proposed to 
apply for all purposes of the Code 
(e.g., income, estate, gift, generation
skipping, and excise tax). 

Subchapter K was enacted to permit 
businesses organized for joint profit to 
be conducted with "simplicity, flex
ibility, and equity as between the 
partners." S. Rep. No. 1622, 83d 
Cong., 2d Sess. 89 (1954); H.R. Rep. 
No. 1337, 83d Cong., 2d Sess. 65 
(1954). It was not intended, however, 
that the provisions of subchapter K be 
used for tax avoidance purposes. For 
example, in enacting subchapter K, 
Congress indicated that aggregate, 
rather than entity, concepts should be 
applied if such concepts are more 
appropriate in applying other provisions 
of the Code. H.R. Conf. Rep. No. 
2543, 83d Cong., 2d Sess. 59 (1954). 
Similarly, in later amending the rules 
relating to special allocations, Congress 
sought to "prevent the use of special 
allocations for tax avoidance purposes, 
while allowing their use for bona fide 
business purposes." S. Rep. No. 938, 
94th Cong., 2d Sess. 100 (1976). Thus, 
the intent of the partnership provisions 

in subchapter K is to permit taxpayers 
to conduct business for joint economic 
profit through a flexible arrangement 
that accurately reflects the partners' 
economic agreement without incurring 
an entity-level tax. These provisions 
are not intended, however, to permit 
taxpayers either to structure transac
tions using partnerships to achieve tax 
results that are inconsistent with the 
underlying economic arrangements of 
the parties or the substance of the 
transactions, or to use the existence of 
the partnerships to avoid the purposes 
of other provisions of the Code. 

The provisions of subchapter K 
should be applied in a manner consis
tent with their intent. Treasury and the 
IRS are aware, however, of an increas
ing number of transactions that attempt 
to use the partnership form in a manner 
inconsistent with that intent. For exam
ple, some transactions attempt to use a 
partnership to circumvent other provi
sions of the Code or purport to create 
tax advantages inconsistent with the 
substance of the transaction. See, e.g., 
Notice 94-48, page 357, this Bulletin. 
Other transactions appear to rely on the 
literal language of rules in the subchap
ter K regulations (or elsewhere) to 
produce tax results that are inconsistent 
with the intended purpose of those 
rules. 

The proposed regulation clarifies the 
authority of the Commissioner of Inter
nal Revenue to recast those transactions 
that exploit and misuse the provisions 
of subchapter K in an attempt to avoid 
tax. In promUlgating this regulation, it 
is intended that all taxpayers, including 
partners and partnerships, will remain 
subject to other statutory and regulatory 
rules and judicial doctrines. See, e.g., 
Merryman v. Commissioner, 873 F.2d 
879 (5th Cir. 1989) (sham transaction). 

The proposed regulation is not in
tended to interfere with bona fide joint 
business arrangements involving part
nerships. For example, a partnership's 
use of nonrecourse financing and spe
cial allocations generally is not incon
sistent with the intent of subchapter K. 

The proposed regulation also is not 
intended to override specific regulatory 
de minimis rules, such as those con
tained in §1.704-3(e)(1), §1.514(c)-
2(k)(2) and (3), and regulations pro
posed under sections 337(d) and 1374 
(excepting certain small partnership 
interests or holdings from the scope of 
those provisions). The regulation also 
is not intended to override rules 
provided elsewhere that prescribe spe-

cial treatment for partnerships and their 
partners. See, e.g., § 1. 904-5(h), 
§ 1.1362-2( c)( 4 )(ii)(B)( 4)(i), and pro
posed regulations under section 1374 
pertaining to recognized built-in gain 
and loss limitations. 

The proposed regulation primarily 
will affect a relatively small number of 
abusive large partnership transactions 
and reflects Treasury's and the IRS's 
commitment to preventing those abuses 
from undermining the intent of sub
chapter K. Nevertheless, Treasury and 
the IRS initially have determined that a 
specific safe harbor or de minimis rule 
is unnecessary and may in fact be in
appropriate in light of the purpose of 
this regulation. Treasury and the IRS 
invite comments on this issue. 

Explanation of Provisions 

Under the proposed regulation, if a 
partnership is formed or availed of in 
connection with a transaction or series 
of related transactions (individually or 
collectively, the transaction) with a 
principal purpose of substantially re
ducing the present value of the part
ners' aggregate federal tax liability in a 
manner inconsistent with the intent of 
subchapter K, the Commissioner can 
disregard the form of the transaction. 
In such a case, even if the partnership 
and the partners comply with the literal 
language of one or more provisions of 
the Code or the regulations thereunder, 
the Commissioner can recast the trans
action for federal tax purposes, as 
appropriate. For example, the Commis
sioner can determine that (1) the 
purported partnership should be dis
regarded in whole or in part in 
determining the tax effects of the 
transaction, (2) one or more of the 
purported partners of the partnership 
should not be treated as a partner, (3) 
the partnership and its partners should 
be respected but the partners should be 
treated as owning their respective 
shares of partnership assets directly 
(applying the aggregate concept of 
partnership taxation), (4) the methods 
of accounting used by the partnership 
or a partner should be revised to reflect 
clearly the partnership's or the part
ner's income, (5) the allocations of the 
partnership's items of income, gain, 
loss, deduction, or credit should be 
disregarded and reallocated, or (6) the 
intended tax treatment should otherwise 
be precluded. 

The proposed regulation provides 
that the purposes for structuring a 
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transaction will be determined based on 
all of the facts and circumstances. A 
reduction in the present value of the 
partners' aggregate federal tax liability 
through the use of a partnership does 
not, by itself, establish inconsistency 
with the intent of subchapter K. 

The regulation is proposed to be 
effective for all transactions relating to 
a partnership occurring on and after 
May 12, 1994. The Commissioner can 
continue to rely upon applicable princi
ples and authorities to challenge abu
sive transactions occurring before and 
after the effective date of the regula
tion. This regulation does not limit the 
applicability of those principles and 
authorities. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It 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 this regulation, 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 Public Hearing 

Before this proposed regulation is 
adopted as a final regulation, consid
eration will be given to any written 
comments (a signed original and eight 
(8) copies) that are submitted timely to 
the IRS. All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled 
for July 25, 1994, at lO a.m. in the 
Internal Revenue Auditorium, Seventh 
Floor, 7400 Corridor, Internal Revenue 
Building, 1111 Constitution Avenue, 
NW, Washington, DC. Because of ac
cess restrictions, visitors will not be ad
mitted beyond the building lobby until 
15 minutes prior to the hearing. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons who wish to present oral 
comments at the hearing must submit 
written comments by July I, 1994, and 
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submit an outline of the topics to be 
discussed and the time to be devoted to 
each topic by July 5, 1994. 

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 heanng. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Section 1.701-2 also issued under 26 
U.S.c. 701 *** 

Par. 2. Section 1.701-2 is added to 
read as follows: 

§ 1.701-2 Anti-Abuse rule. 

(a) Intent of subchapter K. The 
intent of the partnership provisions in 
subchapter K is to permit taxpayers to 
conduct business for joint economic 
profit through a flexible arrangement 
that accurately reflects the partners' 
economic agreement without incurring 
an entity-level tax. These provisions 
are not intended, however, to permit 
taxpayers either to structure transac
tions using partnerships to achieve tax 
results that are inconsistent with the 
underlying economic arrangements of 
the parties or the substance of the 
transactions, or to use the existence of 
the partnerships to avoid the purposes 
of other provisions of the Internal 
Revenue Code. 

(b) Application of subchapter K 
rules. The provisions of subchapter K 
and the regulations thereunder must be 
applied in a manner consistent with 
their intent as set forth in paragraph (a) 
of this section. Accordingly, if a 
partnership is formed or availed of in 
connection with a transaction or series 
of related transactions (individually or 

collectively, the transaction) with a 
principal purpose of substantially re
ducing the present value of the part
ners' aggregate federal tax liability in a 
manner that is inconsistent with the 
intent of subchapter K, the Commis
sioner can disregard the form of the 
transaction. In such a case, even if the 
taxpayer complies with the literal lan
guage of one or more of the provisions 
of the Internal Revenue Code or the 
regulations thereunder, the Commis
sioner can recast the transaction for 
federal tax purposes as appropriate. For 
example, the Commissioner can deter
mine that-

(1) The purported partnership should 
be disregarded in whole or in part in 
determining the tax effects of the 
transaction; 

(2) One or more of the purported 
partners should not be treated as a 
partner; 

(3) The partnership and its partners 
should be respected but the partners 
should be treated as owning their 
respective shares of partnership assets 
directly (applying the aggregate con
cept of partnership taxation); 

(4) The methods of accounting used 
by the partnership or a partner should 
be adjusted to reflect clearly the 
partnership's or the partner's income; 

(5) The allocations of the part
nership's items of income, gain, loss, 
deduction, or credit should be dis
regarded and reallocated; or 

(6) The intended tax treatment 
should otherwise be precluded. 

(c) Facts and circumstances test. 
The purposes for structuring a transac
tion involving a partnership will be 
determined based on all of the facts 
and circumstances. A reduction in the 
present value of the partners' aggregate 
federal tax liability through the use of a 
partnership does not, by itself, establish 
inconsistency with the intent of sub
chapter K. 

(d) Application of judicial principles 
and authorities. The Commissioner can 
continue to assert and to rely upon 
applicable judicial principles and au
thorities (for example, the substance 
over form, step transaction, and sham 
transaction doctrines) to challenge abu
sive transactions. This regulation does 
not limit the applicability of those 
principles and authorities. 

(e) Examples. The following exam
ples illustrate the principles of this 
section: 

Example 1. Use of partnership form consistent 
with the intent of subchapter K. A and B form 



limited partnership PRS. A is a corporate general 
partner with a I % partnership interest. B, the 
limited partner, has a 99% interest. A and B 
choose partnership form in order to conduct a 
business, achieve flow-through tax treatment, and 
provide B with limited liability. Assume that 
PRS is properly classified as a partnership under 
§§301.7701-2 and 301.7701-3. Even though A 
and B chose to conduct their pooled business in 
partnership form in order to avoid an entity-level 
tax on any income generated by the business, 
because section 70 I contemplates one level of 
tax, PRS has not been formed or availed of with 
a purpose inconsistent with the intent of sub
chapter K. Absent other facts, the Commissioner 
will not invoke paragraph (b) of this section to 
recast the transaction. 

Example 2. Use of partnership form consistent 
with the intent of subchapter K. C, D, and E 
form partnership PRS for the purpose of owning 
and operating a qualified low-income building 
that qualifies for the low-income housing credit 
provided by section 42. The partnership agree
ment provides for special allocations of income 
and deductions, except as otherwise required by 
its qualified income offset and minimum gain 
charge back provisions. The project is financed 
with nonrecourse indebtedness and the indebted
ness is allocated to the partners under the rules 
of §§ 1.704-2 and 1.752-3, thereby (among other 
things) increasing the basis of their respective 
partnership interests. The basis increase created 
by, and resulting deductions attributable to, the 
nonrecourse indebtedness enables the investors to 
deduct their distributive share of losses from the 
partnership (subject to all other applicable 
limitations under the Internal Revenue Code) 
against their nonpartnership income. The low
income housing credit is a statutory benefit not 
derived from the use of the partnership. Sim
ilarly, basis attributable to nonrecourse indebted
ness can be obtained without the use of a 
partnership. The purpose of using the partnership 
is to facilitate the ownership and the operation of 
the property, to enable multiple investors to 
realize the benefits of the credit, and to finance 

the venture using nonrecourse indebtedness. 
Under these facts, PRS has not been formed or 
availed of with a purpose inconsistent with the 
intent of subchapter K even though the use of the 
partnership form enabled the partners to obtain 
basis in their respective partnership interests for 
borrowing at the partnership level for which 
neither the partnership nor any of the partners 
had personal liability and enabled multiple 
investors to obtain the credit. Absent other facts, 
the Commissioner will not invoke paragraph (b) 
of this section to recast the transaction. 

Example 3. Partnership allocation inconsistent 
with the intent of subchapter K. F, G, and H 
form partnership PRS by contributing cash to 
conduct a business. PRS's allocations generally 
comply with all applicable regulations, including 
the alternate economic effect test under § I. 704-
I (b)(2)(ii)(d). In year 2, PRS recognizes taxable 
income with no corresponding increase in PRS's 
net worth (phantom income). F, G, and H at
tempt to achieve significant tax reduction by 
combining, over a period of time, partnership 
allocations of the income with a restatement of 
their capital accounts to fair market value 
pursuant to § 1.704-1 (b)(2)(iv)(j). The intended 
result is that the partner who receives the income 
allocation does not receive the economic benefits 
associated with that allocation. The parties, in 
order to implement this plan, amend the part
nership agreement to reflect the special alloca
tion of the phantom income and, some time later, 
restate their respective book capital accounts to 
fair market value. F, G, and H rely on a 
regulatory provision whose literal language ap
pears to permit the intended tax result. If the 
intended allocation were upheld, F, G, and H 
would, as a group, substantially reduce the 
present value of their aggregate federal tax 
liability. Under these facts, the special allocation 
of the phantom income and the restatement of 
capital accounts are inconsistent with the intent 
of subchapter K. The Commissioner, in addition 
to challenging the transaction under § 1.704-l(b), 
can recast the transaction as appropriate under 
paragraph (b) of this section, even if it is 

determined that PRS complied with the literal 
language of the regulations under § 1.704-l(b). 

Example 4. Absence of §754 election consis
tent with the intent of subchapter K. I, J, and K 
are equal partners in general partnership PRS 
that operates a business. The partnership has not 
made an election under section 754, relating to 
the optional adjustment to the basis of part
nership property. At a time when PRS's assets 
have declined in value, K sells K' s partnership 
interest to L, an unrelated third party, and 
recognizes a loss. PRS subsequently sells one of 
its assets at a loss. L has sufficient basis in its 
partnership interest to deduct L's distributive 
share of the loss. Because PRS has no section 
754 election in effect, K and L have each ef
fectively recognized the same loss (although L 
will ultimately recognize corresponding gain (or 
reduced loss) when L disposes of L's partnership 
interest), thereby reducing the present value of 
the partners' aggregate federal tax liability. The 
failure to make the election under section 754 in 
some situations allows temporary duplication of 
gain or loss. That duplication is generally not, by 
itself, inconsistent with the intent of subchapter 
K. Absent other facts, the Commissioner will not 
invoke paragraph (b) of this section to recast the 
transaction. 

(f) Effective date, Paragraphs (a), 
(b), (c), and (e) of this section are 
effective for all transactions relating to 
a partnership occurring on and after 
May 12, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 12, 1994, 10:25 a.m., and published in 
the issue of the Federal Register for May 17, 
1994, 59 F.R. 25581) 

1994-1 C.B. 835 



Announcement of the Disbarment, Suspension, and Consent to Voluntary 
Suspension of Attorneys, Certified Public Accountants, Enrolled Agents and 
Enrolled Actuaries From Practice Before the Internal Revenue Service 

Under 31 Code of Federal Regula
tions, Part 10, an attorney, certified 
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 ac
tuaries are prohibited in any Internal 

Name Address 

Steier, M. David Omaha, NE 

Clark, Albert Keene, NH 

Rischitelli, David Shrewsbury, 

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 
practitioners who have been suspended 
from such practice, their designation as 

Designation 

Attorney 

CPA 

MA CPA 

Clark, David Jarrettsville, MD CPA 

Chung, Daniel Philadelphia, PA Attorney 

Fuqua, Edward Smithville, TN CPA 

Lakers, Lynn A. Carson City, NV Enrolled Agent 

Lehrer, Yaier Pittsburgh, PA Attorney 

Hoffman, William Baltimore, MD CPA 

Amodeo, Frank L. Atlanta, GA Attorney 

Hartdegen, Stanford Anniston, AL CPA 

Woiderski, Donald Cheboygan, MI Enrolled Agent 

Herndon, David Wilton, CA CPA 

Greenberg, Stephen Omaha, NE Attorney 

Crowell, Charles Fort Worth, TX Enrolled Agent 

Zier, Michael I. Hollywood, FL CPA 

Heustis, Evan Devils Lake, ND Attorney 

Werner, Robert J. Grand Meadows, MN CPA 

Fischer, Guy G. Lakeville, MN CPA 
Tippin, James W. Kansas City, MO Attorney 
Paul, Melvin Morgantown, WV Attorney 
Studebaker, Steven Naples, NC CPA 
Bolding, Robert Houston, TX CPA 
McLean, Russell Waynesville, NC Attorney 
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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: 

Date of Suspension 

Indefinite from November 10, 1993 

November 18, 1993 to May 17, 1994 

November 24, 1993 to May 23, 1994 

December 1, 1993 to May 31, 1994 

Indefinite from December 3, 1993 

January 1, 1994 to April 30, 1994 

Indefinite from January 4, 1994 

Indefinite from January 4, 1994 

Indefinite from January 6, 1994 

Indefinite from January 7, 1994 

Indefinite from January 7, 1994 

Indefinite from January 10, 1994 

Indefinite from January 13, 1994 

Indefinite from January 14, 1994 

Indefinite from January 14, 1994 

Indefinite from January 19, 1994 

Indefinite from January 25, 1994 

Indefinite from January 28, 1994 

February 1, 1994 to April 30, 1994 

Indefinite from February 4, 1994 

Indefinite from February 23, 1994 

April 1, 1994 to March 31, 1996 

Indefinite from April 1, 1994 

Indefinite from March 14, 1994 



Name Address Designation 

Savage, Charles Tampa, FL Attorney 

Lao, Emmanuel Los Angeles, CA Enrolled Agent 

Sigrist, William Oceanside, CA CPA 

Sante, Michael Auburn Hills, MI CPA 

Graham, Wilson Loveland, OH CPA 

Wingate, Ronnie Toledo, OH 

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 

Attorney 

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 

Date of Suspension 

Indefinite from March 26, 1994 

March 28, 1994 to September 28, 1994 

Indefinite from April 1, 1994 

Indefinite from April 4, 1994 

Indefinite from April 14, 1994 

Indefinite from April 14, 1994 

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: 

Name Address Designation Effective Date 

Yeargin, Robert Old Hickory, TN Attorney February 6, 1994 

Tucker, Ray M. McDonough, GA Attorney February 6, 1994 

Merrill, Mark T. Soldotna, Alaska CPA March 2, 1994 

Klepetko, Lawrence Sarasota, FL Attorney March 17, 1994 

Irving, Paul J. Cocoa Beach, FL CPA March 25, 1994 

Priest, John Sunnyvale, CA CPA April 8, 1994 

Ferlis, Nicholas Northbrook, IL CPA April 24, 1994 

Tuck, Joe Grady Lockhart, TX CPA May 1, 1994 
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Full funding limitations, weighted 
average interest rate, Jan. 1994 
(Notice 12) 336; Feb. 1994 
(Notice 19) 338; March 1994 
(Notice 26) 343; April 1994 
(Notice 53) 369; May 1994 
(Notice 56) 369; June 1994 
(Notice 71) 378 

INCOME TAX-Continued 
Employee plans-Continued 

Funding-Continued 
Requests for waivers (RP 41) 711 

Retroactive amendments (RP 42) 
717 

Qualification: 
Determination letters (RP 37) 683 
Section 401(a)(l7) amendment pro

cedures (RP 13) 566 
Voluntary closing agreement pro

gram, limited sanctions (RP 16) 
576 

Estates and trusts: 
Valuation, transfers to pooled mcome 

fund (RR 41) 181 
Exempt organizations: 

General: 
Information returns, organizations 

not required to file (RP 17) 579 
Qualification: 

Disaster relief, Los Angeles earth
quake and related disasters 
(Notice 15) 337 

Foreign insurance companies: 
Domestic assetlliability percentages 

and domestic investment yields (RP 
14) 574 

Foreign tax credit: 
International boycotts, countries requir

ing cooperation (Notice 4) 332; 
(Notice 51) 368 

Fringe benefits: 
Qualified transportation (Notice 3) 327 

Gross income: 
Exclusions-inclusions: 

Fringe benefits, SIFL, aircraft valua
tion formula (RR 17) 20 

Payments under Stewardship Incen
tive Program (RR 27) 26 

Income source: 
Waiver of section 911 time require

ments (RP 15) 575; (RP 31) 625 
Indians: 

Taxability of income (RR 16) 19 
Insurance companies: 

Life: 
Differential earnings rate, tentatively 

1993 (Notice 25) 342 
Interest rate tables (RR II) 196 

Interest: 
Investment: 

Federal short-term, mid-term, and 
long-term rates, Jan. 1994 (RR 1) 
207; Feb. 1994 (RR 9) 209; 
March 1994 (RR 15) 210; April 
1994 (RR 22) 212; May 1994 
(RR 29) 213; June 1994 (RR 36) 
215 



INCOME TAX-Continued 
Interest-Continued 

Investment-Continued 
Inflation adjustment for 1994 (RR 

19) 216 
Paid: 

Points, principal residence (RP 27) 
613 

Inventories: 
Alternative minimum tax, LIFO recap

ture adjustment (Notice 27) 343 

LIFO, price indexes, department stores, 
Oct. 1993 (RR 3) 145; Nov. 1993 
(RR 13) 146; Dec. 1993 (RR 20) 
147; Jan. 1994 (RR 25) 148; Feb. 
1994 (RR 32) 149; Mar. 1994 (RR 
37) 150 

Loans: 
CPI adjustment for below-market 

loans-1994 (RR 18) 319 

Debt vs. equity (Notice 47) 357 

Losses: 
Casualty, disaster area, year of deduc

tion, 1993 (RR 14) 72 

Moving expenses: 
Allowances, Department of Defense 

(Notice 59) 371 

Overpayments: 
Adjusted interest rates (RR 21) 293; 

(RR 39) 296 

Partnerships: 
Limited: 

Alabama (LLC) (RR 6) 314 

Kansas (LLC) (RR 30) 316 

Louisiana (LLC) (RR 5) 312 

Pennsylvania (ULPA) (RR 10) 316 

Limited tax classification (RR 2) 311 

Recognition of gain on deemed dis
tribution of money (RR 4) 195 

Retroactive election, intangible provi
sions of OBRA '93 (Notice 41) 353 

Penalties: 
Substantial or gross valuation misstate

ment (RP 33) 628 

Substantial underpayment, adequate 
disclosure (RP 36) 682 

Waiver, Form 1099 under Rev. Rul. 
93-70 (Notice 37) 349 

Proposed regulations: 
26 CFR 1.25-3, added; reissuance of 

mortgage credit certificates (FI--47-
92) 786 

26 CFR 1.42-14, added; low-income 
housing credit (PS-I06-91) 822 

26 CFR 1.45B-1, added; employer 
FICA taxes paid on employee tips 
(EE-71-93) 784 

INCOME TAX-Continued 

Proposed regulations-Continued 
26 CFR 1.55-1, added; alternative 

minimum tax for noncorporate tax
payers (IA-4-94) 807 

26 CFR 1.103-8, revised; 1.149(d)-I, 
1.150--1, amended; 1.148-1-1.148-
6, 1.148-9-1.148-11, amended; ar
bitrage restrictions on tax-exempt 
bonds (FI-7-94) 788 

26 CFR 1.108(c)-IT, 1.163(d)-lT, 
1.1 044(a)-1T, 1.6655(e)-IT, added; 
certain elections under the Omnibus 
Budget Reconciliation Act of 1993 
(IA-62-93) 803 

26 CFR 1.142(a)(5)-1, added; defini
tion of sewage facilities (PS-34-93) 
828 

26 CFR 1.162-20, amended; lobbying 
expense deductions-dues (IA-6O--
93) 802 

26 CFR 1.162-27, added; disallowance 
of deductions for employee re
muneration in excess of $1,000,000 
(EE-61-93) 774 

26 CFR 1.162-28, added; allocation of 
costs to lobbying activities (IA-57-
93) 797 

26 CFR 1.162-29, 1.162-20(c)(5), 
added; influencing legislation (IA-
23-94) 809 

26 CFR 1.163-11, 1.1274-2(e), 
1.1275-6, 1.6050H-2, withdrawn; 
1.1275-2T, added; debt instruments 
with OlD, anti-abuse rule, price 
level adjusted mortgages (FI-189-
84, FI-64-89, FI-5-94) 785 

26 CFR 1.167(a)-11-1.1503-2, and 
intermediate sections, amended, re
vised, added, removed; consolidated 
return intercompany transactions 
system and related rules (CO-11-
91) 724 

26 CFR 1.167(a)-13, 1.197-1, added; 
certain elections for intangible prop
erty (PS-55-93) 830 

26 CFR l.280A-2(b)(2) & (b)(3), 
withdrawn; deductibility of expenses 
attributable to business use of dwell
ing unit used as residence, LR-261-
76 (Notice 62) 373 

26 CFR 1.338--4, amended; consis
tency rules with respect to target 
affiliates that are controlled foreign 
corporations (INTL-I77-90) 818 

26 CFR 1.401(a)(l7)-I, revised; com
pensation limit for tax-qualified re
tirement plans (EE-6-93) 763 

INCOME TAX-Continued 

Proposed regulations-Continued 
26 CFR 1.475(b)-I, -2, 1.475(c)-l, 

-2, 1.475(d)-l, 1.475(e)-1, added; 
mark-to-market for dealers in se
curities (FI-72-93) 787 

26 CFR 1.701-2, added; subchapter K 
anti-abuse rule (PS-27-94) 832 

26 CFR 1.704-3 (d) & (e)(3), added; 
allocations reflecting build-in gain 
or loss on property contributed to a 
partnership (PS-56-93) 831 

26 CFR 1. 860A-O, 1.860A-l, 1.86OG-
1, amended; 1.860G-1(a)(3)(i), re
vised; real estate mortgage invest
ment conduits (FI-I0--94) 790 

26 CFR 1.904-0, revised; 1.904(i)-I, 
added; limitations on the amount of 
the foreign tax credit (INTL-6-90) 
816 

26 CFR 1.936-6, amended; determina
tion of combined taxable income 
under the profit split method 
(INTL-68-92) 820 

26 CFR 1.6012-7, 1.6061-2, 1.6065-
2, added; TeleFile Voice Signature 
test (IA-38-93) 795 

26 CFR 1.6050P-O, 1.6050P-1, added; 
information reporting for discharge 
of indebtedness (IA-63-93) 803 

26 CFR 1.6662-0, -2, -3, --4, 
amended; 1.6662-1, revised; 
1.6662-7, added; accuracy-related 
penalty (IA-78-93) 805 

26 CFR 1.6662-0, -5, 1.6664-0, 
amended; 1.6662-6, 1.6664--4( d), 
added; imposition of accuracy
related penalties (INTL-21-91) 819 

26 CFR 301.6103(1)(14)-1, added; 
disclosure of return information to 
U.S. Customs Service (DL-21-94) 
763 

26 CFR 301.7425-4(b)(3)(ii), 
amended; payment of excess ex
penses incurred by purchaser in 
connection with redemption of real 
property (GL-520--87) 792 

26 CFR 301.7426-1, amended; civil 
actions by persons other than tax
payers (GL-351-90) 793 

26 CFR Part 1, amended; provisions of 
prior law, CO-53-92 corrected 
(Notice 36) 349 

INTL-21-91, relating to imposition of 
accuracy-related penalties, with
drawn (Notice 17) 337 

Publicity of information: 

Locating missing individuals (RP 22) 
608 
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INCOME TAX-Continued 
Real estate investment trust: 

Partner in a partnership, determination 
of required distribution (RR 40) 274 

Refunds and credits: 
Claims based on Albertson's decision, 

not currently accepted (Notice 38) 
350 

Regulated investment trust: 
Partner in a partnership, determination 

of required distribution (RR 40) 274 
Regulations: 

26 CFR 1.25-3T, amended; reissuance 
of mortgage credit certificates (TD 
8502) 3 

26 CFR 1.42-6, 1.42-8-1.42-12, 
added; 1.42-7, added & reserved; 
low-income housing credit (TD 
8520) 6 

26 CFR 1.42-13, added; low-income 
housing credit (TD 8521) 14 

26 CFR 1.45B-lT, added; employer 
FICA taxes paid on employee tips 
(TD 8503) 17 

26 CFR 1.103-8, 1.148-1, -2, -6, 
1.149(d)-I, revised; 1.103-8T, 
1.148-lT-1.148-6T, 1. 148-6T, 
1.148-9T -1.148-1lT, 1.149( d)-I T, 
1.150--lT added; 1.148-0, -3, -4, 
-5, -9, -10, -11, 1.150--1, amended; 
arbitrage restrictions on tax-exempt 
bonds (TD 8538) 26 

26 CFR 1.1 08-1, added; discharge of 
indebtedness (TD 8532) 21 

26 CFR 1.108(c)-IT, 1.163(d)-lT, 
1.1044(a)-lT, 1.6655(e)-lT, added; 
certain elections under the Omnibus 
Budget Reconciliation Act of 1993 
(TD 8509) 24 

26 CFR 1.148-3, 1. 148-1O(d), 
1.149( e )-1, amended; arbitrage 
restrictions on tax-exempt bonds, 
information reporting for tax-exempt 
bond issues, T.D. 8476 & T.D. 8425 
corrected (Notice 58) 370 

26 CFR 1.162-20T, added; lobbying 
expense deductions-dues (TD 
8511) 37 

26 CFR 1.163-7, 1.446--2, 1.483-3, 
1.1271-0, -1, 1.1272-1-1.1272-3, 
1.1273-1, -2, 1.1274-1-1.1274-5, 
1.1274A-l, 1.1275-1, -2, -5, 
added; 1.163-11T, 1.1274-3T, -6T, 
1.1275-3T, -6T, removed; 1.483-1, 
1.1001-1, 1.1275-3, revised; 
1.1012-1, amended; debt instru
ments with original issue discount, 
imputed interest on deferred pay
ment sales or exchanges of property 
(TD 8517) 38 
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INCOME TAX-Continued 

Regulations-Continued 
26 CFR l.167(a)-13T, l.197-lT, 

added; certain elections for intang
ible property (TD 8528) 81 

26 CFR 1.304-5, 1.338(i)-I, 1.1502-
75(k), and intermediate sections, 
added; 1.338-lT, 1.1502-75T, and 
intermediate sections, removed; 
1.338(b )-2T(a)(2), 1.338(b)-3T(b), 
revised; revision of section 338 
consistency rules (TD 8515) 89 

26 CFR 1.338-4T, revised; consistency 
rules with respect to target affiliates 
that are controlled foreign corpora
tions (TD 8516) 119 

26 CFR 1.382-1, 1.382-2, 1.382-2T, 
amended; 1.382-4, 1.382-9(0)(1), 
revised; treatment of options in 
determining whether a loss corpora
tion has an ownership change (TD 
8531) 121 

26 CFR 1.382-1, 1.382-9, amended; 
limitations on corporate net operat
ing loss carryforwards (TD 8529) 
131 

26 CFR 1.382-1, 1.382-9, 301.9100-
7T, amended; ownership change of 
a corporation (TD 8530) 136 

26 CFR 1.41O(b)-6, T.D. 8487 cor
rected; minimum coverage require
ments (Notice 52) 368 

26 CFR 1.448-1, added & paragraphs 
(a) through (f) reserved; 1.448-
1 T(g), (h), & (i) redesignated 1.448-
l(g), (h), & (i); methods of account
ing (TD 8514) 141 

26 CFR 1.475(b)-lT, -2T, 1.475(c)
IT, -2T, 1.475(d)-lT, 1.475 (e)-lT, 
added; mark-to-market for dealers in 
securities (TD 8505) 152 

26 CFR 1.515(c)-2, added; part
nerships in which one or more (but 
not all) of the partners are qualified 
tax-exempt organizations within the 
meaning of 514(c)(9)(C) (TD 8539) 
157 

26 CFR 1.585-1, -2, -3, 301.9100-
7T, amended; 1.585-5, -6, -7, -8, 
added; bad debt reserves of banks 
(TD 8513) 169 

26 CFR 1.704-1, amended; 1.704-lT, 
removed; 1.704-3, added; alloca
tions reflecting built-in gain or loss 
on property contributed to a part
nership (TD 8500) 183 

26 CFR 1.704-3T, added; allocations 
reflecting built-in gain or loss on 
property contributed to a partnership 
(TD 8501) 191 

INCOME TAX-Continued 

Regulations-Continued 
26 CFR 1.848-2; capitalization of 

certain policy acquisition expenses 
by insurance companies, TD 8456 
corrected (Notice 13) 336 

26 CFR 1.860G-I T, added; real estate 
mortgage investment conduits (TD 
8534) 200 

26 CFR 1.1031(b)-2, l5a.453-1, 
amended; 1.103l(k)-I(j)(22), added; 
like-kind exchanges of property (TD 
8535) 202 

26 CFR 1.1275-2T, added; debt in
struments with OlD, anti-abuse rule, 
price level adjusted mortgages (TD 
8518) 217 

26 CFR 1.1367--0--1.1367-3, 1.1368-
{}-1.1368-4, added; adjustments to 
basis of stock and indebtedness and 
treatment of distributions by S 
corporations to shareholders (TD 
8508) 219 

26 CFR 1.1398-1, 1.1398-2, added; 
carryover of passive activity losses 
and credits, at risk losses to bank
ruptcy estates of individuals (TD 
8537) 230 

26 CFR 1.60l2-7T, 1.606l-2T, 
1.6065-2T, revised; TeleFile Voice 
Signature test (TD 8510) 280 

26 CFR 1.6050H-2, amended; infor
mation reporting for reimbursements 
of interest on qualified mortgages 
(TD 8507) 283 

26 CFR 1.6050P-OT, 1.6050-1T, 
added; information reporting for 
discharge of indebtedness (TD 
8506) 286 

26 CFR 1.6662-0, amended; 1.6662-
7T, added; accuracy-related penalty 
(TD 8533) 307 

26 CFR 1.6662-0, 1.6664-0, amended; 
1. 6662-5T, -6, 1. 6664-4T, added; 
imposition of accuracy-related 
penalties (TD 8519) 298 

26 CFR 1.6851-2T, removed; 1.6851-
2, amended; certificates of com
pliance with income tax laws by 
departing aliens (TD 8526) 309 

26 CFR 301.6103(1)(14)-IT, added; 
disclosure of return information to 
U.S. Customs Service (TD 8527) 
290 

26 CFR 301.6611-1, amended; interest 
on overpayments (TD 8524) 292 

26 CFR 601.101, amended; control 
numbers assigned to regulations by 
OMB, TD 8335 corrected (Notice 
67) 376 



INCOME TAX-Continued 

Regulations-Continued 

26 CFR Parts 1. 5, 5c, 12, 54, and 
602, amended; provisions of prior 
law, TD 8474 corrected (Notice 14) 
336 

Returns: 

Electronic filing, Form 1040 (RP 11) 
557 

Information: 

Magnetic media reporting, Forms 
1098, 1099 series, 5498, and W-
2G, specification change (Notice 
55) 369 

Reproduction of Forms 1096, 1098, 
1099 series, 5498, and W-2G 
(RP 35) 658 

Substitutes, Forms W-2 and W-3 
(RP 39) 691 

Magnetic media filing, Form 1040NR 
(RP 38) 685 

Substitute printing, computer-prepared, 
computer-generated (RP 34) 628 

INCOME TAX-Continued 

Rulings: 
Areas in which advance rulings will 

not be issued: 
Associate Chief Counsel (Domestic), 

Associate Chief Counsel 
(Employee Benefits and Exempt 
Organizations) (RP 3) 447 

Associate Chief Counsel (Interna
tional) (RP 7) 542 

Employee plan minimum funding 
standards, waiver requests (RP 41) 
711 

Employee plans determination letters 
(RP 6) 510 

Letter rulings, determination letters, 
information letters, Associate Chief 
Counsel (Domestic), Associate Chief 
Counsel (Employee Benefits & Ex
empt Organizations), Associate 
Chief Counsel (Enforcement Litiga
tion), and Associate Chief Counsel 
(International) (RP 1) 378 

Rulings and determination letters, issu
ance procedures (RP 4) 458 

Technical advice (RP 5) 490 

INCOME TAX-Continued 
Rulings-Continued 

Technical advice to District Directors 
and Chiefs, Appeals Offices, Asso
ciate Chief Counsel (Domestic), 
Associate Chief Counsel (Employee 
Benefits and Exempt Organizations), 
Associate Chief Counsel (Enforce
ment Litigation), and Associate 
Chief Counsel (International) (RP 2) 
428 

User fees for employee plans and 
exempt organizations (RP 8) 544 

Securities transactions: 
Certain transfers under section 367(a) 

(Notice 46) 356 
Section 475, mark-to-market rules (RR 

7) 151 
Small business corporation: 

Automatic inadvertent termination re
lief (RP 23) 609 

Tax conventions: 
Netherlands (Notice 1) 322 

Withholding: 
Section 871 (h)( 4) contingent interest 

(Notice 39) 350 
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